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FOREWORD

Corporate governance encompasses the relationships and patterns of behaviour between different agentsin
alimited liability corporation. Corporate managers and shareholders as well as employees, creditors, key
customers and communities interact with each other to form the strategy of the company. Corporate
governance refers to a set of rules and practices that frame such interactions. Adequate corporate
governance setting should provide proper discipline on corporate management and ensure efficient
operation of companies. Good corporate governance is a key to establishing a robust and competitive
corporate sector, which serves as a source of economic growth.

Poor corporate governance was identified as one of the root causes of the recent Asian financia crisis. The
absence of effective disciplines on corporate managers, coupled with complicated and opaque relationships
between corporations, their owners and their finance providers, affected severely investors' confidence in
the region’s corporate sectors. Economies that took early steps to improve corporate governance have been
recovering from the crisis at a more rapid pace than those who have not addressed this issue. The Asian
crisis showed that good corporate governance is important not only for individual corporations to raise
capital but also for an economy to achieve sustainable growth.

Against this backdrop, the “Conference on Corporate Governance in Asiaa A Comparative Perspective’
was held in Seoul, Korea on 3-5 March 1999. The conference was organised by the OECD under the
framework of its Centre for Co-operation with Non-Members, in co-operation with the Korea Development
Institute and with the co-sponsorship of the Government of Japan and the World Bank. This meeting
created a momentum for policy dialogue on corporate governance in the Asian region, which resulted in
the establishment of the Asian Corporate Governance Roundtable supported by the OECD and the
countries in the region, in co-ordination with the World Bank and the Asian Development Bank. The Seoul
meeting also provided an opportunity for non-Member Asian countries to contribute to the drafting of the
OECD Corporate Governance Principles, which were later endorsed by the OECD Council at the
Ministerial level on 26-27 May 1999.

This publication contains papers developed for the meeting. They describe and analyse various aspects of
corporate governance with a particular focus on the countries in Asia. The magjor findings of the papers and
the discussion at the meeting are summarised in two articles in the introduction. Part | consists of the papers
that provide international comparative analysis, followed by Part || which includes the papers describing and
analysing corporate governance practices of selected Asian countries.

The views expressed in this publication are those of the individual authors and do not necessarily reflect
those of the OECD, or the governments of its Member or non-Member countries. Stilpon Nestor, Head of
Corporate Affairs Division, and Takahiro Y asui, Principal Administrator in the Outreach Unit for Financial
Sector Reform, have edited this volume. This book is published on the responsibility of the Secretary-
General of the OECD.

Eric Burgeat
Director
Centre for Co-operation with Non-Members
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SUMMARY OF THE MEETING

General remarks

In the context of its special programme with non-member economies affected by the financial crisis,
the OECD Centre for Co-operation with Non-Member Countries (CCNM) organised a senior experts
meeting on “Corporate Governance in Asia’, which took place on 3-5 March 1999 in Seoul. The
meeting was co-hosted by the Korean Development Institute (KDI) and the Korean government, and
was co-sponsored by the Japanese government and the World Bank.

The meeting proved to be very successful in bringing together a group of high level officials, private
sector decision makers and academic experts from several Asian non-member economies (the People's
Republic of China; Hong Kong Ching; India; Indonesia; Malaysia; the Philippines; Singapore; Chinese
Taipei; Thailand) with their OECD counterparts in a frank and fruitful exchange of views on the issue
of corporate governance. The debate developed around a set of country papers on corporate
governance arrangements in the above countries and a set of substantive presentations by experts and
consultants, including presentations by OECD, KDI and World Bank experts.

The continuing relevance of corporate governance as one of the main factors in the 1997-98 crisis and
as an area of mgjor policy reform was underlined by all participants. Deputy Secretary-General Joanna
Shelton focused on the important role that the OECD Corporate Governance Principles were expected
to play in the design of reforms and the international policy dialogue that would develop around them.
Most of the countries declared their readiness to use the OECD Principles as a main benchmark and a
gauge of progress in the context of this dialogue. Senior representatives from international
organisations (Vice-President Shin of the Asian Development Bank and Director Iskander of the
World Bank) joined Ms. Shdlton and key participants in expressing the wish to see this type of
regional dialogue on corporate governance continued. Co-operation between the OECD and these
international organisations was deemed to be of central importance in the development of regional fora
to facilitate diadogue and the identification of specific country needs in the area of corporate
governance.

The following are some of the main policy conclusions drawn by the OECD Secretariat on the basis of
the presentations and frank exchanges that took place during the meeting.

Main conclusions

Corporate governance has gained increased visibility anong policy makers during the last few years.
This has been the result of a number of different factors. The increasing globalisation of the capital
markets has made it necessary for different systems of corporate decision making and control to
become broadly compatible with each other, at least in terms of transparency, in order to be able to
attract investors from other countries. Hence, a trend towards global convergence of corporate
governance norms can be discerned. In addition to the globalisation of markets, some other factors are



contributing to convergence: a more propitious environment for international co-operation and policy
debate after the end of the cold war encouraged by the on-going communications revolution, and a
clear convergence of legidative and regulatory trends, especially in the commercial law area.

The importance of the overall openness of the economy to competitive pressure in the product and
factor markets should not be underestimated. Corporate governance improvements will produce their
full benefits only if markets are alowed to function properly and transmit their signals to foreign and
domestic investors, customers, competitors, creditors and employees. Transparency and accountability
will not be effective if the information generated by markets is not adequate.

The Asian financial crisis has played the role of a catalyst in the corporate governance debate. One of
the fundamental causes of the crisisis the lack of effective corporate governance mechanisms. On one
hand, there is weak outside monitoring by stakeholdersin firms, capital markets and credit ingtitutions.
On the other, there is a concentration of control in small groups of interests that very often are closely
connected to the state and the financial sector. The lack of transparency of these arrangements,
combined with increasing, direct or indirect, corporate exposure to international capital markets,
created vulnerabilities that led to the crisis.

Corporate Asia has been plagued by over-investment, excessive conglomeration and over-
indebtedness. These tendencies have been, to a large extent, a result of poor corporate governance
mechanisms. Mgjor shareholders in corporate groups, very often their “founding fathers’, sought to
retain control and appropriate most of the returns, while broadening their risk base. This resulted in
unbalanced risk/return conditions and a perverse incentive structure, which encouraged al of the
above tendencies.

To be sure, the fault does not lie only within the countries affected by the crisis. Many Western
investors showed a low level of prudence in providing large amounts of financing, in spite of the
opacity of corporate governance arrangements, and the precious little information on the activities and
levels of liabilities of the companies or banks. Nevertheless, and irrespective of what needs to be done
on improving the efficiency of international capital flows, an overhaul of corporate governance
arrangements needs to be effectuated in the afflicted countries, if private, especially overseas,
investment is to resume and companies are to meet their financing needs and resume their growth. For
thisto happen, several areas need to be addressed:

Protection of shareholder rights

Asian economies need to address the question of adequate protection for “outside” investors in their
companies. A great part of the corporate governance problem emanates from the fact that transactions
between corporations and their major shareholders were not adequately vetted by other shareholders.
Such self-dealing practices were widespread in the region. In addition, the responsibility of directors
has not been clearly defined and the “insider” domination of boards is evidence of ther rather
marginal role in protecting the interests of shareholders (or the company) as awhole. These rules need
to be overhauled and listed companies need to show more willingness to protect investors.

Disclosure and transparency

It is now clear that the disclosure regime in most Asian economies was defective. While fundamental
accounting standards seem to be in place, implementation was and is a best patchy. Corporate audits
were far from accurate in giving investors a true picture of the liabilities in individual companies.
Most important, the standards for consolidated financial accounting were not operative. Obscure cross-
ownership patterns often shifted control in corporations in ways that were not known to shareholders.
A web of off-balance sheet liabilities such as cross-guarantees of debt increased the risk exposure of



individual companies. It is of the utmost importance that these issues are dealt with in order to increase
the confidence of investors

Corporate restructuring and exit mechanisms

In many Asian economies, insolvency laws and their implementation fall well short of the basic
functions they are supposed to fulfil in a market economy: to enhance payment discipline, to
adequately protect creditors, to provide for aflexible framework for the re-organisation of illiquid but
solvent enterprises, and to ensure an efficient re-alocation of resources of failed firms. The exit
bottleneck destroys value and raises the cost of capital, especidly in the criss and post-crisis
environment. In the wake of the crisis, exit issues sometimes need to be addressed from two
perspectives: the more long term reform of the general insolvency legislation; and a crisis-related set
of rules on corporate restructuring and work-outs between financid institutions and their major
debtors. These specid crisis rules need to be well integrated into the general plans for restructuring
and recapitalising the banking sector and improving banking supervision.

The role of banks

Fundamental weaknesses in managing risk by creditors were a major issue in the Asian corporate
debacle. This was often due to poor governance of the creditor ingtitutions, often captured by their
debtors or playing a credit-rationing role for the state. It was also a direct result of nationa financial
sectors being relatively closed to foreign investment.

Therole of stakeholders

As regards the role of employees in the current effort to re-structure and give a new direction to
corporate behaviour and control, it might be very productive to consult and involve the employees
who are often the ones who bear the brunt of these efforts.

But the adoption of corporate governance rules in itsef might not be enough for substantially
improving the performance of the corporations in the region. There is a great need to improve the
infrastructure, which ensures an effective implementation of these rules. There are several areas that
need to be addressed: improved capacity for the judiciary and for regulatory authorities in the capital
markets; the emergence of a set of intermediary market institutions that will keep shareholders
informed and assist them in the exercise of their control rights; and the continuing education of
corporate directors, leading the behavioura change at the corporate level, without which reforms may
never become effective.

The progressto-date

Some of the Asian countries have taken rigorous action to address the problems in the aftermath of the
crisis. Korea, an OECD Member country, has been at the forefront of corporate and financial sector
reforms: it is increasing transparency and independent monitoring of publicly held companies, has
outlawed cross-guarantees and other “self deding” transactions between affiliates and is taking
important steps to improve the framework for insolvency. Most important, it is opening up to FDIC
and patient capital in a move that will not only further integrate the Korean economy into that of its
OECD and other partners, but will also play a pivotal role in modernising the corporate governance
environment in the country itself. The entry of FDIC in the financia sector is particularly encouraging
in this respect. Thailand is another country which has taken important steps, especialy as regards the
restructuring of its financial sector and the liquidation of financiad companies, a corporate
restructuring scheme and improvement of the legal and institutional framework for insolvency are also
in progress, while the framework for minority shareholder protection is modernised by capital market



authorities and the stock exchange. Indonesia is still struggling to put together a functioning corporate
governance and exit environment: while informal restructuring initiatives - the so-called Jakarta
initiative - seem to be starting to work, the newly revamped insolvency regime is not yet producing
satisfactory results.

The meeting provided policy makers from public and private sectors with valuable insight into their
neighbours' problems and solutions, and gave us al a broader perspective on the issues; it has
confirmed the direction of the Principles as a non-prescriptive tool for policy debate. Participants also
suggested further areas of corporate governance-related work, especidly in the areas of market exit,
smaller enterprises and social responsibility of corporations. In summary, it has been a very productive
meeting and should be seen as a first step in a continuing policy debate on the crucial issues of
corporate governance.
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INTRODUCTION

by
Joanna R. Shelton

Market-oriented economies of the OECD and the rest of the world are at a watershed, as they rely
increasingly on the strength of the private sector in what is rapidly becoming a world market. OECD
economies, as well as many others, rely on the corporation as the engine for participation in the global
market - to raise capital, create jobs, earn profits and divide the value-added among those contributing
to its success.

The increased role of the private sector in the modern economy is one of the reasons for the increased
focus on corporate governance in countries throughout the world. Other reasons include the increased
international interdependence of countries and companies, and the new competitive circumstances for
companies.

Many of today’s fast-growing and highly successful enterprises deviate quite radically from the
traditional image of smokestack or bluechip corporations. They are often more human-capital-
intensive and highly dependent on intangible assets, such as brand names, patents, strategic alliances
and organisational know-how. They may also operate under more flexible contracts with employees,
business partners and other constituents.

Interest in corporate governance in OECD countries first arose because investors became increasingly
concerned that in companies with dispersed ownership - particularly characteristic of the United States
and the United Kingdom - management was pursuing objectives other than long-term returns to
shareholders while, at the same time, managers were able to raise their own compensation in spite of
poor company performance. The concern was especially acute among institutional investors, who
account for a growing share of equity ownership in OECD countries.

In continental Europe and Japan, ownership concentration was greater, and yet it became evident to
investors that equally serious problems were present in these countries. In particular, controlling
shareholders - often allied with management - were able to pursue interests other than profitability.
The use of off-balance sheet funds and other devices that could shield management from

accountability to shareholders were even more prevalent than in the so-called Anglo-Saxon
countries.

Despite these concerns, the means available to minority shareholders to influence management often
were ineffective, and disclosure requirements for companies often were equally weak. Thus, much of
the discussion in OECD countries over the past two decades has focused on the means to align the
interests of management with those of the shareholders, and to find ways to assure that management
will act in the interest of shareholders - who are, after all, the owners of the company. As companies in
markets around the world have increasingly turned to the capital markets for outside
funds, they have been obliged to become more attentive to shareholder value.
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What is corporate governance?

What do we mean when we talk about corporate governance? In a narrow sense, corporate governance
involves a set of relationships between a company’s management, its board of directors, shareholders,
and other stakeholders. These relationships, which involve various rules and incentives, provide the
structure through which the aobjectives of the company are set, and the means of attaining those
objectives and monitoring performance are determined. Key aspects of good corporate governance
include the transparency of corporate structures and operations; the accountability of managers and
boards to shareholders (including foreign shareholders); and corporate responsibility towards
employees, creditors, suppliers, and thelocal communities where the corporation operates.

In abroader sense, however, good corporate governance - the extent to which companies are run in an
open and honest manner - is important for overall market confidence, the efficiency of international
capital allocation, the renewal of countries’ industrial bases, and ultimately nations’ overall wealth and
welfare. Countries wishing to attract private investment, notably from abroad, are now placing a
greater emphasis on the way that corporations are operated and the way that they respond to the needs
and demands of investors, wherever those investors may be located. This consideration is particularly
important in the effort to attract the more patient, long-term capital that is so crucial for establishing
the basis for sustainable growth and job creation.

While the emphasis on good corporate governance is not new, the financial crisis that began in Asiain
mid-1997 persuaded policymakers world-wide of the need for better corporate governance standards,
with increasing emphasis on the problems of non-OECD countries. The absence of effective
monitoring mechanisms may have contributed to the excesses that contributed to the crisis. In
particular, prevailing governance mechanisms in Asia and elsewhere often did not encourage
management to use resources efficiently. Firms could and often did pursue objectives other than
profitability, including conglomeration and the expansion of market share, while at the same time
building up excessive debt. In addition, governance systems tended to protect the interests of
controlling investors at the expense of minority investors, including foreign investors.

A related problem of corporate governance in Asia was present in banks, which on balance were not
capable of engaging in basic credit analysis or of restraining the often unsustainable expansion plans
of the corporate sector. While Asian banks were hardly alone in making such misjudgements,
shortcomings in corporate governance systems in the banking sector, as well as problems in the
prudential supervision of banks, probably impeded the ability of banks in this region to monitor the
corporate sector and to be sufficiently aware of the impending crisis. It is important to add, however,
that the shortcomings of foreign lendersin the Asian financial crisis, including their failure to monitor
performance and to assess the level of risk before extending loans to often highly leveraged
companies, aso has come in for appropriate criticism.

As a policy matter, corporate governance is largely about establishing a legal and regulatory
framework that promotes the emergence of credible and effective governance practices for the benefit
of economies and society as awhole. Beyond that, the actual design - and certainly the implementation
- of particular governance arrangements is best left to the various market participants. Good corporate
governance should provide proper mechanisms for monitoring of management by the board and
monitoring of the board by shareholders. Effective disclosure and monitoring will encourage
management to pursue policies that provide competitive returns to shareholders, thereby encouraging
firms to use resources more effectively. This, in turn, will help strengthen the competitive position of
the firm.

While the corporate governance framework by itself is an important el ement affecting the long-term
prosperity of companies, it is only part of the larger economic, social and legal environment in which
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firms operate. On the broadest level, the quality of macroeconomic management and the state of
competition in product and factor markets have a powerful impact on firm performance. The state of
market competition in turn is influenced by a range of government policies in areas such as trade,
investment (both short-term and long-term) and competition policy. The legal system, accounting
standards, labour market policies and patterns of equity ownership also have a strong bearing on
corporate performance. Finaly, business ethics and corporate awareness of the environmental
standards and other societal interests of the communities in which they operate - sometimes called
"good corporate citizenship" - also can have an impact on the reputation and long-term success of a
company.

OECD Principles of Corporate Governance

In response to the growing interest in corporate governance in OECD countries, and sparked in
particular by the Asian financial crisis, OECD Ministersin 1998 asked the OECD to develop a set of
corporate governance principles that could be useful to OECD Members and non-Member countries
alike. To fulfil this task, the OECD in June 1998 established an Ad Hoc Task Force on Corporate
Governance with representatives from all Member governments and key international organisations,
including the World Bank, as well as a number of private sector and labour representatives with
special expertise in corporate governance. The Task Force sought maximum transparency in
elaborating the Principles through a wide consultative process, which included many private sector
and other non-governmental organisations, as well as representatives of non-Member countries. At
their annual meeting, OECD Ministers approved the Principlesin May 1999, and they are available on
the OECD Website (http://www.oecd.org/daf/governance/principl es.htm).

At avery early date, the Task Force decided not to attempt to develop a detailed international code of
conduct or set of "best practices’, which is best |eft to each country’ s legidators, regulators and private
sector bodies. Instead, the Task Force decided to delineate those basic principles that can serve as a
reference point for governments and private sector participants as they evaluate and refine their own
legal, institutional, regulatory and company-specific frameworks. The Principles build upon the
experience of Member and selected non-member countries, private sector experience, and on previous
OECD work inthis area.

Although the Principles are primarily aimed at governments, they also will provide guidance for stock
exchanges, investors, private corporations and national commissions on corporate governance as they
elaborate best practices, listing requirements and codes of conduct. The Principles refer mainly to
publicly traded companies, including financia institutions, but the general concepts embodied in them
may have some application to small and medium-sized enterprises and to closely-held firms. The
Principles will be non-binding and will not give detailed prescriptions for national legislation.

A Preamble to the Principles explains what they are designed to accomplish. We specifically state that
there is no single model of good corporate governance; rather, we seek to delineate basic Principles
that will be compatible with many systems. We also recognise that corporate governance practices are
constantly evolving and improving with time. Thus, the Principles, too, must evolve over time; and
they almost certainly will have to be reviewed in the future after some experience has been gained
with their practical application. However, with these caveats, we do believe that the Principles
establish an important benchmark for action by governments and the private sector.

The Principles themselves fall under five broad headings, with each basic Principle supplemented by
explanatory annotations. These are:

The rights of shareholders

13



The protection of the rights of shareholders and the ability of shareholders to influence the behaviour
of the corporation are key pillars of effective corporate governance. Therefore, those rights which
shareholders should expect to be able to enjoy in all jurisdictions are specified in the Principles, such
as the right to secure ownership and registration of shares, as well as the right to share in the residual
profits of the company. The ability to participate in basic decisions concerning the company, chiefly
by participation in general shareholder meetings, is set forth as an important right. The Principles call
for disclosure of corporate structures and devices that redistribute control over the company in ways
that deviate from proportionality to ownership. Another important right of shareholders is that
transfers of controlling interest of the company should take place under fair and transparent conditions
and that anti-takeover defences not be used to shield management from accountability. Finaly,
investors are urged to consider using their voting rights. This latter point is a very important, because
shareholders - even large shareholders - can have no effective role in shaping magor decisions
affecting the corporation, if they fail to vote.

The equitable treatment of shareholders

In many cases, controlling shareholders, boards and management use their control over the corporation
and over information to the detriment of non-controlling and foreign investors. This section of the
Principles stipulates that board members, management and controlling shareholders should deal fairly
with all shareholders. It aso states that insider trading and self-dealing should be prohibited. The
Principles call for maximum transparency regarding the distribution of voting rights among categories
of shareholders and the ways in which voting rights are exercised.

Therole of stakeholders

This Principle states that the corporate governance framework should recognise the lega rights of
stakeholders and encourage active co-operation between corporations and stakeholders in creating
wealth, jobs, and the sustainability of financially sound enterprises. This issue is more important than
the relatively short text devoted to it might suggest. Certainly, we al recognise that one key aspect of
corporate governance is ensuring the flow of outside capital to firms. However, a good corporate
governance structure also has to be concerned with finding ways to encourage the various stakeholders
in the firm to make much-needed investment in human and physical capital. As we point out in the
Annotation to this Principle, the competitiveness and ultimate success of a corporation is the result of
teamwork that brings contributions from a range of different sources, including not only investors, but
employees, creditors, and suppliers as well. It is ultimately in the long-term self-interest of firms to
recognise that their employees and other stakeholders constitute a valuable resource for building
competitive and profitable companies, whether or not those employees or other stakeholders have a
legal place in the corporate governance structure, as they do in some countries.

Disclosure and transparency

A strong disclosure regime is widely recognised as a central and indispensable element of an effective
corporate governance system. The Principles provide that timely and accurate information should be
disclosed on al material matters regarding the financia situation, performance, ownership, and
governance of the company; and further, that this information should be prepared in accordance with
high quality standards. The Principles aso call for an annua independent audit, in order to provide an
external and objective control on the way in which financial statements have been prepared and
presented.

14



The role of the board

The board is the main mechanism for monitoring management and providing strategic guidance.
OECD countries have a number of different board structures, and nuances can be found in the relative
weight that the board should place on monitoring the conduct of management versus that of providing
a broader strategic vision for the corporation. Nevertheless, the accountability of the board to the
company and its shareholders is a basic tenet of sound corporate governance everywhere. The
Principles make it clear that it is the duty of the board to act fairly with respect to al groups of
shareholders, to dedl fairly with stakeholders and to assure compliance with applicable laws. Among
the responsibilities of boards are: reviewing corporate strategy and planning; overseeing management
(including remuneration); managing potential conflicts of interest; and assuring the integrity of
accounting, reporting and communication systems. The Principles aso stress the need for board
members being able to exercise objective judgement on corporate affairs, independent of management.

Next steps

Concerning the implementation of the Principles, it is clear that this work must involve intensive
collaboration with non-member countries from the very start, as well as an ongoing policy dialogue
between OECD countries and non-member countries, in co-operation with other internationa
organisations, including particularly the World Bank, with which the OECD has already developed a
close and complementary relationship.

The meeting on "Corporate Governance in Asia' is only the beginning of a process that should
continue. The OECD Principles could be just one part of a wider dialogue on various aspects of
corporate governance, in workshops or conferences that could be organised on a regiona basis or
possibly in some other ways. We are very open-minded as to the ways in which further dial ogue with
countries beyond the OECD membership might proceed. Whatever form this co-operation may take,
strengthening the corporate governance framework in countries around the world is now recognised as
one key element in laying a strong foundation for the resumption of economic growth in Asia and
elsewhere and for amore stable international economic system.
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CORPORATE GOVERNANCE PATTERNSIN OECD ECONOMIES: ISCONVERGENCE
UNDER WAY?

by
Stilpon Nestor and John K. Thompson"

l. I ntroduction

Neo-classical economics suggests that a firm which operates in a competitive product market and
meets its capital needs in an efficient capital market should maximise the welfare of its owners (as
they would otherwise not supply it with capital) and that of its customers (by pricing its products at
their marginal cost): the enterpriseis thus the proverbial “black box”. But,

“...in the real world things are not that simple...Creditors want to be sure that they will be repaid,
which often means firms taking on less risky projects ... managers would rather maximise benefits to
themselves (by) preferring policies that justify paying them a higher salary, or divert company
resources for their persona benefit or simply refuse to give up their jobs in the face of poor profit
performance .... Large shareholders with a controlling interest in the firm would, if they could,
increase their returns at the expense of ... minority shareholders.” (Prowse 1996)

The list could be longer: employees, suppliers, customers, the community as a whole. There are
substantial costs that result from the divergence of the interests of different agents. Corporate
governance is the outcome of the relationships and interactions between these agents. An optimal
corporate governance structure is the one that would minimise institutional costs resulting from the
clash of these diverging interests.

Costs are the result of two main incidences: the long string of agency relationships that characterise
today’ s large firms; and the impossibility to write complete contracts between principals and agents on
the exact tasks of the latter. Hence, in the words of Professor Hart (1995):

“governance structures can be seen as a mechanism for making decisions that have not been specified
by contract”.

But why do these costs matter? Because the performance of the enterprises might be significantly
influenced by their size and the identity of their bearer'. For example, if too many of these costs are
borne by shareholders, the cost of equity financing will rise and the structure of the capital market will
be serioudly tilted towards debt financing and/or direct or indirect state subsidies. Employment and
labour relations might also be shaped by governance structures. where labour has an important role in
defining company strategy there might be losses in the efficient redeployment of resources; on the

" Directorate for Financial, Fiscal and Enterprise Affairs, OECD. Opinions expressed in this paper are the
authors' own and do not necessarily reflect those of the OECD.
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contrary, where employees are kept completely outside the information flow and decision making
process within the firm, there may be alower commitment to the firm’'s devel opment and more social
costs may arise down theline.

And if these costs matter to corporations, why do they matter to governments? Everybody would agree
that corporate governance regimes are (and should remain) the product of private, market-based
practices. There are however important policy angles. From an economic policy perspective, rising
ingtitutional and transaction costs in the realm of corporate decision making and finance impacts on
the competitiveness of economies, on the corporate investment levels and on the allocative efficiency
of capital markets. From an institutional perspective, corporate governance is of direct relevance to
policy makers because laws, ingtitutions and regulations are one of its most important sources (and of
its costs). Company law, securities regulation, prudential regulation of banks and pension and
insurance companies, accounting and bankruptcy laws impact on the way corporations make their
decisions and behave in the market and towards their different constituents. To come back to Hart's
aphorism, the legal and institutional framework shapes most of the relationships that are outside the
contractua realm. Policy makers are responsible for striking the best balance between mandatory law
and contract in each jurisdiction and thus providing the optimum mix between flexibility and the
predictability that legal formality brings.”

There are a wide variety of corporate governance regimes in OECD countries. Over the years,
individual economies developed different capital market mechanisms, legal structures, factor markets
and private or public institutions to act as owners or corporate governance principals in the economy.
These arrangements might vary even within the same country according to the sector. They are very
often the result of institutional, political and socia traditions. Understanding and accepting this
variety of approaches is afundamental first step for analysing the impacts of increasing globalisation
on national systems.

Despite different starting points, a trend towards convergence’ of corporate governance regimes has
been developing in recent years. Pressures have been rising on firms to adapt and adjust as a result of
globalisation. Their products are having to compete directly on price and quality with those produced
internationally, which mandates a certain de facto convergence of cost structures and firm organisation
that, in its turn, might spill-over on firm behaviour and decision making. But most important,
convergence might be the result of globalisation in the capital markets. new financial instruments
(such as ADRs and GDRs), deeper integration of markets, stronger, international competition and the
emergence and growth of new financia intermediaries have radically changed the corporate finance
landscape in aglobal way, at least for the larger enterprises. The latter, aong with the governments of
their countries, are increasingly conscious that, in order to tap this large pool of globa financial
resources, they need to meet certain governance conditions.

In this paper, we survey the observed patterns of corporate control, that are found in the major OECD
countries in order to arrive a a genera taxonomy of governance regimes and trace their evolution
through time. We will start by providing for a stylised description of the different patterns of
governance (keeping in mind that every country has ultimately its own unique arrangements). There
are those that are founded on arm’s length, market-based relationships between firms and their
investors (who are thus “outsiders’); and those whose accountability trail leads to specific interests of
“insgiders’, that are more permanently linked to the firm: maor shareholders, banks, workers. We will
then provide for an overview of how the role of the various corporate governance agents has changed
over the last couple of decadesin different systems. We will further try to identify why the behaviour
and positioning of these agents is changing and whether the different patterns are converging. Findly,
we will provide for some tentative conclusions and contain some thoughts on the shape of the future
policy debate on corporate governance.
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. The different systems of corpor ate governance

In this section we survey the observed patterns of corporate control that are found in the mgjor OECD
countries in order to arrive at a general characterisation of the different categories of governance
regimes and trace their evolution through time. Whileit will be argued below that the systems may be
converging at this time, it is clear that if one goes back a few decades, patterns of corporate
governance differed drastically among OECD countries. The ways in which large, widely-held
limited liability companies are governed reflect a wide variety of ownership structures in equity
markets, of patterns of corporate finance, and of company laws and securities regulations. One
traditional way of describing governance regimes has been to distinguish between “insider” and
“outsider” systems.”

Table 1. Distribution of outstanding listed corporate equity among different categories of
shareholders in selected OECD countries
per cent at year-end-1996

United Japan Germany France United Sweden Australia’

States Kingdom®
Financial sector 46 42 30 30 68 30 37
Banks 6 15 10 7 1 1 3
Insurance companies
and pension funds 28 12 12 9 50 14 25
Investment funds 12 . 8 11 8 15 .
Other financial institutions 1 15* - 3 9 - 9
Non-financial enterprises - 27 42 19 1 11 11
Public authorities - 1 4 2 1 8 -
Households 49 20 15 23 21 19 20
Rest of the world 5 11 9 25 9 32 32
TOTAL 100 100 100 100 100 100 100
1. For Japan, pension and investment funds are included in Other financial institutions.
2. United Kingdom figures are for end-1994.
3. Australian figures are for end-September 1996. Investment funds are included in Other financial
institutions.

Source: OECD Financial Accounts, The Conference Board International Patterns of Institutional Investment
(New York 1997), Banque de France, G.P. Stapleton Ownership of the Australian Share Market and Implications
for Securities Regulation (forthcoming), and OECD Secretariat estimates.

The outsider mode

The classic “outsider” systems are found in the United States and the United Kingdom. The
distinguishing features of the outsider moddl are 1) dispersed equity ownership with large institutional
holdings; 2) the recognised primacy of shareholder interests in the company law; 3) a strong emphasis
on the protection of minority investors in securities law and regulation; and 4) relatively strong
requirements for disclosure. In these countries, equity is typicaly owned by widely dispersed groups
of individual and ingtitutional investors. Although these countries have long traditions of equity
ownership by individuals, a phenomenon of ingtitutionalisation of wealth is occurring in which an
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increasing share of national income is managed by institutiona investors (i.e. mutual funds, pension
funds and insurance companies). Institutional investors are emerging as the largest owners of equity in
the United States and aready are the dominant owners of industry in the United Kingdom (see
Table1). Ingtitutiona investors tend to operate on the principle of portfolio diversification. They
have one basic objective, which is to maximise the return to their investors in keeping with their
mandates and in doing so employ the most modern techniques in pursuing their investment strategies.
Typically, they have no interest in running the company and have no other relation to the company
except for their financial investment.

Table 2. Financial assets of institutional investors
as a percentage of GDP

1990 1991 1992 1993 1994 1995 1996 1997°

Australia 49.3 58.3 60.2 74.5 73.2 75.3 83.8 83.9
Austria (1) 24.3 25.9 24.3 27.8 31.8 355 394 .
Belgium 44.4 48.9 47.0 56.3 59.4 59.1 63.0 .
Canada 58.1 63.8 66.3 76.0 79.8 85.8 94.6 102.0
Czech Republic (2) . . . 23.0 18.2 . .

Denmark 55.6 59.4 53.7 61.2 65.1 64.1 67.1

Finland 33.2 37.1 35.8 44.2 55.5 49.6 57.0 .
France 54.8 62.4 60.5 72.5 75.6 75.9 83.1 90.6
Germany 36.5 38.2 33.7 38.1 44.1 46.3 49.9 57.5
Greece (3) 6.5 8.8 8.5 14.3 18.8 23.4 28.5 .
Hungary . 25 25 3.1 3.7 4.0 5.7 .
Iceland 45.7 49.9 49.9 57.8 68.8 711 78.7 85.3
Italy 134 22.4 18.5 26.3 32.1 33.2 39.9 53.2
Japan 81.7 79.4 78.1 81.3 84.8 76.9 77.6 75.3
Korea 48.0 47.8 52.3 56.7 57.5 57.9 57.3 37.2
Luxembourg (4) 926.8 12375 16305 2166.5 2170.2 2139.1 23104 .
Mexico (5) 8.8 9.4 5.6 7.4 35 3.8 4.5 4.7
Netherlands 133.4 143.6 132.8 148.5 157.7 161.0 169.1 183.8
New Zealand . . . . . 36.6 38.1 34.3
Norway 36.0 38.0 32.6 39.6 43.2 42.5 43.4 .
Poland (6) . . " 0.5 1.9 1.6 2.0 0.4
Portugal 9.0 14.9 17.3 25.7 31.9 31.9 34.4 31.7
Spain 16.0 22.9 22.8 29.9 36.4 38.1 45.4 56.1
Sweden 85.7 93.8 75.6 102.6 105.4 114.5 120.3 .
Switzerland (7) 119.0 61.1 119.4 69.9 148.6 77.3 152.4 92.7
Turkey 0.6 0.5 0.5 0.9 1.0 0.8 1.3 0.6
United Kingdom 114.5 126.3 115.3 164.1 149.3 164.1 193.1 .
United States 123.8 137.2 141.3 151.6 149.7 167.0 181.1 202.8

Note: There are no data reported for Ireland.

(1) 1990: Excluding pension funds.

(2) 1995-97: Data not available.

(3) 1990: Excluding insurance companies and investment companies. 1991-92: Excluding investment companies.
(4) 1990-94 and 1996: Excluding insurance companies.

(5) Excluding pension funds.

(6) Excluding pension funds. 1990-93 and 1997: Excluding insurance companies.

(7) 1991,93,95,97: Exluding pension funds.

Source : OECD 1998b

The “outsider” system can be also characterised as a market-based system, inasmuch as it relies
heavily on the capital market as a means of influencing behaviour. The system is also characterised by
alegal and regulatory approach that favours use of the public capital markets and is designed to build
confidence among non-controlling investors. In countries with outsider systems, the legal framework
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supports clearly the right of the shareholders to control the company and makes the board and the
management explicitly accountable to the shareholders.”

The legal and regulatory regime was developed on the assumption that a dispersed body of investors
own the company, that these investors act in isolation from each other and that they need reliable and
adequate information flows in order to make informed investment decisions. Regulation has
traditionally been structured to provide relatively complete information to investors and to create
relative equality among investors regarding access to information. Thus, the system can be described
as “disclosure-based”.” Some market-based systems have elaborate rules to prevent groups of
shareholders from communicating and sharing information among themselves without making
information available to all shareholders. Regulatory authorities have traditionally been willing to
allow investorsto assume risk as they see fit, even though they have usualy enforced strict disclosure
standards to prevent investors from being deceived about the actual amount of risk being assumed.

Unlike many insider systems, which thrived in bank-dominated environments, there have traditionally
been two channels of financial intermediation in outsider systems. In the banking sector, finance has
tended to be short-term and banks have tended to maintain “arms’ length” relationships with corporate
clientss. Most of these countries had traditions of an independent investment banking (or merchant
banking) sector as well as specialised securities market intermediaries. Equity finance aso tended to be
relatively important with low debt equity ratios being the norm. Also, reflecting the tradition of wide
equity ownership, equities tended to represent a high share of financia assets and a high share of GDP
(see Table 2).

Theoreticaly, the shareholders, through the use of their voting rights, have the power to select the
members of the board and to vote upon certain key issues facing the company. In practice, the
fragmentation of ownership has proven to be a serious impediment to the actual exercise of such
control. In the past, investors in outsider systems were not especially concerned with corporate
governance inasmuch as it was presumed that they could not and did not wish to exercise their
governance rights. The main means for investors to discipline management has been the buying and
selling of company shares. The capital market has provided the ultimate means for shareholders to
discipline management. If the company is poorly managed and/or if shareholder value is neglected,
investors react by selling shares, thereby depressing prices and exposing the company to hostile
take-overs. Such a model presumes ample disclosure of information, strict trading rules and liquid
stock markets.

Much of the early thinking about corporate governance evolved in the context of the outsider model.
It was the separation between ownership and management that led analysts as long ago as the 1930s to
identify the potential agency problems when a dispersed group of shareholders were unable to monitor
and to control the behaviour of management.” Indeed, as recently as the late 1980s, many analysts had
concluded that the agency problems that characterised outsider systems might inevitably lead to poor
corporate performance” Management was thought to have effectively shielded itself from
accountability while shareholders were thought to be focused on short-term results. Many analysts
compared the market-based system unfavourably with the insider systems in which corporate control
was exercised by agents having more permanent economic linkages to the company. In more recent
years, the pendulum has swung the other way, as companies in the US and the UK have managed to
carry out sizeable restructuring and show impressive gains in profitability. Thus, more recently
observers have become much more positive about the capacity of the capital markets to encourage
efficient economic behaviour.
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Table 3. Market capitalisation of listed domestic equity issues
as per cent of GDP at year-end

1975 1980 1985 1990 1993 1994 1995 1996

Australia (Assoc. of SE) 22 40 37 37 71 67 70 80
Austria 3 3 7 17 16 16 14 15
Belgium 15 8 26 33 37 36 37 44
Canada (Toronto and Vancouver) 30 45 45 43 61 59 66 86
Denmark 11 8 26 30 31 34 33 41
Finland . . . 17 28 39 35 49
France 10 8 15 26 36 34 33 38
Germany (Assoc. of SE) 12 9 29 22 24 24 24 28
Greece . . . . . . 14 19
Ireland . . . . . . 40 49
Italy* 5 6 14 14 15 18 19 21
Japan 28 36 71 99 68 77 69 66
Korea . . . 43 42 50 40 29
Mexico . . . 16 50 31 32 32
Netherlands 21 17 47 42 58 67 72 95
New Zealand . . 39 20 56 53 53 56
Norway . . 16 23 24 30 30 36
Spain 32 8 12 23 25 25 27 33
Sweden 3 10 37 40 58 66 75 95
Switzerland® 30 42 91 69 114 109 129 136
Turkey . . . . 20 17 12 17
United Kingdom 37 38 77 87 122 114 122 142
United States (NYSE, Amex, and 48 50 57 56 81 75 98 114
Nasdag) *

Note: 1. ltaly - All ltaly on a net basis since 1985

2. Switzerland - only Zurich through 1990.
3. United States - including foreign shares in 1975.
Source: Fédération internationale des Bourses de valeurs and OECD Secretariat estimates.

Theinsider model

In most other OECD countries and nearly all non-Members, ownership and control are relatively
closely held by identifiable and cohesive groups of "insiders' who have longer-term stable
relationships with the company.’ Insider groups usually are relatively small, their members are known
to each other and they have some connection to the company other than their financial investment,
such as banks or suppliers. Groups of insiders typically include some combination of family interests,
allied industrial concerns, banks and holding companies. Frequently, the insiders can communicate
among themselves with relative ease to act in concert to monitor corporate management, which acts
under their close control. Furthermore, the legal and regulatory system is more tolerant of groups of
insiders who act together to control management while excluding minority investors. Hence, the
agency problem, which characterises the outsider system, is of much less importance.

Patterns of equity ownership differ significantly from "outsider" countries. One characteristic of

countries with insider systems is that they have generally experienced less ingtitutionalisation of
wealth than the English-speaking countries. Until recently, no class of owners was found comparable
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to the pension funds, mutual funds and insurance companies of the US and the UK who have emerged
as the largest and most active class of shareholders. Additionally, those institutions that do exist often
face regulatory limits on their ability to invest in equity.”

Insider systems have usually been bank-centred. Patterns of corporate finance often show a high
dependence upon banks and high debt/equity ratios. Instead of arm’s length lenders, banks tend to
have more complex and longer term relationships with corporate clients. Capital markets are in
general less developed than in outsider systems. In contrast to the market-based system, which insists
upon public disclosure of information, the insider system is more willing to accept sdlective exchanges
of information among insiders. This confidential sharing of information is typical of the way a bank
interacts with borrowers”. Reflecting the reliance on bank finance and the lack of sophisticated
ingtitutional investors, the range of financial assets available to the public has been comparatively
narrow and banks have dominated financial intermediation. Regulatory policy often functions by
prohibiting “speculative’ activity rather than by insisting on strong disclosure. The elaborate systems
to regulate capital markets that are found in market-based countries did not develop fully in bank-
centred systems. For example, Germany did not have a national securities markets regulator until very
recently; securities market regulation was left to the state governments or to the exchanges.

Insiders may control a company either by owning an outright majority of voting shares or by owning a
significant minority holding and using some combination of parallel devices to augment their control
over the company. Among the devices that are commonly used to redistribute control one can
mention corporate structures, shareholder agreements, discriminatory voting rights and procedures
designed to reduce the effective participation of minority investors. In genera, the legal and
regul atory system tendsto be relatively permissive of such mechanisms.

Some corporate structures, particularly “pyramid structures’, enable those with dominant positions in
the parent company to exercise control with only a small share of the total outstanding equity of the
firm. Other common ways of redistributing control are through issuance of multiple classes of shares
with the insider group having increased voting power. Capped voting is used to limit the number of
votes that investors may cast regardless of their equity ownership™.

In some governance systems, cross-shareholdings are used to create significant shareholder cores,
which are often used in combination with devices such as cross-guarantees and shareholder
agreements to diminish the influence of non-controlling investors on corporate policy. This potential
may be increased if the informal group has special linkages to other participants in the governance
process (e.g. banks or government) or to management.

Shareholder agreements are a common means for groups of shareholders, who individually hold
relatively small shares of the total equity, to act in concert so as to congtitute an effective majority, or
at least the largest single block of shareholders. Shareholder agreements usually give those
participating in the agreements preferential rights to purchase shares if other parties in the agreement
wish to sell and can also contain provisions that require those accepting the agreement not to sell their
shares for a specified time. Shareholder agreements can cover issues such as how the board or the
chairman will be selected and can oblige those in the agreement to vote as a block.”

In addition to outright redistribution of voting rights, some companies have voting procedures that
place practical obstacles in the way of shareholders who wish to vote. In the past, many companies
had tended to see the AGM as aformal exercise, which was tightly controlled by management. There
may have been some possibility for shareholders to be informed by management, but the capability of
shareholders to voice their views, query management and directors and participate in decisions was
narrowly circumscribed.
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The combination of corporate finance patterns (i.e. high levels of debt finance) with ownership
concentration and additional devices to shield management from outside pressure resulted in
considerable cohesion within the insider group, which was virtualy immune from discipline by
minority investors. Even if the share price was bid to low levels, as long as the insider group
maintained a consensus on appropriate corporate policy, outsiders were powerless. The fact that
management could be controlled by a comparatively small identifiable group does not necessarily
mean that the insiders were able to formulate and pursue better policies. In the absence of a clearly
agreed long-term objective, such as financia returns to shareholders, "insider" companies seem to
have considerable difficulties in specifying long-term goals. Since the interests of many stakeholders
have tg be reconciled, the company may tend to pursue a more diffuse, and possibly conflicting set of
goals.

Insider systems exist in several varieties. In some European countries, commercial banks play a
leading role, with Germany being the classic example. It is worth emphasising that in these cases the
banks are powerful, independent and mostly private institutions. The universal banking system
enabled them to dominate al facets of financial intermediation, with the capital market remaining
considerably less developed than in other high income countries. The German tradition is for each
firm to have a “house bank” which took responsibly for most financial transactions of the company.
We have already noted that bank- based systems often rely on confidentiality as information is shared
between the bank and its corporate clients, an attitude which to some degree runs counter to that of
outsider regimes which requires strong public disclosure.

In addition to holding considerable equity portfolios themselves, banks name representatives to the
boards of the companies and are seen as exercising a leadership role in non-financial companies or
among groups of companies. They are often seen as representing all shareholders. their power extends
beyond direct share ownership, as they hold and vote shares for individual investors.

While Germany has the classic bank-centred system of governance, severa other European countries,
such as Austria, Switzerland, the Netherlands and the Scandinavian countries also display important
features of the former. However, in the Netherlands, Switzerland and some Scandinavian countries,
domestic ingtitutional investors are significant and have some voice in corporate governance.

In some countries (e.g. France and Japan), the pattern has been one of interlocking share ownership
among groups of financial and non-financial companies. In France, the process of privatisation that
began in the mid-1980s posed a problem for the authorities of how corporations would be monitored
after having been sold to private investors. Lacking powerful domestic ingtitutional investors and
wishing to develop a transitional form of governance, systems of inter-company holdings were
elaborated that enabled French industry to maintain some degree of control by those having more
stable relationships to the company. These cross holdings were supplemented by shareholder
agreements.” In Japan the technique of control has been through keiretsu structures which brought
together groups of industrial and financial companies and customers with suppliers. The Japanese
system aso had a central role for banks in which the main bank was expected to assume a leadership
position within the group.™

Numerous national variations on these models can be identified and al systems are undergoing rapid
change. In the first place, it is worth mentioning that there have always been a number of systems,
which stand somewhere between insider and outsider models. In particular, in the smaller English-
speaking countries, such as Australia, Canada and New Zealand, the pattern of ownership is more
concentrated than in the US or the UK with family-owned companies often predominating. However,
the strong recognition of shareholder rights, institutional ownership of wealth, the tradition of strong
legal regulation of securities markets and heavy insistence on transparency in accounting give these
systems many points in common with the US and UK. Countries with this kind of system in general
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have less experience with the phenomenon of activism by major ingtitutional investors as a factor
influencing change in corporate governance. On the other hand, they have extensive experience in
dealing with the problem of balancing the interests of controlling investors with those of minority
investors, particularly through strong systems to promote securities regulation, rules governing
transparency and disclosure and strong requirements of independence for board members

The family/state model

The main characteristic of this sub-category of the insider system is the important role of a small
number of “founding” families of entrepreneurs in many areas of the economy, on one hand, and the
pervasive role of the state on the other.

The founding families and their alies usually exercise control over an extensive network of listed and
non-listed companies. They are often shielded from risk by directly holding only a limited number of
shares. Most of therest is held by other corporations in the group or other “friendly” agents. Often, a
minority is floated on the local exchange. The families that control the Korean chaebols own an
average of less than 15% in group companies, the rest of the controlling blocks being held by other
affiliatesin a complex web of cross shareholdings.”

A common characteristic of such systems is that the concept of limited liability, i.e. the separation
between the shareholders and the corporation (which has its own decision-making mechanism and
assetg/liabilities), isweak. In Greece, it was standard practice for the banks to ask for guarantees by
the individual family shareholders for the granting of loans. In Korea, one of the most important
hidden liabilities within chaebols was the cross-guarantees of bank |oans between chaebol affiliates.
As regards corporate governance arrangements as such, al decisions related to the strategy of different
affiliates within the group, including the ones that are publicly quoted, are taken by a small group of
family-related individuas in an informa way - i.e. outside the governing instances of the corporations
(board and general meetings).

Box: Swedish experience

Sweden is an example of atraditionally family-dominated ownership system which through evolution
over time now contains elements of both the “market-based" and the “insider” systems. The Swedish
stock market is highly liquid and supported by a market-oriented legal framework of company law,
securities regulations and disclosure practices. Asin many other countries, ingtitutional investors have
successively come to dominate the scene with direct private ownership falling from about 70% of the
market value in the early 1960s to less than 20% today. Foreign investors hold approximately one-
third of the market value. Despite these distinct features of a market-based system, the owners of
Swedish companies have generally been able to maintain and exercise considerable influence over
corporate affairs. This is partly due to the role of intermediary investment companies. These
investment companies are themselves listed joint-stock companies and serve as financia
intermediaries undertaking minority investments in a few selected companies, which they actively
monitor. The ownership function is also upheld by the system of multiple voting rights which
reinforces the role of active owners. By 1992, the largest owner controlled on average 46% of the
voting rights in the 62 largest Swedish corporations, and the five largest controlled on average 72%.
The regulations regarding voting rights coupled with strong protection of minority shareholders,
illustrate the emphasis Swedish authorities have placed on enabling active ownership to be established
in Swedish corporations.
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Alongside the few large family conglomerates there is often a pervasive influence of the state in the
economy, usually alarge state sector. The entire infrastructure as well as large parts of heavy industry
and the financial system are usually in the hands of the state. This can be seen both as a result and a
cause of the rise of family-based conglomeration: on one hand, the state has to be able to counter the
concentrated power of these Shumpeterian giants. On the other hand, family-based businesses feel
that they have to acquire political weight against such an overwhelming state presence by branching
out in as many sectors as possible. There is a premium for sheer size, employment capacity and
political voice.

In these systems, outside financing of the firm is overwhelmingly bank-based, as equity and the
corporate bond markets are underdeveloped. Hence, the behaviour of the banks as monitors of
corporate behaviour is very important. But banks are rarely the solid, independently governed and
tightly regulated institutions that have become the norm in most OECD countries. Very often,
banking systems are state-centred. In Italy, Greece and Turkey more than 50% of banking assets were
under state ownership. Frequently, banks had ownership ties to their main corporate borrowers. In
Korea, banks were only nominally privatised in the early 1990s, with control being left largely to the
state.”® Controlling the banking sector is crucial because it is used as a conduit to direct credit to
selected sectors or, aternatively, to control the expansion of non-state industry. This credit rationing
function has resulted in weak corporate governance of banks, avery low capacity to analyse credit risk
and inadequate regulatory supervision of the banking sector. Competition has been kept at bay with
strict restrictions or total bans on commercial banking for foreign financial ingtitutions. At the end of
the day, banks become either conduits of state subsidies or captives of the family controlled
conglomerates.

A common trend in most of these systems has been the persistence of deficient market exit
arrangements.  High entry barriers, hidden subsidies to the local industry, and (usualy indirect)
obstacles to foreign direct investment lower contestability; hence, exit becomes less likely. Often the
state steps in to either arrange marriages between failing corporations or take over failing firms in
order to restructure them. The social safety net that, in most countries, is put in place as a counter
weight to labour flexibility is usually weak or non-existent. Last but not least, insolvency legidationis
rarely used as a means of reallocation of resources. Most of the time, it remains an antiquated
mechanism, punishing debtors without benefiting the creditors.

But the family/state mode has also produced some notable benefits, especially at the early stages of
development of the relevant economies. The stability of ownership, high degrees of reinvestment of
earnings and long-term commitment and firm-specific investment by stakeholders in firms has
contributed to high rates of growth. Where the state managed not to be captured by either the interests
of the “founding” families or of its own expanding bureaucracy, its presence may have actualy
encouraged investment and lowered the cost of capital. However, as these economies moved to a
higher gear in terms of value added, capital intensity and, ultimately, the need for a knowledge-based
economy, they moved away from these arrangements in order to tap into international capital markets.
This adjustment has caused some important institutional shocks.

[11. The changing role of corporate gover nance principals

Families, corporations and other blockholders
In the previous part, we briefly examined some stylised versions of ownership and control systems to

be found in the OECD area. In some of them, concentrated ownership plays a predominant role in the
way enterprises are governed. Controlling owners are the centres of gravity of these systems, high in
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stability and long-term commitment, but low in flexibility and the capacity to attract outside
investment. There seems to be growing evidence that the role of agents we could generically name
“blockholders’, in both insider and outsider systems, is evolving.

Firms are beginning to address the obstacles to outside investment that cross shareholding
arrangements represent. In France, the last few years have seen a systematic trend at unwinding such
positions in every sector. From 1993 to 1997, inter-company holdings declined from 59% to less than
20% of total market capitalisation. Core shareholdings, or noyaux durs, in French companies declined
by almost a third during the last decade.”® The same wind seems to be blowing in Japan, where the
simmering crisis in the financial sector seems to have shaken the foundation of several keiretsu and
has signaled the beginning of the end (through the unwinding of complex cross-shareholding) for
some of them. From 55.8% of total market capitalisation, Japanese cross-shareholdings have come
down to 45.7% in 1997, while anecdotal evidence suggests that this trend has accelerated substantially
in 1998-1999.”

Thistrend has also been reflected in the tighter regulation of other control devices such asinterlocking
directorates. Directors in French and Italian publicly-held companies have been subject to much
tighter controls in recent years, as regards the number of board seats that they can occupy in different
corporations.

Transparency related to ownership patterns (such as consolidated or combined balance sheets) has
been the order of the day since the early 1980s in many OECD jurisdictions; the 7th European
Company Law directive dates from that time. Better disclosure of business combinations has been one
of the less acknowledged yet fundamental causes of the development of equity markets in economies
dominated by complicated, obscure ownership arrangements, as the latter made risk assessment by
outsiders amost impossible. Intensified disclosure of off-balance sheet transactions (such as debt
guarantees or, recently, derivatives) is aso becoming the norm in most OECD countries.

The fullest glimpse of the forces of convergence at work can be had by looking at the behaviour of
blockholders in some of the countries concerned. In Sweden, the Wallenberg family is restructuring
its whole portfolio of holdings with the aim of becoming an arm’s length investor with a purely
financial perspective and more active in international portfolio diversification. Japan and, since last
year, Korea, have allowed the formation of holding companies (previoudy prohibited) with the goal of
rationalisation of equity holding by blockholders. At least in some public pronouncements, some
owners of Korean chaebol are slowly coming to realise that a shareholder-, rather than firm-driven
diversification strategy is better adapted to global, open capital and product markets.

Convergence forces are also working in outsider systems. Alongside the evolution of rules-based
governance mechanisms for the established “blue chip” companies, there has been a greater
recognition of the possible benefits of continuing involvement by the founders of the firm and the
resulting concentrated control patterns. Most of the hugely successful, high tech firms of the latest
(mostly 1980s) generation are till closely-controlled, albeit publicly quoted. Private equity, venture
capital and other forms of “patient” capitad have adapted to this type of ownership and control
arrangements. The willingness to accept “close” control arrangements has not been limited to private,
closely-held corporations. Exchanges that specialise in newer and more innovative companies,
notably NASDAQ with its high share of technology stocks, are often accommodating to closely
controlled structures, mainly by recognising multiple voting structures and different classes of
common stock.
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Management

The corporate governance discussion started along the lines of the Berle and Means paradigm of large
corporations with their share ownership dispersed among millions of small shareholders, and
effectively run by their management. Management in turn is seen to wield enormous power because
of the high monitoring costs and pervasive free rider problems encountered by the
shareholderg/principals. Effective control by managers allows them to pursue their own opportunistic
goalsinstead of maximising the present value of the firm to its sharehol ders.

When management succeeds in de-linking its welfare from the interests of the shareholders, the only
real means of enforcing accountability to shareholders is through the take-over mechanism. But
transparency, technology and ingtitutional ownership are rapidly changing the assumption about exit
being the only way for shareholders to deal with a badly managed, broadly-held corporation (see next
section). As for transparency, increasing disclosure on how firms generate and use their cash flow as
well as so-called forward-looking statements have rendered managerial intentions and strategy more
accessible to shareholder scrutiny. Direct disclosure of executive compensation - and a widespread
effort to align managerial pay schemes with shareholder interests - has also contributed to higher
constraints towards managerial opportunism. Exchanges in the UK and Austraia have put forth self-
regulatory codes of conduct on executive compensation. Most of these codes provide for a
compensation committee headed by independent (i.e. non-insider) board members, accountable
directly to the shareholders.

Transparency would be both expensive and meaningless without adequate technology. The amount of
disclosure that a firm can easily provide today by using sophisticated computer systems would have
been prohibitively expensive but to the largest of firms only a decade ago. On the other hand, the
information currently generated by publicly-quoted firms would be largely meaningless if the
corresponding software models for processing it were not available. In fact, it is the possibility to
understand managerial behaviour through the available information and to offer to shareholders the
possibility to vote or otherwise sanction management relatively cheaply that is behind the current trend
to exercise shareholder “voice” rather than “exit".

Again, convergence is not only happening at one end of the spectrum. “Insider” countries used to
experience low levels of managerial opportunism, due to concentrated ownership patterns. But recent
trends in many European economies and in Japan to enhanced performance-based pay might be about
to change al that. Managers are increasingly becoming residual claimants. Consequently, their
interests are more and more aligned to those of shareholders in seeking to maximise the present value
of the firm, rather than pursue objectives that are either purely managerial or are those of other
blockholders.

Financial institutions

Market developments are obliging many categories of financial institutions to adapt their governance-
related activities. With deregulation and growing international competition, the financia services
industry confronts the prospect of consolidation and a regquirement to generate profits. In pursuit of
this goal, financia ingtitutions are trying to find their optimal size and product mix. In this process of
refocusing, corporate governance activities are seen more and more as distracting banks from their
primary mission of financial intermediation and credit selection while creating conflicts of interest.
Banks increasingly find that they have been expending considerable energies in exercising governance
rights over companies. In recognition of this new redlity, the two largest German banks have
separated their long-term equity holdings into separate companies while the parent banks are no longer
expected to focus on financia intermediation; this is possibly a first step to divestiture. Similarly, in
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Japan the traditional ties of banks to industrial companies are loosening, as companies go directly to
the international capital market for financing while the main banks have been seeking to disentangle
themselves from non-financial affiliates in the recent banking restructuring.” In many European bank
privatisations, the share issue has been accompanied or preceded by the sale of bank equity positions
and atightening of bank balance sheets.

Perhaps the most radical change of al can be found among the ingtitutional investors. In those
countries where ingtitutional investors have not been significant, there is a considerable growth,
especially in the mutual fund industry which, owing to international competition and deregulation, is
expanding rapidly in many countries. With pension reform, a considerable growth in pension funds is
also likely to occur, especially in countries that have up to now relied on pay-as-you-go, state pension
systems.” In countries where ingtitutional investors are already important, they tried to pursue “arms-
length” relationships with companies in which they invested and, to defend their interests by selling
shares when performance failed to live up to expectations. They could be characterised as “buy and
sell” investors or active portfolio managers. A significant part of the institutional investor community,
especially the pension funds, now finds this strategy unrealistic. This is because most of the pension
fund assets are in portfolios that track indexes, thus limiting the possibilities of exit as regards
individual firm shares.

In order to address limited exit possibilities, funds have found it useful to engage in “relationship
investing.”” In the US, the private pension funds have also faced the legal obligation to vote their
shares and to make efforts to cast informed votes, thus requiring a certain amount of investor activism.
Many public pension funds embarked on investor activism by targeting under-performing companies
and seeking to induce the management of these companies to change their behaviour. In the UK, the
legal requirements to become active have been less, but the concentration in the funds management
industry has been even greater, meaning that exit is now a less redigtic strategy than in the past.
Additionally, the insurance industry in the UK has adopted an activist position.

A significant share of the ingitutional investor community has in effect altered its traditiona
“outsider” approach to investment. In some stylised sense, one could say that in the past fragmented
investors each studied carefully the reports issued by companies and occasionally voted at annual
general meetings while contact with management was to be scrupulously avoided since it carried the
risk of conferring insider status, the main defence being to sell the shares of under-performing
companies. Today, by contrast, investors have a far wider range of weapons in their arsenal. They
have formed associations to share information and communicate with management and occasionally to
urge management to change its behaviour radically. An entire industry has emerged to support the
activist investor community, by producing and sharing company information and by forming groups to
advocate changes in law and regulation, to define and to advocate better corporate governance
practices and to highlight needed changes in practice on the part of corporations.™

Not al investors have adopted a strong activist stance. The mutual fund industry, one of the fastest
growing sectors of the financial services industry, is generdly far less committed to activism than the
pension fund industry. This partly reflects the fact that the mutual funds must differentiate their
products by applying their skills in assembling portfolios that are different from those of competitors
and must demongtrate their portfolio management skill; they thus do not emulate but try to beat
indexes. On balance, this sector is more likely to continue to pursue “buy and sell strategies’.
Nevertheless, while on average the mutual fund industry is less committed to activism than the
pension fund industry, the trend among al mutual funds is to engage in some forms of activism,
particularly by voting their shares. It isworth noting that some activist mutual funds have emerged.

In summary, banks in the insider systems are increasingly taking on many characteristics of the
market-based outsider system. Meanwhile, the outsider system is evolving considerably, as a
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significant share of the investor community has moved a considerable distance from the traditional
“arm's length” relationship in favour of more diverse ways of “relationship investing” and more active
interaction with corporate management.

The state

In the post World War 1l years, the state assumed an important role in the economy of most OECD
Member states as a regulator and (with the exception of the US) as an important owner of productive
assets in the economy. This role has been radically redefined in recent years through the twin
processes of deregulation and privatisation.” The reasons for a bigger state were multiple: they had a
strategic and political economy dimension in the context of the cold war; the need to address income
inequality in earlier forms of unbridled capitalism; concerns with consumer welfare, as natura
monopolies were deemed hard to contain under simple competition rules; and financial considerations
in aworld where large capital flows were mostly state-related and the vast sums of capital needed to
finance infrastructure investment could only be supplied with the direct participation of the state.

It is not within the limits of this paper to analyse the enormous changes that occurred in al of the
above fields to generate privatisation, deregulation and commercialisation. We should nevertheless
delve briefly upon certain corporate governance aspects of this equation. Privatisation was largely a
response to enormous flaws in the corporate governance of state-owned enterprises (SOES).” In most
OECD countries, the process of decision making, appointment and firing of the directors and
managers, and setting of objectives were largely politicised.” Economic efficiency receded into the
background as the short-term interests of political agents became the principal motivation behind
corporate strategy. Even in the few OECD countries (like France, for example) where an
economically sophisticated bureaucracy and highly specialised and educated class of SOE managers
emerged, the accountability problem did not go away: SOE corporate governance has been likened to
a series of agents without principals.

Widespread state ownership in the economy resulted on the blurring of the lines between the
legitimate public interest in the way certain goods and services (especially infrastructure and utility
services) are supplied to the population and the commercia character of the production of such goods;
firms found themselves following conflicting incentives; neither the public interest nor the commercial
objectives were met.

In answer to the above shortcomings, OECD Member countries undertook an enormous privatisation
effort. While privatisation in these countries as a whole gave proceeds of no more than US$ 20 hillion
in 1990, by 1997, this figure had increased to more than US$ 100 billion. The global figure (i.e.
including non-OECD Members) for privatisation in 1997 was US$ 153 hillion.”

Privatisation has resulted in one of the most swift and dramatic changes of context for utilities and
infrastructure industries. Intense global competition between large multinational companies (both in
terms of operations, control and ownership) with deep roots in the capital markets, has replaced a
landscape of national, over-regulated monopolies in fragmented markets, financed primarily through
budgetary sources - mostly, deficits.

Evidence on privatisation experience to date has consistently shown that a change in ownership has
considerably improved performance at the firm level, i.e. in terms of both productive efficiency and
profitability.” This is largely the result of vast improvements in corporate governance. In terms of
financial objectives, such as fostering the development or further expansion of equity markets,
privatisation has also been a great success. Countries like Italy, Spain and Portugal have seen the
capitalisation of their stock markets more than quadruple as a result of privatisation in recent years.
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Hence, privatisation has created the conditions for a profound change in the terms which shape the
corporate governance environment.

Commerciaisation of corporate governance of SOES is a twin development to privatisation in many
countries, including France, New Zealand and most of the Nordic countries. While some firms were
kept in the public sector for a number of different - mostly, political - reasons, important reforms took
place in the way these firms are governed. A clear regulatory and institutional separation between
public interest and commercial objectives took place. The state as owner (and the treasury-type
ingtitutions that were mandated to pursue these interests) concentrated on maximising sharehol der
value; this task was facilitated by the partial floatation of companies, which, among other things, gave
them a market value. Public interest and consumer welfare objectives (i.e. public policy issues) were
assigned to different ingtitutions. This has helped to clarify objectives and contributed to SOEs
coming closer to private commercia firms, in terms of corporate governance.”

Employees and other stakeholders

By stakeholders the corporate governance literature has come to refer to a host of different interest
groups intimately linked to the development of a corporation other than its management, its board and
its shareholders; we have already discussed the role of the banks. We will now discuss briefly the role
of the employees and also allude to other interests that in some cases have laid a claim as corporate
governance principal's, such as main suppliers or communities.

Many, but by no means dl, of the “insider” countries have long recognised the importance of
stakeholders in their corporate governance systems, in various ways. Germany, Netherlands, Belgium
and Austria provide for minority seats in their supervisory boards™ for employee representatives. In
Japan, the supply chain is intimately linked through cross shareholdings, the backbone of the keiretsu
system. In the US, employees are the beneficiaries of Employee Stock Ownership Plans (ESOPs),
which might wield considerable corporate power and in some cases even control the corporations.

There are two issues here and they are often confused. One is whether employees can be viewed as
something more than salaried labour from a governance perspective: the answer is yes, at least in
many cases. Employees in OECD countries, where the economy is more and more knowledge-based
and centred on the production of higher added value, are seen as making firm-specific investments that
actually complement monetary investments by shareholders. The same can be said of long-term
suppliers - especialy exclusive ones, franchisees and communities that play host to one firm/factory.”

On the other hand, the concept of firm-specific investment should not be confused with that of
incomplete, uneven or unfair labour contracts: for example, the fact that labour is affected in a more
direct way by certain corporate decisions and its inability to contract these away is recognised and
protected by states in the form of a default or mandatory “contractua” mechanism - labour law.

The second issue is how to address the reward of those investments. Most (if not all) corporate law
systems recognise that the reward of investment (monetary, in-kind, firm-specific or other) is
participation in the residual gains of the firm. This residua reward is present in the case of the
keiretsu and the US/UK ESOPs. In fact, high firm-specificity of employee contributions is directly
reflected in the rdatively high share ownership by employees in the US high tech/software industry.
On the other hand, there islittle specificity in employee contributions in older, smokestack industries.

Direct (i.e. devoid of ownership) control rights, such as co-determination in Germany and other

countries, do not seem to address the firm-specificity issue as they do not discriminate between
industries or the nature of employment. Most commentators seem to agree that there are specific
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socia/historical reasons for co-determination.” These reasons are illustrated by a strong history of
“public interest” and often heavy state control of corporate chartering in Germany™. One
consideration, pointed out by Hopt (1998) is that in the hitherto dominant model of corporate
governance in Germany, co-determination may have “...fulfilled a consensus building function
between capital and labour”. But as capital becomes less and less bank-sourced and more market-
based, co-determination may hinder adequate representation of these “new” capital providers.”

V. The main causes of conver gence
The globalisation of markets

Clearly, one force driving the convergence of corporate governance systems is the growing integration
of financia markets. Investors in most countries increasingly accept the proposition that holding an
international equity portfolio leads to higher returns and lower risk than a purely domestic portfolio.
As a result, many pension funds now alocate a certain portion of their portfolios to international
equities while alarge number of specialised mutual funds have been developed to alow individuals to
participate in foreign equity investment. As of now, this phenomenon of international diversification
is mostly visible in countries which dready have strong institutional investor communities, but as
other countries succeed in devel oping institutional saving, one would expect it to be generalised.

At the same time, non-financial companies realise that broadening the investor base will lower their
cost of capital and may aso lessen volatility in the price of the company’s stock. The desire of non-
financial companies to attract international investors is manifested in several ways. Many companies
are seeking to be listed in overseas markets. Special international tranches of public offering are
frequently targeted to overseas investors. Facilities such as depository receipts have been developed
to facilitate foreign investment.

The decision to rely on the public equity markets automatically increases the importance of
ingtitutional and foreign shareholders thus obliging management to give more consideration to the
values of the new owners. The pattern of privatisation, high equity issuance and loosening of
traditional inter-company ties has led to some remarkable changes in the equity ownership in some
countries. In France, the combined share of foreign shareholders and financia institutions (banks and
institutional investors) rose from 27% in 1993 to 55% in 1997 while in Sweden those two sectors rose
from 34% to 64% of total equity holdings during the same period.”

The growing wish of both investors and issuers to operate in the international capital market requires
some degree of acceptance of common values and standards. Institutional shareholders have brought
with them expectations about shareholder value and are requiring firms to establish profit targets and
to produce competitive returns on equity. Institutional investors also insist that companies respect
international norms of governance, particularly concerning the duties of management and controlling
shareholders to respect demands of minority investors concerning transparency and the procedures for
exercising corporate control, especially at the shareholders meeting. Thus, in addition to the legal and
ingtitutional changes which are occurring in their home countries, companies are forced to adapt their
behaviour in order to be able to tap globa capital markets. Another big change that is favouring
international convergence in corporate governance norms is the globalisation of product markets.
Although trade liberalisation clearly predates financial market globalisation, its impact on corporate
governance has not always been discernible.

There seem to be two powerful incentives for better corporate governance connected with the

globalisation of product markets as well as with domestic deregulation. The first one is linked to the
proposition that in a monopolistic environment there is less of an incentive to promote better corporate
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governance. A monopolist may be under less pressure to produce profit than a competitive firm and,
in any case, will have greater capability to attain profit without basic adaptations of corporate strategy
due to relatively weak competitive pressures. Hence monopolists may be more likely to retain older
patterns of corporate organisation, cost and financial structures. But opennessto competition makes it
hard to retain old patterns. As competition intensifies, companies soon realise that there is a whole
“corporate governance technology” that needs to be imported in order for production to become more
efficient. This might include the way stakeholders (for example, employees and suppliers) interact
with the firm; the ways in which corporate finance (and the resulting governance rights) is intimately
linked with innovation and research and development; and that, ultimately, higher productivity and the
resulting competitive advantages might partly depend on the way decisions are made and strategies are
developed in industrial corporations.

An example of the impact of product market globalisation on governance patterns might be found in
the changing role and diminishing importance of firm-specific suppliers. Globalisation coupled with
the communications revolution allows even smaller enterprises to locate suppliers easily in remote
parts of the world. This directly impacts on the need to develop close ownership or control links with
hitherto long-term suppliers. Firmsin many countries (for example the members of Japanese keiretsu)
find it more beneficia to divest their stakes in suppliers (or major customers) and concentrate on
providing more returns to their shareholders.

Market-driven or functional convergence™ may be the most important force behind the emergence of
international principles and their perceived need, such as the OECD Principles of Corporate
Governance. The Principles are the first multilateral instrument in the area of corporate governance
and the most important attempt at establishing elements of a global corporate governance language
which reflect this functional convergence. Their preamble, however, suggests that a systemic
convergence of legal systemsis not part of their direct objectives:

“The (Principles) purposeis to serve as a reference point. They can be used by policy makers as they
develop their legal and regulatory frameworks for corporate governance that reflect their own
economic, social, legal and cultural circumstances, and by market participants as they develop their
own practices".*

Path dependency and the politics of governance

The political and historical reasons for nationa idiosyncrasies have been the topic of many discussions
among scholars. Some® have argued that history has sowed considerable divergence into national
systems which are “path-dependent” and, hence, unlikely to converge at least in the medium-term,
notwithstanding pressures from the capital markets. In other words, the dynamics of history should
not be taken lightly when it comes to the shape of legal norms and institutions.

While political and ingtitutional resistance to aien concepts, irrespective of their perceived efficiency,
is a considerable constraint to convergence®, these factors should not be overestimated in OECD
countries, especially in our post-cold war, Internet era. Citizens are increasingly open to foreign ideas,
customs and norms. The acquisition of magjor industrial companies (for example, Chrysler by Daimler
Benz) or financial institutions (see the fate of the quasi totality of the British merchant banks) by
foreign competitors does not seem to have caused any politica problems. Shareholder activism a
I” americaine seems to be paying well in so staunchly a continental corporate governance environment
as Switzerland's; and recently a company which only two years ago was a state-owned telecom
monopoly was subject to a highly contested hostile take-over bid in Italy.
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There is also top-down convergence. The increasing exposure of policy makersto regiona and global
policy fora and the importance of these instances in shaping leaders’ minds about reforms is more
intense today than it was just a decade ago. European integration has made possible the
implementation of a number of policies - such as widespread privatisation - that were hitherto
politically unthinkable. The ready availability of other countries' experience and the wish to be part of
an open world has made a lot of changes possible. Korea is a case in point: previous governments
would have thought of selling two of Koreas largest commercial banks to foreigners within the same
month as nothing short of political suicide. Finally, the fact that a group of government officials
negotiated a“universal” text such asthe OECD Principles speaks volumes about the political trends of
convergence that are developing.

Legal convergence

Finadly, thereistheissue of laws and regulations. Legal infrastructure and its dynamics are included in
the path dependency argument as they are an important part of the institutional apparatus, but it might
make practical sense to look at them separately from the rest of political and social ingtitutions.
Widdy differing systems of corporate law and securities regulation have been credited with an
important rolein explaining divergences between national ownership and control environments. Some
commentators have made a distinction between common law and civil law countries and have
analysed the impact of the two systems on governance. Under common law, the firm can contract out
of most legal norms. In contrast, civil law, with its more rigid statutory rights, is perceived as less
flexiblein terms of economic decision making.”

Company law itself comes in many different shapes. The central concept of limited liability may be
treated differently in different jurisdictions. In some countries, the “firewall” between a corporation
and its shareholders is impenetrable, but for the worst kind of abuse. Others take a less austere view.
In Germany, group legidlation allows for piercing the corporate veil in situations where one firm in
practice assumes decision-making functions of another.”

In the Anglo-Saxon tradition, the corporate concept is based on a fiduciary relationship between
shareholders and the managers. In the continenta tradition, the company has an independent will, i.e.
in theory, what is good for the corporations might not be good for its shareholders. These differences
might be traced down to company law particulars such as shareholder rights, the role of and changesin
statutory capital and the responsibility of the board, just to mention afew.

However, these differences might not be as important as they look and they might be getting less and
lessimportant. To be sure, all countries recognise the preponderance of owners as the final arbiters of
corporate strategy and make the concept of residuality central to the governance structure of the
corporation. Secondly, the increasing importance of equity markets have subject the largest segment
of the corporate sector to securities regulation - statutory law that firms cannot contract out of and that
isfairly similar (although not at all identical) in common and civil law countries®.

It seems that corporate governance-related legidation has been converging over the past few years.
Recent German legidation® has substantially tilted the control of the decision making process toward
shareholders and has increased transparency in the way accounts are prepared, especialy as regards
consolidation; it has also made important steps in facilitating take-overs. In France, the 1997 Marini
Report on company law reform, recognised the need for a “contractualisation” of French company
law, by allowing firms more liberties in the way they shape their financial structures. In Italy, the so-
called “Draghi” law of 1997, significantly increased shareholder rights. In al of the above countries
share buy-backs were alowed, in recognition to the fact that companies need more flexible tools to
return money to their shareholders. At the other side of the spectrum, the US Securities and Exchange
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Commission is becoming more tolerant of “relationship” investors and is more and more willing to
grant so-called “ safe harbours’ for consultations between them and company management.

Finaly, convergence is also the result of an increasing tendency of large firms to “choose” their
regulatory environment. This, of course, is not dueto legal eclecticism but rather to the need to tap the
most liquid and cheap sources of capital. By choosing, for example to float their sharesin the NY SE,
large companies from a growing number of jurisdictions become subject to US securities rules and
accounting norms. This will in time have a powerful impact on the shape of rules and institutions in
their home countries. In asenseitisa*“bottom up” convergence of legal and institutional norms.”

V. Conclusions

We have seen from the above discussion that convergence is indeed taking place for reasons related to
the globalisation of financial and product markets, an increasing proximity of legal and institutional
norms and a more open environment to ideas from outside the OECD area. Having said this, one should
not expect uniform corporate governance institutions and arrangements in the world, just as one cannot
expect the end of nation states in the foreseeable future. Ownership and control arrangements are still a
part of asociety’s core characteristics and will remain to a considerable degree idiosyncratic.

More cross-border equity investment and the growth of domestic and international institutions should
be expected to result in a better mutual understanding between overseas investors and companies and
consequently in an increased capacity for companies to access international sources of finance.

Access to finance is one driving source of convergence. The need to aign risk and control rights is
another. Accountability of managersto dl their shareholders and their capacity to act for the good of the
corporations, not their own or that of a particular set of blockholders, is aso becoming acentral concernin
this respect. Most importantly, investors need to understand and assess their investments. Convergence
in transparency and useful disclosure normsis therefore akey area where alot needsto be done.

The OECD Principles of Corporate Governance are both a result and a facilitator of convergence.
Without the latter, the need for a common language between the 29 Member states of the OECD and
beyond would not have emerged. The multilateral character of this instrument testifies to the strong
consensus emerging for the need of a common understanding on these issues. On the other hand, the
open-ended and non-prescriptive character of the OECD Principles makes them a very valuable tool
for the development of international dialogue for the promation of better corporate governance. As
this article has demonstrated, the variety of corporate governance arrangements found among OECD
countries gives the Principles a universal character that transcends the developed/developing
demarcation line.

Convergence does not mean victory of one system over the others. It should rather be seen as giving
more choices to the enterprises when it comes to selecting a corporate finance and governance pattern.
In fact, the patterns of ownership and control should ultimately correspond more to the needs and
characteristics of a particular enterprise than to the “system” prevalent in the country. Last but not
leat, firms should have the possihility to move smoothly from one regime to another as they grow and
their needs and constituencies change.
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NOTES

A substantial amount of literature has focused on the relationship between governance and
performance. Findings are often contradictory, which may be largely due to insufficient data. Millstein
and Mac Avoy (1997) find that good governance at board level has a non-trivial impact on share
prices. In asurvey of the literature, Patterson (1998) finds little qualitative evidence to either prove or
disprove such alink.

See Black and Kraakman 1996 and Black 1999.

Gilson (1998) looks at convergence in terms of function (when existing governance institutions are
responsive to change without a change in the rules), formality (when the legidative framework is
adapted) and contractual (when companies have to adapt contractually as domestic institutions are not
flexible enough to accommodate change and political obstacles will not formal convergence). We use
the term convergence in a more generic fashion, which encompasses all of these three aspects.

See OECD 1996.

See LaPortaet a 1997.

See Fox 1998.

See Berle and Means 1933, and Dodds 1932.

See Porter 1992.

LaPortaet al 1998.

OECD 1997.

Reflecting the reliance of bank finance, Schmidt (1998) also notes that “accounting and disclosure in
Germany is not primarily aimed at...investors but...the protection of creditors...”.

Pinto and Visentini (1998) provide for afairly thorough review of such arrangements in their country
reviews.

See Fukao 1995.

See Roe 1998.

See Morin 1998.

See Kanda 1998.

See OECD 1998.

Thompson 1999.

See Loulmet and Morin 1999.

See Yasui 1999.
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See Yasui 1999.

See OECD 1998b.

For a description of what alarge institution wants to see in a company in which it invests and the kind
of relationship it wants to develop with it over time, see Clapman 1998, who describes the corporate
governance policy of the largest US pension fund, TIAA-CREF.

See Latham 1998 and Gilson-Kraakman 1993.

See Nestor and Mahboobi 1999.

See Estrin 1998.

See Boycko et a 1996.

See OECD 1999c.

See, among others, Megginson et al 1994,

See Nestor and Mahboobi 1999.

In two-tier board systems, the supervisory board is responsible for hiring and overseeing the
management board. The latter is actually running the day-to-day business of the corporation.

See Blair and Stout 1997.
See Hopt 1998, Pistor 1996 and Roe 1998.

Pistor (1998) argues convincingly that co-determination was “purely” political. Corporate governance
considerations were viewed as externalities by its designers.

Roe 1998.

See Morin and Loulmet 1999 and Xxx.
See Gilson 1998.

OECD 1999.

Bebchuk and Roe 1998.

See Charny 1998.

See LaPortaet al 1997.

See Hadden 1983.

Coffee (1998) points out that “... convergence can occur (and is arriving) at the level of securities
regulation, even while corporate law convergence has been largely frustrated”.

Kon Trag 1998.
See Coffee 1998.
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LATEST DIRECTIONSIN CORPORATE GOVERNANCE

by
lan T. Dunlop”

l. I ntroduction

The most recent World Competitiveness Yearbook produced by the IMD Business School in
Switzerland shows that Austrdia is now ranked 15th in world terms. We dropped from 14th in 1995
to 21st in 1996 and then pulled back to 18th last year. The most recent figure shows that we have
made some fairly rapid progress over the last 3 years.

It is interesting to compare our position with New Zealand who shot up to 8th in 1995 but rapidly
deteriorated to 13th this year as their reform process stalled. The other noteworthy comparison is
Japan which has deteriorated from 9th position last year to 18th in the latest data.

It may seem surprising to commence a discussion on corporate governance by looking at the
competitive rankings of economies. But this ranking must be one of our primary concerns, for in the
contemporary debate over national direction and the appropriate balance between economic and social
imperatives, the one fact that is frequently overlooked is that all of the desirable objectives to which
we aspire such as high quality health, education, welfare, improved environment and social cohesion,
are entirely dependent on our ability to create employment and wealth. Thisin turn is determined by
our competitive positioning in the world. Corporate governance has to be looked at as one essential
contributor to that competitive standing.

This year even more than last, with the global turmoil around us, we need to find ways to improve
Australia' s positioning in the rankings. The rea question is, to what extent can sound governance
contribute to this process?

There are three fundamental forces which will drive the Australian economy for the foreseeable future:
liberalisation, globalisation and technology. Notwithstanding the current political debate, our success
or failure in the future, as a community, will be entirely dependent upon our ability to identify the
opportunities these forces have unleashed and turn them to our advantage. Thisistruein the arena of
corporate and investor performance more than any other part of the economy. It requires a
preparedness to proactively encourage change, to experiment and, whilst maintaining standards, to
adopt a flexible approach in everything we do. It aso implies far greater volatility in corporate
performance than we have previously experienced.

One manifestation of these global forces has been amajor shift in the balance of power between public
corporations and their owners. Historically, as the limited liability company grew in size and

. Chief Executive Officer, Australian Institute of Company Directors.
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ownership became more diffuse, greater power accrued to the board of directors as the representative
of the shareholders. Through most of the post-war period, public company shareholders rarely
exercised voting power in a co-ordinated sense. Thisis now changing dramatically.

The key driver in this power transition is the financing of retirement. The world's population is ageing
rapidly in both industrial and developing countries. Only a few countries have well-funded private
pension programmes.

Two-thirds of al people who have ever lived to the age of 65 are alive today. With birth rates falling
and life expectancy increasing, the ratio of retired to working people will rise dramaticaly. The
challenge is to develop effective retirement funding for the elderly which does not undermine private
savings and investment through crippling levels of taxation on the young.

Thisis one of the mgjor factors transforming the US economy at present, particularly the move from
defined benefit pension plans, controlled by companies, to defined contribution pension plans
controlled by individuals.

In the US and UK, pension funds have become key drivers in the search for improved corporate
performance in seeking higher returns on capital for their shareholders. Similarly, small shareholder
representative groups have become significant contributors to the debate. By contrast, in Japan and
continental Europe, pension funds thus far have played a less influential role in corporate governance,
with management often focused on other goals such as maximising the growth of sales or assets
irrespective of the impact on profits.

As countries are faced with the necessity of re-organising retirement funding, the immediate impact on
globa corporate governance is a convergence of corporate goals on maximising shareholder value
rather than more diverse objectives.

The drive for performance is most advanced in the US with the UK moving rapidly in the same
direction. However, recent research (e.g. 1998 International Survey of Institutional Investors,
conducted for Russell Reynolds Associates) suggests that Australian ingtitutions, by contrast, tend to
favour better conformance over better performance.

The rapid expansion in the global share owning population will have far-reaching implications not just
for governance but also for societal attitudes toward reform, performance and political structures as
the importance of the global competitive positioning of an economy becomes increasingly obviousto a
wider cross-section of the community.

In both the US and UK relationships between institutional investors and corporations, whilst
confrontational in the late 1980s and early 1990s, have become more positive and creative.
Shareholder activism is seen as a major force in improving corporate performance.
A wide range of corporate governance guidelines were published in the early 1990s largely in
response to the abuses of the 1980s. These included the Bosch Report, the AIMA Guidelines and
“Strictly Boardroom” in Australia, the Cadbury and Greenbury Reports in the UK and many US
publications.
More recently, numerous sets of corporate governance principles have been published. For example:

— CaPERS - Globa Corporate Governance Principles (1996)

— Market Specific Principles - UK & France (1997)
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— Market Specific Principles - Japan & Germany (1998)

— CorePrinciples & Guidelines- US (April 1998)

— TIAA-CREF - Policy Statement on Corporate Governance (September 1997)

— Business Roundtable - Statement on Corporate Governance (September 1997)

— Hampd Report on Corporate Governance - UK (January 1998)

— OECD Principles of Corporate Governance (May 1999)
Corporate governance is well established as a global issue. Whilst governance standards differ
between markets internationally, on matters of principle they are converging, driven on the one hand
by the ingtitutional investor pressure for market transparency and investment performance, and on the
other by the corporate search for access to competitive sources of funds. Undoubtedly this process
will be accelerated by the current Asian financia crisis.
It is encouraging that much of the recent literature is focuses on the need for the adoption of non-
prescriptive self-regulatory governance principles to promote improved performance, unlike earlier

material which emphasised prescriptive, regulatory solutions.

Governance has moved from a ‘trust me’ to a ‘show me' environment. Increasingly corporations will
have to examine their wider corporate responsibilitiesin relation to issues such as:

— humanrights;

— environment sustainability; and

— globalisation and consistent standards.
Internationally the debate had moved beyond the traditional shareholder versus stakeholder argument,
to one of reviewing value systems and corporate legitimacy in a wider performance and risk context,
driven increasingly by customer attitudes.
This arises from a pragmatic concern for corporate performance and risk if these issues are not
addressed, as well as a debate on broader societal and corporate vaues (e.g. human rights implications

of operating in developing countries, risks of continuing investment in fossil fuel industries, etc.).

Notwithstanding the convergence toward non-prescriptive, self-regulatory governance principles, there
is relatively little discussion on measures to improve corporate performance. Most of the debate still
concentrates on the confor mance aspects of governance.

This is unfortunate given the global forces now at work. It raises the issue of initiatives Australia
should take to gain competitive advantage in the performance arena.
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. Traditional perspectives

In Australia governance issues are being debated between some boards and investors with a degree of
angst. This may be inevitable given the relatively poor performance of a number of larger Australian
companiesin recent time. Traditiona attitudes can be characterised at the extreme by:

Investorstaking the view that

— boards are often “clubby”, arrogant and generally unresponsive to the need for
transparency and performance; and

— such attitudes will only change if forced by prescriptive legislation.

Boards taking the view that
— their hands are tied by excessive legidation and compliance obligations;
— investors have little idea of the complexities of running a modern-day business,

— investors are driven by short-term criteria and have little interest in encouraging long-
term performance; and

— fund managers also are driven by short-term performance targets and remuneration
structures.

Clearly, between these extremes, much sensible communication and co-operation are taking place
between investors, directors and regulators toward the common goal of improved performance

Unfortunately it is the extreme postions which often influence the governance agenda
disproportionately. For example, some recent debate on governance seems to imply that the objective
of legidlation is to eliminate investor risk. In reality the success of the market economy is totally
dependent on the ability of companies to undertake, and profit from, prudent risk taking. Mechanisms
which constrain the risk taking ability of the corporate sector will only serve to further undermine
international competitiveness and the well-being of the community overall.

There have also been implications that a more prescriptive governance environment would eliminate
corporate malpractice. Regrettably there will aways be a minority who choose to abuse the system,
and whilst sound corporate governance should expose such practices more rapidly, it will never totally
prevent them. Prescriptive arrangements can also be ignored.

Australiain particular has to guard against any reversion to a prescriptive approach. Notwithstanding
recent reforms, we continue to be vastly over-governed and to operate in one of the most rigid and
prescriptive legidative structures in the world. Many of the more deep-seated and intransigent
rigidities of the Australian economy stem from this prescriptive history. Our traditional adversaria
industrial relations system is a case in point, where an overly prescriptive approach resulted in boards
of directors, managers, workforces and unions abdicating their responsibilities as the prescriptive
boxes were ticked; the responsibility for performance was passed on to third parties through the
industrial courts. Mediocrity and under-performance were the results, the most recent manifestation,
sadly, being the waterfront dispute.

These mistakes must not reoccur in the governance arena. Good governance is a competitive

advantage as much for the nation as for the individual company and will become more so as the
globalisation of world markets continues.
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[1. A dynamic gover nance model

In the rush to establish global governance standards, it is a concern that corporate governance is seen
as an end in itsdf rather than one component, abeit an essentia one, in the totality which goes to
make up a company’s and a nation's economic performance. When viewed from this limited
perspective, it takesllittle for the governance debate to stray back into the prescriptive arena.

The primary objective of sound corporate governance must be to contribute to improved corporate
performance, to the integrity of financial markets and hence to the international competitiveness of an
economy, al of which must be judged against the criteria of wealth and employment creation. Sound
corporate governance is a necessary but not sufficient condition to achieving world-class performance.
The economic settings of the economy, along with cultural and behavioural attitudes of shareowners,
directors, management and workforce, and institutional arrangements, are equaly if not more
important.

World-class corporate governance standards will be to no avail if the strategic direction of the
company iswrong, if strategy implementation by management is poor, if the quality of its directorsis
inadequate, or if ingtitutional structuresin the economy restrain, rather than encourage, performance.

The solution is not prescription, but rather an enabling system which encourages prudent risk taking
and corporate performance. Such a system requires strong regulators able to act swiftly and
effectively against those who transgress but does not impose an onerous legidative burden on the
honest business people who make up the overwhelming mgjority of the corporate sector. It should be
based around sound principles rather than black letter law, where regulators tread lightly but carry a
big stick.

If we are to successfully move down a non-prescriptive self-regulatory path in the search for
international competitiveness a dynamic governance model is required. Four requirements stand out:

Building trust

The level of trust between directors, investors, regulators and the community must be significantly
improved. Trust requires transparency, built around sensible communication and realistic disclosure.
Innovative Australian companies already make disclosure beyond the legal minimum; it is far better
that disclosure is based on a judgement of market needs rather than prescriptive box-ticking.
Corporate laggards on relevant disclosure will find it increasingly costly. On the other hand, excessive
disclosure for its own sake, which increases the compliance cost but does not contribute to improved
understanding of the business, should be resisted.

Earning freedom from excessive regulation

Directors and investors alike have to demonstrate continually that they justify public confidence in the
self-regulatory approach.  Unfortunately, as recent examples demonstrate only too well, the
misdemeanours of a few can rapidly bring down the wrath of the public on the many in the form of
heavy-handed government intervention.

The business and investment communities should both strive for a mature self-regulatory approach
which minimises the swings of this regulatory pendulum. In short, the price of freedom is eternal
vigilance.
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Investor performance

Undoubtedly shareowner activism will continue to increase and should be seen positively as an
essential driver of company performance and of the self-regulatory process.

However, whilst most attention recently has focused on boards and management, investors,
particularly the institutions, must play awider performance role and be subject to the same governance
criteria.  In particular, they must make considered use of their votes, as part of the competitive
mechanism to give feedback on company and director performance, and also adopt a broader, more
mature, perspective in encouraging long-term performance.

Flexibility in governance

There is no proof that any one model of corporate governance leads to optimum performance. Indeed
to make such an assumption would be foolish in the extreme given the diversities of companies,
industries and maturity levels.

Flexibility in governance must be encouraged, recognising that the appropriate governance model will
vary not only between companies but also over time for any individual company. Thisis particularly
so given the speed with which new companies are forming and the fundamental changes to corporate
structures being wrought by new technologies and globalisation.

Thus companies must take upon themselves the responsibility for adopting governance practices best
suited to their circumstances. Each company must decide which governance practices are relevant to
investor decision-making and make disclosure accordingly. The market will judge each approach asiit
seesfit.

The development of corporate governance principles has been beneficial in focusing attention on the
need for change. The priority now should be on the flexible application of those principles to assist
performance, rather than on further refinement of principles for its own sake.

Overall, corporate governance must be seen in context. It isnot an end in itself but one important
element in the mosaic which goes to make up international competitiveness. Clearly whilst we must
meet minimum international standards, we should be using our corporate governance performance to
gain global competitive advantage. Rather than davishly following international practice, we should
be seeking governance innovations to this end.

We need strong boards, strong managements and strong investors working with a creative tension to
achieve world-class performance. In the final analysis, corporate governance is about establishing a
structure within which creativity can flourish. As part of that process there is a need for a broader
strategic alliance between shareowners, boards and managements to further align their respective
interests and accelerate reform across the economy, not only in the arena of corporate governance.

V. Performance improvement

In seeking to improve Australian corporate performance, and the attractiveness of Australia for global
investment, the following factors are essential:
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Boards should:
— recognise the changing relationship between directors and shareowners as a positive
contributor to enhanced performance;

— move their corporate governance emphasis from a conformance mind-set to a balance
between conformance and performance;

— be structured to ensure directors contribute significant strategic perspectives, both
domestic and international, to assist in determining corporate direction;

— accept the need for transparency and disclosure within the constraints of genuine
commercia confidentiality;

— recognise the need for open and timely communication to shareholders and other
stakeholders; and

— be proactive rather than reactive in their contribution to corporate performance.

I nvestor s should:

— encourage flexible, non-prescriptive governance structures,

— take an active and constructive role in voting their shares and in working with boards of
directors;

— recognise the need for alonger term perspective in making investment decisions;

— recognise that corporate performance will often be increasingly volatile in a rapidly
changing global environment;

— seek disclosure of matters designed to improve genuine understanding of the business
rather than disclosure for its own sake; and

— implement sound corporate governance within their own corporate structures.

Regulators and legislators should:

— test al regulatory and legislative initiatives against the need to encourage prudent risk-
taking and corporate performance whilst ensuring the integrity of markets and corporate
activity;

— act swiftly and effectively against transgressors; and

— continually seek to streamline legislation and regulation and to minimise compliance
costs.

All parties should:

— co-operate to maximise the international competitiveness of the Australian economy,
recognising that, notwithstanding recent improvements, the Australian corporate
environment till has one of the most rigid and prescriptive legidative structures in the
world. Thisisamajor competitive disadvantage in arapidly globalising world;

— focus on the need for amore cohesive and concerted effort to achieve fundamental reform
throughout the economy, including:
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O corporate law, OH& S, environment and trade practices legisation;

O tax and accounting;

O microeconomic reform;

O harmonisation with global standards where this brings competitive advantage; and

— be prepared to devote substantial resources to educating the community on the need for
such change.

These efforts should be proactive rather than reactive in seeking to position Australia at the leading
edge of competitive economies globally. Improvement in the above areas will do far more to enhance
performance than excessive refinement of corporate governance guidelinesin isolation.

V. Examples of recent corporate gover nanceinitiatives

United States

CalPERS

In 1996 CaPERS (the California Public Employees Retirement System, with assets in excess of
US$110 billion), in the light of its increasing internationa investments, published a statement of
Global Corporate Governance Principles which it regards as the minimum standard that markets
throughout the world should meet to attract CalPERS funds.

CaPERS recognised that individual markets vary worldwide and moved on to publish separate
market-specific principles for the UK and France last year, and principles for Germany and Japan
earlier thisyear.

CaPERS also continues to refine its US governance criteria, publishing a revised statement on
Corporate Governance Core Principles & Guidelinesin April 1998. To quote this document:

“What have we learned during these past dozen years? We have learned that (a)
company managers want to perform well, in both an absolute sense and as
compared to their peers; (b) company managers want to adopt long-term strategies
and visions, but often do not fedl that their shareowners are patient enough; and (c)
all companies - whether governed under a structure of full accountability or not -
will inevitably experience both ascents and descents along the path of profitability.
We have also learned, and firmly embrace the belief that good cor porate gover nance
- that is, accountable governance - means the difference between wallowing for long
(and perhaps fatal) periods in the depths of the performance cycle, and responding
quickly to correct the corporate course.”

“ The document that follows is separated into two components. Core Principles and
Governance Guidelines. CalPERS believes the criteria contained in both the
Principles and the Guidelines are important considerations for all companies within
the USmarket. However, CalPERS does not expect nor seek that each company will
adopt or embrace every aspect of either the Principles or Guidelines. CalPERS
recognises that some of these may not be appropriate for every company, due to
differing developmental stages, ownership structure, competitive environment, or a
myriad of other distinctions. CalPERS also recognises that other approaches may
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equally - or perhaps even better - achieve the desired goal of a fully accountable
governance structure. CalPERS has adopted these Principles and Guidelines to
advance the corporate governance dialogue by presenting the views of one
shareowner, but not to attempt to permanently enshrine those views. As one
shareowner, CalPERS believes that the Core Principles represent the foundation for
accountability between a corporation’s management and its owners. The Guidelines
represent, in CalPERS view, additional features that may further advance this
relationship of accountability.”

The Business Roundtable

The Business Roundtable (BRT), representing around 250 CEOs of the largest US corporations,
released a revised Satement on Corporate Governance in September 1997. According to Business
Week magazine “the biggest news in the Roundtable's report may be that once radical ideas about
corporate governance are now firmly in the mainstream”.

The BRT approach paralels that set out in the report on Director Professionalism, published by the
National Association of Corporate Directors (NACD) in 1996, in stating that in corporate governance,
no “one size fits all”, and ultimate governance decisions must be left to each board and its unique
circumstances.

Both the NACD and BRT acknowledge that, whilst details are important and board guidelines are
useful, in the final analysis the substance of board performance is more important than the form, and
substance depends on the quality and independence of the directors themselves.

United Kingdom

Hampel Report

In the UK the Hampel Committee on Corporate Governance was established in November 1995 to
review the implementation of the findings of the 1992 Cadbury Committee on the Financial Aspects of
Corporate Governance and 1995 Greenbury Committee on Director Remuneration.

The final report, published in January 1998, emphasised that the importance of corporate governance
lies in its contribution both to business prosperity and to accountability. In the UK the latter has
preoccupied much public debate over the past few years. The balance should be corrected.

A set of corporate governance principles are proposed, and it is suggested that companies include in
their annual reports a narrative account of how they apply these principles, explaining any departures.
Those concerned with evaluating governance are called upon to apply the principles flexibly
recognising individual company circumstances.

The distinction is drawn between principles of corporate governance and guidelines. With guidelines
one asks “How far are they complied with?’; with principles the right question is, “How are they
applied in practice.”

This approach represents a significant change from the somewhat prescriptive approaches adopted in

the Cadbury and Greenbury Reports and is more akin to the Australian system under the ASX Listing
Rules.
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The principles are:

Directors

The Board. Every listed company should be headed by an effective board which should
lead and control the company.

Chairman and CEO. There are two key tasks at the top of every public company - the
running of the board and the executive responsihility for the running of the company’s
business. There should be a clearly accepted division of responsibilities at the head of
the company, which will ensure a balance of power and authority, such that no one
individual has unfettered powers of decison. A decision to combine these rolesin one
individual should be publicly explained.

Board balance. The board should include a balance of executive and non-executive
directors (including independent non-executives) such that no individual or small group
of individuals can dominate the board' s decision taking.

Supply of information. The board should be supplied in a timely manner with
information in aform and of a quality appropriate to enable it to dischargeits duties.

Appointments to the Board. There should be a formal and transparent procedure for the
appointment of new directors to the board.

Re-election. All directors should be required to submit themselves for re-election at
regular intervals and at |least every three years.

Directors remuneration

The level and make-up of remuneration. Levels of remuneration should be sufficient to
attract and retain the directors needed to run the company successfully. The component
parts of executive directors remuneration should be structured so as to link rewards to
corporate and individua performance.

Procedure. Companies should establish a formal and transparent procedure for
developing policy on executive remuneration and for fixing the remuneration packages
of individua directors. No director should be involved in fixing his or her own
remuneration.

Disclosure. The company’s annual report should contain a statement of remuneration
policy and details of the remuneration of each director.

Shareholders

Dialogue between ingtitutional shareholders and companies. Both parties should be
ready, where practicable, to enter into a dialogue based on the mutual understanding of
objectives.
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— Constructive use of the AGM. Companies should use the AGM to communicate with
private investors and encourage their participation.

— Shareholder voting. Institutional shareholders have a responsibility to make considered
use of their votes.

— Evaluation of governance disclosures. When evaluating companies governance
arrangements, particularly those relating to board structure and composition, institutional
investors should give due weight to al relevant factors drawn to their attention.

Accountability and audit

— Financial Reporting. The board should present a balanced and understandable
assessment of the company’ s position and prospects.

— Internal control. The board should maintain a sound system of internal control to
safeguard shareholders investment and the company’ s assets.

— Relationship with the auditors. The board should establish forma and transparent
arrangements for considering how they should apply the financia reporting and internal
control principles and for maintaining an appropriate relationship with the company’s
auditors.

Extensive guidance on the implementation of these principles is contained in the report. Particularly
noteworthy is the emphasis Hampel places on the need for pension funds to take a long-term view in
managing their investments and for institutional investors to make considered use of their votes.

Subsequent to the release of its final report, the Hampel Committee submitted its proposed Corporate
Governance Principles and a Supercode, incorporating the Cadbury, Greenbury and Hampe
recommendations, to the London Stock Exchange (LSE). The Supercode has now been implemented
inthe LSE listing rules.

OECD

A further governance initiative has been the release in April 1998 of a Corporate Governance Report
by the Business Sector Advisory Group of the Paris-based Organisation for Economic Co-operation
and Development (OECD), chaired by US governance speciaist Ira Millstein. AICD, Blake Dawson
Waldron and the ASX provided input to the Group in late 1997, based on discussions with senior
directors held in colloquia around Australia. The report, subtitled Improving Competitiveness and
Access to Capital in Global Markets, outlines 25 governance “ perspectives’ for consideration by the
OECD in formulating policy. Specifically the Group recommends that the OECD:

— encourage Member countries to adapt their corporate governance regulatory framework
to changing competitive and market forces;

— formulate minimum international standards of corporate governance to promote fairness,
transparency, accountability and responsibility;
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— issue suggested guidelines for voluntary “best practice” for boards to improve
accountability, as well as encompass board independence;

— encourage common principles for addressing the comparability, reliability and
enforcement of corporate disclosure; and

— emphasise the impact which changes in corporate governance practices would have on
society at large, and on the need to clarify responsibilities between the public and private
sector.

The Advisory Group emphasises the need for flexible and adaptive governance systems, regulation
that does not unduly interfere with market mechanisms, the encouragement of varying governance
practices and for individual investors and corporations to practice voluntary self-improvement.

OECD Ministers have considered these recommendations and initiated further work to draft minimum
standards, best practice code and regulatory principles.



THE LEGAL AND INSTITUTIONAL PRECONDITIONS FOR STRONG STOCK
MARKETS: THE NONTRIVIALITY OF SECURITIESLAW

by
Bernard Black”

Abstract

An important chalenge for all economies, a which only a few have succeeded, is providing an
environment in which minority shareholders have good information about the value of a company’s
business, and confidence that a company’s managers and controlling shareholders won't cheat them out
of most or al of the value of their investment. A country whose laws and related institutions foster
that knowledge and confidence has the potential to develop a vibrant stock market that can provide
capital to growing firms. A country whose laws and related institutions fail on either count cannot
develop a strong stock market, forcing firms to rely on internal financing or bank financing - both of
which have important shortcomings. This article explains why these two investor protection issues are
critical, related, and hard to solve. It aso discusses which of the needed laws and institutions can be
borrowed from countries with strong securities markets and which must be home-grown.

l. I ntroduction

A strong public securities market, especially a public stock market, can facilitate economic growth by
providing a way for growing companies to raise capital. Securities markets have several potential
advantages over the principal alternatives - bank financing and interna financing. First, countries with
strong securities markets are less dependent on bank financing. Banks are an ingtitutional form that is
prone to credit crunches and other troubles, which can reverberate through the whole economy.
Second, a public stock market lets companies rely more on equity and less on debt, which gives them
greater financial flexibility in an economic downturn, and may reduce the downturn’s severity. Third,
a stock market lets companies rely more on externa capital and less on interna capital, which helps
companies grow rapidly, and gives companies that focus on a single core business an advantage over
diffuse conglomerates. In the United States, conglomerates are seen as a failed experiment - they are
usually less efficient than more focused firms. Conglomerates remain strong in countries with weak
stock markets, partly because the conglomerate form can provide the access to capital that a rapidly
growing firm needs. The shortcomings of bank finance and the internal capital markets run by
conglomerate groups were, in significant part, behind the recent finance-driven economic troubles in
East Asiaand elsewhere.

But creating strong public securities markets is hard. That securities markets exist at al is magica, in
a way. Investors pay enormous amounts of money for completely intangible rights, whose value
depends entirely on the quality of the information that the investors receive and on the honesty of
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other people, about whom the investors know almost nothing. Internationally, this magic is rare. It
does not appear in unregulated markets. Even among developed countries, only a handful of countries
have devel oped strong stock markets that permit growing companies to raise equity capital.

Thereis only limited prior work on the prerequisites for strong securities markets. Black & Kraakman
(1996) argue that protecting minority investors against self-dealing by company insiders is essential,
but focus on company law and do not consider other necessary laws and related institutions." Black
(1998) argues that controlling information asymmetry is essential for building strong stock markets.’
LaPorta, Lopez de Silanes, Shleifer & Vishny (1997, 1998a, 1998b, 1999) develop evidence that legal
protection of minority shareholders correlates with the strength of a country’ s capital market, but do
not address which legal rules are most important or consider related ingtitutions.” Modigliani & Perotti
(1998) document an inverse relationship between measures of corruption and the strength of public
securities markets." Coffee (1998) is the closest in spirit to this paper. He argues that securities law
that protects minority investors is central to the value of publicly issued shares, but that in countries
with weak laws, companies can often piggyback on the securities markets of developed countries by
listing their shares on stock exchangesin those countries.’

This article explores which laws and related ingtitutions are essential for strong securities markets. My
goal isthreefold: to explain the precursors for the devel opment of strong marketsin countries, like the
United States and the United Kingdom, that already have these markets; to offer a guide to legal and
ingtitutional reforms that could strengthen securities markets in other countries; and to offer some
cautionary words for developing countries about the complexity of the laws and related government
and private ingtitutions that are needed to support strong securities markets, and the difficulty of
creating this ingtitutional infrastructure.’

There are two essential prerequisites for strong securities markets. A country’s laws and related
ingtitutions must give minority shareholders. good information about the value of a company’s
business; and confidence that the company’s insiders (its managers and controlling shareholders) won't
cheat investors out of most of the value of their investment. If these two steps can be achieved, a
country has the potential to develop a vibrant stock market that can provide capital to growing firms,
though still no certainty of developing such a market. Conversely, a country whose laws and related
ingtitutions fail on either of these two counts cannot develop a strong stock market. This forces firms
to rely on bank financing or internal financing.

Individual companies can partially escape the weakness of their home country’s institutions by listing
and selling their shares on a stock exchange in a country with strong institutions, and following that
country’s rules. But only partial escape is possible. Much still depends on the availability of local
enforcement.

The connection between strong investor protection aong these two dimensions and strong securities
markets creates the potential for two separating equilibria to exist. In the first or "lemons"
equilibrium, honest companies (except a few large companies that can develop their own reputations)
don't issue shares to the public, because weak investor protection prevents them from realising a fair
price for their shares. This decreases the average quality of the shares that are issued, which further
depresses prices and discourages honest issuers. In the second " strong markets' equilibrium, strong
investor protection produces prices that make it attractive for honest companies to issue shares, which
increases the average quality of the shares that are issued, which further increases share prices and
encourages more honest issuers. This article can be seen as an attempt to develop minimum
conditions for achieving the "strong markets' equilibrium.

The analysis developed in this article also suggests that the standard debate over the merits of bank-
centred versus stock-market-centred capital markets is partly misplaced. The standard debate posits
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that bank-centred markets can achieve stronger monitoring of management, while stock-market-
centred markets offer greater liquidity but weaker monitoring due to dispersed shareholdings, albeit
partly counteracted by a market for corporate control. The perspective offered here is that a stock-
market-centred capital market is possible only if a country first develops strong monitoring along the
dimensions of information disclosure and control of insider self-dealing. Bank-centred capital markets
may be stronger than stock-market-centred capital markets in ensuring that companies are not only
honestly run, but also well run. But even if this is the case (this remains a disputed question), this
would mean only that the two systems have different monitoring strengths, with neither clearly
dominating the other along an overall monitoring dimension.

| will address the prerequisites for a strong securities market in the context in which they are most
acute - a public offering of common shares, often by a company that is selling shares to the public for
thefirst time. Similar though less acute issues arise for issuance of debt securities.

Part Two of this article explains why controlling information asymmetry is critical for developing
strong public stock markets, and which laws and institutions are needed to do so. Part Three explains
why controlling insider self-dealing is equally critical, and the overlapping but somewhat different
laws and ingtitutions that are needed for this task. Part Four explores the extent to which companies
can escape the weaknesses of their home country’s laws and institutions by relying on foreign rules
and institutions. Part Five considers the possibility that securities markets may involve a separating
equilibrium, in which a country’s market tends to gravitate toward either a "lemons' or a "strong
market" equilibrium, depending on the quality of the local laws and institutions that support the
securities market. Part Six discusses the implications of the analysisin this article for the conventional
view that stock-market-centred capital markets produce weaker monitoring of management than bank-
centred capital markets. they may, but only along some dimensions. Part Seven concludes by
discussing which steps a developing country should take first, with the long-term goal of establishing a
strong securities market.

. Information asymmetry barriersto securities offerings

I nformation asymmetry and the role of reputational intermediaries

A critical barrier that stands between issuers of common shares and public investors is asymmetric
information. The value of a company’s shares depends on the company’s future prospects. The
company’s past performance is important as a (partial) guide to future prospects. The company’s
insiders know about both past performance and future prospects, but investors don't know this
information and can't easily find out. Theinsiders have information; investors need information.

Ddlivering information to investors is easy; but delivering credible information is hard. Insiders have an
incentive to exaggerate the issuer’s past performance and future prospects, and investors can't directly
verify the information that the issuer provides. This problem is especialy serious for small companies
and companies that are selling shares to the public for the first time. For these companies, investors can't
rely on the company’s prior reputation to signal the quality of the information that it provides.

In economic jargon, securities markets are a vivid example of a market for lemons.” Indeed, securities
markets are a far more vivid example than George Akerlof’s original example of used cars. Used car
buyers can visualy observe the car, take it for a test drive, have a mechanic inspect the car, and ask
their friends about their experiences with the same car model or manufacturer. By comparison, a
company’s shares, when it first goes public, are like a unique, unobservable car, on which investors
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can obtain only dry written information, that they can't directly verify. They have only the comfort of
knowing that other, similarly (ill-)informed investors have reached similar conclusions about value.

Investors don't know which companies are truthful and which aren't, so they discount the prices they
will offer for the shares of all companies. This may ensure that investors receive a fair price, on
average. But consider the plight of an "honest" company - aterm that | will use to mean a company
whose insiders both report truthfully to investors and won't divert some or all of the company’s income
stream to themselves, apart from a market rate of compensation for management services. "Honesty"
thus requires both truthful disclosure and nondiversion of value. | will focusin this part on disclosure,
and discuss value diversion by insidersin Part Three.

Discounted share prices mean that an honest issuer can't receive fair value for its shares, and has an
incentive to turn to other forms of financing. But discounted prices won't discourage dishonest
issuers. Sharesthat aren’'t worth the paper they're printed on are, after al, quite cheap to produce. The
prospect of receiving even a"discounted" price for worthless paper will attract some issuers.

This "adverse selection” by issuers, in which high-quality issuers leave the market because they can't
obtain a fair price for their shares, while low-quality issuers remain, worsens the lemons problem
faced by investors. Investors rationally react to the lower average quality of issuers by discounting
still more the prices they will pay. Thisin turn drives even more high-quality issuers out of the market
and exacerbates the adverse selection problem.

Some countries, including the United States, have partially solved this information asymmetry
problem through a complex set of laws and private and public institutions that give investors
reasonable assurance that the issuer is being (mostly) truthful. Among the most important institutions
are reputational intermediaries, who vouch for the quality of particular securities. These
intermediaries - including accounting firms, investment banking firms, and law firms - can credibly
vouch for the quality of information because they are repeat players who will suffer reputational loss if
they permit a company to exaggerate its prospects, exceeding the intermediary’s one-time gains from
permitting the exaggeration.” The backbone of these intermediaries is stiffened by the risk of legal
liability if they endorse faulty disclosure, and government civil or crimina prosecution if they do so
intentionally.

But even in the United States, "securities fraud" - the effort to sell shares at an inflated price through
false or mideading disclosure - is an ongoing problem, especialy among small issuers. Attempts by
skilled con men to sell fraudulent securities are endemic partly because the United States’ very success
in creating an overal climate of honest disclosure leads investors to be (rationally) less vigilant in
investigating claims by persuasive salesmen about particular companies. Investors’ willingness to
accept claims of past or future profits at something close to face value, in turn, creates fertile soil for
fraud.

Most American investors still expect newly issued securities to be vouched for by reputational
intermediaries. They expect financial statements to be audited, shares to be underwritten by a
reputable investment banker, and the prospectus to be prepared by securities counsel. But this merely
recreates the fraud problem one step removed. The United States very success in creating an
environment in which most reputational intermediaries guard their reputations, creates an opportunity
for new entrants to pretend to be reputational intermediaries. Merely calling oneself an investment
banker will engender some degree of investor trust, because most investment bankers are honest and
care about their reputations, and because investors (rationally) don’ t fully investigate the claims that
investment bankers make about the quality of their reputations. The other key intermediaries -
accountants and securities lawyers - can similarly trade on their profession’s generally honest
reputation (notwithstanding the occasional snide joke about whether that reputation is deserved).
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To employ the standard terminology of welfare economics, investment banking (or accounting or
securities lawyering) involves an externality - any one participant can't fully capture the gains from its
own investment in reputation. Some of the investment enhances the reputation of the entire
profession, and is captured by others through greater investor trust in investment bankers as a class.
That externality creates well-known problems. It reduces investment bankers’ incentives to invest in
reputation, since they can't capture all of the benefits of the investment. And new entrants can free-
ride on reputational spillover from the established firms.

If one couples the ability to free ride on the reputations of other investment bankers with ease of entry,
it will make sense for some entrepreneurs - whom | will call "bogus investment bankers' - to go into
the investment banking business, intending never to develop their own reputations, but instead to
profit by pretending to investors that their recommendation of a company’s shares hasvalue. In effect,
bogus investment bankers steal some of the value of their competitors reputations, while at the same
time devaluing those reputations, because bad reputations spill over to the rest of the profession just as
good ones do.

The result is ironic: reputationa intermediaries’ principa role is to vouch for disclosure quality of
disclosure and thereby reduce information asymmetry in the market for securities. But information
asymmetry in the market for reputational intermediaries limits their ability to play thisrole.

One possible solution is second-tier reputational intermediaries, who can vouch for the quality of the
first-tier intermediaries. Voluntary self-regulatory organisations play, in part, the role of a second-tier
intermediary. A second solution involves legal rules that make the intermediaries liable to investors,
and various forms of government intervention aimed at establishing minimum quality standards for the
intermediaries - licensing of reputational intermediaries; investigating cases where the intermediaries
did not behave as they ought;, revoking the license of a misbehaving intermediary; criminal
prosecution if the intermediary misbehaves intentionally. The greater sanctions available through the
legal system, plus the ability to collectivise the cost of enforcement (by spreading the cost of private
enforcement among investors through a class action or derivative suit, and spreading the cost of public
enforcement through taxes), may explain why these strategies seems to dominate over creation of
second-tier reputational intermediaries.

A mixed solution, sometimes adopted in securities markets as a supplement to official enforcement,
involves mandatory self-regulatory organisations. In the United States, for example, investment
bankers must belong to a self-regulatory organisation (the available organisations are the New Y ork
Stock Exchange and the National Association of Securities Dealers). A member evicted by one
organisation is unlikely to be accepted by the other. Thus, the organisation’s power to evict a member
becomes the power to put the member out of business, not merely deprive it of the reputational
enhancement that voluntary membership could bring.

The resulting system, in which multiple reputational intermediaries vouch for different aspects of a
company’s disclosure, while self-regulatory organisations, private plaintiffs, and the government
police the reputational intermediaries, can work tolerably well. But it is scarcely simple. And it may
require, for continued success, some ongoing government effort (how much is an open question) to
protect the reputationa intermediaries against the depredations of bogus intermediaries who would
otherwise profit from the unearned spillover of reputation to them, and perhaps bring the whole system
crashing down.

The complexity of this response to the information asymmetry problem goes a long way toward

explaining why many nations have not developed an acceptable solution to this problem. Their
securities markets have instead fallen into what insurance companies call a " death spiral", in which
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information asymmetry and adverse selection combine to drive amost all honest issuers out of the
market, and to drive share prices to zero.

In these countries, a few large companies may develop reputations sufficient to justify a public
offering of shares at a price that, though below fair value, is still attractive compared to other financing
options. But smaller companies have essentially no direct access to public investors' capital. They
must obtain capital from intermediaries (usually banks), or the internal capital "market" of a
conglomerate group, or else grow only at the rate permitted by reinvestment of past earnings.

For high-technology companies, information asymmetry is especially severe because these companies
often have short histories, make highly specialised products, and participate in fast-moving industries
that are hard for investors to understand. This makes it easier for insiders to exaggerate the industry’s
growth prospects, or the company’s prospects within the industry. As a result, even countries with
strong stock markets, such as the United States, have developed a specialised ingtitution - the venture
capital fund - that funds high-technology companies early in their life, and functions in significant part
as a gspecialised reputational intermediary. Venture capital funds engage in detailed, costly
investigation of companies that seek funding, and then implicitly vouch for these companies when
they later seek to raise capital in the securities markets.’

Venture capitalist intermediation is expensive, but has thrived because, presumably, it adds value that
exceeds its costs. One major reason is that venture capitaist intermediation reduces information
asymmetry costs. A second is that intensive monitoring has value especially for early stage companies.
Take the two together, and entrepreneurs prefer to pay the high price of venture capital funding, rather
than sell stock to the public early in a company’s existence.

Ronald Gilson and | argue in arecent article that to understand how venture capital funds operate, you
have to understand the synergy between their visible role in providing financia capital and their less
visible but equally important role in providing reputational capital and monitoring. For early stage,
high-technology companies, the combination of these three services dominates the aternative that
public securities markets offer of providing financial capital without close monitoring, or the
aternative of monitoring and providing reputational capital without investing, which is a plausible
institutional arrangement that we don't see.”

If developing a strong public securities market is hard, developing strong venture capital is harder till.
Venture capital funds face a classic chicken and egg problem in getting started - a venture capitalist cantt
get funding until he develops a reputation for making good investments, but can't develop a reputation
without making investments. Once the venture capitd industry exists, new funds can be started by people
who leave existing funds where they have developed a track record. But the initid stages of industry
development, where this path isn't feasible, are likely to be dow. Thus, we should expect - and as we look
around the world we find - that strong venture capital is even rarer than astrong public stock market.

High-technology companies are not the only area where specialised reputationa intermediaries have
developed over time. For money managers who manage pension funds and other institutional assets, a
cottage industry has arisen of consulting firms who verify the money managers’ performance claims, and
arelated industry that develops performance indexes against which the performance of amoney manager
with a particular style or investment focus can be measured. For bonds and other fixed-income
investments, bond-rating agencies such as Moody's and Standard & Poor’s offer quality ratings for
different issuers.
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The ingtitutionsthat are needed to control information asymmetry

Successful securities markets have developed a number of ingtitutions to counter information
asymmetry, some of which were suggested above. Information disclosure centres on financial
disclosure. | list below the ingtitutions that | consider necessary. The list is necessarily judgmental,
and isin an order that makes logical sense, not in order of estimated importance. Part Four combines
thislist and the related list of institutions to control insider self-dealing into asingle table.

(1) Securities laws that require extensive financial disclosure, including independent audits of public
companies financial statements.

It is hard to imagine a successful stock market that does not require audited financial statements for
public companies. The risk of financial statements that are either outright fraudulent or seriously
misleading istoo great. The ease with which fraudulent securities can be created means that securities
markets attract con artists, who are skilled in spinning plausible stories about why a particular
company has a marvellous future. Audited financial statements provide a critical reality check on
these stories.

(2) Accounting rules that address investors' need for reliable information.

Good accounting rules should provide information in a form that is useful to investors. They should
facilitate evauating a company’s past performance, and comparing it with similar companies, in the same
country and internationaly, and limit managers flexibility to pick and choose among aternate accounting
practices in order to make their own firm appear more profitable. Overly flexible rules can reduce
comparability, increase opportunities for fraud, and increase overal information asymmetry between
companies and investors.” At the same time, the accounting rules must strike a sensible balance among
investors desire for information, the cost of providing the information, and companies concern that giving
detailed information to investors means giving the information to competitors aswell.

(3) A rule-writing ingtitution with the competence to write good accounting rules and an incentive to
keep the rules up to date.

In many countries, accounting rules are written by the Finance Ministry, which tends to write the rules
with aview to providing the information needed to collect taxes, rather than the information needed to
attract investment or manage the business. Thus, the rule-writing task isideally placed elsewhere - in
a securities commission or perhaps, as in the United States and Great Britain, in a quasi-public "self-
regulatory" organisation run by accountants and supervised by the securities commission or another
regulatory agency.”

Writing good accounting rules requires close knowledge of how companies operate, appreciation for
changes in corporate practices, which are often intended to take advantage of loopholes in the existing
rules so as to portray a firm's performance as better than it really is, and the ability and incentive to
write new rules and interpret old ones with reasonable dispatch. Other things equal, this may offer
some reason to vest rule writing in a quasi-public organisation run by accountants, rather than a
government agency."

(4) A sophisticated accounting profession with the skill and experience to catch at least some
instances of false or misleading disclosure.

At the end of the day, audit requirements and accounting rules are no better than the accountants who

conduct the audits and apply and interpret the rules. Accounting is part science (following established
rules), but an important part remains a skilled art - with the twist that the artist’s task is to paint an

61



accurate picture, while the subject is trying to persuade the artist that a more flattering portrait is a
truer one, and a minority of subjects are crooks, prepared to do whatever they can to mislead the artist
and thus the investors who are the ultimate viewers of the portrait. As a further twist, the subject is
paying the artist’s fee, so that the artist faces the omnipresent threat of being replaced if the portrait is
less flattering than the subject wants.

Professionalism - both to see the truth that the subject has tried to conceal, and to resist the subject’s
pressure for an overly flattering portrait - is essential if the resulting portrait is to resemble reality and
be comparable to other portraits painted by other artists.

(5) Securities or other laws that impose on accountants enough risk of liability to investors if the
accountants have endorsed false or misleading financial statements so that the accountants will resist
their clients pressure for more favourable disclosure.

Accountants are reputational intermediaries. They sall their services in preparing and reviewing
financial statements, but in doing so, they also rent out their reputations for conducting a careful audit
that can catch some fraud, discourage most attempts at fraud, and for painting a tolerably accurate
picture of a company’s financial performance.

Experience teaches that at least some legal liability is an important buttress for the accounting firm's
concern for reputation. Liability can help to persuade the firm to establish strong internal procedures
to ensure that the audits it conducts, and the financial statements that it prepares or reviews, meet
minimum quality standards. At the same time, liability risk provides a compelling argument that the
accounting firm can offer to a client who is pushing hard for more favourable treatment than the
accounting firm wants to offer.

The needed liability risk doesn’t have to be great. | make no claim that aggressive, American-style
class action litigation against accounting firms is necessary or even desirable. Perhaps a few lawsuits
per decade, a couple of which result in a significant payout (in settlement or after a verdict), are
enough. But if there is no liability risk, the temptation for even the largest accounting firms to
squander reputation to gain aclient will always be present and will sometimes be accepted.

(6) A sophisticated investment banking profession that will investigate the issuers of securities that the
investment bank underwrites because the investment banker’s reputation depends on not selling
fraudulent or overpriced securitiesto investors.

Investment bankers are a second key reputational intermediary. In developed securities markets, they
have learned to walk afine line between being selling an offering and not overselling it. An important
part of their role involves conducting a "due diligence" investigation of the issuer, to satisfy
themselves that the issuer’s future prospects are reasonably stated in the offering documents and oral
sales presentations, that the issuer’s managers appear to be honest, and that investors understand the
major risks of the investment. For example, it is standard practice for an investment bank to conduct a
background check on an issuer'sinsiders, and to walk away if the insiders have an unsavoury past.

Investment bankers reputation is policed in a number of ways. First, securities purchasers will
remember if an investment bank sold them a number of bad investments, and avoid (or pay less for) its
future offerings. Second, just in case securities purchasers haven't noticed, each investment bank will
keep track of the "aftermarket" performance of its own and its competitors’ offerings, happily disclose to
a prospective client its competitors weak performance, and worry gregtly if the aftermarket performance
of its own offerings suffers, because thisis arecipe for trouble in the medium to long term.
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Third, in the rare cases when a magjor underwriter unwittingly sells shares for a fraudulent company,
which then collapse in price when the fraud is discovered, this is considered a major embarrassment,
not soon forgotten by investors (or by the bank’s competitors, who will bring it up at every convenient
opportunity).

(7) Securities or other laws that impose on investment bankers enough risk of liability to investors if
the investment bankers underwrite securities that are sold with false or mideading disclosure, so that
the bankerswill resist their clients’ entreaties for more favourable disclosure.

Experience teaches that at least some legal liability is an important buttress for an investment banker’s
concern for reputation. Liability can help to persuade the firm to establish strong internal procedures
to ensure that the companies whose shares it underwrites meet minimum quality standards. At the
same time, liability risk provides a compelling argument that the investment banker can offer to a
client who is pushing hard for more favourable disclosure, or a higher offering price, than the
investment banker wants to offer.

As for accountants, | make no claim that frequent litigation against investment bankers is necessary.
A few lawsuits per decade, a couple of which result in a significant payout (in settlement or after a
verdict), could well be enough. But if there is no liability risk, the temptation for firms to squander
reputation to gain aclient will always be present and will sometimes be accepted.

(8) Sophisticated securities lawyers who can ensure that a company’s offering documents comply with
the disclosure requirements.

Securities lawyers are a third major reputational intermediary - abeit less visible to investors than
accountants or investment bankers. In developed securities markets, they have learned to wak afine
line between being accepting the favourable statements that the issuer wants to make, and cautioning
the issuer and the investment banker about the need for cautionary disclosure.

Because securities lawyers are less visible to investors than accountants or investment bankers, | have
not listed whether they face a significant risk of liability as a necessary condition for developing a
strong securities market. But some liability risk for lawyersis surely a useful institution.

(9) A stock exchange with meaningful listing standards, and the willingness to enforce them by fining
or delisting companies that violated disclosure rules.

Stock exchanges are a fourth important reputational intermediary. They establish and enforce listing
standards, including disclosure requirements, because they understand that investors use the listing as
aproxy for company quality, and that false disclosure by afew companies will taint all companies.

(10) Securities or other laws that impose severe sanctions on insiders for false or misleading
disclosure, including criminal sanctions where appropriate.

Sophigticated accountants, investment bankers, and lawyers are a second line of defence against
securities fraud. The primary defence, though, is direct sanctions against the insiders who attempt to
carry out the fraud.

Some of the time, perhaps most of the time, insiders will want to preserve a company'’s ability to issue
shares in the future, and will therefore want to maintain the company’s reputation for honest
disclosure. But insiders' concern for future reputation isn't enough to ensure honest behaviour. Some
of the time, the company will be in a financia bind, where if it doesn't raise funds this time, there
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won't be a next time. In the language of game theory, the insiders are in the final period of a repeated
game, where they have an incentive to cheat, since there won't be a next round in which the cheating
can be punished.” Other times, the insiders tenure in the company may be at risk, even if the
company’s solvency is secure. Here, the insiders face a fina period, even if the company doesn't.
Moreover, some con artists, attracted by the ease of creating valueless companies and selling valueless
shares, will happily take whatever money they can raise this time, and then hope to sell another
company’s shares the next time.

The incentives of insiders to puff their company help to explain the universal use in public offerings of
reputational intermediaries, who investigate and vouch for the disclosure that the insiders prepare. But
just as some liability is important to ensure that reputational intermediaries behave as they are
supposed to, some liability isimportant to ensure that insiders disclose honestly in the first place.

Financial liability of insiders to investors is not a sufficient deterrent, however. Insiders often have
little wealth outside their firm, or can hide much of their wealth out of investors reach. That makes
criminal sanctions a critical supplement to the insiders’ financial liability to investors.

(11) A securities regulator (and, for criminal cases, a prosecutor) who is honest; and has the staff,
skill, and budget to pursue complex securities cases involving false or misleading disclosure.

Honest regulators and prosecutors are obviously essential. They tend to be taken for granted in
developed countries, but are often partly or wholly absent in developing countries.

With regard to the need for a specialised regulator and specialised prosecutors, some securities cases
involve outright fraud - the company has reported sales or inventory that didn't exist. Those cases
aren't hard for a prosecutor to bring. But they aren’'t especially sexy either, and could get little
attention from a prosecutor with limited resources, who would rather pursue muggers and murderers.
Moreover, many securities fraud cases aren’'t so clear-cut. The insiders twisted the truth, but in away
that takes careful digging through the company’ s records to uncover, and skill to present in convincing
fashion to a court. Moreover, the defendants often have enough money to mount a vigorous defence.
Experience teaches that even in developed countries, few prosecutors have the skill or discipline to
bring securities fraud cases. Specialisation is needed.

(12) A judicial system that is honest; sophisticated enough to handle complex securities cases, can
intervene quickly when needed to prevent asset stripping; and can produce decisions without
intolerable time frame (and with appropriate adjustments for the time value of money).

An honest judiciary isamust for any investor remedies to be meaningful. Aswith honest prosecutors,
this element of a disclosure system can be taken for granted in developed countries, yet is often partly
or wholly absent in developing countries. With regard to sophistication, the same subtle securities
fraud cases that call for specialised prosecutors require sophisticated judges. A specialised court is
ideal. A genera court that sees a hefty percentage of securities and other complex commercial cases,
perhaps because of itslocation in the country’s financial centre, is an acceptable substitute.

Speed is important too. When insiders commit fraud, some of it can sometimes be retrieved if the
prosecutors move fast to freeze the insiders assets pending the fina outcome of a case that the
prosecutors plan to bring. Otherwise, it is as good as gone. Any con artist smart enough to run a good
con is smart enough to move his assets beyond the prosecutor’s reach if given awarning that they may
be seized, or lost in a court action. Beyond that, while courts nowhere move quickly, differencesin
how fast they do move affect the saience of investor remedies. Moreover, a surprising number of
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countries award no or inadequate interest on judgements, which both undercuts the official sanctions
and gives an incentive for the defendants to delay.

(13) Rules ensuring market "transparency”: the time, quantity and price of trades in public securities
must be promptly disclosed to investors.

One key source of information about value that investors rely on is the prices paid by other investors
for the same securities. Investors may still make mistakes about value, but at least they know that they
are not aone in their opinions. Transparency is a collective good that must be established by
regulation. Large investors would prefer to hide their own transactions, to reduce the impact on price
that their trades will have. Sometimes a stock exchange will have enough power to force all trades to
be reported to it; more commonly, government intervention to mandate prompt reporting and ensure
that all trades are reported in a single consolidated source.

(14) Rules banning manipulation of trading prices.

Transparency of market prices raises its own dangers. Especialy in "thin" markets, insiders can
manipulate trading prices to create the appearance that the shares are highly valued by outside
investors, while dumping their own shares on the market. The principa response to thisrisk is rules
against manipulating trading prices. These rules then need to be enforced. This requires a specialised
regulator, because manipulation is notorioudy hard to prove.

(15) An active financial press that can uncover and publicise instances of misleading disclosure, and
criticise not only the company, but (when appropriate) the investment bankers, accountants, and
lawyers as well.

Markets for reputation can work only if there is a mechanism for distributing information about the
performance of both companies and intermediaries. Disclosure rules for companies help, as does
reputational intermediaries’ incentive to advertise their successes. But intermediaries can hardly be
expected to publicise their failures. Their competitors may do so, but their reports may be discounted
because they come from a biased source. An active financial pressis an important source of reporting
of disclosure failures.

A country’s libel law is important here. The financial press can be chilled by libel laws that make it
easy for deep-pocketed companies or intermediaries to sue anyone who is bold enough to criticise
them. The chill is especially severeif the courts honesty is suspect.

(16) A culture of disclosure that develops over time among accountants, investment bankers, lawyers,
and company managers, that concealing bad news is a recipe for trouble.

In countries with strong securities markets, the sanctions against misbehaviour are collectively strong
enough so that they reinforce a culture of compliance, in which a bit of puffing is acceptable, but
outright lying is not. There are actions that no honest accountant, investment banker, or securities
lawyer will be involved in. Moreover, very few managers will attempt clearly illegal actions, because
they too grew up in a culture where disclosure is the norm, and where others are occasionally
disgraced, or even sent to jail, for falsifying financial statements and the like.

Which camefirst: laws requiring disclosure, or a culture that supported disclosure, reinforced the laws,

and made them politically feasible? This is an unanswerable question. Most likely, the two devel oped
together over time, and were mutually reinforcing.
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Additional useful institutions

The list of ingtitutions in the previous section reflects my best judgement about which rules and
ingtitutions are the most important. It is by no means a complete list of the useful rules and
ingtitutions. For example, | argue above that it is important for reputational intermediaries, including
accountants and investment bankers, to face a meaningful risk of liability to investors. It would aso
be useful for these intermediaries to be subject to a regulatory licensing scheme and risk regulatory
sanctions, including fines, suspension and disbarment, for misbehaving individuals and, where
appropriate, their firms. Those regulatory sanctions aren’t listed above because | believe that,
especially in less developed economies, private enforcement, through liability to investors, is likely to
be a more effective tool for enforcing good behaviour by reputational intermediaries than public
enforcement through regulatory sanctions. Even in countries with strong regulators, regulatory
sanctions are imposed fairly seldom and primarily in egregious cases; they will surely be an even
weaker congtraint in emerging economies, which are likely to have fewer regulatory resources, and
better uses for those resources (such as pursuing insiders who have committed fraud, rather than
sanctioning intermediaries who have merely failed to catch the fraud).*

Conversaly, | argue above that official enforcement of the rules againgt fraud is essentia for insiders.
Financid liability of insidersto investorsis also useful, but isn't sufficient because in too many of the
most egregious cases, the insiders have no wealth, or can hide their assets beyond the reach of private
plaintiffs.

Mutual funds are ancther useful, complementary institution. They can collect money from individual
investors, and provide them with both diversification and some insulation against inflated claims by
con artists (who might fool novices, but will have a harder time fooling experts). In my judgement, a
healthy mutual fund industry is more a result than a cause of a strong securities market, that itself
relies on related institutions, including a law on investment funds that safeguards the mutual fund's
assets against self-dealing transactions between the fund and the fund manager. Also, in atolerably
efficient market, small investors can freeride on the pricing judgements of professionals without the
need to invest through an investment fund.

The length of this list suggests the difficult task facing a country that wants to develop a strong stock
market. Most critically, formal disclosure rules are important, but are not enough. The harder task is
enforcing the rules - both direct public enforcement and indirect enforcement through private
ingtitutions, especially reputational intermediaries like accountants, investment banking firms,
securities lawyers, and stock exchanges.

[11. Protecting minority investorsagainst inside dealing

Inside dealing as an adverse selection/moral hazard problem

The second major obstacle to a strong public stock market is the potential for insiders to appropriate
most of the value of the company for themselves - for 50% of the shares (less if the remainder are
diffusely held) to convey 80% or 90% of the company’svalue. In some countries, where rules against
insider dealing with a company are weak or routingly ignored, 50% ownership can convey essentialy
100% of the company’s value.

Insider self-dealing can occur in many variants and guises. But a useful division is between:
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— direct self-deadling, where a company that the insiders control, but only partly own,
engages in transactions, not on arms-length terms, that enrich the insiders themselves,
their relatives or friends, or a second company that they own alarger percentage of; and

— indirect self-dealing, where insiders use information about the company that only they
know to trade in public securities markets with less-informed investors (often called
insider trading).

Of these, direct self-dealing is far and away the more important problem. First, it's far more profitable
for the indders. Direct self-dealing can turn 40% ownership (say) of shares into 100% ownership of
profits, with little or no additional investment of capital. In contrast, insider trading takes capital and
can't achieve anywhere near that level of profits. For one thing, insider trading depends on a liquid
stock market, which the countries that haven't controlled direct self-dealing won't have. Without
liquidity, you can't trade much, and without trading, you can’t profit. For another, a long-term buy-
and-hold investor can’t be directly harmed by insider trading. Y ou can only be on the losing side of a
trade with an insider if you're trading. But more criticaly, if direct self-dealing is hard to control,
insider trading in anonymous securities markets is even harder to control.

Moreover, without the institutions that are needed to control direct insider self-dealing, there is little
hope of controlling insider trading. But the converse isn't true. A country could do fairly well at
controlling direct self-dealing, without making the major additional investment needed to limit insider
trading to tolerable levels.

The potentia for insider self-dealing, whether direct or indirect, creates alemons or adverse selection
problem, which has the same structure as the adverse selection problem created by asymmetric
information. Investors don’'t know which insiders are honest, and which will appropriate most of the
company’s value, so they discount the prices they will offer for the shares of all companies. This
creates a dilemma for "honest” insiders who will not divert some or al of the company's income
stream to themselves.

Discounted share prices mean that a company with honest insiders can’'t receive fair value for its
shares, and has an incentive to turn to other forms of financing. But discounted prices won't
discourage dishonest insiders. The prospect of receiving even a"discounted” price for worthless paper
will be attractive to some insiders.

This adverse selection by issuers, in which high-quality issuers leave the market because they can't
obtain a fair price for their shares, while low-quality issuers remain, worsens the lemons problem
faced by investors. Investors rationally react to the lower average quality of issuers by discounting
still more the prices they will pay. This drives even more high-quality issuers away from the market
and exacerbates the adverse selection problem. As with asymmetric information, failure to control
insider self-dealing can result in a "death spird”, in which insider self-dealing and adverse selection
combine to drive aimost all honest issuers out of the market, and drive share prices to zero, save
perhaps for afew large companies that can devel op reputations sufficient to justify a public offering of
shares.

In important respects, the problem of insider self-dealing is harder to solve than the problem of
information asymmetry. First, honest disclosure of information during a public offering of shares
can’'t be undone once the offering is completed. In contrast, once a company has sold shares, the
company’s insiders can aways renege on a promise not to self-deal. Indeed, insiders have an
incentive to renege - to capture more of the company’s value for themselves. That incentive is only
imperfectly policed by the desire to maintain the company’ s reputation to facilitate a future offering of
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shares. Again, insurance terminology is helpful - the incentive to renege is known as moral hazard.
Unless contralled, it can be sufficient by itself to cause a public stock market to collapse.

Second, fase or misleading disclosure in a public offering often occurs in a formal disclosure
document, and thus leaves a paper trail. If subsequent events revea the business problems that the
company tried to conceal, the deficiencies in the original disclosure will often be obvious enough to
make it straightforward for regulators or investors to seek sanctions or damages against the offending
insiders and, if appropriate, their accountants, bankers, and lawyers. In contrast, insider self-dealing is
often hidden. It must be uncovered before it can be policed.

Third, once a company has issued shares at a discounted price, in a market characterised by
information asymmetry, insider self-dealing, and resulting adverse selection and moral hazard, the
insiders may feel entitled to appropriate most of the company’s value for themselves. They will
fiercely resist any change in legal rules that limits this opportunity. An example call illustrate why
insiders can feel thisway."’

Assume that Company A has a value of $100, and 50 outstanding shares, al held by insiders. The
shares are worth $2 each. But outside investors may be willing to pay only 50 cents per share for
additional shares, both because the outside investors don’'t know the company’ s true value and because
they expect insiders to appropriate most of whatever value exists. Suppose now that Company A
issues 50 additional shares at this price, for total proceeds of $25. Company A now has 100 shares
outstanding, with 50 shares held by insiders and 50 shares held by outside investors, and total value of
$125.

If the insiders behave honestly and keep only 50% of the company’s value, they will have cheated
themselves. Their shares will be worth only $62.50, while the outside investors' shares will be worth
$62.50 - far more than the outside investors paid. The insiders’ rational response is to self-deal by
enough to ensure that they capture at least 80% of the firm's value - $100 out of the total value of
$125. They will not fedl that they have cheated anyone by doing so - they will feel instead that they
have taken only their proper share of the company’'s value. They will fight against legal and
institutional reforms that might prevent them from taking what they see as their fair share of the
company’s value.

Those reforms will help new issuers obtain a higher price for their shares, but can harm the politically
powerful insiders of already public companies. But in fighting against reforms, insiders of aready
public companies aso reinforce a system in which minority shares have little value, and which won't
prevent them from taking more than 80% of the company’s value, if they so choose - and some
insiders will so choose.

The indtitutionsthat are needed to control insider self-dealing

Just as successful securities markets have developed institutions to counter information asymmetry,
they have developed ingtitutions to counter insider self-dealing. In some cases, these are the same
ingtitutions that control information asymmetry; in some cases, they are different ingtitutions. The
necessary institutions are listed below. The list is judgmental, and is in an order that makes logica
sense, not in order of the estimated importance of different institutions. Part Four combines this list
and the related list of ingtitutions to control information asymmetry into asingle table.
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(1) Securities or other laws that require extensive disclosure of self-dealing transactions.

Insiders won't voluntarily announce to the world that they are engaged in self-dealing. Strong
disclosure rules are needed, because if self-dealing transactions can be hidden, none of the other
protections will be very effective.

(2) Requirements that a company’s accountants review any self-dealing transactions and report on
whether they were accurately disclosed.

Insiders have a powerful incentive to hide self-dealing despite formal disclosure obligations. Just as
reputational intermediaries are needed to police companies’ disclosure of financia information, they
are needed to police disclosure by companies and insiders of self-dealing transactions. Unlike the
situation when a company issues shares to investors, there is no discrete transaction for which
investors can insist in intervention by reputational intermediaries. If this intervention is desired, it
must be mandated. Accountants are the obvious intermediary that can play thisrole.

If accountants play thisrole, then we will also need:

(3) A sophisticated accounting profession with the skill and experience to catch at least some
nondisclosed self-dealing transactions, and insist on proper disclosure.

For an insider who is determined to self-deal, having an accountant looking over your shoulder is an
obstacle that can often be overcome by suitably disguising the transaction, or your interest in the
transaction, by running one or both through multiple intermediaries. For review by accountants to be
effective, they must be sophisticated enough to catch at least the less subtle subterfuges, and thus raise
the transaction costs of self-dealing.

Expecting the accountants to catch every instance of self-dealing isn't realistic. It would cost too much
to investigate every transaction. But that only reinforces the importance of an accounting profession
that knows which closets the skeletons are most likely to be hidden in, so the accountants can make
productive use of limited resources.

If accountants act as reputational intermediaries, we will also need:

(4) Securities or other laws that impose on accountants enough risk of liability to investors if the
accountants have endorsed nondisclosure, or false or misleading disclosure of sdf-dealing
transactions, so that the accountants will resist their clients' entreaties to let them hide self-dealing
transactions.

The reasoning behind the need for some liability risk is the same as for financial disclosure in general.
The accountants are paid by the company, and will inevitably face pressure to overlook suspicious
closets, or to accept a suspicious transaction at face value. Professionalism is one bulwark against
stopping an investigation too early, but some risk of liability to investors is an important bulwark for
professionalism.

(5) Company law or securities law that establishes procedural protections for self-dealing
transactions, such as approval after full disclosure by independent directors, noninterested
shareholders, or both.

Disclosure alone will deter some self-dealing. But a lot of self-dealing can ill take place if the
underlying transactions are lawful.
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In a country such as the United States, with a well-developed culture of independence for outside
directors, and skilled courts that can ferret out self-dealing when a shareholder sues ex post, it may be
sufficient to vest approval power solely in the independent directors. But often, the nominaly
independent directors won't be al that independent in fact, especially for a company with a controlling
shareholder, where the directors serve at the controlling shareholder’s pleasure. Thus, it will often be
important to place approval power, especialy for larger transactions, in the hands of noninterested
shareholders.”

(6) Ownership disclosure rules that ensure that outside investors know who the insiders are, and that
interested shareholders in fact cannot vote to approve a self-dealing transaction that requires
approval by noninterested shareholders.

If noninterested sharehol ders are given decision-making power over self-dealing transactions, insiders
will have an incentive to disguise their share ownership, in order to pretend to be noninterested.
Disclosure rules are needed to prevent this.

More generadly, as long as insider self-dealing is a significant risk, it will be important for outside
investors to know who the insiders are.  This will both help the outside investors to determine how
much to trust the insiders this time, and give the insiders an incentive to develop reputations for not
abusing their power.

(7) Srong sanctions against indders for violating the disclosure or procedural rules governing self-
dealing transactions, or for engaging in insider trading, including criminal sanctions where appropriate.

Oversight by reputational intermediaries, or requirements that a transaction, if disclosed, must be
approved by independent decision makers, are important devices to enhance detection of attempted
theft (for that is what insider self-dealing must be understood as), and reduce the frequency of the
attempts. But they are no substitute for direct rules against theft, and meaningful sanctions against the
thieves that are caught violating the rules.

Return of theill-gotten gainsis an insufficient remedy as long as the probability of detection is less than
one. Damages equa to a multiple of the indder’s gains are possible, but limited in effectiveness given
the combination of limited insider wealth and the insiders’ ability to hide, or remove from the
jurisdiction, much of that wealth. Thus, crimina sanctions are a necessary supplement to civil damages.

(8) A securitiesregulator (and, for criminal cases, a prosecutor) who is honest, and has the staff, skill,
and budget to untangle complex self-dealing transactions.

Asfor financial disclosure, honesty and specialisation are essential. 1n many countries, neither can be
taken for granted. Insiders will often use transactional complexity and intermediaries to hide their
interest in a transaction, and anonymous offshore accounts to hide insider trading. Proving a direct
self-dealing case, or an insider trading case, often requires developing a chain of circumstantial
evidence that will befuddle an ordinary prosecutor, or at least lead him to seek out easier cases.

(9) A judicial system that is honest, and sophisticated enough to understand complex self-dealing
transactions involving multiple intermediaries.

Honesty and sophistication are again basic, and often absent. Because insiders are dealing with

themselves, or (for insider trading) with an anonymous market, they can often arrange a self-dealing
transaction without atelltale paper trail.
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(10) Company or other law that requires public companies to have a minimum number of independent
directors; and imposes on independent directors enough risk of liability for approving self-dealing
transactions that are grossy unfair to the company, so that they will resist pressure from insiders to
approve these transactions.

| suggested above that approval by nominally independent directors can be an insufficient safeguard
against self-dealing transactions, because the directors’ independence will often be in doubt. But it
remains an important safeguard, and the directors’ potentia liability for not behaving independently is
acentral support for whatever value this constraint can have.

The independent directors must be given the benefit of the doubt, or else truly independent directors
will hesitate to serve for fear of financia liability. But if the insider dealing is egregious enough, the
need for liability outweighs the potential chill on directors willingnessto serve.

(11) Sophisticated securities lawyers who can ensure that a company satisfies the disclosure
requirements and procedural protections governing self-dealing transactions.

A disclosure document for a self-dealing transaction, developed to obtain shareholder approval for the
transaction, or an annual disclosure document that lists self-dealing transactions during the past year,
will commonly be prepared by securities counsel. An important safeguard of accuracy is counsel’s
willingnessto insist on full disclosure, to conduct enough due diligence to satisfy themselves that the
disclosure is accurate, and to warn their clients about the risks of partial disclosure.

(12) An active financial pressthat can uncover and publicise instances of insider dealing.

Insiders will be more reluctant to engage in self-dealing, and independent directors, accountants, and
securities lawyers will be more vigorous in policing it, if a country has a financial press that is ready
and eager to publicise misdeeds. Aswith the presssrole in improving financial disclosure, a country’s
libel law isimportant, to ensure that press reporting is not unduly chilled by fear of alibel suit from an
insider, who can finance the suit largely with someone else’s (the company’s) money.

(13) A culture of compliance that develops over time, among accountants, lawyers, and company
managers, that concealing self-dealing transactions, approving a transaction that is seriously unfair
to the company, ignoring the procedural protections for these transactions, or trading on inside
information is a recipe for trouble.

In countries with strong securities markets, the sanctions against insider self-dealing, in both its direct
and indirect variants, are collectively strong enough so that they reinforce a norm against such
transactions. The culture further reduces the frequency of the transactions, and improves the quality of
those that occur. The transactions that occur still may not be entirely fair to the company, but they are
less likely to be grossly unfair.

To take one (of many) recent examples of Russian self-dealing, it would simply never occur to the
managers of an American oil company to propose that the company sell its oil to supposedly
unaffiliated offshore companies, that no one has ever heard of, for $1.30 per barrel, when the market
price is $13 per barrel.® The managers wouldn't propose this, the independent directors wouldn't
approve it, and if it somehow occurred anyway, the accountants would qualify their report on the
company’s financial statements, the press would report the scandal, and hanging over everyone would
be the threat of both civil and (for the managers) criminal liability.
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Which came first: laws controlling self-dealing, or a culture that frowns on them, reinforces the laws,
and makes them politically feasible? This is an unanswerable question. As for the disclosure norms,
the two likely developed together and were mutually reinforcing.

Thus far, the list of necessary institutions has focused on the institutions needed to control self-
dealing. | list next the additional institutions that are needed specifically to control insider trading.

(14) Securities or other laws that prohibit insider trading, suitably defined.

To be effective, a ban on insder trading must include a ban on tipping others, as well as on trading
yourself.

(15) A good overall financial disclosure regime

The better the overal financia disclosure regime is, the harder it will be to hide gross direct sdlf-
dealing. Moreover, the better the information that is provided to the public, the smaller the profit
opportunity from insider trading.

(16) A stock exchange with meaningful listing standards, the willingness to enforce them by fining or
delisting companies that violate the rules governing self-dealing transactions, and the financial
resour ces and skill to run a surveillance operation that can catch at least some insider trading.

For direct self-dedling, stock exchange enforcement, through ddigting (or the threat of ddigting), is an
important supplement to official enforcement. For insider trading, the stock exchange is the ingtitution that
isbest able to monitor its own trading, looking for unusual trading patterns that suggest insider trading.

Asfor information asymmetry, thislist is a judgmental effort to assess the most important institutions,
rather than an exhaugtive list of useful ingtitutions. An example of a useful institution in a country
where self-dealing is an important risk: rules requiring a new controlling shareholder to offer to buy
out all other shareholders at a per share price comparable to the price that the controlling shareholder
paid in acquiring control. This rule gives comfort to outside investors that, while they must still bet, to
some extent, on the honesty of a company’s current controlling sharehol ders, they have an assured exit,
at areasonable price, if control changes hands.

Still, the list is ample to suggest the difficult task facing a country that wants to control self-deaing
well enough to develop a strong stock market. Once again, rules on paper are important but not
sufficient. Enforcement is critical. The Russian company law offers a good example. It contains
reasonably strong procedural protections against self-dealing transactions. But in practice, Russian
companies routinely ignore the rules on self-dealing transactions because there is no enforcement.
Insiders hide the transactions, and (sometimes corrupt) prosecutors and judges usualy let the insiders
off the hook in the rare case when a transaction is exposed. Reputational intermediaries - including
major investment banks and major accounting firms - have chosen to look the other way.

(17) Rules ensuring transparency of trading prices.
Insider trading flourishes in the dark. The better the trading price is as a guide to actua value, the

harder for insiders to profit from trading with outsiders. This requires not only general financial
disclosure, but also rules ensuring transparency of trading.
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(18) Rules banning manipulation of trading prices.

The downside of market transparency is that the public reporting of trades permits insiders to
manipulate trading prices. "Pump and dump" schemes, where insiders of small companies use
prearranged transactions at rising prices to create the appearance of a hot stock, and then sell their own
shares at inflated prices, are an endemic problem even in developed markets. Enforcement of
antimanipulation rules by specialised regulatorsis the only remedy.

The length of this list is intended to suggest that developing strong securities markets is a difficult
task, not that it an impossible one. Incremental steps can help, at least for large companies that can
rely in significant part on their own reputations. Among developed countries, for example, Italy and
Germany have taken important stepsin the last severa years toward improving disclosure. At the same
time, these countries have experienced a significant increase in initial public offerings, and in the ratio
of market capitalisation to GNP. | don’t think these changes are a coincidence. It islikely that Italy
and Germany would realise even stronger growth in stock market capitalisation if they enhanced not
only their disclosure rules but also their procedural protections against self-dealing transactions.

But these changes do not come easily. The new German and Italian disclosure rules have been
controversial, partly because while they make it easier for new companies to go public, they also
transfer wealth in aready publicly traded companies from insiders to outside shareholders.

V. Can companies and countries with weak institutions piggyback on other countries
institutions?

Given the difficulty of creating the interrelated institutions that are needed for strong securities
markets, an important question is the extent to which a company located in a country that lacks many
or al of these institutions can piggyback on the more developed institutions of other countries. A
related question is the extent to which an entire country can piggyback on the ingtitutions of other
countries. Jack Coffee, in particular, argues that individual companies can in large measure piggyback
on another country’singtitutions.” I’'m more sceptical. This part is devoted to that question.

Table | below lists the institutions that are necessary for strong securities markets, organised
somewhat differently than in Parts Two and Three in order to emphasise the overlap between the
ingtitutions needed to ensure good disclosure (Part Two) and to control insider self-dealing (Part
Three). | also offer in Table 1 a crude judgmental ranking, on a 1-5 scale, of the ease with which a
company, or an entire country, can piggyback on foreign institutions, instead of relying exclusively on
local development. Explanations of particular rankings follow the table. A rough trandation of the 1-
5scdeis:

5: Easy to piggyback (as easy or nearly as easy as for a company aready located in the foreign
country).

Piggybacking is feasible, not too difficult, and likely to work reasonably well.
Piggybacking is possible but difficult and/or will work only moderately well if achieved.
Piggybacking is very difficult and/or won't work very well if attempted.

Piggybacking is not feasible to any significant extent.
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Table 1: Ease of Piggybacking on Foreign Institutions

Needed for: P_ossblllty_ of
Piggybacking
Securities Market Institutions ) Insider
Infor mation for a for a
Disclosure SAlf- | ompany | Countr
Dealing pany y

1 Securities laws requiring full disclosure of financial X X 4 3
results and self-dealing transactions
Strong, publicly enforced civil and criminal

2 sanctions against insiders for violating the disclosure | X X 2 2
and self-dealing rules

3 An honest, sophisticated securities agency (and X X 1 1
prosecutors for criminal cases)
Honest, sophisticated, well-functioning courts X X

5 An active financia press X X
A culture of compliance with the disclosure and self-

6 dealing rules by managers, reputational X X 2 1
intermediaries, and independent directors

7 Good accounting rules X X 4 3

8 A good organisation to write accounting rules X X 4 3

9 Requirements for audited financial statements X X 4 3

10 | A sophisticated accounting profession X X 4 2

11 | A sophisticated investment banking profession X 4 2

12 | Sophisticated securities lawyers X X 4 2
A stock exchange with meaningful listing standards

13 ) . . ; X X 4 2
and an active insider trading surveillance operation

14 | Market transparency X X 5 4

15 | A ban on market manipulation X X 2 1

16 | Civil liability risk for accountants X X 3 2

17 | Civil liability risk for investment bankers X 3 2

18 | Civil liability risk for insiders useful X 1 1

19 Civil liability risk for independent directorsif they X 1 1
approve gross self-dealing

20 Auditor review of the adequacy of disclosure of self- X 3 >
dealing transactions
Procedural controls on self-dealing transactions

21 | (review by independent directors, noninterested X 3 2
shareholders, or both)

2o Inde_pendent directors who can control insider self- X 3 >
dealing

23 | Ownership disclosure rules X 4 3

24 | Securities or other laws banning insider trading X 3 2

M ean ranking: 2.96 2.08
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Table 2: Company Rankings for Ease of Piggybacking

Ranking Frequency
1 4
2 4
3 6
4 9
5 1
mean: 2.96

Table 3: Country Rankings for Ease of Piggybacking

Ranking Frequency
1 6
2 11
3 6
4 1
5 0
mean: 2.09

The rankings are intended to take us beyond genera discussion of the feasibility of piggybacking into
more detailed consideration of which institutions can be piggybacked and which can't, and the on-the-
ground obstacles to effective piggybacking. That, in turn, can lead to a local reform strategy that
concentrates effort on the institutions for which piggybacking is least feasible.

Despite the judgmental nature of the rankings, some genera themes emerge. First, there are no easily
transplantable institutions. There is only one 5 in the table above - in the company rankings for
market transparency. The core problem is local enforcement and local culture. Even world class laws
need to be understood and enforced. Understanding depends on local culture, and full enforcement
depends on local institutions. Without enforcement, a strong culture of compliance isn't likely. With
neither good enforcement nor good loca culture, investors will (rightly) discount the credibility of a
company’s promise to obey the tougher rules of another jurisdiction, even a promise that is moderately
well bonded by listing on the other country’s stock exchange and hiring internationally known
accountants, investment bankers, and lawyers. Moreover, not that many companies can afford the
high local cost of world-class accountants, bankers, and lawyers.

It may help to consider a concrete example. Vimpelcom, a Russian telephone company that went
public in the United States, islisted on the New Y ork Stock Exchange, has most of its shareholdersin
the United States, and is fully subject to US accounting requirements and securities laws. All that
effort will help Vimpelcom’'s shares to trade at higher multiples of expected earnings than a
comparable Russian company that follows domestic rules. But investors will still discount
Vimpecom’s shares, compared to those of an American company with the same apparent future
prospects. They know that Vimpelcom’s insiders can always cheat and get away with it. In the future,
they might decide to do so, no matter how sincere their current promisesto the contrary.
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Second, while we shouldn't perfect transplants, an individual company can borrow a reasonable
number of ingtitutions from abroad. In 16 of the 24 categories, | rate piggybacking potential for an
individual company at 3 or above. Table 2 provides some simple statistics:

Third, it's harder for a country as awhole, and thus for its smaller companies, to piggyback on foreign
ingtitutions than it is for a single company to do so. For example, adopting international accounting
standards can seem to be relatively straightforward for a country, just as it is for an individual
company. But for the country as a whole, the feasibility of adopting wholesale a complex set of
internationa rules, and more importantly, how effectively the new rules will be implemented, is
limited by the sophistication of the local accounting profession.

Table 3 provides the country rankings analogous to Table 2. No institutions receive a 5 ranking, the
only ingtitution that receives a rank of 4 for ease of piggybacking is market transparency, and only 7
ingtitutions receive arank of 3 or 4. The mean rating drops almost afull point, from 2.96 to 2.08.

Fourth, the most basic, and hence perhaps most important institutions are the hardest to transplant.
One can't transplant honest or competent regulators, prosecutors or judges. Thus, one can't transplant
enforcement against locals, insiders and independent directors. There are severe limits on how well
one can transplant culture, especially without local enforcement to reinforce the cultural norms.

The reasoning underlying these rankings follows.

(1) Securities laws requiring full disclosure of financial results and self-dealing transactions
(company ranking 4; country ranking 3).

It is reasonably straightforward, if somewhat costly, for a single company to list on, say, the New Y ork
Stock Exchange or NASDAQ and subject itself to US disclosure and accounting rules. The company
and its insders still may not follow them as attentively as an American company, nor as rdiably if the
company getsinto financia trouble and faces afinal period problem. Hence the ranking of 4 instead of 5.

For a country as awhole, borrowing disclosure rulesisn't as easy. The American securities laws can't
be simply copied and transplanted wholesale to another country. An attempt to do so will fail, they
won't mesh with other local ingtitutions, will likely conflict with other local laws, will be far more
complex than needed, and will in some respects be weaker than needed, because official rules can be
less strict when informal enforcement is strong. Instead, borrowing securities law from abroad takes
careful work, often involving collaboration between domestic draftsmen and foreign experts who can
explain how their rules readly work. This is a lot of work. The end product will inevitably be
imperfect even before it gets to the legidature. If my own experience (in Russia, Mongolia, Vietnam,
and Ukraine) is any guide, the disclosure rules will be still more imperfect when it emerges from the
legidlature. Thus, with the exception of accounting rules (discussed below), | can't rate the
transplantability of awhole body of law any higher than a 3.

(2) Srong civil and criminal sanctions against insiders for violating the disclosure and self-dealing
rules (company ranking 2; country ranking 2).

When it comesto direct sanctions againgt insiders, there isn't that much that a single company can do. Its
foreign assets are potentially vulnerable to a suit in the foreign country where it lists its shares. The
company is subject to ddisting - akind of civil sanction - if it misbehaves. But both of these exposures
are limited, and affect insiders only indirectly, through the shares they own. A company can't do much
to create direct enforcement againgt its own insiders, unless the country chooses to does so.
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Countries, too, have a hard time importing strong sanctions. Stronger rules can be adopted, but,
especially for criminal rules, they have to fit within an existing legal framework. They can't simply be
adopted wholesale, the way that disclosure rules can. Moreover, the rules are, in the end, no better
than the enforcement, which can't be imported at all.

(3) An honest, sophisticated securities agency (and prosecutors for criminal cases).
(4) Honest, sophisticated, well-functioning courts.
(For each: company ranking 1; country ranking 1.)

These ingtitutions are at the heart of a good national investor protection system, and unfortunately are
neither transplantable nor easily created.

(5) An active financial press (company ranking 2; country ranking 2).

The financia press must be, for the most part, homegrown, and can't be tailored to the needs of a
particular company. And it can be chilled by overly broad loca libel rules. At the same time, thereis
some room for importing foreign standards of reporting, by welcoming the international financia
press (Wall Street Journal, Financial Times, Economist, and the like). They can provide some
reporting themselves, and can raise professional standards by example.

(6) A culture of compliance with the disclosure and self-dealing rules by managers, reputational
intermediaries, and independent directors (company ranking 2; country ranking 1).

Culture is inherently largely local. A single company can take some steps to import a culture of
disclosure and compliance. It can hire foreigners to sit on its board of directors, and in its financial
department. That helps, but only so much. The bulk of the staff will be local, and can often hide local
skeletons from the foreigners. And their thought processes, as they think about disclosing something
they'd rather hide, will be influenced primarily by national culture and expectations, not the perhaps
different norms their company hastried to ingtil.

(7) Good accounting rules.

(8) A good organisation to write accounting rules.
(9) Requirements for audited financial statements.
(For each: company ranking 4; country ranking 3.)

Audit requirements and accounting rules are among the easiest for a company to borrow from abroad.
The rules exist in reasonably clear form (the most common choices are US General Accepted
Accounting Principles, or the steadily improving International Accounting Standards), as do rule-
writing organisations that keep the rules up to date. The company, at some extra cost, can keep two
sets of accounts, one following local rules and the second following the chosen internationa rules, and
can hire an international accounting firm to audit its accounts and review its financial statements.
Lack of local enforcement will still limit the credibility of the financial statements to some degree.
Overal, extra cost and lack of local enforcement explain why this collection of ingtitutions receives a
4 for transplantability, rather than a 5.

At the country level, transplanting accounting rules and audit requirementsis not assimple asfor asingle

company. Asaformal matter, a country can adopt wholesale a set of foreign accounting rules, including
future changes in those rules, and accompanying audit requirements. But the effectiveness of the new
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rules and audit requirements will depend on the sophistication of the local accounting profession. Any
one company can, a some cost, import foreign accountants. A whole country cannot.

The country feasibility rating of 3 isablend of the 4 rating for an individual company, and the 2 rating
for the transplantability of a sophisticated accounting profession. A second reason for the lower
country rating is that in the near term, if the local accounting profession is too weak, or too small in
number, it may not be practical to adopt international rules, or widespread audit requirements, because
there aren't enough trained accountants to implement them.

(10) A sophisticated accounting profession.

(11) A sophisticated investment banking profession.
(12) Sophisticated securities lawyers.

(For each: company ranking 4; country ranking 2.)

These reputational intermediaries that support good disclosure in strong securities markets (all but the
investment bankers) are also important for controlling self-dealing. An individua company can, at a
cost high enough to make this feasible only for large companies, hire international accountants,
investment bankers, and securities lawyers. This can produce reasonably effective reputational
intermediation, albeit still not worth as much asin ajurisdiction with strong local enforcement.

A country can do a little bit to piggyback on the existence of international accounting, investment
banking, and law firms. Most obvioudly, it can permit them to enter, compete with local firms, and
hire local people, some of whom will later leave to join local firms or start their own firms. That
merits a 2 ranking for ease of piggybacking, but no more than that. The job of building a sophisticated
professon remains a decades-long one, that requires an initia investment in university-level
education, and in the rules that will create the demand for these skilled professionals, that will lead
talented young people to choose these professions.

(13) A stock exchange with meaningful listing standards and an active insider trading surveillance
operation (company ranking 4; country ranking 3).

An individual company can list its shares on a foreign exchange, and thereby obtain most of the
reputational benefits from doing so.

For a country that wants to build a stock exchange, the rules and trading systems can be imported,
though they will surely need to be adapted to local rules and local needs. Another potentially feasible
strategy, though so far not a popular one, is to build no stock exchange at all, and expect local firmsto
list abroad. These possibilities make stock exchanges easier to borrow than other reputational
intermediaries, warranting a 3 ranking.

(14) Market transparency (company ranking 5; country ranking 4).

Of al the ingtitutions in the chart, market transparency is the easiest to transplant. For a company,
transparency can be ensured by listing on a foreign exchange in a country with strong transparency
rules, and hiring a good registrar, which will refuse to register share transfers that don't comply with
the transparency rules. Thiswarrants a5 ranking.

For a country, the same drategy is feasible. One needs transparency rules for the stock exchange(s),

rules on when registrars should record share transfers, plus some ability to enforce the rules against both
the exchange and the registrars. Even with the extra enforcement issues, a4 ranking seems warranted.
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(15) A ban on market manipulation (company ranking 2; country ranking 1).

An effectively enforced ban is an important accompaniment to market transparency rules, to make
sure that the trading information that is conveyed to investors is an accurate reflection of investor
sentiment. Unfortunately, making such a ban effective takes good local enforcement, because whether
trading is benign or manipulative depends heavily on local facts, on who is doing the trading.

An individual company can be helped somewhat by a good stock exchange-maintained record of
trades, and the participating broker-dealer. That warrants a 2 ranking. But for a country, sophisticated
enforcement is critical, and can't be imported.

(16) Civil liability risk for accountants.
(17) Civil liability risk for investment bankers.
(For each: company ranking 3; country ranking 2.)

A company that offers shares overseas, subject to overseas rules, using international accountants and
investment bankers, also subjects the accountants and bankers to foreign liability. But proof problems
should not be underestimated. Intermediaries are typically liable only if their conduct is culpable in
some way - whether the degree of culpability be negligence, gross negligence, recklessness, or
something else. Proving culpability, when the facts are local and often hard to uncover, will often be a
daunting task. Thus, in practice, weak loca enforcement capacity reduces the liability risk faced by
reputational intermediaries.

(18) Civil liability risk for insiders.
(29) Civil liability risk for independent directors if they approve gross self-dealing.
(For each: company ranking 1; country ranking 1.)

Insiders and independent directors will generally be locals and hold their assets localy. In practice,
they will be liable (if at all) only under local law, which brings us back to local courts, which aren't
transplantable, and local rules, which are only moderately transplantable. In practice, | can't think of a
case where foreign investors have successfully obtained damages from locals, even for egregious
behaviour. Most investors don't even try.

(20) Auditor review of the adequacy of disclosure of self-dealing transactions.

(21) Procedural controls on self-dealing transactions (review by independent directors, noninterested
shareholders, or both).

(22) Independent directors who can control insider self-dealing.

(For each: company ranking 3; country ranking 2).

A country can establish procedural devices such as these to control self-dealing. But the procedures
can still catch only afraction of the self-dealing that insiders engage in and then try to hide. The true
independence of independent directors will depend, in significant measure, on the country’s cultura
norms. And the incentive to self-deal will remain present as long aslocal enforcement isweak.

(23) Ownership disclosure rules (company ranking 4; country ranking 3).

The analysis here is much the same as for disclosure rules generally. A single company can list on the
New York Stock Exchange and subject itself to US ownership disclosure rules. The company and its
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insiders still may not follow them as attentively as an American company, if the insiders have a reason
to conceal their ownership. Hence the ranking of 4 instead of 5.

A country has to fit the rules into its overall legal framework and have some ahility to enforce them.
For example, if courts don't see immediately that if company A controls company B which controls
company C, then A controls C, then disclosure rules that work just fine in a developed country will
break down. Given thisrisk, aranking of 3 seems appropriate.

(24) Securities or other laws banning insider trading (company ranking 3; country ranking 2).

Insider trading can be banned as a formal matter, but policing it is difficult everywhere, and perhaps
amost impossible if local ingtitutions are weak. Much of the proof (A is related to B, who knows C,
who actually traded) will be local, and thus perhaps hard to come by. It helps a bit if a particular
company is listed on aforeign exchange, with an active surveillance operation. But still, the exchange
will usualy hit a dead end when it investigated suspicious trading. These pervasive enforcement
problems preclude a high ranking.

V. Strong and weak securities markets: a separating equilibrium?

Many of the ingtitutions needed to support a strong securities market are endogenous to the existence
of that market. For example, if there isn't an active market for public offerings of securities, there is
less need and less opportunity for investment bankers to invest in the reputation needed to support
these offerings; less need for a stock exchange to develop strong listing standards; less opportunity for
a sophisticated securities regulatory agency, sophisticated accounting rules, and a sophisticated rule-
writing body to develop; and so on.

Moreover, if securities markets are weak, companies and countries will develop other ways to finance
businesses. Bank financing is the most obvious alternative, which means that banks will tend to
become strong, both financially and politically. They will both provide financing to companies, and
resist legal changes that might strengthen securities markets. Conglomerates are a second alternative
that will tend to become strong. Once built, they reduce the need for a strong securities market, and
their insiders will fight against strengthening of rules and ingtitutions that would limit self-dealing
transactions between group members.

The converseisaso true. A country with a strong securities market will build supporting ingtitutions, that
will support the rules and officia enforcement that are needed to maintain a strong market. It may build a
venture capital industry that both depends on the possibility of exit from portfolio investments through an
initial public offering and generates demand for the ingtitutions that support these public offerings.

Thus, from both an economic and political point of view, there is the potential for two separate, stable
equilibriato arise - a strong market equilibrium, in which the necessary endogenous institutions have
been built, and a weak market equilibrium, in which many of the necessary institutions are absent.

| intend the concept of a separating equilibrium to be a qualitative one. Incremental improvementsin
a country’s securities market are possible that will permit more companies to go public, at higher
prices. Even in the weak market equilibrium, some companies will be able to develop reputations
strong enough to obtain respectable prices when they sell shares to outside investors. The better a
country’s ingtitutions, the more companies will be ableto sell sharesin reliance partly on their own and
partly on the country’s reputation.
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Nonetheless, the concept of separating equilibria, both economically and politically, can capture both
the difficulty a country will have in moving from a bank-centred capital market, where mature
companies go public largely based on their own reputations built over time, to a stock-market-centred
capital market, where new companies have access to public capital, because they can trade on the
built-up reputations of others, especialy reputational intermediaries, and on other factors - notably
culture and enforcement that make fraud or self-dealing less likely even among companies that have
yet to build a reputation of their own. Parts Two and Three of this article can be seen as an attempt to
develop minimum conditions for achieving the "strong markets' equilibrium.

VI. Different types of monitoring: investor protection and firm performance

A major theme in comparative research on corporate governance over the past decade is the effort to
assess the comparative strengths and weakness of bank-centred and stock-market-centred capital
markets. The standard debate posits that bank-centred capital markets, such as Germany and Japan,
have a potential advantage over stock-market-centred capital markets in the ability of investors to
directly monitor managers, to make sure that the company is well-managed. Strong banks have
greater ability to monitor than dispersed shareholders. That the insiders won't simply steal from the
company through self-dealing transactionsis taken for granted.™

The standard analysis also recognises that stock-market-centred capita markets aso have potentia
advantages. For one thing, banks may discourage risk-taking, in order to protect their mostly fixed
clams. They may monitor more strongly than dispersed shareholders, but in a skewed way. Stock-
market-centred systems can aso provide greater liquidity to investors, and greater capital-raising
opportunities for companies with intangible assets, against which banks can't easily lend. Finaly, they
can develop an active market for corporate control that can provide indirect monitoring of performance
and subgtitute in part for the weak direct monitoring that characterises capital-market-centred systems.

Still the debate proceeds from a central, widely accepted premise - that bank-centred capital markets
potentially enjoy stronger monitoring than stock-market-centred systems. The anaysis developed
above suggests that this assumption may be misplaced, as applied to a less developed economy.
Monitoring has two basic dimensions - monitoring management performance, to ensure that a
company iswell run, and monitoring insiders, to ensure that they don't steal the company’s value from
investors (whether shareholders or creditors). | have suggested above that strong securities markets
develop only in countries that do a good job aong the second dimension - protecting outside investors
against insider self-dealing. That raises the question whether countries with stock-market-centred
systems systematically have stronger monitoring along this dimension than countries with bank-
centred systems, which could compensate for their (conceded, for purposes of this argument) weaker
monitoring of management performance.

| do not propose to answer that question here, merely to raise it. Answering it is difficult, in part
because bank-centred systems may do a good job of protecting creditors against insider theft, at the
same time that they do a not-so-good job of protecting minority equity investors against transfer of
value from those investors to insiders. Indeed, a strong bank-centred capital market almost must do a
respectable job of protecting creditors, or bank finance won't be widely available either.

Still, it is at least plausible that, on the whole, stock-market-centred capital markets may be stronger
than bank-centred capital markets in ensuring that companies are not only well-run, but honestly run.
Indeed, a country’s success along this dimension might be an important predictor of what kind of
capital market it develops. If thiswere the case, then the two systems would have different monitoring
strengths, with neither clearly dominating the other along an overall monitoring dimension.
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Put differently, it is possible that the greater liquidity offered by stock-market-centred capital markets
may not come at a cost in weaker monitoring, once monitoring is understood to include both controls
against weak management (on which corporate governance scholarship usually focuses) and controls
against self-dealing (which are often taken for granted in the United States, but loom large elsewhere).
At the same time, this broader conception of "monitoring" suggests a reframing of the standard
corporate governance debate over how to improve monitoring that gives greater weight to the
dimensions of financial reporting and control over insider self-dealing.

VII. Conclusion: what stepsto takefirst

The complex institutions needed to support a strong securities market can't be developed overnight, or
all at once. Some, like honest courts and prasecutors, can precede market development. Others will
grow only as the market itself grows. For example, a country can hardly develop a strong securities
regulator before it has some publicly traded securities for the regulator to gain experience with.

Many transition economies have none, or amost none, of the needed ingtitutions. Where should they
start? There are two obvious places to start. The first area of emphasis should be on institutions that
must be homegrown, including honest courts and prosecutors, and some experience in applying rules
against fraud in complex white-collar crime cases. The second is good capital markets rules, which have
the helpful feature that in important respects, they can be imported from outside. The importing country
needs to understand that if it engages five sets of foreign advisors, they will propose five different laws,
which will be incons stent with each other and with the country’s existing laws. Local draftsmen need to
be closdly involved in the drafting process, to ensure that the rules fit into an existing legal framework
and that the rules build on existing terminology and practice to the extent possible.

Accounting rules are a central part of information disclosure. Here, fortunately, we are not far
(perhaps 5 years) away from having a perfectly workable set of international accounting standards that
a developing country can draw on in preparing its own rules, or even adopt wholesale.

Another important step, if professiona intermediaries don't exist, is establishing or strengthening good
professional schools in business (for investment bankers and accountants) and law (for securities
lawyers and regulators). The payoff for this investment in training of young people will be measured
in decades. But if the investment isn't made, the decades will go by, and the country still won't have
the prerequisitesit needs.

None of this will happen quickly. But some basic, early steps - honest courts, regulators and
prosecutors - are critical whatever form a country’s capital markets take. It is no harder to develop
honest, sophisticated securities regulators than to develop honest, sophisticated bank regulators. One
suspects also that government honesty has important externalities - one agency is unlikely to be an
island of honesty in a sea of corruption.

In developed countries, scholars often think of good corporate governance as revolving around such
matters as subtle variations in the independence of directors, or the constraints on the corporate control
market. In developing countries, corporate governance can be much more basic. We need honest
judges and regulators before it makes sense to start worrying too much about independent directors.
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COMPARATIVE CORPORATE GOVERNANCE TRENDSIN ASIA

by
II Chong Nam, Y eongjae Kang, Joon-Kyung Kim*

l. I ntroduction

The scope and severity of the economic crisis that swept through the East Asian region some two
years ago are well documented." However, consensus has yet to be made about the underlying causes
of the crisis, the relative importance of each cause as well as the relationship among them. At the
outset, it was a seemingly sudden reversal of foreign capital flows that triggered a currency crisis,
initiating in Thailand and then spreading out across the region.” Shifts in external conditions, in
particular increased competition from other developing countries such as China and Mexico, are said
to have eroded the export competitiveness and hurt the profitability of the firms in the region. These
developments may have been factors in triggering the flight of foreign capital out of the region in that
they raised concerns among investors about the ability of those firms to repay their debts. Certain
macroeconomic and exchange-rate policy measures undoubtedly played an important part, especialy
in the last months leading up to the crisis.

At a deeper level, inherent ingtability in the internationa financial market, often stemming from herd
mentality and contagion effects, was identified as a key factor that triggered the currency criss.
Without a credible lender of last resort at the international level, a rational creditor is prone to the
incentive to withdraw his lending out of an otherwise healthy country if he expects the other creditors
to do the same thing. The resulting outcome is a massive and sudden pull-out by foreign investors, and
such aflight to quality eventually exerted contagion effects on the neighbouring countries and across
the region. This kind of creditor panic is rational in the sense that it is one particular equilibrium,
albeit bad, out of the multiple equilibria possible under the circumstances.

More importantly, various structural defectsin East Asian economies, such as prolonged mora hazard,
crony capitalism, lax prudential regulation and supervision, and weak corporate governance, have
been lying at the centre of the crisis. In particular, underdeveloped corporate governance systems and
inadequate financial supervision have aready been recognised, and are perceived to have contributed
to the region’ s vulnerability to a crisis in generd and to the reversal in creditor perceptions before the
onset of the recent crisis. In dl likelihood, any one of these factors can not be singled out as a sole
cause; rather, they all acted together to bring about the initial currency crisis.

Another important aspect of the East Asian crisis was that the initial currency crisis quickly
degenerated into a full economic crisis with massive corporate bankruptcies and soaring
unemployment. In this regard, it is important to distinguish between the currency crisis and the
subsequent collapse of corporate and financial sectors, although they are certainly related. It could be
the case that a more astute policy response and/or better institutional arrangement in the international

* Korea Development Institute. The authors gratefully acknowledge the help from Sung Wook Joh and
Jun-11 Kim.
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financial market may have averted a currency crisis which entailed an economic crisis of this
magnitude.

However, the structural deficiencies in the East Asian economies played the role of a magnifying lens
through which the initial liquidity crisis was quickly turned into a full-blown economic crisis, not to
mention their contribution to the onset of the criss. Korea's economic crisis provides a prime
example of such a magnifying linkage. Indeed, Korea's financial crisis started from a string of large
corporate bankruptcies, which in turn significantly undermined the heath of domestic financial
ingtitutions. The lack of transparency and information caused a free-fal of foreign investor
confidence in the face of deteriorating financial soundness. In the post-crisis period, fundamental
structural weaknesses in Kored's financial and corporate sectors, particularly heavy reliance of the
corporate sector on debt financing and large non-performing loans held by financial ingtitutions,
caused the severe credit crunch and subsequently massive corporate bankruptcies and severe recession
in the real sector.

Among various structural weaknesses in the East Asian countries, failures in the corporate governance
systems have received particular attention as not only one of major causes of the crisis but aso the
magnifying channel in the post-crisis development. Although there has been little rigorous analysis
that systematically relates the specific forms of corporate governance failure in the affected countries
to the crisis, a useful framework to understand this issue in our context is proposed in a recent paper
by Rajan and Zingales (1998).°

They investigated the interaction between a large influx of foreign capital and the absence of adequate
contractual infrastructures. According to their theory, in the face of ample investment opportunitiesin
East Asian countries in which business environment was largely relationship-based and reliable
ingtitutional mechanisms that could protect their long-term investments were weak, foreign investors
found it optimal to confine themselves to primarily short-term investments. As the short-term
investment entailed little cost of flight, a shock could relatively easily induce an exit en masse
equilibrium. They subsequently argued that a country in the process of capital market liberalisation
has to either accept the risk of financial fragility in the absence of necessary institutional development,
or improveits financial infrastructures to transform its system for allocation of financia resources into
amarket-based (arm’s-length) system.

The relationship-based system and weak corporate governance in East Asian countries went hand in
hand until the recent crisis brought to light the combination’ s flaws and abuses. Since the early days of
economic development when firms were largely financed by bank loans under government influence,
close links among firms, their banks, and the government have developed through ownership, family
ties and political deal making. Both firms and banks within this relationship-based system felt little
need to develop elaborate corporate governance mechanisms, since the former were able to rely on
banks to continue to finance their projects and the latter felt comfortable under the explicit or implicit
government guarantee. On the other hand, outsiders had little incentive to heavily invest into a new
relationship given the lack of protection provided by the underdeveloped corporate governance
system.

By contrast, the market-based system alocates financial resources through explicit contracts and
associated prices. To the extent that contracts are inevitably incomplete, investors who supply funds to
afirm are better protected if the firm is equipped with better corporate governance mechanisms with a
higher level of transparency. Thus an economy’ s move from the rel ationship-based to well-functioning
market-based system requires improvement of its corporate governance system.

L ooking beyond the relationship between the corporate governance system and the financial crisis, the
issue of corporate governance also has important implications on economic restructuring and growth
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as it is an issue related to the functioning of both financia and non-financia firms, as well as the
market as awhole.

Corporate governance and economic restructuring

When the East Asian governments liberaised their capital markets, foreign investors from the market-
based system rationally chose mostly to lend primarily on a short-term basis in the face of the existing
relationship-based system and weak corporate governance, as explained by Rajan and Zingales (1998).
Meanwhile, capital market liberalisation was not accompanied by the development of requisite market
and regulatory ingtitutions, in particular prudential supervisory functions in the financial sector. Thus
while the banking sector rapidly expanded its lending to the corporate sector, banks failed to play a
proper monitoring role.

Under these circumstances, it is likely that some of the funds newly provided by foreign investors
were misallocated, lowering overall corporate profitability and raising vulnerability. To be sure, the
relationship-based system can perform the task of resource alocation relatively well through inter-
temporal cross-subsidies within a firm or inter-firm cross-subsidies within a business group, especialy
when legal and contractua infrastructures are not well developed and price signals are not
informative. But the problem of resource misallocation can be significant under the rel ationship-based
system since it does not use price signals and lacks monitoring and discipline from the market.” These
deficiencies hurt most when abundant funds need to be allocated among new investment opportunities,
which was the case in the East Asian countries after the liberalisation.

The results of al these developments during the 1990s until the onset of the crisis were rising leverage
and faling profitability in the corporate sector, a poorly supervised banking sector with increasing
corporate loans largely financed by short-term foreign debts, and an underdeveloped securities
market.” This is certainly not a situation of crisis in itself, but a dangerous mixture that is quite
vulnerable to one. Indeed, once the crisis hit the region, corporate bankruptcies spread throughout and
exacerbated difficulties of the already ailing banking sector. There also seems to be a consensus that
some kind of restructuring in both the corporate and financial sectors would have been inevitable, even
if the currency crisis had been averted, while the extent of needed restructuring and the associated
economic and social costs would vary among the countries.

To draw policy implications, it is important to note that the pre-crisis situation in East Asia was not
just an unhealthy outcome but an equilibrium, in which all the players, firms, banks, and foreign
investors (and policymakers to some extent), behaved rationally to pursue their own interests given the
other players behaviour under the economic and institutional environments described above. This
suggests two implications.

Firgt, the rules of the game have to be changed for a better economic outcome to be obtained in
equilibrium. The key characteristics of the pre-crisis environment were a relationship-based system,
weak corporate governance, a liberalised capital market, and inadequate financial supervision. One
obvious poalicy direction leans toward the market-based system in order to take the best advantage of
liberalised and open capital markets by strengthening corporate governance and supervisory
ingtitutions, as pointed out by Rajan and Zingales (1998). The other direction goes back to the old
relationship-based system with a government-directed financial sector and underdeveloped
governance and market institutions. Not only does this move have inherent inefficiencies but would
entail serious growth implications as explained later.

Second, a third party is needed to change the rules and to co-ordinate the players move to a new,
better equilibrium since no individua player has any incentive to do so unilaterally. A natura
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candidate is the national government, in co-operation with international organisations and other
governments. The most important function of the third party is to provide leadership. Thus it does not
have to be a single entity, and parties from the private sector should be welcomed to join.

Cor porate governance and economic growth

As Radelet, Sachs, and Lee (1997) argued, East Asian countries have achieved their phenomenal
economic growth with export-oriented policies by successfully integrating national production with
international production, through specific institutions such as technology licensing, original equipment
manufacturing, and export processing zones. This strategy enabled the economies to begin with low-
technology manufactured export activities and gradually upgrade to high-technology products.

Now these economies stand at the crossroads facing important decisions on how to sustain continued
economic growth without creating, and suffering from, bubbles in the non-tradable sector. Other than
maintaining stable macroeconomic environments, the following three related policy issues can be
identified.

First, market liberalisation will continue to be important. As long as exports remain a key to future
economic growth and development, the domestic markets and production processes need to be ever
more deeply integrated with the global economy. Second, provision of low-cost long-term financing to
the corporate sector is going to be crucial. As the impetus of growth for an economy increasingly
comes from the high-tech sector, production and development processes become more capital
intensive, and the corporate sector needs to adjust financing accordingly to stay competitive in the
international markets. In this regard, healthy growth of securities markets aong with a prudent
banking sector will be instrumental.

Third, better investment decisions and a mechanism to induce such decisions will be needed more than
ever. As the economy places more emphasis on technologica advancement and integrates itself more
deeply into the global economy, production and investment decisions become more complex under the
diverse market environments. For an efficient investment decision to be made, not only should all the
relevant information be efficiently aggregated, but aso the incentives of any given decision-maker
need to be aligned as close to socia efficiency as possible. This observation points to the importance
of the signalling function of market price, and to the effectiveness and transparency of corporate
governance systems.

The above discussion suggests that sustained growth in a globalised economic environment will
require an efficient use of price signals, heathy and well-functioning financial markets, and effective
and transparent corporate governance mechanisms. We have aready argued that these ingredients can
only be acquired through the move toward a market-based system by strengthening corporate
governance, and developing market and supervisory institutions. Although the third party’ s leadership
role will be as important in this transformation, voluntary involvement and co-ordination among
individual players from the private sector can be more easily achieved since they can recognise the
mutual benefits over the long haul.

Even when it is agreed that corporate sector reform isin order in the Asian countries, the following
important questions still need to be answered if proper policy options are to be formulated and
successfully implemented.

— What are the comparative advantages or disadvantages of the “old” corporate governance
in the Asian economies, as opposed to that of more advanced economies? If the old
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system worked in the past, why should it be changed now? What determines the optimal
form of corporate governance?

— Why did East Asian countries, that are now in trouble, not introduce the reforms before
the crisis and stick to their old way of doing business? How much did the endogeneity of
law matter? Doesiit still matter?

— If reform in corporate governance is needed to better protect investors, what are the
impediments to the implementation of the reform measures?

— Considering that the forms of corporate governance differ even across the advanced
economies, what reform measures are appropriate for each devel oping country?

— To the extent that the corporate governance structure is an outcome of a game that is
basically determined by the economic environment of a country and not a simple
variable that the government can change overnight, what is the role of the government
and how will corporate governance systems evolvein East Asian countries?

— Is there a trend emerging in corporate governance structures among the advanced
economies which developing countries can, or should, model themselves after?

Some of them will be answered to some degree in the remainder of the paper while others will warrant
further study beyond the scope of this paper. Section 2 presents key aspects of the corporate
governance system, according to which the realities and patterns of corporate governance in the Asian
countries will be reviewed in Section 3. Section 4 discusses the challenges and future policy options
for theregion.

1. K ey aspects of the cor porate gover nance system

As with any other economic ingtitution, a successful corporate governance system must accomplish
the tasks of co-ordination and motivation. The decisions and actions of the interested parties, i.e.
shareholders, management, and creditors and potential investorsin the financial market, need to be co-
ordinated to protect the shareholders' interests and efficiently advance other corporate goals. At the
same time, the relevant parties must be motivated to carry out their parts in the co-ordinated system
through rewards for taking appropriate actions, and punishments for failing to do so.

Three main requirements for effective corporate governance are usually identified. Transparency is a
must for generation and use of information needed for efficient co-ordination and motivation. Equity is
about protecting legal and contractual rights of the interested parties, and helps to set the boundary and
parameters of the corporate goals that management is mandated to pursue. Accountability is a key to
providing adequate incentives and discipline for the management so that it is properly motivated.

An efficient corporate governance system would ensure that a firm is managed to increase its value to
the shareholders, subject to legal and contractual constraints, and help achieve the socially efficient
resource alocation given that financial and product markets relevant to the firm are properly
functioning as well. Failures in corporate governance on the other hand could result in a sub-optimal
alocation of resources, overly risky investments, abuses and downright theft by management,
expropriation of “outside” shareholders and creditors by controlling shareholders, financia distress, or
even bankruptcy.
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With those tasks and requirements in mind, we will take a broader view of corporate governance and
review the corporate governance systems in the Asian countries by examining the following five
aspects, or subsystems, of corporate governance in the following sections.

“Internal” corporate governance concerns the relationship between management and
shareholders, or between corporate insiders (management and controlling shareholders)
and outside shareholders. Important institutions and legal and contractua arrangements
of the internal corporate governance system include the rights of shareholders, and the
means to their protection and ex-post remedy; the role and responsibility of the board of
directors and its composition; as well as disclosure and listing rules.

— Theinternal and external corporate governance system of financial institutions ensures
that they are managed as profit-seeking entities with due consideration of soundness,
rather than functioning as ssmple conduits of funds into the corporate sector. Proper risk
management and credit evaluation by financia institutions constitutes the core of internal
governance, while prudential regulation and supervision are institutional devices for
external governance to ensure the soundness of both individual ingtitutions and the
financial system. Without effective corporate governance of financia ingtitutions, the
discipline from the financial market would be significantly weakened.

— “External” corporate governance by the financial market concerns the relationship
between the firm and other suppliers of funds such as creditors. The regulatory and legal
environments and the ingtitutions of the financial market constitute this external
governance system. It reinforces interna corporate governance by monitoring the
efficiency of afirm’sinvestments, and requires adequate internal governance of financia
institutions for its effectiveness.

— “External” corporate governance by the market for corporate control concerns the
relationship between the firm and potential investors/entrepreneurs in the stock market.
Among the important elements in this external governance system are stock market
regulations regarding mergers and acquisitions (M&As), corporate charters and bylaws
with respect to hogtile take-overs, and disclosure and listing rules. It complements
internal governance by disciplining inefficient management with a take-over threat while
rewarding efficient ones with rising stock prices.

— Governance by insolvency mechanisms concerns firms which have falen into deep
financial trouble or gone bankrupt due to failuresin their internal and external corporate
governance or simply as a result of bad luck, or a combination of both. Formal
insolvency procedures through the courts, informal workouts, and even the M& A market
to some extent affect the corporate governance of those firms through changes in
ownership structure and often management in the process of redistributing the financia
claims among the shareholders and other investors. These ex-post changes in corporate
governance structure by insolvency mechanisms can have ex-ante effects on the
incentives of the current management, controlling shareholders, and other investors.
Consequently, the structure and actual workings of the insolvency mechanisms play a
significant role in determining the structure and performance of the other interna and
external governance systems of the firm.

It goes without saying that each of the five governance subsystems does not function in isolation.

Rather, they are closely interrelated and complementary in congtituting a single integrated system of
corporate governance which is adapted over time to the given economic and legal environments of the
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firm. In this respect, it is important to look at not just the form but the substance of corporate
governance in an economy and, in particular, to examine additional elements in the analysis of the
Asian countries given their particular paths of economic development and growth.

First, we need to look beyond corporate governance at the individua firm level. It iswell known that a
small number of families dominated the corporate landscape in most East Asian countries.” Given
this, the relationship among the firms within a business group controlled by a single family is
necessary in order to gain insights into corporate governance in the real sector. A tight linkage among
the firms under unified control could lead to better firm performance by pooling resources and
information as well as by reducing transaction costs. However, there is also a clear danger that such
singular control of severa firms may facilitate the expropriation of non-controlling (outside)
shareholders by the controlling shareholders.

In some countries, controlling shareholders have frequently utilised inter-firm transactions as a means
to divert resources from one firm to another and to increase their welfare at the expense of the outside
shareholders. In such countries, one of the most crucia issues with respect to corporate governance is
how to identify whether the inter-firm transactions within a group are value-enhancing for both firms
or not. Equally important are the issues related to how to provide the adversely affected parties with
the means to prevent the detrimental transactions beforehand and to seek redress for the damage
afterwards.’

Second, we also need to investigate the role that the government played in the development of
corporate governance of some East Asian countries. Let us take the case of the inadequate governance
structures and lax prudentia regulation of banking institutions that lie at the heart of most Asian
countries' failurein corporate governance. A large part of the failure in the governance of the financial
sector in the affected countries is undoubtedly attributed to the simple fact that these countries are il
developing economies with only a short history of market capitalism. Consequently, relevant market
ingtitutions and other legal infrastructures are still underdevel oped.

Nevertheless, in some East Asian countries there is a possibility that the institutional arrangements
have been kept from evolving into ones that correspond to the economic conditions due to the
influence of the elite in political and business spheres, as suggested by the endogeneity theory of law.
Reports on some East Asian countries that relate corruption to the economic crisis also refer to this
possibility.

A more important source of the failure in the financia sector governance can be found in
governments interventionist industrial policies. Governments direct control of the alocation of
financial resources has distorted the incentives of financial institutions, creating a severe moral hazard,
and impeded the development of necessary corporate governance mechanisms. It also has adversely
affected governance in the corporate sector. As governments provided subsidised credit to firmsin the
targeted industrial sector, and implicitly shared their investment risk, those firms, and more
importantly the dominant shareholders of those firms, were excessively protected from market
competition and discipline.

In the next section, we will document the major patterns and realities of corporate governance in East

Asian countries and analyse the important characteristics of governance structure within the
framework described above.
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I1. Corpor ate gover nance of East Asian Countries

Overview

The corporate governance structures of East Asian economies have generally been associated with ahigh
concentration of ownership and control by a few families, low level of property right protection and
weak enforcement, high leverage of corporations, loose monitoring and screening by lending institutions,
and ineffective banking regulation’. This assessment by and large conveys an image that closely
resembl es the true picture of the corporate governance landscape in East Asian economies. For instance,
high concentration of ownership and control of corporations by families is a characteristic shared by all
countries in the region. However, country reports for East Asian countries, as well as the existing
literature, indicate that there exist significant differences across the countriesin several key aspects.

Firgt, there exists a significant difference between two groups of economies in the overall quality of
corporate governance systems and their legal infrastructure for property right protection. Hong Kong,
China; Singapore; and possibly Malaysia appear to maintain significantly higher standards in
corporate governance and at the same time have developed more sophisticated and adequate legal
systems to protect property rights than the rest of the countries. A low level of property right
protection and weak enforcement, loose operation of lending institutions and ineffective regulation of
the financial sector are characteristics shared by Indonesia, Korea, Thailand, and the Philippines, but
not by Hong Kong, Singapore and Maaysia.

The degree of leverage in the corporate sector, which was believed by many to have been closely
linked to both the boom and the bust of the East Asian economies, varies widely across countries.
Further, the profitability of firms and their ability to service their debt also vary significantly. The
dominance of conglomerates and the impact they have on the performance of corporations and lending
ingtitutions also differ significantly throughout the region. While concentration of ownership and
control of corporations (and banks in some countries) by families is a universal phenomenon in all
seven economies, it is especially severe in Indonesia, the Philippines, and Thailand, where the largest
ten families control half of the corporate sector in terms of market capitalisation, according to
Claessens et a (1998b). Hong Kong and Korea are behind these in rank, but not by much as the largest
ten families control about athird of the corporate sector according to the same study.

It isinteresting to note that Hong Kong, China does not seem to suffer from the chaebol problem that
is widely believed to be responsible for the failure of the Korean economy, even though the
concentration of control by large familiesis roughly the same. It is also puzzling that widespread self-
dealing, high leverage, and failed investments of large size occurred in Korea, but not in Hong Kong.
Furthermore low interest coverage ratios and high probability of bankruptcy that characterise the
shortcomings of chaebols in Korea do not seem to be prevailing features of Indonesia, the Philippines,
and Singapore.

The relationship between banks and corporations as well as the factors behind the relationship differ
across the region as well. While the banks and other lenders in Hong Kong and Singapore appear to
function properly in their risk management, lending institutions elsewhere displayed lack of expertise
in operation and conflicts of interest among managers or dominant shareholders that led to
expropriation of small shareholders and depositors. The scores on the adequacy of prudential
regulation are similar.

In the remainder of this section, we document and compare key aspects of the corporate governance
systems of the seven economies that led to the above assessments.
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Corporate governance of corporations

Distribution of ownership and control

Ownership concentration in the hands of a single individual or family is prevaent in most Asian
countries except in Japan. Ownership concentration is more obvious in smaller firms than in larger
firms.” However, even for large firmsin some countries, ownership concentration exceeds 60%.° The
data on the Philippines and Indonesia show one sixth of total market capitalisation can be traced to the
ultimate control of a single family, the Suhartos and the Ayalas. (See Claessens, et al. [1998D].)

In Hong Kong, most listed companies tend to be controlled by families. More than 50% of all listed
companies have a single shareholder or family that holds a majority of shares. Cross-holding is also
prevaent in group-affiliated firms. When a family does not hold a mgjority of shares, the family will
usually be represented by the senior executive director and retain control. The government and banks
hold a negligible portion of ownership and do not engage in corporate governance.

In Korea, where conglomerates (chaebols) are prevaent in the economy, direct control by the largest
individual shareholder is relatively limited as the ownership concentration is around 10% for large
chaebol-affiliated firms. However, cross-shareholding by other affiliated firms that own an additional
30% of shares enables the largest shareholder to control the firms. Even though banks and other
financial ingtitutions hold more than 20% of shares, they have not engaged in corporate governance
because until recently their voting was regulated so as not to affect other shareholders’ votes. Foreign
ownership is expected to increase its role in corporate governance to induce firms to pursue
shareholders' value as their stake increases. In 1998, foreign ownership accounted for 18% of tota
market capitalisation.

In Singapore, block holders constitute on average more than 60% of ownership. The ultimate owners
of block holders are government, corporations or sometimes individuals. By law, banks and funds are
not allowed to hold shares in firms. Government-linked corporations are dominant in the economy.
Even with privatisation, the government still maintains majority ownership through its holding
companies. Among firms, cross-holding is common.

In Thailand, through holding companies, individual and family shareholders own more than 60% of
corporations while banks and institutional investors do not directly own alarge block of non-financial
firms. The role of banks is more that of a creditor rather than of an investor.

Distribution of ownership shows us the distribution of the claims to cash flows of a firm, but does not
by itself give sufficient information about the control structures of corporations. Although there
undoubtedly exists a close relationship between ownership and control, there are few studies that
systematically relate the two. The study by Claessens et a. shows many important features of the
concentration of control in East Asia. First, when we treat every corporation equally, concentration is
generally high in al seven economies, but higher in Indonesia, Malaysia, Thailand, and Hong Kong
than in the others. Table 3-2, quoted from Claessens et al. (1998b) summarises the distribution of
control for some Asian countries using unweighted shares. When using a 20% cut-off levd, the
proportion of corporations controlled by families is the highest in Indonesia, followed by Malaysia,
Hong Kong, Thailand, Singapore, Korea, and the Philippines, in that order. Korea and the Philippines
appear as the countries where control by families is the weakest. The picture does not change greatly
when aweighted average of market capitalisation is used.

The results by Claessens et d. are somewhat surprising because they appear at odds with the common

belief that in East Asian countries most of the corporations are firmly controlled by certain families.
For instance, firms that are not controlled by any family are a rarity in Korea, with the exception of
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those controlled by foreign firms and state-owned enterprises.” Some of the apparent discrepancy may
be explained by the particular way the authors defined control, which seems too simplistic to capture
the complex mechanism through which corporate control is acquired and maintained. In most East
Asian countries, where shareholder rights are not well protected, a minority block share may not
confer much leverage on small shareholdersin the firm’s decision-making process.

Table 3-1: Ownership Concentration of the Ten Largest Firms

Asia Latin America
India 38% Argentina 50%
Indonesia 53% Brazil 31%
Korea 23% Chile 41%
Malaysia 46% Colombia 63%
Philippines 56% Mexico 64%
Thailand 44%

Source: La Porta et al. (1998)

Table 3-2: Control of Publicly Traded Companies in East Asia

(Unweighted)

Country Number of Widely Family State Widely Held Widely Held
Corporations Held Financial Corporation

10% cut-off
Hong Kong 330 0.6 64.5 37 7.1 24.1
Indonesia 178 0.6 67.1 10.2 38 18.3
Japan 1240 41.9 13.1 11 38.5 5.3
Korea 345 14.3 67.9 5.1 35 9.2
Malaysia 238 1.0 57.7 17.8 12.5 11.0
Philippines 120 1.7 41.3 3.6 16.8 36.7
Singapore 221 14 51.9 23.6 115 115
Taiwan 141 2.8 65.6 3.0 104 18.1
Thailand 167 2.2 50.8 7.5 17.9 21.7

20% cut-off
Hong Kong 330 7.0 66.7 14 5.2 19.8
Indonesia 178 5.1 715 8.2 2.0 13.2
Japan 1240 79.8 9.7 0.8 6.5 3.2
Korea 345 432 484 16 0.7 6.1
Malaysia 238 10.3 67.2 134 2.3 6.7
Philippines 120 19.2 44.6 2.1 75 26.7
Singapore 221 5.4 55.4 23.5 4.1 115
Taiwan 141 26.2 48.2 2.8 5.3 174
Thailand 167 6.6 61.6 8.0 8.6 15.3

Source: Claessens et al. (1998b).
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Table 3-3: Control of Publicly Traded Companies in East Asia
(Weighted by market capitalisation)

Country Number of Widely Family State Widely Held Widely Held
Corporations Held Financial Corporation

Hong Kong 330 7.0 715 4.8 59 10.8
Indonesia 178 6.6 67.3 152 25 84
Japan 1240 85.5 4.1 7.3 15 16
Korea 345 51.1 24.6 19.9 0.2 4.3
Malaysia 238 16.2 42.6 34.8 11 5.3
Philippines 120 285 46.4 3.2 8.4 13.7
Singapore 221 7.6 44.8 40.1 2.7 4.8
Taiwan 141 28.0 45,5 3.3 5.4 17.8
Thailand 167 8.2 51.9 24.1 6.3 9.5

Source: Claessens et al. (1998b).

The high proportion of control by "widely held" in Table 3-3 may be explained similarly. We believe
that a more micro-level study that includes a detailed analysis on the incentives of the individuals or
families who are the key players, and the institutiona constraints they face, may reveal that control is
more highly concentrated by familiesin most East Asian countries.

While the role of ingtitutional investors in corporate governance is receiving increasing attention
around the world, it remains quite limited in al of the countries in East Asia. Scattered evidence
suggests that ownership by ingtitutional investors is generaly small compared to more advanced
countries. More importantly, institutional investors do not actively participate in the governance of
firms even when they possess a significant proportion of shares. Country reports for Hong Kong and
Singapore all show their limited participation in the governance of corporations. In Korea, ingtitutional
investors had been barred by law from exercising voting rights until very recently.

Country reports for Hong Kong and Singapore al show a relatively low level of participation by
ingtitutional investors. Banks owned 10.2% of stock market capitalisation, while non-bank financia
ingtitutions in Korea owned 12.7% in 1997.” The country report for Thailand (1999) shows that
domestic banks and other financial ingtitutions own around 13% of the 150 largest listed companies.

Existing studies provide us with information about the general state of ownership distribution as well
as some information about the control of corporations. However, the link between ownership and
control is till foggy in most cases. This is especially true when we consider large conglomerates.
Conglomerates controlled by families is not a prevailing feature in Singapore or Hong Kong, but is
one of the key features of the rest of the economies.” It is widely known that pyramid schemes and
cross-shareholding are widely used in acquiring and maintaining control of several or more firms by a
single family. However, very little is known about the actual patterns of crossholding and how they
enable afamily to successfully acquire or maintain near absolute control of firms. In some cases, even
the objectives of the controlling shareholders of large conglomerates are hard to pinpoint.” In many
cases, the effects that the legal and regulatory environments have on the ability and incentives of the
familiesin corporate control are unclear as well.
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Governance structure within corporations and regulatory environments

A high concentration of corporate ownership and control of corporations by families in all of the
countries generally lead to governance structures that enable the dominant shareholding families to
make key decisions on their own. Appointments of board members are aimost entirely at the hands of
the families in control of the firms. Thus, there is a possibility of conflicts of interest between
dominant shareholders/managers and minority shareholders. Despite this common characteristic of
ownership, actual realisation of conflicts of interest and expropriation of minority shareholders appear
to be much less seriousin Hong Kong, Malaysia, and Singapore than in the rest of the region. Country
reports for these economies do not show widespread expropriation of a serious nature, although they
acknowledge the possibility of expropriation due to family dominance.

Expropriation appears to have reached a serious level in the other countries. For instance, the state of
corporate governance within Thai corporationsis aptly summarised by the country report for Thailand,
which lists such flagrant activities by managers as illegitimate decision-making in a shareholders
meeting that does not meet quorum. Korea seems to be in a similar situation. Episodes of
expropriation are abundant. Even the biggest and most successful corporations that also have
significant foreign ownership were engaged in scandal ous practices. Considering that foreign investors
have a much louder voice than domestic investors in Korea, we expect higher incidences of
expropriation by dominant shareholdersin corporations with smaller foreign ownership.

The apparent difference between Hong Kong, Malaysia, and Singapore on the one hand, and the rest
of the region on the other, leads one to wonder about the sources of this difference. Among many
factors that determine the degree of expropriation or, more generally, the performance of a governance
structure, ownership distribution and the legal infrastructure that protects shareholder rights are most
crucial. These two determine the rules of the game, according to which interested parties pursue their
objectives as well as the payoffs that the parties receive at the end of the day.

Table 3-4 summarises some key facts about shareholder protection allowed by the legal systems of
various East Asian and other emerging countries.” The table reveals some of the areas where corporate
governance of a country could be problematic. For instance, deviation from the one share-one vote
rule in some countries may help dominant families in the relevant countries not only in maintaining
their control of corporations, but also in their expropriation of minority shareholders by preventing the
emergence of minority block shareholders with vating rights. Absence of mandatory disclosure of
connected interests in Indonesia and Malaysia could be a fertile ground for self-dealings that result in
expropriation.

In general, though, the table gives the impression that corporate governance in East Asian countries
does not appear as bad as one might have thought. Korea, for instance, scores “yes’ on al accounts.
Thailand aso scores “yes” on most accounts. All of the East Asian countries covered by the table have
laws or regulations that protect shareholders' interests in such crucia areas as mandatory shareholder
approval of interested transactions, penalties for insider trading and mandatory shareholder approval
of major transactions. For most of the items related to shareholders rights, East Asian countries
apparently provide some lega protection. As shown in Table 3-4, no’'s are rare. One share-one vote
and proxy vote by mail are exceptions.”
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Table 3-4: Corporate Governance in East Asia and Other Emerging Economies

Variables Description/Effect Korea | Indo- |Malay- | Philip- | Thailand| Mexico | India
nesia sia | pines

Right to call Facilitates shareholders control YES | YES | YES | YES | YES | YES | YES

emergency 3 10 10 10 20 33 10

shareholder meeting
(percent of
shareholders)

Right to make Facilitates shareholders control; | YES | YES | YES YES NA NA
proposals at increased opportunity to prevent
shareholder meeting |biased decisions by insiders
Mandatory Protects against abuse and YES | YES | YES | YES | YES NA NA
shareholder approval [squandering of company assets
of interested by insiders
transactions
Preemptive rights on [Protects against dilution of YES | YES YES | YES NA NA
new stock issues minority shareholders; prevents

insiders altering ownership

structure
Proxy voting Facilitates shareholders control YES NO YES | YES | YES NO YES
Penalties for insider  [Protects against use of YES | YES | YES | YES | YES
trading undisclosed information at the

expense of current and potential
shareholders

Provisions on Protects against violation of YES YES | YES | YES
takeovers legislation |minority shareholders’ rights

Mandatory disclosure [Both financial and non-financial | YES | YES | YES YES

of non-financial information data are important to

information assess a company’s prospects

Mandatory disclosure [To protect against abuse by YES YES | YES

of connected interests |insiders

Mandatory Protects against abuse by YES | YES | YES | YES | YES | YES

shareholder approval |insiders; protection can be

of major transactions |enhanced through supra-majority
voting

One share-one vote  [Basic right; some shareholders YES NO YES NO NO YES NO
may waive their voting rights for
other benefits such as higher
dividends

Allow proxy by mail  |Facilitates shareholders control YES NO NO NO NO NO NO

Source : World Bank (1998a).

Some countries have gone beyond the items covered by Table 3-4 and have introduced or already had
in place additional measures designed to protect shareholders' rights. Appointment of independent
directors is mandatory in Korea, Thailand, and Hong Kong. Korea recently even alowed cumulative
voting to enable minority shareholders to better represent themselves on the board.”” On the surface,
corporate governance in East Asia generally appears quite satisfactory. However, having good laws is
one thing, making them work is quite another in corporate governance as in most other areas.

In order to properly assess the adequacy of the corporate governance structure of a country, one needs
to look deeper into the details of the institutional arrangements related to the above listed measures
designed to protect shareholders’ rights. The above list does not give answers to such crucial questions
as what is the necessary proportion of votes for a measure to be adopted, what could minority
shareholders do if a violation occurs, what are the eventual penalties for violators, what benefit could
different classes of minority shareholders expect by acting against violators?*
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In the case of independent directors, there also remain many questions. How can one be sure that
outside directors are indeed independent of the management or dominant shareholders? What is the
incentive of the outside directors to work in the best interests of shareholders? What penalties do they
face when they fail to follow the course of action that is deemed proper? Many outside directors have
recently been appointed by listed companies in Korea as mandated by a new law. But there is a
widespread fear that many of them have ties to management and are not expected to act in the interest
of al shareholders. Cumulative voting schemes that became possible by recent legidation may be
underutilised as many companies are scrambling to revise their articles of association in order to
exclude their employment.

The measures listed in Table 3-4 are designed to guarantee minority shareholders certain rights to
information and participation in decision making. However, when control is concentrated, rights to
information and participation in decision making may not be sufficient, because dominant
shareholders could override the opinions of minority shareholders by vote. Thus, the effectiveness of
remedial measures available to minority shareholders is crucia when dominant shareholders or
managers act against the interests of the firm or shareholders. There are generaly two types of
remedies, criminal penalties for breaches of trust or class action suits for damages. The effectiveness
of the penalties for violation of shareholders rights to information and participation in the decision
process is also important. For instance, unless they face serious penalties for not obeying the rules,
managers may hide information about connected transactions or may go ahead with a connected
transaction without seeking the approval of shareholders.

We do not have enough information about the remedial measures and their effectivenessin East Asian
countries. At least in Korea, the effectiveness of the remedial measures appears to be weak. Criminal
cases for breaches of trust concerning dominant shareholders in large listed companies are rare. Class
action suits are also rare because of two factors.” First, the reward that minority shareholders can get
even when they win in the courts is generally very small as in most other countries. Second,
restrictions on legal fees appear to limit the reward that attorneys representing minority shareholders
can expect.

Conglomerates

Dominance of conglomerates combined with strong family controls over affiliated corporations raises
the possibility of a type of expropriation that does not exist in conglomerates where ownership and
control are not dominated by a single family. In the former case, the dominant family could use
transactions between the firms under the same control to divert resources from one firm to another.
For instance, the dominant family could force Firm A, in which it has 30% interest to sign a
preferential contract with Firm B, which is 100% owned by it. The most popular types of preferentia
contracts observed are transactions of goods and services as well as assets at terms that are more
favourable to Firm B than prevailing market prices, loans made to Firm B at below market interest
rates, and loan guarantees.

It was quite common in Korea that minority shareholders had to take intolerable risks as the firm in
which they held shares made loan guarantees to other firms controlled by the same family, or lent
money directly to them. Considering that most large corporationsin Korea are heavily indebted, loans
from Firm A to Firm B have essentially the same effect as Firm A borrowing from banks and in turn
lending to Firm B again at its own risk. Equity participation by connected firms frequently led to
similar expropriation. Participation in new equity shares of a connected firm near insolvency amounts
to an outright transfer of wealth from participating firms to the firm issuing new equities.
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Simple diversion of money by a dominant shareholder from a firm under his control was not
uncommon in some East Asian countries as the ample evidence of dush funds suggests. As long as
this diversion does not involve transactions between firms under unified contral, it is not a problem
that relates to conglomerates. However, concentrated ownership by afamily in the firms belonging to
the same conglomerate raises the possibility for a different type of expropriation by the dominant
family, one that uses transactions between the firms under its control. This type of diversion differs
from a diversion by an executive who is not a member of the dominant family in that it has to pass the
eyes of the dominant shareholder and the other employees. Diversions by dominant shareholders are
the results of organised efforts by top employees of the firms, because active and intentional
participation by some employees and acquiescence by some others are necessary. This suggests that
job security, rewards, and in fact the whole career of most managers are determined by the dominant
shareholders. Professional managers in some East Asian countries face an incentive structure that
forces them to serve the interests of dominant shareholders and not the interests of the firm in general,
or the remaining shareholders.

In some Asian countries, the expropriation by dominant shareholding families that control large
conglomerates does not stop at minority shareholders. In Korea, dominant families were in a position
to command huge amounts of financial resources that the firms under their control borrowed.
Inefficient investment of the borrowed money in large risky projects, as well as other more onerous
uses, led many of the large corporations to become insolvent or bankrupt and eventualy cost the
lending institutions and taxpayers an unprecedented amount of damage. Similar situations occurred in
Thailand, although the degree of expropriation appears milder compared to Korea.

Finally, high leverage combined with poor profitability of large firms in some East Asian countries
may have aggravated the agency problem vis-a-vis dominant families controlling conglomerates. As
many of the firms under their control were heavily indebted and suffered huge losses, the net values of
the firms under their control shrunk quickly, as did the net worth of their shares. Although no accurate
figures are available, we conjecture that the net worth of the shares of some chaebol familiesin Korea
may be negligible, or considerably small compared to the amount of capital that is under their control
today. Nonetheless, they are still tightly in control of large firms and huge amounts of financial
resources, most of which came from loans that banks and other financial intermediaries made to the
firms under their control. In a sense, quite a few families are able to maintain control of large firms
and large sums of borrowed money without having proper ownership of the assets that is normally
associated with control. The familiesthat find themselves in such circumstances may find it even more
attractive than before to divert resources from the firms under their control.

The above argument also has grave implications for the ownership of financial institutions in some
East Asian countries. Some countries invited failurein their financial sector by barring the ownership
of block shares and participation of shareholders in the governance structure of banks, for fear of
undue influence by block shareholders who are related to the dominant families in the corporate
sector. The recent crisis forced these governments to rethink the policies regarding the governance of
banks. However, if they simply allow anyone to purchase shares of banks and take control, dominant
families will probably be the only ones with the financial resources necessary to do so. Worse, the
financial resources with which they purchase the equities of banks may mostly be derived from the
money that firms under their control borrowed from financial institutions.”

Takeovers
Takeovers do not occur frequently and hostile takeovers are al but rare in East Asian countries.

Recently observed large scale transfers of shares involving the transfer of control from domestic
dominant shareholders to foreign investors and transfer of the ownership of production facility to
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foreign firms are fire sales and do not characterise the M&A markets in the region during normal
times. Concentrated ownership by familiesis probably the main reason for the thin M& A markets. We
also believe that underdeveloped financial markets is a factor. Most of the East Asian economies are
dominated by a handful of families who control the lion's share of the financial resources available
through various ways, and there seems to be little room for large independent financial institutions
with good governance mechanismsin place.

Although most countries have some regulations concerning takeovers, mainly aimed at guaranteeing
equal treatment of shareholders, such regulations may not matter much anyway, at least in the short-
run. There simply is not enough ground for takeovers to take place.”

Debtor and creditor relations

At the risk of over-smplification, the salient feature of East Asian corporate finance is bank
dominance, except for Hong Kong and Singapore. The lack of a well-developed capital market was
the major factor behind such an unbalanced financing pattern. Under this circumstance, the primary
responsibilities for corporate monitoring rested on creditor banks. In redlity, however, banks
neglected monitoring and oversight, which ultimately was very costly as this culminated in the
financial crisis. Indeed, even collusive connections between lenders and borrowers were not
uncommon in many East Asian countries.

Sate control and moral hazard

Neglected monitoring and oversight of corporate finance by creditor banks were the natural outcome
of the distorted incentive structure which was largely affected by the policy environment. Undue state
influence in credit alocation as well as laxity in financial supervision and the regulatory framework
were characteristics of this environment. In many East Asian countries, the unhealthy links between
government and banks resulted from the legacy of government-led economic development. Although
government control waned in accordance with the financial liberalisation efforts of the early 1980s, it
nonetheless continued, and banks supplied subsidised credit to firms favoured by the government
without aptly considering the creditworthiness of borrowers.

In most East Asian countries, government-directed credit, or policy loans, have been extensively
utilised as an important instrument for industrial policies. In Korea, government control of credit
alocation was the most extensive among all East Asian countries. The Korean government took
control of the banking system in the early 1960s, and during the heavy and chemical industry (HCI)
drive of the 1970s, directed banks and non-banking financial institutions (NBFIS) to supply more than
50% of total domestic credit as a heavily subsidised policy loan.” Most banks were privatised in the
early 1980s, but the state influence over the banking sector has remained substantial until recently.
Indonesia and Maaysia had disappointing experiences with credit intervention through state-owned
commercial banks, targeting specific industries in the 1970s and early 1980s, and abandoned the
schemes in favour of more functionally directed credit.” In contrast, Thailand, not to mention Hong
Kong and Singapore, have not widely utilised credit instruments as a means to support private
industries. However, Thai banks provided subsidised credit to public sector investment such as large-
scale infrastructure investment.”

The provision of subsidised credit, coupled with interest rate controls, encouraged the corporate sector
to rely more on borrowings than equity financing. Since real interest rates remained below the
marginal productivity of capital, over borrowing occurred, and the subsequent increases in financia
expenses induced further borrowing. In addition, particularly in Korea and Thailand, the practice of
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providing cross-debt guarantees among affiliates of business groups alowed firms to borrow more
easily. Such a vicious cycle ultimately led to unbearably high leverage and reckless capacity
expansion in the corporate sector. In short, for every reckless borrower, there was a reckless lender.

The government had to provide an implicit guarantee on bank lending as it played a major role in
credit allocation. Also, given the tight linkage between the banking and corporate sectors, corporate
failures had an immediate impact on the soundness and viability of banks. For these reasons, bailouts
by the government in both the financial and corporate sectors over the business cycle were not
uncommon practices in many countries. Thailand (1983-87), Malaysia (1985-88), and Indonesia
(1994) experienced domestic financial crises that were, in part, resolved through partia or full public
bailouts.” Korea was no exception. The Korean government was involved in massive bailouts on
numerous occasions, including the emergency debt-freeze in 1972, industrial restructuring of major
HClsin the early 1980s, and industrial rationalisation measures in overseas construction and shipping
industries during the mid-1980s.

The government bailouts exacerbated the already weak market discipline and caused serious moral
hazard problems. Excessive corporate leverage based on implicit risk-sharing by the government
created the so-called "too-big-to-fail" hypothesis, which worked as an important exit barrier and often
overshadowed the voices for financial market liberalisation. Given the implicit state guarantees on
bank lending, banks had little incentive to monitor client firms' investment decisions. Strict prudential
regulation and supervision were hardly applied to banks given the fact that the government and banks
were in the same boat in the sense that both acted as a risk-sharing partner of business firms. Indeed,
in the course of bailout, management of rescued financia institutions and corporations was not
replaced, further undermining incentives for prudent behaviour.

The “too-big-to-fail” hypothesis was particularly relevant in Korea. Given the preponderance of the
chaebols market share and the vertically integrated industrial structure, the social costs of a chaebol
bankruptcy would be enormous. In such an environment, the chaebols' incentive structure with regard
to corporate financing was serioudly distorted: the more they borrow, the safer they are. These fault
lines, a remnant of Korea's economic development, have made the business sector extremely
vulnerable to unfavourable shocks and have increased systematic risk in the financial market.

Ownership structure and market discipline

The ownership structure of financial institutions is also a critical element in the fabric of corporate
governance as it is directly related to the issue of conflicts of interest. Bank ownership structure and
the relationship between financial and industrial capital varied across countries, but at the same time
shared afew common traits to a certain degree.

In Korea, the social concern about the strong economic influence of chaebols translated into strict
restrictions on bank ownership structure. In 1982, when the privatisation of the banking sector was
pursued, a ceiling of 8% was imposed on individua ownership of nationwide commercial banks, in
order to prevent any single shareholder from exerting excessive influence and control over a bank’s
management. This restriction was further strengthened when the ceiling was lowered to 4% in 1994 as
financial liberalisation was making progress. However, despite financia liberalisation and
deregulation, strong inertia due to government intervention continued as the government influenced
bank management primarily through appointing the CEOs of banks, and acted as the only powerful
governance agent. Consequently, 15 years after their privatisation, banks till function like state-
owned institutions in many respects. Continued government control or influence over banks seems to
be a rather unique feature of the Korean banking sector, given the fact that the government did not
have ownership in commercial banks after privatisation.
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In contrast, Korea's NBFIs were free of ownership restrictions except for life insurance companies and
investment trust companies. As a result, many NBFls are currently owned or actually controlled by
chaebols. As of 1997, the 70 largest chaebols owned atotal of 109 financial affiliates - an average of five
financia affiliates in the case of the 5 largest chaebols - concentrated among securities firms, merchant
banking companies (MBCs), non-life insurance firms, and instalment credit companies. The close links
between NBFIs and business groups have created scope for conflicts of interest. In fact, it appears that
the chaebols have been using their affiliated NBFIs to finance the activities of other subsidiaries within
their groups. Inthisstuation, it ishard to expect prudent corporate monitoring by NBFIs.

Weak external governance by financial institutions of the Korean corporate sector can also be partly
explained by the regulations with respect to banks' equity participation in non-financial firms. Korean
banks had been regulated through a 10% ceiling on their equity shares in non-financial businesses. In
1998, the ceiling was relaxed to 15%, and commercial banks increased their shareholdings of non-
financial firms in their asset portfolios. However, the underlying motivation for banks to increase
their shareholdings in non-financial businesses seems to have been capital gains rather than
management control or influence. In fact, a bank’s equity share is hardly athreat of potential control
power as it is quite low compared to other shareholders. Furthermore, a bank’s control of firms as a
shareholder was severely limited due to regulations mandating "shadow voting”, an obligation for
financial intermediaries to vote with the management who is aso the mgjor shareholder.

In the Philippines and Thailand, many financial institutions and non-financial corporations are under
common family-based ownership. In the Philippines, a regulatory framework for preventing banks
from becoming the “cash vault” of a business group has been inadequate or simply absent. On the
contrary, Tha banks and NBFIs were somewhat restricted in directly holding shares of listed non-
financial business firms; for banks and NBFIs, 10% and 20% ceilings were imposed on equity shares
in listed non-financial businesses, respectively. Nonetheless, Thai banks were able to, and indeed do,
hold a controlling share in listed companies through their equity shares in holding companies, which
are not subject to any investment restrictions. Investment records of Thai banks also reveaded
extensive investments in unlisted companies. However, the nature of financial institutions
relationship with enterprises transcends that of just a creditor and an investor.

In Malaysia, only afew of the 37 commercial banks are controlled by conglomerates. But prohibition
on loans to related parties and stringent enforcement by the central bank has greatly reduced
opportunities for business groups to avail themselves of easy loans through their close ties with banks.

In Chinese Taipei, the banking industry was tightly controlled by the government until the early
1990s: out of a total of 24 banks, 13 were owned by the government. In 1992, the banking industry
was deregulated with new licenses granted to fifteen new commercial banks. In tandem with financial
liberaisation, a ceiling of 5% was imposed on the business group’s ownership of commercia banks,
asin Korea. Although newly established commercial banks do have connections with certain business
groups, government regulations place limitations on total loans that can be lent to affiliated business
groups. In the meantime, Chinese Taipei banks were drictly regulated in their equity shares of listed
companies, and recently were allowed up to 15% of bank’s net worth. As aresult, banks play a minor
role in corporate governance.

In Hong Kong, China, most banks had been owned by families and confronted difficulties in the early
1980s. Reckless lending to connected parties was the major factor behind the banking problems. In
order to dea with such abuses, not only were regulations concerning the bank ownership structure
strengthened, but restrictions on connected lending were also implemented under the Banking
Ordinance in 1986. Since then, various legidative provisions and policy guidelines have been
continuously updated by the Hong Kong Monetary Authority (HKMA) to achieve internationally
accepted standards. Currently, most banks belong to financia groups, and the approval of the HKMA
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is required in order to acquire 10% or more shares. Any person who exercises indirect control over
the directors, even without voting rights, is also subject to approva by the HKMA. Thanks to these
efforts, the banking sector has played an important role in corporate governance. Banks are only
allowed to have equity shares in non-financial businesses of up to 25% of their capital base. Despite
this restriction on banks' equity ownership of non-financial businesses, banks were able to effectively
control corporate governance through efficient lending practices based on prudent risk assessment and
reliable financial information.

In Singapore’ s case, the Banking Act limits the investments of banks in other non-financial businesses
to amaximum of 20% of their capital base. Banks are more severely limited in their ability to acquire
large equity sharesin a single firm even though it may be less than the stipulated 20%. The exception
to this rule is when a bank invests in companies set up to promote development in Singapore, which
have to be approved by the central bank (the Monetary Authority in Singapore: MAS). In order to
acquire high levels of ownership positions, banks have to undergo a judicial review process by the
MAS. In addition to enforcing legidation, the MAS aso performs regulatory supervision by directly
intervening in matters of corporate governance. For example, it maintains the right to approve the
appointment of directors on the boards of financia institutions.

Prudential supervision

Lax financial supervision and inadequately designed regulatory frameworks were common phenomena
in all crisis-hit Asian countries. The problemsin East Asiathat emerged in the banking system include:
1) low capita adequacy ratios of banks; 2) poorly enforced lega lending limits on single borrowers or
groups of related borrowers; 3) asset classification systems and provisioning rules for possible losses,
which fell short of international standards; 4) poor disclosure and transparency of bank operations;
5) lack of provisions for an exit policy of troubled financial ingtitutions; and 6) weak supervision.” For
example, in Korea, although many NBFIs are owned by large industrial groups, financial supervision of
NBFIs has been particularly lax, as can be seen from the fact that the basic prudential regulations such as
capital adequacy requirements were almost absent until the onset of the crisis.

The financial liberdisation trend, including capital market liberalisation, in the absence of well-
established prudential supervision was a disaster waiting to happen. Korea addressed the issue of
financial supervision in its drive to reform the financia sector in 1997, but was hit by the crisis before
any progress was made. The Philippines also strengthened its bank supervision, but its timing and scope
fell short of the rapid financial sector developments, particularly the speed of global financial integration.

The underdeveloped information disclosure and accounting standards were also important factors
behind weak governance of banks and poor bank performance. Due to the lack of reliable financia
information about corporate performance, banks' lending decisions, for example, were made largely on
a collateral basis. Even worse, bank credit tended to flow to firms with low creditworthiness simply
because they were favoured by the government or private bank owners. Such collateral-based lending
practices discouraged banks from exercising credit analysis and risk assessment for the underlying
investment projects. Such backward practices hindered the development of bank expertise in credit
evaluation, information infrastructure and accounting standards in many East Asian countries. For
example, Thailand's single credit-rating agency TRIS was established only in the 1990s.

In sum, in most East Asian countries weak corporate governance has been developed largely by
implicit government guarantees on bank lending, unheathy connections between lenders and
borrowers under the relationship-based system and poor bank supervision, the so-caled “crony
capitalism” argued by Krugman (1998). In such an environment, many East Asian companies were
encouraged to make reckless investments based on heavy debt financing, while financial institutions
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were discouraged from properly monitoring the soundness of borrowers and managing the risk in
their loans portfolios.

Financial structure and performance

As described above, the absence of fully developed equity markets as well as easy borrowing due to
weak corporate and financia sector governance led to high leverage without a direct link to performance
in most East Asian countries. During the period of 1995 and 1996, the high degree of risk inherent in the
liability structure was evident in Korea, Thailand, and Indonesia as shown in Chart 3-1. In particular, the
corporate debt/equity ratio in Korea was the highest among East Asian countries, about four times higher
than that of Chinese Taipei. Owing to this highly leveraged financia structure, the financial expensesto
salesratio in Korea is three times as large as in Chinese Taipel. Financid leverage has risen rapidly in
Korea and Thailand in the last few years while it has declined in Hong Kong, China. Leverage in
Malaysia, Singapore and the Philippines also rose but was still much below that of Korea and Thailand.
Given the highly leveraged financial structure, many East Asian corporations were vulnerable to both
interna and external shocksin aglobalising financial market.

Meanwhile, before the financia crisis, there were signs of deterioration in corporate profitability in
most East Asian countries (Chart 3-1).” This was most notable in Thailand and Indonesia: Thai and
Indonesian corporations’ profitability rate dipped from 10.7% and 8.9% in 1991-92 to 7.6% and 6.4%
in 1995-96. Among the East Asian economies, Korea, Hong Kong and Singapore recorded relatively
low returns, which also dropped but at a slower pace over the same period. Only in the Philippines
and Chinese Taipei did profitability increase. In the mid-1990s, the deterioration of profit
performance did not show up at the macro level as investment rates were high and continued to drive
output growth ratesin most East Asian countries.

Chart 3-1 Debt Equity Ratio and EBIT/Total Assets for East Asian Countries (Unit: %)
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Chart 3-2 Interest Coverage Ratio for East Asian Countries in 1996 (Unit: %)
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High leverage combined with deterioration of profitability have weakened the corporate sector’'s
financial capability to service debts in most East Asian countries. Chart 3-2 shows the interest
payment coverage ratio, calculated as operating earnings over interest expenses, for eight East Asian
countries. EBITDA (Earnings Before Interest payment and Taxes but adding back Depreciation) is
used for measuring operating earnings. Therefore, those firms whose interest payment coverage ratios
are below 1 are likely to go bankrupt. In 1996, Korean and Thai corporations had the lowest interest
payment coverage ratios, about 2.1 and 2.7, respectively. Hong Kong, Maaysian, Indonesian,
Philippine and Singaporean corporations averaged between 3.0 and 4.5. The country with the highest
interest payment coverage ratio was Chinese Taipel (exceeding 6.0) due to the low financial leverage
and strong performance in profitability.

Such vulnerable financial structures of many East Asian companies could not withstand the combined
shocks of increased interest rates, depreciated currencies, and weak domestic demand since the onset
of the financial crisis. Indeed, the number of bankruptcies surged, particularly in Korea and Thailand.
In Korea, during the first quarter of 1998, the monthly average number of corporate bankruptcies
exceeded 3,000, representing about a 200% increase compared to the same period of the previous year.
Massive corporate bankruptcies immediately translated into a dramatic increase in non-performing
loans (NPLs) of financia institutions. As of the end of June 1998, the estimated total of NPLs of all
financial ingtitutions, broadly defined to include loans classified as “precautionary”, was about
136 trillion won (32% of GDP), a 58% increase from 86.4 trillion won at the end of 1997.

I nsolvency mechanisms

Broadly speaking, the insolvency system of an economy consists of formal insolvency procedures,
informal workouts, and M& A markets.

There are usualy two types of formal insolvency procedures in a corporate insolvency law regime.
One is liquidation (or winding-up) in which the commercial activities of an insolvent firm are
terminated and its assets are sold either on a piece-meal basis or as a whole. The other is
reorganisation (or rescue) which provides for the continuation of an insolvent corporate debtor with
restructuring of the financial claims of its creditors and shareholders, and entails a change in the
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management and the ownership structure. Informal workouts can be used as an alternative to the
formal procedures of the insolvency law regime when the debtor firm and its creditors prefer to
conduct negotiation of rescheduling or restructuring with more flexibility. They can be less costly and
speedier than the formal procedures which involve the courts. M&A markets can play the role of an
insolvency mechanism in that an insolvent firm can be bought by private investors, or be acquired by
or merged into another firm, and the financia claims are repaid or rearranged in the process.

Formal insolvency procedures

All the countries in East Asia have an insolvency law regime which provides for the liquidation
procedure and, in most cases, the reorganisation procedure. In Maaysia and Singapore, the formal
procedures are provided for in the Companies Act, rather than by separate legidation. In some
countries, the formal reorganisation procedure has not been a part of the existing insolvency law. It is
under a Presidential Decree in the Philippines and the Pengurusan Danharta Nasional Berhad (PNDB)
act of 1998 in Malaysia, and has been introduced only recently by the ongoing amendments in
Thailand. All in al, it can be said that most of the Asian countries are equipped at least with the basic
elements of atypical insolvency law process.” There are, however, some variations across countries in
the details with respect to the degree of protection against secured creditors, the degree of the judge’s
involvement, the priority of different claims and the treatment of new funding within the procedure,
among ott;gers. And some of the formal rules were not fully developed or adequately updated in many
countries.

More importantly, what role and to what extent these forma insolvency procedures played in the
Asian economiesis hard to assess since compl ete data on the actual insolvency cases are not available,
and the reports from the subject countries provide very little account of how they performed. It can
nonetheless be inferred from a few observations that the insolvency law regime, as it was in most
countries, was not effective in dealing with financially troubled firms, nor did it have a significant
impact on the corporate governance structure.

First, the number of insolvency cases was rather small, especially in those countries that were hardest
hit by the crisis. In Thailand, there have been few liquidation or reorganisation cases of listed
companies, and there were practically no cases in Indonesia before the 1998 amendments. In the
Philippines, there have been no liquidation cases for many years. Even the suspension of payments
(reorganisation) cases filed through the SEC numbered only 89 over 16 years, with almost two-thirds
of the cases being filed during the last two years™ In Korea, the number of petitions for a
reorganisation process had been fewer than 50 with about two-thirds of them accepted on average for
the last 15 years before the crisis. Even considering the fact that these economies had been growing
over the same period, the low number of cases suggests that the formal procedures were ineffective.

Second, new informal workout procedures have been recently introduced in several Asian countries.
They are the “Jakarta Initiative” in Indonesia, the Framework for Corporate Debt Restructuring
(“Bangkok Rules’) in Thailand, the Corporate Debt Restructuring Committee Framework (CDRC) in
Malaysia, and the “ Corporate Restructuring Agreement” among financial institutions in Korea. These
informal procedures were largely policy responses to the mounting cases of financially distressed
firms as the economies were undergoing difficult times while the courts and the formal procedures
were suspected of being unable to handle them in an efficient manner.

A number of reasons can be offered. First, it is often pointed out that legal proceedings tend to be
time-consuming and expensive in many Asian countries. This has to do with the level of development
of lega infrastructure in genera, and the lack of expertise and professional assistance within the court
in particular, since a separate bankruptcy court did not exist.
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Second, there were cases where the rules were not specific or thought out enough so that they left
room for much discretion by judges and for abuse by debtor firms. In Maaysia, a debtor firm can seek
and receive summary relief from creditor actions under the reorganisation procedure. The relief would
last for a period of up to 9 months on a unilateral basis without the company being required to initiate
a process of dialogue with its creditors and without the creditor being given a chance to present his
case to the court before the relief is granted.™ In Korea, as another example, a change in the Corporate
Reorganisation Act in early 1998 made mandatory the wipeout of half of the existing sharesif afirmis
insolvent. Consequently the rest of 1998 saw a sharp rise in the number of cases of the composition
procedure in which the management of the debtor firm is intact and such mandatory wipeout is not
applied, as many controlling shareholders of failing firms scrambled to preserve their interests
regardless of whether their firms' situation was suitable for the composition process or not.

Third, the heavy dependence on bank loans for corporate financing and the rel ationship-based system
in many Asian countries set in motion a vicious cycle for the insolvency law regime. With a huge
stake in each other through the large amount of debt, both banks and atroubled firm have incentives to
reschedule the firm’s debt without going through the court procedure, especialy when they are closely
tied by ownership or by government policy. In fact, following its industrial policy, the government
often bypassed the formal procedure by bailing out the large corporations asin Korea during the 1970s
and 1980s. As aresult, the insolvency laws and the court system were not given sufficient opportunity
to develop themselves as the economy’s size and complexity grew. This in turn hampered
development of the securities market for debentures or corporate bonds because potential investorsin
the market were not confident that their claims would be properly repaid in case of bankruptcy, and
many chose to stay out. It reinforced most firms' reliance on loans from banks and other financial
institutions.

Therefore, the forma insolvency procedures can be said to have been not much of a factor in
liquidating or reorganising inefficient firms and bringing about a change in management or ownership
through debt-equity conversion in many Asian countries. This lack of disciplinary function from the
insolvency law regime has contributed to the prevalence of a concentrated ownership structure and
weak corporate governance in the corporate sector.

Informal workouts

Generally speaking, there are two types of informal workout proceduresin Asia. Oneisfound in Hong
Kong and Singapore whose procedures are largely based on the “London Approach”, and are basically
non-intrusive, voluntary and non-prescriptive.

The other is found in the following four countries: the “Jakarta Initiative’ of Indonesia; the CDRC of
Malaysia; the “ Corporate Restructuring Agreement” of Korea; and the “Bangkok Rules’ of Thailand.
The first three have a facilitating agency which can also function as an administrator of the procedure
or as an arbitrator, while the last one is without a facilitator but heavily regulated and prescriptive. But
what they have in common is that they were introduced in the face of danger of widespread corporate
bankruptcy and with a view to facilitating an economic recovery.

To the extent that a systemic bankruptcy of the corporate sector should be avoided and that the
exigting formal insolvency procedures are not well developed nor efficient, the four informal workout
procedures mentioned above can be thought of as appropriate policy responses. However, there is ho
guarantee that they will achieve the following three important tasks of an insolvency mechanism: 1)
preventing bankruptcy of economically viable, though heavily indebted, firms; 2) preventing banks
and other financial institutions from being unfairly expropriated to “save’ the corporate sector; and 3)
disciplining incompetent management and reckless controlling shareholders.”
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The potential obstacles to the success of these procedures include: 1) insufficient experience and
commercia knowledge of those involved in the procedure; 2) the difficulty of bringing in a sufficient
amount of new money and providing adequate protection for the creditor or new investors within the
informal procedure; and 3) the ineffectiveness of the formal procedure as athreat to the creditors and
the debtor firm in case of failure of the informal procedure.® In addition, the lack of effective
corporate governance within the ingtitutional creditors, such as banks, could fail to provide incentives
for bank employees to actively strive for a successful workout. Since these informal procedures were
introduced only recently, it remains to be seen how they will perform.

One important instrument for a successful workout is the judicious use of debt-equity conversion. It
can relieve the debtor firm from the immediate pressure of debt service, reward the creditors with a
rising stock price if the conversion price has been set properly, and perform a disciplinary function
with the change in ownership structure and in management. In the case of Korea, most of the workout
programs approved so far under the Corporate Restructuring Agreement contain a debt-equity
conversion provision.*

M&A markets have played a very minimal role as an insolvency mechanism in Asia since these
markets have amost been non-existent due to the concentrated ownership structure and regulations in
the stock market.

In summary, the reliance on bank loans and on ad-hoc informal procedures have left the formal
insolvency procedures largely underutilised and underdeveloped in Asia while undermining the
effectiveness of other mechanisms of corporate governance. However, there have recently been new
amendments and reform efforts to improve the insolvency law regime in several countries including
Indonesia, Thailand, Malaysia, and Korea. They are intended to further elaborate the rules for the
purpose of speeding up the process and making its outcome generally more predictable and to make
the reorganisation procedure assume a bigger role in the corporate restructuring process.

Transparency and disclosure

The standards and practices of accounting and disclosure in Asia have had much impact on the
effectiveness or ineffectiveness of corporate governance and the development or underdevel opment of
key financia marketsin the Asian countries.

In most countries, there are professional and quasi-government bodies who are in charge of setting and
reviewing accounting and auditing standards. The disclosure rules are mostly regulated by the
securities exchange commissions and the stock exchanges. Their standards and rules try to follow the
International Accounting Standards (IAS) and the disclosure regulations of the leading international
financial centres such asthe US and UK.

However, there are still discrepancies both in the standards themselves and in their practices. The key
areas of difference or deficiency include: 1) valuation of assets, especially intangible assets and
securities, treatment of extraordinary items, and disclosure of off-balance sheet items; 2) disclosure of
information on corporate groups and intra-firm transactions; and 3) disclosure of transactions with the
parties related to directors or controlling shareholders. It has also been pointed out that the content and
timeliness of interim financial reporting have much room for improvement.

Equally important to ensuring transparency and adeguate disclosure is the effective enforcement of the
rules. In some countries, the number of cases in which fraudulent accounting, violation of the
disclosure rules, or ineffective auditing were detected and punished has been very small, and even the
punishment has not been severe enough to deter future violations.

108



In short, inadequate standards and rules and lax enforcement have helped to grant a free rein to
corporate insiders at the expense of outside shareholders and to hamper development of the securities
market. The good news is, there are ample signs that policymakers have recognised the significance
and long-term implication of the problems in this area, and have made their improvement a top
priority. To the extent that the most immediate beneficiary of such improvements would be the
investors in the securities market, it would help to get them involved in and contribute to the reform
process.

V. Challenges and future policy optionsfor corporate governancein Asia

Except for Hong Kong and Singapore whaose corporate governance systems have been sound, most
Asian countries have made visible and indeed impressive progress in their reform of corporate
governance systems over the past year or so. Thisis particularly so if we take into account the depth
and severity of the problems in corporate governance shared by these countries as well as the short
period of time available for change.

Specificaly, the substantial portion of non-performing loans has been written off while corporate
bankruptcies and mergers of financial and non-financial firms have occurred. In the past, these
developments would have been practically unthinkable in the crisis-hit countries. At the sametime, the
Asian countries have also strengthened their regulations and standards with respect to transparency
and information disclosure. In addition, a number of institutional reforms have been implemented for
the purpose of strengthening the rights of minority shareholders, while prudential supervision on
financial institutions has and will be upgraded on an on-going basis. Given the presumption that the
improved regulations, standards and financial supervision are properly enforced to ensure the
compliance of both financial and non-financial corporations, these developments will have a desirable
effect not only on corporate governance and tax administration, but also on the entire economy.

However, Asian countries have yet to make satisfactory progress in the area of a market for takeover
and bankruptcy proceedings. Although non-financial firms and banks were sold to foreign investorsin
the course of corporate and financial sector restructuring, such a development seems to be more the
result of afire sale in the midst of crisis than the emergence of an active market for corporate control.
It will take more time for the market for corporate control to emerge, particularly because of the
concentrated ownership structure and the lack of a well-developed capital market. Reforms in
bankruptcy proceedings have aso been only modest and, hence, most East Asian countries do not
have an efficient ingtitutional framework to reall ocate the resources of insolvent firms.

In a nutshell, with al the significant improvements made since the onset of the crisis in the region,
many fundamental reform agenda are still left unaddressed and unanswered, awaiting additional
structural reform. The mgor remaining obstacles are found in the following areas: 1) the fragility of
the legal and ingtitutional framework and the lack of credible enforcement with regard to corporate
governance systems; 2) an inappropriate modality of corporate and financial sector restructuring; 3)
the lack of a well-developed capital market; and 4) the risk of distortionary impact on corporate
governance by interventionist industrial policy.

First, as to the fragility of the legal and ingtitutional framework regarding corporate governance,
minority shareholders' rights are neither clearly defined in an ex-ante sense nor well protected in the
ex-post sense. In particular, minority shareholders' rights to participate in corporate decision making
and to have easy access to business information do not seem to be clearly defined within the legal
framework. Furthermore, the ex-post remedy and punishment for the expropriation of minority
shareholders by the mgor shareholders seems to be weak and inadequate. For example, illegal
practices of breach of trust, expropriations bordering on embezzlement, and simple theft seem to be
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continuing in many East Asian countries, but the punishment on such abuses largely remains weak at
best.

Of course, many East Asian countries do have institutional devices, such as class action suits, designed
to protect minority shareholders rights from such illegal practices. But their practical effectiveness
seems to be doubtful. For instance, theoretically, class action suits can help minority shareholders to
protect their rights by filing civil claims against managers or mgjor shareholders for their illega
practices and resultant costs impinged upon minority shareholders. In redlity, however, in many East
Asian countries, there exist many technical obstacles and legal impediments. Lawyers often have little
incentive to undertake a civil suit due to ceilings on their legal service fees which are rigidly set at
unredistically low levels.

Furthermore, in many East Asian countries, controlling shareholders are not necessarily registered as
members of the board of directors, although most expropriations and violations are done under their
approval. Inthis case, effective legal enforcement is not practically possible. In Korea, legal change
has recently been made in such a way as to count the controlling shareholder as de facto director, but
his legal status is not clearly defined. Therefore, it is quite difficult to effectively enforce the legal
requirement for shareholder approval on connected transactions, unless the controlling shareholder is
registered as aregular member of the board of directors.

Legal punishment for violations with respect to newly improved accounting standards and codes of
practices must also be rictly enforced in order to secure reform credibility. However, legd
enforcement in this regard has also been discretionary and short-lived at best in many East Asian
countries. Under these circumstances, it is hard to expect accounting firms to fully comply with new
accounting standards and rules.

Thereis no instantaneous fix for these problems. Rather, governments must continue to improve their
legal and ingtitutional framework for corporate governance, and strengthen their enforcement by
“biting the bullet”. To this end, governments should scrutinise the regulatory framework and legal
ingtitutions, carefully analyse the incentive structure embodied in the framework, and eliminate any
unclear provisionsin laws and regulations. At the same time, an appropriate incentive structure needs
to be established for regulators in order to ensure credible enforcement. After all, no laws or
regulations can make a difference, no matter how well they are designed, unless they are properly
enforced.

Second, the modality of financial and corporate sector restructuring must be consistent with clear
market principles. The financial and corporate sector restructuring, which is currently underway in
many East Asian countries, will have a profound impact on corporate governance in the region. The
reorientation of the role of financial ingtitutions and the normalisation of prudential regulation, which
are the most essential elements of economic restructuring, will be critically affected by the
privatisation of the recapitalised banks and the post-privatisation governance structure. Therefore, the
success of corporate governance reform will be serioudy jeopardised if the privatisation process is
delayed or ill-managed, or a small number of families continue to exercise dominant control in both
corporate and financial sectors, or if state control in the financial sector does not phase out quickly.
On the contrary, the emergence of sound financid ingtitutions equipped with a good governance
structure and strong commercial orientation will exert a positive spill-over effect into the corporate
governance systems of non-financial firms.

As corporate sector restructuring inevitably involves changes in ownership structure and corporate
control, it has far-reaching implications not only for the business interests of financial institutions but
also the governance structure of both financial and non-financial firms. There s little question that it
is socialy optimal to prevent financialy troubled but economically viable firms from being liquidated.

110



The essential question is how to share the losses or benefits among involved parties, including
creditors and shareholders. Currently, the most desirable option for loss/benefit sharing seems to be
debt-for-equity swaps, and setting the right price for the exchange lies at the core of this option. If,
under the right exchange price, shareholders are supposed to lose their interests completely or
partialy, they must be strictly enforced to do so.

Unless the corporate workout programmes currently underway in many Asian countries adhere to such
clear market principles, they will further aggravate the problems rather than solve them. The deviation
from market principles will result not only in unfair and increased burdens on taxpayers, but also in
harmful distortion in corporate governance. Controlling shareholders of troubled firms will face
distorted incentives if they are exempted from due responsibility for mismanagement or pendlties
associated with expropriations and illegal practices. Furthermore, such distortion in corporate
governance is likely to spill over into other distortions in the fabric of both financial and product
markets.

Third, underdeveloped financial markets in most Asian countries could impede successful corporate
governance reform, given that profit-oriented and well-managed banks and other major lending
ingtitutions can play an essential role in corporate governance reform. In most Asian countries,
however, there are few financial institutions that are not connected to the dominant business families.
In addition, many lending institutions whose ownership structures are well diversified do not have
adequate internal governance structures. In fact, many of them are in captive positions due to their
large exposure to firms under family control resulting from reckless lending practices.

As a result, the dominant family shareholders of large corporations and conglomerates in Asian
countries tend to monopolise financial resources. There are few, if any, individuals or families other
than the dominant families who can mobilise the financial resources necessary to obtain control of
major financial institutions. Allowing the families who control corporationsin the real sector to take or
maintain control of financial institutions raises the risk of expropriation of minority shareholders as
well as depositors of the financia ingtitutions. Barring the families from taking control of financial
ingtitutions requires an alternative corporate governance structure. Government control of financial
institutions proved to be afailure, as the Korean experience revealed. For most East Asian countries, a
third model of corporate governance for financial institutions that will work reasonably well has yet to

appear.

Fourth, interventionist industrial policies, which had constituted grounds for governance failures in the
corporate and financial sectors, aswell asin insolvency proceedings, may continue to stand in the way
of corporate governance reform. Industrial policies of some Asian countries have been focusing on
the economies of scale in strategic industries and implicit risk sharing with the private sector. Such
policy orientation inevitably led to heavy government intervention in the financial sector, and
hampered the emergence of proper internal governance structures for financial ingtitutions. It also
created wrong incentives for the controlling shareholders of the targeted firms in terms of excessive
risk taking.

At the current stage of economic development, Asian countries seem to face a dilemma in regard to
the continuation of industrial policy. In order to foster the establishment of a sound and efficient
governance structure in both the financial and non-financial sectors, interventionist industrial policy
needs to be phased out quickly. For such a transition to occur, however, these countries need well-
developed capital markets, particularly market-based long-term financing facilities, in order to
promote financing of large scale investment in capital-intensive industries, which had formerly been
supported by directed credit programs within the context of the industrial policy. Given this dilemma,
the possibility of continued industrial policy cannot be easily ruled out in Asian countries.

111



Last, afew words are in order on public enterprises and competition policy. Given their sheer sizein
terms of GDP share in some East Asian countries, the importance of corporate governance in the
incumbent public enterprises and their post-privatisation governance structures cannot be
overemphasised. Most public enterprises in their present form are more instruments of the
government’s industrial policies than business entities. Corporate governance reform in those public
enterprises with stronger commercia orientation, including public monopolies in network industries,
should start with a clear identification of and distinction between public interests and commercial
profit incentives. Ancther important policy issue in regard to the privatisation of public enterprisesin
the Asian countries is whether to allow those dominant business families to acquire controlling shares
in those privatised enterprises on the block. Of course, answering that question requires
considerations of a broad spectrum of socio-economic concerns. Nonetheless, as a bottom line, it can
be argued that the acquisition of controlling shares by dominant business families must be financed by
their own money, not borrowed funds. In this context, prudential regulation and internal governance
of financial ingtitutions are critical.

In line with the privatisation of public enterprises, market competition should be promoted to
maximise the efficiency gains from privatisation. Further, competition policy needs to be
strengthened across all sectors of the economy. It should be stressed that competition policy is
complementary to good corporate governance, rather than a substitute for it. Indeed, there is a
feedback linkage between the promation of market competition and improving corporate governance.
If we broaden the concept of corporate governance, market competition can be seen as an important
external governance device for both financial and non-financial firms. And, market competition can
only thrive in an environment that guarantees transparency, accountability and free flows of
information at the individual firm level.
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NOTES

Furman and Stiglitz (1998), Goldstein (1998), Radelet and Sachs (1998, 1999), World Bank (1998).

In the course of six months during 1997, the combined net inflow of US$97 billion reversed itself into
the net outflow of US$12 hillion. This turnaround of US$109 hillion represents about 10% of the pre-
crisis GDP of the five countries. See World Bank (1998).

Recently, several papers examined the relationship among corporate governance, legal protection of
investors' interests and the financing of firms across countries and found that the better they are
protected the larger and wider is the capital market and the less concentrated is corporate ownership.
Others examine the relationship between corporate governance and corporate performance, although
their conclusions are mixed. See La Porta, Lopez-de-Silanes, Schleifer and Vishny(1997, 1998) and
OECD (1998) for a comprehensive survey.

For recent evidences for relative performance of the relationship-based system, see Hoshi, Kashap,
and Scharfstein (1991), Weinstein and Yafeh (1998), Peek and Rosengren (1998), Calomiris and
Rammirez (1996).

This characterisation of course involves a bit of simplification since there were some exceptions. (For
example, the corporate profitability did not fall in Malaysia.) See World Bank (1998) and Radelet and
Sachs (1998) for more detailed accounts.

Korea, whose economy has been dominated by chaebols for decades, seems to be the best example in
this regard. However, the dominance of family-controlled groups of firmsis aso pronounced in most
other Asian countries, although the degree of their dominance may vary from country to country.

It is worth noting that there still exists a strongly-held view in some East Asian countries that the tight
relationship among the firms in a conglomerate under unified control was a key to the past successes
of many Asian firms and should not be disturbed in the future even though it may entail expropriation
of outside shareholders. According to this view, the inter-firm transactions within a conglomerate are
attempts to internalise otherwise infeasible transactions in the imperfect and underdeveloped markets,
and any damage to some parties are the unavoidabl e transaction costs due to the market imperfections.
The argument often goes as far as saying that the expropriation of outside shareholders cannot be a
problem because they should know fully well that they could be expropriated when they decide to
invest in the firms. This is in fact an apt description of the relationship-based system and its key
weakness, and we have aready argued the need to go beyond the relationship-based system of
resource alocation.

Our coverage of the East Asian region in this paper is generaly limited to seven economies; Hong
Kong, China; Indonesia; the Philippines; Thailand; Singapore; Malaysia; and Korea.

It isadifficult task to analyse cross-country corporate ownership structuresin Asian countries. Duein
part to the lack of proper disclosure requirements on ownership, information on ownership
concentration and distribution is scarce and sometimes not reliable. Also, ownership patterns are very
complicated, involving indirect holdings through holding companies and cross-holding (interlocking
holding). Therefore, evaluating the magnitude of the ultimate ownership and control by a single
investor requires information on each firm’'s ownership and organisation. Unfortunately, we do not
have comprehensive and extensive information. Consequently, our anaysis relies on aready
published information on each country’ s ownership structure.

However, this is not unique to Asian countries. Latin American countries such as Argentina,
Columbia and Mexico exhibit over 50% of ownership concentration as well. Such high concentration
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might be related to the lack of proper protection for minority shareholders rights as suggested by La
Porta et al. (1998).

KiaMotors was long viewed as the only large firm whose control was not concentrated in the hands of
afamily. After experiencing severe financial difficulties, its control now isin the hands of a chaebol
family.

We can say that banks are ingtitutional investors in Korea because the ownership and control of banks
by corporations or chaebol owners have been prohibited in Korea. But, some of the investments by the
non-bank financia institutions that have ties to chaebols may have been made based upon
considerations other than returns from investments.

Country papers for Hong Kong (SFC, 1999) and Singapore (Mak Yeun Teen & Phillip H.Phan, 1999).

For instance, chaebol owners in Korea frequently acted in ways that appear to be inconsistent with the
maximisation of firm value under their control by exposing their firms to excessive risks or by forcing
the firms to invest huge amounts of money in big projects whose prospects did not seem to justify the
investment.

This table was derived from Box 4-2 of the World Bank Report, "East Asia: The Road to Recovery".
A column on Korea has been added to it.

The other East Asian countries not covered by the table seem to meet most of the standards used in the
table, although no accurate report on all accounts is available. For instance, Hong Kong requires
shareholder approval and disclosure of connected transactions. See the country reports for more detail.

Most other countries, including Hong Kong and Singapore, do not allow cumulative voting.

The answers to some of the questions are included in the country reports of some countries. For
instance, the country report for Thailand contains the shares needed for some of the measures that are
designed to protect shareholders rights.

There are afew cases of class action suits involving former managers of bankrupt banks and a couple
of large companies belonging to conglomerates. But, they were initiated by Chamyoyundai, an activist
group, and not by minority shareholders interested in money. The suits involving the former managers
of bankrupt banks are not expected to give the minority shareholders much benefit even though they
won in lower court because the former managers appear to possess far smaller fortunes than the
damages awarded to shareholders.

Given the same chance, anyone can own and control banks. Y ou first borrow money from bank A and
then buy enough shares of bank B. Y ou can even borrow from Bank A to buy Bank A.

Most countries appear to have regulations on takeover activities, designed to give equal treatment of
shareholders. Such regulations, however, entail the risk of discouraging takeover attempts. Realising
this, Korea recently removed arestriction that required one to purchase at least 50% of the sharesif he
intends to purchase 25% or more.

Y .J. Cho and JK. Kim (1995).
World Bank (1993).

Meanwhile, industrial development bank lending may also confer implicit insurance. It frequently
signals areas of government commitment, providing an additional measure of comfort to private
investors and banks (JDB/JERI 1993). In Indonesia, Korea and Chinese Taipel (Taiwan), industrial
development banks have been substantial long-term lenders. The Korean Development Bank supplied
an average of athird of all loans and guarantees in the 1970s, and the Development Bank of Taiwan
and the Bank of Communications held about half of the assets of the banking system until recently.
Conversely, Maaysia's development financial institutions accounted for 2.9% of the assets of the
financial system in the 1980s. Thailand’s industrial development bank has only 1% of the assets of
the financial system. Hong Kong has no development bank. (World Bank, 1993)

World Bank (1998).
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27
28

29

30
31
32

33

World Bank (1998a).
EBIT(Earnings Before Interest payment and Taxes) is used to measure profits.

They include petition for commencement, suspension of payment or stay of actions, meeting of
creditors and management (or administrator), disposal of assets and distribution of the proceeds under
liquidation process, and preparation and confirmation of reorganisation plan under reorganisation
process.

Relatively speaking, the insolvency regimes in Hong Kong, Singapore, and Malaysia have been more
robust and better managed, and reported a higher number of cases.

ADB report (1999).
Country paper for Malaysia (Malaysia Government, 1999).

An aternative approach to systemic corporate bankruptcy problemsin Koreais proposed in Nam and
Kang (1998c).

ADB report (1999).

One curious feature in many of the cases, though, is that the incumbent management or controlling
shareholders remain in control even after their shares have been almost wiped out. It is not clear
whether this reflects the competence of the incumbents or the aversion of the banks to exercise control
over their client firms.
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CORPORATE GOVERNANCE IN JAPAN

by
Takahiro Yasui’

l. I ntroduction

Today there are approximately 2.5 million corporations in Japan, most of which are limited liability
companies. Among them, larger firms are usually organised as public-limited companies, which are
required to have capital of JPY 10 million at the minimum, while a number of smaller enterprises are
private-limited corporations. Out of 6,330 of the largest corporations that have sufficient capital for
listing (JPY 1 billion or more), 6,249 or 98.7% are public-limited companies, of which approximately
38% are actually listed on the stock exchanges.! This note hereafter outlines Japanese corporate
governance practices, focusing mainly upon the large, listed, public-limited corporations.

Section Two will sketch the features of three magjor players in corporate governance: the board,
shareholders and main banks. The board — the highest management body — is legally responsible to
the shareholders, but in practice cares as much about employeesin Japan. Thisis because the directors
are mostly promoted from the middle management level of the company and are regarded as |eaders of
al the employees. This feature of the board is supported by a stable and concentrated ownership
structure in which cross-shareholdings are particularly prevaent. Key shareholders are mostly
important business partners, especialy creditors such as banks and insurance companies, who vaue
mutual business expansion rather than short-term returns on shares and generaly refrain from
intervening in management. Discipline for the board is in many cases provided by the main bank,
which is usually the largest lender and a significant shareholder. The main bank continuously
monitors management but intervenes effectively only when company performance deteriorates
significantly. This governance structure of Japanese corporations is often described as “contingent
governance” in which the board enjoys a relatively high degree of autonomy in usual business
situations but is subject to external control by the main bank when the company isin distress.?

Section Three will discuss the recent changes in Japanese corporate governance. First, it will be
pointed out how the two key players — main banks and shareholders — have changed. The intensive
monitoring by main banks over management has been weakened as a consequence of Japanese firms
becoming less dependent on bank finance. It is expected to become even less effective in the future
because of the eroded rents for monitoring and the weakened capital base of the banks. In contrast,
shareholders have increased their influence on management. This has resulted from the shift in the

* Directorate for Financial, Fiscal and Enterprise Affairs, OECD. This paper was prepared as
background material for the Conference on Corporate Governance in Asia, Seoul, 3-5 March, 1999,
and was revised thereafter for publication. The author would like to thank Hideki Kanda, Y utaka
Imai, Daikichi Momma and Stephen Lumpkin for their valuable comments on an earlier draft. The
views in this paper are the sole responsibility of the author and do not necessarily reflect those of the
OECD or any other organisations with which the author has been associated.
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ownership structure of Japanese firms in which cross-shareholdings have been reduced and foreign
investors have increased their holdings, and also from the shareholders becoming more active in
exercising their rights. Second, the recent or forthcoming changes in some basic rules for
management and their influence on corporate governance practices will be surveyed. These changes
include the recent amendments to the Commercia Code regarding share buybacks and stock options,
forthcoming accounting reforms, and the legal changes associated with a holding company. Last, the
discussion will show the recent movements in the reform of the board structure. More companies
carried out or planned reforms of their boards by introducing an executive officer system and thereby
streamlining the board. Moreover, in order to improve supervision over management, reinforcement
of the functioning of statutory auditors is under consideration.

Finally, Section Four will identify some future prospects for changes in the governance structure of
Japanese corporations. Structural changes in the business environment, such as slow trend economic
growth and more unstable ownership structures, will continue to pressure Japanese companies to
reform their governance structures. Fundamental changes may take time, however, as corporate
governance practices do not stand aone but interact with various economic and social systems and
practices.

. Main features of corporate governancein Japan

The governance structure of Japanese corporations is often characterised as “ contingent governance”
in which company insiders retain effective control of management as long as the firm performs well,
but once performance deteriorates, the contral is taken away and they are subject to severe sanctions
such as the forced liquidation of the corporation. This contingent structure is supported by three major
features of the main players in corporate governance: the board, the shareholders and the main banks.
This section describes these features and explores how the governance of Japanese corporations has
worked.

Role of the board

Board structure

In legal terms, company directors are independently responsible to shareholders for management of
the company. They are elected by the majority of the shareholders at a general shareholder meeting,
and must work faithfully for the company in accordance with the law and the decisions of the general
shareholder meetings. In order to oversee the affairs of each director, a board of directors is formed.
The board is expected to make important manageria decisions to be carried out by directors in charge,
and to supervise their performance. This “unitary” board structure is similar to that of the UK and the
US, but different from the board structure of Germany, which has a “board of commissioners’ to
supervise the management, independent from a board of directors.

Though legal frameworks of boards of directors are smilar in Japan and the US, the actual functioning
of the boards is quite different. While in the US the boards tend to focus on appointment of the CEOs
and other senior officers and supervising their affairs, those of Japanese firms centre on strategic and
management decision making.

This difference in the functioning of the boards is reflected in the composition of the boards in both

countries. Inthe US, many directors are appointed from outside of the company. They are required to
have general expertise in corporate management in order to monitor the operation of the company on
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behalf of the shareholders. In Japanese companies, by comparison, the directors are usually promoted
from the ranks of middle managers of the company and in many cases continue to be its employees.
Having precise knowledge of how the company is operated, the directors are expected to make
strategic decisions to guide the company. At the risk of oversimplification, it can be said that the
directors of Japanese firms are typically leaders of the insiders, while those of US companies are
usually outsiders representing the shareholders.

The board structure of Japanese companies has been considered to have various advantages, especially
in the context of the life-time employment. The potential for promotion to the board creates an
important incentive for the company’s employees to be loyal and work hard for the company. The
board, composed of directors with good knowledge of the company, can choose the most appropriate
strategies for promoting steady growth of the company.

However, such a board structure also has deficiencies. Firgt, it tends to create a hierarchical structure
in the board, which can undermine the board’ s function to supervise the affairs of directors, especialy
the president. Promotion from within the company can establish seniority among directors, as in most
cases such promoation is decided effectively by the chairman and the president as well as by a few
other influential persons such as the ex-chairmen/presidents and the senior directors. The hierarchical
structure is reinforced by the creation of vertical report lines between the president and the senior
members and then between the senior and junior members, who are usually assigned responsibility for
certain parts of the company's management. Second, under such board structures, the number of
directors tends to increase over time in order to reward long-serving managers. As of July 1998, the
average number of directors among listed companies was about 20, while 49 companies had 40
directors or more.® Because of this size of the boards, coupled with their hierarchical structure, it is
common in large Japanese companies to form a committee consisting of the president and a small
number of senior directors to make essentiadl management decisions, which are almost automatically
approved by the full board of directors afterwards. Thus, in spite of the legal responsibility, the role of
the board of large Japanese corporations tends to be superficial as regards not only supervising the
affairs of the directors, but also directing the management of the company.

Satutory auditors

In order to counterbalance the power of the directors being promoted from within, the Commercia
Code requires statutory auditors to be appointed. Like directors, they have to be elected directly by
shareholders, and are responsible for supervision of the affairs of the directors for the benefit of the
shareholders. Statutory auditors have authority to demand reports on management from directors and
employees, to examine the operational and financial situation of the company, to attend the board
mestings, as well as to demand suspension of an action by a director when they believe it to be against
the law or the articles of incorporation and likely to damage the firm seriously.

As statutory auditors are expected to provide supervision from outside the management and to reinforce
the supervisory function of a board of directors, they cannot be the directors or the employees of the
company concurrently. In addition, large companies that have capital of JPY 500 million or more or
debts of JPY 20 billion or more, are required to have at least three statutory auditors, in addition to a
financial auditor, who compose a board of auditors. Moreover, at least one of them has to be an
“independent” individual who has not been a director or employee for the past five years.

It should be noted that the Commercial Code does not ban directors from being executives or employees

concurrently nor require any “independent” directors. It can be said, therefore, that the legal framework
expects datutory auditors to play the maor role in supervisng management on behaf of the
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sharehol ders, which may support the practice to appoint directors from within the company.® In redlity,
however, “independent” auditors are approximately half of the statutory auditors,® and they are often ex-
employees or individuals coming from important business partners such as the group companies and the
main banks, who may not be so unbiased in supervising the affairs of the directors (Table 1).

Table 1: Origins of Independent Auditors

Origins Number Share (%)
Group companies 1509 30.3
Professionals 784 15.7
Banks, insurance companies 622 12.5
Ex-employees 584 11.7
Other large shareholders 557 11.2
Other business partners 246 4.9
Public sector 175 35
Others 506 10.2
Total 4983 100.0

Source: Toyo Keizai, Kigyo Keiretsu Souran [1995] quoted by Fukao [1997].
Note: responses from 2,632 large companies having capital of JPY 0.5 billion or more or debts of JPY 20
billion or more.

Interests of directors

Despite the fact that the directors are legally responsible to the shareholders, they are not necessarily
motivated to put much importance on maximising shareholder value. The simple way to induce
directors to seek higher value for the shareholders is to associate their remuneration with the share
price. The use of executive share options for this purpose is common in other OECD countries,
especidly in the US. It is common among Japanese companies to encourage the directors to buy and
hold shares of the company, but granting executive share options has not been very popular thus far,
perhaps partly because of unfavourable tax treatment.

Another mechanism to link the remuneration of directors with shareholder value, which is popular in
the US, isto set up aremuneration committee composed of “independent” directors. The committeeis
expected to determine the managerial salaries of corporate executives based on its assessment of the
performance of the executives with regard to the enhancement of shareholder value. Very few
Japanese companies have so far adopted this kind of mechanism. Although the salaries of directors
are subject to the approvals of shareholders at the general meetings in Japan, the approvals are usualy
asked on an aggregate basis, not on the salaries of respective directors. Moreover, the widespread
practice of paying both an employee salary and a director’s salary for a director who remains an
employee may have eroded the supervision by shareholders.

It should also be pointed out that the promotion of a middle manager to director does not provide him
with changes in remuneration and function salary significant enough to make him aware of the
qualitative change in the role and responsibility associated with the promotion. While directors are
often entitled to various fringe benefits such as a large office space, a secretary and a company car, the
managerial salaries of Japanese directors are lower, on average, than those of other OECD countries.’®
Especialy junior directors are still located in the middle of the company’s hierarchy, though one step
higher than middle managers, and may be discouraged to exercise fully their responsibility to the
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shareholders. The weak consciousness of directors of their duties to shareholders may aso be
associated with the consensus building, bottom-up decision making process, which is common in
Japanese organisations.

Role of employees as stakeholders

In some OECD countries such as Germany, stakes of employees in a company are institutionalised in
the corporate governance structure by granting employees representation on a board of directors or of
commissioners. In contrast, in Japan there is no legal framework for corporate governance to require
the board to consider the interests of employees. The employees of Japanese corporations, however,
have played a significant role in actual corporate governance practices.

The most evident function of employees in the governance structure is to provide candidates from
among themselves to be elected as director, as well as to monitor the incumbent directors. As seen
above, the directors of Japanese firms have usually been selected from the middle management level
of the company, and generally are expected to act as leaders of the employees. The selection itself is
made by the top management level, but it should be acceptable, or at least not unacceptable, to the
employees in general. The employees also monitor the activities of directors from their viewpaint.
They have no legal power to dismiss the leaders deemed unsatisfactory, but their views could
influence other members of the board to take action against them. The low level of managerial
salaries of the directors may have partially resulted from the “peer” pressure exercised by employees
on the “insider” directors. The influence of employees on management is obviously supported by the
life employment system, in which management has to pay significant attention to maintaining a co-
operative relationship with the employees, and the bottom-up decison making process, which is a
feature of “ Japanese management”.

In addition, employee stock ownership plans have been common in Japan. For some companies, their
fund is one of the largest shareholders of the company. In reality, employee stock ownership plans are
often prepared by the management in order to create another “stable” shareholder. It is also true,
however, that they can provide the employees with the legal authority to influence management
directly.

Role of shareholders

Shareholder rights

The primary right of shareholders is to appoint and, when necessary, dismiss the directors at general
shareholder meetings. It is accompanied by the right to require the directors and the statutory auditors
to report on the management at the general meetings. Shareholders also have the right to be informed
of and participate in decisions which will result in fundamental changes in corporate structure, such as
amendments of the articles of incorporation and extraordinary transactions. In addition, the
Commercia Code stipulates that the salaries of the directors and statutory auditors should be decided
by the genera shareholder meeting. Moreover, though the board is responsible for the formulation
and implementation of corporate strategy, it is legaly possible for shareholders to limit the authority
of the board by amending the articles of incorporation.

The Code aso provides protection for minority shareholders. For example, the “one share one vote’
principle is rather strictly established. Minority shareholders have the right to call a genera
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shareholder meeting and to claim an inspector to be appointed by the court for checking the procedure
of general meetings. One of the most important rights of minority shareholders stipulated in the Code
isthe one for shareholder litigation against misconduct of the directors. Since itsintroduction in 1950,
lawsuits have been rardly filed, as a shareholder was initially required to pay a significant petition fee
in accordance with the claimed damage of the company. However, this process has been significantly
facilitated by the amendment of the Code in 1993, which dramatically reduced the fee to a fixed
amount of JPY 8,200.

Ownership structure

The important merit of public-limited companies, especialy those listed on the exchanges, is that they
can acquire capital from awide range of investors. As of March 1997, there were approximately 28.5
million shareholders for 2,339 listed companies, which means, on average, alisted company has more
than 12,000 owners.” However, their distribution is not even, as shown by the fact that individual
shareholders, amounting to more than 95% of the total number of shareholders, hold less than a
quarter of the outstanding shares (Figure 1).

Figure 1: Distribution of Shareholders by Category
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In other words, a large portion of shares is held by corporations, which distinguishes the ownership
structure of Japanese corporations from that in most other OECD countries. Soon after the Second
World War, outstanding stocks were mainly held by domestic individuals, but their share has steadily
declined to less than 25%. Instead, domestic corporations have been increasing their share, which
amounted to roughly 65% in March 1998.
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Among domestic corporations, financial institutions hold a relatively large amount. Approximately
40% of the stocks belong to domestic financia institutions, while 24% are held by non-financial
corporations. Among the financial institutions, banks have about half, amounting to 22% of all
outstanding stocks, in aggregate (Figure 2). This implies that banks must keep the stocks of a wide
range of companies, as they have been legally prohibited from owning more than 5% of any given
company. The second largest portion, about 10% of all stocks, is owned by life insurance companies.
Ownership shares of financid institutions are also high in the UK and the US, but mutual funds and
pension funds hold the major portion among them and banks have few, if any.

Figure 2: Ownership Structure of Listed Companies
(Distribution of shares by types of shareholders)
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The significant holding of shares by domestic corporations has resulted from the prevalent cross-
shareholding practices among Japanese corporations, which originated in the late 1940s or early 1950s
with the aim of raising capita while preventing hostile take-overs® Cross-shareholding became
prevaent in the mid-1960s to mid-1970s (Figure 3). As stock prices soared in the late 1970s and early
1980s, the shares held by Japanese companies created considerable hidden profits for the companies,
which strengthened their financial basis and contributed to the expansion of their business.

Cross-shareholding is arranged for strategic purposes. It is the symbol of a long-lasting relationship
between the two parties, and consequently the shares in this arrangement are normally not sold off
without the agreement of the issuer. As a result, the prevaent practice of cross-shareholding has
created arelatively concentrated and considerably stable ownership structure of Japanese corporations.
The top 10 shareholders of the companies listed on the Tokyo Stock Exchange (TSE) First Board
have, on average, 44% of the outstanding stocks of a company.® These large shareholders are in most
cases domestic banks and insurance companies as well as other group companies and important
business partners. Research has shown that more than 90% of the listed companies considered the
majority of their stock to be held by “stable” shareholders.™®
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Figure 3: Cross-shareholding Ratios
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Note: The ratio 2 includes holdings by life insurance companies in addition to the ratio 1.

Control by shareholders

Sharehol ders can influence management in two ways. executing their rights as shareholders or trading
the shares. As seen above, shareholder rights are well-protected in legal terms, but it has been rare to
see shareholders in Japan influencing management directly by exercising their legal rights, except for
the cases of abuses by “greenmailers” However, the concentrated ownership structure makes it
possible for key shareholders to have considerable influence over management. As these shareholders
are usually affiliated companies in the same corporate group (so-called keiretsu) or important business
counterparts of the company, they have various occasions to communicate their demands to
management informally. Furthermore, they sometimes send their personnel to the board as directors
or statutory auditors, which provides a means to control management directly.

In this regard, it should be noted that the interests of these key shareholders are not necessarily
identical to those of minority shareholders with pure investment purposes. In addition, these large
shareholders may generally refrain from intervening in the management of the company, because they
put more importance on maintaining or even expanding their business with the company rather than
seeking the short-term returns on shares, and because the company in question is, in turn, often their
large shareholder.

Shareholders may also influence management indirectly through their trading of the shares. In
principle, when they are not satisfied with management, they may sell the shares in the market, which
could lower the share price and eventually increase the risk of a hostile take-over for the management.
However, unlike in the US, in practice this mechanism to discipline corporate managers through stock
markets has not functioned well in Japan. This is not because of the legal framework, which is less
restrictive than that of the US asit does not provide the incumbent management with various anti-take-
over measures, but mainly because of the stable ownership structure supported by cross-shareholdings.

130



One may say that the legal restriction against hostile take-overs is not really necessary in Japan, as the
ownership structure provides sufficient protection.

Moreover, the efficient functioning of the market for corporate control requires that share prices
accurately reflect the performance of company management, which does not seem to be the case of the
Japanese capital market, at least in the past few years. It is also pointed out that in Japan hostile take-
overs may not pay in the end, as they could undermine the incentives and loyalty of the employees and
hence their performance, especially when followed by lay-offs and/or salary reductions.

Role of main banks

Main bank system

In Japan, external control over management of a company is often supplied by its creditors. Among
them, the bank that has a close business relationship with the firm, monitors its operation carefully and
provides external corporate control in lieu of the take-over market by intervening in the management

of the firm, especialy when thefirmisin financia distress. This so-called main bank system is one of
the mgjor characteristics of the Japanese corporate governance structure.

Table 2:The Roles of Main Banks (%)

First Second oTC Private

Section listed Section listed  registered
Underwriting of bond issues 100.0 100.0 96.9 76.6
Providing guaranty in bond issues abroad 88.9 96.6 100.0 88.9
Being the largest creditor 87.2 75.8 80.9 81.5
Having the largest deposits of the 70.1 80.9 83.6 722
company
Hgvmg the longest history of transactions 717 643 70.9 67.6
with the company
Holding a large amount of stock of the 916 720 70.9 14.1
company
Having the largest share in handlln_g the 59.2 63.7 66.4 55.0
employee accounts for salary receipts
Acceptance of personnel as board 45.2 35.0 28.2 16.8
members
Acceptance of personnel as employees 10.3 12.7 17.3 10.0

Source: Fuji Research Institute [1993] quoted by Fukao [1998].

Note: The result of the questionnaire research conducted in January 1993. The valid responses came from 321
firms listed on First Section, 157 on Second Section, 110 of OTC registered, and 518 not publicly traded firms,
except for the first and second items for which the responses were 239, 69, 65 and 128 concerning the first item
and 162, 29, 6 and 9 for the second one.

Thereisno grict definition of amain bank, but it istypically the largest creditor of the company. Main
bank relations imply that the concerned company will ask the bank for credit when the company needs
external finance for its operation and/or investment, and the bank will arrange the needed credit on
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favourable terms either by itself or by organising a syndicate. At the same time, the main bank is
usually one of the major shareholders, in many cases as a result of the cross-shareholding
arrangement, though it is not necessarily the largest one due to the regulation that prohibits banks from
holding more than 5% of the stock of any particular company.

Moreover, in most cases, the main bank is the principa supplier to the company of various financial
services, which include not only loan extensions, but also payment and settlement operations and
underwriting and management of bond issues. The main bank sometimes provides management
resources as well, for example by giving financial and investment advice and even sending its
managers to the board of the company as directors or as statutory auditors (Table 2).

Monitoring by main banks

As the largest creditor and also a large shareholder, the main bank has a definite interest in assuring
the sound management of the company. Through the functions mentioned above, the main bank can
acquire considerable information on the financial and managerial situation of the company on a
regular basis, which enables the bank to carry out effective monitoring of its management. According
to Aoki [1996], the main bank can administer three types of monitoring: ex-ante, interim, and ex-pogt.
Ex-ante monitoring is mainly related to investment decisions of the company. The main bank can
monitor them by examining loan applications, as important investment normally requires external
finance. Interim monitoring concerns performance of the on-going business and projects carried out
by the company. The main bank is best situated to watch these by, for example, monitoring day-to-
day cash flows at the company’s settlement account. Ex-post monitoring involves evauating the
financial performance of the company and, when the company is in difficulty, intervening in the
management decisively to take necessary corrective measures. Having considerable information on
the company, the main bank is well-positioned to decide effectively whether to rescue or liquidate and
how to restructure the company. Moreover, as a significant creditor and shareholder, the main bank
not only can have determining influence on the management, but also can co-ordinate appropriately
the claims of various stakeholders, sometimes by accepting a disproportionately larger burden to
rescue the company.

Table 3: Expectations of Companies for Main Bank Support in Times of Crisis

(%0)

First Second oTC

Section listed  Section listed registered Private
Will obviously help. 63.0 % 529 % 39.4% 419 %
May not help depen.dmg on our situation, 30.1 % 37.4% 50.5 06 42.9 %
but we hope they will.
We used to think they would, but do not 54 % 719% 6.4 % 49 %
any more.
We have never expected them to. 1.6 % 2.6 % 3.7% 10.2 %

Source: Fuji Research Institute [1993], quoted by Fukao [1998].

Note: Percentage of respondents choosing responses to the question, “Do you think your main bank will provide
financial support and loans if you are in crisis?” The valid responses came from 315 firms listed on First Section,
115 on Second Section, 109 of OTC registered, and 508 not publicly traded firms.
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Table 4: Contribution to the Main Banks (%)

First Second OoTC

Section listed  Section listed registered Private

Contribution to deposits 27.9 22.2 21.8 21.0
Intensive orders for paymerjts and 213 15.8 13.6 14.9
employees-related transactions

Addition to interest rates 8.8 4.4 1.8 6.4
Purchase of bank stock 7.5 5.1 55 5.6
Borrowing of more than needed amounts 2.8 4.4 2.7 4.1
Payment of high bond underwriting fees 8.8 1.9 0.9 1.4
Acceptance of personnel 5.6 3.8 0.9 1.4
Others 0.3 1.3 0.0 0.4

Source: Fuji Research Institute [1993], quoted by Fukao [1998].

Note: Percentages of respondents choosing responses to the question, “If you pay costs for your main bank, in
what way(s) do you do so?” The valid responses came from 319 firms listed on First Section, 158 on Second
Section, 110 of OTC registered, and 618 not publicly traded firms.

The main bank system has been beneficial to Japanese banks, asit has enabled them to diversify their
credit portfolios, while economising on the cost of information gathering by sharing the monitoring
roles on corporate management among them. The banks could a so earn sufficient rents through long-
term relationships with the client companies, which often provided fees to the main banks in the forms
of excessive deposits, monopoligtic handling of employee’ s salary accounts, high interest rates, etc., in
the hope of getting help from the main bank when necessary (Tables 3 and 4).

Role of the government

The government has played an important role in supporting the main bank system. First, regulation
has contributed to protecting the rents earned by main banks. Until the deregulation in the 1980s,
there was stringent regulation on deposit rates, which had been kept at sufficiently low levels so that
the banks could gain a fair amount of profits by extending loans. Competition among the banks had
been therefore mainly related to lending volumes. In this context, being a main bank was quite
profitable, as it assured the bank of the largest share of the lending to a client company on along-term
basis. The regulation that effectively restricted new entry to the banking industry had contributed as
well to protecting the rents for the existing banks.

Second, the government has provided discipline to main banks. Through its regulatory and supervisory
powers over banks, the government has played the monitoring role of a main bank for the banks. Once
the government discovers that a bank is in difficulty, the government is expected to take appropriate
corrective actions, including merging the bank with a healthy bank which operatesits business soundly.

Contingent gover nance mechanism

The corporate governance structure with contingent control by main banks worked well in Japan in
past years. The main bank system was quite efficient not only for the banks, but also for the other
stakeholders, who could free-ride the intensive monitoring by a main bank. It was particularly
important when financial experts were scarce in the society. Moreover, the monitoring by a main bank
on corporate management, especialy the ex-post monitoring, reduced the risk associated with the
bankruptcy of the company, so that Japanese firms could get considerabl e finance from the main bank

133



as well as other lending institutions. It enabled Japanese firms to be highly indebted, compared with
those of the UK and the US, which has contributed to lowering their cost of capital and thereby
encouraged them to invest in longer-term projects.™

It should aso be pointed out that the contingent governance mechanism, heavily dependent on the
monitoring role of main banks, has limitations. First, the monitoring is inevitably biased by the
interest of main banks which are typicaly the largest creditor of their client companies. As suggested
above, the agency problem between lenders and shareholders could be lessened by a main bank being
alarge shareholder concurrently. However, considering that shifts in effective corporate control were
often triggered by the financial distress of the firms, the contingent governance mechanism functioned
to protect the interests of the lenders rather than to lead to the maximisation of shareholder returns.

Second, the mechanism has the inherent tendency to lead to alack of proper risk assessment by banks
and by companies. The competition among banks for their lending volumes, supported by the rents
protected by regulation, can induce banks to increase lending without sufficient risk assessment by
free-riding on the main bank monitoring; the bank, in turn, isinclined to expand further its credit to the
client company in order to protect the merits of being a main bank. As seen above, the higher the
leverage of a company, the lower the cost of capital for the company becomes. The volume
competition among banks could keep the interest rates for their lending at low levels, which
encourages the company to invest in projects with lower expected returns. The lack of effective
monitoring from the viewpoint of shareholders is likely to result in poor profitability of a firm and
lower returns on equity.

Last, the monitoring role of a main bank has to be effectively supported, on the one hand, by the
sufficient rents to be earned by the bank in association with its role, and on the other hand, by the
sufficient capacity of the bank to exercise the effective monitoring, especidly to bear a
disproportionately large burden when the client company getsin distress.

Nevertheless, this contingent governance mechanism worked well in Japan for many years. It is
probably because the key shareholders of a given company were mostly its affiliates or business
partners, as seen above, which were more interested in continuing the business relationship with the
company than in boosting returns on equity, and aso because the returns were not excessively low,
given the generally strong performance of Japanese firms in the growing economy. The economic
expansion in the 1980s also helped to reduce the costs of main banks, as the risks of their clients being
in trouble was relatively low and asset price increases created considerable hidden profits for the banks
to strengthen their financial base.

1. Recent trends

Since the economic bubble in the latter half of the 1980s ended, the Japanese economy has been
stagnating. In this economic climate where the performance of Japanese firms has also been
disappointing, the traditional corporate governance practices as well as other characteristics of
“ Japanese management” have come under question. In response, various changes and reforms have
recently been observed in the corporate governance structure. This section outlines these changes and
reforms. Fird, it discusses a weakening of monitoring by main banks which played a key role in the
traditional “contingent” governance structure. Second, increasing pressure from shareholders on
management is described. The pressure has been intensified because of a shift in the ownership
structure as well as a change in the attitudes of shareholders. Third, the section looks over recent or
forthcoming changes in some basic rules for corporate management and their influence on corporate
governance practices. Last, the recent efforts of Japanese firmsto reform their boards are illustrated.
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Weaker contral by banks
Shift in corporate finance

High economic growth during 1960-74 created significant cashflows for Japanese companies. As a
result, in the following relatively slow growth period, their need for external funding decreased and
internal sources of funding became more important in their financing for investment, making the firms
less dependent on bank finance. Official statistics show that, in the aggregate balance sheet of listed
companies, theratio of capital to total assets has continuoudly increased for the last 20 years, while the
ratio of fixed liability has stayed unchanged or even slightly decreased (Figure 4).

In addition, deregulation of the financial markets in the 1980s paved the way for Japanese corporations
to raise funds in the market. Thanks to their strong financial positions in those days, many Japanese
firms could earn high credit ratings, which enabled them to get finance in the markets at more
favourable rates than banks offered. This further weakened their dependence on bank finance. This
trend has continued in the 1990s (Figure 5).

Decreasing dependence on bank finance does not necessarily mean a weakening of the relationship
with the main banks. Research has shown that more than 80% of large Japanese firms do not plan to
decrease their borrowing from the main banks (Table 5). However, another survey indicates that
approximately 60% of the companies expect the role of the main banks in corporate governance to
lessen in the next five years.”

Figure 4: Balance Sheet Compositions of Listed Companies
(Ratios to total assets)
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Source: Tokyo Stock Exchange
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Figure 5: Composition of Debt Financing
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Table 5: Projection of Financing by Sources
(159 firms with more than JPY 10 billion sales)

Financing sources Current Ratio | Increase Nochange Decrease
Borrowing from main banks 14.5% 21.5% 65.1% 15.6%
Borrowing from other banks 33.4% 12.4% 57.0% 30.6%
Borrowing from group companies 0.4% 1.1% 97.7% 1.1%
Borrowing from business counterparts 1.2% 4.7% 88.4% 7.0%
Other borrowing 7.2% 9.7% 75.3% 15.1%
Domestic bond issue 24.1% 33.7% 51.5% 14.9%
Overseas bond issue 7.1% 20.9% 62.6% 16.5%
Domestic equity issue 7.0% 7.1% 87.1% 5.9%
Overseas equity issue 0.5% 4.9% 92.6% 2.5%

Source: Mitsubishi Research Institute, Research on Japanese corporate system.

Lessincentive and capability of banks

By the 1990s, due to increased competition among banks and between banks and financial markets,
the rents that banks can earn by being “main” banks have considerably diminished. First, financial
market deregulation in the 1980s increased competition between banks and securities markets, which
reduced dependence on bank finance of Japanese firms, as discussed above. Second, competition
among banks for expansion of lending volumes has resulted in strengthening the bargaining power of
the firms in loan negotiations. This eroded the profitability of the main banks which are expected to
supply credit at the most favourable conditions to their client companies. Third, the regulation on
deposit rates, which had effectively protected the rents of banks in increased lending, was gradualy

eased in the 1980s. This also contributed considerably to deterioration of the banks' profitability.
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In the economic slowdown of the 1990s, the capacity of banks to perform the monitoring functions as
main banks over their client firms weakened significantly. As aresult of the collapse of the “bubble”
economy in the 1980s, Japanese banks have suffered from accumulated problem assets, which have
eroded their capital base significantly. Responding to such distressed capital situations, the banks
have recently been squeezing their balance sheets while trying to increase capital. They have become
much more cautious in extending new loans and reluctant to renew existing ones, which has created a
serious credit crunch in the economy. The weakened capital base of the banks, coupled with the
eroded rents, has discouraged them from performing the ex-post monitoring function. This has been
attested to by some of the recent bankruptcy cases, in which, against genera expectation, the main
banks did not save the troubled companies by providing liquidity, nor did they agree to bear
disproportionately large burdens in the liquidation of the companies.

The deterioration of their capital base also made it more difficult for the banks to keep a substantial
amount of corporate shares, as discussed below. It is likely, therefore, that in the near future main
banks will be obliged to decrease their holdings of client company shares, possibly weakening the
relationship between the client companies and the main banks. The monitoring roles of the main
banks would thus become less effective as there would be less insider information. Moreover, an
agency problem between the main banks and the other shareholders of the client companies could
emerge, which would result in the outside shareholders having to take actions by themselves to
monitor the corporations.

Increasing pressure of shareholders
Dilution of cross-shareholding

Research shows that the ratio of cross-shareholdings (including holdings by life insurance companies)
declined from the peak of 55.8% in 1986 to 45.7% in 1997. More recently, this trend has clearly
accelerated from 0.5 percentage points annually between 1987 and 1992 to 1.4 percentage points
annually between 1993 and 1997 (Figure 2).

The dilution of cross-shareholding has been induced by the successive deterioration in share prices and
profits of Japanese companies since the bursting of the financia bubble towards the end of the 1980s
(Figure 6). In contrast to providing various benefits - such as creating hidden assets to strengthen their
financia base - to Japanese firms when their general performance was good, once economic
performance worsened, cross-shareholding unveiled its negative effects on corporate management. First,
long-term holdings of such shares deteriorate efficiency in asset management, as the shares pay low
dividends and yield little or even negative capital gains. Second, the total asset value of a company as
well asits profits are exposed significantly to share price volatility, which isintensified by low liquidity
in the market resulting from relatively stable holdings of a large portion of the shares. These costs of
cross-shareholding did not surface when a company made high profits in its own business and had
sufficient hidden assets to cushion the volatility. The costs are now considered to be significant by many
Japanese firms, as their own performance has weakened in the economic dowdown and their hidden
assets have become eroded after a prolonged period of deterioration in share and land prices.

Fukao [1998] argued that this problem is particularly severe for banks, as well as domestic ingtitutional
investors such as life insurance companies, which currently hold a considerable amount of corporate
shares. As a result of writing off huge problem assets accumulated in the aftermath of the financia
“bubble’, capita of many banks has been severely damaged so that the costs of holding such stock
portfolios have become excessive. Itishighly likely, therefore, that the banks will cut their shareholding
to more appropriate levels, which will lead to a substantial unwinding of cross-shareholding.
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Figure 6: Development of ROE of Japanese Corporations

%
14

12+
ROE of all listed companies

N AN
\_L A
-

ROE excluding financial sector ’

10+

41 JGB yield

, Yer

75 76 77 78 79 80 8L 8 83 8 8 8 8 8 89 9 91 92 93 94 95 96 97
Note: JGB yields are the 10 year government bonds yields to subscribers.
Source: Tokyo Stock Exchange

Increasing share of foreign investors

The reduction of cross-shareholding inevitably results in a relative increase in shareholdings by
investors other than non-financial corporations, banks and insurance companies. Among such
investors, foreign investors have increased their share remarkably. They now hold approximately 10%
of total stocks of listed companies (Figure 1). For approximately 12% of the companies listed on the
TSE, foreign sharehol ders own more than 15% of the outstanding shares.™®

The influence of foreign investors is much more significant in the market, since the liquidity of the
market is thin as a result of a large portion of stocks held by “stable’ shareholders. The share of
foreign investors in the market turnover has increased constantly, reaching amost a third in 1998
(Figure 7). The investment strategies of foreign investors have a substantial influence on the stock
prices of the large, reputable companiesin particular.

Figure 7: Shares in Market Turnover by Category
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Domestic ingtitutiona investors could have played a much more important role in absorbing the shares
placed to the market by strategic corporate shareholders, but the redlity is that life insurance
companies, the largest institutional investors in Japan, as well as non-life insurance companies and
investment trusts, have been decreasing their portionsin the ownership structure. Only pension funds
have increased their share, but it was only 3.3% in 1997, as private pensions play only alimited rolein
the Japanese pension system.

Thisislikely because of the disappointing performance of corporate stocks, but also because, like banks,
such ingtitutional investors have lost their capacity to cushion the risk of price volatility of stocks from
their clients whose risk profiles are very risk-averse. Fukao [1998] argued that Japanese ingtitutional
investors have essentially provided fixed-income financial assets for the household sector while
investing in risky assets such as shares and long-term bonds. This risk mismatch was absorbed by their
own capital and the unrealised profits on their stock and land portfolios, but these cushions have been
eroded significantly by the continued deterioration of stock and land prices, as well as by the poor
performance of their other investments after asset price bubbles burst towards the end of the 1980s.

Intensified demand of shareholders

In addition to the shift in ownership structure mentioned above, changes can dso be observed in the
attitudes of shareholdersin two respects: first, more shareholders tend to demand higher returns on equity,
and second, shareholders have started to influence the management directly in seeking higher returns.

The first is the direct consequence of the recent shift in the ownership structure described above. The
higher the ratio of “outside” shareholders who seek pure economic returns on their investment in shares
is, the more directors have to pay attention to their interests. Moreover, the extremely low levels of
current returns on equity should urge traditional “insider” shareholders, who stress the importance of the
long-term business relationship, to press directors to deliver higher returns, before disposing of them.

The second aspect is related to the recent tendency of institutional investors to become more active in
using their legal rights in order to enhance the returns on shares, rather than simply selling the shares
outright when they are not satisfied with low short-term returns. CaPERS (California Public
Employees’ Retirement System), which is active in executing its shareholder rights to require more
effective corporate governance from the viewpoint of investors, has invested more than JPY 4 billion
in Japanese firms, and proposed in March 1998 some concrete actions for Japanese corporations to
strengthen their governance. Domestic ingtitutional investors, such as life insurance companies and
pension funds, also have come to voice their interests as investors. In 1998, reportedly, a pension fund
managed by atrust bank decided to execute its voting rights against the proposals of the managements
at the general shareholder meetings of the particular companies™® Other domestic institutional
investors are likely to follow this movement, which would lead to strengthening the control that
shareholders have over management.

Activism of shareholders in using their lega rights can be also seen in the increasing number of
shareholder litigations against management misconduct, especially after the amendment of the
Commercia Code in 1993 to reduce the burden to initiate such actions. This has created considerable
pressure on the members of the boards who personally face the risk of enormous financia liability as
the result of such litigation. Shareholder litigation clearly distinguishes the board members from the
employees, which has a dramatic impact on the recent reform of the board discussed below. It is
argued, however, that shareholder litigation may put excessive pressure on directors, impeding them to
make material management decisions promptly since, unlike in the US, the rule to safeguard directors
from lawsuits against their business judgements has not yet been established in Japan.
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Changesin basic rules for management
Changesin practices and framework of management

The recent intensification of shareholder activism has pushed the management of Japanese
corporations to modify their conduct to reflect more closely the interests of shareholders and maximise
their value. An increasing number of firms has launched measures to improve the efficiency and
transparency of management from the investors' viewpoint. These measures include a more efficient
use of funds with share buybacks, introduction of incentive schemes to link compensations of
corporate executives to their performance, improvement of disclosure, and adoption of the holding
company structure.

These measures are supported, or sometimes induced, by various changes in the basic rules for
corporate management which have been recently implemented or are expected to be implemented
shortly. For example, the amendments of the Commercia Code to lift the restrictions on share
buybacks and stock options were initiated by companies, while the forthcoming reforms of corporate
accounting practices encourage them to improve their disclosure.

Efficient use of funds

In the traditional governance framework, the managers of Japanese firms tended to pay more attention
to their employees and lenders and to pour available funds into the expansion of the business. This
use of funds became quite inefficient, however, as the economy slowed and investment opportunities
lessened. The increased influence of shareholders has recently forced management to revise such
strategies and to seek a more efficient use of funds from the viewpoint of current and potential
shareholders.

One remarkable response is the increasing implementation of share buybacks for redemption. When
sufficiently profitable investment projects are scarce, to repurchase and redeem its own shares is an
efficient use of funds for a company to meet the interest of its shareholders, as it reduces the number
of outstanding shares and possibly leads to higher future returns on equity. Share buybacks were
legaly prohibited in Japan, but the amendment of the Commercial Code in 1995 lifted the ban in
response to the strong request of the business sector. Since then, the number of companies which have
implemented share buybacks for redemption has rapidly increased. The legal amendment in March
1998 to expand the funds available for buybacks has further facilitated their use. By September 1998,
approximately 45% of publicly traded corporations had announced plans for share buybacks for
redemption, though only 20% of those companies actually implemented them (Table 6).

Table 6: Share Buybacks by Japanese Firms

1995 1996 1997 1998 Total
Companies announced 5 16 262 1179 1462
Companies implemented 5 16 78 186 285

Source: Life Insurance Association [1998]

140



I ncentive scheme

Linking the personal interest of directors and employees to their performance is an effective way to
increase the efficiency of management and operations. Traditionally the salary of a Japanese worker
was connected to his seniority in the life-time employment practices, and reflected the performance of
the industry and to lesser extent that of the company. In recent years, however, responding to their
disappointing performance, Japanese firms are increasingly setting out to introduce incentive schemes,
especialy for company executives, that link compensation to the performance of the company, or,
when applicable, to those parts of the company that the executives are responsible for.

In this context, some companies have adopted returns on equity or share prices as criteria to measure
performance so as to make clear their desire to maximise shareholder value. This movement was
encouraged by the amendment of the Commercia Code in May 1997, which removed the legal
impediments to stock options. The amendment was strongly urged by the business sector, and was
accomplished quite quickly in the hope of having a favourable influence on the weak stock market.
By January 1999, 165 firms, of which 96 are listed, had decided to introduce stock option programs.*
Modification of the current unfavourable tax treatment, which is now under discussion, would further
accel erate the use of stock options.

Reforms of corporate accounting practices

Investors put importance not only on actual economic return but also on transparency in management,
as the latter enables them to assess returns and risks associated with their investment appropriately.
Especially in the current stagnated economic situation in which remarkable business performance is
generally difficult, Japanese firms are obliged to put more emphasis on disclosure. Increasing
importance of credit agencies in the market adds to the pressure on firms, as credit agencies are ready
to downgrade a company lacking sufficient transparency, which usually leads to a decline in the share
price and an increase in the interest rates paid for borrowing. Many companies have reinforced their
activities for investor relations, and some of those which have significant ratios of foreign ownership
have begun to hold investors meetings oversess.

In association with this trend, maor reforms of corporate accounting standards are about to be
implemented. Among various changes, those that should have a significant impact on corporate
governance practices are the emphasis on consolidated accounting and the introduction of mark-to-
market accounting on financial products. Even though these new practices have already been partly
introduced, this reform was not necessarily driven by the business sector but rather by market forces.
The recent bankruptcy cases of large corporations raised a question as to the effectiveness of the
traditional accounting practices. The reforms also reflect intensified demand from foreign investors
and the credit agencies which operate internationally for harmonising Japanese accounting practices
with the internationally accepted ones. The new standards are mostly in line with the principles that
the Internationa Accounting Standard Committee expects to establish shortly.

First, in June 1997 the Business Accounting Council, a government advisory committee on corporate
accounting standards, submitted its recommendation to reform disclosure required by the Securities and
Exchange Act, so that corporate information is provided principally on a consolidated basis.
Consolidated financial statements were introduced in 1977, and the number of companies that provide
such reports has gradualy increased, accounting for more than 60% (2,300 companies) of the domestic
companies that submit financial reports to the authority."” However, consolidated accounting has played
arelatively minor role in corporate disclosure where major accounting standards are still established on
an individual company basis according to the principle of the Commercial Code. In order to respond to
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the demand of investors for better transparency in management, this reform intends to give the major role
to consolidated accounting for the disclosure of companies whose securities are traded in a market. The
new practices will be enforced in April 1999.'8

Emphasis on consolidated accounting not only prevents large, listed companies from dressing up their
financial statements by conducting transactions with the unlisted group firms, but also alows the
executives to view their companies as a portfolio of businesses. This shift in attitude induces changes
in the corporate structure and corporate governance practices of Japanese firms, as discussed below.

Second, the Council also published its recommendation on the introduction of market-based valuation
of financial productsin January 1999. Asset valuation has traditionally followed the lower-of-cost-or-
market method in principle, reflecting the conservatism of the Commercia Code in corporate
accounting. This practice resulted in accumulation of unrealised profits for Japanese companies,
especialy in the early 1980s, and allowed them to expand their balance sheets aggressively, which led
to difficulties afterward. Drawing alesson from this harsh experience, and also seeking harmonisation
with international standards so as to appease foreign investors, it has been decided to introduce mark-
to-market accounting on financial products in 2000.%

This accounting reform will sweep out unrealised profits and make firms that have a large amount of
financia assets more exposed to price volatility in the markets. It will obviously increase the cost of
keeping inefficient financial assets, which will inevitably accelerate the recent tendency of liquidating
cross-sharehol dings described above.

Introduction of a holding company structure

After years of operation and occasional business expansion, the corporate structure of large Japanese
companies has become huge and complicated, with a number of divisions, subsidiaries and related
companies. The deteriorated performance of Japanese companies, coupled with the intensified
competition with other international firms, has urged them to streamline and reform their organisation
by introducing a holding company structure. This movement induced the legal change to lift the ban
on creating a pure holding company in December 1997 which, in turn, accelerated the movement
toward reform. The first case after the legal change is Daiwa Securities Co., Ltd which decided in its
extraordinary general meeting of shareholders on 5 February 1999 to create a pure holding company.
Other large companies are aso moving in this direction, either by establishing a similar holding
company or by building a quasi-holding company structure through the creation of independent profit
centres in the company which, together with the subsidiary companies, are supervised by the central
management.

This movement eventually will be supported by expected legal changes. An amendment to the
Commercia Code is expected to bring about a new method of exchanging shares which would enable
existing companies to create a holding company smoothly and economicaly. The introduction of
corporate taxation on a consolidated basis, which would facilitate considerably the creation of holding
companies, is aso under serious discussion. Moreover, though not a lega change, the forthcoming
accounting reform for emphasising consolidated accounting will reinforce this momentum by
changing the attitude of management in large companies.

The holding company structure will make it easier for management to trade its business units with

other companies, and thereby facilitate mergers and acquisitions. It could possibly create a market for
corporate control in Japan, leading to better disciplining of management by market forces.
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Reform of the board

Board restructuring

More recently, efforts of Japanese firms to improve efficiency and transparency in corporate
management tend to accompany the reform of the board of directors. Various measures have been
carried out or discussed in order to strengthen the effective functioning of the boards which are legally
responsible for management, and to increase their accountability for existing and potentia
shareholders.

The leading company in this respect is Sony Corporation. After introducing a quasi-holding company
structure within the company in 1994, Sony decided in June 1997 to downsize the board from 38
directors to 10 by transforming most of the directors in charge of actua management of the
“subsidiary companies’ into executive officers. It also increased the number of independent directors
from two to three, while the remaining 7 directors are concurrently the executives. An increasing
number of companies have recently announced plans to downsize their boards by introducing the
executive officer system, which usually accompanies the comprehensive streamlining and reorganising
of the company with the introduction of a holding company structure.

One may distinguish two factorsin this reform, which are in many cases closdly interrelated. The first
factor is downsizing of the board. This usualy intends to improve the efficiency of the functioning of
the board which has been criticised to be superficia particularly because of its size. The second relates
to changes in the practical function of directors. The demand from investors for effective disclosure
and the eventual reform of accounting standards urge the board to focus more on overall strategy and
supervision of a group of companies than on management of individua companies. Creation of a
holding company structure should clarify this change of the function of the board. More important,
the increasing recent cases of shareholder litigation highlight the legal responsibility of individual
board members for managerial decisions by the board. These factors require each director to be
competent and fully accountable for management and supervision of the company and its subsidiaries.
Obvioudly this change of the actual role of directors accelerates the significant downsizing of the
traditional board structure in which many directors do not actually participate materialy in managerial
decision making.

I mprovement of supervision

As was previoudy explained, one of the deficiencies of the traditional board structure is its weak
supervisory function over the affairs of directors. In the context of reforming the board to be more
accountable to shareholders, various measures to improve the supervisory function of the board are
being implemented or considered. Roughly speaking, there are two types of measures. those to
strengthen the existing mechanism and those to adopt a new mechanism which is widely used in
the US.

The first type of measures mainly focuses on improving the function of statutory auditors, who are
legally responsible for external supervision of management on behalf of the shareholders. The
following three elements could reinforce their supervisory function in governance practice. Firs, their
independence from management could be improved. The concrete measures proposed and seriously
discussed include increasing the number of “independent” auditors required in a board of auditors,
stipulating a more stringent definition of “independence”, and lengthening the term of service for
statutory auditors. Second, the actions that statutory auditors can take against management could be
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strengthened. Granting statutory auditors the authority to suspend or dismiss directors would increase
the auditors' power significantly, but little discussion has taken place on this kind of drastic action.
Finally, the capacity of statutory auditors to gather information on management could be reinforced.
In this context, measures such as an increase in the budget and staff for the auditors, and closer co-
operation of statutory auditors with the internal audit and legal section and/or outside professionals,
have been implemented or planned in some companies.

The current policy discussion seems to focus on the measures to reinforce the functioning of statutory
auditors, inter alia those to strengthen their independence from management. A committee in the
ruling Liberal Demacratic Party published in September 1997 its proposal to amend the Commercia
Code, which contains the measures to improve the independence of statutory auditors enumerated
above, as well as a review of the framework for shareholder litigation. Japan's Federation of
Economic Organizations (Keidanren) has also issued a similar proposition.

The second type of measures to improve the supervisory function of the board are based on
introducing new mechanisms that are popular in the US. These measures include appointing
“independent” directors and establishing remuneration and appointment committees.

Referring to US corporations which strengthened the supervisory function of their boards by
increasing the number of “independent” or “outside” directors who are not executives and who focus
on supervising executives, some suggest that Japanese companies should also raise the number of such
independent directors to a majority on their boards. Recent research shows that on average
independent directors represent approximately a third of the directors for large, listed companies, but
few companies plan to increase the number of independent directors on their boards, even though they
recognise the importance of their role®® Thisis possibly because external supervision of management
is seen as the principal role of statutory auditors, and not as the primary function of directors, who are
themselves responsible for managing the company.

Establishing remuneration and/or appointment committees has also not been very popular among
Japanese firms. There are some companies which have recently established a remuneration committee
to determine the compensation for respective directors and/or an appointment committee to select
candidates to become directors, asin US. companies. However, these committees in Japanese firms
may differ from thosein US firms, as they are sometimes composed of “independent” individuals who
are neither directors nor statutory auditors elected by shareholder general meetings and therefore have
no legal responsibilities to the shareholders. One may argue that the committees are necessary in the
US to rationalise high managerial salaries and to choose objectively - both from inside and outside the
company - competent candidates to become directors. But these issues have not been so relevant in

Japan.

V. Future prospects

As mentioned above, one can observe recently aremarkable shift in the corporate governance structure
of Japanese corporations. Research shows that the number of listed companies that have implemented
or plan to implement concrete measures to strengthen governance is rather limited (Table 7). However,
there is now an accelerating trend toward the improvement of corporate governance practices. For
example, half of 17 major banks in Japan have recently introduced or are determined to introduce the
executive officer system coupled with downsizing the board.*
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Table 7: Measures to Improve Corporate Governance”

(%)

Taken Will Take ~ Will Not  Not Know?
Appointing independent directors’ 35.6 4.0 37.9 225
Appointing executive officers 35 10.6 54.9 31.0
Downsizing the board of directors 28.6 9.9 319 29.6
Setting up aremuneration committee 04 2.0 74.6 23.0
Setting up an appointment committee 0.6 2.0 74.3 231
Setting up a body for legal compliance 25.8 10.0 38.8 254
Setting up an advisory body of outsiders 3.8 2.6 71.3 22.3

Note:

1) Percentages of 1,137 responding companies out of 1,822 companies listed on the Tokyo Stock Exchange.
2) Including “plan to take other measures for the same purpose”.

3) Directors who have not been director or employee of the company and its subsidiaries for the last 5 years.
Source: Tokyo Stock Exchange [1998b].

The shift seems to be heading for a governance system based on the Anglo-Saxon model. Thisis not
surprising, as these changes have been at least partly induced by the increasing influence of foreign
shareholders, especialy those from Anglo-Saxon countries. Indeed, these changes are becoming
common for the large listed companies, which are expanding their business internationally, but, for the
moment, less so for a number of relatively small Japanese corporations..

It is not likely, however, that the governance practices of Japanese corporations will become identical
to those of the Anglo-Saxon model in the near future. Corporate governance practices do not stand
alone, but are closdly interrelated with various economic and social systems and practices, for
example, legal and regulatory systems, financia market systems, employment practices, etc. These
systems and practices cannot be completely converged with those in the Anglo-Saxon countries, even
though they may move in that direction in the period of mega-competition. In response to the
significant changes in business environments, Japanese corporations are now seeking their own model
of corporate governance, suitable to them in their particular environments.
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10
11
12
13
14

15
16

NOTES

The numbers of companies, except for that of listed ones, are as of 30 June 1998 (National Tax
Administration, Kaisha Hyouhon Chosa). The number of companies listed on stock exchanges was
2,387 as of 7 December 1998.

Aoki [1996].
The Weekly Toyo Keizai, 20 September 1997.

In the past, a ban on directors being concurrently executives or employees of the company was
discussed. It was not adopted due to the opposition of the business sector; instead, the supervisory
function of statutory auditors was reinforced to cover not only financial reporting but also
management of the company (Fukao [1997]).

Life Insurance Association [1998].

OECD [1995-1996] contains the data on the international comparison of CEO compensations,
originaly provided by Abowd and Bognanno (1995), “International Differences in Executive and
Managerial Compensation”, in Freedman and Katz (ed.), Differences and Changes in Wage Structure,
Chicago, University of Chicago Press.

Tokyo Stock Exchange [19984].

In the late 1940s, many large firms, especially ex-zaibatsu (the large financial holdings in the pre-war
period) affiliated companies, faced the pressing need to raise capital under the reorganisation plan
after the Second World War. However, the stock market collapsed in 1949 because of the serious
recession induced by the severe anti-inflation policy implemented in 1949 as well as the excess supply
of stocks resulting not only from rushing issues of stocks by the large companies, but aso from
market auctions of stocks of ex-zaibatsu affiliated companies, which began in 1948 in order to
redistribute their ownership among the public and thereby “democratise” the Japanese economy. The
market collapse brought two serious problems to the management of large companies:. the difficulty in
increasing capital and the real threat of hostile take-overs with high liquidity of shares and sharp
declines in share prices. In order to survive this difficult circumstance, the companies asked their
related firms, especially financia institutions, to hold their shares. As a result, cross-shareholding,
especially among ex-zaibatsu companies, advanced significantly during 1949-55 (Miyajima[1995]).

As of December 1998. The ratio includes holdings by the executives of the companies in addition to
the 10 largest shareholders.

Fukao [1997]

More detailed analysis was provided by OECD [1996] and Fukao [1997].
EPA [1997].

As of December 1998.

This is the share of the market turnover excluding the transactions conducted by securities houses for
their own sake. The share of the total turnover, including these transactions, is 18.6%.

Nikkei Shinbun, 24 June 1998.

The numbers of companies are available at the web site of Daiwa Securities Co., Ltd
(http://dvl.daiwa.co.jp/K OK Al/Stock/stock.html).
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17

18

19

20
21

Business Accounting Council, Draft Recommendation concerning Review of Consolidated Financial
Reporting, 7 February 1997.

More precisely, it will be applied to the business year of respective companies starting on, and after,
April 1999.

Applied to the business year starting on and after April 2000, except for vauation on the securities
whose holdings are not evident either for trading purpose or for holding until maturity purpose. The
mark-to-market valuation of these securities which are considered to include the mgjority of stocks
held by corporations with cross-shareholding arrangements, will be enforced for the business year
starting on and after April 2001.

Life Insurance Association [1998].
Nikkei Shinbun, 27 May 1999.
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DISCLOSURE AND CORPORATE GOVERNANCE: A JAPANESE PERSPECTIVE

by
Hideki Kanda”

l. I ntroduction

I will limit my comments to disclosure in publicly held business firms. Also, by "disclosure" | mean
disclosure required by law (unless otherwise indicated).

| would like to emphasise three points. First, it is easy to say that disclosure is agood thing. Infact, |
am an advocate of disclosure. Disclosure enhances transparency. Disclosure helps "stakeholders' of
the firm and other market participants act properly. With adequate information, investors can buy or
sell stock, express their "voice" to the management, or even acquire control of the company. Also,
disclosure might prevent fraud. Despite these benefits, however, costs accompany disclosure. These
costs are carried by the firm which is required to make disclosure, and thus by the national economy.
Therefore, when one wants to improve the disclosure system, one must have a clear idea of exactly
what disclosure system to aim for. Indeed, it is extremely important to be aware of what information
should be disclosed. Information being disclosed must be "useful,” that is, understandable and
verifiable. In this sense, what accounting rules should be adopted is particularly important. And audit
by accounting professionals must be reliable.

Second, disclosure does not have an absolute value in isolation. The value, or the effectiveness, of
disclosure depends very much on other (often non-legal or loosely legal) conditions, such as the style
of finance and ownership structure. The value of disclosure is higher where there is a well-functioning
capital market. It isalso higher where investor ownership is dispersed rather than concentrated.

Third, from a corporate governance perspective, disclosure alone may not be enough, and other legal
infrastructures are equally important for corporate governance to matter. For instance, even if a vast
amount of information on public companies is available in the marketplace, if there are restrictive
legdl rules on corporate takeovers, the "market for corporate control” does not function as an effective
corporate governance device. Therefore, when one considers improving the disclosure system, one
must also prepare a comprehensive regime of securities regulation to take full advantage of the
disclosure regime.

In Japan, the disclosure system is becoming more and more important. | believe that this trend is
consistent with what | just said - first, Japan is adopting global accounting standards; second, Japan is
moving from a bank-centred system to a capital market-based system, and from a system with
concentrated investor ownership to a system with more dispersed investors, and third, Japan is
comprehensively overhauling its legal and regulatory infrastructure of capital markets.

" Professor of Law, University of Tokyo.
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| will elaborate these points below. In Section Two, | will examine the role and limitation of
disclosure required by law. In Section Three, | will provide an overview of the Japanese situation.
Finally, Section Four ismy brief conclusion.

. Theroleand limitation of disclosurein corporate gover nance

Thelogic of mandatory disclosure: why and what to disclose?

Capital markets may be both well-developed and well-functioning markets when compared with
product and other markets, but they operate in a highly regulated environment. Highly organised
securities markets on stock exchanges a so operate in a highly regulated environment. The reason why
there is more, rather than less, regulation in capital markets - as compared with other ones - stems
from the historical origin of securities regulation: protecting public investors against manipulative and
deceptive activities by securities brokers and others. Thus, securities regulation in most jurisdictions
emerged and is centred upon the idea of retail investor protection.2 The two fundamental ways of
protecting investors are found in mandatory disclosure and anti-fraud rules.

The vaue of disclosure has been well recognised, and the relationship between the amount of
information available in the market place and the "efficiency" of the stock market has been well
analysed.3 Why the law must require a firm to disclose certain information, however, is not entirely
clear. Nevertheless, most industrialised economies today have alega system of mandatory disclosure.
In fact, civil law countries have a register system of merchants, which provides specific information
regarding the amount of stated capital, the names of officers and directors, and other pertinent
information on business entities. In many jurisdictions, securities law provides a detailed and complex
disclosure system for large public companies.

The value of disclosure depends on the value of information being disclosed. In general, information
being disclosed comprises two kinds. accounting and non-accounting information. For accounting
information to be useful, it must be based on proper accounting treatment. What is proper accounting,
however, is not entirely clear, and is much debated today. The globa trend is that the importance of
market-val ue accounting is more and more recognised.

Disclosure and the depth of the capital market

Mandatory disclosure has both benefits and costs. Its value depends on other elements of corporate
governance.

Among various determinants of corporate governance, or how companies are run, it is well-known that
two are most important: the style of finance and ownership structure. First, for the style of finance,
jurisdictions can be classified as either the bank-centred system or the capital market-centred system.
Because capital markets function better when more information is available in the market place,
disclosure is more important and more valuable in the capital market-centred system. In other words,
in any given country’s policy, the increased emphasis on the disclosure system means increased
emphasis on the capital market-based system. This suggests that Japan’s efforts to improve the
disclosure system in recent years is an indication that it is moving from the bank-centred system to
the capital market-based system.
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Second, when ownership is concentrated, investors are able to collect necessary information about the
firm by themselves, rather than through the mandatory disclosure system. When ownership is spread
out, dispersed investors face the collective action problem, and may benefit more from mandatory
disclosure. This suggests that where investors are more dispersed, the mandatory disclosure system is
more valuable and more effective. This may also suggest that where disclosure is taken increasingly
into account, an investor ownership structure may be changing to non-concentrated ownership.

Other legal infrastructures, however, are equally important for the capital market to function well and
properly. One typica example is the rule for corporate takeovers. It is well-known that corporate
takeovers discipline inefficient management, but restrictive legal rules on corporate takeovers often
emerge for political reasons. When corporate takeovers are difficult, the value of capital markets -
from a corporate governance perspective - would be reduced.

Disclosure as a legal rule: periodicity and enforcement

Disclosure mandated by law has inevitable weaknesses. For instance, the most typical mandatory
disclosure system is to require public companies (known as "reporting companies') to make disclosure
periodically. Disclosure is made quarterly in the US, and twice a year in Japan. The scope of
information being disclosed is carefully delineated in law, and the key information being disclosed is
accounting and financial data. Such periodic disclosure, however, has at least two flaws. First, there
is a time lag between the date when disclosure documents (typically the firm's financial statements)
are prepared and when they are actually disclosed. In Japan, the legal ruleisthat periodic disclosureis
made semi-annually, and the financia statements must be prepared and become public within three
months of the cut-off date. For instance, an annual report must be prepared and become public after
the closing of the company’s fiscal year. Thus, there is a three month lag. Second, there is no
obligation for the company to update the information supplied in the financial statements, even if
something happens after they are prepared and become public. There is an exception that certain
important events must be disclosed in a specia report (known as an "8-K" report in the US), but this
exception is not comprehensive.

Therefore, to rectify these two flaws, there must be a supplemental scheme. In this vein, stock
exchanges and other self-regulatory organisations usualy require "timely disclosure”, by which the
company is required to disclose pertinent information more often (and sometimes in greater detail)
than is required by law. For instance, the Tokyo Stock Exchange requires listed companies to file
summary financial statements within two months of the closing of the fiscal year, and to file a special
report for events that would materially affect investor decision-making.

Another problem with legal rulesis that they must be enforced, and enforcement is often not costless.
Fortunately, disclosure and accounting rules, particularly those for "hard" information such as data in
the firm’s financial statements, are often enforceable at low costs. For example, if a publicly held
company keeps supplying false numbers in its financial statements, it is most likely to be found out
and penalised in the market place. Thus, contrary to the rule on insider trading, rules on disclosure
and accounting are often self-enforcing. This implies that it is the value of the substantive rule that
matters, and not so much the cost or level of enforcement. And in this case there is reason to expect
that various jurisdictions’ disclosure and accounting rules could efficiently and increasingly converge.#

It might be added that there are disclosure rules which are not self-enforcing. Typically, rules on
"soft" information, particularly non-financial or forward looking information, tend to be litigated. For
example, claims concerning misleading projections about a firm’s future profits have often been filed
in US courts, and this has |ed to alegidlative response constraining such litigation. This means that for
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this kind of disclosure enforcement matters. In sum, the value of any disclosure rule must be
evaluated with its enforcement cost.

[1. Disclosure System in Japan

Overview

Japan has adopted a dual system of disclosure: one by the Commercial Code (Law No. 48 of 1899, as
amended) and the other by the Securities and Exchange Law or SEL (Law No. 25 of 1948, as
amended).

Accounting

Among magjor industrial countries, Germany and Japan are distinct in that the company law provides
detailed rules on accounting. In Japan, the Commercial Code provides accounting rules on
recognition, measurement, and reporting of the assets and liabilities of a joint-stock company
(kabushikigaisha) - the counterpart of a US business corporation, a UK public limited company, a
German Aktiengesellschaft and a French société anonyme. For most assets, the Commercial Code
adopts the principle of historical cost accounting, but when the market value declines below the
historical cost, the company must adjust booking to the market value (known as the conservative
accounting principle). Asnoted below, this accounting rule is expected to change soon.

The purpose of "company law accounting” is, for the most part, to measure a company’s annual
"profits' in connection with the Code's dividend regulation: dividend may only be paid out of the
company’s (accumulated) profits. Large companies must have their annual financial documents
audited by accounting auditors (who must be CPASs) before submission to the annual shareholder
mesting.

In addition, the SEL requires all "reporting companies' to prepare financial statements, both on
unconsolidated and consolidated bases, twice ayear. "Reporting companies” are (1) companies whose
securities are listed on a stock exchange, traded "over the counter," or whose registered shareholders
are 500 or more, and (2) companies which filed a registration statement with the Ministry of Finance
(MOF) when it issued securities. The annual financia statements of reporting companies must be
audited by CPAs. Accounting rules (for recognition, measurement, and reporting of assets and
liabilities) are promulgated under the SEL. Accounting rules for recognition and measurement are
known as the "Japanese GAAP'. This dual accounting system of company law and securities law
comes from Japanese history: company law has its origins in 19th century German law, and securities
law was imported from the US after World War 1l. But the accounting standards of these two
accounting systems have been harmonised over the decades, and today, this dual system does not put
much burden on Japanese companies subject to both accounting requirements.

Disclosure

Accounting documents prepared in accordance with the rulesin company law must be submitted to the
company’s shareholders before the annual shareholders meeting. The Commercial Code requires
"large companies’ to make public the summaries of their annual balance sheet and profit and loss
statement. A "large company” is defined under the statute as a joint-stock company having either
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capita in the amount of 500 million yen or more, or total (on balance sheet) debt in the amount of 20
billion yen or more. Under the SEL, all reporting companies must have their financial statements
disclosed to the public at the MOF, stock exchanges and the company’s principal office twice a year.
In addition, reporting companies must file a disclosure statement when an unusua event occurs, such
asamerger. Also, as noted above, stock exchanges require listed firms to provide "timely disclosure”
of certain information.

Auditors

Under the Commercial Code, a joint-stock company must have kansayaku, often (somewhat
misleadingly) transdlated as statutory auditors. Statutory auditors are elected at the shareholders
meeting, and do not have to be accountants or other professionals. A large company must have at least
three statutory auditors, and at least one of them must be an "outside" statutory auditor. An auditor is
"outside" when he has not served as a director or employee of the company or of its subsidiary for at
least five years preceding his appointment as auditor. In alarge company there must be at least one
full-time auditor.

In addition, a large company must have an accounting auditor (kaikeikansanin), who is a certified
public accountant or certified auditing firm. An accounting auditor is elected at the shareholders
mesting, and is responsible for auditing the company’s financial documents annually before they are
submitted to the annual shareholders’ meeting, where the audit opinion is also submitted. In contrast, a
statutory auditor is responsible for the oversight of management activities. Thisis understood to mean
checking the legality of management’s activities. The statute provides complex rules for the
collaboration of accounting auditors and statutory auditors, but if an accounting auditor notices an
illegal matter in the course of an accounting audit, for instance, he must report it to the statutory
auditor. Thus, the role of accounting auditors in discovering fraud or the like is limited, as compared
to the US, where amore active role by CPAs s recognised by law.

Six disclosure rulesunder Japanese securities regulation

The SEL provides six different sets of disclosure: (1) issuer disclosure of publicly placed securitiesin
the primary market; (2) issuer periodic disclosure in the secondary market; (3) proxy rules (requiring
public companies to send information to shareholders for mail voting at the shareholders meeting); (4)
reporting of "short swing" trades of stock by the "insiders' of public companies; (5) offeror disclosure
in stock tender offer; and (6) ownership disclosure (requiring a shareholder who obtains 5% or more of
the total issued shares of a public company to disclose the intent of stockholding, the source of
finance, etc.). These sets of disclosure are already well recognised in US securities regul ation.

Year 2000 accounting reform in Japan

As noted above, what information should be disclosed is the key issue of securities regulation. Japan
is currently in the midst of an important reform, and plans to implement three important changes in
accounting and disclosure rules around the year 2000: enhanced scope of consolidation, market-value
accounting, and pension liability. First, the scope of consolidation of financial statements will be
expanded. The current rule isto consolidate subsidiaries where the parent owns more than half of the
shares issued by them. The new rule is that the parent must consolidate al subsidiaries when it
"controls' them even if its stockholding does not amount to more than 50%. This consolidation
standard of "control” is well-known in the US. Second, the new rule is that financial assets must be
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measured at their fair market value, rather than at historical cost. This is consistent with the current
rule in the American GAAP and the position of the International Accounting Standards Committee.
Finaly, the new rule requires public companies to recognise pension liability on its balance shest.
This, too, is already recognised by the American GAAP.

V. Conclusion

Any disclosure system is contingent. From a corporate governance perspective, the value and
effectiveness of enhanced disclosure and transparency depend very much on other eements of
corporate governance.® In any given country, in order to judge the role and function of the disclosure
system properly, one must evaluate the entire system of corporate governance. Any reform of the
disclosure system often accompanies or leads to reform of the entire system of corporate governance.

NOTES

1 Japan is currently undergoing a comprehensive reform of banking, capital market, and insurance
regulation, known as "Japan’'s Big Bang." See e.g.Vaentine V. Craig, "Financial Deregulation in
Japan", FDIC Banking Review, Volume 11, No. 3, at 1 (1998).

2 In theory, protection of public investors alone does not justify regulation. This fundamental question
of why we need regulation in capital markets is not discussed here. See Merritt B. Fox, "Required
Disclosure and Corporate Governance”, in Klaus J. Hopt et a. (eds.), Comparative Corporate
Governance 701 (1998) (arguing that corporate governance, not investor protection, isthe justification
for mandatory disclosure).

3 See Ronald J. Gilson and Reinier H. Kraakman, "The Mechanisms of Market Efficiency”, 70 Virginia
Law Review 549 (1994). For the "Efficient Market Theory," see, e.g., Burton G. Malkiel, A Random
Walk Down Wall Street (6th ed. 1996).

4 On this point, see Gérard Hertig and Hideki Kanda, Rules, Enforcement, and Corporate Governance
(draft, 1998).

S For substitutabilities and complementarities among various elements of a corporate governance
system, see Hideki Kanda, Notes in Corporate Governance in Japan, in Klaus J. Hopt et al. (eds.),
supra, at 891.
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CORPORATE GOVERNANCE IN KOREA

by
I1 Chong Nam, Joon-Kyung Kim, Y eongjae Kang, Sung Wook Joh, Jun-1l Kim*

The Korean economy before and after thecrisis

Economic performance before the crisis

Koreads rapid growth during the past four decades has been cited as an exemplary modd of successful
economic development and termed an “economic miracle.”! Indeed, Korea's growth performance was
remarkable as shown by the fact that its per capita income increased by more than 120 times, from a
mere US$ 80 in 1960 to US$ 10,543 in 1996.

Remarkable economic growth was accompanied by equally dramatic change in economic structure.
Internationa trade, including both exports and imports, as a share of GDP, increased from 12.9% in
1960 to 88.7% in 1996 (Table I-1). Tota investment accounted for only 8.6% of GDP in 1960, but
dramatically rose to 39.1% in 1996. On the production side, the manufacturing sector also underwent
significant structural change as indicated by the increased share of heavy and chemical industry (HCI)
within the sector from less than 20% to more than 70% during 1960-1996.

The major thrust for economic take-off was made at the beginning of the 1960s when the newly
established government adopted an outward-looking devel opment strategy based on export promotion.
Such a development strategy led to increases in employment, income, and savings by enabling Korea
to benefit from economies of scale in production and technology transfer as well as to make the best
use of its available resources. |In particular, the promotion of HCls as strategic export industries
during the 1970s expanded the spectrum of the product mix of the economy and provided domestic
producers with a good opportunity to benefit from scale economies.

The so-called HCI drive in the 1970s set the stage for the emergence of large conglomerates — known
as chaebols in Korea — which has been the core engine of growth since then. The government
provided chaebols in the targeted sectors with massive financial support in the form of policy loans
that carried low interest rates. To this end, the government directed more than half of the bank credit
through state-owned banks. More important was the government’s implicit risk sharing with private
firms in making investments. These measures significantly contributed to rapid growth which was
largely driven by the factor-input expansion.

* Korea Development Ingtitute. The authors gratefully acknowledge the help from Jong-Kil An and
Soo-Geun Oh.
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High economic growth and rapid industrialisation, however, were not free of problems. The
government’s financial support to and risk sharing with chaebols resulted in a serious problem of
moral hazard not only in the corporate sector but also financia institutions. Implicit risk-sharing by
the government encouraged chaebols to make reckless investments based on heavy debt financing,
while discouraging financia institutions to properly monitor the soundness of borrowers and manage
risk in their loan portfolios.

Table I-1: Changes in the Economic Structure by GDP

(Unit: %)
1960 1970 1980 1990 1996

Tradeand
investment
Trade/GDP 12.9 21.7 51.5 60.1 88.7
Investment/GDP 8.6 20.0 28.6 36.9 39.1
Construction 57 13.3 16.8 22.1 21.2
Equipment 2.9 4.3 11.7 15.0 16.8
Industrial structure
Manufacturing/ GDP
Light Industry 10.9 10.6 22.1 29.2 30.1
HCI 8.8 7.2 11.7 9.9 6.4
Agriculture/GDP 21 34 10.4 19.2 23.6
Service/ GDP 41.6 28.4 15.1 8.7 6.4

43.2 50.5 48.7 47.6 49.0

Source: National Statistical Office, Major Statistics of the Korean Economy.

The impact of thecrisis

The impact of the financial crisis that occurred at the end of 1997 was immediately reflected in the
currency market. Upon the onset of the crisis, the exchange rate of the won vis-a-vis the US dollar
soared to a 1,950 level in December 1997, from the pre-crisis level of about 900. In order to stabilise
the currency market quickly, the IMF imposed a high interest rate policy during the initial stage of
crisis management. Accordingly, the call rate jumped from 14% to 25% and the rise in market interest
rates soon followed. Such a drastic rise in interest rates, coupled with severe credit crunch, caused
massive corporate bankruptcies. During the first quarter of 1998, the monthly average number of
corporate bankruptcies exceeded 3,000, representing about a 200% increase compared to the same
period of the previous year.

Massive corporate bankruptcies immediately translated into a dramatic increase in non-performing
loans (NPLs) of financial institutions, seriously undermining the soundness of the financia system as
awhole. As of the end of June 1998, the estimated total of NPLs of al financial institutions, broadly
defined to include loans classified as "precautionary,” was about 136 trillion won (32% of GDP), a
58% increase from 86.4 trillion won at the end of 1997 (Table I-2).

The financia crisis quickly degenerated into a full economic crisis. Real GDP growth plunged since
the fourth quarter of 1997, and remained negative throughout 1998 (Table I-3). In particular, private
consumption and fixed investment declined drastically, mainly due to the severe credit crunch as well
as increased market uncertainty. Reflecting the dire growth performance as well as falouts from

156



economic restructuring, the rate of unemployment sharply rose to over 7% in 1998, up from the pre-
crisislevel of 2to 3%. Stagnated domestic demand, however, worked as the major contributing factor
behind the improved externa current account as it reduced import demand dramatically. The current
account registered a record-high level surplus of more than US$ 40 billion in 1998, while imports
declined by more than 20%. Large devaluation of the domestic currency after the crisis pushed up
consumer priceinflation to 7.5% in 1998, from 4.5% in 1997.

Table I-2: Non-performing Loans (end of period)
(Unit: trillion won)

Dec. 1997 Mar. 1998 June. 1998

Non-performing Loans (A) 86.4 117.3 136.0
Precautionary 42.8 57.7 72.5
Substandard or below 43.6 59.6 63.5
Bank 31.6 38.8 40.0

NBFI 12.0 20.8 235

Tota Loan (B) 647.4 668.7 624.8
A/B (%) 13.3 17.5 21.7

Source: Financial Supervisory Commission.

Table I-3: Recent Trends in Key Macro Indicators
(year on year growth rates, %)

1994 1995 1996 1997 1998
1Q 2Q 3Q 4Q
Gross Domestic Product 8.6 89 7.1 55 -3.9 -6.8 -6.8 -
Private Consumption 7.6 8.3 6.8 31 -10.6 -13.0 | -120 -
Fixed Investment 11.8 11.7 7.1 -35 -23.0 -29.8 | -29.3 -
(Facility) 23.6 15.8 8.3 -11.3 -40.7 -524 | -46.3 -
(Construction) 4.5 8.7 6.1 2.7 -7.7 -13.2 | -158 -
Exports 16.5 24.0 13.0 23.6 26.4 14.4 89 -
Imports 21.7 22.0 14.8 3.8 -25.3 -231 | -20.9 -
Current account -39 -85 -230 -82 108 109 97 -
(US$ 100 mil)
Consumer Price 6.2 45 4.9 45 89 8.2 7.0 6.0
Unemployment” 2.4 20 20 2.6 5.7 6.9 7.4 7.4
Dishonoured Bill Ratio” 0.17 0.20 0.17 0.52 0.72 0.59 0.55 0.23
Fiscal Budget surplusGDP” 0.45 0.35 0.28 -1.65 0.002 | -2.42 -5.36 -

Note: 1) In level.

Causes of the economic crisis

A myriad of factors have been cited to date as the causes of Kored's financial crisis. To get a clear
picture of the unfolding drama of the crisis, however, it is necessary to identify the essentia
characteristics of the crisis. For Korea, the financia crisis was initiated by a series of large-scale
corporate failures, starting with Hanbo Steel Co. in early 1997. The string of major bankruptcies was
soon followed by unbearable burden of NPLs in the financial sector, which, in turn, greatly
undermined international confidence and hence caused massive pull-out by foreign investors from
Korea. In sum, the corporate insolvency problem trandated into domestic financia crisis, and
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ultimately caused the external liquidity crisis. Of course, many factors, such as poor corporate
governance, heavy exposure to short-term externa debt, lax supervision and contagion effect,
magnified and/or triggered Korea's economic crisis.

At the risk of over-simplification, large corporate failures in 1997 can be attributed mainly to two
factors. The first factor is an adverse shock in terms of trade occurring in the first half of 1996,
particularly in the semi-conductor manufacturing industry and other HCIls. The terms of trade
deteriorated about 20% in 1996, the largest drop since the first oil shock of 1974 (Chart I-1). The unit
export price of semi-conductors fell by more than 70% during 1996. Such a negative shock
significantly constrained cash flows of chaebols, which were the major exporters. The second is
structural in nature, namely the heavy exposure to debt financing of large corporations. The weak
capitd structure of chaebols was the core source of their financial vulnerability. According to the flow
of funds statistics, at the end of 1997, gross corporate debt amounted to 811 trillion won, equivalent to
about 190% of GDP (Chart 1-2).2 In fact, theratio of corporate debt to GDP has risen rapidly since the
late 1980s, when the current account balance turned into a deficit. Given the large share of
international trade, the continued current account deficits have significantly strained corporate cash
flows and forced firms to rely more on borrowings to finance operational loss.

The financia vulnerability of Korean corporations can aso be seen in the high debt/equity ratios. The
corporate debt/equity ratio in Korea is about five times higher than that of Chinese Taipei or the United
Kingdom (Chart 1-3).2 In particular, by the end of 1997, the debt/equity ratio of the 30 largest chaebols
reached 519%, about 130 percentage points higher than a year earlier. Owing to the high leverage, the
ratio of financial expensesto salesin Koreaisthreetimesaslarge asin Japan or in Chinese Taipel (Chart
I-4). Furthermore, the corporate sector’s asset-liability composition was quite fragile as evidenced by
low liquidity ratios defined as a ratio of liquid assets over short-term liabilities. For Korea, the ratio
remains barely above 90%, far below that in the US, Japan, and Chinese Taipei (Chart I-5).

Due to high financia leverage and illiquid asset-liability structure, the corporate sector was faced with
high default risk over the business cycle. Such inherent vulnerability was further compounded by large
negative shock in terms of trade and weak domestic demand in 1996-97. Asaresult, 13 out of thetop 30
Korean chaebols recorded negative net profit in 1996, and 7 of them went bankrupt in 1997, which in
turn devastated the banking sector and created an unbearable systemic risk in the financia system.

Chart I-1: Terms of Trade (Index)
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Chart 1-2: Debt/GDP Ratios by Sector - Korea
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Source : Bank of Korea.

Chart I-3: International Comparison of Debt/Equity Ratio”
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Chart I-4: International Comparison of Financial Expenses to Sales”
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Chart I-5: International Comparison of Liquidity Ratio®
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Note : 1) Manufacturing sector.
Source : Bank of Korea, Financial Statement Analysis.

Increased systemic risk in the domestic financial market immediately affected foreign investor
confidence. Especidly, foreign lenders started to reduce their exposure to Korea as part of their pull
out from emerging markets. Subsequent massive and abrupt capital outflow in the face of falling
international confidence was a direct triggering point of Korea's externa liquidity crisis. However, the
fundamental aspect of the crisis lies at the excessive exposure to short-term external debt and maturity
mismatch in the asset-liability portfolios of Korean financial institutions and corporations. At the end
of 1996, the share of short-term debt out of total external debt peaked at 58%. The significance of
maturity mismatch problems faced by Korean banks is well reflected in low liquidity ratios of less
than 80%, which is far lower than the international standard of 100% (Table 1-4).*

The inherent risk associated with a disproportionately large share of short-term debt and maturity
mismatch was inadequately covered by foreign reserves. The ratio of short-term external debt to
foreign reserves exceeded 200% at the end of 1996, and invariably, al of the crisis-hit countries had
high short-term debt to foreign reservesratios (Table I-5).

Korea's excessive exposure to the short-term debt and maturity mismatch problem are the outcomes of
a disastrous combination of ill-sequenced capital account liberalisation and lax supervision. Over the
course of capital account liberalisation since the early 1990s, short-term capital inflows were
liberalised in advance of long-term inflows. Consequently, Korean banks borrowed from abroad in
the short-term, and lent funds in the long-term, causing a serious maturity mismatch. For example, in
1993, the Korean government relaxed restrictions on the usage for long-term foreign currency-
denominated loans, while maintaining restrictions on long-term borrowing, including foreign
commercial loans, so asto limit total capital inflowsin the face of liberalised short-term borrowing.

Another development related to capital account liberalisation was the deregulation of foreign exchange
transactions. The number of financia ingtitutions licensed for foreign exchange businesses jumped
since 1994. During 1994-1996, Korean banks opened 28 foreign branches while 24 finance
companies were newly licensed for foreign exchange businesses upon their conversion to merchant
banking corporations (MBCs). These institutional changes in the midst of a strong investment boom
during 1994-95 triggered a dramatic increase in short-term foreign debt of financia institutions and
severe maturity mismatch problems.
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However, financial supervision of banks and the newly licensed MBCs was lax, or smply absent. The
Office of Bank Supervision introduced a belated guideline for the liquidity ratio of banks only in June
of 1997 and the Ministry of Finance and Economy (MOFE), a supervisory authority for MBCs until
the eruption of the crisis, had not taken appropriate measures to deal with the problem. In particular,
the lack of prudential regulations on MBCs' operations was not confined to the realm of supervision on
liquidity conditions. Basic regulations such as capital adequacy ratio requirements had not been
applied to MBCs.

The importance of the contagion effect as one of the causes of Koreas financia crisis seems to be
modest and indirect. Although the Korean economy had a relatively strong trade linkage with the
South East Asian region, its financial linkage was not tight despite the modest exposure of domestic
financial institutions to that region at the time of financial crisis. Indeed, there is about a five-month
time difference between the crises in Thailand and Korea. Nonetheless, the blanket state of
uncertainty in the international financial market triggered by the turmoil in Thailand affected foreign
investor confidence in the emerging markets, including Korea. The speculative attack on Hong Kong,
Chinaiin October 1997 further increased instability in the international financial market, and indirectly
affected Korea in terms of foreign investor confidence. In light of this, the observed correlation
between Korea's exchange rate movements and the timing of crisesin South East Asiaand Hong Kong
seemsto reflect such an indirect contagion effect (Chart 1-6).

Table I-4: Liquidity Ratios® of the 10 Largest Banks — Distribution
(Number of banks)

1995 1996 1997. 3 1997.9
80~90% 1 3 2 2
70~80% 2 2 1 1
60~70% 4 2 4 5
below 60% 3 3 3 2
Average 59.9% 61.7% 62.0% 63.2%

Note : 1) Three-month liquidity ratio defined as a ratio of liquid assets over liquid liabilities, where the period of
three-months is a criterion for being ‘liquid’.
Source : Shin and Hahm (1998).

Table I-5: Short-term Debt/Foreign Exchange Reserves

(Unit: %)

1995 1996
Korea 1715 203.2
Indonesia 189.4 176.6
Thailand 114.3 99.7
Malaysia 30.6 40.9
Philippines 82.9 79.5
Singapore 18 2.6
Hong Kong 14.2 22.4
China 29.7 23.7
Talwan 21.6 21.3

Source : BIS, The Maturity, Sectoral and Nationality Distribution of International Bank Lending. IMF, International

Financial Statistics.
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Chart 1-6: Movement of Daily Won/Dollar Exchange Rate

Policy responsesto the crisis

Koreds crisis management over the past year or so is comprised of three stages. Chronologically, the
first stage of crisis management covered the period between the onset of the crisis and April 1998.
The first policy priority in the first stage was to overcome the immediate liquidity crisis and stabilise
the currency market. Financial assistance from the IMF, the World Bank and the ADB was of great
help in resolving the liquidity shortage problem. In tandem with this, the successful debt exchange
program negotiated with international lenders as well as the sovereign global bond issues of US$ 4
billion provided an important momentum in crisis resolution. Furthermore, large and sustained
surplusin the current account allowed Korea to quickly regain its currency stability. At the sametime,
high interest policy was instituted as a supplementary measure for currency stability. Thanks to these
factors, Korea's usable foreign reserves surpassed US$ 30 billion by the end of April 1998, while the
won-dollar rate stabilised at around the 1,400 level, down from 1,950 in December 1997.

Severa ingtitutional reforms were also made in the first stage. Legal standards related to corporate
governance were strengthened to ensure transparency and accountability in corporate management.
On the labour front, labour market flexibility was legally ingtituted in February 1998, allowing for
layoffs due to manageria difficulties. In tandem with this, a Tripartite Commission was established
for an open dialogue among labour, business and government in order to ensure fair burden sharing.

Having achieved such positive results, the Korean government - as the second stage of crisis
management that continued until September 1998 - shifted its policy focus on economic restructuring.
During that period, non-viable financial ingtitutions were either closed or suspended, while corporate
workout programs were applied to medium-sized chaebols who ranked 6th and below. By September,
the first round of financial sector restructuring was completed with the help of the government. In
total, 94 financial institutions had their operations suspended or were closed down as of the end of
September. In the restructuring process, the government provided fiscal support of 41 trillion won
(10% of GDP) for the disposal of NPLs, recapitalisation of banks, and depositor protection. As a
result, most Korean banks obtained BIS capital adequacy ratios of 10-13%. Such improvement in the
bank capital structure contributed significantly to the alleviation of the credit crunch.

Another important policy measure taken in the second stage of crisis management was the stabilisation
of domestic interest rates. Given the visible progressin currency stability, the Korean government and
the IMF agreed upon the gradual downward adjustment in interest rates. The cal rate sharply dropped
from more than 20% in the first quarter to less than 9% by the end of September. Such a decline in
interest rates, coupled with financial sector restructuring, contributed to the alleviation of the credit
crunch by reducing corporate default risk and, consequently, prevented the over-kill of the industrial
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sector. Indeed, in 1998, monthly figures of corporate bankruptcies fell from more than 3,000 in the
first quarter to about 1,400 in the third quarter.

The second stage also witnessed a dramatic liberalisation of the capital market. Restrictions on foreign
equity ownership and foreign portfolio investment in the short-term money market were completely
diminated, while hostile M&As by foreigners were fully liberdised. In August 1998, the Foreign
Investment Promotion Act was legidated as an ingtitutional basis for attracting foreign direct investment.

In the third stage, which began in October 1998, corporate sector restructuring with a specia focus on
the 5 largest chaebols, was intensified on the basis of the visible progress in financia sector
restructuring. In the absence of awell-developed capital market, creditor banks were needed to play a
major role in corporate sector restructuring, particularly chaebol restructuring. Indeed, this was the
main rationale behind the Korean government’s strategy to tackle the financial sector restructuring
first. For the5 largest chaebols, not only debt reduction but also business restructuring was pursued in
order to address over-capacity problems. Business mergers and swaps, referred to as the so-called
"big dedls' were negotiated among the top 5 chaebols, and the concrete plans were formulated by the
end of 1998.

In conjunction with an effort for chaebol restructuring, the Korean government implemented an
expansionary macroeconomic policy to support economic recovery and supplement the on-going
structura reform. In accordance with further stability in the currency market, interest rate reduction
was accelerated. Fiscal policy was also expanded to not only finance economic restructuring and the
expanded social safety net, but also stimulate domestic demand. To this end, the consolidated budget
deficit was allowed to rise up to 5% of GDP in 1998, and this stance will continue in 1999.

The visible progress in financial sector restructuring and economic stimulus from expansionary
macroeconomic policies has aready been reflected in Korea's brightened macroeconomic picture.
Since November 1998, industrial production has been showing an upward trend, while business
operation ratios hovered around 70% in January 1999. Various indicators related to consumption are
also exhibiting signs of rapid recovery. These developments in private consumption are partly
affected by the wealth effect stemming from rebounded stock prices. More important is the recent
upgrade of Korea's sovereign credit standing to investment grade by all major international credit
rating agencies. Accordingly, capita inflows have been strong as can be seen in the inward foreign
direct investment of about US$ 9 billion in 1998, which far surpassed the annua figures during the
previous severa years beforethe crisis.

Table I-5: Recent Trends in Business Conditions

(Unit: %)
1998 Jan 1999

1Q 2Q 3Q Oct Nov Dec
Production Index” -6.2 -12.2 -9.5 -9.3 0.3 4.8 14.7
Operation ratioin MFG 68.8 67.0 66.7 69.1 69.6 70.9 69.2
Wholesdle and retail index” -11.2 -16.0 -15.1 -13.2 -8.1 -3.6 2.8
Call rate 23.7 18.7 10.2 7.34 7.26 7.00 6.35
Stock priceindex 507.8 371.3 317.6 358.8 429.2 524.7 597.6
Wages’ 0.1 -1.2 -8.2 -14 -15 13 -
Won/dallar exchange rate 16132 | 1,3946 | 1,3251 | 1,335.1 | 1,292.7 | 1,2128 | 1,174.8
Foreign direct investment? 0.6 1.9 2.2 0.9 1.4 1.9 500.9
Usable foreign reserve’ 2415 3704 433.7 452.7 464.7 485.1

Notes: 1) year on year growth rates.  2) In billion US$.
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. Owner ship and control in the Korean cor por ate sector
Distribution of corporate ownership
Owner ship composition

The number of investors has been declining from over 5% of the population in 1990 to 2.9% in 1997.
The decline of shareholdersis correlated to the weak financia market. After the boom period of the
stock market from 1987 to 1989, the Korean stock market has been declining except for afew years of
transient recovery. The composition of ownership has also changed. While individual ownership has
been declining the most followed by government ownership, both non-financial corporation investors
and foreign investors have increased their shareholdings (Table 11-1).

Most of the changes in the number of investors come from the individual investors as they amount to
over 99% of tota investors. The number of individual investors has been declining from 2.5 million in
1990 to around 1.35 million in 1997. Their ownership has been also decreasing from around 60% in the
1980s to less than 40% in 1997. In terms of market value, individual shareholders owned less than 30%
in 1997, indicating that their ownership is relatively more concentrated in inexpensive small stocks.

Non-financial ingtitutions represent a huge block of shares through interlocking ownership. Non-
financial ingtitutions hold around 20% of shares, most of which are through cross-holding or
interlocking ownership. Although some firms are de facto holding companies, there are no laws that
recognise holding companies in Korea. In many cases, these institutional owners are the largest
shareholders. Recently, their ownership has been increasing in part to protect the incumbent managers
from outside takeovers. On average, when the largest shareholder is an institutional investor, his
holding is greater than when the largest shareholder is an individual.

Table 1I-1: Share Ownership by Investor Type (Unit: %)

End of Year Government  Banks NBFIs Corporations Individuals Foreigners Total

1983 0.20 6.05 4.64 28.96 57.91 2.24 100
1984 021 6.61 6.10 3114 53.74 2.20 100
1985 041 7.09 7.35 30.00 52.48 2.63 100
1986 0.15 7.04 12.83 24,53 52.43 3.01 100
1987 0.12 561 8.2 20.41 62.35 331 100
1988 1.40 6.52 7.8 18.63 62.96 2.69 100
1989 11.84 3.15 10.43 17.85 54.62 213 100
1990 10.25 7.34 19.13 15.60 45.99 1.69 100
1991 9.96 8.92 18.67 15.49 44.47 2.49 100
1992 9.20 8.75 19.22 18.77 39.94 4.13 100
1993 8.58 10.72 17.24 17.16 37.57 8.74 100
1994 8.62 10.47 16.74 18.18 36.87 9.11 100
1995 8.03 11.17 15.61 18.65 36.42 10.12 100
1996 7.40 10.55 1554 20.65 34.29 11.58 100
1997 6.59 9.42 12.27 22.81 39.79 9.11 100

Note : The number of shareholders has been calculated by totalling the shareholders on a record book basis until
1989 and by counting the shareholders since 1990 owning various stocks as one shareholder to prevent
duplication.

Source: Korea Stock Exchange, Stock, 1998. 4.
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After reaching its highest ownership percentage of 11.9% in 1989, when large state-controlled
enterprises such as POSCO were listed, government ownership has also declined to 6.6% in 1997.
Most government ownership is concentrated in large firms that were completely owned by the state.
In the process of privatisation of state-controlled firms, the ownership concentration by government
has been declining.

Financial ingtitutions hold around 20% of total shares, with banks holding around 10%. Other
financia ingtitutions including security firms, investment trust companies and insurance firms own
more than 10%. Non-Bank Financia Ingtitution (NBFI) ownership has been declining. Among
NBFIs, insurance firms have the largest ownership.

Foreign investors have increased their shares from 2% to 9.1% by the end of 1997, and constitute
amost 13.7% of the total market value (Table I1-2). After the crisis, foreign ownership has been
increasing fast. By the end of 1998, the value of shares owned by foreigners reached aimost 18.6% of
total market share. Compared to other countries, foreign investors' ownership in Koreais high.

Table II-2: Stock Distribution by Type of Investors

(Unit: %)
1996 1997
Market Vaue Number of Market Vaue Number of

Shares Shares
Public sector 10.8 7.4 10.9 6.6
NBFls 15.2 15.6 12.7 12.2
Banks 10.6 10.5 10.2 9.4
Corporations 19.6 20.6 22.8 22.8
Individua 30.8 343 29.6 39.8
Foreigner 13.0 11.6 13.7 9.1

Sum 100.0 100.0 100.0 100.0

Source: Korea Stock Exchange, Stock, 1998. 4.

Sze Distribution of Ownership

Most shareholders invest on a small scale holding less than 500 shares. In 1997, 68% of investors
owned less than 500 shares. All together the market value of shares owned by these small shareholders
islessthan 3% of total market value. Lessthan 5% of investors own 5000 shares or more. These large
shareholders represent more than 82% of the total market value. As shown in Table 11-4, the largest
shareholder owns over 20% of total shares. Since 1996, ownership by the largest shareholder has
increased by more than 5%. Some argue that such increase in ownership is related to an increase in
foreign ownership. As foreign ownership reaches a significant level, the existing controlling
shareholders are under pressure to defend their control by increasing their ownership stake.
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Table II-3: Share Ownership by Size of Portfolio

(Unit: %)
1996 1997
Number of Number of Number of Number of
Shareholders Shares? Shareholders Shares?
10,000 shares and above 1.85 81.55 2.23 76.22
5,000 ~ 10,000 2.00 4.38 2.67 6.37
1,000 ~ 5,000 13.81 9.14 16.17 11.99
500 ~ 1,000 10.21 2.28 10.60 2.58
100 ~500 26.35 2.03 26.05 2.20
50 ~100 15.58 0.36 14.94 0.37
10 ~50 30.20 0.27 27.34 0.27
Sum 100.0 100.0 100.0 100.0
Note : 1) In market values.  Source: Korea Stock Exchange, Stock, 1998. 4.
Table II-4 Ownership Distribution by Size of Investors
(Unit: %)
1996 1997
Number of Number of Number of Number of
Shareholders Shares Shareholders Shares
Small shareholders 98.1 73.0 98.5 66.0
(ingtitutional) (12 (46.9) (1Y (33.3)
(individual) (96.8) (26.1) (97.5) (32.7)
Large shareholders 0.3 21.6 0.2 26.8
(institutional) (0.0 (15.7) (0.0 (18.7)
(individual) (0.2) ( 5.8 (0.2) ( 8.1)
Other shareholders 1.7 54 1.3 7.2
(institutional) (0.3) (3.1 (0.3) (4.9
(individual) (1.4) (2.3) (1.0) (2.3)
Sum 100.0 100.0 100.0 100.0

Note: Small shareholders mean investors with less than 1% of ownership.
Source: Korea Stock Exchange, Stock, 1998. 4.

Since cross-holdings make ownership patterns complicated, it is necessary to estimate the magnitude
of ultimate ownership of an investor. By tracing the ultimate ownership of investors using the method
in LaPortaet al. (1998) and Claessens et al. (1998), we can examine the ultimate corporate ownership
concentration. Table 11-5 shows the number of firms that are under the ultimate control of afamily or
government, and how many firms are widely held. At the 10% cut off rate for ownership
concentration necessary for control, more than two-thirds of corporations are under the control of
family shareholders. When the cut-off rate increases from 10 % to 20%, there is a huge jump in the
number of firms described as widely held. Thisis mainly due to the fact that many family shareholders
have ownership between 10% and 20%. When the cut-off rate for the ownership level necessary for
controlling afirm increases, more firms can be described as widely held.
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Table II-5: Control of Publicly Traded Companies in Korea

Cut-off rate Widely held Family controlled State controlled
10% 14.3 67.9 51
20% 43.2 48.4 1.6
30% 76.2 20.1 1.2
40% 94.8 35 0.9

Note: Number of corporations is 350 including the largest 100 firms
Source: Claessens, Djankov and Lang (1998).

Distribution of control

In Korea, where business groups (chaebols) are prevalent in the economy, direct control by the largest
individual shareholder is relatively limited as the ownership concentration is around 10% for large
chaebol-affiliated firms. However, cross-shareholding by other affiliated firms that own an additional
30% of shares enables the largest shareholder to control the firms (Table I1-6). Even though banks and
other financial ingtitutions hold more than 20% of shares, they have not engaged in corporate
governance because until recently their voting was regulated so as not to affect other shareholders
votes.

Table II-6: In-group Shareholding Ratio of 30 Largest Chaebols

(Unit: %)
1987.4 | 1990.4 | 1992.4 | 1993.4 | 1994.4 | 1997. 4
In-group shareholding ratio 56.2 454 46.2 43.4 42.7 43.0
Largest holder and related 15.8 13.7 12.8 10.2 9.6 9.3
parties
Subsidiaries 40.4 31.7 334 33.2 331 33.7

Source: Korea Fair Trade Commission.

In-group shareholding ratios for 34 chaebol groups are summarised in Table 11-7. The figures in the
table confirm that dominant shareholders of chaebol companies depended heavily on cross-
shareholdings of the affiliated companies. For instance, the dominant shareholder of the Samsung
group, one of the largest chaebols in Korea, controls more than 46% of the shares of the companies
even though his persona shares are around 4%. Many of the chaebols in the table went bankrupt or
technically bankrupt or fell into financia trouble in 1997 or 1998. They include Kia, Ssangyong,
Hanwha, Halla, Dongah, Donggul, Haitai, Newcore, Anam, Hanil, Keopyung, and Shinho. Table 11-8
describes cross-sharehol dings of Samsung group companies.
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Table II-7: In-Group Ownership Concentration

(Unit: %)

1995 1996 1997
1. Hvundai 60.4(15.8) 61.40(15.60) 56.2(14.6)
2. Samsung 49.3(3.1) 49.01(3.29) 46.7(4.2)
3.LG 41.4(6.7) 39.88(6.73) 40.1(6.1)
4. Daewoo 39.7(6.8) 41.69(6.80) 38.3(7.1)
5. SK 51.2(17.7) 48.64(16.53) 44.7(14.6)
6. Ssangyond 33.1(4.2) 37.03(4.36) 42.0(4.5)
7. Hanjin 40.3(22.1) 41.19(21.06) 41.4(21.1)
8. Kia 21.9(17.7) 25.59(4.55) 30.6(21.0)
9. Hanwha 36.7(5.5) 32.83(6.63) 33.0(6.3)
10. Lotte 22.3(3.5) 22.20(3.39) 22.8(3.4)
11. Kumho 40.3(2.6) 41.86(2.45) 40.1(2.3)
12. Halla 57.8(30.5) 55.56(22.74) 49.5(19.0)
13. Dongah 40.1(20.1) 42.38(16.54) 54.2(12.0)
14. Doosan 51.6(14.6) 48.99(14.30) 49.7(13.8)
15. Daglim 37.6(9.3) 33.90(9.35) 34.2(9.1)
16. Hansol 54.27(8.97) 37.3(4.1)
17. Hyosung 43.6(14.3) 44.01(14.56) 44.9(14.2)
18. Dongkuk 46.6(15.5) 50.30(17.95) 51.0(18.5)
19. Jinro 47.2(15.5) 45.58(15.67) 45.8(17.5)
20. Kolon 47.6(12.1) 49.66(11.62) 45.1(8.6)
21. Kohap 46.7(6.0) 46.05(10.01) 39.4(8.6)
22. Dongbue 40.4(15.5) 43.83(13.33) 47.8(14.6)
23. Tongyang 46.1(7.9) 53.06(3.53) 50.1(6.1)
24. Haitai 34.0(5.3) 30.48(3.91) 30.9(6.0)
25. Newcore 99.38(35.55) 08.7(36.4)
26. Anam 42.0(10.0)
27. Hanil 43.1(16.2) 36.29(11.10) 37.4(12.2)
28. Keopyung 59.0(17.5)
29. Miwon 49.8(18.9) 52.5(16.3)
30. Shinho 36.9(13.6)
* Sammi 30.9(13.7) 28.36(15.59)
* Kukdong 25.0( 8.8) 26.48( 8.95)
* Byucksan 41.3(15.1) 36.19(14.98)
* Hanbo 88.3(88.2)
Avg. 43.3(10.9) 44.14(10.82) 43.0(9.3)

Notes:

1) ‘In-Group Ownership’ is a weighted average (where the weight is the size of capital) for each business
group of the family ownership shares plus those of subsidiaries.

2) The rank was as of 1997.

3) ( ) is the sum of the ownership by controlling shareholder and family members.

4) For Kia, the largest shareholder is Kia motors.

Source: Korea Fair Trade Commission, Press Release.

[11. Corporate gover nance for firms

A high concentration of corporate ownership and control of corporations by familiesin Korea have led
to governance structures that enable the dominant shareholding families to make key decisions on their
own. Appointments of board members are ailmost entirely in the hands of the families controlling the
firms. Thus, thereis a possibility of conflicts of interest between dominant shareholdersmanagers and
minority shareholders.
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Episodes of expropriation are abundant. Even the biggest and most successful corporations that also
have significant foreign ownership were engaged in scandalous practices. Considering that foreign
investors have a much louder voice than domestic investors in Korea, we expect higher incidences of
expropriation by dominant shareholders in corporations with smaller foreign ownership. Table 111-1
below summarises several key features of the measures aimed at protecting shareholder rights, before
and after the crisis.

Table IlI-1: Key Items of Minority Shareholders’ Rights

Former Commercial Code | Amendments | Securities and Exchange Act**
Removal of a Director 5% 3% 0.5%(0.25%)
(Art.3857) (Art.191/13?)
Right to Injunction 5% 1% 0.5%(0.25%)
(Art.402) (Art.191/13?)
Derivative Suit 5% 1% 0.01%

(Art.403) (Art.19/13?)

Shareholder’s Proposal - 3% 1%(0.5%)
(Art.363?) (Art.191/14?)

Demand for Convocation 5% 3% 3%(1.5%)
(Art.3667?) (Art.191/13?)

Right to Inspect Account 5% 3% 19%(0.5%)
Books (Art.466?) (Art.191/13?)

Right to Inspect Affairs 5% 3% 3%(1.5%)
and Company Property (Art.467?) (Art.191/13?)
Removal of Liquidation 5% 3% 0.5%(0.25%)
(Art.539?) (Art.191/13?)

Notes: Appraisal rights of the convocation of the shareholders general meeting and shareholder proposals
estimated on the base of voting stocks.

** Percentages in parentheses show the case of corporations with more than 100 billion won, paid-in capital
in the end of the recent business year.

In principle, the convening of a shareholders meeting shall be determined by the board of directors.
However, shareholders who hold no less than five hundredths of the total number of the issued shares
may demand the convening of a shareholders meeting to prevent majority shareholders’ oppression
(Commercial Code; CC Art. 366 [1]). In the case of listed corporations, the rights to convene a
shareholders meeting is vested in shareholders who hold no less than three hundredths of the total
number of issued shares. However, in the case of listed corporations where capital stock is more than
100 billion won, the rights to convene a shareholders meeting is vested in shareholders who hold no
less than fifteen thousandths of the total number of the issued shares (Security and Exchange Act;
SEA, Art. 191. 13. [4]).

The right to make proposals is vested in the shareholders who hold no less than three hundredths of the
total number of issued shares and who are entitled to vote for more than six months (CC Art. 363. 2 [1]).
While listed corporations approve the right of shareholders who hold no less than one hundredths of the
total to make proposals, listed corporations whaose paid-in capita is more than 100 billion won require
five thousandths of the tota shares issued (Enforcement Decree of SEA Art. 84. 21). Shareholders
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should file awritten application with the board of directors, which shall state the matters concerning the
proposal, at least six weeks prior to ashareholders meeting to exercise the right of proposals.

To facilitate the exercise of shareholder voting rights and the acquirement of the needed quorum of
those large companies with dispersed shareholders, proxy voting is duly recognised under the
commercial code (CC Article 368. 3). A proxy who wishes to exercise delegated voting rights must
present proper documentation certifying his proxy voting right at the shareholders’ meeting.
Accordingly, alegal proxy must present sufficient documents to certify the effectiveness of his proxy
vote and the shareholder that is delegating his voting right must present a document indicating his
willingness to delegate his vote.

Sharehol ders can have as many voting rights as the number of directors to be elected with every share
and cast their vote cumulatively for a candidate. For cumulative voting, shareholders with no less than
3% of outstanding stocks shall make the claim for cumulative voting 7 days before a shareholder's
general meeting. Cumulative voting aims to enable minority shareholders to elect a director who
representstheir interests (CC Art. 382-2).

Shadow voting regulation required financial ingtitutions to vote with other investors except on some
important corporate issues like M& As. Under thisrule, financial institutions could not credibly control
and monitor the existing management, as their ‘voice’ was limited. Until now, although banks held
amost 10% of shares in terms of value, they have not played a mgjor role in corporate governance.
Although the regulation was not the sole cause of their inactivity, it may have been an obstacle to
financial institutions fulfilling their role of corporate governance agents. With the lifting of this
regulation in September 1998, financial ingtitutions now are able to take a more active role in
corporate governance. As it is expected that the ownership stake of financia institutional investors
will increase because investors, including foreigners, can now establish mutua funds, these
ingtitutional investors are expected to more effectively monitor and discipline firm managers.

Cumulative voting, which was not available before, is now alowed. However, it is not mandatory.
Some large firms are said to be changing their articles of association to exclude the employment of
cumulative voting.

As afiduciary duty of CC Art. 382-3, directors shall perform their duties in accordance with the laws
and articles of incorporation. Fiduciary duty was introduced to encourage sound management by
reinforcing directors liabilities. The Commercial Code aready has some provisions on directors
duties and liabilities like duty of care (CC Art. 382, Civil Code 681) and direct liabilities to the
corporation or the third partiesin case of their malperformance (CC Art. 399, 401).

The amendment to the Commercial Code treats the person who instructs directors on management
matters or executes managerial power with influence on a corporation as a lega director as far as
director’s liability issues are concerned (CC Art. 401-2).

Listed corporations are required to appoint outside directors, whose number is no less than a quarter of
total directors (Listing Rules: Art. 48-5). And listed corporations are recommended to have an outside
auditor. The Korea Stock Exchange may also publicise listed corporations which do not have an
outside auditor (Listing Rules: Art. 48-6).

It should be noted that remedies for violations of shareholder rights are not sufficient and well
enforced. Even though many believe that self-dealings that reduce the value accruing to minority
shareholders are continuing, criminal cases involving breach of trust by managers or dominant
shareholders are rare. Further, derivative suits are also rare. The existing few cases have been
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initiated by an activist group, the Chamyoyundai, and not by minority shareholders or lawyers
interested in financial rewards from the suits. Financial rewards that each minority shareholder is
expected to receive from a class action suit, in the event that he wins, are too small to provide him
with enough monetary incentive to initiate a suit. The Supreme Court regulation on legal fees appears
to limit the incentives of lawyersto initiate such suits.

Data on performance management contracts are generally not available, although chaebol families are
believed to have been using compensation schemes for top managers of the firms under their control
that are not fixed-sum payment types. We expect that incentive bonuses received by top managers of
chaebol affiliated firms are based more on their contribution to dominant shareholders rather than their
contribution to the value of the firm to which they belong. Recently, a chaebol announced a plan to
apply stock options to the compensation scheme of top managers of affiliated firms. It is important
that the plan was announced by the chaebol headquarters, and not by individua firms. Four state-
owned enterprises covered by a specia law on commercial public enterprises, KOGAS, Korea
Telecom, Korea Ginseng and Tobacco, and Korea Heavy Industries, are known to use performance
based payment schemes for their chief executives. The base salary is around 100 million won, and
incentive bonuses are capped by about 200% of the base salaries. In addition, a few banks announced
stock option plans for their top executives.

V. Problemswith chaebols and relevant regulations

In Korea, chaebol families control many firms that cut across multiple industries. Virtualy al large
firms are controlled by chaebols, except for state-owned enterprises and those owned by foreigners.
Thus, a handful of families control a big chunk of the assets available in the economy. Table V-1
summarises key features regarding dominance of the economy by chaebol families. They control
nearly 52% of the total assets (818 trillion won) available in the economy.

Dominance of chaebols combined with strong controls by a family over affiliated corporations raises
the possibility of a type of expropriation that utilises transactions between the firms belonging to a
chaebol in diverting resources from one firm to another. For instance, the dominant family could force
Firm A, in which it has a 30% interest, to sign a preferential contract with Firm B, which is 100%
owned by it. The most popular types of observed preferential contracts are transactions of goods and
services as well as assets at terms that are more favourable to Firm B than prevailing market prices,
loans made by Firm A to Firm B at below market interest rates, and loan guarantees.

It was quite common in Korea that minority shareholders had to take intolerable risks as the firm in
which they held shares made loan guarantees to the other firms controlled by the same family, or lent
money directly to them. Considering that most large corporationsin Korea are heavily indebted, loans
from Firm A to Firm B have essentially the same effect as Firm A borrowing from banks and in turn
lending to Firm B at its own risk. Equity participation by connected firms frequently led to similar
expropriation. Participation in new equity shares of a connected firm near insolvency amounts to an
outright transfer of wealth from participating firms to the firm issuing new equities.
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Table IV-1 30: Largest Chaebols - July 1997
(Unit: billion won)

Number of Number of
Total Assets Total Sales” Subsidiaries Listed
Subsidiaries
1.Hyundai 59,325(7.25%) 69,798 57 20
2.Samsung 82,438(10.08%) 75,605 80 16
3LG 45,482(5.56%) 48,635 49 11
4.Daewoo 37,497(4.58%) 38,620 30 10
5.5K 23,998(2.93%) 26,797 46 6
6.Ssangyong 18,305(2.24%) 20,157 25 11
7.Hanjin 17,594(2.15%) 9,972 24 9
8.Kia 14,508(1.77%) 12,038 28 6
9.Hanwha 14,388(1.76%) 10,088 31 7
10.Lotte 7,925(0.97%) 7,209 30 4
11.Kumho 8,551(1.05%) 4,834 26 4
12.Halla 6,657(0.81%) 5,297 18 4
13.Dongah 8,873(1.08%) 5,416 19 4
14.Doosan 6,402(0.78%) 4,046 25 8
15.Daglim 6,810(0.83%) 4,970 21 5
16.Hansol 6,431(0.79%) 2,700 23 7
17.Hyosung 6,131(0.75%) 5,478 18 2
18.Dongkuk 6,764(0.83%) 3,487 17 7
19.Jinro 3,881(0.47%) 1,391 24 4
20.Kolon 4,638(0.57%) 4.471 24 4
21.Kohap 3,810(0.47%) 2,563 13 3
22.Dongbu 6,233(0.76%) 4,856 34 6
23.Tongyang 9,558(1.17%) 3,602 24 4
24 Haitai 3,398(0.42%) 2,716 15 3
25.Newcore 2,803(0.34%) 2,279 18 0
26.Anam 2,792(0.34%) 1,995 21 2
27.Hanil 2,599(0.32%) 1,277 7 2
28.Kupyung 4,963(0.61%) 1,387 22 5
29.Miwon 2,235(0.27%) 2,116 25 5
30.Shinho 2,237(0.27%) 1,223 25 6
425,226(51.98%) 385,023 819 185

Note: Figures in parentheses are the share of total assets of the corporate sector in Korea (818 billion won). 1996.
Source: Fair Trade Commission. Quoted from Yoo (1998).

Simple diversion of funds by a dominant shareholder from afirm under his control was not uncommon
in Korea. Aslong as the diversion does not involve transactions between firms under unified contral, it
is not a problem that relates to chaebols. However, concentrated ownership by families of the firm in
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question seems to be a significant factor leading to such diversion. This type of diversion differs from
adiversion by an executive who is not a member of the dominant family in that it has to pass the eyes
of the dominant shareholder and the other employees. Diversion by dominant shareholders is a result
of organised efforts by top employees of the firms, because active and intentional participation by
some employees and acquiescences by some others are necessary. This suggests that job security,
rewards, and in fact whole careers of most managers are determined by the chaebol families.
Professional managers in Korea face an incentive structure that forces them to serve the interests of
chaebol families and not the interests of the firm or the shareholders.

Another key feature is the widespread use of loan guarantees. The following two tables summarise the
extent of loan guarantees among the top 30 chaebols. Many firms affiliated with the top 30 chaebols
saw their loan guarantees turned into their own debts as many of the firms whose debts had been
guaranteed by them defaulted on debt payments.

Table IV-2: Trend of Cross-payment Guarantee of the 30 Largest Chaebols
(Loan guarantee/ equity capital : %)

1993 1994 1995 1996 1997

469.9 258.1 161.9 105.3 91.3
Source: Fair Trade Commission and the Federation of Korean Industries

Table IV-3: Status of Cross-payment Guarantees of the 30 Largest Chaebols

April 1997
(Loan guarantee/equity capital: %)
5 largest Chaebols 6-10 largest Chaebols 11-30 largest Chaebols
58.9 (64.7) 153.9 (150.3) 207.1 (200.0)

Parentheses: April 1996.
Source: The Federation of Korean Industries.

In Korea, controlling families were in a position to control huge amounts of financia resources that
the firms under their control borrowed. Inefficient investment of the borrowed money in large risky
projects, as well as other more onerous uses, led many of the large corporations to become insolvent or
bankrupt and eventually cost the lending institutions and taxpayers an unprecedented amount.

High leverage combined with poor profitability of large firms in Korea may have aggravated the
agency problem vis-avis chaebol families. As many of the firms under their control were heavily
indebted and experienced huge amounts of losses, the net values of the firms under their control
shrunk quickly, as did the net worth of their shares. Although no accurate figures are available, we
conjecture that the net worth of the shares of many chaebol families in Korea may be negligible, or
considerably small compared to the amount of capital that is under their control today. Nonethel ess,
they are still tightly in control of large firms and huge amounts of financial resources, most of which
came from loans that banks and other financia intermediaries made to the firms under their control. In
a sense, many families are able to maintain control of large firms and large sums of borrowed money
without having proper ownership that normally justifies control. The families that find themselves in
such circumstances may find it even more attractive than before to divert resources from the firms
under their control.
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It iswidely suspected that chaebol companies could relatively easily transfer financia resources to and
from one another as the needs for such transfers arise from the standpoint of the dominant
shareholders, and they have actually done so frequently. No accurate figure is available on the amount
of money involved in such transfers. Many of the transactions between firms under the single control
of a chaebol family that result in large scale transfers of wealth may be found to be acts of breach of
trust if they are brought to the court and sufficient evidence is presented to the court. For some reason
that is not clear to us, there are few cases of breach of trust involving large listed companies, even
while almost everybody appears to believe that self-dealings among the companies controlled by the
same chaebol family have been prevailing.

Under such circumstances, the Fair Trade Commission has been the main regulator of self-dealings by
chaebol families. Article 23 of the KFTC Act includes a clause that declares illegal "undue provision
of money, assets, labour, and other transactions involving significant preferential treatment, that are
likely to distort competition.” In 1998, KFTC twice investigated the top five chaebols and found
illegal self-dealings that entailed transactions amounting to more than 5.5 trillion won, and
subsequently handed down administrative fines amounting 93.1 billion won to the involved companies
under the control of the five largest families.

Almost all of the cases are redtricted to preferential financial deals between companies under the
control of the same family, such as exorbitant prices paid for CPs, loans made at below market rates,
and delay of payment for assets sold to affiliated firms. The move by KFTC was interpreted by many
as aresponse by the government to the efforts of chaebol families who were trying to keep under their
control the firms that were in deep trouble and should have declared bankruptcy.

The following three tables provide detailed information on self-dealing cases. It is worth mentioning
that of the 33 firms found to have provided subsidies in the first round of investigation, 27 (81.8% of
the total) had recorded profits for the previous three consecutive years. Of the 21 beneficiaries, 17
(81.0%) experienced lossesin at |east one of the three previous years. Four of the beneficiaries showed
negative net values. Results from the second round of investigation included nine firms among the
beneficiaries that were insolvent and generally showed a similar pattern to that of the first round. This
seems to strongly support the suspicion that chaebol families were indeed trying to keep ailing firms
under their control by cross subsidising them with the financia resources of the other affiliated firms.

Table IV-4: Summary of the Results from the 1* Round of Investigation

Number of Subsidy Estimated Amount of Subsidies

Number of Beneficiaries

Chaebol Providers (in 1200 million won)
Hyundai 35 11 7,706
Samsung 7 9 7,200
Daewoo 6 7 4,229
LG 20 6 10,573
SK 12 2 10,555
Tota 80 35 40,263

Source: Fair Trade Commission, 1998.
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Table IV-5: Summary of the Results from the 2™ Round of Investigation

Chaebol Number of Subsidy Number of Estimated Amount of Subsidies
Providers Beneficiaries (in 100 million won)
Hyundai 13 7 3485
Samgsung 2 3 2 000
Daewoo 11 3 415
LG 3 2 682
X 4 6 8,345
Total 33 21 14,927

Source: Fair Trade Commission, 1998.

Table IV-6 Summary of Surcharge Imposition on 5 Largest Chaebols

(Units: 100 million won)

Chaeboal 1% Round of Investigation 2" Round of Investigation
Hyundai 226 92
Samgsung 114 30
Daewoo 89 44
LG 102 22
SK 191 21
Total 722 209

Source: Fair Trade Commission, 1998.

While KFTC regulation on self-dealings between chaebol companies seems to be the only working
mechanism that could check self-dealings by chaebol families, it has several shortcomings. First, the
logic behind Article 23 of the KFTC Act is basically a predation argument, and is not per se related to
expropriation of minority shareholders. Transactions between two firms under the control of a single
family that divert resources from one firm to another may at the same time have elements of predation
in intents as well as effects. In such cases, KFTC should pursue predatory act cases. But, this should
not limit other branches of the government from pursuing breach of trust, or other more onerous acts.

Second, from the perspective of corporate governance, the current regulation may be pointing fingers
at the wrong parties. Currently, it is the firm that pays the fines, which is consistent with the predation
logic of the regulation. However, the firm and minority shareholders will doubly suffer from self-
dealings that are detrimental to them in the first place, and from fines that further aggravate their
interests. From the perspective of corporate governance, it is the members of the chaebol families
involved who should pay the fines. Last, KFTC regulation on self-dealing does seem to cover only a
small part of the potential violations. As the result of the investigations that occurred in 1998 suggest,
KFTC may have focused upon only the financial transactions.
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Other measures that the Korean government has taken include reduction in debts held by chaebol
companies, reduction in loan guarantees, and consolidated financial statements. Chaebol companies
are required to reduce their debts to 200% of their equity or below by the end of 1999. Chaebols are
also required to submit combined financial statements, which show transactions between affiliated
firms, starting from the 1999 fiscal year. Although the government also required chaebol affiliated
firms to eliminate existing loan guarantees, thereis room for extension of the loan guarantees.

There also has been a relaxation of regulations on chaebols. Holding companies are now allowed.
However, we see little potential benefits chaebols could reap by establishing holding companies to
control affiliated firms that are already under their control. In addition, the limits on cross-holdings
have & so been lifted.

V. Foreign investment and takeovers

In May 1998, the investment ceiling imposed on foreign ownership of listed companies was abolished.
For state controlled enterprises, the aggregate ceiling has been raised from 25% to 30%, while the
individual ceiling remains at 3%. Over 60% of investors are institutional investors and almost 50% of
the investors are from the US or UK (Tables V-1 and V-2). Around 15% of foreign ownership is
through direct investment rather than portfolio investment (Table V-3).

Table V-1: Foreign Investment Registration by Country
(As of 31 Dec. 1998)

Us UK Chinese Taipei Japan Others
3,225 859 514 677 3,205

Source: Korea Stock Exchange.

Table V-2: Type of Foreign Investors
(As of 31 Dec. 1998)

Institutional Investors Individual | Total
Investors
Fund | Penson | Banks | Securities | Insurance | Others Sub
Fund Tota
3,763 522 282 285 159 318 5,329 3,151 | 8,480

Source : Korea Stock Exchange.

Table V-3: Foreign Investment in Stocks

Amount (billion won) Ratios

Portfolio Investment 22,536.8 16.35%
Direct Investment 3,103.1 2.25%
Tota 25,639.9 18.60%

Source : Korea Stock Exchange.
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The Commercial Code allows a company to require transfer of shares to be approved by the board of
directors as long as such requirement is specified in the articles of association of the company.
However, for listed companies, such requirement is prohibited. Thus, transfer of shares do not have to
be approved by the board of directorsfor listed companies.

The old stock exchange act required that anyone whose proportion of shares was expected to exceed
25% as aresult of a purchase of shares, should acquire more than 50% of the shares of the company.
While this restriction was advocated to give shareholders equal treatment, it was used as a barrier to
takeovers. A revision of the act in February, 1998 removed the restriction. The dominant shareholding
family of the SK group purchased more than 25% of the SK Securities after the revision took effect.

The most important existing restriction on takeovers is a restriction called the “5% rule” (Securities
Exchange Act Article 21), whereby anyone whose shares in a company reaches 5% or more as a result
of anew purchase of sharesin OTC should purchase them through tender offersin OTC.

In addition, al the mergers and acquisitions are subject to the Fair Trade Act, which forbids mergers and
acquisitions that would substantially reduce competition in the affected markets. FTA aso requires that
large companies or dominant shareholders of the companies inform the Fair Trade Commission if either
the company or the dominant shareholder purchases 20% or more shares of other companies.

Tender offers and hostile takeovers are very rare in Korea and have never been used for large firms.
Only a handful attempts at hostile takeovers have taken place. The best known cases involve two
merchant banking companies.

VI. Corpor ate gover nance of public enterprisein Korea

There are many public enterprises in diverse forms in Korea This report covers only the public
enterprises that are subject to the Framework Act on the Management of Government-Invested
Ingtitutions and the other large commercial companies in which the government maintains controlling
shares and plays an active role. Among the commercial public enterprises that are not subject to the
Framework Act, Korea Telecom (KT), Kogas, Korea Ginseng and Tobacco (KT & G), and Korea Heavy
Industry (KHI), which used to be a monopoly in the eectricity generating equipment manufacturing
industry, are subject to the Act on Privatization and Management Reform of Public Enterprises (specid
act henceforth), aswell as company laws. The rest of the large commercia public enterprises that are not
subject to either act are subject only to company laws. Most of the important public enterprises, such as
the monopolistic firms in the network industries of eectricity, telecommunications and gas, aswell asin
other industries such as tobacco, sted, and electricity generating equipment, are covered. Large
commercia public enterprisesthat are not subject to either act include Posco and KBS.

Before the fall 1997, most of the public enterprises were subject to the Framework Act, run virtually
as instruments of the policies of the line ministries and generaly considered as parts of the line
ministries. In addition to the Framework Act, most of the public enterprises were also subject to a
special act that explicitly specified the objectives of the public enterprise as the promotion of public
goals in the relevant industry and allowed the line ministry full control of the public enterprise.
Appointments of chief executives were ailmost entirely restricted to career bureaucrats and career
politicians with little or no experience in commercia business. Thus, there was little room for utilising
commercia potential of public enterprises. The main objective of the Framework Act was to prevent
inefficiency within public enterprises by letting the Ministry of Finance and Economy, apart from the
line ministry, take part in the management of public enterprises. However, since the Ministry of
Finance and Economy was not staffed with experts in the relevant industries, its role was restricted. In
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essence, the idea behind the Framework Act was to minimise expenditures needed to supply the
services of public enterprises, just as the budgetary agency wanted to minimise the cost of supplying
government services such as defence. The Framework Act required that the board of directors of a
public enterprise subject to the act include one representative from the line ministry, and another from
the Ministry of Finance and Economy. The rest were selected from mostly academics. But, the director
from the line ministry dominated, and the others did not play significant roles.

A comprehensive study of public enterprises conducted in 1994 and 1995 concluded that privatisation
was needed for some of the large public enterprises including Korea Telecom and Korea Tobacco and
Ginseng. However, the government did not privatise them and instead introduced the special act in the
fall of 1997. The act identified four public enterprises mentioned above as the targets for privatisation
and alowed profit oriented management for them. Specifically, the act exempted KT, KT & G, and
Kogas from the Framework Act and required that their boards consist of executive directors and outside
directors who were not government officials, thus excluding the presence of the line ministries as well as
the Ministry of Finance and Economy. At the same time, the government abolished the KT act and KT &
G act, freeing them from the intervention by the line ministries. Outside directors have been
subsequently appointed and were given the tasks of formulating management contracts with the chief
executives that were partially based upon the commercia performance of the companies. The act is
beieved to lead to substantial improvement in the interna efficiency of the four public enterprises.
However, its effect has been limited mainly because realignment of industria policies and the regulatory
policies have not been followed. For instance, while the act nominally gave profit incentives to KT, no
independent regulatory authority, scheme for rates or access changes for the telecommunications have
been established. The line ministries were able to continue to influence the management of public
enterprises because they were alowed to appoint outside directors.

In late 1998, the Framework Act was modified to resemble the special act. On the surface, the public
enterprises that are subject to the Framework Act have similar corporate governance structures as the
four companies covered by the specia act. However, because the public enterprises that are subject to
the Framework Act are considered as instruments of promoting policies rather than commercia entities,
there remains confusion over how to separate policy functions from the commercial functions of the
public enterprises. This confusion is compounded by the fact that the Framework Act covers many
public enterprises which are vastly different in nature. For instance, the nature of the business of Kepco
is as commercia as that of Kogas or KT, while the Farming and Fishing Promotion Corp. supplies
servicesthat are essentially government services with little commercial potential.

Overdll, corporate governance in public enterprisesin Korea has not changed fundamentally from the old
regime that was based on the view that public enterprises are instruments of the line ministries in their
pursuit of public policies. Policy objectives have not been clearly separated from commercia businesses
and still influence the operation of public enterprises significantly. In network industries, no independent
regulatory framework has been established, even though the government identified KT, Kepco, and
Kogas as targets of privatisation and introduced competition in the telecommunications industry and
parts of the electricity industry. Consequently, public enterprises are still run as toolsto achieve the goals
set by the line ministries and are not allowed to maximise shareholders' value, even when sizeable shares
arein private hands. Lack of separation between public objectives and commercia operation of public
enterprises hasin the past, and till is, hindering privatisation.

VI. Debtor and creditor relations

Corporate finance in Korea is characterised largely by the bank dominance as is the case in most East
Asian (EA) countries. The lack of a well-developed capital market was the mgjor factor behind such

178



an unbalanced financing pattern. Under this circumstance, the primary responsibilities for corporate
monitoring rested on creditor banks. In reality, however, monitoring and oversight by banks was
neglected, the high price of which culminated in the financial crisis. These deficiencies in debtor and
creditor relations are closely intertwined with prolonged state control in the financial sector and the
resultant problem of moral hazard. The ownership structure of financial ingtitutions, which varied
significantly across the segments of the financial sector, also was as an important ground for improper
debtor and creditor relations.

State control and moral hazard

Neglected monitoring and oversight of corporate finance by creditor banks in Korea were the natural
outcome of the distorted incentive structure which was largely affected by the policy environment,
characterised by undue state influence in credit alocations, as well as lax financial supervision and a
lax regulatory framework. In Korea, unhealthy links between government and banks were alegacy of
government-led economic devel opment.

Since the early 1960s, the Korean government has played a pervasive role in financing industrial
development.® The Korean government directly owned all major banks in 1961, directed policy loans
to priority sectors such as export industries and HCIs. Policy loans were indeed substantial during the
HCI drive in the 1970s:. they constituted about 50% of total domestic credit (Table VII-1).

Table VII-1: Share of Policy Loans by DMBs and NBFIs (Unit: %)

1973~81 1982~86 1987~91 Average during period 1973~91
DMB loans (A)
Government funds 75 74 8.0 7.6
National Investment Fund 4.3 51 3.0 4.2
Foreign currency loans 211 19.7 194 20.3
Export loans 21.3 16.9 5.2 16.2
Commercia bills discounted 8.0 139 16.5 11.6
Special funds for SMCs 5.9 5.6 6.5 6.0
Loansfor AFL 6.1 5.3 7.4 6.2
Housing loans 8.0 131 14.1 10.8
Other” 17.7 131 20.0 17.1
Policy Loans Total 100.0 100.0 100.0 100.0
NBFI loans(B)
KDB loans 91.9 717 83.7 84.8
(National Investment Fund) (&7 (18.5) (7.9) (19.5)
EXIM loans 8.1 28.3 16.3 15.2
(National Investment Fund) (25" 4.7) (23 (3.0)
Policy Loans Total 100.0 100.0 100.0 100.0
(A)/DMB loans 63.0 59.4 59.5 61.2
(B)/NBFI loans 48.0 323 15.3 35.9
((A) + (B))/domestic credit 48.9 408 309 424

Notes : Figures in the table are annual averages.

* Annual average during 1974~81.

1) Includes loans for imports of key raw materials, loans on mutual instalment, loans for machinery, equipment
loans to the export industry, special equipment funds, and special long-term loans.

Source : National Statistical Office, Korean Economic Indicators, various issues: Bank of Korea, Monthly Bulletin,
various issues. Quoted from Y.J. Cho and J.K. Kim (1995).
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State influence over the banking sector has waned along with the progress in financial liberalisation,
particularly the privatisation of commercial banks. Nonetheless, it has remained substantial until
recently. Infact, the share of policy loans out of total 1oans extended by deposit money banks (DMBS)
remained about 60% in 1987-91.

The provision of subsidised credit, coupled with interest rate control, encouraged the corporate sector
to rely more on borrowings than equity financing. Since real interest rates have remained below the
marginal productivity of capital, overseas borrowing has taken place, and the subsequent increases in
financial expenses induced further borrowing (Chart V11-1). Such avicious cycle ultimately led to an
unbearably high leverage and reckless capacity expansion in the corporate sector.

Chart VII-1: Real Interest Rate, Marginal Productivity of Capital” (Unit: %)
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Note: 1) We estimate the marginal product to capital using the Cobb-Douglas production function approach in
Cho and Oh (1996). We assume a capital-output ratio of 1/3 and depreciation rate of 0.065. We also estimate
the potential GDP and capital stock derived from the KDI quarterly model.

The Korean government had to provide an implicit guarantee on bank lending asit played amajor role
in credit alocation. Also, given the tight linkage between the banking and corporate sectors, corporate
failures had an immediate impact on the soundness and viability of banks. For these reasons, the
government undertook major corporate bailout exercises on numerous occasions, including the August
1972 Emergency Measure, industrial restructuring in major HCls (1979-81), and industria
rationalisation measures in overseas construction and shipping industries (1984-88).°

The first and prime example of corporate bailout by the government is the August 1972 Emergency
Measure that included not only corporate debt rescheduling by creditor banks but also a temporary
moratorium on the payments of corporate debt owed to curb market lenders (Box 1). Such a measure
was deemed inevitable at that time in the face of unbearable default risk of the corporate sector
stemming from high leverage. In addition, it signalled to private firms the government’s implicit
commitment to becoming arisk-sharing partner with them. Indeed, since then, Korean entrepreneurs
were able to undertake risky ventures and attach along-term perspective to their investment decisions.

As the August 1972 Emergency Measure set the precedent for corporate bailout, similar rescue
operations by the government followed on severa occasions.” Such recurrent government bailouts,
however, were not free of costs. The government bailouts exacerbated the already weak market
discipline and caused serious mora hazard problems. Excessive corporate leverage based on implicit
risk-sharing by the government created the so-called "too-big-to-fail" hypothesis, which worked as an
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important exit barrier and often overshadowed the voices for financial market liberalisation. Given the
preponderance of the chaebols market share and the vertically integrated industrial structure, the
socia costs of chaebol bankruptcy would be enormous. In such an environment, the chaebols
incentive structure with regard to corporate financing was seriously distorted: the more chaebols
borrow, the safer chaebols are. Given the implicit state guarantees on bank lending, banks had little
incentive to monitor the client firms' investment decisions. Strict prudential regulation and supervision
were hardly applied to banks given the fact that the government and banks were in the same boat in the
sense that both acted as a risk-sharing partner of business firms. Indeed, in the course of a bailout,
managements of arescued financial institution and corporation were not replaced, further undermining
incentives for prudent behaviour.

These fault lines, |eft as alegacy in Korea, have made the business sector vulnerable to unfavourable
cyclical shocks and increased systemic risk in a globalising financial market. Indeed, a series of
corporate bankruptcies in 1997, which constituted a starting point of Korea's financial crisis, were not
immune to the large terms of trade shocks that occurred in 1996 and 1997 and the subsequent squeeze
in corporate cash flows.

After the August 1972 Emergency Measure, credit control on chaebols was introduced in order to
check or reduce the banks' exposure to chaebols, and improve the capital structure of chaebols. To
this end, various financing restrictions, including the basket control of credit supply, were imposed on
chaebols and the main bank system was established to implement those restrictions. To some extent,
these policies have produced positive results as can be seen in the declining share of bank loans to
chaebols in total bank lending (Table VI1-2).2 In addition, under the main bank system, the power
balance between banks and chaebols was improved in favour of banks.

Table VII- 2: Share of Loans to the 30 Largest Chaebols by Financial Institutions(Unit: %)

1986 | 1987 | 1988 | 1989 | 1990 | 1991 | 1992 | 1993 | 1994 | 1995

Banks” | 286 | 26.3 | 242 | 20.7 19.0 18.9 17.9 15.6 150 | 139
NBFIs - - 324 | 366 | 378 | 385 | 405 - - -

Note: 1) include deposit money banks only.
Source : The Bank Supervisory Board, the Korea Investors Service, Inc., quoted from S.M. Yoo and J.K.
Kim (1993) and D.H. Lee et. al (1998).

Unfortunately, the credit control system under the leadership of the main banks wasill-focused and, as
a result, distorted debtor-creditor relations. Main banks acted more as a regulator on chaebols
business activities than as a risk-sharing partner in terms of financing. Since the early 1980s, chaebols
were required to get pre-approval from the main banks on their business decisions regarding market
entry, investments, acquisitions of assets and rea estate holdings, among others, which are not
principal activities of banks. In short, the main banks acted as de facto government agents in terms of
regulation and monitoring.” Furthermore, the main banks were designated by the government on the
basis of the bank’s exposure to chaebols: for each chaebol, the government designated a bank with the
largest exposure to that chaebol as its main bank. Once designated, however, the main bank was not
changed even if it lost its status as the principal source of credit to the chaebol. In retrospect, these
features of the main bank system distorted the commercialy oriented links between creditor banks and
chaebols as well as incurred substantial costs and administrative burdens to banks. Thus, it is clear
that the relationship between the main banks and their chaebol clients is in sharp contrast to that of
Germany and Japan.’®
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Box: August 1972 Emergency Measure

High economic growth after the first five-year economic plan period (1962-66) made Korean
industrialists optimistic about the future of the economy. Their optimism combined with rapid growth
of domestic credit and increase in foreign borrowing fuelled the investment boom of the second half of
the 1960s. During 1963-71, the debt/equity ratio of the manufacturing sector increased by more than
four times, from 92% to 394%.

As the economy showed signs of over-expansion with a swelling current account deficit, the IMF
stepped in. The IMF recommended the currency devaluation, abolition of export subsidies and tight
monetary control (an orthodox IMF program). The Korean government did not accept these
recommendations, which could thwart the second five-year economic plan and jeopardise rapid
growth. But the pressure was intense: the US made the consideration of additional PL 480 and
developmental loan funding conditional on the acceptance of the IMF program. The government then
agreed to the IMF program in 1970, with the exception of the demand to end export subsidies - the
incentive that the government viewed as the pillar of its export-led growth strategy. Consequently,
monetary expansion dropped and economic growth aso fell from 13.8% in 1969 to 7.6% in 1970.
This drop was followed by a currency devaluation of 18% in 1971.

Devaluation and tight credit control hit domestic firms hard, especialy those that borrowed from
abroad. The world economic recession made things worse. The net profit ratio of the manufacturing
sector fell sharply and NPLs of banks started to pile up. Under tight credit control, domestic banks
could not help firms finance the increased foreign loan payments. Business turned to the last available
resort: the curb market. By 1971, the number of bankrupt enterprises that had received foreign loans
climbed to 200; Korea faced itsfirst debt crisis.

Business was in an uproar. The Korean Federation of Industrialists urged immediate remedies -
something short of declaring national bankruptcy to the internationa financial community to bail out
firms. The government originally considered mobilising special funds of ten billion won (about 3.3%
of the total money supply). Business responded that the amount was far short of what was required.
After consultation with leading businessmen, the government concluded that some extraordinary
measures were necessary to cushion the financial burden of the debt-ridden firms, and eventually
issued its Emergency Decreein August 1972.

It included an immediate moratorium on the payment of all corporate debt to the curb lenders and
extensive rescheduling of bank loans. All corporate loans from the curb market were converted to
long-term loans, at a maximum interest rate of 16.2%, when the prevailing curb-market rate was over
40% per annum. About 30% of the short-term bank loans to business were converted into long-term
loans at a reduced interest rate. This conversion was ultimately backed by the central bank, which
accepted the special debentures issued by the commercial banks (C.Y. Kim 1990 and 1994, and Y.J.
Cho and J.K. Kim 1995).

Ownership and governance structure of financial institutions
Ownership structure of financial institutions is also a critical element in the fabric of corporate

governance as it is directly related to the issue of conflicts of interest. Strong governance usualy
emerges in response to predictable pressures from shareholders, supervisors and market competition.
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Commercial banks

In Korea, the social concern about the strong economic influence of chaebols trandated into strict
restrictions on bank ownership structure. In 1982, when privatisation of the banking sector was
pursued, a ceiling of 8% on individual ownership of nationwide commercial banks was imposed, in
order to prevent any single shareholder from exerting excessive influence and control over a bank’s
management. This restriction was further strengthened as the ceiling was lowered to 4% in 1994, as
financial liberalisation made progress™. It has been alegedly argued that the resulting fragmented
ownership structure significantly reduced the room for potential influence of large shareholders.

As of the end of 1996, the average number of shareholders who own more than 1% of the total voting
stocks was 10 for the nationwide commercia banks, and their combined shares accounted for 39.3% of
thetotal. The number of shareholders with ownership of 4% or more averaged at 3, accounting for 24.3
percent of the total shares (Table VII-3). If similar satistics are calculated for all DMBs including local
banks whose ownership structure is much more concentrated than nationwide banks due to a higher
ceiling, the combined shares of the largest 12 sharehol ders accounts for more than 40% of the total.

This figure indicates that the ownership distribution of Korean banks is no less concentrated than in
advanced countries such as the US. Therefore, the long-time advocated argument that "there is no
accountable owner in individual Korean banks due to fragmented ownership structure" seems to be
unfounded. Theoretically, it only refers to the absence of a single dominant shareholder, and should
not be interpreted as the non-existence of shareholders with a potential for management control power.

Despite Korea's bank ownership structure comparable to that of advanced countries, large shareholders
of most banks have remained passive in exercising their voting rights and monitoring bank
management. Such behaviour of large shareholders has been attributed in large part to government
intervention in bank management. Despite financial liberalisation and deregulation, strong inertia due
government intervention continued as the government appointed CEOs of banks. Under these
circumstances, bank management tended to reflect the government’s intention in their decisions, rather
than being accountabl e to their shareholders. The continued government control or influence on banks
seems to be a rather unique feature of the Korean banking sector, given the fact that the government
did not have ownership in commercial banks after privatisation.

Accordingly, internal governance of banks has remained ineffective and poor. The boards of directors
of banks have not been in a position to check management in an independent manner. Typically, the
board of directors was comprised mostly of insiders and the CEO and they, not the shareholders,
exercised virtually full power in nominating directors. In addition, inside directors were actualy in
charge of carrying out the business plans rather than continuously monitoring the CEO. Although
there were 6 to 8 non-executive directors in large nationwide banks, they were not assigned a clearly
defined role, nor provided with necessary information for monitoring.

To correct this problem, the government revised the General Banking Act a the end of 1996 to
introduce a non-executive director-led board system for banks without dominant shareholders.”> Due
to this change, the number of non-executive directors at large nationwide banks increased to 13, while
5-8 non-executive directors were newly appointed at regional banks (Tables VII-5 and VII-6).
However, the renewal of the board system itself did not appear to contribute much to improving bank
management. In fact, for the 6 largest banks, 10 non-executive directors, who were representatives of
shareholders, only held 2.64-9.25 percent of total stocks and many non-executive directors seemed to
have a favourable relationship with top management. More importantly, at the outset, bank managers
did not have strong incentives for improving transparency standards and being accountable to
shareholders and outside stakehol ders because of weak prudential regulation and mora hazard.
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Table VII-3: Large Shareholders’ Ownership of Banks

(As of the end of 1996)

Classification Large Shareholders Large Shareholders Ownership Shareby 5
Over 1% over 4% Largest Shareholders (%)
(by 3 Largest Industrial
Capital )
Number | Ownership Number | Ownership
Share (%) Share (%)
Chohung 11(4) 45.7(14.7) 5(2) 32.4(10.0) 32.4(12.8)
Commercia 10(3) 35.1(9.3) 5(1) 274 (7.0) 27.4(9.3)
KoreaFirst 13(5) 35.6(15.7) 2(1) 125(5.5) 22.4(12.5)
Hanil 14(5) 45.5(15.8) 4(1) 20.8 (4.8) 24.6(11.4)
Seoul 12(6) 30.6(14.2) 2(1) 12.0(4.6) 20.3(10.3)
5 Largest 12(5) 38.7(13.9) 4(1) 21.3(6.5) 25.6
Nationwide
Banks, Average
Korea 9(2) 59.0( 2.1) 1(-) 47.9(-) 54.6(n.a.)
exchange 9(1) 48.5( 2.0) 3(-) 37.2(-) 43.4(n.a.)
Kookmin 6(2) 16.4(4.5) I(-) - () 15.3(n.a.)
Shinhan 9(6) 70.4(45.6) 5(3) 64.4 (41.1) 79.9(41.1)
KorAm 16(5) 54.6(19.4) 5(2) 28.5(11.0) 28.5(14.5)
Hana 17(5) 52.9(26.0) 5(3) 31.4 (20.8) 31.4(20.8)
Boram 10(2) 14.9( 2.3) -() - () 8.7(n.a)
Donghwa 3(-) 17.1(-) 2(-) 152 (-) na(n.a)
Daedong 7(-) 20.0(-) 2(-) 13.8(-) 17.8(n.a)
Dongnam 9(1) 49.0( 1.3) 6(-) 42.2 (-) 37.0(n.a.)
Peace
Nationwide 10(2) 39.3(10.7) 3(1) 24.3(5.4) -
Banks, Average
Daegu 15(3) 40.6( 8.6) 4(1) 22.9(5.7) 25.6( 8.6)
Pusan 14(3) 52.0(28.8) 2(1) 31.8(23.9) 40.4(28.8)
Chungchong 14(5) 63.9(27.7) 3(1) 36.2(16.5) 43.0(23.3)
Kwangju 13(2) 41.7(9.5) 3(1) 21.7(7.9) 28.6( n.a.)
Chegju 10(4) 51.8(31.7) 3(1) 36.6(26.5) 42.1(30.6)
Kyonggi 13(5) 42.6(20.6) 3(2) 21.6(14.3) 28.7(17.7)
Jeonbook 15(4) 59.4(24.3) 6(3) 41.8(23.1) 37.3(23.1)
Kangwon 17(3) 57.0(14.5) 4(2) 31.2(11.9) 34.9(14.5)
Kyungnam 16(4) 50.4(20.5) 2(1) 19.4(11.6) 29.7(18.2)
Chungbuk 16(5) 54.1(11.3) 4(1) 29.7(4.7) 33.4(9.3)
Local Banks, 14(4) 49.7(18.5) 3(1) 27.6(13.5) 33.0
Average
Commercid 12(3) 40.9(11.9) 3(1) 24.8(6.6) -
Banks Average

Note : Figures in parentheses indicate the number and ownership share by private industrial capital
(including affiliated financial institutions).

Source : The Bank Supervisory Board.
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Table VII-4: Share of Banks Owned by Top 30 Chaebols

(As of the end of 1996, Unit: %)

Conglomerates

Ownership Share

1. Hyundai Korea First bank(2.20), Hanil bank(2.00), Seoul bank(1.99), Kangwon
bank(11.89)

2. Samsung Chohung bank(2.81), Commercia bank(7.03), Korea First bank(3.96), Hanil
bank(4.76), Seoul bank(3.77), Korea exchange bank(1.05), Shinhan
bank(3.36), KorAm bank(18.56), Hana bank(3.42), Peace bank(1.28), Daegu
bank(5.65), Pusan bank(1.02), Kyonggi bank(1.57), Jeonbook bank(1.20),
Kangwon bank(1.22), Kyung nam bank(2.38)

3.LG Korea First bank(3.03), Hanil bank(2.47), Boram bank(7.58), Cheju
bank(1.80)

4. Daewoo KorAm bank(18.56)

5. SK Kyonggi bank(3.42)

6. Ssangyong Chohung bank(1.98), Korea exchange bank(1.04), Hana bank(1.52), Kookmin
bank(1.96)

7. Hanjin Kyonggi bank(5.63)

8. Kia Korea Firgt bank(1.04)

9. Hanwha Chungchong bank(16.49)

10. Lotte Pusan bank(23.93)

11. Kumho Kwangju bank(7.87)

12. Doosan Boram bank(11.34)

13. Dadlim Hanil bank(3.57)

14. Hanbo

15. DongAh Seoul bank(1.50), Cheju bank(2.31)

16. Hdla

17. Hyosung Hank bank(5.16), Kyungnam bank(11.57)

18. Dongkuk Steel
19. Jinro
20. Kolon

Seoul bank(1.27), Pusan bank(3.85), Kyungnam bank(3.92)
Hana bank(3.51)
Boram bank(5.80)

21. Tongyang
22. Hansol
23. Dongbu
24. Kohab
25. Haitai

Donghwa bank(1.03)

Cheju bank(1.06), Chungbuk bank(1.74)

26. Sammi

27. Hanil

28. Kukdong-
Condgtruction

29. New Core

30. Byucksan

Source: The Bank Supervisory Board.
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Table VII-5: Board of Directors of Banks

(Asof March 11, 1997, Unit: person)

Chair- Managing | Execu- | Director | Auditor | Total Non-Executive Board Member
man Director tive
Director
President | Vice- Director | Auditor
president
Chohung 1 1 10 - 1 13 13
Commercid 1 2 9 - 1 13 13
KoreaFirst 1 2 5 4 1 13 13
Hanil 1 2 9 - 1 13 13
Seoul 1 1 6 4 1 13 13
Korea 1 2 9 - 1 13 13
Exchange 1 1 10 - 1 13 13
Kookmin 1 2 3 3 1 10 1 1 30 | 2
Shinhen 1 7 3 1 1 8 9
KorAm 1 1 5 - 1 8 1 14
Dongwha 1 1 5 - 1 8 8
Dongram 1 1 3 2 1 8 8
Daedong 1 1 3 2 1 8 1 9 1
Hana 1 1 4 2 1 9 1 8
Boram 1 1 2 - 1 | 5 1 7
Peece
Nationwide | 15 21 86 18 15 155 5 1 184 3
Banks
Subtotal
Daegu 1 1 5 - 1 8 8
Pusan 1 1 5 - 1 8 8
Chungchong 1 1 3 - 1 6 8
Kangwon 1 1 5 - 1 8 8
Cheju 1 1 2 1 1 6 6
Kyonggi 1 1 4 - 1 7 8
Jeonbook 1 1 4 - 1 7 8
Kangwon 1 1 3 - 1 6 7
Kyungnam 1 1 5 - 1 8 8
Chungbuk 1 - 3 - 1 5 5
Local 10 9 39 1 10 69 74
Banks
Subtotal
Total 25 30 125 19 25 224 5 1 258 3

Note : 1) Including one first vice-president.
Source : The Bank Supervisory Board.
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(Unit: person, %)

Table VII-6 Newly Employed Non-Executive Directors of Banks

Classification Large Minor Recommended Total
Shareholders | Shareholders | by Board of
Directors
Nationwide | Corporate 41(38.3) 28(26.2) 8(7.5) 77(72.0)
Bank Academic circles 1( 0.9 - 7(6.5) 8(7.5)
All sortsof 6( 5.6) 4 3.7) 1(0.9) 11(10.3)
organisgtions - - 3(2.8) 3(2.8)
Lawyer/Accountant 2(19 - 1(0.9) 3(2.8)
The Press - - 3(2.8) 3(2.8)
Government/Others - - 2(1.9) 2(1.9)
Financia circles
Subtotal 50(46.7) 32(29.9) 25(23.4) 107(100.0)
Locd Bank | Corporate 35(47.3) 14(18.9) 8(10.8) 57(77.0)
Academic circles 1(1.9) 1(1.4) 5( 6.8) 7(9.5)
All sortsof 2(2.7) 4(5.4) 1(1.4) 7(9.5)
organisgtions - - 2(2.7) 2(2.7)
Lawyer/Accountant - - - -
The Press - - - -
Government/Others - - 1(1.9) 1(1.49)
Financia circles
Subtotal 38(51.4) 19(25.7) 17(23.0) 74(100.0)

Note: Figures in parenthesis indicate shares of total non-executive directors in commercial banks.
Source: The Bank Supervisory Board.

In fact, the supervisory authorities had never allowed any financial institution to fail before the crisis,
for fear of impairing public confidence toward the financial system and their being responsible for
inappropriate supervision. At the time of financia distress, the government almost surely rescued
ailing ingitutions. In addition, the information disclosure system fell short of the Internationa
Accounting Standards (1AS). As a result, bank managers, recognising that they would not be forced
out of the market even when they were failing, did not actively search long-term devel opment plans to
survive in deteriorating environments or carry out restructuring through mergers or strategic alliances.
Instead, they relied on high charter value of their banks resulting from various entry barriers, and often
appeaed to supervisory authorities for relaxing regulatory standards and corrective measures when the
business environment worsened.

Various factors virtually prevented market discipline from operating properly in the domestic financial
markets. High entry barriers restricted fair competition among financial institutions and induced bank
managers to maintain a passive management attitude, seeking rents from the imperfect competition.
Moreover, exiting management improvement measures were often not taken by supervisory authorities
or were delayed because of unclear standards for taking action. Also, the capital market could not
check the bank management, since accounting data on the financia situations of banks were quite
inaccurate,”® and public disclosure of financial information on banks was hardly sufficient. The
market for corporate control in which failing institutions could be resolved through M&As was non-
existent.

187



For these reasons, bank management was accountable to no one, except the government, even after
privatisation in the early 1980s. Within banks, lending decisions tended to be centralised in senior
management, while internal risk control as well as credit analysis skills and procedures were
underdeveloped. Given the high corporate leverage and opague ownership and control linkages, many
corporate borrowers were not creditworthy by traditional criteria. As aresult, credit decisions tended
torely on collateral and cross debt guarantees among affiliates of business groups rather than projected
cash flows. Loan review processes and managerial information systems were rudimentary. In sum, the
financial liberalisation expanded the controlling power of bank managers, but at the same time, the
lack of proper governance structure, both internal and external, increased the possibility of exploitation
and misuse of the expanded power. In light of this, Korean banks not only suffered from greater
agency costs, but also played an inactive role as an external governance device for the non-financial
corporate sector.

Weak external governance by financial institutions of the corporate sector can aso be partly explained
by the regulations with respect to banks' equity participation in non-financial firms. Korean banks had
been regulated in their equity shares in non-financial businesses with a ceiling of 10%. In 1998, the
ceiling was relaxed to 15%, and commercia banks increased shareholdings of non-financia firmsin
their portfolios. However, the underlying motivation for banks to increase their shareholdings in
non-financial businesses seems to have been capital gains rather than management control or
influence. Infact, a bank’s equity share hardly represents athreat of potential control asit is quite low
compared to other shareholders. Furthermore, a bank’s control of firms as a shareholder was severely
limited due to regulations mandating "shadow voting", an obligation for financial intermediaries to
vote with the management which is also the magjor shareholder. Therefore, we might say that Korean
commercia banks generaly had not been in a position to play aleading role in corporate governance
matters.

Table VII-7: Nationwide Commercial Banks’ Stock Holdings
(%, of total assets, year-end)

1989 | 1990 | 1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997

On-balance sheet 1.8 1.6. 16 18 2.3 3.3 3.2 2.8 21

account 9.1 8.8 6.5 52 4.7 5.6 4.7 3.7 3.2
Trust account

NBFIs

Unlike banks, NBFIs were free of ownership restrictions except for life insurance companies and
investment trust companies.”®> As a result, many NBFIs are currently owned or actually controlled by
chaebols (Table VI1-8). Asof 1997, the 70 largest chaebols owned atotal of 109 financial affiliates —
an average of five financia affiliates in the case of the 5 largest chaebols - mostly in securities
companies, MBCs, non-life insurance firms, and instalment credit companies.
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Table VII-8: Number of NBFIs Owned by the Top 70 Chaebols”
(Unit: number of firms, the end of 1997)

Top5 Top 6-30 Top 31-70 Non-
Chaebols Chaebols Chaebols Chaebols

Merchant Bank (29)? 3 7 4 14
Securities (26) 6 5 1 12
Investment Trust Company (14) 2 2 1 5
Life Insurance (31) 2 4 8 14
Fire & Marine Insurance (13) 2 3 0 5
Installment Credit (26) 2 7 3 12
Mutua Saving & Finance (219) 1 5 12 18
Venture Investment (56) 3 4 6 13
Card (7) 3 1 0 4
Finance & Factoring (46) 3 4 5 12

Totd (477)? 27 42 40 109

Notes:

1) The rank of chaebol is based on total borrowings.

2) The figure in parentheses represents the total number of financial institutions at each financial sector.
3) Leasing companies (a total of 39) are excluded because they are owned by banks

Source: National Information and Credit Evaluation Inc.

The close links between NBFIs and chaebols have created scope for conflicts of interest. In fact, it
appears that chaebols have been using their affiliated NBFIs to finance the activities of other
subsidiaries within their group in various ways: direct provision of funds, priority underwriting of
securities issued by related subsidiaries, provision of preferential financial services and information on
competing firms, management of related firms shares and their prices, exercise of control of other
firms via stock holdings, and other forms of unfair inter-group transactions. For example, chaebols
have been using their affiliated MBCs, especialy their overseas branches, and to a lesser extent their
insurance companies, to finance the activities of other subsidiaries within their groups. In this
situation, it is hard to expect prudent corporate monitoring by NBFIs.

Although many NBFIs are owned by large industrial groups, financial supervision of NBFIs has been
lax as can be seen from the fact that basic prudential regulations such as capital adequacy requirements
were absent until the onset of the crisis. The principal regulator and supervisor of NBFIs has been the
Ministry of Finance and Economy. However, only a small working-level unit has been assigned the
supervisory role within the Ministry, making effective monitoring ailmost impossible. In short, the
NBFIs have been under the strong influence of chaebols while government supervision was almost
absent. Such a combination was a disaster in waiting as can be seen from the fact that the financia
trouble of MBCs acted as a triggering point for the financial crisisin 1997.

Policy responsesto the crisis: financial sector governance system
The establishment of market principles, thereby preventing mora hazard problems, and enhancement
of accountability and transparency of management, are essential to improve a poor financial sector

governance system. As of the end of September 1998, the first round of financial sector restructuring
had been completed, and since the onset of the financial crisis, various measures have been taken to
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improve both the financial sector’s internal and external governance structures. Although not
complete, it is quite a dramatic improvement, considering the pre-crisis situation.

Internal governance structure

Rules for bank ownership were eased so that investors can acquire strategic stakes in
financial ingtitutions. As large owners reach the thresholds of 10%, 25% and 33% of the
total equity, they will be subject to increasingly strong review by the Financia
Supervisory Commission (FSC). It is expected that, in addition to injections of capital,
foreign banks and investors can provide monitoring and managerial skills, and apply
international profitability standards.

Since January 1998, under the Act Concerning the Structural Improvement of the
Financia Industry, the supervisory authority is able to order the write-off of equity of
shareholders deemed to bear responsibility for the insolvency of banks which the
government has recapitalised or decided to recapitalise.

In February 1998, in order to activate the function of shareholders and internal auditors
in monitoring management, the requirements for exercising the minority shareholder’s
right to initiate a class action were eased.

The FSC has established and executed an efficient sanction system in which the FSC,
can impose civil and criminal liabilities on the directors. Also, the FSC can impose the
claim for financial damage of financia ingtitutions on the executives and employees
having responsihilities for the insolvency, and can impose the equivalent sanction on the
external auditors and examiners of supervisory authorities for neglect of duties.

External governance structure

Closure of insolvent financia ingtitutions opened a new chapter in the history of Koreas
financial sector, where no single commercial bank had been closed before. As of
September 1998, five banks, sixteen MBCs, two securities companies and one investment
trust company had been permanently closed. In addition, four securities companies, four
insurance companies and one investment trust company had been suspended. |If including
mutual savings, finance companies and credit unions, the total number of financia
institutions either closed or suspended was 94. Another 115 financia ingtitutions are
currently pursuing mandatory restructuring by the order of the FSC.

The prompt corrective action system and management evaluation system have been
introduced. Three-step corrective measures, composed of recommendations, measures
and orders to improve management, will be imposed on unsound financial institutions
according to the degree of their unsoundness. To this end, the capital adequacy standards
for deciding whether financial institutions are sound have been simplified.'®

To strengthen the bank disclosure system, in April 1998 the FSC increased the regular
disclosure items to the scope requested by the IAS, which include asset classification,
off-balance sheet transactions including derivatives, and special disclosure items such as
those related to financial mishaps. Also, the FSC has increased the frequency of regular
disclosure from once to twice ayear.
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To upgrade prudential regulation standards, loan classification standards as well as
provisioning requirements were strengthened in accordance with international practices
in July 1998. Under the new classification standards, loans overdue for 3 months or
more are categorised as "substandard’ and those in arrears for 1-3 months as
"precautionary”. Forward-looking asset quality classification standards will aso be
introduced in 1999. The required provisioning rate for "precautionary" loans was raised
from 1% to 2%. Commercia papers, guaranteed bills and privately-placed bonds in trust
accounts have been included in the asset category subject to loan loss provisions, and the
requirement of 100% of loan loss provisions for trust accounts with guarantees of the
principals has been added to those with guarantees of the interests. In addition, the
evaluation standard for marketable and investment securities held by banks has been
changed from the "lower-of-cost-or-market" to the "mark-to-market" method.

Table VII-9: Financial Institutions Suspended or Closed
(As of September, 1998)

Tota
Number of
Institutions
(end-1997)
License | Suspended | Subtotal
Revoked
Banks 33 5 - 5
Merchant Banks 30 16 - 16
Securities Companies 34 2 4 6
I nsurance Companies 50 - 4 4
Investment Trust Companies 8 1 1 2
Mutual Savings and Finance Companies 230 1 21 22
Credit Unions 1,653 12 27 39
Leasing Companies 25 - - -
Tota 2,063 32 62 94

Note: 1) bankruptcy.

Corporate financing patterns and performance in recent years

As discussed before, the absence of well-developed equity markets, and the provision of subsidised
credits coupled with weak corporate governance, have altogether resulted in chaebols' excess leverage
without due consideration to default risk. By the end of 1997, the debt/equity ratio of the 30 largest
chaebols reached 519% (Table VII-10). More surprising was that such extremely high debt/equity
ratios had prevailed for severa years before the crisis. For example, in 1995, the debt/equity ratios of
several chaebols were already at unimaginable levels: Hanbo Steel Co. (675%), New Core Group
(924%), Hanil Group (836%), Jinro Group (2,441%), Hala Group (2,855%), and Sammi Group

(3,245%).

During the period of 1997-98, all of them either went bankrupt or were subject to legal

procedures related to composition or reorganisation.
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An important observation can be made from this example. Clearly, many chaebols have shown signs
of rapidly deteriorating financial health and remained vulnerable to unfavourable cyclical shocks, such
as the terms of trade shock in 1996 and business downturn since the end of 1995. Nonetheless, they
were able to survive at least for two years before they collapsed at the time of the financial crisis, even
with such an unbearable burden of debt. At this juncture, key questions are: 1) how could chaebols
borrow to the point of unthinkable leverage in the first place, and 2) how could they survive for
several years with such a heavy burden of debt at the time of economic downturn? Answersto both of
these questions critically hinge upon poor internal governance of both the corporate and financial
sectors, aswell aslax financial supervision.

Table VII-10: Top 30 Chaebols’ Debt/Equity Ratios

(Unit: %)
1995 1996 1997
Chaebols Debt/equity Chaebols Debt/equity Chaebols Debt/equity
ratio ratio ratio
1. Hyundai 376.4 1. Hyundai 436.7 1. Hyundai 578.7
2. Samsung 205.8 2. Samsung 267.2 2. Samsung 370.9
3. LG 312.8 3. LG 346.5 3. Daewoo 472.0
4. Daewoo 336.5 4. Daewoo 337.5 4. LG 505.8
5. Sunkyung 343.3 5. Sunkyung 383.6 5. SK 468.0
6. Ssangyong 297.7 6. Ssangyong 409.4 6. Hanjin 907.8
7. Hanjin 621.7 7. Hanjin 556.6 7. Ssangyong 399.7
8. Kia 416.7 8. Kia 516.9 8. Hanwha 1,214.7
9. Hanwha 620.4 9. Hanwha 751.4 9. Kumho 944.1
10. Lotte 1755 10. Lotte 192.1 10. DongAh 359.9
11. Kumho 464.4 11. Kumho 477.6 11. Lotte 216.5
12. Doosan 622.1 12. Halla 2,065.7 | 12. Halla -1,600.4
13. Daglim 385.1 13. DongAh 354.7 13. Dadlim 513.6
14. Hanbo 674.9 14. Doosan 688.2 14. Doosan 590.3
15. DongAh 321.5 15. Daglim 423.2 15. Hansol 399.9
Construction 16. Hansol 292.0 16. Hyosung 465.1
16. Hadlla 2,855.3 | 17. Hyosung 370.0 17. Kohab 4721
17. Hyosung 315.1 18. Dongkuk Stedl 2185 18. Kolon 4335
18. Dongkuk Stedl 190.2 19. Jinro 3,764.6 | 19. Dongkuk Sted 3238
19. Jinro 2,441.2 20. Kolon 317.8 10. Dongbu 338.4
20. Kolon 328.1 21. Kohab 590.5 21. Anam 1,498.5
21. Tongyang 278.8 22. Dongbu 261.8 22. Jinro -893.5
22. Hansol 313.3 23. Tongyang 307.8 23. Tongyang 404.3
23. Dongbu 328.3 24. Haitai 658.5 24. Haitai 1,501.3
24. Kohab 572.0 25. New Core 1,225.6 25. Shinho 676.8
25. Haitai 506.1 26. Anam 478.5 26. Daesang 647.9
26. Sammi 3,244.6 27. Hanil 576.8 27. New Core 1,784.1
27. Hanil 936.2 28. Keopyong 347.6 28. Keopyong 438.1
28. Kukdong 471.2 29. Miwon 416.9 29. Kangwon 375.0
Construction 30. Shinho 490.9 Industrial

29. New Core 924.0 30. Saehan 419.3

30. Byucksan 486.0
Total 347.5 386.5 519.0

Source : Fair Trade Commission.
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As abasis for discussions on the relationship between the issue of corporate governance and financial
soundness and performance of firms, it would be desirable to document the financial landscape of the
corporate sector, particularly chaebals, in greater detail. Given the high debt leverage of the corporate
sector, a large share of operating earnings went to servicing their debts. Chart V1I-2 shows the trend
of the interest payment coverage ratio, calculated as operating earnings over interest expenses, of the
listed companies during the period of 1986 and 1998. Operating earnings used in this paper are
EBITDA (Earnings Before Interest payment and Taxes plus Depreciation and Amortization).
Therefore, those firms whose interest payment coverage ratio is below 1 are likely to go bankrupt.
The total number of listed companies covered by the sample is 504, and these companies are classified
into two categories: chaebol affiliates and non-chaebol independent companies. At the end of the first
half of 1998, the top 6th-70th chaebols interest payment coverage ratio (weighted average) was
merely 0.04 (1.06, if Kiaand Asia automobile companies are excluded), far below the level of the top
5 chaebols (1.35) and non-chaebol independent companies (1.42).

Such financia vulnerability of the top 6th-70th chaebols has been attributed to weak business
performance and high leverage. By the end of the first haf of 1998, the top 6th-70th chaebols business
performance, caculated as the EBITDA over tota assets, sharply deteriorated while their financial
leverages continued to rise. Consequently, the top 6th-70th chaebols' net profits to total assets plunged
t0-9.9% (-1.2%, if Kiaand Asia automobile are excluded) from -1.8% in 1997 (-1.3%, if Kiaand Asia
automobile are excluded). Unfortunately, both poor business performance and high debt leverage are not
recent phenomena as these conditions have been present since the mid-1990s.

For the top 5 chaebals, by the end of the first half of 1998 the operating earnings have increased,
apparently due to sharp reduction in wage costs and robust exports. Despite the increased earnings,
however, they have also experienced difficulty in servicing debt as their debt continued to grow. Asa
result, the top 5 chaebols’ net profit rate fell to -0.4% in the first half of this year from -0.1% in 1997.
In contrast, non-chaebol independent corporations showed visible improvement during the first half of
1998 with substantial progress in restructuring. Their interest payment coverage ratios have risen due
to a combined effect of debt reduction and increased earnings. Consequently, their net profit rates
turned positive, 0.4%, in the first half of 1998.

Chart VII-2: Interest Payment Coverage Ratios for Listed Firms
(Unit: times)
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Notes:
1) Figures for 1998 are those for the first half of 1998.
2) (A) includes all subsidiaries of the top 6-70 chaebols,
(B) excludes Kia and Asia automobile companies among the top 6-70 chaebols
Data Source: National Information and Credit Evaluation Inc.
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Chart VII-3: EBITDA/Total Assets for Listed Firms (Unit: %)
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Notes:
1) Figures for 1998 are those for the first half of 1998.
2) (A) includes all subsidiaries of the top 6-70 chaebols,
(B) excludes Kia and Asia automobile companies among the top 6-70 chaebols

Data Source: National Information and Credit Evaluation Inc.

Chart VII-4: Total Borrowings to Total Assets for Listed Firms (Unit: %)
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Notes:
1) Figures for 1998 are those for the first half of 1998.
2) (A) includes all subsidiaries of the top 6-70 chaebols,
(B) excludes Kia and Asia automobile companies among the top 6-70 chaebols

Data Source: National Information and Credit Evaluation Inc.

Chart VII-5: Net Income to Total Assets for Listed Firms (Unit: %)
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Notes:
1) Figures for 1998 are those for the first half of 1998.
2) (A) includes all subsidiaries of the top 6-70 chaebols,
(B) excludes Kia and Asia automobile companies among the top 6-70 chaebols

Data Source: National Information and Credit Evaluation Inc.
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Table VII 11 also shows the significance of financial trouble in the corporate sector before and after
the financial crisisin terms of the interest coverage ratios. In 1995, when the Korean economy wasin
a boom cycle, there already existed signs of financia weakness to some degree in both corporate
performance and financia structure: the number of firms with interest payment coverage ratio below 1
was already 61, which amounts to 11% of total listed firms. This number increased to 158 (31% of
total listed firms) in thefirst half of 1998, which is 2.6 times as high asthe figuresin 1995, largely due
to adrastic rise in interest rates and sharp reduction in profitability since the onset of financia crisis.
The situation is particularly pressing for the top 6th-70th chaebols.

Table VII-11 Deteriorating Corporate Performance

Interest Payment Coverage Ratio
1995 1996 1997 1998

=1 <1 =1 <1 =1 <1 =1 <1

Top5 Number 56 4 52 8 52 9 46 14
Chaebols | Of firms (7%) (13%) (15%) (23%)

Top6~70 | Number 127 15 114 28 96 46 67 58
Chaebols | Of firms (11%) (20%) (32%) (46%)

Non- Number 288 42 288 61 279 87 233 86
Chaebols | Of firms (13%) (18%) (24%) (27%)

Tota Number | 497 61 454 97 427 142 | 346 158
Of firms (11%) (18%) (25%) (31%)

Note: Figures in parentheses indicate the share of firms in each categorised group.
Data Source: National Information and Credit Evaluation Inc.

At this juncture, it should be noted that factor costs have stabilised considerably since the second half
of 1998: not only haveinterest rates dropped significantly, but nominal wages have also fallen as firms
struggled to survive and workers preferred pay cuts to reductions in employment.  Such reductions in
factor costs are significantly improving firms balance sheets and lowering interest coverage ratios.
These developments will contribute to the reduction of the corporate default risk. Nonetheless,
considering the heavy debt service burden of chaebols and the weak domestic demand, the potential of
large business failures cannot be ruled out. Unless debt reduction measures, including debt-equity
swaps, are carried out up-front, debt overhang would persist and the process of rehabilitation of
troubled firms would be delayed.

VIII.  Insolvency mechanisms

There are usually two types of formal insolvency procedure in a corporate insolvency law regime. One
is liquidation (or winding-up) in which the commercial activities of an insolvent firm are terminated
and its assets are sold either on a piece-meal basis or as a whole. In Korea, the Bankruptcy Act
administers liquidation procedure. The other is reorganisation (or rescue) which provides for the
continuation of an insolvent corporate debtor with restructuring of the financia claims of its creditors
and shareholders, and entails a change in the management and the ownership structure. The Company
Reorganization Act and the Composition Act provide for reorganisation procedure in Korea.

195



Informal workouts can be used as an aternative to the formal procedures of the insolvency law regime
when the debtor firm and its creditors would prefer to conduct negotiation of rescheduling or
restructuring with more flexibility. They can be less costly and speedier than the formal procedures
which involve the courts. Other than informal rescheduling of loans between a debtor firm and its
banks, an informal workout program has recently been introduced since the economic crisis by the
Corporate Restructuring Agreement among the financial ingtitutionsin Korea.

M& A markets can play the role of an insolvency mechanism in that an insolvent firm can be bought by
private investors, or be acquired by or merged into another firm, and the financia claims are repaid or
rearranged in the process. However, the M& A market has played only a minimal role as an insolvency
mechanism in Korea since it has aimost been non-existent due to the concentrated ownership structure
and the regulations in the stock market.

Formal insolvency procedures

The liquidation procedure under the Bankruptcy Act may be initiated by the insolvent debtor, creditors
or other interested parties. Once the application is filed and accepted, the court may issue an order to
preserve the debtor's assets. Then a bankruptcy administrator is appointed to oversee the process,
which will eventually distribute the remaining assets to the creditors in an equitable manner.

The reorganisation procedure under the Company Reorganization Act may be initiated by the debtor
firm, its creditors or shareholders. Once a petition is filed, a temporary order to preserve the debtor
firm’s assets may be issued. Only when the petition is accepted by the court, the formal proceeding is
commenced. The most important criterion for acceptance is whether the firm’s going-concernsvalue is
greater than its liquidation value. Once the formal proceeding is under way, areceiver is appointed by
the court; investigation of the firm’s assets and debts is conducted by the receiver, and meetings of
creditors and sharehol ders are convened. A reorganisation plan is prepared"’ and, once confirmed, can
change the financia and ownership structure of the debtor firm. The receiver plays a central role since
he/she not only oversees the process but also makes all the important decisions on the firm's operation
with the court’ s approval.

The Composition Procedure is similar to that of the Corporate Reorganization Act, except for a few
important differences. First, the Composition Procedure can by initiated only by the debtor firm, and
its management is ill in charge of its operation during the process. Second, a composition plan is
proposed solely by the debtor firm, whereas the receiver, creditors and shareholders can also propose a
reorganisation plan under the Company Reorganization Act. Third, the compasition plan can only
reschedule or modify the terms of the existing unsecured debits.

These forma insolvency procedures were not used very often in Korea until the crisis drove many of
the highly-indebted firms into deep financial trouble or bankruptcy, as shown in Table VIII-1 and
Table VI1II-2 for cases under the Bankruptcy Act and the Company Reorganization Act, respectively.
The composition has been used even less often. For the first 34 years since the Act was introduced in
1962, there were only 26 petitions (2 cases in 1985, 2 in 1989, 13 in 1995, and 9 in 1996). But 322
firmsfiled for the Composition procedure in 1997.

In addition, the formal procedures have not been very effective in restructuring and rehabilitating

debtor firmsin trouble. For example, under the reorganisation procedure only slightly over 20% of the
firms which had filed emerged successfully from the processin recent years.
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Table VIII-1: Number of Cases under the Bankruptcy Act

Y ear 1990 | 1991 | 1992 1993 1994 1995 1996 1997 98.1-6
# of cases 27 16 17 26 18 12 18 38 201

Source: Court Administration Agency.

Table VIII-2: Number of Cases under the Corporate Reorganization Act

Y ear 1990 1991 | 1992 1993 1994 | 1995 | 1996 | 1997 | 98.1~8
# of cases 15 64 89 45 68 79 52 132 248

Source: Court Administration Agency.

Table VIII-3: Period of Time between Commencement and Conclusion/Termination
and the Number of Cases (1993-95)

Within 3 4-5yrs 6-7yrs 8-10yrs | 11-15yrs | 16-20yrs Total
yrs
Successful turnaround, 1 1 2 6 7 1 18
conclusion
Failure, termination 17 12 10 8 5 0 52

Source: Court Administration Agency.

There are several reasons for the under-utilisation and ineffectiveness of the formal insolvency
proceduresin Korea.

Firgt, it is often pointed out that the formal proceedings under the court tend to be time-consuming and
expensive. This has to do with the level of development of legal infrastructure in general, and the lack
of expertise and professional assistance within the court in particular, since a separate bankruptcy
court did not exist.

Second, sometimes the rules were not specific or thought out enough so that they left room for much
discretion by judges and for abuse by debtor firms. For example, under the old Company
Reorganization Act before the 1998 amendment, the criteria for proceeding commencement included
the possihility of afirm's rehabilitation and the public interest. These rules were often used in favour
of debtor firms for the protection of reorganisation proceeding at the expense of the creditors
interests. For another example, a change in the Company Reorganization Act in early 1998 made
mandatory the wipeout of half of the existing shares if the firm isinsolvent. Then the rest of 1998 saw
a sharp rise in the number of cases of the Composition procedure in which the management of the
debtor firm is intact and such a mandatory wipeout is not applied. This came about as many
controlling shareholders of failing firms scrambled to preserve their interests, regardless of whether
their firms' situation was suitable for the Composition Process or not.

Third, the heavy dependence on bank loans for corporate financing and the relationship-based system set
in motion a vicious circle for the insolvency law regime. With a huge stake in each other through the
large amount of debt, both banks and a troubled firm have incentives to reschedule the firm’s debt
without going through the court procedure, especialy when they are closely tied up by government
policy such as the main bank system. Also the government often bypassed the forma procedure by
bailing out the large corporations which followed its industrial policy in Korea during the 1970s
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and 1980s. As aresult, the insolvency laws and the court system were not given sufficient opportunity to
develop themselves as the economy’s size and complexity grew. This in turn hampered development of
the securities market for debentures or corporate bonds because potentia investors in the market were
not confident that their claims would be properly repaid in case of bankruptcy, and many chose to stay
out. It reinforced most firms' reliance on loans from banks and other financial institutions.

I nformal workout

The Corporate Restructuring Agreement was signed by all the financia institutions in Korea in 1998
as an attempt to prevent a systemic corporate bankruptcy in the aftermath of the economic crisis and to
facilitate an economic recovery. The process can be initiated by the consent of the lending financia
ingtitution of a debtor firm. After due diligence, the main bank proposes a debt restructuring plan. If
the creditors representing more than 75% of the firm’s debt vote for the plan, it becomes binding to all
the ingtitutions. If the creditors cannot reach an agreement after two attempts, the case is referred to the
Corporate Restructuring Committee, whaose decision becomes binding.

Currently 79 firms are undergoing debt restructuring under the Corporate Restructuring Agreement,
while 63 of them now have their restructuring plan confirmed.* The total amount of their borrowing
from credit ingtitutions is estimated at 13 trillion won. Even though there are variations, most
restructuring plans feature the following elements: about 10% of unsecured credit to be converted into
equity or convertible bonds; a combination of repayment extension, interest exemption and interest
reduction for the rest of unsecured credit; and retention of the current controlling shareholders and
management on conditions of asset sales or additional capital inflow.” It should be noted that a super-
magjority voting in the shareholders' meeting is required for the debt-equity conversion to be actualy
executed, since the Corporate Restructuring Agreement is a contract among the financial institutions
and, consequently, initself does not bind the shareholders of the debtor firms.

To the extent that a systemic bankruptcy of the corporate sector should be avoided and that the
exigting formal insolvency procedures are not well developed and efficient enough, the Agreement can
be thought of as an appropriate response by the financial institutions and the government. In this
context, three main tasks that the procedure should address can be identified: 1) preventing bankruptcy
of economically viable, though heavily indebted, firms; 2) preventing banks and other financial
ingtitutions from being unfairly expropriated to “save’ the corporate sector; and 3) disciplining the
incompetent management and reckless controlling shareholders.

However, there are several obstacles: 1) the lack of experience and commercial knowledge of bank
personnd who are involved in the process; 2) the reluctance to supply new money to the debtor firm
on the part of financial institutions other than the main bank; 3) the ineffectiveness of the formal
procedure as a threat to the creditors and the debtor firm in case of failure of the informal one; 4) the
lack of effective corporate governance of institutional creditors such as banks could fail to provide
incentives for bank employees to actively strive for a successful workout. Especially given the nature
of the Corporate Restructuring Agreement as a private contract, the last two obstacles may give the
current controlling shareholders of the debtor firms some incentive to hold out in the hope of exacting
abigger concession from the creditors.

One important instrument to achieve a successful workout is the judicious use of debt-equity conversion.
It can relieve the debtor firm from the immediate pressure of debt service, reward the creditors with a
rising stock price if the conversion price has been set properly, and perform a disciplinary function with
the change in ownership structure and in management. Most of the workout programs approved so far
under the Corporate Restructuring Agreement contain a debt-equity conversion provision. One curious
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feature in many of the cases, though, is that the incumbent management or controlling shareholders
remain in control even after their shares have been admost wiped out. It is not clear whether this reflects
the competence of the incumbents, the perverse incentive problem as mentioned above, or the aversion
of the banks to exercise control over their client firms, which may have something to do with the lack of
effective corporate governance in the banks.

Recent developments

The Korean government had begun the amendment project of bankruptcy-related statutes in 1996,
which was concluded in early 1998 (1998 amendments to the Company Reorganization Act and the
Composition Act). The following are important elements in the 1998 amendment:

— Economic Test: Instead of the possibility of rehabilitation and public interest, an
economic test was adopted as a criterion for the commencement of the reorganisation
process which compares the liquidated value of the company’s assets and the going-
concern value of the reorganised company.

— Administrative Committee: An administrative committee is established to provide the
courts with administrative service and experts advice. It is composed of accountants and
lawyers who have experience in corporate reorgani sation.

— Time Limitation: To expedite a reorganisation process, time limitations are stipulated: a
reorganisation plan should be submitted within 4 months after filing a petition; there
should be a vote on a reorganisation plan within a year from the commencement of
reorganisation proceedings (extensible by up to 6 months in case of unavoidable causes);
there should be a provisional order of stay within 14 days after the filing of a petition, the
order of a commencement of a composition proceeding within 3 months from the filing
of a petition (extensible by up to 1 month). The duration of restructuring in a
reorganisation plan is limited to 10 years.*

— Amortisation of Shares and Mandatory Assessment: The 1996 Supreme Court Rule
provided that the court should amortise the shares that were owned by magjority
shareholders who were in charge of management. The rule was criticised because of the
lack of statutory foundation. The 1998 amendment enumerates that more than half of
stocks should be amortised in case that debts exceed assets, and more than two-thirds of
stocks which are owned by dominating shareholders who are liable for bankruptcy. The
Assessment is a summary procedure to examine the liability of directors and auditors for
bankruptcy and order them to pay damages. This was stipulated in the 1996 Rule, but
never applied. The 1998 amendment adopts the assessment provision to induce a sound
practice in management.

- Creditors Conference: Creditors had complained that not enough information was given
to them both before and after the commencement of a reorganisation process. A
Creditors' Conference is organised as an information channel to creditors from the
receiver and the company. It is aso expected to function as aforum for creditors.

After the final draft was completed in February 1999, a new set of amendments to those statutes is
under public review. The 1999 Amendment Draft (the Draft) is a response to the criticism that
reorganisation proceedings in Korea are still slow and inefficient. The order of commencement of a
reorganisation proceeding is rendered at least after five months from afiling and there is no time limit
from afiling to the order of commencement. A company’s financial status is examined twice: by an
investigative committee before the order of commencement and by the receiver after the order.
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The Draft provides that the order of commencement of a proceeding should be within a month after a
filing. It means that the courts should decide the commencement according to formal requirements
without reviewing the possibility of rehabilitation or comparing liquidation and reorganisation value.
Following the order of commencement, a receiver examines the company’s financial statutes with or
without the help of an investigative committee.

The Draft alows for an easy and quick commencement of rehabilitation procedures on the one hand,
but it adds a restriction on the other. When the process is repealed or the reorganisation/composition
plan is rejected, the courts should adjudge the debtor company to be bankrupt.

The voting requirement for confirmation of areorganisation plan has been reduced from 3/4 to 2/3 for
secured creditors whose credit repayment is to be extended, and from 4/5 to 3/4 for those secured
creditors whose interests are to be impaired in other ways than repayment extension.

IX. Transpar ency and disclosure

The lack of transparency and inadequate disclosure have been recognised to be an important
contributing factor in the failure of corporate governance in Korea, to the extent that the periodical
financial statements and public disclosure in the securities market are the major source of corporate
information for outside shareholders and other investors, and the means to protect their interests.

One major problem has been the failure of financial statements to accurately represent a firm's
operating activities and financial health. According to the Security and Futures Commission (SFC), 36
out of the 122 listed companies whose financia statements were reviewed by the SFC were found to
have violated the accounting rules for 55 cases in 1997, up from 15 companies for 42 cases in 1996.
This figure amounted to roughly 1 out of 3 listed companies being in violation with respect to their
financial statements. For another, 66 CPASs were subject to disciplinary action for inadequate audit of
financia statements of listed and public companiesin 1998, up 25% from 53 in 1997.

Several factors can be identified. First, the lack of effective governance within a firm has alowed the
controlling shareholders and incumbent management to tamper with the firm's financial data to their
advantage. Second, the current system for independent auditing has falled to establish the
independence of outside auditors from the incumbent management. Since the outside auditors must
compete with others for their business with a firm, they are susceptible to pressure to cater to the needs
or demands of the controlling shareholders. Third, the government has often changed the financial
accounting rules for the purpose of making the firms' financial statements “look better” than their
actual condition warrants.? Last but not least, the government has been passive in enforcing the
accounting and disclosure rules and in punishing violators.

In recent months, the government has introduced significant changes in the financial accounting
standards. The SFC and FSC approved amendments to the corporate accounting standards prepared by
the Financia Accounting Standard Council (FASC) in December 1998 to make the Korean accounting
standards conform more closely to internationally accepted accounting principles, including those of
the US. The magjor e ements in the amendment are:

— Loss/gain from foreign currency-denominated asset/liability due to foreign exchange

fluctuation is now reported as a losg/gain on the current income statement, instead of
deferred asset/liability on the balance sheet.
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Financial claims or liabilities are to be reported at present value reflecting changes in
repayment schedule, interest rate, etc., for example, when those claimg/liabilities are
subject to a reorganisation or workout plan, and the corresponding loss/gain is to be
reported on the current income statement. They used to be reported at book value even
after the relevant contract terms were modified.

It is now mandatory to apply the equity method to valuation of securities when they
represent a significant control (usually 20% of equity). In the past, firms were given a
choice between the equity method and cost method.

Derivatives are to be marked to market on the balance sheet as assets or liabilities, and
loss/gain from their transactions is to be reported on the income statement. In the past,
information on derivatives was only required to be provided in the footnotes.

Bonds and debentures are to be marked to market on the balance sheet, and the
corresponding loss/gain is to be reported. However, those that are certain to be held to
their maturity are still to be valued according to the cost method.

With respect to the dominance of the chaebols in the Korean economy and the actua and potential
abuse by the insiders against outside shareholders, the government has established separate Standards
for the Combined Financial Statements for the 30 largest chaebols designated by the Fair Trade
Commission (FTC). The mgjor elements are:

The combined financial statements consist of combined balance sheet, combined income
statement, and combined cash flow statements. The statement of changes in equity is
disclosed in afootnote.

The combined financial statements are prepared under the assumption that chaebol
affiliates under the common control constitute a single economic entity. Therefore
intragroup balances, intragroup transactions, and resulting unrealised profits and losses
are eiminated in preparation of the combined financial statements, unless they are
immaterial. The principle of "substance over form" is used in identifying intragroup
transactions.

The Standards require footnote disclosure of intragroup transactions, including intragroup
ownership interests, cross guarantees, cross pledging, intragroup borrowings and
intragroup sales. Especially, information useful for estimating the overall risk of a given
chaebol is provided in a matrix form showing relevant parties and amounts of intragroup
transactions.

The Standards for the Combined Financial Statements become operative for the fiscal
year beginning on or after 1 January 1999.

The government has also strengthened the penalties for auditors and management in violation of the
Independent Audit Act. An auditor who receives or demands monetary rewards in return for a
wrongful request can be punished by a jail term of up to 3 years, or by fines of up to 5 times the
relevant economic gains from the audit. In the past, the limit was 3 years or 20 million won. The
management or an employee in charge of accounting can be punished for failing to prepare financial
statements or for preparing them in violation of the accounting standards by a jail term of up to 2 years
(‘up from 1 year) or by fines of up to 20 million won (up from 5 million won)..

201



Another major area of improvement is disclosure in the securities market. Listed companies in the
Korea Stock Exchange (KSE) are required to submit specific periodic reports to the FSC and the KSE,
and to disclose necessary corporate information through the KSE in three magjor categories:

— Disclosurein the primary market includes the registration statement which should be filed
with the FSC and the prospectus which should be provided to investors before the issue.
The issuer aso hasto file with the FSC areport of public offering results.

— Disclosurein the secondary market includes periodic disclosure in the form of annual and
semi-annual reports (the annual report must be accompanied by a CPA’s audit opinion),?
and ongoing disclosure of material information which may have a bearing on the
company’s future performance or its asset value.

— Special disclosures, covering tender offer, merger, divestiture, stock repurchase and sale
of the company’s own shares, acquisition of block shares (5% rule), share ownership of
directors and majority shareholders, and proxy solicitation.

These formal rules of disclosure have been developed over time, so that they conform more or less to
the international standards in form. However, it is widely recognised that the quality and substance of
disclosure leave a lot to be desired, especially from the investors' viewpoint. The financial statements
often did not accurately represent a company’s business and financia health, and important corporate
information was sometimes not disclosed in time and in full, or not at al. The problem largely stems
from three factors: (a) the corporate insiders did not feel the pressure or need for more adequate
disclosure because of the lack of effective governance within and market discipline without; (b) the
outside shareholders and investors did not have effective means to redress damages due to inadequate
disclosure, since derivative lawsuit was not practically useful and class action lawsuit was not
allowed; (c) the penalties for violation of disclose rules were mild,* and the regulatory authorities
were not aggressive in going after violators.

Since the economic crisis highlighted the deficiencies in disclosure in the securities market, the
government has introduced, or is preparing to introduce, severa improvements on the disclosure
system: %

— Quarterly report: From the year 2000, listed companies will be required to submit
guarterly reports to the FSC and the KSE. The quarterly reports are not required to be
subject to externa audit.

— Combined Financial Statements. The 30 largest chaebols will be required to report
combined financia statements starting from the fiscal year 1999, as described above.

— Electronic Filing System: The FSC is planning to introduce an electronic filing system to
lessen the burden on companies for preparing and submitting required reports, and to
provide easier access to corporate information for the genera public. In the first stage,
annual reports and audited financial statements are to be processed through the el ectronic
system. A complete system processing al the required documents is expected to be
launched in March, 2000.

— Class Action Lawsuit: The ruling party has recently proposed a bill to introduce the class
action lawsuit in the securities market, specificaly in cases of untruthful registration
statements and annual or semiannua reports, and untruthful tender offer statements.

— Severer Pendlties: It has been recently proposed that those who make an untruthful
statement of, or omit, material facts will be fined up to 1 billion won, up from the current
5 million won.
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Lucas (1993) even constructed a model for the occurrence of economic miracles based on the Korean
growth example.

Thisfigure of domestic corporate debt dwarfs the external debt of the corporate sector of 101.6 trillion
won, which accounts for only 12.5% of itstotal debt. In this context, Korea' s debt overhang problem,
if realised, is more likely to be caused by excessive domestic debt rather than external debt (J.K. Kim,
1999).

<Chart I-3> also shows a clear distinction between corporate sectors with low gearing in Anglo-Saxon
countries such as the UK and US, and those with high gearing in continental Europe (Germany) and
Japan. The relatively high leverage in Germany and Japan can be related to their main bank systems
which can help establish risk sharing between creditors and borrowers.

In fact, maturity mismatch had been a chronic problem at least since 1995 (Shin and Hahm, 1998).

JK. Kim (1993), and J.K. Kim et a.(1993), Y.J. Cho and J.K. Kim (1995) provide more details on the
directed credit programsin Korea.

JK. Kim (1991), Y.J. Cho and JK. Kim (1995), and K.S. Kim and JK. Kim (1997) provide more
details on the bailout policiesin the past.

As discussed below, following the August 1972 Emergency Measure, the Korean government
introduced various policy measures geared toward reducing debt leverage and improving corporate
governance through tightened credit control on large industrialists and incentives for public offering
of firms. These measures, however, turned out to have only limited results as the HCI drive was
initiated after 1974 with the provision of massive financial support.

In contrast, concentration of loans to the top 30 chaebols extended from NBFIs is greater than that
from DMBSs, and has been intensified as NBFIs were subject to less stringent regulations.

S.M. Yoo and JK. Kim (1993).
JK. An (1995).

For local banks, there had been no restrictions with respect to ownership structure until 1992 when a
15% ceiling was introduced and has remained at that level up to date.

In the system, more than half of board members should be non-executive directors, consisting of
representatives of large shareholders (50%), representatives of minor shareholders (30%), and
financial specialists (20%). Any person related to one of the 5 largest chaebols or institutional
investors were not eligible for directorship.

Until now, financia institutions in Korea have not adopted mark-to-market accounting for securities,
though it isin common use internationally and even in use by domestic corporations.

For nationwide commercial banks, the ratio of stocks relative to total assets on-balance sheet accounts
rose from 1.8% in 1989 to 3.3% in 1994 when the stock market was quite bullish, but declined to
2.1% in 1997. For the trust account, the ratio, which is carried off-balance sheet, decreased
continuously from 9.1% to 3.2% during the same period (Table VI11-7).

For life-insurance companies, the 5 largest conglomerates were prohibited from newly entering the
market and the 6th-10th largest conglomerates were alowed to hold only less than 50% of the equity
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since 1996. The restrictions were repealed in February 1997, except the condition that the 5 largest
conglomerates wishing to enter the market should acquire 1-2 unsound institutions. For investment
trust companies, the 30 largest conglomerates cannot own more than 15% (30% for local trust
companies).

These standards are the BIS capital adequacy ratio for banks and MBCs, the operational net capital
ratio for the securities companies and payment capacity insufficiency ratio for the insurance
companies.

A reorganisation plan can be proposed by the receiver, creditors, shareholders and debtor firm under
the Company Reorganization Act. In practice, however, it isusually prepared by the receiver.

The number of cases filed at the Seoul District Court.

Three cases (Tong-il group, Kyung-ki Chemical, and Anam Electronics) were filed under the
agreement,  and all three firmsfiled for the Company Reorganization procedure.

There have been only three cases where the current controlling shareholders or management were
stripped of their control of their firm: Dong-A Construction, Keo-pyung, and Dong-Kook Trading.

However, these limitations tend to be interpreted not as mandatory, but recommended, provisions by
judges.

The latest example was the change in the accounting standards in late 1997 for losses in foreign
currency-denominated debt due to exchange rate fluctuation.

If a company has an &ffiliate, consolidated financial statements must also be submitted with a CPA’s
audit opinion.

Violation of periodic and ongoing disclosure requirements can be punished by fines up to 5 million
won, for example. Also, in ho case of violation can the violating company be punished by de-listing.

Thislist is summarised from Choi and Woo (1998).
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CORPORATE RESTRUCTURING IN THAILAND AND KOREA

by
William P. Mako”

l. Thailand

Thailand's approach to corporate restructuring has emphasised positive incentives to encourage
corporate restructuring. These include the following:

— Provision of an option for court-supervised reorganisation. Until mid-1998, Thailand's
1940 Bankruptcy Act had provided only for court-supervised liquidation.

— Temporary tax relief for debt restructuring. For a two-year period — from 1 January
1998 until 31 December 1999 — losses from debt restructuring could be deducted by
financial ingtitution creditors and gains to the debtor would not represent taxable income.

— Financial sector regulation and re-capitalisation. In early 1998, Bank of Thailand
(BOT) regulations gave financia institutions until year-end 2000 to recognise al losses
from corporate debt restructuring. Moreover, a restructured loan classified as non-
performing could be re-classified as performing once the debtor successfully services the
restructured loan for 3 successive months. Subsequently, in its 14 August financial
sector reform programme, the government committed Baht 300 billion for re-
capitaisation of the financial sector and linked the provision of public funds for Tier 2
re-capitalisation to successful corporate restructuring and increased business lending.

— Liberalisation of rules on foreign investment and property ownership.

— Adoption of the "Bangkok rules' for voluntary corporate restructuring.

Negative incentives —i.e., punishment for failure to service debt or co-operate with voluntary workout
efforts — remain weak. Court-supervised liquidations are not being pursued. Foreclosure procedures
are uncertain and can take 5+ years to conclude. While replacement of management's proposed
planner as part of a court-supervised reorganisation might encourage voluntary out-of-court co-
operation, two-thirds of creditors would need to agree on replacing the insolvency planner proposed
by management. Weak negative incentives have given rise to "strategic defaulters’ — those who have
the liquidity to service debts but refuse to do so. Their refusal may reflect debtor desires to enhance
their bargaining position, hopes of driving the creditor out of business, or concern about their
competitive position and future access to working capital.

Process responses in Thailand have focused on monitoring, facilitation, and efforts at arbitration. The
Bank of Thailand is upgrading its capacity to monitor non-performing loans (NPLSs), monitor progress
in high-priority cases, and respond proactively (e.g., by instructing major creditors to convene

. Private Sector Development Department, World Bank.
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debtor/creditors meetings) to insufficient progress. Associations representing creditors and debtors
have formed a Corporate Debt Restructuring Advisory Committee (CDRAC) under the BOT auspices
to liaise with debtors and creditors in order to encourage progress and to identify legal, regulatory or
procedural impediments to progress on corporate restructuring."  Recognising that agreement among
major creditors is a prerequisite for voluntary corporate restructuring, financial institution creditors
and their trade associations are exploring avenues for arbitrating or otherwise resolving differences
among themselves in particular workout cases. Foreign banks, which have substantial exposure to
Thai corporates, may differ from Thai institutions in their willingness to take losses. Nevertheless,
there is some agreement among financial institutions that 75% is a reasonable threshold for creditor
agreement on a voluntary workout and that cases where there is 50-75% agreement could be submitted
to athree-person arbitration panel — at least on a case-by-case basis.?

By year-end 1998, non-performing loans at 13 Thai banks had reached Baht 2.4 trillion — or 54 % of

outstanding loans.® A large number of smaller loans to businesses and individuals account for about
half of these NPLs, asindicated in Table 1.

Table 1: 1998 NPLs at Thai Banks

Loan Size Number of Cases Percent of NPLs
Over Baht 500 million 300 25%
Baht 100-500 million 1300 25%
Under Baht 100 million Almost 500,000 50%

(including 40,000 firms)

Source: BOT

Recent devel opments suggest that Thailand is beginning to make progress on corporate restructuring.
On February 2nd, creditors approved the first court-supervised reorganisation — for Alphatec, which
will be taken over by AlG and Investor (Sweden). By late February, voluntary restructurings had been
announced for UCOM (US$570 million in debt) and negotiations were complete (or nearly so) for TPI
(US$3 billion in debt) and Sri Thai (US$120 million in debt). Box 1 summarises key terms of the
UCOM deal. According to the BOT, negotiations have been completed on 53 of 200 high-priority
cases. It is aso noteworthy that Thailand attracted US$7.6 billion in foreign direct investment in
1998, including US$5.5 hillion for industry and US$2.1 billion as part of bank recapitalisations. This
substantially exceeds the 1997 total of US$3.6 billion. While the progress on larger cases is
encouraging, the composition of NPLs indicates a greater need for Thai banks to address SME
indebtedness.

Box 1. Voluntary Restructuring of UCOM

Twenty-eight major creditors have agreed with UCOM management to restructure US$570 million in debt.
US$120 million in convertible bonds will be converted into equity. As aresult, these creditors will hold 43% of
UCOM’s shares while current controlling shareholders will be diluted from 40% to 22%. The remaining
US$450 million in debt is to be paid off by year-end 2003. The agreement contains additional covenants
limiting the liabilities/equity ratios of affiliated companies (including the loca participant in the Iridium
consortium); requiring operating cash flows to equal or exceed interest expense after 31 December 2001; and
limiting dividend payouts until this restructuring has been fully implemented.

Source: Bangkok Post
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. Korea
Corporate restructuring in Korea

Reform bills passed by the National Assembly in February 1998 included many positive incentives to
promote corporate restructuring:

— Tax Exemption and Reduction Control Act — provides tax breaks for company
restructuring, including exemption of SMEs from capital gains on the sale of rea estate
used to repay debt to financia institutions and for red estate transfers through M&A
transactions.

— Bank Act — increases the limit on bank ownership of a corporation’s equity from 10% to
15%, or higher, with approval of the Financial Supervisory Commission (FSC).

— Corporation Tax Act — advances non-deductibility of interest on “excessive’ debt by two
years (from 2002 to 2000).

— Foreign Direct Investment and Foreign Capital Inducement Act — permits takeovers of
non-strategic companies by foreign investors without government approval and raises
from 10% to 33% the shares that a foreign investor can acquire without board approval
(subsequently further liberalised).

— Antitrust and Fair Trade Act — prohibits any new cross guarantees and eliminates
existing cross guarantees by March 2000.

In addition, the FSC has maintained relatively relaxed rules on accounting for restructured debt.
These have made it easier for Korean banks to negotiate substantial rate reductions and conversions of
debt into equity or low-yield convertible bonds.

Negative incentives punishing failure to service debt or co-operate with voluntary restructuring
include a credible threat of bankruptcy/foreclosure and Fair Trade Commission (FTC) investigations
of intra-chaebol transactions. In February 1998, the Nationa Assembly passed three measures to
reform Korea sinsolvency regime:

— Bankruptcy Act — concentrates authority over insolvency casesin district courts.

— Composition Act — introduces an administrator for asset preservation, requires debtors to
report on implementation, and requires creditors to evaluate debtor implementation.

— Reorganization Act — establishes expedited deadlines, promates specialisation within the
courts, and strengthens creditors by recognising creditors’ committees.

Even prior to these reforms, the deterrent effect of bankruptcy/foreclosure was established as a result
of 13 chaebol insolvencies which occurred in 1997. Including such large cases as Kia and Halla, these
13 cases cumulatively involved about 47 trillion won in assets and 28 trillion won in debt. In at least
ten of the cases listed in Table 2, the chaebol was placed under court receivership which typically
involves replacing management with a court-appointed administrator. Such examples involving loss
of control and ownership can provide a powerful example and incentive for other companies to co-
operate with voluntary workout efforts.
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Table 2: Insolvent Chaebol
(in billion won)

Chaebol Assets Debt Status
Hanbo 4,470 4,091 Court receivership; sale underway
Sammi 2,515 875 Court receivership
Jinro 3,898 1,917 Composition
Daenong 1,759 1,172 Court receivership
Hanshin Construction 1,326 502 Court receivership
Kia 14,186 6,624 Sold to Hyundai
Ssangbangwool 1,420 595 Court receivership
Taeil Media 1,102 588 Composition
Haital 3,397 3,046 Court receivership; sale underway
New Core 2,803 1,215 Applied for court receivership
Soosan Heavy 1,267 639 Court receivership
Halla 6,627 6,453 Court receivership
Chunggu 1,897 728 Court receivership
Total 46,667 28,445

Source: Goldman Sachs, YS Jung

In addition, the FTC has conducted two rounds of investigating transactions among the affiliates of the
top 5 chaebols: 80 affiliates in the first round and 40 in the second. The FTC imposed penalties of 72
billion won in the first round and 21 billion won in the second. In the first round, the FTC found over
4 trillion won in improper transactions. According to the FTC, these included unfair support to
affiliates through the purchase of commercial paper and subordinated debt at below-market rates (i.e.,
above-market prices) and payment of above-market prices for rent and real estate.

The government has used or supported a number of processes to promote corporate restructuring.
While Lead Banks are responsible for leading voluntary workout efforts, the FSC indirectly drives
corporate restructuring through its powers to regulate and supervise Korean financia institutions. At
the FSC'’s encouragement, 210 financia ingtitutions entered into a Corporate Restructuring Agreement
(CRA) in July 1998, which requires the following:

— Conclusion of voluntary workout agreements within 3-6 months after an initial standstill;

— Sdlection by CRA signatories of a 7-person Corporate Restructuring Coordination
Committee to arbitrate inter-creditor disagreements;

- Establishment of a 75% threshold for creditor approval of any voluntary workout;

— Submission of proposed workouts that lack 75% approva to the CRCC for arbitration;
and

— Significant penalties for violation of the CRA, including failure to honour CRCC
arbitration decisions.

Additional examples of indirect promotion by the government of corporate restructuring include the
FSC requirements for each chaebol seeking a new loan or aloan roll-over to develop and implement a
capital structure improvement programme (CSIP), for banks to identify and exit from non-viable
chaebol affiliates,* and for financia institutions to limit their holdings of chaebol debentures and
commercial paper. Government proposals for the sale or merger of the top 5 chaebol affiliates in
sectors suffering from over-capacity (i.e., the "Big Deals') represent an attempt at more directly
influencing corporate restructuring.’
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Table 3 summarises identifiable large corporate restructuring as of end 1998. Over US$61 hillion in
chaebol restructuring transactions were completed or — in the case of insolvent chaebols still under
court supervision — underway as of end 1998. This total excludes labour reductions and other cost
savings that would subsequently appear on income statements. Of the US$61 hillion, about one-third
represents the debt of insolvent chaebols, which has been resolved (e.g., the sale of Kiato Hyundai) or
is proceeding under court supervision, while the remaining two-thirds has occurred as a result of
voluntary restructuring. Although the 6-64 chaebols held only 43% of 1997 assets, the 6-64 chaebols
account for three-quarters of corporate restructuring transactions. All 13 chaebol insolvencies,
representing 28.4 trillion won (US$20.3 billion) in debt, have occurred among the 6-64 chaebols. The
6-64 chaebols accounted for 66% of business/asset sales for the first 9 months of 1998 and all of the
troubled debt restructuring agreed under the CRA procedures. Thus it appears that the top 5 chaebols
have managed to float over Koreds corporate distress. Indeed, the top 5 chaebols' ability to absorb
80% of the proceeds from bond and equity offerings during the first — respectively — 6 and 9 months of
1998 suggest that the top 5 chaebols will emerge from the crisisin a stronger position vis-a-vis the 6-
64 chaebols.

Table 3: Summary of Selected Chaebol Restructuring
(in USS$ billions)

Debt in Court- Voluntary Restructuring
Share of Supervised

Chaebol # Y E97 | pl ; Business & Equity & Troubled Debt | Total

Assets nsol\égr;mes Asset Sales | Bond Issues Restructuring

(1997) (9mos. 98) | (6-9mos. 98) | (Oct-Dec 98)
Top5 57% 0.0 26 12.8 0.0 154
6-64 43% 20.3 5.0 3.2 175 46.0
Total 100% 20.3 7.6 16.0 175 61.4

Source: Goldman Sachs and author’s estimates

Troubled debt restructuring under the CRA provisions represents about 45% of voluntary restructuring
in 1998. Almogt dl of the CRA workouts have been concluded since October. Approximately 24.5
trillion won (US$17.5 billion) in the debt of 31 affiliates from 12 chaebols plus 19 other companies
was restructured in these deals. Table 4 summarises the application of alternative debt restructuring
methods in these deals to the different types of pre-workout debt.

Table 4: Troubled Debt Restructuring Through End 1998

Method Por tlizoejst?fu-(l;-t(z[?l edDebt Application
Rate Reduction 69% Secured Debt
Debt/Equity Conversion 5% Unsecured Debt
Conversion to Convertible Bonds 7% Unsecured Debt
Interest Exemption 15% Cross Guaranteed Debt
Forgiveness of Principal 2% Cross Guaranteed Debt
Term Extension 2% Various

100%

Source: Author’s estimates
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As indicated above, just over two-thirds of the CRA debt restructuring involves rate reductions —
typically from about 16.5% to prime — along with deferras on principal repayment and
deferral/capitalisation of interest payments. Another 12% represents conversion of debt into equity or
into low-yielding convertible bonds (CBs). Only 2% of the troubled debt has been forgiven. Thus, it
appears that debt forgiveness has been the last resort while conversion of debt into equity or CBs has
been the next-to-last resort.

Debt/equity swaps are expected to significantly dilute controlling shareholders. At one chaebol, the
equity interest of controlling shareholders may be cut from 30% to 2-3%. At another, the equity
interest of controlling shareholders in two remaining affiliates could be reduced from 50-58% to 25%.°

In many or al of these debt/equity swaps, it appears that al new financial institution shareholders
would have to agree before any could sell converted equity. It is argued that this is necessary to
protect the controlling equity interests acquired by banks and to preserve a share block for potential
saleto astrategic investor. But this practice also serves to obscure the value of non-tradable converted
equity and insulate management from potentially activist investors. Banks seem inclined not to
interfere so long as the current managements meet quarterly business targets.

A find issue has to do with accounting for restructured debt. Lenient provisioning regulations have
encouraged banks to undertake initial debt restructuring. Especially now that initial debt restructuring
deals have been completed, it would be appropriate to tighten regulations on accounting for
restructured debt.

I nevitability of debt/equity swaps

While operationa restructuring (e.g., business and asset sales) and equity-raising efforts have been
significant, the corporate debt overhang and the saturation of asset and equity markets have made
debt/equity swaps inevitable. It is simply not feasible to reduce leverage to sustainable levels in a
timely manner through business/asset sales and new equity issues alone. Table 5 summarises one set
of projections on the challenges the top 30 chaebols would face in climbing down from mid-1998
leverage to aliabilities/equity ratio of 200 % by end 1999.

Assuming the projections in Table 5 represent the maximum amounts that can be raised from asset
sales and new equity issues, substantial debt/equity conversions and/or debt forgiveness would be
required to reach liabilities/equity ratios of 200%.

Table 5. Projected Change in Top 30 Leverage
(amounts in trillion won)

Assets Liabilities Equity Leverage
At 6.30.98 435 360 75 478%
Incremental effects:
Asset/business sales (26) (26)
New equity issues (20) 10
FX effects (6) (6)
Big Dedls and exits (34) (34)
Remaining at 12.31.99 369 284 85 334%

Source: Goldman Sachs

214



Mechanismsto exit or manage converted equity

Whether or not debt/equity swaps are inevitable, Korean financial ingtitutions are in fact becoming
major corporate shareholders. Debt/equity swaps feature prominently in the 12 chaebol restructurings
negotiated under the CRA auspices as of Y ear-End 1998.

Financia institutions in the region are stressed enough without having also to manage the follow-on
operational restructuring of corporations in which they hold shares and to exercise effective corporate
governance. This suggests a need for mechanisms by which financia institution shareholders in
distressed corporates can exit from or more effectively manage converted equity. Exit/management
options include the following:

—  Pre-conversion sale of distressed debt;
— Saleof converted equity;

- "Warehousing" of converted equity in a vehicle (e.g., trust or partnership) managed by
professional s appropriately compensated on an incentive basis; or

- Retention by Standing Ex-Creditors Committee of advisors to maximise the value of
converted shares and to oversee corporate management.

The apparent inevitability of debt/equity swaps and the fact that swaps are underway heighten the
urgency of devel oping effective exit/management mechanisms.

It is also important to develop norms and regulations for financial institution accounting for converted
equity and for related-party transactions (e.g., lending) between financia institutions and corporations
in which these financial institutions hold shares.

[1. General conclusions

- Realignments of ownership structures are occurring as a result of insolvencies, business
sales, foreign investment, new equity issues, debt/equity swaps, and spin-offs.

— The volume of corporate distress necessitates heavy reliance on voluntary workouts.
Reliance solely on court-supervised insolvencies would otherwise overwhelm existing
institutional capacity (e.g., courts, administrators, insolvency professionals).

— Positive incentives (e.g., tax breaks, liberalisation of foreign investment) are not enough
to induce an adequate volume of voluntary corporate restructuring on atimely basis.

— A credible threat of court-supervised insolvency (including ready replacement of
management) and foreclosure encourages debtors to co-operate with voluntary
restructuring.

— Direct government pressure on debtors (e.g., investigations of related-party transactions
for violating the rights of public shareholders) and indirect pressure by supervisors via
financial ingtitutions (e.g., Capital Structure Improvement Plans and mandated exits) can
encourage voluntary restructuring.
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Substantial debt/equity swaps are inevitable given the magnitude of corporate
indebtedness and the saturation of asset and equity markets. Such next-to-last resort
transactions can buy time to do more fundamental operational restructuring and more "up
market" corporate finance transactions.

Ongoing debt/equity swaps are creating an immediate need for exit/management
mechanisms for the financial institutions that are becoming holders of converted equity.
In addition, debt/equity swaps raise accounting and other prudential regulatory issues for
financial ingtitutions. These issues should be addressed in a timely manner so as to
support ongoing corporate restructuring, enhanced corporate governance and
competitiveness, and avoidance of future corporate crises.

NOTES

CDRAC is chaired by the BOT Governor and includes representatives from the Board of Trade,
Federation of Thai Industries, Thai Bankers Association, Association of Finance Companies, and
Foreign Bankers' Association.

Arbitration procedures are till under consideration. A financial ingtitution creditor could agree, for
instance, to allow an arbitration option for all cases or for specified cases.

Bangkok Post, 26 February 1999.
In June 1998, banks identified 55 chaebol affiliates as non-viable and designated for exit.

These sectors are: ail refining, petrochemicals, aircraft, rolling stock, marine engines, power
generation facilities, semiconductors, automobiles, and electronics.

Actual dilution will depend on market prices for these shares at the time of conversion.
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CHAEBOL REFORM: THE MISSING AGENDA IN CORPORATE GOVERNANCE

by
Y oon Y oungmo”

I ntroduction

A comparative perspective is important not only for bringing together the views and experiences of
different countries, but also for presenting the perspectives of different actors who have arole or stake
in agiven issue. It can reveal different experiences, approaches, achievements and shortcomings that
are vital in building the foundation of a successful outcome. That is why it is important to bring
together the voices and perspectives of many diverse actors. This means that discussions about and
reaching decisons on corporate governance should not be limited to ‘technical’ or ‘expert’
practitioners, but should also involve the various politica and socia actors who are not only affected
by the outcome, but also have alegitimate stake in shaping and validating the outcome.

Why the concern about cor porate gover nance?

Why are we or should we be concerned about corporate governance? Why should a government be
concerned about corporate governance? Why should a society be concerned about it? Shouldn’t this be
amatter for business or firms — and those people who run them? Even if corporate governance should
be of their concern, workers have a natural right and responsibility to be also concerned about it. Who
would be more closely involved in this issue concerning the health of companies than the workers
whose livelihood is linked to them?

Corporate governance is an issue that is vital for the welfare of not only the owners and shareholders
of companies, but also of workers and people in society as awhole. This may be well noted, but all of
us need to be reminded that some crucial facets of corporate governance are determined by laws
enacted by the legislature representing the sovereign and democratic will of the people of the land.
Why corporate governance is and should be a concern of the people is demonstrated most amply and
painfully by the crisis that has wreaked disastrous damage upon the economy and society — and the
people.

The issue of corporate governance in the context of the currency, financial and economic crisis in
Korea — which has brought about a massive socia crisis, as highlighted by the five-fold increase in
unemployment — can only be understood in the context of overall reform needs. The issue of corporate
governance in Korea is part of the agenda for reform of the chaebol structure and system.
Furthermore, debates and efforts on this front cannot be effective without a comprehensive "attack™ on
the system that has sustained the malpractice of chaebols. Without reforming the system of corruption

o Director, International Affairs, KCTU.
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and ‘insider’ dealings that link the government and its various bureaucratic agencies, personnel,
politicians, banks, and chaebol firms, al the talk of "corporate governance" is meaningless.

Furthermore, the discussion and efforts for reform of corporate governance cannot turn a blind eye to
the global economic reality in which massive financial capital moves around the globe - second by
second or minute by minute - in search of transaction profits without any regard for the long-term
development needs of a national economy. A debate and effort dedicated to corporate governance that
fail to address the "political" dimension and issue of international financial capital can only, at best,
result in temporary band-aid measures. It is nevertheless necessary to identify some issues specific to
the corporate governance agenda.

The three aspects of chaebol reform
— Internal structura reform - modernising task;

— External structural reform - dismantling the dictatorial monopoly over the nationa
economy; confronting unfair competition and monopoly dominance; and

— Resolving problem of "over-investment”.

Korean chaebols are characterised by dynastic control obtained and exercised by the chief owner. In
themselves, "owner-manager" systems may hot be necessarily bad, but as chaebols have grown in size
and scope and have become actors in a globalised environment, and as the power of the founder-
owners is passed on to their children, they have come to represent something totally different from the
early days. A chaebol owner is different from owners of SMEs. a chaebol owner-chief exercises
unchallenged and unaccountable control over a network of companies whose total asset is 40 to 50
times the capital he has actually invested. This is not just a problem for the vast pool of minority
shareholders who have no say in what the owner-chief (controlling single largest shareholder) does.
The chaebol owner-chiefs are in fact "trustees’ of the wealth and assets of the whole nation and its
people, and the inability and corruption of a chaebol chief are not just a personal problem or a problem
for his company, but a problem for all the people. Therefore, a chaebol firm must be endowed with
structures and mechanisms of transparency, responsibility, accountability, and participation. The
agenda of dismantling the dynastic control calls for employee participation in the management
decision making process, expansion of employee shareholdership, outside members in the board of
directors, and auditors-inspectors who represent the interest of the stakeholders.

The dominance of chaebol firms has suffocated the development of SMEs and brought on a gross
imbalance in the national economy. This was exasperated by recent devel opments where the power of
chaebols has surpassed the capacity of the government and banks, resulting in weaker institutional
control and influence.

In the earlier period - from the 1960s to mid-1980s - chaebol firms were confined by externa
governmental control exercised through a network of government-banks-chaebols that had been built
up to meet the imperative of export-led development. Since the mid-1980s, the government was
progressively out-manoeuvred and out-paced in terms of capacity and will by chaebols. They became
more powerful and had greater access to opportunities that lay beyond government control. At the
same time, the government — in the course of transition towards more demaocracy -- failed to obtain or
build a new basis of legitimacy and regulatory regime with effective democratic procedural
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instruments. Banks — nurtured by state directives and sponsorship — also failed to meet the challenge
posed by newly empowered chaebols.

This new situation saw the rapid expansion and unchallenged consolidation of chaebols. The
commodity and capital markets — for along time shaped by protection and regulation mandated by the
export-led development network and consensus — were not in a position to exercise a check on the
chaebols going out of control.

The combination of one-man rule typica of the chaebol structure and the absence of control
mechanisms gave rise, on one hand, to irrational expansion, diversification and over-stretching, and on
the other, to deep-rooted unfair competition, insider trading and corruption. The result is an economy
and people held hostage by chaebols — which are too big and explosive to be allowed to fall out of the
system or die. The dominance of the economy by chaebols is dangerous not only for the economy but
also for the nation. This has to be checked and a new healthy balance must be restored to the system.
Internal reform of the chaebol structure — removing the dynastic control exercised by the owners-
managers — lies at the heart of any effort to redress the problem as a whole. This will also pave the
way for restoring the balance in the government-bank-firm relationship. In the new configuration,
however, the government cannot base its relationship with banks and firms on military-dictatorial
power, aided by bureaucratic-technocratic rationalism, as before, but on democratic and societal
consensus, principles, and participatory processes.

The reform of the chaebol system and structure must also address the problem of over-investment.
This problem has arisen from the internal logic of the chaebol system, spurred on by some of its
defining characteristics: the pursuit of "profit of control" and the second-generation complex (a
syndrome created by the ambition of the founder-chiefs' children, who have inherited total control, to
demonstrate their "worth"); moral hazard; and competition for self-aggrandisement.

The problem of natural or cyclical over-investment — accentuated by capital-intensive activities — has
taken on colossal dimensions as chaebols have become dinosaur monopolies with a will and power to
hold the entire system hostage for their own survival. Over-investment results in over-capacity and a
declining rate of profit. While efforts to deal with the problem of over-capacity focus on the size of the
workforce and facilities, a declining rate of profit may require value destruction, such as sdlling firms
at below the rate or debt forgiveness. Any of these efforts naturally gives rise to tension and conflict
among firms, banks, workers, shareholders, and citizens, each of them endeavouring to minimise the
loss that may be incurred in the process. The question is how the burden isto be shared.

The outcome: no progress

The Korean government’s efforts — propelled by the prescription and close monitoring of the IMF and
World Bank - to bring about a reform of the chaebol structure and system has been a mixed bag of
classical liberal and neo-liberal measures, as well as measures typical of developmental dictatorships.
Glabally, on one hand, the government has failed to institute a new mode of regulations and processes
to redlise reform and support corporate governance, and on the other, in actually obtaining the
necessary OutComes.

In order to address the internal aspects of the chaebol problem, the government has introduced a
number of measures, including: the adoption of a consolidated accounting system (kyulhapjaemujepyo
system) and international accounting principles; establishing auditing committees and strengthening
the accountability of directors; the appointment of outside-the-company members for the board of
directors; lifting the limitation on the voting rights of institutional investors and strengthening the
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rights of minority shareholders; and the introduction of a system of class action. As for the externa
aspects of the chaebol problem, strengthening the power of the Fair Trade Commission is seen as one
mechanism for controlling the outward behaviour of chaebol firms.

As part of the prescriptions for diffusing the over-investment problem of the chaebol system, the
IMF/WB demanded the liberalisation of mergers and acquisitions, and foreign investment, the
prohibition of cross loan guarantees, as well as measures for greater labour market flexibility (making
it easier to dismiss workers on the ground of redundancy).

The measures aimed at the internal aspects of chaebol reform are limited to inducing responsible and
transparent management. The government has made some efforts to remove "dictatorial” aspects, but
without addressing the issue of "dynasty” that characterises the Korean chaebol system. Aslong as the
dynastic power remains intact, it will be difficult to institute a process and mechanism for selecting
qualified, or replacing discredited, management.

Government efforts have not penetrated the core problem of the chaebol system. While the
government allowed creditors to seize the governance rights of smaller chaebol firms that were
alowed to undertake debt-equity swap, bringing about cases where the existing owner-chiefs lost the
manageria rights or were permitted to hold on to them conditionaly, the "big five" were made
immune from this process. For the "big five", debt-equity swap did not loosen the owner-chiefs grip;
instead, the various measures, including the new capitalisation programmes, have in fact turned into
special privileges, allowing the existing chiefs to strengthen their hold.

Furthermore, the chaebol reform pursued by the government has not encouraged employee
participation in ownership and management, as the debt-equity swap did not provide a priority option
for employees or citizensin general, or any other specia arrangement for employee participation.

An assertive effort to address the "mora” or "political" aspects of diluting the owner-chiefs power
would have enhanced the spirit of pain sharing and responsibility sharing. In addition, this could have
created a better environment for stimulus measures. As for external reform — reforming the
mechanisms to control the outward behaviour of chaebol firms — the government has focused on the
independent management of individual member firms of chaebol groups. However, the Financial
Supervisory Commission insists that its three-stage measure aiming for chaebols to become an
alliance of independent companiesis not a project to "dismember” the chaebol system.

It would be difficult to expect real independence of individua companies in a chaebol group while the
power of the owner-chief remains intact. Furthermore, legidation allowing the formation of holding
companies — while the power of "owner-chiefs" is untouched — is tantamount to giving a blessing to
the power and position of the owner-chiefs.

The dominant position of chaebols in the economy is likely to be further strengthened due to the
unhindered transfer of burden to the SMEs or their sub-contractors. In addition, chaebols are expected
to come out as the biggest winners in the restructuring and reform of public corporations and utilities
that will be brought to market to be sold.

The effort to redress over-investment focuses on establishing internationally capable "national
champions'. It cals on chaebols to get rid of non-performing member companies to be able to
concentrate their energies on core firms.

However, many of the IMF/WB prescriptions were informed by the need to guarantee the repayment
of debt and removing some of the obstacles for the takeover of Korean firms. It is not difficult to
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imagine that the measures for the retrenchment of domestic production facilities were, in part,
designed to bring about alocalised adjustment of global production over-capacity at Korea' s expense.

In the days before the crisis, the term chaebol referred to the top 30 chaebol groups. But, in the course
of the various adjustment processes prompted by the crisis and the |MF/WB-prescribed measures, the
ranks of chaebol were stratified into two categories. the "big five" and the rest. It does not take much
analysisto find differences in how the government has treated the two classes of chaebols.

The reform efforts have had little or no effect on the magjor five chaebols. The companies belonging to
the five largest chaebols listed on the stock exchange make up some 40% of the total assets of all
listed companies. A total of 343 cases of restructuring took place among listed companies in 1998.
This involved some 111 trillion won in assets. However, restructuring of members of the "big five"
was limited to 38 cases representing 3.5 trillion won — 3.2% of the total assetsinvolved.

In December 1999, the owner-chiefs of the "big five" agreed with President Kim Dae Jung to reduce
the number of member companies. The total contribution of these targeted companies to the total
revenue of each of the chaebol families ranges between 0.2% to 10.4%. Furthermore, a reduction of
debt-equity ratio to 200% is expected either to die out, or to be undertaken through asset re-evauation
or issuing new stocks (which will be swooped up by member companies to keep control within the
family). Five companies from the "big five" were made subject to debt-equity swap, but the
government allowed the existing owner-chiefs to maintain management rights.

The austerity measures also contributed to the concentration and greater dominance of the "big five".
Thisis evident in the fact that more than 80% of new equity issues and 70-80% of new CP issues were
undertaken by the "big five", monopolising the available funds at a time when all companies were
suffocating in the credit squeeze. The predilection for macro-economic financial austerity rather than
micro-level credit rationing as an instrument to enforce restructuring has, in fact, brought about the
reverse of the desired effect.

In addition, the big five chaebol groups refused resolutely to make any effort, such as abolishing or
selling excess facilities, that could result in loss of capital. Instead, they insisted on reducing the
workforce, increasing work intensity, and cutting wages. This resistance blocked all hopes for genuine
reform and restructuring of the chaebol system and diffusion of over-investment, and at the same time
aggravated the suffering of workers and the credit crunch for all other companies.

The government’s inability or unwillingness to address the issue of the ownership-governance
structure has pressured it to opt for "big deal" neo-developmental dictatorship measures — forcing the
swap of companies. This has had the effect of distorting whole parameters of corporate restructuring
and causing unnecessary problems. Furthermore, the "big deal" will be assisted by various facilitating
privileges, such as debt-equity swap, debt forgiveness and, perhaps, the first option for future
privatisation of large public corporations. The whole process does not consider the responsibility of
the owner-chiefs to inject their personal wealth to settle debt incurred by their "companies’ nor their
withdrawal from management, and leaves the question of moral hazard untouched.

The whole process fails to satisfy the criteria of fairness and burden sharing. In addition, the “big deal”
measures may not be effective in diffusing the whole problem of over-investment.
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Concluding remarks: changing the matrix of interaction

The government-promoted corporate restructuring fails to embrace employee participation as an
integral part of ownership and management. Furthermore, workers are excluded from the whole
decision making process of restructuring and are severely disadvantaged in the burden sharing matrix.
Workers are not allowed any kind of "ownership” of the process. They are asked just to bear with it
and shoulder al the burden generated by the process and its outcome. They have been placed in a
situation where they are forced to act purely in reaction - as "unavoidably affected victims - to the
process that was created and undertaken without their participation; it is their natural and just response
to resist a change which hasiill-effects on their welfare and rights.

This distortion of the reform process has brought an unfortunate shift in the parameters of interactions
surrounding the reform of the economic system, precipitating the economic crisis.

The government’slegal action in 1998 against some 500 trade unionists — including some 280 workers
actually imprisoned — is the outcome of reform that has gone wrong. The situation may not change in
the near future, as the government continues to warn and threaten labour with "punishment” for any
form of resistance or actionsto assert its just place in the reform process.

Labour is aware of the need for a radica overhaul of the Korean economic system. As its biggest
victim, the one with mogst at stake, and not being able to move freely about to find better pastures,
labour is the most ardent proponent of genuine reform. Labour’s aim is to readjust the parameters of
the change and reform so that it gains just and fair ownership in the process and the outcome. What
needs to change first is the attitude which seeks to exclude labour because, anong other things, of a
fear that its participation may have possible disruptive effects. As history has shown, this is the most
dangerous kind of self-fulfilling prophecy.
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CORPORATE GOVERNANCE IN THE SPECIAL ADMINISTRATIVE REGION
OF HONG KONG

The Securities and Futures Commission of Hong Kong, China

Introduction and summary

I mpact of South East Asian financial crisis

As asmall open economy and afinancial centre in the region, it is not surprising that the Hong Kong
economy slackened in 1998 upon the profound repercussions of the regional financial turmoil. While
exports of goods and services were hit by the sharp shrinkage in regiona import demand, local
consumer and investment demand both fell amidst a tighter liquidity and marked correction in the
asset markets. GDP thus showed a contraction in 1998. Yet the Hong Kong economy has been
adjusting to these shocks expeditioudly, with the internal cost and prices coming down promptly, and
the combined visible and invisible trade account reverting to surplusin the latter part of the year.

There are other positive signs emerging in the Hong Kong economy since late 1998, including
improved liquidity from the earlier tight situation, and rebound in share .prices and flat prices.
Externally, the regional financial markets also seemed to have stabilised, upon the easing in US
interest rates and the rebound in yen. An improved sentiment should yield some beneficial effect on
local demand over the course of 1999.

Corporate governance characteristics of Hong Kong

Over 80% of listed companies in Hong Kong are controlled by a single or family shareholder with a
stake of 35% or more of the equity share capital. The banking sector is independent and is neither
controlled by nor controls other sectors.

Over the five years to 1997, the Hong Kong stock market raised more equity capital than any other
market in Asia. Between 1993 and 1998 the market raised HK$564 hillion (US$73 hillion). The total
market capitalisation of the Hong Kong stock market at 31 December 1998 was HK$2,662 hillion
(US$341 billion). The 33 companies that comprise the Hang Seng Index made up 79% of this value.

Corporate behaviour, finance and restructuring

The market correction following the South East Asian financial crisis has reduced price earnings ratio.
However, the correction was not as severe as that seen in the region generally.
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Hong Kong companies do not have significant levels of debt. Levels of non-performing loans as
reported to the Monetary Authority are significantly higher than in previous periods and are expected
to increase. However, the amounts are particularly low in comparison with other Asian countries. At
30 September 1998, the level of overdue and rescheduled loans of local banks was less than 4%.

Equitable treatment of shareholders

The high incidence of companies controlled by afamily raises concerns about the absence of checks and
balances found in companies where shareholders are distinct from management. In a number of cases
these shareholders also have other business interests and there are concerns that business dealings
between listed companies and their controlling shareholders may not be in the best interest of al
shareholders. These concerns have been recognised for some time and are covered by the SEHK rules.
Many companies listed in Hong Kong are incorporated offshore. Hence the burden of protecting
minority shareholders falls on non-statutory rules such as Listing Rules and the Takeovers Code.

The Listing Rules oblige directors of alisted company to fulfil fiduciary duties of skill and diligence
to standard at least commensurate with the standards established by Hong Kong law. The Listing
Rulesincludes the Code of Best Practice for listed companies.

Transparency

Hong Kong accounting standards are based on the International Accounting Standards. Independent
audits have been required for many years. Requirements for independence are based on those of the
UK, and auditing standards are based on International Standards on Auditing.

In response to the recent crisis, the Exchange has issued a public consultation paper proposing
enhancements to financial disclosure.

. The corporate governance environment in Hong Kong and its impact on corporate
perfor mance and finance

General economic context

Background

Over the past two decades, the Hong Kong economy has more than tripled in scale. Hong Kong's
GDP has been growing at an average annual rate of about 7% in rea terms, twice as fast as the world
economy. Per capita GDP in Hong Kong reached US$26,700 in 1997, next only to that of Japan and
Singapore within Asia.

Over that period, the Hong Kong economy has undergone a profound structural change from
manufacturing to services, along with the open-door policy and economic reforms in the Mainland,
which have not only provided a huge production hinterland for local manufacturers, but have aso
created an abundance of business opportunities for a wide range of service activities in Hong Kong.
Indicative of this development, the contribution of the service sector as a whole to GDP rose steadily,
from around 67% in 1980 to 84% in 1996.
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Hong Kong is now the world's 8th largest trading entity in terms of trade in goods, and the 11th largest
in terms of trade in services. Its total trade in goods reached HK$3,075 billion (US$397 hillion) in
1997, or 229% of the GDP. With service trade also taken into account, the ratio is even higher, at
263% in 1997 (see Annex I).

Impact of the South East Asian financial crisis on the Hong Kong economy

The Hong Kong economy, however, suffered a downturn in 1998, overshadowed by the profound
contagion effect that arose from the volatility in the regional financial markets causing a surge in loca
interest rates. The tighter liquidity and the sharp corrections in the asset markets that ensued led to the
contraction in both consumer and investment demand that year .Export performance was aso hit by
the sharp shrinkage in import demand in Japan and East Asia. Hong Kong's GDP thus contracted by
around 5% in real termsin the first three quarters of 1998 compared with 1997 (see Annex 11).

Y et the Hong Kong economy adjusted to these shocks promptly. Office and flat rentals fell sharply.
Wages and salaries eased. With flexibility in the internal cost and price structure, the cost of doing
business was able to come down at a remarkably rapid pace during the year. The adjustment process
aso brought about a significant improvement in externa balance, with the visible and invisible trade
account reverting to surplus in the third quarter of 1998. In June 1998, the government announced a
package of specid relief measures, including a moratorium on land sales, arates refund, a cut in diesel
duty, a reduction in export declaration charges and the introduction of a special finance scheme for
small and medium enterprises. This package was estimated to cost HK$32 billion and was expected to
turn the originally budgeted surplus for the year of HK$11 billion to a deficit of HK$21 billion.

Main causes of the economic downturn in Hong Kong

It is not difficult to see that the abrupt downturn in the economy was mainly aresult of the contagion
effect from the regional financial turmoil.

The increased volatility in the regional financial markets caused a higher regiona risk premium,
resulting in a surge in loca interest rates which in turn severely hit the asset markets, and hence
overall domestic demand.

As asmall open economy heavily dependent on external trade, with total trade in goods and services
accounting for 263% of its GDP, the Hong Kong economy is inevitably dampened by the sharp
shrinkage in regional trade flows in both goods and services following the outbreak of regional
financial turmoil.

As one of the mgjor financial centres in the world, and particularly in the region, Hong Kong cannot
be immune from the shocks and volatilities in the financial market emanating from the region and
beyond. The impact on financial market related service industries was particularly pronounced.

Impact of the financial crisis on the banking sector
The banking sector in Hong Kong has demonstrated resilience against the backdrop of the Asian
financial crisis. Banks have remained fundamentally strong, notwithstanding an increase in overdue

loans, lower profitability and intense competition for deposits. Local banks continued to make profits
athough at alower level as compared with 1997. Despite expectations of further deterioration in asset
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quality and profitability in the short term, this should not be a cause for concern in terms of systemic
stability because banks remain highly capitalised and liquid. The average capital adequacy ratio of
local banks was 18.6% and their problem loans ratio was 4.9% as of September 1998. While banks
will face a tough year ahead in 1999, this is more an issue of profitability than solvency. There are
positive signs that local market conditions have begun to stabilise. The interbank market is now less
susceptible to manipulation and interest rates have come down significantly in recent months.

As Hong Kong's banking supervisory system compares well with international standards and has a
high standard of transparency in terms of financial disclosure, this has contributed to a stable banking
sector and minimised market uncertainty and contagion.

The government’s response to the crisis and recent economic developments

The severd packages of relief measures put out by the government in May and June 1998 helped
dleviate the pressures faced during the economic adjustment process. The packages of seven
technical measures announced by HKMA and 30 regulatory measures by FSB in early September
1998 helped enhance the robustness of the linked exchange rate system, reduce volatility in local
interest rates, and strengthen the local stock and futures markets. Indeed, local interest rates eased
steadily in the ensuing months, further aided by the cut in US interest rates. Reflecting the
improvement in market sentiment, the rate differentias between 1-month and 3-month HIBOR and
their US dollar counterparts narrowed significantly, down from around 690 bps in early September to
7 bps and 19 bps respectively at end-1998.

Apart from the easing in local interest rates, there are other positive signs emerging in the Hong Kong
economy since late 1998, including improved liquidity from the earlier tight situation, and rebound in
share prices and flat prices. Externally, the regional financial markets also seem to have stabilised
upon the easing in US interest rates and the rebound in yen. An improved sentiment should yield
some beneficial effect onlocal demand over the course of 1999.

The corporate governance characteristics of Hong Kong

Ownership of listed companies

In Hong Kong, companies listed on the Exchange tend to be controlled by afamily. Where the family
does not retain a majority of the shares, the family will usually hold the senior executive director
positions and retain executive control over the company.

A survey in 1996 of al listed companies based on disclosure in 1995 annual accounts showed the
following concentration of ownership:

Percentage holding of a single shareholder or family % of all listed companies
0to 10% 4%
10to 25% 8%
2510 35% 11%
35 to 50% 24%
50% + 53%
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Brokers' estimates of current ownership of the market indicate this current profile of corporate
ownership of the Hang Seng index companies:

%
Controlling family 42
Hong Kong Government 7
Other investors -individual and institutional
- Loca 31
- Foreign 20
Total 100

A review of ownership of 63 small listed issuers with market capitalisation below HK$50 million as at
30th September 1998, confirmed this pattern, with directors and substantial shareholders holding in
aggregate an average of 55% of the shares.

Role of controlling family shareholders

The magjority of Hong Kong listed companies continue to be dominated by families and often by the
individual responsible for the establishment of the business. The holdings of these controlling families
vary, nearly 80% of the listed companies disclose a family shareholding of over 35%, and over 50%
have a family shareholding of over 50%. The existence of a controlling shareholder is not generally
seen as a disadvantage by investors. Where family shareholdings are less than 50%, control is
generally retained as the senior executive directors position and usually the post of chairman are filled
by family members. In many cases, the founder of the company is still actively involved in the
running of the company. As company success is often seen to be the result of the efforts of the
founder, his continuing involvement is perceived by many investors as a key requirement for retaining
their investments. For this reason contested takeover bids are very rare.

Most companies have only one class of shareholder with all shareholders receiving equal treatment.
The principal weakness of the system is the potential for conflict between the interest of the
controlling family and the minority shareholders. This is the main focus of corporate governance
regulation. As company insiders have significant investments in their companies, there is a potential
for abuse of insider information.

Role of the banking sector in corporate governance

The banking sector, as one of the magjor components of the corporate sector in Hong Kong, has an
important role in corporate governance. While banks cannot directly influence the corporate
governance of firms, they are a conduit for influencing the corporate culture of borrowers. In
particular, banks can selectively lend to borrowers who provide reliable financial information and
exhibit prudent risk management, adequate internal controls, and a strong financial position. These
characteristics are to alarge extent a reflection of the proper and responsible corporate governance on
the part of the borrowers.

Banks in Hong Kong do not own a considerable part of the corporate sector. Under the Banking
Ordinance, the aggregate holdings in shares of companies (listed and non-listed) by a localy
incorporated bank are restricted to 25% of its capital base. This has restricted banks from owning a
significant part of the corporate sector.
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Hong Kong's economy operates on an open and free market philosophy, and there is no "main bank"
arrangement through which corporate control is exercised.

Ownership and governance of banks

The banking sector in Hong Kong maintains a high standard of corporate governance, which is an
integral part of the HKMA’s banking supervisory approach. A consultancy study published by the
HKMA at the end of 1998 on the banking sector in Hong Kong indicated that the level of corporate
governance of banksin Hong Kong was largely in line with that of other major financial centres.

In terms of the corporate governance of banks in Hong Kong, there are various related legidlative
provisions and policy guidelines that have been introduced by the HKMA and they are continuously
being updated to incorporate international best practices. These legidative provisions and guidelines
cover the mgjor elements of good corporate governance for banks, including ownership, management,
internal control, independent audit and financial disclosure, and ensure that banks maintain high
standards in these areas.

The principal control agents of banksin Hong Kong are banking and financial corporates. Most banks
belong to part of afinancial group, but some banking groups do have other lines of business. In such
cases, banks are required to deal with their sister companies on an arms-length basis, in addition to the
statutory limitsreferred to above.

Role of the equities market

Funds raised in the Stock Exchange of Hong Kong (SEHK) over the past six years are summarised in
Annex IV. 38% of the new capitd wasraised in respect of companies related to the People's Republic of
China. The total new equity raised on the SEHK in the four years to 1997 (the last year FIBV datistics
are available for other years- see Annex V) was US$55.7 billion and exceeds the capitd raised in any
other Asian markets in this period. The South East Asian financia crisis greatly reduced the ability of
the companies to raise new equity in the last quarter of 1997. Despite this, atotal of US$31.7 billion of
new equity capital was raised on the SEHK in 1997. Only the NY SE (US$177.6 billion) and NASDAQ
(US$36.2 hillion) raised more new equity capital in 1997. The full effects of the crisis were felt in 1998,
but companies still raised atota of US$4.6 billion of new equity capitd on the SEHK.

At 31 December 1998, 680 companies were listed on the SEHK with a market capitalisation of
HK$2,662 billion (US$341 hillion). The most quoted index for the Hong Kong market is the Hang
Seng. This consists of 33 companies. At 31 December 1998, the market capitalisation of these 33
companies was HK$2,106 billion (US$270 hillion), 79.12% of the total market. Market capitalisation
at 31 December 1998 for the last five years was:

(HK$ hillion)
1998 1997 1996 1995 1994
Total market capitalisation 2,662 3,203 3,476 2,348 2,085
annual change -17% -8% 48% 12%
Hang Seng index companies
market capitalisation 2,106 2,103 2,436 1,750 1,434
percentage 79% 67% 70% 74% 69%
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Role of institutional investors

The Hong Kong Investment Funds Association represents the investment management industry in
Hong Kong. At the end of 1997, its 46 fund management company members managed total assets of
some US$53 hillion worldwide, and included many of the world's leading investment management
organisations. Whilst the association’s members do not seek to directly influence the corporate
governance of individua firms, their preference is to invest in companies that provide reliable and
timely financial information and demonstrate a commitment to appropriate standards of corporate
governance. In a number of cases, ingtitutional investors have provided sufficient opposition to halt
proposals made by controlling shareholders.

Role of lifeinsurers

An analysis of the asset composition of the top 10 life insurers in terms of premium incomes shows
that, on average, about 20% of their assets were invested in listed shares. The analysis was based on
their latest returns and relates to the listed shares held by the company or the Hong Kong branch,
where appropriate.

It is a statutory requirement that there should be a prudent and satisfactory relationship between the
nature and term of the assets and the nature and term of the liabilities of long-term business (including
the life insurance and retirement scheme management business). This prudential rule apparently will
constrain the ability of along-term business insurer to :invest in equity .Although assets held in this
respect are for the purposes of matching long-term business liahilities, they are likely to be managed in
an active way in order to maximise the returns.

Role of pension funds

Hong Kong retirement funds, who in aggregate hold about HK$50 billion in Hong Kong shares, are
too small to have any material influence on corporate ownership of governance of the locally listed
companies. However, they do exercise their rights as minority shareholders.

According to industry surveys, Hong Kong retirement funds have on average for the past 15 years
about 70% holdings in equities, haf of which in Hong Kong shares (mostly in blue chips). In other
words, about one-third of retirement funds are held in Hong Kong shares.

For Mandatory Provident Fund (MPF) schemes to be introduced in the near future, regulations on
equity investments require shares to be fully paid up and listed on recognised stock exchanges (with a
10% exception for shares listed on unrecognised exchanges). Short selling of shares is prohibited.
Not more than 10% of the funds of an MPF scheme may be invested in any single share issue. An
MPF scheme may not hold more than 10% of the shares issued by any single company. The
regulations are made on prudential grounds, having regard to existing market practice for the
protection of scheme member interests.

The investment portfolios of current retirement funds are managed actively on commercial criteria.

MPF scheme assets will also be under private management, operating on the basis of commercia
criteria.
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Pension fund investors in Hong Kong are less active than other ingtitutional investors in the area of
corporate governance. However, with MPF funds growing to be the dominant institutional investors
in the very long term (10 to 15 years), they may have a significant role to play in the future.

Role of the government as holder of equities

In August 1998, in its operations in the stock and futures markets to put an end to the manipulative
double play that was threatening system stability, the government acquired through the Exchange
Fund a portfolio of Hang Seng Index constituent stocks.

The government subsequently set up a separate company, namely the Exchange Fund Investment
Limited (EFIL ), which has its own board of directors to manage these shares. EFIL’s role is not to
conduct active stock trading, but to manage and safeguard the assets in the Hong Kong equity
portfolio and identify value-added opportunities for the eventual disposal of the shares with minimal
disruption to the market.

In view of the concerns over potential conflicts of interest arising from the government’s holding of
these shares, the board of directors of EFIL is chaired by a non-officiad and the majority of the
directors are drawn from distinguished members of the community, including members of the
Legidative Council. Both EFIL and its staff are subject to the full regulation of the Securities and
Futures Commission. To enhance transparency, the Government has disclosed in full the stocks
acquired.

In regard to EFIL’s role as a minority shareholder of the companies held, EFIL directors feel that the
government should not interfere with the day-to-day management and operations. On the other hand,
the directors consider that it may not be advisable for the government to refrain from exercising its
voting rights in al circumstances. The crucia point is to strike the right balance between non-
interference with the commercia activities of the companies and the need to safeguard the
government’s interest in these companies as a responsible shareholder.

Role of foreign direct investment in Hong Kong

Hong Kong is a major recipient of foreign direct investment (FDI) in the region, owing in part to its
status as a major regional trade, financial and business services centre. Currently, Hong Kong is the
second largest recipient of FDI from the US in Asia, and the third largest recipient of FDI from Japan
inAsia

The latest statistics are available up to end-1997 only. The overal stock of inward direct investments
at end-1997 increased by 17% over a year earlier. Analysed by country of origin, the UK, Mainland
China, the US and Japan were the leading external investors in Hong Kong in 1997, accounting for
about three-quarters of FDI in Hong Kong (see Annex I11).

Recent changes
EFIL isanew corporate governance agent. The present profile of significant family control of listed -
companies is not likely to change radically in the medium term. Factors such as the introduction of

MPF and demands for diversification of savings is likely to bring Hong Kong's profile of corporate
ownership more in line with that of stock marketsin the US and Europe.
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Corporate behaviour, finance and restructuring

Diversified corporate groups

Whilst a few of Hong Kong's listed companies are conglomerates covering a number of diverse
industries, Hong Kong does not have diversified groups that are similar to Korean chaebols or loosely
affiliated groups such as Japanese keiretsu.

Performance of Hong Kong companies

The average rates of return on equity of magjor categories of listed companies are as follows:

Average rate of return on equity
1997 1996 1995 1994 1993
Hang Seng Ir_ldex constituent 13% 15% 14% 15% 15%
stocks (excluding banks)
Banks 17% 18% 18% 20% 21%

The return on equity is defined as net income (losses) less cash preferred dividends divided by the
average of total common equity and expressed in percentage.

The average price earning ratios of Hong Kong listed companiesin the last five years were:

1996
16.7

1995
11.4

1994
11.7

1998
10.7

1997
121

The mid-1997 South East Asian financial crisis returned the average price earnings ratio to the levels
seen before 1996. In contrast, other South East Asian markets (see Annex V) saw a significant
correction in 1997. Other than Chinese Taipei, price earnings ratios for 1997 were significantly down,
generally to less than half the ratios seen in 1994, 1995 and 1996.

Debt/equity ratio

The average debt to equity ratios of major categories of listed companies are as follows:

Average debt to equity ratio
1997 1996 1995 1994 1993
Hang Seng Index | 450, 35% 37% 34% 29%
constituent stocks
Red Chip companies 68% 56% 86% 70% 88%
H-share companies 45% 94% 49% 56% 51%

231




There is no ready information on the profile of corporate debt (bonds/bank, short/long term) or the
extent of direct exposure to foreign exchange debt of issuers.

Non-performing loans in the corporate sector

The statistics on non-performing loans collected by the HKMA from authorised institutions are not
analysed by corporate and non-corporate sectors. The Asian financia crisis and the slowdown of the
local economy resulted in a deterioration in the asset quality of banks in Hong Kong. For local banks,
the overdue and rescheduled loans as a percentage of total loans increased from 1.80% at end-1997 to
3.81% at end-September 1998 (latest available figure). A broader definition of non-performing loans
is "classified loans' (i.e. loans classified as substandard, doubtful and loss under the HKMA loan
classification system). This takes account of not only the period that loans are overdue, but also more
forward-looking and qualitative factors such as the business prospects of the borrower, cash flow and
payment capability .The classification of individual loans is also influenced by the extent to which
they are covered by collateral since this will affect the collectability of such loans (by contrast, the
figures for overdue loans do not take account of the existence of collateral). Classified loans for local
banks increased from 2.08% at end-1997 to 4.92% at end-September 1998. The figures are higher
than overdue and rescheduled loans, suggesting that banks are adopting a prudent approach by not
simply relying on the period overdue as the criteriafor classifying loans.

Although these figures are quite low, particularly in comparison with other Asian countries, non-
performing loans are expected to continue to increase. Banks are much more cautious and selective in
their lending, thus reducing the overall availability of credits. Domestic loans fell by 3.8% in the first
10 months of 1998. It islikely that these factors together will continue to have an adverse impact on
the solvency of corporate enterprises generaly. However, there is no evidence of any fundamental
structural weaknesses in the Hong Kong economy nor of excessive risk taking.

Despite expectations of further deterioration in asset quality and profitability in the short term, Hong
Kong banks remain highly capitalised and liquid. The capital strength of banks continues to be strong.
The average consolidated capital adequacy ratio of locally incorporated institutions stood at 18.6% as
at end-September. 1n respect of the banking sector, the concern is profitability , not solvency.

The South East Asiafinancial crisis resulted in liquidation of only one major listed company in Hong
Kong, Peregrine Investment Holdings. Although a high profile company, Peregrine represented less
than one quarter of a percent of the total of SEHK’s market capitalisation. The main cause of
Peregrine's failure is considered to be excessive risk-taking. It remains to be seen if this provides any
new insights on corporate governance. However, the isolated nature of this case confirms that
corporate Hong Kong is generally prudent.

Soecial policiesthat address the interface between the corporate and financial sector

For the banking sector in Hong Kong, no special policies that address the interface between the
corporate and financial sector have been adopted. Banks, however, play a maor role in corporate
restructuring as creditors. In this regard, the Hong Kong Association of Banks (HKAB) issued a
guideline in April 1998 covering how institutions should deal with corporate customers encountering
financial difficulties. The HKMA, in appropriate circumstances, stands ready to help resolve
differences of views which could threaten the ultimate feasibility of a workout and achieving an
acceptable compromise. In this respect, the HKMA would be prepared to act as a mediator between
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any involved parties, irrespective of size or nationa affiliation. The underlying principles and
objectives of the HKAB’s guideline are as follows:

—  When it becomes public knowledge that a debtor company may be experiencing financia
problems and the borrower has approached its banks, the banks' initid attitude should be one
of support. They should not withdraw facilities or hastily put the company into receivership,
or issue Supreme Court writs demanding payment.

— Further decisions should only be made based on information that is reliable and shared fully
with al creditor banks (after obtaining debtor’s permission).

— Thedecision to offer the company financia assistance -or not -should be a collective one by
creditor banks.

— Theobjectives of any workout should be to obtain for creditor banks the best possible dedls.

Incentives to force conflicting interests (creditors/debtor) to converge

Since Hong Kong adopts a free market philosophy, corporate restructuring is largely decided on a
commercial basis. Naturally, debtors (i.e. the corporates under restructuring) are interested in
restructuring programmes that will provide them with the chance to continue operating and recover
from financial difficulties.  However, corporate restructuring would probably involve debt
restructuring under which creditors (normally the banks) would be required to delay taking actions
against the debtors. This means that creditors would be exposed to a risk of suffering greater loss.
Obvioudly, this will only be acceptable to creditors if the restructuring plan is a credible one. The
conflict of interests will converge only when the risk of lossis greater if all creditors were to "rush for
the exit" at the sametime.

Insolvency mechanisms

The legal machinery for ensuring that the estate of insolvent companies is wound up and distributed to
creditors in an orderly manner has continued to be adequate. The number of new compulsory
liquidations of companies in 1998 was 723, an increase of 44% over 1997. However, the number of
new compulsory liquidations is still relatively low, being only about 0.15% of all companies or 2.4%
of companiesincorporated in theyear. Thereis no evidence that the rate of corporate winding-up does
not correspond to the "actual" insolvency levels of the corporate sector.

1. Theregulatory framework and therole of policy
Equitable treatment of shareholdersand other stakeholders

Shareholder protection

The high incidence of companies controlled by a single shareholder or family clearly raises concerns
about the absence of checks and balances found in companies where the shareholders are distinct from
management. In anumber of cases, these shareholders also have other business interests and there are
concerns that business dealings between the listed companies and the controlling shareholder may not
be in the best interest of al the shareholders of the listed companies. These concerns have been
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recognised for some time and the SEHK’ s rules specify in some detail transactions where independent
shareholders’ approval is required. The South East Asia financial turmoil has not provided any new
insightsin this area, and no rule changes are anticipated in response to the crisis.

The incidence of family control over many listed companies represents also a strength for the market.
Many commentators of the US and UK financial markets criticise the short-term view taken both by
investors and management. The market’s fixation on short-term results and the relatively short period
of tenure for management provide a significant hurdle to long-term growth plans. Management by a
controlling family provides a long-term perspective to act as a counter-weight to the stock market's
emphasis on the latest results.

Information on shareholdings of listed companies

Any person or entity acquiring an interest in 10% or more of the share capital of a company listed on
the SEHK is required by law to inform the company and the SEHK of thisinterest. Where an interest
subsequently changes by one percentage point the company and the SEHK must be informed.

In addition, any director or chief executive is required by law to inform the listed company and the
SEHK of any interest in the company’s, or in an associated company’s, share capital or debentures, and
of any changes in these interests. Director’s interests include stock options. The listed company is
required by law to keep aregister of thisinformation. The SEHK rules require that the annual report
of each listed company sets out the holdings of each director and of any shareholder whose interest is
10% or more. The SEHK publishes on its information system the information it receives under this
legidlation in respect of interests of directors and shareholders. Any shareholder or other person is
entitled to inspect the register maintained by the listed company.

Failure to inform a listed company and/or the SEHK of interests or changes in interest is a criminal
offence.

Voting rights and attendance at shareholder meetings

The SEHK will not allow listed companies to issue a new class of shares whose voting power does not
bear a reasonable relationship to the equity interest of such shares. Where a class of shares already
exists that carry a disproportionate share of votes, new issues of such shares are restricted. There are
only afew examples of such classes of shares.

To facilitate the eectronic transfer of shares, a large portion of the shares of listed companies are
legdly registered in the name of the clearing company Hong Kong Securities Clearing Company
Limited. At 31 December 1998, the clearing company was the registered owner of 948 different
securities. Other than insignificant exceptions, this includes ordinary shares of all Hong Kong listed
companies as well as other types of securities. The clearing company’s holdings represent 51% in
number and 29% in value of these securities.

Voting at general meetings may be by proxy. When the clearing company receives instructions from
the owners of the shares, it votes in accordance with these instructions. Shareholders may attend
meetings and raise questions. Under Hong Kong law, shareholders are defined as those persons, or
corporations, whose name is entered in the shareholders register. To cater for shares through the
clearing house, Hong Kong legislation allows the clearing house - as the registered shareholder - to be
represented by more than one person at a meeting. This alows shareholders, who hold shares through
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the clearing house, to attend meetings, vote their shares and put questions directly to directors. There
are no structural factors that prevent shareholders from voicing their views, such as the practice of all
listed companies holding annual general meetings on the same day.

Thereisno legal or practical difference in the treatment of foreign and domestic shareholders.

Shareholder approval of transactions

Any acquisition or realisation of assets (including securities) by a listed issuer or any of its
subsidiaries, where the transaction amount accounts for more than 50% of the net assets, or net profit
of issuer, is defined by the SEHK's Listing Rules as a major transaction. A major transaction must be
made conditional on approval by shareholders. Such approva may be obtained either by convening a
general meeting of the issuer or by means of awritten approval of the transaction by shareholders who
together hold more than 50% in nominal value of the securities, giving them the right to attend and
vote at such a general meeting.

The shareholders have pre-emptive rights when new equity is issued. Shareholders must approve any
issue of shares or equities that may materially dilute the percentage equity interest of its shareholders.

Where a transaction will result in a change in a listed issuer such that assets and profits will increase
by 100%, the transaction may be treated as an application for a new listing. In such cases, the
company must prepare information to prospectus standard and seek shareholder approval.

Connected transactions

Under the SEHK's rules, any director, chief executive or major shareholder of a listed company is
regarded as a connected person. The SEHK’ rules include provisions governing the disclosure and
approval procedures for connected transactions (i.e. transactions between connected persons and the
listed company). Where there is a conflict of interest between managers (directors) or major
shareholders and the company, the listed company must call a genera meeting to get independent
shareholders’ approva of the connected transaction. In addition, the listed company must appoint an
independent expert acceptable to the SEHK to express an opinion as to whether the connected
transaction isfair and reasonable so far as the shareholders of the issuer are concerned.

Takeovers

The Hong Kong Takeovers Code is modelled on the London Code with an Executive responsible for
day to day matters and a Panel to deal with disciplinary matters, reviews of decisions of the Executive
and to determine novel, important or difficult cases referred to it by the Executive. The Code's
primary purpose is to ensure that al shareholders affected by takeover and merger transactions are
treated fairly and equally, and that they are given sufficient information, advice and time to make an
informed decision on an offer.

The key requirements of the Code are that offers must be made to al shareholders once:

- aperson’s holding exceeds 35% or more of the voting rightsin a company; or
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— aperson, whose holding is between 35% and 50%, acquires a further 5% within a 12-
months period; or

- thereisachangein the group of persons associated with a controlling sharehol der.

If an offeror holds 50% or less of the voting rights of the target company, he must obtain more than
50% of the shares. If this happens while the offer remains open, it becomes unconditional and stays
open for 14 more days. If the offeror does not get at least 50% of the shares, the offer lapses and he
cannot make another offer for the next 12 months. If an offeror already holds 50% of the shares, the
offer is unconditional .

As most companies are controlled by aperson or family hostile, takeovers are very unusual.

Insider trading regulations

Revised insider dealing legidation was passed in 1990, setting up a tribunal to inquire into possible
cases of insider dealing, determine whether insider dealing has taken place, identify insider dealers and
the amount of profit gained or loss avoided. The tribunal has the power to:

— disbar aninsider dealer from acting as a director of alisted company for up to 5 years,
— order theinsider dealer to pay to the government any profit gained or loss avoided; and

— order the insider dealer to pay to the government a penalty equivalent to three times the
amount of any profit gained or loss avoided.

In the seven years since the introduction of the legidation, the tribunal has completed its inquiriesin
10 cases and determined that 8 of these cases involved insider dealing. In number and percentage this
level of successful cases compares favourably with al major financial markets other than the US.
This is particularly true when compared with markets that deal with insider dealing via the standard
crimina courts.

Protection of shareholder rights

Hong Kong's law in relation to corporate governance is similar to that of other common law countries.
Corporate governance in Hong Kong is, however, far less driven by fear of civil liability on the part of
directors than in the US, Australia or, increasingly, the UK. The SEHK’s rules are particularly
concerned with related party transactions and the protection of the interests of minority shareholders.

Most Hong Kong listed companies are incorporated offshore, which constrains the degree to which the
conduct of the companies’ internal affairs can be regulated through Hong Kong courts.. Hence, in
practice, a greater burden of regulating such matters falls on non-statutory rules, such as the Listing
Rules and the Takeovers Code.

The SEHK and the SFC stress the importance of educating directors of listed companies.
As in other Commonwealth common law jurisdictions, there is no genera legidation or judicial

practice on disregarding limited liability. It is only in the most exceptional circumstances (e.g. fraud)
that the courts would be prepared to lift the "corporate veil".
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Front-line regulatory functions of the SEHK

The SEHK is the front-line regulatory organisation responsible in the first instance for the day-to-day
supervision and regulation of listed companies, their directors and controlling shareholders. The SFC
becomes involved in novel, complex or controversial matters, or if the exercise of statutory powers,
including powers of investigation, is necessary or desirablein a particular case.

The Listing Rules are the main source of authority for regulating the conduct of directors and
controlling shareholders of listed companies.

Provision of information to shareholders

In addition to annual and interim reports, listed companies are required to keep its shareholders and
the SEHK informed, as soon as practical, of any information that:

— isnecessary to enable them and the public to appraise the position of the group;
— isnecessary to avoid the establishment of afalse market in its securities; and

— might be reasonably expected to materially affect market activity in, and the price of, its
securities.

The SEHK reviews such information before it is released and may request further information or
clarification.

In the case of a company registered in Hong Kong, shareholders who hold 10% or more of the
company’s share capital may requisition the directors to call a meeting of the company’s shareholders,
and if the directors do not proceed to convene ameeting, these shareholders may do so.

Role of the board of directors

Directors are appointed by majority voting at shareholders meetings. Based on their latest annual
reports, the 33 constituent stocks of Hang Seng Index have an average of 7.2 executive directors and
6.5 non-executive directors. It isimportant to note that the number of non-executive directorsis high
when compared with smaller listed companies. Smaller listed .companies usually only appoint the
minimum of 2 independent non-executive directors required under the SEHK's rules. In determining
whether a director isindependent, the Exchange will consider the following:

— a holding of less than 1% of the share capitad will not normally act as a bar to
independence unless the shares were received as a gift or by means of other financial
assistance from a person connected with the listed company;

— the director should normally have no past or present connection with the listed company
or with persons connected with the listed company; and

— the director should not have any management function in the listed company or its
subsidiaries.
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Director’s duties

The Ligting Rules more or less codify directors’ duties under the common law and by so doing, give
the SEHK and/or SFC jurisdiction to regulate the conduct of directors of listed companies in Hong
Kong.

Chapter 3 of the Listing Rules requires a director of alisted company to fulfil fiduciary duties of skill,
care and diligence to a standard at least commensurate with the standard established by Hong Kong
law. The Listing Rules set out specifically adirector’s duties to:

— act honestly and in good faith in the interest of the company as awhole;

— act for proper purpose;

— beanswerableto the issuer for the application or misapplication of its assets;
— avoid actua and potential conflicts of interest and duties;

- disclose fully and fairly hisinterests in contracts with the listed company; and

— apply such degree of skill, care and diligence as may reasonably be expected of a person
of his knowledge and experience and holding his office within the listed company.

Interlocking directorates between companies that are not part of the same group are not a feature of
Hong Kong.

Sock options and directors' compensation

As an incentive, listed companies usually include stock options in the compensation of directors
and/or senior management. Share option schemes must be approved by shareholders in general
meetings, with any person to whom, or for the benefit of whom, securities may be issued under the
scheme abstaining from voting. The total amount of the securities subject to the scheme is limited to
10% of the relevant class of securities in issue from time to time, and the fixed maximum entitlement
for any one participant cannot exceed 25% of the aggregate of all securities subject to the scheme.
The life of the schemeis limited to 10 years while the option price must not be more than 20% below
the average closing price of the securities for the five business days immediately preceding the date of
grant.

In addition to disclosure of directors’ interests, companies are required to disclose any option held by a
person giving details of the number of shares, the period of the option and the exercise price. Also,
listed companies need to disclose directors fees and the band analysisin their annua reports.

Code of Best Practice

The main guidance on corporate governance practices is set out in a Code of Best Practice included in
the SEHK’s Listing Rules.

238



History of the Code of Best Practice

The Code of Best Practice (the "Code") was introduced in late 1993 to improve the standard of
corporate governance among listed companies in Hong Kong.

The Code initially contained 12 guidelines concerning the board of directors which listed issuers
should follow. The SEHK added two new guidelines in May 1998. Beginning with all interim and
annua reports for periods ended on or after 31 December 1995, all listed issuers are required to
include in their interim and annual reports a statement affirming compliance with the Code, or to
explain the reasons for any non-compliance.

The Code sets out a number of guidelines relating to board meetings, notices and minutes, provisions
of board papers and agendas, etc. It provides that where a matter to be considered by the board
involves a conflict of interest for a substantial shareholder or director, a full board meeting should be
held.

The Code aso provides guidance relating to the role of independent non-executive directors, and
affirms their rights as full members of the boards. For example, non-executive directors should be
appointed for a specific term, which should be disclosed in annual reports and accounts; the minutes
should reflect contrary views held by independent non-executive directors during any board meeting;
independent non- executive directors may seek separate professional advice at the expense of issuers;
both executive and non-executive directors are entitled to have access to board papers and materials,
and any queries raised by non-executive directors in relation thereto must be responded to prompitly;
fees and emoluments of independent non-executive directors should be disclosed in annual reports and
accounts; non-executive directors must ensure that they can give sufficient time and attention to the
affairs of issuers; and the Exchange should be notified of the reasons when independent non-executive
directorsresign or are removed from office.

Recent amendments

The Exchange introduced two new guidelines into the Code in May 1998. The first one, which relates
to director’s education (Guideline 13), provides that every; director is expected to keep abreast of his
responsibilities as a director. Newly appointed directors should receive appropriate briefings ‘on the
issuers affairs and be provided by the company secretaries with relevant corporate governance
materials published by the Exchange on an ongoing basis.

The other new addition is a guideline on audit committees (Guideline 14). Every board should
establish an audit committee consisting of a minimum of two members appointed from amongst the
non-executive directors, the majority of whom should be independent. The audit committees should
have written terms of reference which deal clearly with their authority and duties, and their principal
duties should be the review and supervision of the issuer’s financial reporting process and internal
controls. All listed issuers should report in both their interim and annual reports their compliance with
the guideline and the reasons for any non-compliance for accounting periods commencing on or after 1
January 1999.

Compliance with the Code of Best Practice

The Exchange advocates self-regulation among listed companies and aims to provide issuers with
broad guidelines of corporate governance. Listed issuers are encouraged to devise their own codes of
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practice in the interests of the board of directors as awhole. The Exchange places great importance on
increasing disclosure and transparency.

Set out below are some available statistics on corporate governance.

Independent Non-Executive Directors:

— there are 13 listed companies (about 1.9% of the total listed companies) with outstanding
independent non-executive directors to be appointed as at 23 October 1998.

— Compliance with the Code of Best Practice:

— Listed companies reported in their latest interim or annua reports their non-compliance
with certain Guidelinesin the Code of '‘Best Practice.

— Guideline 7, which deals with the appointment of non-executive directors for a specific
term, is the area where companies report non-compliance. Many Hong Kong companies
require a portion of their directors to retire by rotation each year. Thus the term of
appointment for their non-executive directors cannot be for a specific term.

— Audit Committees:

— According to the latest available annua reports of the listed companies, there are 16
listed companies with audit committees which represents some 2.4% (16 out of 676
listed companies) of the listed companies as at 31 October 1998.

Transparency and disclosure

Hong Kong accounting standards

Companies listed on the SEHK are required to prepare accounts in accordance with Hong Kong
Accounting Standards or International Accounting Standards. Hong Kong accounting standards are
issued by the Hong Kong Society of Accountants. In 1993, the Society of Accountants decided to
bring its accounting standards in line with International Accounting Standards. Hong Kong
accounting standards currently cover the topics covered by International Accounting Standards that are
relevant in Hong Kong. The recent spate of new International Accounting Standards has increased the
areas of difference between Hong Kong and international standards. In a number of these areas of
difference, new Hong Kong accounting standards are in progress. The principle areas of difference
that remain and are not being addressed are:

- IAS 12 Income Taxes. Hong Kong accounting standards retain the concept of
recognising timing difference to the extent that it is probable aliability will crystallise.

— |AS 19 Retirement benefit costs. few Hong Kong companies have defined benefit
pension plans that raise the main issues when accounting for retirement benefit costs.
Companies with such funds are required by the SEHK rules to explain their accounting
policies.

— 1AS 30 Disclosure in Financial Statements of Banks and similar Financial Institutions:
reporting by banks is governed by rules issued by the Hong Kong Monetary Authority.
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The Hong Kong Monetary Authority guidelines are substantialy in line with the
International Accounting Standards and in many areas require greater disclosure.

— 1AS 32 Financia Instruments - Disclosure and Presentation: the HKSA hasissued a draft
accounting standard that deals with accounting for investments. Thisis not as extensive
as the International Accounting Standards. Investments not held for an identified
purpose and investments held for trading must be marked-to-market with gains or losses
recorded in the profit and loss account. Where the carrying value of listed securities is
different from their market value, the market value must be shown in the notes to the
financial statement.

Most properties held by listed companies are carried in their financial statements at valuation. Under
accounting standards, these valuations are performed by professionally qualified valuers each year and
at least every three years by independent external professionally qualified valuers.

Except for goodwill arising on consolidation, few listed companies include intangible assets in their
balance sheets. There are no specific accounting rules for intangible assets.

As with Hong Kong laws, accounting practices and principles were originaly based on those in the
UK. Hong Kong legidation has included a requirement to prepare group accounts for many years.
The principles of consolidated accounts have been used and understood in Hong Kong for many years.
As many business ventures are conducted by separate entities coming together for particular projects,
the accounting standards on "Accounting for associated companies' (1985, about to be revised) and
"Accounting for interests in joint ventures' (1998) are particularly relevant for listed companies in
Hong Kong. These standards are based on the International Accounting Standards.

SEHK financial reporting requirements

Hong Kong accounting standards provide a suitable base for reporting financia performance to
shareholders. Building on this base, the SEHK Listing Rules specify additional disclosures relevant to
listed companies. The SEHK recently issued a public consultation paper on updating SEHK rules on
the frequency of reporting and contents of interim reports. The proposals in the consultation paper
included provisions for interim reports to include full financial statements and to accelerate the current
reporting timetable for interim reports (currently 3 months) and annual reports (currently 5 months).

Off-bal ance sheet transactions

Except for the accounting standard on contingencies, Hong Kong accounting standards do not deal
with disclosure of off-balance sheet transactions. Listed banks are required by the HKMA to provide
extensive information on off-balance sheet risks, including contingent liabilities and commitments and
derivatives. Material banks must provide an analysis of the aggregate notional amounts of each
significant class of derivative, detailing those entered into for hedging and trading purposes. In
addition, information must be provided on risk exposure, detailing credit risk weighted amounts and
replacement costs for off-balance sheet items.

The SEHK consultation paper on financial disclosure includes proposals to apply the above
requirements for banks to any listed financial conglomerates.
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External auditor

Therole of the external auditor has been enshrined in Hong Kong legidation for many years. The first
formal examinations for auditors in Hong Kong were carried out in 1913. Hong Kong companies
legidlation, being based on UK law, requires that .every company appoints an auditor. A person
cannot be appointed as an auditor unless qualified as such under the Professional Accountants
Ordinance. The Hong Kong Society of Accountants was set up under the Professional Accountants
Ordinance in 1973. The Society of Accountants is responsible for regulation of the accountancy
profession, and in particular for registration and regulation of auditors. All persons licensed to act as
auditors must first satisfy the requirements of the Society of Accountants and be registered as a
certified public accountant. The Society of Accountants' code of ethic for auditorsis closely modelled
on that of the Ingtitute of Chartered Accountants in England and Wales, and includes strict rules on
independence. These rules require professional accountants to be, and to be seen to be, free of any
interest that might prevent the accountant from adopting an objective approach to an engagement.

Except for local topics, such as taxation and law, the UK's Association of Chartered Certified
Accountants sets the professional examinations used by the Society of Accountants. From December
1999 the Society of Accountants will set all the examinations.

The Society of Accountants monitors auditing performance of its membersin two ways. First it has a
programme of regular practice reviews, including examination of audit files. Second, it examines al
published financia statements and raises any points noted with the auditors.

Auditing standards issued by the Society of Accountants are closely modelled on the International
Standards of Auditing that were codified in 1994.

Prudential regulation over affiliated lending

With regard to affiliated lending, section 83 of the Banking Ordinance places limits on unsecured
lending to persons connected with a lending institution. Such persons include any director, controller
or any employee who is responsible for approving loan applications, relatives of these persons and
companies which are controlled by them. The maximum unsecured lending to such persons, who are
individuals, should not exceed HK$Imn per person and 5% of the capita base in aggregate. The
aggregate unsecured lending to all connected persons should not exceed 10% of the capital base of the
lending ingtitution. The HKMA closely monitors connected lending by requiring institutions to submit
information on loans to connected parties and by requiring the chief executive to certify their
compliance with the above-mentioned section of the Banking Ordinance. Affiliated lending is not a
major issue in the banking sector in Hong Kong.

Response to South East Asian financial crisis

In December 1998 the SEHK released a consultation paper on proposed enhancements to some rules
regarding financial reporting. The principle behind the SEHK's rules require issuers to provide
appropriate and timely information to enable market participants to reach informed investment
decisions. The South East Asian financia crisis had highlighted some areas where existing financial

reporting criteria ought to be improved. These areas were:

— contents and timeliness of interim financia reporting;
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— disclosure requirements for financial conglomerates,
— contents of Management Discussion and Analysis section of annual reports; and

— circumstances that may give rise to a general disclosure obligation of price sensitive
information.

The need for these enhancements was highlighted by the South East Asian financial crisis. However,
they do not represent a change in direction for the regulatory environment relating to transparency.
They are designed to ensure that Hong Kong's financia disclosure rules remain in line with
international best practice. Indeed, the proposals for contents of interim reporting, being a full set of
consolidated financial statements, go far beyond the existing regulations and practices of the London
Stock Exchange.

V. Conclusions

The South East Asian financial crisis has had no significant impact on the corporate governance
environment of Hong Kong. This reveals that there is no significant weakness in the existing
approach to corporate governance. Nevertheless, the government and the regulators in the financial
sector continue to share experiences with overseas counterparts and endeavour to keep up with
international best practices.

Hong Kong is an open free market economy with no restrictions on capital flows. The regulatory
approach appropriate for such a market is disclosure based. It is important that disclosure standards
continue to be adjusted to reflect changes in international best practice. The policy of the Hong Kong
Society of Accountants to base its accounting standards on International Accounting Standards is an
important factor for the standards of corporate governance in Hong Kong.

Over the past years, the SEHK has revised its rules to require disclosure above what is required by
accounting standards. The recent public consultation paper on financia disclosure is the latest
improvement of financial disclosures by listed companies. It isimportant that the SEHK continues to
enhance its regulations in line with developments in the leading financial markets.

The Code of Best Practice for listed companies incorporates the key elements of the recommendations
of the Cadbury report relevant to Hong Kong's market. Continued enhancement of the Code is
important for maintaining high standards of corporate governance.

In the medium term, a main focus of corporate governance regulation will continue to be the

protection minority shareholder rights in cases where there is a potentia for conflict between their
interests and those of the controlling family.
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Annex |

Hong Kong's external sector, 1994-98

1994 | 1995 | 1996 | 1997 | Q1998 | Q2/1998 Q3/1998
(In HKSMIN)

Tota exports (f.0.b.) 1,170,013 1,344,127 1,397,917 1,455,949 310,964 345,841 352,354
Domestic exports 222,092 231,657 212,160 211,410 41,368 49,326 51,805
Re-exports 947,921 1,112,470 1,185,758 1,244,539 269,596 296,514 300,548
Tota imports (c.i.f) 1,254,427 1,495,706 1,539,851 1,619,468 344,429 381,435 359,238
Trade balance -84,414 -151,579 -141,934 -163,519 -33,465 -35,594 -6,884
Total trade in goods 2,424,440 2,839,833 2,937,768 3,075,417 655,393 727,276 711,592
Services exports 240,668 265,635 292,757 293,373 65,333 63,290 67,362
Servicesimports 144,067 160,877 167,761 176,683 45,294 41,762 44,458
Invisible trade balance 96,601 104,758 124,996 116,690 20,039 21,528 22,904
Total tradein services 384,735 426,512 460,518 470,056 110,627 105,052 111,820
Total Trade in goods and services 2,809,175 3,266,345 3,398,286 3,545,473 766,020 832,328 823,412
Visible and invisible trade balance 12,187 -46,821 -16,938 -46,829 -13,426 -14,066 16,020
Foreign exchange reserves* 381,233 428,547 493,802 719,255 750,174 747,764 684,919
Tota exports (f.0.b.) 151,399 173,750 180,750 188,059 40,161 44,636 45,489
Domestic exports 28,739 29,945 27,432 27,307 5,343 6,366 6,688
Re-exports 122,661 143,804 153,318 160,752 34,818 38,270 38,800
Tota imports (c.i.f) 162,322 193,344 199,101 209,180 44,483 49,230 46,377
Trade balance -10,923 -19,594 -18,352 -21,121 -4,322 -4,594 -889
Total trade in goods 313,722 367,093 379,851 397,238 84,643 93,866 91,866
Services exports 31,142 34,338 37,853 37,894 8,438 8,169 8,696
Servicesimports 18,642 20,796 21,691 22,821 5,850 5,390 5,739
Invisible trade balance 12,500 13,542 16,162 15,072 2,588 2,779 2,957
Total tradein services 49,785 55,133 59,545 60,715 14,287 13,559 14,436
Total Trade in goods and services 363,506 422,227 439,396 457,953 98,931 107,425 106,302
Visible and invisible trade balance 1,577 -6,052 -2,190 -6,049 -1,734 -1,815 2,068
Foreign exchange reserves* 49,274 55,424 63,840 92,823 96,820 96,503 88,394




Annex Il

Performance of Hong Kong's economy, 1994-98
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| 1994 | 1995 | 1996 | 1997 | QU1998 | Q21998 | Q3/1998
(Year-on-year rate of change
Real GDP 5.4 3.9 4.6 5.3 -2.6 -5.1 -7.1
Private consumption 6.7 1.6 4.7 6.7 -2.6 -5.1 -10.0
Public consumption 3.9 3.2 4.0 2.4 2.1 -5.3 3.7
Private investment 15.5 8.8 9.6 20.0 -0.9 6.3 -6.6
Public investment 17.1 22.0 17.1 -5.5 -2.7 0.8 -24.7
Export of goods 10.4 12.0 4.8 6.1 14 -0.5 -7.0
Domestic exports of goods -2.3 2.0 -8.4 2.1 -4.7 -0.6 -9.4
Re-exports of goods 13.8 14.3 7.5 6.8 2.5 -0.5 -6.6
Exports of services 6.5 4.8 8.5 -0.6 -9.0 -11.0 -3.7
Imports of goods 14.0 13.8 4.3 7.2 -1.7 -1.8 -10.5
Imports of services 8.8 2.1 2.5 4.1 19 3.0 -1.2
Real GDP per capita 3.1 1.9 2.0 2.2 N.A N.A N.A
(Index 1990 = 100)
Terms of trade (1) | 1003 | 987 | 997 | 1004 1005 | 10.7 | 1017
(Index November 1983 = 100)
Effective exchangerate (end of period) (I) | 1235 | 1227 | 1253 | 1379 1366 | 1388 | 1367
(Percent)
Unemployment rate 1.9 3.2 2.8 2.2 3.5 4.4 5.0
Interest rate (short-term) (111) 4.8 6.2 5.5 7.1 8.7 7.8 9.8
(Year-on-year rate of change)
Monetary expansion M2 (end of period) 12.9 14.6 10.9 8.3 7.3 2.8 7.4
Inflation (consumer prices) 8.8 9.1 6.3 5.8 5.0 4.4 2.8

Notes: (I) Ration of the unit value index of total exports (including re-exports) to that of imports
(1) Trade-weighted average of the nominal exchange rate of the HK'S based on a new series released since 1 April 1995.
(1) Three-month HK S interbank-offered rates (HIBOR)



Annex Il

Stock of inward direct investment in Hong Kong

1995 1996 1997
$Bn Share | Change | $Bn Share | Change | $Bn Share | Change

(%) (%) (%) (%) (%) (%)
Non- 503.3 100.0 6.0 575.9 100.0 14.4 681.8 100.0 18.4
manufacturing
sector
UK 146.6 29.1 17 166.3 28.9 134 181.3 26.6 9.0
Mainland China | 104.6 20.8 13.2 111.6 194 6.7 138.9 20.4 24.5
us 58.8 11.7 10.7 98.0 17.0 66.5 118.2 17.3 20.6
Japan 69.9 13.9 -5.0 76.3 13.2 9.1 77.0 11.3 1.0
Netherlands 9.2 18 19.2 175 3.0 89.6 24.6 3.6 40.8
Singapore 9.3 19 5.6 9.7 17 4.0 14.1 2.1 45.4
France 8.4 1.7 -11.9 6.5 1.1 -22.6 14.1 2.1 115.9
Germany 11.0 2.2 27.9 8.5 15 -22.3 10.8 1.6 275
Switzerland 15.7 3.1 50.2 7.6 1.3 -51.3 8.6 1.3 12.8
Others 69.6 13.8 4.8 74.0 12.8 6.2 94.2 13.8 27.4
Manufacturing 45.3 100.0 145 48.0 100.0 58 50.6 100.0 55
sector
UK 17.6 38.9 325 18.1 37.8 2.7 20.9 41.2 15.1
Mainland China | 12.9 28.4 13.8 12.9 26.8 -0.3 10.5 20.7 -18.5
us 3.0 6.5 -17.9 2.6 5.5 -11.0 3.5 6.8 31.6
Japan 2.3 5.0 -14.1 2.4 5.0 5.9 3.0 5.9 23.7
Netherlands 1.8 3.9 17.9 2.2 4.6 23.8 2.8 5.6 28.6
Singapore 11 2.4 404 1.0 2.1 -4.1 1.4 2.8 38.8
France 11 2.4 -17.1 1.2 2.6 10.2 1.0 2.0 -16.3
Germany 0.5 11 -20.0 0.6 1.3 30.8 0.5 10. -19.4
Switzerland 0.4 0.8 -9.5 0.6 1.3 68.7 0.4 0.9 -26.3
Others 4.8 10.6 15.9 6.3 13.1 311 6.6 13.1 5.5
All sectors 548.6 100.0 6.6 623.9 100.0 137. 732.4 100.0 17.4
UK 148.9 27.1 1.4 168.7 27.0 13.3 184.3 25.2 9.2
Mainland China | 107.5 19.6 12.1 114.2 18.3 6.2 1424 19.4 24.7
us 71.7 13.1 11.3 110.8 17.8 54.5 128.6 17.6 16.1
Japan 87.6 16.0 0.7 94.4 15.1 7.8 97.9 13.4 3.7
Netherlands 11.0 2.0 19.0 19.7 31 79.0 27.4 3.7 39.5
Singapore 10.4 19 84 10.7 17 3.2 15.5 2.1 44.8
France 8.8 1.6 -11.8 7.1 11 -18.9 14.5 2.0 103.9
Germany 114 2.1 24.7 9.1 15 -20.0 114 1.6 24.2
Switzerland 16.8 31 425 8.9 14 -47.3 9.7 13 8.8
Others 744 13.6 5.5 80.2 12.9 7.8 100.9 13.8 25.7

Notes: Figures may not add up exactly to the total due to rounding.
*: The stock of inward direct investment measures the cumul ative amount of funds (including equity capital, reinvested
earnings, and loan capital, if any) provided by external investors.
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Equity fundsraised on the SEHK

Annex IV

(HK$ million)
Type 1993 1994 | 1995 | 1996 | 1997 | 1998
H shares
IPOs 8,141.52 9,879.81 2,011.35 6,834.16 | 32,037.52 2,072.36
Rights - - - - - -
Placing - - 980.00 1,037.50 1,046.70 1.480.16
Others** - - - - - -
Totd 8,141.52 9,879.81 2,991.35 7.871.66 | 33,084.23 3,652.52
Red chips
IPOs 950.52 1,541.37 1,569.75 3,427.30 | 39,394.82 142.38
Rights 4,485.41 1,316.64 202.74 287.25 2,058.47 381.77
Placing 9,506.73 6,165.48 313.10 | 10,841.05| 27,966.00 9,031.16
Others** 136.57 4,203.36 4,588.02 4,452.37 | 11,445.89 5,869.63
Total | 15,079.23 | 13,226.85 6,673.61 | 19,007.96 | 80,865.18 | 15,424.95
Other Equities
IPOs 20,289.02 5,939.16 4,529.36 | 20,954.32 | 10,221.27 3,739.11
Rights 4,780.66 4,326.48 1,087.00 4,365.76 | 14,453.04 5,003.36
Placing 21,092.54 5521.08 | 10,217.03 | 34,233.38 | 49,161.11 3,939.44
Others** 20,827.33 | 12,967.77 | 13,703.55| 13585.17 | 59,792.43 4,221.81
Total | 66,789.54 | 28,754.48 | 29,536.94 | 73,138.63 | 133,627.86 | 16,903.72
All Equities
IPOs 29,181.05 | 17,360.34 8,110.46 | 31,215.77 | 81,653.62 5,953.85
Rights 9,266.07 5,643.12 1,289.73 4,653.02 | 16,511.52 5,385.13
Placing 30,599.27 | 11,686.55| 11,510.13 | 46,111.93 | 78,173.82 | 14,450.77
Others** 20,963.90 | 17,471.13 | 18,291.58 | 18,037.54 | 71,238.32 | 10,091.44
Total | 90,010.29 | 51,861.14 | 39,201.90 | 100,018.25 | 247,577.27 | 35,881.18
** including warrants exercised, consideration issue and share option scheme
* provisional figure up to the end of December 1998
Funds raised by classification
Equities
IPOs 29,181.05 | 17,360.34 8,11046 | 31,215.77 | 81,653.62 5,953.85
Placing 30,599.27 11,686.55 11,510.13 | 46,111.93 | 78,173.82 14,450.77
Rights 9,266.07 5,643.12 1,289.73 4,653.02 | 16,297.97 5,301.50
Open offer - - - - 213.54 83.62
Consideration issue 4,683.88 5,026.71 9,225.17 10,51.03 | 58,859.90 9,337.08
Warrants exercised 14,246.49 | 10,835.09 8,192.61 5,568.57 8,322.09 278.99
Share options 2,033.52 1,309.34 873.79 2,317.94 4,056.33 475.37
Equities funds raised 90.010.29 | 51,861.14 | 39,201.90 | 100,018.25 | 247,577.27 | 35,881.18
Debt securities# 4.640.00 1.930.00 4.990.61 448.50 - 1,12.48

# Amount raised by Hong Kong stocks only
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CORPORATE GOVERNANCE IN INDIA

by
Pratip Kar”

l. Introduction and summary

The corporate governance regimes in developed economies have broadly followed two models — the
“insider model” found generally in continental Europe and in many OECD countries, and the “ outsider
model” found for example in the United States and the United Kingdom. The systems of corporate
governance have evolved in these countries over a considerable period of time. Several recent studies
conducted by the OECD have also shown that the pressure of globalisation, bringing in its wake the
borderless corporation, is leading to a gradual convergence of these systems. East Asian countries and
the transitional economies, on the contrary, have been marked by weak corporate governance regimes
and fragility of the financial systems. Indeed, the failure of these systems has been indicated as one of
the sundry causes of the East Asian crisis. The policy debate on the establishment of a framework for
corporate governance in some countries in the region, and on the revamping of the existing channels
of corporate governancein others, istherefore of recent origin in these countries.

India, on the other hand, has had a hybrid system of corporate governance — a mix of the “insider
model” and the “outsider model” - for a considerable period of time. The legal framework for
regulating all corporate activities including governance and administration of companies, disclosures,
shareholders’ rights, has been in place since the enactment of the Companies Act in 1956 and has been
fairly stable. The listing agreements of stock exchanges have also been prescribing on-going
conditions and continuous obligations for companies. By Aoki’s classification (1995)*, "India could be
considered to be in the 'pogt-transition regime' with well defined and stable corporate governance
structure, and where the management of enterprises is chosen through due process defined by the
corporate law. India is also representative of many developing countries in terms of its reliance on
external sources of finance as well as the prevalence of insider-dominated family business’.

But the perceptible change that has taken place in the past few yearsin Indiais that greater attention is
now being focused on the subject of corporate governance, and there has been a growing awareness
that good corporate governance forms an intrinsc part of a company’s best practices and its
obligations to the outside world, and henceis crucia to its competitive strategy and long term growth.
Lack, or inadequacy, of corporate governance mechanisms in companies has been featuring in the
media, in board room discussions of financial ingtitutions who are the block holders in many
companies, and in academic and policy debates, and has been cited as one of the reasons for the
“present disenchantment” of small investors. The boards of enlightened companies - even those
belonging to business families, financial institutions and other large institutiona shareholders -
investors and regulators are increasingly becoming aware of the need for open and transparent
management policies, transparency of operations within business and industry, disseminating material

Executive Director, Securities and Exchange Board of India.
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information as quickly as possible, adopting international standards of accounting and disclosure of
information by the corporate sector and setting out standards of best practices for directors, managers
and employees of companies. With increasing reliance placed by companies on external financing
sources for debt and equity, public concerns have become more focused on the effective protection of
investor interests, especially those of the small investors, and on the preservation and enhancement of
shareholder value and wealth.

Severd factors have helped drive this change. Firt, the economic reforms which have allowed the growth
of free enterprise and freed private investment opportunities; second, exposure of domegtic private and
public sector companies to greater domestic and foreign competition which has multiplied choices for
consumers and compelled increases in efficiency; third, the growing reliance placed by private and public
sector companies on capital markets, underpinning the need for better disclosures and better investor
sarvice, fourth, the consequential changes in the shareholding pattern of private and public sector
companies,; fifth, the growing awareness of investors and investor groups of their rights; sixth, the growing
importance of ingtitutional investors and public financial institutions gradually asserting and transforming
themsdlves in their new role as active shareholders rather than as lenders; seventh, the stock exchanges
becoming increasingly conscious of their roles as sdf-regulatory organisations and exploring the
possibility of using the listing agreement as atool for raising the standards of corporate governance; eighth,
the establishment of a comprehensive regulatory framework for the securities markets with the setting up
of the Securities and Exchange Board of India (SEBI) as the statutory regulatory body for the securities
markets to protect the rights of investors and to regulate the markets.

The abjective of this paper is to present an overview of the present state of corporate governance in
India and the steps that are being taken towards raising corporate governance standards. It is organised
in four parts. Part One is the introduction and summary. It introduces the subject and summarises the
paper. Part Two discusses the corporate governance environment in the country and its impact on
corporate performance and finance. It provides the general economic context - the economic
perspective - by briefly describing the historic macroeconomic and structural characteristics and trends
in the Indian economy since the introduction of economic reform, which has been the driving force for
corporate governance. The characteristics of corporate governance are then reviewed by discussing:
the patterns of corporate ownership and finance, emerging trends and reasons for the evolution of
these patterns, especialy for the listed companies; the roles of magor shareholders, both insiders and
outsiders, including banks and financial ingtitutions; the role of other ingtitutional investors, such as
mutual funds and pension funds; the role of non-bank intermediaries, such as merchant banks,
securities companies; the role of the state in state-controlled enterprises; and the role of foreign direct
investment. Corporate behavioural patterns, finance and restructuring, are discussed in terms of
returns to shareholders, patterns of diversification of investment, trends in investment, financing
patterns and the incidence of non-performing assets and restructuring. Part Three discusses the
regulatory framework and the role of policy, covering areas such as equitable treatment of
shareholders and other stakeholders, the role of the board of directors, and the importance of
transparency and disclosures; the instruments of shareholder protection and their adequacy; issues
related to the level playing field between foreign and domestic shareholders; takeovers, insider trading
regulations, accounting standards and disclosure standards;, and the role of outside directors,
boardroom procedures and remuneration policies of directors. The concluding Part Four discusses the
policy issues and responses in the medium and long-term, recent steps toward improving the standards
in various areas, and the initiatives taken by the SEBI.

Studies analysing the patterns of Indian corporate governance, ownership structure of companies, and

impact of ownership structure on governance are very few, and the limited number of studies that are
available, are very recent. | have drawn extensively on these studies for the analytical portion of the paper.
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. The corpor ate gover nance environment and itsimpact on cor por ate per formance

Any discussion on corporate governance regimes in India must take note of at least four basic
differences in the historic macroeconomic, legal and structural characteristics and trends between
India and other Asian countries. First, at no time has India faced the kind of on-going financia crisis
which has affected the economies of East Asia in terms of exchange rates, large current account
deficits, fisca imprudence, disproportionate external financial exposure, imbalance between short-
term and long-term liabilities, and lax financial supervision. India had even by and large escaped the
“contagion effect” of the East Asian crisis which impacted the Indian economy in a limited way, only
through loss of export competitiveness and declining export performance. The financia crisis faced by
Indiain 1990-91 was of a different nature, as discussed later in this section. Second, the current debate
on corporate governance in Indiais sponsored by the economic reforms and their consegquences on the
relationships between the firms and the environment in which they are now required to function, and
not by the weakness of the financia system or its lax supervision. Third, India has had a well-
established regulatory framework for more than four decades, which forms the foundation of the
corporate governance system in the country. Fourth, although the Indian corporate sector is a mix of
government firms and private enterprises (which are again a mix of independent firms and those
owned by business groups families, and multinationals), it has not suffered from the cronyism that has
dominated some of the Asian economies, nor does the Indian corporate sector possess the
characteristics of the Korean chaebols. The banking and the financial systemsin India have aso never
been vulnerable to the cronyism, which afflicted some of the Asian economies and vitiated fair
assessment of credit risk. However, the East Asian crisis did provide a timely warning signa on the
vulnerability of a financial system if certain important support systems and controls are absent. The
crisis also helped focus the immediate attention of the government, the Reserve Bank of India (RBI),
the SEBI, the banking system, the industry and the market forces on these issues.

The general economic context

The economic policies in India have undergone much change over the last few years, especialy since
1991, and more changes are being implemented. An unprecedented economic crisis and social turmoil
had engulfed the country during 1990-91. India faced the prospect of defaulting on international
contractual commitments for the first time in its history. International credit rating was down-graded
and access to external commercia credit was completely denied. India could only borrow from
international markets by offering the security of its gold reserves and physically transporting gold
abroad. There were severe inflationary pressures and a near complete breakdown of fiscal discipline. It
was under these conditions that the government embarked on a wide-ranging programme of economic
reforms.

The central approach underlying these reforms involved a greater reliance on market mechanisms, and
this trandated into a class of public palicies including deregulation and reduction in government
controls, greater autonomy of private investment, less use of the public sector, more opening of the
economy to internationa trade, and less restrictions on the convertibility of the rupee. The reforms
made a complete break with the established conventions of Indian planning and policy making. It was
significant that despite the multi-party democratic system of Indian politics, there was broad political
consensus and acceptability on the economic reform programme across all political parties. This is
evidenced by the continuity of government policies despite several changes of government in the last
few years and multi-party coalitions coming into power. Successive governments have continued the
major thrust and direction of the reforms. While opinions may differ on the speed and sequencing of
implementation of the reforms, there can be little doubt on the growing force and reach of the reforms.

251



A critical element of the reforms was the reversal of the trend of growing fiscal imbalance which had
by then built up in the economy. In the medium term, the government strategy was to bring down the
fiscal deficit of the central government from the high of 8.4% in 1991. Reforms in industrial policy
was a priority area. It was recognised that over the years the industrial policy framework had become
over burdened with extensive bureaucratic control over choices. Even if such control might have
served a purpose in the initia post-independent years of development, they had over time become
dysfunctional resulting in delays in decision making and inefficiencies. Several changes were made,
such as abolishing industrial licensing, repealing the restrictive provisions of the Monopolies and
Restrictive Trade Practices Act, enabling private sector to freely expand capacity, throwing open for
private investment new and strategic areas, which were hitherto the sole preserve of the public sector.
Private enterprise was also given the freedom to expand without the need for prior governmental
approval. Access to foreign technology was freed to bring in foreign direct investment. In short, the
role of the government was reduced and the outdated control structure was dismantled. Extensive
reforms were also made in the regimes of direct and indirect taxation and in the trade and exchange
rate policies. Import control restrictions were removed and fresh impetus and incentives were given to
exports, including service exports and remittances. The exchange rate of the rupee was left to be
determined by the demand and supply conditions in the market.

Performance of the public sector is critical to any reform process, and in the case of Indiait was even
more so because of the scarcity of resources. While the public sector was given the key role in a
command economy, there was a substantial decline in its overall profitability and performance.
Economic restructuring was therefore necessary in the public sector to improve efficiency. As part of
that restructuring, a programme of divestment of government holdings in key public sector enterprises
in the industrial and services sector was initiated. Though retaining majority control, the government
divested its shareholding in the financial institutions for development which, for two decades, were the
sole purveyors of long-term credit. Besides, these institutions began to meet their own resource
regquirement from the market through issues of debit and equity to the public.

An efficient banking system and a well functioning capital market capable of mobilising savings and
channelling them to productive uses are essential for successful economic restructuring. While both
the banking system and the capital market in India had by 1990-91 recorded impressive growth in the
volume of operation, they suffered from several deficiencies in regard to their efficiency and quality.
The major planks for reforms in the banking system were the introduction of new accounting and
prudential norms relating to income recognition; provisioning and capital adequacy in line with
accepted international standards; reduction of the proportion of bank funds pre-empted through the
requirement of statutory liquidity ratio; divesting governments' holding in public sector banks and
allowing them to access the securities market for mobilising resources and reduction in the percentage
of government holdings to 51%; freedom of private sector banks to expand and allowing new banks to
be set up in the private sector; de-regulation of interest rate structure, giving banks the freedom to levy
the rates; and, finally, setting up the supervisory system of the Reserve Bank of India (see Box 1).

The economic reforms soon bore results. The annual rate of inflation, which had peaked at nearly 17%
in August, came down steadily to 7% by 1992-93, and is currently down to a low of 3.6%. Foreign
currency reserves recovered steadily to US$29 hillion. Overall economic growth, which had dipped to
1.2%, showed significant recovery, increasing to 4% in 1992-93 and consistently remaining over 7.5%
during three consecutive years (1994-95 and 1996-97). It has been around 5.8% for 1998-99, which
was a difficult year for the country and the world economy. The current account deficit, which was as
high as 2.6% in 1991, was around 1.4% in 1998-99. Agricultural production had witnessed consistent
growth during the period, except for two years. Industrial production also showed a distinct
improvement. It had increased to 12.8% in 1995-96, though it declined thereafter (see Tables 1-3).
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Box 1: Banking Reforms in India (1992-99)

Cash Reserve Ratio (CRR) was reduced from 15% in 1990-91 to 10% on 18 January
1997 in relation to net demand and time liabilities.

Statutory Liquidity Ratio (SLR) which was at 38.5% as on 3 April 1992 has been
reduced to 25% on net demand and time liabilities.

Interest rates on deposits have been decontrolled, except for the savings deposits.
Now banks themselves determine interest rates. The RBI regulates only lending
above Rs.25000. In regard to term loans, banks are free to fix prime term lending
rates.

RBI is using the bank rate actively to influence the money market and liquidity in the
market.

Banks have been observing prudential norms, which include capital adequacy,
income recognition, provision for non-performing assets.

Non-performing assets (NPA) stood at Rs.45653 billion at end March 1998 and
formed 7% of the total assets.

Capital adequacy ratio of public sector banks was 11.53% in 1997-98.

Capital Restructuring of Banks

Following asset classification norms, banks consider non-performing assets to be an
advance that has not been serviced as a result of past dues for 180 days and over,
and under capital adequacy norms, banks are required to mobilise capital. In the
beginning, this capital was contributed by the government in the form of equity and,
later on, banks issued equity capital to the market. They also mobilised resources
through subordinate debt instruments qualifying for Tier -2 capital. Capital
restructuring has been completed in all banks.

Banks in relation to government: Prior to financial reforms, banks were to invest in
government securities a certain amount of the deposits on fixed and controlled
interest rates. Now government securities are sold to banks through auctions on the
basis of market determined interest rates.

Other points

- The financial reforms have been focusing on alignment between the structures of assets and
liabilities of banks.

- Financial reforms have introduced automation, efficient payment systems, better customer
services, and transparency in the functioning and accountability of banks.

— Banks are now free to take up other activities, such as opening different subsidiaries in the areas of
merchant banking, housing finance, primary dealership in government securities, credit card
business, mutual fund activities, etc.

- Foreign banks have been encouraged to open branches in India or have joint ventures with
domestic Indian banks.

— Banks are now free to finance 5% of their deposits in equities.
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Table 1: Key Economic Indicators

1998-99 1997-98 1996-97 1995-96
GDP (Rsbn) 110099.83(A) 10491.91 (Q) 9990.00 (P) 9264.00
GDP Growth 5.8% 5.0% 7.8% 7.6%
Sectoral real growth rate
a) agriculture and allied activities 5.3% (A) (1.0%) Q 9.4% (P) 0.2%
b) industry 4.7% (A) 5.9% Q 6.0% (P) 12.2%
C) services 6.7% (A) 8.2% Q 8.0% (P) 9.8%
Net fixed capital stock N.A. N.A. 7566.79 6786.29
(Rsbn)
Percentage change in index of 3.5% (April 6.6% 5.6% 12.8%
industrial production —Dec '98)
Agricultural production
(Index) 1981-82 171.3 164.9 175.4 160.7
Percentage change in index 3.9% -6.0% 9.1% -2.7%
Inflation index 1981-82 353.9 337.1 320.1 299.5
Percentage change in WPI 4.6% (Ason 5.3% 6.9% 4.4%
1.1.99)
Fiscal deficit 5.1% 5.5% (RE) 4.7% 4.9%
Current account deficit 1.0% 1.6 % 1.1% 1.6%
Forex Reserves (US$ bn) 32.49 29.367 22.4 -
Gross Domestic Savings (as percent-
age of GDP at current market price) N.A. 23.1% (Q) 24.4% (P) 24.1%
Household 18.3% (Q) 18.8% (P) 17.4%
1. Physica 8.0% (Q) 9.0% (P) 9.3%
2. Financid 10.3% (Q) 9.8% (P) 8.2%
2a. Claims on govt. 1.0 % (Q) 0.9% (P) 0.8%
2b. Investment in shares and 0.2% (Q) 0.8% (P) 0.8%
debentures
2c. contractual savings (LIC, PF) 3.7% (Q) 3.3% (P) 3.2%
Mid-year Population growth N.A. 1.68% 1.60% 1.95%
Percentage share of major exports
a.  Agriculture and alied items 17.5% (April 18.8% 20.4%
—Oct)
b. Oresand Minerals 2.4%
A : advance estimates; P : provisional estimates; Q : quick estimates; RE : revised estimates.
Table 2: Key Banking Indicators
1998-99 1997-98 1996-97 1995-96
No of banks
a) Indian 61 61
b) private 34 34
c) public 27 27
d) foreign 42 42
Total deposits 6798.94 6170.27 5148.98 4347.86
(Rshbn)
Total advances 3389.53 2911.11 2755.50 2319.27
(Rshn) (Dec 18, 98) (Dec 12,97)
Profit (ROE) 34.54% 24.61%
Profit ratio (ROA) 0.86% 0.65%
Net profit (Rs bn) 64.99 65.04
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Table 3: Gross and Net NPAs of Public Sector Banks in India

End- GrossNPAs % to Gross % to Total Net NPAs % to Net % to Total
March (Rs 10 mil) Adv. Assets (Rs 10 mil) Adv. Assets
1993 39,253 23.2 11.8
1994 41,041 24.8 10.8
1995 38,385 195 8.7 17,567 10.7 4.0
1996 41,661 18.0 8.2 18,297 8.9 3.6
1997 43,577 17.8 7.8 20,285 9.2 3.6
1998 (p) 45,653 16.0 7.0 21,232 8.2 3.3
Note: Total assets consist predominantly of loans and advances and SLR investments in addition to other

assets. Net NPAs is derived from gross NPAs by excluding (i) balance in interest suspense account i.e. interest
due but not received (ii) DICGC / ECGC claim received and kept in suspense account pending adjustment (for
final settlement), (iii) part payment received and kept in suspense account, and (iv) total provisions held.

In the area of the securities market, the reforms were as pervasive as in other areas. As the first step, a
statutory body was set up to regulate the securities market. The Securities and Exchange Board of
India (SEBI) became the independent authority to regulate the securities market and to protect
investors' interest. The SEBI was empowered to regulate the issuance of securities, the Stock
exchanges, any financial intermediary dealing in securities, credit rating agencies, depositories,
custodians, mutual funds, and takeovers, and to prohibit insider trading and market manipulation. An
elaborate framework, comprising the Rules and Regulations covering each of these areas, was notified
by the SEBI, thus providing for the first time a comprehensive regulatory framework for the securities
market. The reforms gave freedom to the companies to access the capital market and also removed
control over timing, amount and pricing of issues. Companies were allowed to tap the foreign equity
and debt markets through the issue of GDRs and convertible bonds. Consequently, there was a sudden
increase in the number of public issues made by companies in the public and private sectors and in the
amount of capital raised in the domestic and international markets. The total resources mobilised
through the market rose to over Rs 200 billion between 1994-95 and 1996-97, but declined thereafter
to around Rs 50 hillion due to various factors.

To better protect the interest of investors, the SEBI laid down the initial and ongoing disclosure
requirements and entry point norms for companies accessing the market, such as the requirement of a
minimum track record of at least three years of profitability. Firms were required to publish half-
yearly and quarterly financial results and increase disclosures to investors and shareholders.

Institutional investors, who are important corporate governance agents, became important players in
the market. Mutual funds, which were hitherto the sole preserve of the public sector, were opened to
the domestic private sector and foreign asset management firms. The new regulatory framework for
mutual funds allowed mutual funds managed by domestic and foreign asset management companies to
garner larger resources from the Indian household sector. These mutual funds today are able to raise
resources to the order of Rs 180 hillion annually from the market, and the total of investible fundsis
around 16% of overall market capitalisation.

Foreign portfolio investment was permitted in India since 1992 and foreign institutional investors aso
began to play an important role in the institutionalisation of the market. The regulatory regime for
foreign portfolio investment allows foreign institutional investors to invest freely in listed or unlisted
Indian securities, and to freely repatriate profits subject to payment of short-term and long-term capital
gains tax. More than 400 foreign ingtitutional investors are registered with the SEBI, of which about
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100 actively manage their portfolios in India. The foreign portfolios were steady between 1994-97 to
around US$1.5-2 hillion annually, but weakened during most of 1998 due to the East Asian crisis.
The portfolio flows improved thereafter, and there has been a noticeable surge in recent months. The
net portfolio investment isto the order of US$9 hillion.

In the secondary market, automated trading replaced the prevalent open outcry systemsin al 23 stock
exchanges in the country, which increased transparency and efficiency. The governance of the stock
exchanges was improved significantly so that they could function effectively as self regulatory
organisations. A wide variety of risk containment measures were put in place in the stock exchanges to
protect the integrity of the securities markets. Surveillance and monitoring activity at the stock
exchanges and by the SEBI were stepped up resulting in wide spread action against violations of the
securities laws, insider trading and market manipulation. All these helped in providing for a modern,
efficient and transparent market which can afford better protection of investors interests and rights.
These steps also had important bearing on corporate governance.

Demateridisation of securities and electronic book entry transfer were speedily introduced with the setting
up of the Nationa Securities Depository Limited as the country’s first depository, followed by the setting
up of the second depository, the Central Depository Services Limited. The setting up of the depository
helped remove the inefficiencies and risks associated with a paper-based system. Apart from the
depository, other service providers for the market, such as credit rating ingtitutions, were set up as credit
rating was made mandatory by the SEBI and RBI for various debt instruments issued by the companies to
the public. International credit rating agencies have now taken equity stake in these ingitutions.

The freedom given to private enterprise resulted not only in private firms freely accessing the market
for resources, but also to embark upon restructuring programmes through mergers, amalgamations and
takeovers. The Companies Act, which governs mergers and amalgamations, and the Takeover
Regulations of the SEBI, provided protection to investor interests (see Table 4).

Table 4: Key Statistics for Securities Market

1998-99 1997-98 1996-97 1995-96

No. Stock Exchanges 23 22 22 22
Automated trading in stock exchanges 23 20 16 5
Average daily trading volumes (Rs bn) 41.60 37.86 26.92 9.89
Annual volumes (Rs bn) 10233.81 9086.91 6461.16 2373.75
Market capitalisation. (Rs bn) 5908.00* 6302.21 5051.37 5637.48
Capital issues (Rs bn) 55.86 45.69 142.76 208.04
Cumulative no. of listed companies 9877 9833 9890 9100
No. of mutual funds 41 35 32 24
No. of mutual fund schemes 320 259 228 197
Cumulative amount raised by mutual funds
(Rsbn)

UTI 940.67 808.74 717.73 674.92

Others 258.72 163.54 140.50 135.35

Tota 1199.39 972.28 858.22 810.27
Foreign institutional investors
a) No. regd. with SEBI 543 496 439 367
b) Net cumulative investment (US$ mn) 9517.3 8650.0 8998.20 7241.6
Takeovers
a) No. of offer documents filed with SEBI 63 41 43 26
b) Exemptions granted 4 5 32 29

* Market capitalisation of the Stock Exchange Mumbai.
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The reforms in the economy and in the banking sector, the laying down of a prudential and
provisioning norms, the reforms in the securities market, automation of trading system, greater
reliance of the corporate sector on the securities market, greater disclosure regime, eectronic book
entry transfer, institutionalisation of the market, establishment of a regulatory framework by SEBI to
protect investors, laws against insider dealing — all happening within the short span of six years —were
bound to have a significant impact on corporate governance.

The changes in the economic, monetary and securities market policies implemented by the government,
the RBI and the SEBI constituted a major effort at redirecting policy to respond continuously to varying
domestic and international situations. Investors and shareholders are now more confident than before as
their rights and interests are protected. However, it would be quite wrong to conclude that the task of
economic reform is over. Thereis aneed to continuously supplement actions aready taken through new
initiatives that go beyond the policies that have aready been announced.

Corporate governance characteristics
The corporate gover nance agents

An understanding of the place of the corporate sector in Indian economy is relevant as a preface to the
present discussions. The Indian corporate sector is large by developing country standards and has
historically played a significant role in the country’s economic growth. As of 1995, value added by the
industrial sector stood at 29% of GDP, and that by the manufacturing sector at 19%. Comparable figures
for the US are 26% and 18%, and those for the UK are 32% and 21% respectively. Public, private
domestic and multinational enterprises co-exist in the country. Among domestic private enterprises are
the large business houses and independent companies. The number of listed companies in India has
grown significantly over the years, especially with the adoption of economic and capital market reforms
in 1991-92. As of 1999, there were 8,800 companies listed in the two magjor stock exchanges in the
country, namely the Bombay Stock Exchange (BSE) and the Nationa Stock Exchange.

As aways, economic liberalisation and reliance on capital markets, as in India’s case, underpin the
need for reforming and strengthening corporate governance systems to better protect the interest of
investors and other interested parties. For the success of any corporate governance system, certain
issues are particularly important and relevant, such as transparency in generating and using
information, equity for protecting legal and contractual rights of interested parties, and accountability
for providing adequate incentives and discipline for management of companies.

Thus, as India became more integrated with the world market, and more and more companies accessed
external sources of finance through the domestic and international debt and equity markets, public
concerns became more focused on the effective protection of investor interests, especially those of
small investors, on the promotion of transparency of operations within business and industry, and on
the need to move towards international standards for disclosure of information and accounting by the
corporate sector. Most important, the role of large blockholders, such as banks and ingtitutional
investors, aso came under increasing scrutiny in view of the passive role they had played in the past in
corporate governance of companies. For the ingtitutions, financial risk management and credit
evaluation mechanisms became important for internal governance, and their own prudent regulation
and supervision became crucial to the soundness of the financial system. The steps taken by the RBI
through capita adequacy requirements, prudential norms and norms for the banking sector and
financial ingtitutions ensured the maintenance of the integrity of the financial system. A Banking
Supervisory Board was aso set up by the RBI for banking supervision.
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Ownership structure

The ownership structure of companies has an important bearing on corporate governance. Historically,
there are severa factors which contributed to the ownership structure of companies in India, and the
reforms described earlier have had an impact. Prior to the reforms, governmental restrictions on
ownership, freedom to expand and inter-corporate holdings, and the high tax regime resulted in private
companies seeking to retain control less through direct holdings and more through indirect holdings,
by way of an elaborate network of small investment and finance companies that were loosely or
remotely connected to the parent company. The financial institutions, which were the sole providers of
long-term finance, acquired equity holding through the convertibility covenant in the loan agreements,
which alowed for conversion of a part of the loan into equity, and also through underwriting
development and direct subscription in public issues of the borrower companies. Thus there were
companies belonging to a large, well established business house where the promoter’s controlling
block was less than 10%. As few shareholders could attend the annual or extraordinary general
meetings (which were held in remote places), it was easy for the promoters to move resolutions with
the support of financial institutions.

The economic reforms which gave freedom to the private sector to expand, the reforms in the tax
requirement, the institutionalisation of the market, greater reliance in the securities market, the activation
of the takeover market and institutional investors, i.e. the financia ingtitutions themselves having private
ownership, all these brought about increased direct ownership of companies by promoters, increased the
stake of the public, and reduced the stake of financial institutions on relative terms.

Comprehensive studies on the changing patterns of ownership structure of companies, based on
representative and statistically meaningful samples of companies, with ownership data over a long
period of time, are not readily available. In Table 5 data and anaysis on the subject, based on studies
conducted by various agencies at different times, have been compiled in an attempt to portray the
changing pattern of ownership structure in India over a 35-year period. As methodologies, definitions,
classifications and samples in the different studies may not be consistent, the results presented in
Table 5 should only serve the limited purpose of providing a broad indication of the changing pattern
of ownership structure of companies. It can be seen that the ownership pattern of financial institutions
and the public has gradually declined over a period of time and that the ownership of corporate
directors and top 50 shareholders has consistently increased in the corresponding period. There
appears to be an apparent consolidation by insiders to the extent of 40% — 43%. These results
contradict the expectations and prevalent beliefsin the country.

Table 6* shows another analysis, based on equity ownership data as of 1995-1996 for a sample of
1,613 non-public listed manufacturing companies. The equity ownership pattern of these 1,613 firms
has been classified into broad ownership groups. domestic private companies belonging to business
houses; domestic private stand-alone companies; foreign companies belonging to business houses; and
foreign stand-alone companies. It is evident from this Table that the principal blockholders of
corporate equity are: the term lending institutions in India, primarily comprising the three government
controlled/promoted development financial institutions (DFIs), and the State Finance Corporations;
institutional investors, namely the government-owned mutual fund, the Unit Trust Fund, and three
government owned insurance companies; corporate bodies; directors and their relatives, i.e. ameasure
of family holdings; and foreign investors. Apart from these blockholdings, there is sizeable equity
holding by small investors. The criticism of the role of the financial institutions referred to earlier is
therefore understandabl e.
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Table 5: Changing Pattern of Shareholdings in the Indian Private Corporate Sector (%)

1959 | 1965 | 1978 | 1982 | 1989 | 1989 | 1991 | 1996 | This
€ ©0) € &) &) ©) 4 (©) study

Category of owners

Individual s/public 52.1 44.1 37.3 44 36 36 26 31 33.33
Trusteeand charitable | J 5 114 |15 |o 15 |na |na |na |na
Institutions

Nominee companies, 35 41.79

promoters & directors 396 |13 138 |24 26 21 30 ) @)

Financid Institutions | 73| 503 274 (30 [365 |23 [32 |21 |1425
and others

Overseas (individudls | |\ 1513 | 203 |na |na |20 12 13 10.67
and institutions)

Total 100 100 100 100 100 100 100 100 100
Note: (1) RBI (Reserve Bank of India) study.
2) IDBI (Industrial Development Bank of India) study.
3 ETRB (The Economic Times Research Bureau) study.
4) Includes top 50 shareholders.
n.a. Not available.

Table 6: Pattern of Equity Ownership in Different Types of Companies

Type of Company Mean Equity Holding (in %) by

Directorsand | Corporate ! Financial I nstitutional .

relatives bodies Foreign institutions investors Public

Private companies
belonging to business 8.1 33.8 9.2 4.2 10.2 34.5
houses
Private stand-alone
companies 21.6 185 7.2 31 31 46.5
Foreign companies
belonging to business 0.8 18.3 42.0 4.3 12.2 22.4
houses
Foreign stand-alone
companies 2.8 13.8 43.3 17 8.4 30.0
ALL 15.7 23.8 9.9 35 6.1 41.0

Certain broad differences in the equity structure across the groups is also reveded by Table 6.
Companies belonging to private business houses have significantly higher equity participation by
financial ingtitutions and institutional investors than stand-alone companies. This difference is
particularly pronounced with respect to ingtitutional investors. Second, domestic companies have a
much higher holding by directors and relatives compared to foreign companies. Within domestic
companies, the share of directors and relatives in stand-alone companies (22%) is aimost three times
the share in companies belonging to business houses (8%). However, companies belonging to the
latter group have a significantly higher holding by corporate bodies (34%) compared to stand-alone
companies (19%). As mentioned previously, the controlling block of shareholding is often owned
through a string of corporate bodies. Taking the sum of holdings by directors and relatives and by
corporate bodies into account, this share is remarkably similar in domestic stand-al one companies and
group companies. Since for group companies, a significant proportion of the holdings by corporate
bodies may be holdings by other group companies, the extent of total insider control in these
companies may be very similar to that in domestic stand-alone companies. The relatively low holdings
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by directors and relatives, but higher corporate holdings as compared to the overall average, probably
reflects the fact that most business houses had developed complex webs of private companies and
cross-shareholdings to take advantage of various government incentives to encourage industrial
growth. This has left them with small, direct controlling stakes in group companies. For foreign
companies, both stand-alone and group companies, the share of foreign bodies is less than 10%, being
dlightly higher in group companies (9%) compared to that in stand-alone companies (7%). Finally,
ownership of equity of stand-alone companies, both Indian and foreign, are much more diffused than
that of the business houses.

The above analysis of the equity holding pattern of the Indian corporates reveals that the nature of
equity holding, as well as the identity of the largest equity holder, varies significantly across the
different groups. For domestic group companies, corporate bodies that include finance and investment
companies which control the indirect holdings of promoters in companies, emerge as the single most
dominant group, followed by holdings by ingtitutional investors. For domestic stand-al one companies,
directors and relatives appear to be the most dominant group, followed by holdings by corporate
bodies. For foreign companies, foreign bodies obviously emerge as the single most dominant group
followed by holdings by corporate bodies.

While cross-country comparisons are somewhat difficult, given that the reporting of equity ownership
data is not uniform, some broad comparisons with other countries suggest that the Indian corporate
governance system can by and large be considered as a hybrid of the ‘outsider’ system of the US and
UK, characterised by diversified equity ownership and less involvement of lending institutions, and
the ‘insider’ systems of continental Europe and Japan, characterised by a greater concentration of
shareholder power residing with banks, families and other corporations (see Table 7).

Table 7: Distribution of Outstanding Corporate Equity for Selected Countries (%)

Percentage of equity held Indial China us UK Germany Japan Czech Rep.
by (1996) | (1995) | (1993) | (1993) (1993) (1993) (1995)
All corporations 36.3 28.7 46 64 68 69 45,5
Financia institutions 12.7 46 62 29 45
Banks/lending inst. 6.6’ 1 14 22 15.5°
I nsurance companies 4.0 5 17 7 17
Pension/inv. funds - 26 34 - 1
Mutual funds 21 11 7 8 3
Others - 4 3 - 1 30°
Nonfinancial corps. 23.6 - 2 39 24
Individuals 40.8° 315 49 18 17 24 49’
Foreign 9.8 6.1 5 16 12 7 34
Government -- 30.9 - 1 4 1 3.2
Others 15.3' - - 2 - - -
Total 100.0 100.0 100 100 100 100 100.0

Source: Jayati Sarkar and Subrata Sarkar, ibid.

Sources: Data for US, UK, Germany and Japan from OECD, 1995. Data for China from Xu and Wang (1997).
Data for Czech Republic from Claessens et al. 1996.

Note: The columns on India, China and Czech Republic are not directly comparable to the other four countries.
1) Data is based on the study sample of 1613 companies.

2) Includes commercial banks, government owned/promoted term-lending institutions and financial corporations.
3) Individuals include top 50 as given in Table 2.

4) Others include shares held by directors and relatives given in Table 2.

5) Bank-sponsored investment funds.

6) Non-bank sponsored investment funds.

7) Include both individuals and local strategic investors.
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The Table shows that equity holding by non-financial corporations in India, which are primarily inter-
corporate cross-holdings, are much higher than in the UK and US, and are more comparable to
Germany and Japan. However, at the same time, the participation of small investors in corporate
equity in Indiais at comparable levels with the US. Different types of financial institutions in India
separately hold much smaller blocks than those in other countries but, given that nearly all of these
institutions are government controlled and fall under the aegis of the Ministry of Finance, they form a
much more homogeneous block than elsewhere. Another significant homogeneous institutional
presence in companies is made up of ingtitutional investors such as mutual funds, chief among which
is the Unit Trust of India that controls more than 80% of the investible resources of the mutual fund
sector; other mutual funds in the public sector (private sector mutual funds are comparatively still
small in size); and insurance companies having a common owner, i.e. the government. This presence
is comparable to what is found in Japan and Germany, but much less than what isin the US and UK.
However, in the past, these institutions were not known to be active shareholders in board rooms. Now
they have become active, and among themselves have drawn up a code of corporate governance for
companies. The government is al so encouraging them to take a proactive role as shareholders.

Another study on the distribution of ownership stakes by various categories of owners, based on
financial and ownership data for a sample of 1060 companies during January to December 1998,
signals a change in corporate ownership®. Management ownership appears to be clustered in the range
of 25% — 75%, and public ownership and financial ingtitutions appear to be clustered in the range of
10% - 40% and 5% - 40% respectively. Management appears to prefer holding more than 30% and
would like to increase its holdings to 70%. Financial ingtitutions appear to be gradually divesting their
stake after keeping a minimum stake in the range of 5% - 15%. The study also shows that management
of smaler firms is quite conservative and holds more than 40% of the ownership. Financial
ingtitutions, which on an average hold 14%, appear to be concentrating on bigger firms. Public
shareholding aso follows the same pattern of management ownership. Public shareholders hold a
larger stake in smaller companies than in bigger firms.

Role of non-banking intermediaries

Among the non-banking intermediaries, such as merchant banks, finance companies and securities
companies, the merchant banks and securities companies have traditionally played an active role in issue
management, as underwriters, brokers and financial advisors. They do not usually hold equity statusin a
company, except up to 5% to demonstrate their commitment to those companies for which they provide
advice and underwriting support. The shareholding of securities companies in other firmsis also very low.
The case of finance and investment companiesis somewhat different, as has been discussed previoudly.

Role of equity markets

Therole of equity marketsin financing companies, especialy in the post-reform period, has already been
discussed. It is important to note that as is typical of many developing countries, but not of developed
countries, Indian corporations rely dominantly on external sources of finance, and this reliance has
increased significantly since the institution of financial sector reforms. As of 1996, more than three-
quarters of total funds raised by Indian corporations were from external sources via the capital market
and through bank borrowings. Hence, the onus of proper corporate governance automaticaly falls
disproportionately on the externa financiers. Among these, financia ingtitutions, like those in developed
countries, have remained a significant source of external finance as compared to the equity market,
although the latter's share in overall financing has considerably increased since liberalisation. As
of 1996, funds raised from the capital market constituted 17.4% of total funds, and bank borrowings
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(commercia banks and development financia institutions) constituted 33.1% of total funds. The debt-
equity ratio for the sample of corporations stood at around 1.9 in 1995-96, which shows that Indian
corporations, liketheir counterparts in developed countries, are substantially |everaged.

The economic reforms which helped unleash entrepreneurial skills and private enterprise have aso
paved the way for corporate restructuring through mergers, amalgamation and takeovers. The market
for corporate takeovers has yet to mature, hostile takeovers are few in number, and anti-takeover
devices are not yet prominent, but it must be mentioned that corporate takeovers have become an
important mode of corporate growth. In takeovers, the stock markets have been providing exit options
to shareholders in a transparent manner, enabling them to realise the value of their wealth. The
Regulation for Takeovers framed by the SEBI provides adequate protection to investors. Over the last
18 months, corporate takeovers in the value Rs 30 billion have taken place.

Institutional investors

It has adready been discussed earlier that there is a growing trend towards ingtitutionalisation of the
market. About 60% of the funds of institutional investors, such as the government-controlled Unit
Trust of India (UTI), as well as public and private sector mutual funds, are invested in equity. All 36
mutual funds are managed by asset management companies, of which 9 belong to the public sector, 14
are set up as joint ventures with foreign asset management companies, and the remaining are set up as
domestic private financial services firms. The asset management companies manage the equity
portfolio of the mutual funds actively and, indeed, the buying and selling by these funds, especialy by
the UTI, significantly influence market movements. The SEBI regulation for mutual funds lays down
prudential investment norms which include ceilings of mutual fund holdings as a percentage of a
company’s equity and also as a percentage of net assets.

The government-owned insurance companies have a sizeable equity portfolio but do not usualy play
an active role in portfolio management. Besides, there are government restrictions on investments by
these companies in the equity market. The banks are alowed to invest 5% of the incremental deposits
in stocks, but they are reluctant to take risks by investing in equity markets for fear of suffering the
penalty of making wrong investment decisions. The provident and pension funds, which are also pre-
empted by the government, are prohibited from investing in equity. Thus, a large amount of capital
which is patient in nature is restricted from entering into the equity market.

It has been observed that financial institutions and mutual funds are becoming active in the board
rooms. They have therefore an important role to play in corporate governance. Privatisation, at least
partia, of the insurance sector and removal of investment restrictions on provident funds could help
increase the supply of long-term capital to equity markets and help institutionalisation of the market,
which can in turn build up pressure for corporate governance. In the absence of these institutions,
foreign institutional investors play a dominant role in the Indian securities market and often are able to
influence market movements. There is a need for counterbalancing their impact by encouraging large,
active domestic institutional investors. It would then be possible for these investors to play a larger
monitoring role in the board rooms, and supplement the steps that are now being taken by financial
institutions.

Voting rights

As far as voting rights are concerned, the present laws do not make a distinction in voting rights of
shareholders based on their origin. While restrictions exist on maximum foreign holdings in Indian
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companies, varying between 51%-75%, through foreign direct investments and portfolio investments,
there is no distinction in the rights of the foreign shareholder and domestic shareholder. Thisimplies
that a foreign institutional investor, who has made a portfolio investment, has equal voting rights and
can participate in takeovers or in AGMs as any cther shareholder.

Diversification of business

As mentioned before, there are four types of Indian corporations — firms with dominant ownership of
business houses, stand-alone professionally managed companies, government-controlled firms in the
public sector, and multinationals. The business houses are fairly diversified across the manufacturing
and service sectors, including commodity companies such as cement, steel, fertilisers, oil and
petrochemicas, pharmaceuticals, automobiles, and financia services. The government-controlled
firms are not as diversified across industry sectors, although as a whole the public sector is diversified
over core industries in the manufacturing, banking and service sectors. The diversification of private
corporate sectors has increased since the economic reforms that removed investment restrictions on
the private sector and allowed industries, which were the sole preserve of public sector investment, to
be set up by private sector companies. The ownership structure of these companies has aready been
discussed in the previous paragraphs.

Corporate behaviour, finance and restructuring

Funding pattern

The funding pattern of the corporate sector has important implications on corporate governance. Thisis
shown by a study on the financid performance of 550 sample companies in the private corporate sector
assisted by the Industrid Development Bank of India (IDBI) during 1997-98. Internal resources a Rs
137 billion met 29.3% of the total requirement of fundsin 1997-98, as against 35% in the previous year.
Of the externa sources, long-term borrowing increased by 23% in 1997-98, on top of an increase of 84%
in 1996-97. Funds borrowed from financial institutions increased by 8%, and funds raised by debentures
increased by 44%. The long-term borrowings of commercial banks increased by a whopping 138% in
1997-98, as against 32.5% in the previous year (see Table 8). The debt equity ratio and current ratio of
the sample companies was around 1.1 and 1.5 respectively in 1997-98, and this ratio has more or less
remained steady for the last 5 years. The profit after tax, as percentage of net worth, has been showing a
declining trend in the last 5 years, and was around 11.2 in 1997-98 (see Table 9).

Effects of ownership structure on value

The effects of the ownership structure on a company's value have been studied® with regard to
performance and governance, using data from a sample of 1613 listed manufacturing companies,
comprising private companies, foreign companies, and stand-alone companies. The analysis focuses
on the role of different equity and debt holders in influencing company vaue. Using the Market to
Book Vaue Ratio (MBVR) as a measure of company value and the return on net worth ratio as a
measure of company performance, the study shows that the correlation between the two ratios is very
low for domestic private companies and is actually negative for companies belonging to business
houses. For foreign companies belonging to business houses, the correlation is high irrespective of the
measure of profit that is used. The correlation suggests that the largest distortion between market and
accounting indicators occur due to tax and depreciation provisions.
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Table 8: Sources of Funds for 550 Sample Companies

(Rs. billion)

All companies (550)

Profit-making companies (410)

Sources 1995-96 | 199697 | 1997-98 | 1995-96 | 199697 | 1997-98
A Internal sources 197075 | 150122 | 137177 | 176103 | 142201 | 14788.9
1 Paid-up capital 3350 | 1537| 5428| 2926 1505| 4963
2 Reservesandsurplus | 145123 | 74264 | 48145 | 130986 | 76107 | 7209.3
3 Provisions
Depreciation 47855 | 7366.5| 8547.2| 41058| 6388.1| 72467
Li’;f:i:;)ad" ance| 747 56| -1868| 1133| 708| -1633
B Externd sources 242286 | 280016 | 330205| 180783 | 219612 | 247455
4 Paid-up capital 1866.7 | 660.2| 1180.6| 13280| 2492| 8626
5 Long-term borrowings | 10356.7 | 190434 | 234744 73164 | 142820 | 173125
Debentures 752.6 | 45333 | 6546.6| 541.7| 28719 | 49317
::nr;[?ug gﬁrs‘da' 33424 | 61255| 6614.7| 2086.7| 5166.6| 35855
From banks 22831 | 15403 | 36730| 1788.7| 1257.5| 2504.7
g;g;”si'gng'term 1540 | 481.0| 5868| 101.4| 369.6| 4557
From others 3824.7 | 63633 | 60534 | 2797.9| 46165| 57451
Other receiptg/bank
6  borrowingsfor 12005.1 | 8297.9| 83655| 9434.0| 74300| 6570.4
working capital
6.1 ‘;’ergvﬁg”; 47985 | 2502.9| 3048.7| 36985| 2069.3| 2475.0
6.2 Sundrycreditors | 49240 | 3267.9| 28414 | 39375| 26786| 2017.3
6.3 ﬁ)tagﬁ'; t‘i:ire”t 22826 | 2437.2| 24755| 1797.9| 26821| 2078.2
Total (A+B) 430360 | 430137 | 467472| 356886 | 361813| 39534.4

Source: Financial Performance of IDBI Assisted Companies in the Private Corporate Sector, 1997-98.
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Table 9: Important Ratios for 550 Sample Companies

All Companies (550) Profit-making companies (410)
1995-96 | 1996-97 | 1997-98 | 1995-96 | 1996-97 | 1997-98
Asset-liahilities ratios
Debt-equity ratio 0.81 0.95 1.14 0.74 0.85 0.97
Current ratio 1.46 1.42 1.40 1.50 1.45 1.47
Quick asset ratio 0.94 0.92 0.90 0.97 0.94 0.94
Total borrowings to net worth 1.56 1.73 1.96 1.46 1.59 1.72
Net worth as % of total net 39.06 36.60 33.80 40.70 38.55 36.76
assets
Long-term borrowings from 23.68 24.21 24.64 21.77 23.07 22.41
financial institutions as % of net
fixed assets
Profitability ratios
Profit before tax as % of net 17.36 12.92 10.55 18.31 15.42 14.56
worth
Profit after tax as % of net worth 15.58 11.00 8.87 10.03 7.89 7.57
Dividend ratios
Total dividends as % of net 3.75 3.70 3.36 3.92 4.05 3.69
worth
Ordinary dividends as % of 20.19 20.70 18.74 24.27 26.91 25.15
ordinary paid up capital

Source: Financial Performance of IDBI Assisted Companies in the Private Corporate Sector, 1997-98.

Does the performance of companies also vary across different groups of companies? The study clearly
illustrates that foreign companies have a higher market valuation than domestic private sector
companies. Based on MBVR, the pecking order for performance of different groups is: foreign
companies; domestic companies belonging to business groups; and domestic stand-alone companies.
There is a wide divergence in the performance of the three groups of companies. An increase in
holdings by directors and relatives, commonly known as insider holdings, reduces company value in
India as long as the holding does not exceed 25%. After that, an increase in holdings by directors and
relatives has a positive effect on company value. The authors of the study conclude that directors and
relatives may have an interest in maximising their own private interests at the expense of other
shareholders when they have less stake in the company, but as their stakes increase, the interest of
directors and managers coincide with the interest of shareholders. The same pattern of behaviour is
seen between corporate bodies and company value. As far as the financial institutions are concerned,
the study shows that an increase in holdings by financial ingtitutions reduces company value for
holdings below 15%, but increases it thereafter. As far as ingtitutional investors are concerned, an
increase in their holdings has a uniformly positive effect on company value for low levels of holdings,
but the sharp increase noticed in higher levels of holdings, as in the case of financial ingtitutions, is
absent for institutional investors.

The authors of the study suggest that the reason for the above results could be that, in India, financia
ingtitutions, rather than ingtitutional investors, are more effective in influencing company value at high
levels of equity ownership. This is because the financia ingtitutions, which have gone to the capital
market - in which government has divested substantial portions of equity - are now under pressure from
the market (i.e. from the shareholders) to perform. In contrast, the mutua fund industry has remained
government-controlled and does not have full voting rights since mutual funds are set up as public trusts
with the voting rights vested in the public trustee. Another important factor is that because of significant
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debt holdings by financia ingtitutions, they have more incentive to monitor and exercise their voting
rights effectively than ingtitutiona investors. This aso implies that under present Indian conditions, debt
holding vis-avis equity holding is more effective in monitoring company performance.

[11. Theregulatory framework and therole of policy
Equitable treatment of shareholdersand other stakeholders

Shareholder protection

The regulatory framework and its effective enforcement play a vital role in corporate governance and
influencing corporate behaviour. Enlightened shareholders, supported by a legal or ingtitutional
framework, can provide the necessary bulwark against discretionary behaviour of management. In
India there are primarily four avenues which ensure that debt holders and equity holders can exercise
exit or voice options to make company management accountable. These are the Companies Act 1956;
the SEBI Act 1992, and various regulations prescribed by the SEBI; a market for corporate control;
and active participation by financial institutions and institutional investors.

The Companies Act 1956, which is by far the largest legidation enacted by Parliament, comprising
658 sections and 14 schedules, regulates the activities of Indian companies. The main objective of the
Companies Act is to ensure that the interests of creditors and shareholders are adequately protected
and that the shareholders are adequately represented in the management of a company. The
Companies Act sets down the requirements that must be fulfilled and the disclosures that must be
made before and after making public issues.

The Companies Act is administered by the Department of Company Affairs in the Ministry of
Industries. The central government has also congtituted the Board of Company Law Administration
which comprises members appointed by the government by notification. This Board in turn forms one
or more Benches from among its members, and every Bench has powers vested in a court under the
Code of Civil Procedures. Every Bench is also deemed to be a Civil Code, and the proceedings before
the Bench are deemed to be judicia procedures. The Companies Act sets down the circumstances
under which a company or a shareholder may appeal to the Board.

The Companies Act has provisions for: the registration and incorporation of companies; the issue and
reduction of capital; disclosure requirements, including disclosures through issue of prospectus; civil
and criminal liabilities for misstatement in prospectuses; the alotment of shares and debentures, and
time limit within which shares and debentures are to be allotted; penalties for violating the time limits;
rights of shareholders for change in capita; and the transferability of shares. Genera provisions
relating to the management and administration of companies include: registration of membership and a
register of members; requirement to file annual returns in a specific format; and inspection of registers
and annual returns of any member or debenture holder, or any other person on payment. There are also
provisions and procedures for: holding statutory meetings, submission of annual reports in a specific
format; holding annual general meetings within a specified period from the date of the closing of
annua accounts; disclosures by way of notices for the meetings, and proxies, manner of voting,
manner of passing various types of resolutions. There are specific provisions for maximum managerial
remuneration, the calculation of commissions, and the payment of remuneration in the case of absence
or inadequacy of profit. There is also a requirement for: auditing company accounts, and the
remuneration of auditors; the right of auditors to attend general meetings; and the approva of the
annual accounts, as well as the AGM, by the board of directors. The Companies Act aso lays down
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provisions for: the constitution of the board of directors; appointment, qualifications and remuneration
of directors; meetings of the board; and the powers and restrictions of the board. Furthermore, the Act
lays down elaborate procedures for winding up companies.

Important are also the provisons in the Companies Act for preventing oppression and
mismanagement. Under these provisions, no fewer than 100 members of a company, or 10% of the
total members (whichever isless or if any member holds 10% of the issue and paid-up capital of the
company) can apply to the Company Law Board for relief of oppression or mismanagement. The
central government may apply to the Company Law Board under the same provisions. The Company
Law Board has specific powers to inter alia regulate the conduct of company affairs, terminate, set
aside or modify any agreement, and set aside any transfer or delivery of goods. The Act lays down
civil and criminal liabilities againgt officers in default for violating various provisions of the
Companies Act, and also provides for circumstances under which the central government can order an
invegtigation into the affairs of a company. After receiving a report of misconduct, the central
government is also empowered to prosecute any person found criminaly liable.

The key provisions of the Companies Act are given in Box 2. Some of these provisions are discussed
in the following paragraphs:

— Voting rights: the important lega right that shareholders have to ensure management
accountability. This right is guaranteed. Every member of a company limited by shares,
and holding part of the equity share capital, has a right to vote. The Act does not make
any distinction between shareholders with respect to their origin or any other parameter.
All shares carry proportiona voting rights. Voting through proxy is aso allowed.

— Board of directors: the day-to-day-business of a company is controlled by the board of
directors. The board of acompany isthe focal point of any decision making process. The
quality of the board determines the level of corporate governance. It is therefore
important that corporate boards can influence how well a company is run and functions.

Usually the board of a company is single-tiered, with the company being governed by the chairman or
managing director. The Companies Act does not have a requirement to appoint non-executive
directors to the board. Asin the UK, the Companies Act has no provision for the number of executive
and non-executive members. There are restrictions on the maximum number of companies to which a
person can be appointed as director. The Companies Act stipulates that no individual can act as the
director in more than 20 companies. The directors are subject to detail disclosure requirements with
respect to the financial interest in the company.

There is, however, no provision in the Companies Act to facilitate free competition on corporate
boards which is vital for improving how the board functions. There is no mechanism in the regul atory
framework to provide for exit pressure on existing board members. There is also no specific provision
in the Companies Act for appointing independent directors. Hence the Companies Act does not make
any distinction between independent and non-independent directors of the company.

The Companies Act provides broad guidelines on how the board should function. But, it is not legal
compliance alone that ensures better corporate governance. For example: the Companies Act does not
have any provision for appointing non-executive directors to the board. The provisions of the
Companies Act restrict the number of directorships, conditions of disqualification, remuneration and
compensation. The appointment and retirement of the members of the board are regulated through the
Act. The frequency of board meetings, appointment and removal of directors, and requirement of
disclosure of interest are regulated by the board of the company.
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— Remuneration_of directors. the Companies Act provides for remuneration of executive
directors either through monthly payment or a specified percentage of net profits or a
combination of both. There is, however, a ceiling for such remuneration - up to a
maximum of 5% of net profits for one such director, and 10% in case there is more than
one director. The non-executive directors may be paid monthly, quarterly or annually, or
by way of a commission provided that the remuneration is paid to one or severa of them
does not exceed 1% of the net profits of the company in certain cases, and 3% in others.

— Appointing committees: the Companies Act does not provide for any regulation which
can compel the board to appoint certain committees, such as an audit committee, and
delegate powers to the committees. The board also cannot be compelled to obtain
independent advice on any matter.

— Annual general meeting: the Companies Act provides for the holding of annual general
meetings, quorums for such meetings and the circumstances under which extraordinary
general meetings could be called. The Companies Act also gives the notice period to be
given to members for the attendance of meetings. Sec 219 of the Companies Act
requires a copy of every balance sheet (including the profit and loss account, the
auditors' report and every other document required by law to be annexed or attached to
the balance sheet), to be sent to every member of the company not less than 21 days
before the date of the meeting.

— Shareholder rights: shareholder rights provide an important benchmark on the quality of
corporate governance. There are severa provisions in the Act which empower the
shareholders to voice their opinion. For example, the Act provides for various types of
voting procedures and requirements of ordinary and special mgjority for passing various
resolutions. Since the magjorities are determined on the basis of members present at the
meetings, it is possible for management to abuse these provisions. The provisions for
postal ballot are still absent.

— There are rules that alow minority shareholders to take certain remedia action if they
believe that they are being oppressed by the mgjority shareholders, and that the company
isindulging in mismanagement of resources in away that causes prejudice to the interest
of the company and the public. Shareholders have a right to request the Company Law
Board to investigate into the affairs of the company and request it to freeze the voting
rights on certain shares. Members also have the right to ask for the register of members,
inspect proxies in case of a proxy war between shareholders, and to cal for an
extraordinary general shareholder meeting.

— Role of the ingtitutional shareholders: the financia institutions for development, as well
as insurance ingtitutions and mutual funds, are the substantia block holders in large
Indian companies. These ingtitutions are also major debt holders. And, as already
mentioned before, they exhibit a certain degree of homogeneity in ownership. There are
now three public financial institutions listed on the stock exchanges, but with majority
control exercised by government. The insurance companies and the UTI are ill
government-owned.

As in the case of certain countries like Germany and Japan, financial institutions in India have

nominees on the boards of companies to which they have made loans. The financia institutions
therefore have the potential to act as a single blockholder and collectively block resolutions
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detrimental to their interests. In the past financial institutions have been perceived to be extremely
passive in corporate governance, but in certain cases their role has come under sharp criticism. The
Supreme Court has held in one such case that on corporate boards they have to serve as guardians of
the public interest, even if they have the rights of ordinary shareholders. With public financial
institutions being partly owned by the securities market, they are now increasingly playing their rolein
corporate governance. They have not only evolved certain codes of behaviour, but they have aso
taken action by voting with their feet and defeating resolutions moved by the company that were in the
interest of a part of the management.

Theregulatory framework for the securities market and SEBI

The SEBI has directed the stock exchanges to amend the listing agreement to incorporate provisions
for enhanced disclosures and for strengthening corporate governance (see Box 2).

Market for corporate control

Thereisagrowing trend in the post economic reform scenario towards consolidation of market shares
and diversification into new areas through takeovers, mergers and amalgamations. The removal of the
restrictions on companies placed in the Monopolies and Restrictive Trade Practices Act have made
mergers and amalgamations relatively easy. Friendly takeovers, however, are more pronounced. In the
last two years, a large number of companies in the pharmaceutical, cement, infotech and consumer
goods sectors have focused on core competence by either divesting product line divisions and group
companies, or acquiring these businesses.

The important point about the market for corporate control is that the regulation for substantia
acquisition of shares ensures transparency in operations, equity and disclosure of material information
to dl parties concerned. The regulations allow shareholders to participate freely in the takeovers and
reaise the value of their investments. Similarly, provisions in the Companies Act alow for the free
transferability of shares, athough under certain sections the target companies can shelter and not
transfer shares, if such transfers affect the interest of the company. The Companies Act ensures that
shareholders interests are protected in the case of mergers and amalgamations where company
valuation and merger ratios require the approval of the courts.

The importance of transparency and disclosure

The importance of transparency and disclosure in corporate governance has been described in various
sections of the report. The SEBI has brought about significant improvements in the standards of
disclosures in offer documents of companies issuing securities and in mutua funds, and aso in
frequency and quality of continuing disclosures through the listing agreement. The contents of the annual
report prescribed in the Companies Act have been supplemented through the listing agreement. The
listing agreement has also required companies to publish unaudited quarterly results. Besides, both issuer
companies and mutua funds have the option of publishing half-yearly unaudited results in newspapers.
Abridged results must also reach every shareholder. Box 3 describes the type of information about
material events affecting the performance of a company and which needs to be disclosed.

An important development, which can play an important role in corporate governance, is the

introduction of the facility for buying back shares. Recently, the Companies Act has been amended
and the SEBI hasissued guidelines to companies for buy back of shares.
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Box 2: Key Provision of Companies Act, 1956

Sec 39 Copies of memorandum and articles, etc., to be given to members.

Sec 40 Alteration of memorandum or articles, etc., to be noted in every copy.

Sec 55 Dating of prospectus.

Sec 56 Matters to be stated and reports to be set out in prospectus.

Sec 57 Expert to be unconnected with formation or management of company.

Sec 58 Expert’ s consent to issue of prospectus containing statement by him.

Sec 61 Terms of contract mentioned in prospectus or statement in lieu of prospectus, not to be
varied.

Sec 62,63 | Civil, criminal liability for mis-statement in the prospectus.

Sec 87 Voting rights.

Sec 108 Transfer not to be registered except on production of instrument of transfer.

Sec 165 Statutory meeting and statutory report of company.

Sec 166 Annual general meeting.

Sec 171 Length of notice for calling meetings.

Sec 172 Contents and manner of service of notice and persons on whom it isto be served.

Sec 173 Explanatory statement to be annexed to notice.

Sec 176 Rules for the appointment of proxies.

Sec 177, | Voting by show of hands and the declaration of the result by the Chairman.

178

Sec 179-186 | Rulesfor taking apoll.

Sec 189 Different types of resolutions at meetings. In the general meetings of companies, the
major decisions are on the agenda as resolutions, which are decided by the sharehol ders.

Sec 197A Prohibition of simultaneous appointment of certain different categories of management
personnel.

Sec 198- Managerial remuneration.

204A

Sec 205-207 | Manner of and time of payment of dividends.

Sec 209-223 | Accounts, manner of maintenance, inspection boards report & penalty for improper issue
of b/s& p&l alc.

Sec 224- Eligibility, appointment, remuneration of auditors, right of auditor to attend the genera

233B meeting.

Sec 235-237 | Investigation into the affairs of the company

Sec 252 Provisions for minimum number of directors

Sec 253. Only individuals to be directors.

Sec 254 Subscribers of memorandum deemed to be directors.

Sec 255 Appt. of directors and proportion of those who are to retire by rotation.

Sec 256 Ascertainment of directors retiring by rotation and filling of vacancies.

Sec 257 Right of person, other than retiring directors, to stand for directorship.

Sec 258 Right of company to increase or reduce the number of directors.

Sec 259 Increase in number of directors to require Government sanction.

Sec 260 Additional directors.

Sec 262 Filling of casua vacancies among directors.

Sec 263 Appointment of directorsto be voted on individually.
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Box 2: Key Provision of Companies Act, 1956

Sec 264 Consent of candidate for directorship to be filed with the company and consent to act as
director to be filed with the Registrar.

Sec 267 Certain persons not to be appointed managing directors.

Sec 268 Amendment of provision relating to managing, whole-time or non-rotational directors to
require Government approval.

Sec 269 Appt. of managing or whole-time director or manager to require Government approval
only in certain cases.

Sec 274 Disqualification of directors.

Sec 275 No person to be a director of more than 20 companies.

Sec 276 Exclusion of directorships for the purpose of the acts.

Sec 280-282 | Retiring age of directors.

Sec 283 Vacation of office by directors.

Sec 284 Removal of directors.

Sec 285 Board to meet at least once in every 3 calendar months.

Sec 286 Notice of meetings.

Sec 287 Quorums of meetings.

Sec 299 Disclosure of interest by director.

Sec 300 Interested director not to participate or vote in Board’ s proceedings.

Sec 301 Register of contracts, companies and firmsin which directors are interested.

Sec 302 Disclosure to members of directors interest in contract

Sec 305 Duty of directors, etc., to make disclosure.

Sec 309 Remuneration of directors.

Sec 310 Provisions for increase in remuneration to require Government sanction.

Sec 311 Increase in remuneration of MD on reappt. or appt. after Act to require Government
sanction.

The SEBI regulations for Substantial Acquisitions and Takeovers have also increased the transparency
in takeover operations and made information available to shareholders in atimey manner. A takeover
offer is announced through a public announcement in the newspapers, followed by the compulsory
mailing of a detailed offer document within a stipulated time so as to reach every shareholder. This
enables every shareholder to participate in takeovers.

The disclosure of financial information relates to accounting standards. The auditors in India are
members of the Institute of Chartered Accountants of India which has laid down the accounting
standards. There are already specific norms for evaluation of assets and securities. As regards banks,
the RBI has laid down strict guidelines for the evaluation of assets and criteria for determining non-
performing assets, provisioning and norms for capital adequacy. As is mentioned in Box 3, the SEBI
has appointed a committee to further strengthen and consolidate accounting norms and disclosures. It
should be mentioned that Indian companies are now moving towards international accounting
standards. Three market leaders - one among financial institutions, one in the manufacturing sector
and onein services and software - have aready disclosed modified accounts under GAAP. Thisstep is
likely to put competitive pressure on other companiesto voluntarily raise their accounting standards.
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Box 3: Steps Taken by SEBI for Corporate Governance

SEBI advised the stock exchanges to make an amendment in the listing agreement, whereby every household
will be sent a copy of the complete balance sheet, whereas abridged balance sheets will be sent to every member
to save on costs.

SEBI hasintroduced various disclosure norms for offer documentsin a public or rights offer of a company.

In order to address changing scenarios in market conditions, SEBI, from time to time, has suggested
changes/amendments in the listing agreements for better disclosures by companies.

To ensure that utilisation of funds and projected profitability are in accordance with disclosures made in the
prospectus of the companies, stock exchanges have been advised to make an amendment to the listing agreement
that the companies should furnish on a yearly basis a statement to the exchange showing the variations between
projected utilisation of funds and/or projected profitability statement and the actual utilisation of funds and/or
actual profitability. If there are material variations between the actual and projections, the company shall furnish
an explanation. This comparison is aso to be provided in the Director’ s Report.

SEBI has also provided that a company will supply a copy of the complete and full Balance Sheet, Profit & Loss
Account and Director’s Report to each shareholder, though the Companies Act contains provisions for providing
abridged accounts only. SEBI has also mandated that the company should also give the Cash Flow Statement
aong with the Balance Sheet and Profit & Loss Account. The Cash Flow Statement will help investors to get
better quality information about the performance of the company.

It has been made mandatory for companies to appoint a senior officer to act as Compliance Officer who will be
responsible for monitoring the share transfer process and report to the company’s board in each meeting, to
directly liaise with the authorities such as SEBI, Stock Exchanges, Registrar of Companies, and investors with
respect to implementation of various clauses, rules, regulations and other directives of such authorities and
investor services and complaints related matters as per the recommendations of the Chandrasekaran Committee.

With the purpose of ensuring continual disclosure standards by corporations and timely dissemination of price
sensitive information to the public, companies have been advised to provide the details pertaining to all material
events having a bearing on the performance of the operation of the company and which would be price sensitive
information. These could be pertaining to: change in the general character or nature of business; disruption of
operations due to natural calamity; commencement of commercial production/commercial operation;
developments with respect to pricing/realisation arising out of change in the regulatory framework;
litigation/dispute with a material impact; revision in ratings, and any other information having bearing on the
operation/performance of the company as well as price sensitive information.

The listing conditionalities, among other things, mandate companies to declare unaudited quarterly results.

A committee for accounting standards has been appointed by SEBI to evolve disclosures on the lines of
international standard practices to bridge the gap between Indian accounting standards and international
accounting standards. The committee would be recommending accounting standards in respect of the following:

Standard norms for NAV of mutual funds, uniform accounting policy and val uation methods.
Accounting norms for brokers and maintenance of standard books.

Business combinations and consolidated financial statements of issuer/listed companies.
Review of continuous disclosure requirement of listed companies.

Valuation of soft assets, derivatives.

Specia accounting norms where no accounting standards have been set up.

oOuh~wbdE

V. Conclusions
Given the ownership structure and the macro-economic environment prevailing till 1991-92, in which

private enterprise was allowed restrictive growth, corporate governance was not of critical importance
to most companies. While the capital market was growing, and companies were increasingly relying
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on it for long-term capital, the full potential of the market was yet to be redlised. The regulatory
framework for the securities market was aso fragmented as there was no single body charged with
protecting the interest of investors. Thus, even though the Companies Act provided the basic
foundation of corporate governance, the companies adhered at best to the letter of law. For example,
while the Companies Act required the issue of prospectus for every public offer or securities, the
disclosure of information under each head in the statutory format of the prospectus was kept to a bare
minimum. Besides, prospectuses were printed in small fonts so as to be almost illegible and also were
not available to all investors. The disclosures in the annual reports were kept to the bare minimum by
merely adhering to the prescribed format. Transfer of shares took time and investors had to wait for a
long while to receive share certificates in public issues. Although the annual general meetings and
extraordinary general meetings were held as legaly provided for, the information disclosures in the
notices were scant. Investors therefore did not have sufficient material information to make informed
decisions. The frequency of disclosures was also annual. The takeovers took place in a non-transparent
manner and investors did not have sufficient opportunity to participate. These are some examples to
demonstrate the absence of corporate governance systems. On the whole, the shareholders themselves
were aso not conscious of their rights. There were, however, several companies, including
multinationals and those belonging to business houses, which did demonstrate and adhere to high
standards of corporate governance that include disclosures, respect for shareholder rights, speedy
redresses of grievances, and transparent board practices. As has already been discussed in the previous
pages, then there were economic reforms that changed the whole situation.

The industry, as well as the regulatory authority and government, have realised the significance of
corporate governance. Industry associations are also realising that if companies are to raise resources
from the capital markets both in India and abroad, investors have to be drawn to the capital markets,
and the companies must adopt internationally accepted norms for corporate governance. Some of the
chambers of commerce, in particular the Confederation of Indian Industry, have prepared a code of
corporate governance. Some of the companies in the private sector have already significantly
increased financial and materia disclosuresin the annual reports and in various communications to the
shareholders. They have aso been appointing independent directors on their boards, as well as
improving the practices in board rooms and the manner in which meetings are conducted. The
financial ingtitutions are setting their own houses in order, while requiring their borrowers to adhere to
corporate governance practices. The stock exchanges are acting as self regulatory organisations in
disciplining the listed companies. The mutual funds have aready been required to adopt high
standards of corporate governance and transparency in their investment operations, and trustees and
asset management companies are also required to conduct their businesses according to certain
standards. As reliance and external finance increases, the financia institutions, institutiona
shareholders, as well as individuals, will begin to play a greater role as is common in the “outsider”
model of corporate governance. Furthermore, investor associations have become active and are
contemplating class action suits.

Keeping in view the above changes and the importance of corporate governance as atool for investor
protection, the SEBI has appointed a committee to draw up a code of corporate governance. Under the
chairmanship of areputed industrialist, it comprises a widely represented cross-section from industry,
the securities market, financia intermediaries, financial institutions, investors and noted international
experts. The committee will draw extensively upon international experience through the OECD code,
the combined London Code, and the recommendations of the Blue Ribbon Committee in the US. It is
expected that when submitted the report of the committee will set out new standards of corporate
governance which will be internationally comparable. The SEBI will be implementing the
recommendations largely through amendments of the listing agreement and also recommend to the
government that the Companies Act be amended, if necessary.
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CORPORATE GOVERNANCE
AND RESTRUCTURING IN MALAYSIA:

A Review of Markets, Mechanisms, Agents and the Legal Infrastructure

by
R. Thillainathan”

l. I ntroduction

Unlike the dispersed shareholding of the Anglo-Saxon world, Madaysia and Asia ex-Japan is
characterised by concentrated shareholding. Non-competitive product markets or weak lega
protection have made for concentrated shareholding, for governance by large controlling shareholders
and not by managers, for reduced opportunities of speciaisation by management and for lack of
diversification of one's investments as well as for an increased risk of expropriation of outside
shareholders by controlling shareholders. Banks or institutional investors have not to date played a
role as corporate governance agents to check the power of the controlling shareholders or to offset or
minimise the potential loss of value from inadegquate monitoring and control by small shareholders.

In a company with concentrated ownership, there is a better matching of the control rights of the
dominant shareholder with its cashflow rights. There will therefore be a greater incentive for that
control to be exercised in maximising shareholder value. Thus the incentive of the controlling
shareholder is more likely to be aligned to the interest of other shareholders. However, given that in
an environment of concentrated shareholding, the board of directors and the market for corporate
control are likely to be weak, there is a higher probability of expropriation of minority shareholders.

In Asia the more serious problem arises not from large shareholdings but from the more widespread
practice of pyramiding and cross-holdings. This causes a major divergence between the control and
cashflow rights of insiders. Therefore, the incentive is for the insiders in such companies to maximise
their private benefits of control and not necessarily that of shareholder value. There is thus a higher
probability that minority shareholders run the risk of being expropriated the more pronounced this
divergence.

The dominant voting rights of the controlling shareholders in Asia can make for a weak board and for
a weak market in corporate control. As such, external financiers require more rights to protect their
interest. Thus shareholders in Malaysia have been given, for many years now, more powers to limit
the discretion of insiders on key corporate matters. There are also restrictions placed by the Kuala
Lumpur Stock Exchange (KL SE) on the voting rights of controlling shareholders to vote on related or
interested party transactions. In this regard, it is interesting to note that the powers of the KLSE have

Director of Finance, Genting Berhad. This paper was prepared for the joint World Bank/OECD
Survey of Corporate Governance arrangements in a selected number of countries.
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been substantially embellished by the recent amendments in 1998 to the Securities Industry Act (SIA)
which now strengthen KLSE’s ability to take action against directors and anybody concerned by its
listing rules, whereas it was previousdly confined to the listed entity. With this increase in its powers,
more reliance on the KLSE has been advocated to enforce the rule on large and related party
transactions. As a self-regulatory organisation, KLSE islikely to be more flexible in adapting its rules
to the changing conditions in the business world. There is great merit in this argument provided that
KLSE's rule that restricts an interested shareholder’ s voting rights is binding, as is now the case with
the recent amendments to the SIA.

Apart from the basic voting rights based on the one-share-one-vote rule, shareholders require certain
“anti-director rights’ that support the voting mechanism against interference by the insiders.
Malaysian shareholders only enjoy three of the six anti-director rights identified by La Porta et a,
namely that shareholders are not required to deposit their shares prior to a general meeting (GM), that
an oppressed minorities mechanism is in place and that the minimum percentage of share capital that
entitles a shareholder to call a GM isonly 10%. If shareholders are accorded full pre-emptive rightsto
new stock issues, this will improve minority rights. If cumulative voting is permitted, this will
increase the probability of outside directors. If proxy by mail is permitted, as recommended by the
high-level Finance Committee (FC) on Corporate Governance, then this can reduce the cost of
shareholder voting and enhance the ability of outside shareholders to limit the discretion of owner-
managers. Recent amendments to insider trading rules and the takeover code have strengthened the
position of minaority shareholders.

To strengthen the role of the board as a check and balance on the owner-manager, the new code of best
practice on corporate governance proposed by the FC recommends that one-third of the board be made
up of independent directors and that independent board committees be set up for audit, remuneration
and nomination of directors. Rather than decreeing this, it is best to increase the presence of
independent directors by alowing shareholders to mail their proxy vote and to cast their votes for one
candidate (through cumulative voting) thereby increasing the probability of outside directors.

The Finance Committee has called for more codification as well as for the introduction of statutory
derivative action to strengthen civil enforcement action. Aside from codification of a director’s
fiduciary duties, it also recommends codification of the minimum functions of boards of public limited
companies (PLCs). This move towards codification has been motivated by a desire to clarify the law
or (as some speculate) to make judgements more consistent, reliable and predictable. It isimpossible
for the law to be written up to cover all contingencies. Some element of discretion should aways be
preserved. However, any reform in the law should not be at the cost of the time-honoured business
judgement rule that keeps the courts out of corporate decisions. The rule of law requires an efficient,
independent and impartia judiciary as well as an independent bar. There has been a growing
perception of a decline in the standards to which the rule of law has been upheld in recent years. As
the rule of law is a critical determinant of economic growth and as justice must be seen to be done,
there isaneed for the government to address what has |ed to this adverse trend or perception.

Banks in Malaysia are poor governance agents because they are weak or have distorted incentives.
Domestic and foreign institutional investors have a sizeable presence. They can be encouraged to be
more vigilant especialy in checking abuses by owner-managers. Ingtitutional investors who choose
to exercise their voting rights on related party transactions can have a marked effect as only non-
interested parties are allowed to vote on such matters. These institutional investors can also have a
significant impact on the election of directors who are independent of the controlling shareholders,
provided cumulative voting is permitted, the number of directors is below 10 and that their election is
not on a staggered basis. Minimising conflicting objectives or perverse incentives will always remain
amajor chalengein the exercise of such voting rights by the institutional investors.
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An outside investor can vote with hisfeet if the insider is not maximising shareholder value. But this
requires good disclosure rules and an efficient market infrastructure. Thereis till agreat deal of room
for improving disclosures on risk exposures and mark-to-market rules. We must not compound the
problem by imposing unnecessary controls on trading, as happened in the second half of 1997.

Equally important, restrictive practices on licensing and imports have made for monopolistic
tendenciesin certain industries and hence for concentrated shareholding. The continued opening up of
markets is essential to increase incentives for dispersed shareholding and hence for improved
governance practices.

In the Anglo-Saxon world competitive markets have reduced the incentive for concentrated
shareholding. But in an environment of dispersed shareholding governance is exercised by the
manager. The separation of ownership from management gives rise to the agency problem. We
cannot rely on shareholder voting to limit managers discretion because of the collective action and
free-rider problems. And yet there is a heavy reliance on external financing from outside shareholders
as attested to by the well-developed public markets in equities. The outsiders have been prepared to
provide the finance because the corporate governance mechanisms in place have enabled them to
maximise the return on their investments by hiring the best managers (i.e. through a separation of
management from financing), to minimise their risk through diversification and to minimise the
potential lossin value due to inadequate monitoring.

The corporate governance mechanisms which have enabled heavy reliance on external financing in the
Anglo-Saxon world are as follows:

First, there are good disclosure rules and an efficient market infrastructure for an active and liquid
financial market and hence for the outside investor to monitor and vote with his feet if the insider is
not maximising shareholder value;

Second, there is a satisfactory legal framework and enforcement machinery. This machinery supports
an internal corporate governance mechanism that minimises abuses by the insiders but maximises
business flexibility;*

Third, the board of directors, who are elected by shareholders, monitor and exercise management
oversight and hence act as a check and balance on managers on behaf of shareholders with the
assistance of the auditor; and

Fourth, there is a well-developed market for control of corporate assets, through contested takeovers,
mergers and acquisitions, restructurings and bankruptcies, which throws out entrenched insiders who
have captured the boards of directors and who are maximising their private benefits of control and not
shareholder value. It also throws out incompetent managers who are misusing corporate resources.’

Given the well-developed infrastructure on disclosure and market for corporate control as well as a
well-functioning legal enforcement machinery and judicia system in the Anglo-Saxon world, the
rights that shareholders require are voting rights and the rights that support the voting mechanism
against interference by the insders. These rights dubbed as anti-director rights by La Porta et al
(1998a) are asfollows:

— that shareholders are allowed to mail their proxy vote;

— that shareholders are not required to deposit their shares prior to the general shareholders
meeting;
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— that cumulative voting is allowed;
— that an oppressed minorities mechanismisin place;
— that sharehol ders have pre-emptive rights to new stock issues; and

— that the minimum percentage of share capital that entitles a shareholder to call for an
extraordinary general meeting isreasonable, i.e. 10% or less.

In an environment of dispersed shareholding, if the board and the market for corporate control are
weak, then the potential loss of value from inadequate monitoring and control by small shareholders
will not be minimised. By concentrating shareholding, the problem can be minimised as a large
shareholder will have the incentive and the power to monitor and limit managers discretion. And in a
bank-centred system of corporate governance such as that in Germany and Japan, the monitoring of
managers by the bank as a large and informed investor encourages investments by the outsiders. An
ingtitutional investor aso has the incentive to take on the task of monitoring managers to minimise the
agency problem and this can also encourage investments by outsiders. Monitoring the monitor and
conflicts of interest that distort incentives are the problems which face these approaches to
governance. These problems can be minimised by promoting competition. And by developing the
market for corporate control as an aternative governance mechanism (but which is a costly one for
preventing abuses), we can rely on it to check extreme abuses which are not held in check by the other
governance mechanisms.

This country study on corporate governance and restructuring will review the extent to which the
markets and mechanisms which have enabled heavy reliance on external financing in the Anglo-Saxon
world are present in Malaysia. It will also explore the opportunities and risks that an outside investor
faces in an environment of concentrated shareholding where governance is exercised by an owner-
manager. Thereis also an assessment of the role played by banks, domestic institutional investors and
foreign fund managers as governance agents, and of the reforms required for increasing reliance on
external financing.

The focus of the country study is on the structures and practices of corporate governance of major
listed companies. A peculiarity of some Asian economies isthat many major companies rely more on
debt markets than on equity markets in corporate financing (so as not to dilute control), which has
resulted in stock markets that are relatively small compared with those of mature western economies.
Accordingly, there is abrief review of the role of debt markets and debt-holders in enforcing financial
discipline and in having a“voice” in corporate governance in Malaysia.

To give a better appreciation of the corporate governance practices in the country, there is an extensive
discussion of the corporate governance environment in Malaysia and its impact on corporate
performance and finance in Part One. In this regard, Part One also provides certain salient information
on the financial system in Malaysia, the development of markets as well as trends in corporate
financing, and serves as a backdrop to the discussion of corporate governance issuesin the country. In
the discussion on the equity and credit markets, there is a quick review as to whether these markets
perform any “disciplinary” functions over listed firms. There is also areview as to whether thereisa
cosy relationship between banks, big firms and the government to determine the ways and extent to
which financial constraints on big firms may be weak due to overt and covert “policy of directed
lending” or creditor passivity.
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l. Corporate governance environment in Malaysa and its impact on corporate
performance and finance

The general economic context

A review of the economy before and after the Asian crisis

At the outbreak of the Asian financial crisisin mid-1997, the Malaysian economy had been registering
high growth for a decade of 8.5% p.a. There was over full employment, with the unemployment rate at
2.6% (versus 8.8% in 1986) and with continued upward pressure on wage rates (and this in spite of the
huge pool of foreign labour). The economy was over-invested with a massive over-supply in
properties® and even in infrastructure facilities, and this had exposed the economy to the risk of a
boom-bust cycle. The inflation rate was around 2.5% p.a. (and under 4% for the ten-year period). The
externa current account deficit had been persistently high throughout the nineties (above 6% of
nominal GNP with a high of 10% in 1995). The service sector was over-regulated and over-protected
causing its GDP share to be still below 45%.* The economy had become more open, with international
trade at twice the size of GNP, whereas it had been about the size of GNP in the early 80s. The
exchange rate in USD terms had appreciated from the 2.70 level in the late 80s to the 2.50 level in the
mid 90s.

At the outbreak of the crisis the government was running a fiscal surplus (and the stance of fiscal
policy had been prudent from the late 80s). But the stance of monetary and exchange rate policy in the
mid 90s was in fact unsound (with a near-pegged exchange rate regime and excessive growth in
money supply and credit). Growth was generaly prioritised over distribution. But over-reliance on
privatisation to achieve a distributional goal undermined efficiency and increased macroeconomic
vulnerabilities.

Excessive risk-taking had also caused the regiond financial crisis. Asia, including Malaysia, had taken
too much credit risk. There were also huge mismatches between the assets and liabilities of the banks,
which had led them to assume excessive liquidity risk, interest rate risk or currency risk. This
excessive risk-taking was caused partly because the Asians loved to take risk and partly because there
were not enough opportunities to hedge risk. Given the love of Asians to take risk, the problem should
have been addressed by requiring mandatory disclosures to forewarn investors and depositors, but the
disclosure regime was underdeveloped. To provide adequate opportunities to price and hedge risk,
active and liquid markets are necessary, but markets were not alowed to develop because of the over-
regulation of markets and the over-protection of the banking industry.”

The initial response to the crisis was to tighten the stance of macro policies to restore market
confidence. And judging by the stringent credit control introduced, this led to an overkill. These
policies and the contagion plunged the economy into a deep recession. Anti-market pronouncements
and an unwillingness to consider a market solution aggravated the crisis. These policies were replaced
by anew regime of capital controlsin September 1998 and alimited easing in macro policies.

Before we end this sub-section by a quick review of how the economy has performed since then, it is
useful to look at the state of the economy and the stance of policy at the time of the imposition of the
new regime.

The economy was then in deep recession with rising unemployment® and a deterioration in

government finances into negative territory.” But inflation had peaked (though still in single digit) and
was moderating. And there was a rapid build-up in externa current account surplus. The interest rate
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was high but falling (with the 3-month inter-bank rate declining to 9.5%). The RM was weak, trading
between 4.00 and 4.20 against the USD, but the stock market composite index had slipped below 300.%
There was a banking crisis with mounting non-performing loans (NPLs), with the optimists projecting
them at 15% and the pessimists at 30% by end 1999. There was also a corporate crisis with many
businessmen (and in particular several prominent bumiputra businessmen) driven into bankruptcy. But
more controlling shareholders were broke than companies. The economy was still facing a liquidity
crisis and was getting into the grip of acredit crunch.’

The stance of policy at imposition of the new regime of capital controls was mildly reflationary from
mid-98 but the stance of monetary policy was still contractionary. The government was prepared to
liberalise and deregulate the economy but only within limits. It was not prepared to open up the
service sector which may have provided for a more efficient utilisation of surplus capacity (especially
in property and infrastructure sectors). Corporate restructuring was slow.™

For 1998 as a whole the Malaysian economy contracted by 6.7%, inflation was registered at 5.3%, the
unemployment rate climbed marginally to 3.9%, the 3-month inter-bank rate declined to 6.5%, and the
external current account recorded a surplus of 13.7% in terms of GNP. The stance of fiscal policy was
mildly expansionary, with the federa government running a deficit of 1.9% of GNP in 1998,
compared to the surplus of 2.5% in 1997. The stance of monetary policy was contractionary with the
growth rate in broad money (i.e. M3) declining from 18.5% in 1997 to 2.7% in 1998. Credit growth
registered an equally steep decline from 26.5% in 1997 to 1.8% in 1998. And the exchange rate was
pegged at 3.80 to the USD and has remained at that level from September 1998."

With the aggressive buying of NPLs by the Asset Management Company and the prompt recapitalisation
of financia ingtitutions by the Bank Recapitalization Agency, the threat of a credit crunch from the lack
of bank capita has been significantly reduced in Malaysia. However, the continued dow growth in credit
suggests that bankers are still suffering from risk aversion, that loan demand is weak, or that the stance of
monetary policy is still tight as may have been the case until recently. Corporate restructuring, however,
has been dow, probably becauseit is not entirely market-driven.

Many observers had expected the imposition of the new regime of capital control to be accompanied
by an aggressive easing in macro policies. If this had happened and had continued for any length of
time, it could have bankrupted the economy. This has in fact not happened. The out-turn of macro
policies has continued to be tight, partly because of the anti-inflation bias of policy makers in the
conduct of monetary policy and partly because the government machinery was not geared up to cope
with the increased spending that had been envisaged in the 1999 Budget unfolded in October |ast year.

The increased domestic liquidity from the imposition of capital controls, as well as weak demand, has
led to significantly lower interest rates, and to a marked uptick in activity in the stock market and, to
an extent, in the property market. The perception that the exchange rate is undervalued and that capital
controls are temporary (fostered at least partly by the country’s history and the flexible manner in
which the controls have been imposed) has not led to any serious flight in capita through such
activities as re-invoicing. However, thisis not likely to remain so if there is arisk of capital controls
becoming more permanent, or if re-pegging the currency or unexpected shocks cause the currency to
become over-valued.

An overview of the financial system and development of markets

Malaysia boasted the largest debt market and the largest equity market in ASEAN in the mid 90s.
Nonetheless, banks in Malaysia have become even more dominant. The share of domestic debt of the
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banking system increased from 62% in 1986 to 75% in 1997, whereas that of the debt market
decreased from 38% to 25% over the same period.

To gauge the reliance of firms on the debt and equity markets, the only data that is available is on the
supply of funds. Interms of net funds raised, the share of the banking system increased from 50% to
58% between 1986 and 1997, that from the domestic debt market declined from 33% to 11%, that
from the equity market increased from 13% to 14% and that sourced from external borrowings
increased from 3% to 16%.

The over-dependence on banks in Asia has been caused by the over-protection of banks (in particular
of localy owned banks) and the over-regulation of capital markets. This has led to the under-
development of non-bank financial ingtitutions, of capital markets, of risk management products, of
risk intermediaries as well as of trading and market making.

An over-dependence on banks can become catastrophic when the high-risk banking industry operates
under a regime of pegged exchange rate and open capital flows or under inconsistent macro-economic
policies. Asid s experience during the 1990s provides ample evidence to substantiate this conclusion.

The high-risk nature of banking (versus for instance the fund management industry) arises from
implicit government guarantee of bank deposits. Consequently, its high gearing, and massive asset-
liability mismatches create an incentive for risky or imprudent banking.

Dynamics of the Equity Market

The ratio of market capitalisation (of the Maaysian equity market) to money GDP was 2.59 in 1995,
3.23in 1996 and only 1.36 in 1997. On the other hand, the ratio of total market turnover to market
capitalisation was 0.59in 1996 and 1.13in 1997.*

The listing requirements for an PO include minimum thresholds regarding the number of shareholders
and the value and volume of public shares, earnings and balance sheet criteria over a number of years;
an assessment of the potential of the firm and industry it belongs to; qualitative criteria regarding
corporate governance; and credible documentation of compliance with the above criteria.

From the mid-1990s, a disclosure-based regulatory regime has been gradualy replacing a merit-based
system in deciding on which companies be permitted for ligting. Merit reviews are judgements by
regulatory bodies on IPOs, on the merit of the prospective investment, but not on the quality of the
disclosure. Under a merit system, the regulatory authorities replace investors in the investment decisions.
Merit-type systems usualy also include a strong role for the regulatory institution in setting prices and
alocating rights for IPOs. Under the phased implementation of the disclosure-based regime, the pricing
of corporate offersin Maaysiawas to be fully determined by market forces from the beginning of 1998.
Asaresult of theregional financid criss, there has been a shift of the target date to 1 January 2001.

The requirements for continued listing are not clearly spelt out in Malaysia. The authorities are now
working on the criteria for a company to qualify for continued listing with reference to such
considerations as the adequacy of its scale of operations, the satisfactoriness of its financial condition,
the public shareholding spread, as well asits corporate governance practices.

Unlike in the Anglo-Saxon world, there is concentration of ownership in Malaysia (as elsewhere in

Asia). For ingtance, the three largest shareholders owned some 54% of the shares of the ten largest
non-financial private firms, and 46% of the shares of the ten largest firmsin Malaysia. The average
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for the Asian countries (i.e. India, Indonesia, Malaysia, Pakistan, Philippines, Sri Lanka and Thailand)
was 50% and 46% respectively (see Table 1).

The concentration of shareholding in Malaysiaimposes a severe constraint on the market for corporate
control. Thusthereislittle or no room for hostile takeoversto play a disciplinary role on insiders who
are not working towards the maximisation of shareholder value. However, share price movements
exercised through the exit route or a sell-down of shares do provide an avenue for disenchanted or
aggrieved shareholders to discipline errant insiders. This is evident from an examination of foreign
shareholding in and share price movements of UEM and KFC, companies which had been viewed by
the market as blue chip companies before the announcement of the major breakdown in their corporate
governance practices in 1997. The foreign shareholding in UEM (represented by some of the top
names from the world of ingtitutional investors), amounted to 54.2% at year-end 1996 versus
Renong’s shareholding (which was the controlling shareholder) of 32.6%. The announcement of the
corporate governance irregularities in November 1997 led to a 48.2% decline in the UEM share price
(versus a decline in the KLCI index of 14.5% over the corresponding period)™, and foreign
shareholding in UEM contracted to 35.1% by year-end 1997. The disclosure of the corporate
governance irregularity by KFC in June 1998 also led to a sharp fall in its share price of 47.6% (versus
adeclinein the KLCI index of 6.1%)."* Foreign shareholding had fallen from 34.3% to 15% between
1996 and 1997, and the corresponding number for 1998 is still not available. It is not clear what
caused the sharp fal even before the public disclosure of the irregularity — the perceived problem of
insiders or under performance. For a sample of 75 public listed companies (see Annex 1), the
weighted average of foreign shareholding had in fact increased marginally from 24% to 24.2% over
the 1996-1997 period.

Table 1: Ownership Concentration in Ten Largest Firms ¥

| AllFrms® |  Privae? | AllFrms® |  Privae?
ASIA LATIN AMERICA

India 38% 40% Argentina 50% 53%

Indonesia 53% 58% Brazil 31% 57%

Korea 23% 20% Chile 1% 45%

Malaysia 46% 54% Colombia 63% 63%

Pakistan 26% 37% Mexico 64% 64%

Philippines 56% 57% Venezuela Na 51%
Sri Lanka 60% 60%
Thailand 44% 47%

Source: La Porta et. al. (1998).
Notes: 1) The average percentage of common shares owned by the three largest shareholders in the ten largest
non-financial firms. 2) Excluding the public share. (3) Largest 10 firms with no public ownership.

Credit Market Dynamics

Banking is relationship-based and not transaction-driven. But governance is exercised by large
shareholders and not large creditors. And banks are prohibited from lending to related parties. There
are no Chapter 11 provisions.® Therefore, creditors have been able to pursue their rights without
serious handicaps or bias but, in recent years, the courts have become slower in resolving disputes
between creditors and debtors.
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In contrast to this, the prevalent government view that economic and corporate hardships have been
caused by currency speculators and stock market raiders has enabled the problem borrowers to bargain
for more time from their bankers to settle their loans. The relaxation of rules with respect to recognition
of interest income and loan provisioning has encouraged this tendency. There is no evidence that more
loans are being pumped in (on an indiscriminate or imprudent basis) to “rescue’ financially weak
borrowers. However, loan restructuring is being permitted a little more liberdly. Under the old rules,
even if the borrower services the restructured loan without default, it will continue to be classified as a
non-performing loan for a period of 12 months before it is reclassfied. It appears that now a more
libera approach has been adopted and the period for reclassification has been reduced to 6 months.

There has been a great deal of tak on the need to introduce Chapter 11 provisions in Maaysa.
Apparently, such provisions are in aBill which is being reconsidered by the government.

Under the current law, creditors have avariety of legal protections, including the right to seize assets that
serve as collateral for the loans, the right to liquidate the company when it does not pay its debts, the
right to vote in the decison to reorganise the company, and the right to remove managers in
reorganisation.

If Chapter 11 provisons are introduced, they will alow companies unimpeded petition for
reorganisation, give companies the right of automatic stay of creditors, and let managers keep their jobs
in reorganisation, thus enabling managers to keep creditors at bay even after having defaulted, as in the
US, which is deemed as one of the most anti-creditor common law countries. Protection of creditor
rights is necessary for ensuring a steady flow of externa finance in the form of bank and other credit to
businesses and households. More complete bankruptcy laws are necessary in countries such as Malaysia
where courts may not be as reliable as in the developed countries. Monitoring by large creditors may
encourage minority shareholders to invest even in companies with concentrated sharehol ding.

The relationship between banks, big companies and the government

Foreign-owned banks have a 20% market share. Government-owned or controlled banks (which
include the largest bank in the country, a public limited company), account for 30% of the market
share. Many of the leading locally-owned banks are public listed companies (PLCs), but each with a
dominant shareholder, either a government ingtitution or a private family interest. All the other local
banks are not PLCs and are directly or indirectly controlled by private family interests.

Of the 37 commercial banks only afew are part of a conglomerate. But prohibition on loans to related
parties and the stringent enforcement by the centra bank have greatly reduced opportunities for
business groups to avail themselves of easy loans through their tie-ups with banks.

The relationship between firms, the government and banks cannot be described as cozy as in certain
other Asian countries. There was no overt “policy of directed lending” to big firms and to that extent
one cannot say that the financial congtraints on big firms were weak.

Nonetheless, there were certain discernible weaknesses. The government’s commitment to a high
growth policy based on a high ratio of investments to GDP led eventualy to the promotion and
support of certain mega projects, with the implicit assumption by lenders that the government would
not let these projects fail, and to lending decisions by bankers based on collaterads and implied
government support and not just on project cashflows. Such over-investment led aggregate demand to
outstrip aggregate supply and to mounting or persistent external deficit. It also led to lower returns,
poorer cashflows and to more problem loans.
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The government’ s active pursuit of privatisation during the period enabled Malaysia to emerge as a
leader in privatisation within the developing world with some brilliant success stories. Privatisation
reduced the role of government and increased reliance on markets. But the apparent use of
privatisation to attain certain non-economic goals (e.g. the promotion of bumiputra businessmen) has
caused problems. This led to more reliance on negotiated tenders and hence to lower efficiency. The
desire to control output prices and to minimise subsidies led, in some cases, to government support of
privatisation deals via approvals for specia property development projects. This has led to an over-
supply of properties. And reliance on management or leveraged-buyouts to attain the government’s
distribution goa biased government policy towards supporting the stock market. Hence, it
compromised the conduct of monetary policy. It also made the stock market as well as the banking
industry, with its over-exposure to share financing, vulnerable to the regional financial crisis.

The cor por ate gover nance char acteristicsin Malaysia and their relevance to the financial crisis
The corpor ate governance agents

The Maaysian corporate sector’s attempts to access the externa market in equities have an early
history, as witnessed by the formation of a forma stock brokers association in the 1930s and the
setting up of aformal stock exchange in 1960. During that period, the country was dominated by its
plantation and mining industries. The large British-controlled companies engaged in plantation,
mining and/or trading were listed on the London Stock Exchange. Some of these companies went for
a secondary listing on the Maaysian or Singapore stock exchange in the 60s given the increasing
interest of Malaysian and Singapore investors in these companies. Acquisition of the controlling
interest in such companies, first by Malaysian private sector interests and later by the government
agencies, led to the transfer of their domicile to Malaysiafrom the 70s.

The initial public offerings by home-grown family-controlled companies as well as domestic market-
oriented foreign-controlled companies in manufacturing, trading, construction and services, led to the
significant growth of the Maaysian stock market from the 60s. This growth in market capitalisation
was further boosted from the 80s by the privatisation of key state enterprises in the transport, gaming
and utilities sectors. These newly listed entities continued to be characterised by concentrated
shareholding either by family interests or the state.

The concentrated shareholding in public listed companies (PLCs), which are not state-controlled, has
been attributed to weaknesses in shareholder rights or the poor enforcement of these rights. In certain
activities, restriction on competition has led to higher returns or lower risk thus reducing the incentive
of the controlling sharehol ders to share these benefits with other shareholders.™

Shareholding in Malaysian PLCs is concentrated and not dispersed, but the shareholding is not as
concentrated as believed by many. Stijn Claessens et a have anaysed the distribution of ultimate
control among five broad ownership groups and by the size of ultimate control of each owner at four
cut-off levels as set out in Table 2. At the 20% cut-off level of ultimate shareholding for a block
shareholder - the benchmark used both by Berle and Means (1932), La Porta et a (1998), and Stijn
Claessens et al (1999) - 10.3% of the PLCs are widely-held in that none of these PLCs has a
shareholder whose ultimate holding is 20% or more. At the cut-off levels of 30% and 40%, the
percentage of widely-held companies of course increases and quite dramatically to 41.2% and 77.3%
respectively. Asisto be expected, at the 10% cut-off level, only 1% of the PLCs are widely-held. "’

The dominant shareholder in PLCs with concentrated shareholding is the family. At the benchmark
20% cut-off level, 67.2% of the PLCs are in family hands. The percentage of family-controlled PLCs
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is45.6% at the 30% cut-off level and 57.7% at the 10% cut-off level, but it dropsto 14.7% at the 40%
cut-off level.

The next important category of dominant shareholder is the state. The number of state-controlled
PLCs is highest at the 10% cut-off level and declines to 13.4% at the 20% cut-off level. It drops
further to 8.2% and 4.2% at the 30% and 40% cut-off levels, respectively.

Widey-hdd financia ingtitutions exercise control over 12.5% of the PLCs at the 10% cut-off level
and 2.3% of the PLCs at the 20% cut-off level. There are no PLCs which are controlled by widely-
held financial institutions at the 30% and 40% cut-off levels.

Widely-held corporations are a more important category of block shareholders than widely-held
financial ingtitutions. Widely-held corporations exercise control over 11% of the PLCs at the 10%
cut-off level, 6.7% of the PLCs at the 20% cut-off level, 5% of the PLCs at the 30% cut-off level and
3.8% of the PLCs at the 40% cut-off level.

There is an increase in the importance both of widely-held PLCs and state-controlled PLCs if the
distribution of ultimate control is measured on aweighted basis in terms of market capitalisation of the
PLCs and not just on a unweighted basis, that is, by accounting for the PLCs only in terms of their
numbers. At the benchmark 20% cut-off level, the percentage of PLCs which are widely-held in terms
of market capitalisation has increased from 10.3% to 16.2%, the state-controlled companies have
increased even more dramatically from 13.4% to 34.8%, whereas the family-controlled companies
have decreased from 67.2% to 42.6% (see Table 3).

The average number of firms per controlling family, as set out in Table 5, is 1.97. In terms of market
capitaisation that families control at the 20% cut-off level, market capitalisation control is 7.4% for
the top one family, 17.3% for the top five families, 24.8% for the top ten families and 28.3% for the
top fifteen families.

Concentration of shareholding varies significantly with firm size, as shown in Table 4, for the
benchmark 20% cut-off level. 30% of the largest 20 PLCs are widely-held whereas this is so only for
10.3% of al firms. Similarly, 30% of the largest 20 PLCs are state-controlled compared to 13.4% of
al firms. Accordingly, the family is the dominant shareholder only amongst 35% of the largest 20
PLCs compared to 67.2% for al firms. The pattern of ownership for the middle 50 PLCs is not
significantly different from that for al firms. However, amongst the smallest 50 PLCs, 84% of the
firms are in family hands and 5% under state-control. Although none of the smallest 50 PLCs are
widely-held, 11% are controlled by widely-held corporations or financial institutions. We had noted
that shareholding in PLCsis concentrated. At the benchmark 20% cut-off level, it has been found that
37.4% of the PLCs have only one dominant shareholder with the individual shareholding of all other
shareholders falling below the 10% level. More interestingly, 85% of the PL Cs have owner-managers
in that the post of the CEO, Board Chairman or Vice-Chairman has been filled by a member of the
controlling family or an employee drawn from the ranks of the controlling shareholder.

The concentration of ownership, and hence of votes, leverages up legal protection of the large
shareholder.’® Voting rights, which are the principal rights of shareholders, are of limited value unless
they are concentrated. And the large shareholder can enforce hisrights by relying on relatively smple
lega interventions, which are suitable even for poorly informed and motivated courts. Therefore,
large investors with a direct interest in a company do not need any special arrangements to establish
effective corporate control. But there are investors without large direct shareholding interests who can
enhance their contral through the use of dual-class shares with different voting rights (i.e. shares
which are not based on the one-share-one-vote rule), pyramid structures™ or cross-holdings.
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Table 2: Control of Publicly Traded Companies by Type of Shareholder & Level of
Ultimate Shareholding of a Substantial or the Controlling Shareholder

(Unweighted)
. : Widely-Held | Widely-Held
Level/Type | Widdy-Held Family State Financial Corporation
10% 1.0 57.7 17.8 12.5 11.0
20% 10.3 67.2 13.4 2.3 6.7
30% 41.2 45.6 8.2 0.0 5.0
40% 77.3 14.7 4.2 0.0 3.8

Table 3: Control of Publicly Traded Companies by Type of Shareholder for Base Case
(Where an Ultimate Shareholder Controls Over 20% of the Shares)

. . Widely-Held | Widely-Held
Widely-Held Family State Financial Corporation
Unweighted 10.3 67.2 134 2.3 6.7
Weighted by
Market 16.2 42.6 34.8 11 53
Capitalisation

Table 4: Control of Publicly Traded Companies by Type of Shareholder & Size of Firm
(Based on Market Capitalisation) for Base Case

. . Widely-Held | Widely-Held
Widely-Held Family State Financial Corporation
All Firms 10.3 67.2 134 2.3 6.7
Largest 20 30.0 35.0 30.0 0.0 5.0
Middle 50 12.0 69.0 10.0 4.0 5.0
Smallest 50 0.0 84.0 5.0 2.0 9.0

Source: Stijn Claessens et al (1999a).

Notes: Stijn Claessens et al analyse the control pattern of companies by studying ultimate shareholdings. In the
majority of cases, the principal shareholders are themselves corporate entities, not-for-profit foundations or
financial institutions. The authors then identify the owners of these entities, the owners of their owners, etc. and
use the family group as the unit of analysis but do not distinguish among individual family members. Corporations
are divided into those with ultimate owners and those which are widely-held, i.e. those which do not have any
owners who have significant control rights. Ultimate owners are further divided into four categories: families
including individuals who have large stakes, the state, widely-held financial institutions, such as banks and
insurance companies, and widely-held corporations.

The distribution of ultimate control among the five ownership groups identified has been computed by studying all
ultimate shareholders who control over 20% of the shares or votes — the benchmark cut-off level used both by
Berle and Means (1932) and La Porta, Lopez-de-Silanes, and Shleifer (1998) — as well as at alternative cut-off
levels of 10%, 30% and 40%. The distribution of ultimate control has been computed by reference to a simple
average as well as a weighted average where the weights are based on market capitalisation.

Given the above definition of ultimate control, a firm can have more than one significant owner at a given cut-off
level and the ultimate owner can change at a different cut-off level. For example, if a firm has three owners — a
family which controls 20%, a bank which controls 10% and a widely-held corporation which controls 10% - it is
only 1/3 controlled by the family at the 10% level, but is fully controlled by the family at the 20% level. The firm is
widely-held at higher cut-off levels.
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Table 5: How Concentrated is Family Control?

1. Number of companies listed on KLSE 621
2. Number of companiesin sample 238
3. Share of total market capitalisation 74%
4. Average number of firms per family 1.97
5. % of total market cap that families control
a Top 1family 7.4%
b. Top 5 families 17.3%
c. Top 10 families 24.8%
d. Top 15families 28.3%

Source: Stijn Claessens et al (1999a).
Notes: The average number of firms per family refers only to firms in the sample.

The use of these devices will enable these shareholders to exercise control or voting rights which are
in excess of their cashflow rights. The study by Stijn Claessens € a (1999b) shows that there are
shareholders or corporate groups in Malaysia which have resorted to such devices. Their study has
shown that the average minimum share of the book value of common equity that is required to control
20% of the vote in Malaysiais 18.11% (versus the average of 19.91% for Singapore and 19.23% for
the nine East Asian countries that their study had covered).” In 39.3% of the PLCs (versus 55.0% for
Singapore and 40.8% for the East Asian Nine as a whole), the controlling shareholder exercised
effective control through a pyramid structure. 1n 14.9% of the companies (versus 15.7% for Singapore
and 8.7% for the East Asian Nine), control was exercised through cross-holdings.

As aresult of the use of these control devices, the ratio of cashflow rights to ultimate control rightsin
Malaysia (see Table 7) was 0.853 (versus 0.794 in Singapore and 0.746 for the East Asian Nine).?
The standard deviation of this ratio measure was 0.215 for Malaysia (versus 0.211 and 0.321 for
Singapore and the East Asian Nine respectively).

Table 6: Means of Enhancing Control (Full Sample, % of Total)

1. Cap=20%V* 18.11
2. Pyramids with ultimate owners® 39.30
3. Cross-holdings 14.90
4. Controlling alone” 37.40
5.  Owner management® 85.00

Source: Stijn Claessens et al (1999a)

Notes: a. Cap = 20% V is the average minimum % of the book value of common equity required to control 20% of
the vote;

b. Pyramids with ultimate owners (when companies are not widely held) equals 1 if the controlling owner
exercises control through at least one publicly-traded company, 0 otherwise;

c. Cross-holdings equals 1 if the company has a controlling shareholder and owns any amount of shares in its
controlling shareholder or in another company in its chain of control, 0 otherwise;

d. Controlling Owner Alone equals 1 if there does not exist a second owner who holds at least 10% of the stock, 0
otherwise;

e. Management equals 1 if the CEO, Board Chairman or Vice-Chairman are from the controlling family, O
otherwise.
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Table 7: Concentration of Cashflow Rightsand Ultimate Control by Largest Control Holder

Mean | Std. Deviation | Medium | 1% Quartile | 3" Quartile
Cashflow Rights 23.89 11.68 19.68 14.00 30.00
Control Rights 28.32 11.42 30.00 20.00 30.42
Ratio of Cashflow to Control Rights 0.853 0.215 1.000 0.733 1.000

Source: Stijn Claessens et al (1999b).

Note: The study by Stijn Claessens et al also distinguishes between control (or voting) rights and cashflow rights. Suppose, for
example, that the family owns 11% of the stock of publicly-traded Firm A, which in turn has 21% of the stock of Firm B. We would say
that the family controls 11% of Firm B — the weakest link in the chain of voting rights. In contrast, we would say that the family owns
about 2% of the cash flow rights of Firm B, the product of the two ownership stakes along the chain. To make the distinction between
cashflow and control rights, the authors document pyramiding structures for each firm, cross-holdings among firms, and deviations from
one-share-one-vote rule.

There are many public-quoted companies (PLCs) in Malaysia and elsewherein Asiawhich are family-
dominated. In meeting the interest of the small or outside shareholders they have been viewed
unfavourably in relation to the management-controlled companies in many OECD countries. Large
shareholders are certainly in a position to expropriate the small shareholders given their control rights.
But the managers in companies with dispersed shareholding also have similar powers given the
effective control rights they exercise. Whether an expropriation or squandering of a company’s
resources will take place will depend on shareholder rights including the rights of large shareholders
vis-a-vis small shareholders and how these rights are enforced in practice.

It is useful to explore, on an a priori basis, the incentive for the maximisation of shareholder valuein a
company which is controlled by a large shareholder compared to one which is controlled by a manager
with dispersed shareholding. 1n a company with concentrated ownership, asthereis a better matching of
the contral rights of the dominant shareholder with his cashflow rights, there will be a greater incentive
for that control to be exercised in maximising shareholder value. Therefore, the incentive of the
controlling shareholder is more likely to be aligned with the interest of other shareholders. On the other
hand, as a manager has contral rights with little or no cashflow rights, he has less incentive to maximise
shareholder value. In order to dea with this problem a manager is given an incentive contract in the
form of share ownership or a stock option to aign his interests with those of investors. Even with such
incentive contracts the mismatch between control and cashflow rights will ill be large in a
management-controlled company.? Therefore, a company with concentrated ownership, where the
mismatch between control and cashflow rights are much less, is likely to promote shareholder value
much more than a management-controlled company. In this context, it is useful to note that the use of
incentive contracts has been limited by difficulties in the optimal design of incentives, by fear of sdf-
dealing or by distributive palitics.

As for a company where the controlling interest is indirectly exercised through a pyramid structure or
cross-holdings, there will be a mismatch between the control and cashflow rights of the controlling
shareholder. Therefore, the incentive of this controlling shareholder with an indirect stake will be less
aligned with the interest of the other shareholders. Even then, other things remaining equal, there is
likely to be a greater coincidence of interest between the incentive of such a controlling shareholder
and his fellow shareholders than between the incentive of the manager and his shareholders (in a
management-controlled company).

Asin Germany and Japan, banks in Malaysia play a dominant role in lending. But Malaysian banks
do not play arole in governance (with respect to the appointment of managers or directors, or in the
choice of investments or on any corporate matters) because they do not or are not permitted to control
or vote significant block of shares or sit on boards of directors® As arule, they vote the equity of
other investors, namely of their clients, but only under their expressinstruction.
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The banks in the country do play a major governance role in insolvencies. They appoint receivers or
liquidators. However, as for companies which are not insolvent but illiquid and which require
restructuring or rehabilitation, the procedures for turning control over to the banks (including the rules
for changing managers and directors) are not well established. And in the absence of well-established
rules for the rehabilitation of companies, this may have caused firms suffering from illiquidity to be
driven into insolvency.?®

Banks may not play a role in governance, save in bankruptcies, but there are some who - as an
alternative to our current arrangements - are in favour of promoting in Malaysia governance based on
banks as large sharehol ders.

This recommendation is flawed. Banksin Maaysia, as well asin Ada, are hardly able to take care of
themselves. Therefore, it is not advisable to entrust them with a key role in the governance of listed
companies. The loss of focus is likely to make matters even worse.  Furthermore, the incentive of a
bank in governance is likely to be severely distorted, as its primary interest isin lending. Whereitisa
significant minority shareholder and exercises control over a company by voting these shares and the
shares of others for which it acts as a proxy, its main interest is in enhancing its own income from its
lending and other related activities and not in enhancing shareholder value. Empirical findings in Japan
and Germany attest to this and are highlighted by Shleifer and Vishny (1997) in their survey article.

Within aperiod of about 10 years the country has faced two banking crises. Thisisonly partly due to wesk
supervison. At least part of the blame has to be attributed to the ambitious promotion of local banks and
loca managers (often at the expense of local corporates and tax payers) as well as the aggressive pursuit of
economic growth and distributional goals. Implicit government guarantee of deposits and high gearing
compounded the problem by creating an incentive for risky or imprudent banking.

The central bank attempts to maintain a tight control over both local and foreign banks. Appointment
of directors as well as chief executives requires its approval. Given the central bank’s multiple goals
in economic management and in supervising banks, and given the constraints it faces in its hiring and
firing policy as well as in setting compensation, the central bank has a lot of room for improving its
performance as an economic manager or as a bank supervisor.

Provident and pension funds, insurance funds and unit trusts are emerging as a significant force in the
Malaysian financial markets. Asat end 1998, the size of the provident and pension funds was RM173
billion, of which 86% was accounted for by the Employees Provident Fund (EPF). About 20% of the
provident and pension funds was invested in equities, accounting for 9% of market capitalisation. The
corresponding size of the insurance funds was RM39.4, of which about 20% would have been invested
in equities (equivalent to 2% of market capitalisation). The net asset value of the unit trusts,
predominantly invested in equities, was RM38.7 billion accounting for 10.3% of market capitalisation.
Of this the government-sponsored funds, controlled primarily by Permodalan Nasiona Berhad (PNB),
had a net asset value to KL SE market capitalisation of 8.6% versus that for private funds of 1.7%.

The insurance companies are permitted to invest 20% of their funds in equities. The corresponding
ratio for EPF is 25% but only 18% of itstotal funds were invested in equities at year-end 1998.

EPF had an equity interest concentrated in the 5-15% range in many blue chip companies on the 1%
Board of the KLSE (See Table 8). PNB isalso invested in many blue chip companies both on the 1¥ and
2" Boards with an equity interest concentrated in the 5 to 20% range. There are also other mgjor local
ingtitutiona investors whose pattern of investments is shown in the same Table.
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Table 8: Substantial Shareholding of Key Domestic Institutional Investors in Public
Companies Listed on the Kuala Lumpur Stock Exchange (%)

% of 1% Board 2" Board
Shareholding | EPF | KH | LTAT | LUTH | PNB | EPF | KH | LTAT | LUTH | PNB
5-10 40 4 9 16 22 - - 1 4 28
10-15 10 - 3 6 10 - - - - 5
15-20 2 1 - 4 3 - - - - 12
20-30 2 - 4 2 2 - - 1 - 4
30-50 - 1 1 - 5 - - - - 1
> 50 - 1 2 - 2 - - - - -
Source: Data extracted from SBC Warburg Dillon Read, Malaysia Connections, January 1998.
Note: EPF: Employees Provident Fund KH: Khazanah Holdings
LTAT: Armed Forces Fund LUTH: Pilgrims’ Fund

PNB: Perbadanan Nasional Berhad (National Investment Corporation)

Locadl ingtitutional investors, including EPF, play only a passiverolein corporate governance and rely on
third party research, primarily that by brokerage houses. However, this does not apply to PNB and
LTAT which often have sizeable minority or even controlling interests, are represented on boards, and
are therefore often insders who tend to play a more active role in performance monitoring and even in
corporate governance.

In an environment of dispersed shareholding with no large institutional investors, we cannot rely on
shareholder voting to limit managers' discretion because of the collective action problem and the free
rider problem. In an environment of concentrated shareholding, we cannot rely on the market for
corporate control (whether it is through hostile takeovers, mergers or acquisitions), to limit managers
discretion because no such market may exist given the existence of large controlling shareholders.
However, where there are large institutional investors, proxy by mail is alowed and cumulative voting
for directors is also alowed, we may be able to rely on shareholder voting to limit managers
discretion, provided the ingtitutional investors do not suffer from conflicts of interest.

Most ingtitutional investors (e.g. corporate pension funds, bank trust funds and insurance funds), will
suffer from conflicts of interest between their desire to maximise shareholder value (which may
require them, where necessary, to vote againgt corporate managers) and their desire to retain or solicit
business from corporate managers (which may induce them to vote with the managers).®

On the other hand, public pension funds (and this would include EPF), and mutual funds (to an
extent), do not solicit business from corporate managers and therefore face no constraints on how they
can vote. Their incentives for maximum effort on their beneficiaries' behalf are still limited, since the
beneficiaries get the upside” but at least those incentives are not perverted by direct conflicts.
However, public fund managers do have conflicting incentives between the need to be good poalitical
operators and good money managers, and can be subject to public pressure to support social
responsibility proposals or invest in local enterprises at the expense of investment returns. Such
conflicts will be minimised to the extent that these funds are accountable to individual contributors but
will be enhanced to the extent that their returns are government-guaranteed.

In Mdaysiawe have noted that EPF is alarge domestic indtitutional investor. However, EPF has captured
alarge chunk of national savings and its investment management is centraised. Conflicts and perverse
incentives from its fund management and corporate governance activities can be minimised not by
breaking up EPF but by parcelling its funds for management on a passive and active basis, with the passive
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portfolio managed in-house and the active portfolio managed (largely if not wholly) by externa fund
managers. It should be readily apparent why passive management will minimise conflicts and perverse
incentives. The operation of its externaly managed funds will not cause any conflicts or perverse
incentives only if the mandate for such management is based strictly on commercid considerations. Thisis
more likely if the external funds are managed for the account of individua contributors.

Presently, EPF's decision to invest its funds is on a portfolio basis and it does not seek any board
positions. This stance cannot be faulted. If it actively seeks a position on the boards of companiesin
which it invests and monitors its nominees, then it runs the risk of becoming an insider thus adversely
affecting its short-term trading opportunities in these companies.

EPF can of course choose to exercise its voting rights on related party transactions. This can have a
telling effect where only non-interested parties are allowed to vote. It can aso have a significant
impact on the election of directors who are independent of the controlling shareholders, provided
cumulative voting is permitted. Minimising on conflicting objectives or perverse incentives will
aways remain amajor challenge in the exercise of such voting rights.

EPF has to be ever vigilant against abuses of minority shareholder rights by the insiders. Although it
held 10% of the sharesin UEM and 14% in KFC, it failed to initiate any actions against the insidersin
these companies whose apparent disregard of minority interests led to a steep fal in the shareholder
value of these companies.

A case can be made for the setting up of a Minority Shareholder Watchdog Group to monitor and
combat abuses by insiders against minority shareholders. Initially EPF as the mgjor institutional
investor can take the initiative to set up and organise such a Watchdog Group with the technical
assistance of the World Bank or the Asian Development Bank. Representatives from the Maaysian
Institute of Corporate Governance, the Malaysian Association of Investors and the Malaysian
Association of Asset Managers should be invited to participate in the Group. As the growth of the
fund management industry in Malaysia gathers momentum through a decentralisation of EPF's
investment activities, these fund managers can then play amore active role in this Watchdog Group.

If ingtitutional investors take actions against insiders who have violated the trust that ought to be
accorded to minority shareholders, then this will send a clear signal and insiders are likely to engage
lessin dealings which are detrimental to minority shareholders.

Foreign investors are an important force on the KLSE. We have examined (see Annex 1) the situation
with respect to 75 out of the 383 (or 19.6%) of the public listed companies (PLCs) in the non-financial
sector on the Main Board of the KLSE. The PLCs examined are the larger or more reputable ones
accounting for 68.0% of the market capitalisation of the sector in 1996 and for 74.4% in 1997. Out of
the 75 non-financia enterprises, 10 were foreign-controlled with a share in market capitalisation of
8.0% (1996: 4.8%). The weighted average of foreign shareholding in these companies, including that
by foreign institutional investors or fund managers, in fact increased marginally from 24% to 24.2%
over the 1996-1997 period.

The foreign fund managers like certain domestic ingtitutional investors have opted to play a passive
role in corporate governance. But foreign fund managers are more active in monitoring firm
performance through research and client visits.

A large investor may be rich enough to prefer maximising his private benefits of control (including

investments in unrelated activities, whether for diversification or for the purpose of empire building),
rather than maximising his wealth. Unless he owns the entire firm, the large investor will not
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internalise the cost of these control benefits to the other investors. This will then be reflected in the
failures of large investors to force their managers or companies to maximise profits and pay out the
profitsin the form of dividends.

An examination of the foreign controlled companies, especially those which have a clear majority
shareholder, shows that these companies have been paying out a high proportion of their profitsin the
form of dividends (and not reinvesting the profits in diversified or empire-building activities). Such
high dividend payout ratios may have been facilitated by the healthier relationship between the control
rights of the majority shareholder and his cashflow rights. In the case of locally-controlled companies,
the control rights were usually well in excess of the cashflow rights of the controlling shareholder,
usually because of the pyramid structure of companies in the same group. This could explain their
much lower dividend payout ratios and their greater propensity to reinvest their profits even in
unrelated activities, at least in part to maximise the insider’ s private benefits of control.

An examination of the financials of EON and Proton vis-a-vis Gadek and DRB shows that the
operating entities of the Yahya Group had better dividend-payout ratios. This was however, not the
case with respect to UEM. The higher dividend payout ratios of the Y ahya Group should not come as
asurprise. In the operating entities we are reviewing, the Yahya Group was in joint venture with a
foreign or alocal party or both. These joint venture partners could have acted as a check and balance.
In UEM there were only ingtitutional investors and no joint venture partners.

We have noted from Tables 2 to 4 that there are many state-controlled companies, especialy among
the largest entities. Where the state, through its shareholdings in the listed companies, plays arolein
governance, the incentive to maximise shareholder value will be distorted because of the complete
divergence between the control and cashflow rights of state enterprise managers.

Corporate behaviour, finance and restructuring”

A study of nine East Asian countries on corporate diversification and efficiency at the company level
by Stijn Claessens et a (1998b) reveaed that 70% of the firms in Malaysia were multi-segment firms
in that they operate in more than one two-digit SIC code industries. This number was second only to
that of Singapore whose share was 72% as compared with an average figure of 65% for al nine
countries. There is no comparable study at the level of the corporate group, but the setting up of
different companies at a group level can be taken as further evidence of diversification. Corporate
groups are, within the private sector, among the most prominent business houses in Malaysia. They
often operate across a diversified range of activities within a sector, as well as across many sectors, as
diverse as plantation, manufacturing, trading, services, construction and property development. As
stated in the preceding section, control within a corporate group is exercised either through cross-
holdings or a pyramid structure. While the incidence of cross-holdings is high according to the
measure used by Stijn Claessens et a (1999a), the extent of inter-locking ownership is not as
pronounced or complicated as in Japan or Korea. The exercise of control through the use of a pyramid
structure is more widespread. Usually the controlling shareholder exercises control over a listed
operating subsidiary through a listed intermediate holding company. The divergence between control
and cashflow rights is more pronounced the greater the number of layers of listed companies between
the controlling shareholder and a listed subsidiary. Amongst the prominent corporate groups, Y ahya
Ahmad, Lim Thian Kiat, Khoo Kay Peng and Vincent Tan use a pyramid structure consisting of two
layers of listed companies to control a third layer of listed companies. The divergence between their
control and cashflow rights is given in Table 9. Yahya Ahmad, Lim Thian Kiat, Khoo Kay Peng,
William Cheng and Kuok Brothers had used cross-holdings to exercise control over certain listed
companies. The divergence between their control and cashflow rightsisalso given in Table 9.
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Table 9: Control and Cashflow Rights of Selected Malaysian Corporates®

Control Rights Cashflow Rights

| Khoo Kay Peng

MUI 0.29 0.13
I Kuok Brothers

Perlis Plantations 0.39 0.39

Shangri-La Hotels (M) 0.70 0.55

Federa Flour Mills 0.53 0.34
Il Lim Thian Kiat

Multi-Purpose Holdings 0.09 0.03

Magnum Corporation 0.09 0.01
IV | Vincent Tan

Berjaya Group 0.41 041

Berjaya Sports Toto 041 0.20

Berjaya Singer 0.41 0.30
\% Y ahya Ahmad Estate

Diversified Resources 0.66 0.66

Gadek Malaysia 0.65 0.54

Hicom 0.32 0.17

EON 0.32 0.06

Proton 0.26 0.05
VI | William Cheng

Amsteel Corp 0.70 0.58

Lion Corp 0.59 0.59

Source: Data extracted from SBC Warburg Dillon Read: Malaysia Connections, January 1998.

Notes: 1. 'Methodology used in computing control rights are as laid down in Stijn Claessens (1999a).

2. T K Lim’s family company owned 8.8% of Kamunting Corporation and Malaysian Plantations owned 37.2%. In
turn, Kamunting owned 25.2% of Malaysian Plantations. Therefore, actual control rights of T K Lim in Kamunting
is probably above 8.8%. Kamunting held a 30.5% stake in Multipurpose Holdings which in turn held a 23% stake
in Magnum Corporation.

According to the study by Stijn Claessens et a (1998b), the extensive diversification of corporates has
led to the misallocation of capital investment, possibly even in Malaysia, towards less profitable and
more risky business segments. And this in spite of the fact that the diversified groups may have
emerged to provide an interna capital market (to compensate for weaknesses in external financial
markets) as well as to capture scarcity rents arising from practices such as restrictive licensing that
usually characterise a hybrid economy (with transactions based partly on markets and partly on
relationships).

Michael Pomerleano (1998) has examined, based on data for the period 1992-96, the corporate roots
of the financia crisis in East Asia. For some Asian economies, especialy Indonesia, Korea and
Thailand, clear evidence emerged of a rapid and unsustainable build up of investment in fixed assets
financed by excessive borrowing. The East Asian investment spending spree resulted in poor
profitability, reflected in low and declining returns on equity and on capital employed. The study
concluded that at the core of the corporate crisis were financia excesses that inevitably led to financial
distress.

In the case of Malaysia, the debt-equity ratio was on arising trend and the level of profitability had

started to decline but these variables were gill at reasonable levels. However, the rapid build up of
investment in fixed assets and weak risk management practices had made the corporate balance sheet
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vulnerableto the crisis as aresult of the sharp depreciation in currency value, escalation in interest rate
and collapse in demand.

The pre-tax return on capital employed or on assets (ROCE)® was 12% in 1992 and declined to 10%
in 1996 to give an average return of 11% over the period. ROCE captures the efficiency with which a
company uses al its capita resources. By comparing this number against the cost of capital, defined
as the interest rate, and taking the difference as the economic value added (EVA), Pomerleano
assessed the extent to which Asian corporates had created shareholder value. The EVA reading for
Malaysia over the period was 3%, compared to 12% for Hong Kong, China; 2% for Singapore; 4% for
the US; -9% for Indonesia; -2% for Korea; and —8% for Thailand (but the reading generally showed a
deterioration over the period across the board with the exception of the US).

Pomerleano’s study pointed to arapid build up of fixed assetsin Asia. The average change in tangible
fixed assets during 1992-96 was 20% in Malaysia, versus 33% in Indonesia, 29% in Thailand and 17%
each in Hong Kong and Korea. The risk of rapid business growth is that it can overwhelm managerial
capacity aswell as distribution and marketing channels.

A study by JD Abendroth (1997) on Maaysian Corporate Capital Structure covering 272 non-
financial public listed companies gives the pattern of corporate finance flows over the period 1992-96.
Of the total funds used, 28.1% was derived from retained earnings, 27.3% was mobilised from new
equity issues and 44.6% from borrowings (of which 26.6% was short-term debt and 18.0% was long-
term debt). The author drew attention to the resemblance of Malaysia s debt financing levels during
this period with those of the US during the 1970s of 45%, of which 24% represented short-term debt
and 21% long-term debt. However, of the balance, retained earnings accounted for 52% of the funds
mobilised compared to 3% from new equity issues. No datais available for corporate financing levels
during the post-crisis period. Externa financing, whether in the form of debt or new equity issues,
dried up in 1998 and the first quarter of 1999.

An estimate of the domestic and foreign currency borrowings of the Maaysian corporate sector,
including of private limited companies, is given in Table 10. The capital expenditure of al limited
companies financed by foreign borrowing was 17.8% in 1995, 6.8% in 1996, 12.7% in 1997 and 8.9%
in 1998.

Table 10: Sources of Funding of Capital Expenditures of Limited Companies

(RM Million)

1995 1996 1997 1998+
Total 12725 | 100% | 12,344 | 100% | 25915| 100% | 25896 | 100%
mggcedfrom OWN | 8412 | 66.11% | 9,050 | 73.31% | 15733 | 60.71% | 15,891 | 61.36%
E;anggfrmmg 2053 | 16.13% | 2455| 19.89% | 6,893 | 26.60% | 7,705 | 29.75%
g?gﬁeg;:%?vi ng | 226L| 17.77% 839 | 6.80% | 3200|1270% | 2299| 8.88%

Source: Department of Statistics, Business Expectation Survey of Limited Companies, various years.
Note: *Estimated.
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Malaysia's debt-equity ratio — which indicates how much borrowed money the corporate sector is
using relative to its equity, rose from 31% in 1992 to 62% in 1996, whereas that for Indonesia had
risen from 59% to 92%, that for Thailand from 71% to 155%, and that for Korea had risen from 123%
to 132% (in 1995).

To analyse debt sustainability, Pomerleano had calculated the interest cover — that is the ratio of
companies’ operating cashflows (operating income before interest, taxes and depreciation) to their
annud interest payment on loans. For Mdaysia the interest cover had declined from 9.1 to 6.7
whereas that for Indonesia had increased from 0.03 to 2.44, that for Korea had declined from 1.42 to
1.07 and that for Thailand had deteriorated from 4.6 to 1.9.

Based on its own data base for the actual financial information of non-financial listed companies for
1996 and the first-half 1997, Goldman Sachs (as quoted in Pomerleano) had projected the operating
results and financial position of these companies for 1997 and 1998 under certain assumptions about
average interest rates, sales growth etc. The interest cover for Maaysian corporates, according to
these estimates, was expected to fall from 6.7 in 1996 to 4.0 in 1998.

From the same data base, Goldman Sachs aso estimated the number of companies with
EBITDA/Interest expenses under 1. Assuming a close correspondence between the percentage of non-
performing loans and distressed corporates, Goldman Sachs estimated a rapid increase in the
percentage of loans (and companies) in distress in Malaysia from 8.3% in 1996 to 11.2% in 1997 and
18.5% in 1998.*° The percentage of insolvent or distressed corporates in 1998 in Indonesia was
estimated by Goldman Sachs at 45.6% and that in Korea at 31.5%.

Malaysia has registered significant progress in restructuring its banking system but progress is still
limited in corporate restructuring. Danaharta, the government’s asset management company (AMC)
which was set up in July 1998, had acquired or was managing (in terms of gross value) RM14.7 hillion
of non-performing loans (NPLS) of the banking system and had acquired an additional RM5.0 billion
from Malaysian-owned or controlled offshore banks and development finance institutions.® With the
removal of these NPLs from the banking system, (accounting for 20% of its NPLS), the net NPL ratio
of the banking system based on the 6-month classification (which includes al loans whose interest is
in arrears for more than 6 months) declined from 8.1% as at end September 1998 to 7.6% as at end
December 1998.%

Banking ingtitutions with gross NPL ratio exceeding 10% or which required recapitaisation from
Danamodal (the Bank Recapitalisation Agency, BRA, set up in August 1998 by the government to
ensure that banks were well-capitalised), are obligated to sell al their eligible NPLs (of RM5 million
and above) to Danaharta. Burden sharing in the recapitalisation exercise is based on the “first-loss”
principle where existing shareholders are required to absorb all 1osses to insulate Danamodal’ s capital
against past and existing losses. Both Danaharta and Danamodal have brought forward their bank
restructuring plans by six months to be complete by mid 1999.

The Corporate Debt Restructuring Committee (CDRC), which was set up in July 1998 to enable
creditors and debtors to arrive at schemes of compromise and reorganisation on a voluntary basis
without resorting to legal processes, had received by 15 March 1999, 48 applications for debt
restructuring, involving debt of RM22.7 billion. Two restructuring plans are under implementation
thus far and 26 Creditor Committees have been formed to oversee the restructuring efforts.

With the setting up of Danaharta, Danamoda and CDRC, the full menu of restructuring options are
now available in Malaysia— market-based, government facilitated and government financed.
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Part X (Section 212 through 318) of the Companies Act provides for a purely private and market-
based arrangement for creditors to recover their monies through a winding-up of the company and by
liquidating its assets. The Act, which provides for the appointment of a liquidator or receiver, defines
their powers and establishes the priority and ranking of debt between and within different classes of
creditors, is extensive and lays a clear basis for winding-up.

Part VIl (Sections 176 through 181) of the Act provides a market-based approach for the preservation
of the company as a going concern and for recovery of loans which have the legal sanction of the
courts. However, there are no well-defined judicial management procedures for managing schemes of
compromise and reconstruction. There are no guidelines, the process is cumbersome and the courts
have limited experience in supervising reorganisation plans. Some 32 companies had misused these
provisions in 1998 to obtain temporary relief from their creditors on a unilateral basis without
following up with a well-defined reorganisation plan. This had unsettled creditors, given the risk of
asset stripping to which they were exposed. To restore the credibility of this option, Section 176 of the
Act was amended in late 1998 requiring that a company need the consent of creditors representing at
least 50% of its debts before it can apply for court protection and requiring that it submit alist of its
assets and liabilities with the application. Since then no relief orders have been obtained.

Repossessing assets in bankruptcy is often very hard even for the secured creditors. With multiple,
diverse creditors who have conflicting interests, the difficulties of collecting are even greater, and
bankruptcy proceedings often take years to complete. Because bankruptcy procedures are so
complicated, creditors often renegotiate outside of formal bankruptcy proceedings both in the US and
Europe. The situation is worse in developing countries, where courts are even less reliable and
bankruptcy laws are even less compl ete.

Hence, in mid-August 1998, the CDRC was established under the aegis and with the secretaria
support of Bank Negara Malaysia (BNM), to provide a framework to enable creditors and debtors to
arrive at schemes of compromise and reorganisation on a voluntary basis without resorting to legal
processes. The aim of this scheme, based on the * London Approach’ is to tackle the complex cases of
indebtedness with outstanding debt of at least RM50 million and with more than three creditors. Even
in these voluntary restructuring exercises Danaharta is expected to use public funds to buy out debts,
in a strategic manner, with the aim of facilitating agreements between creditors and debtors.

The CDRC process depends on co-operation between lenders, and while the onshore banks may have an
incentive to cooperage, it is not clear if the offshore banks and smaller creditors have a similar incentive.
There is therefore, arisk that local banks may end up bearing a higher burden of the restructuring cost.
Given the key role the central bank is playing in this government facilitated restructuring process, and
given the potentia conflicts of interest between its supervisory role and its role in the work-out-process,
the central bank has to bend backward to ensure that the process remains a voluntary one.

The government-financed restructuring option revolves around Danaharta and Danamoda. Danaharta was
established in 1998 to acquire non-performing loans from banks and assets from distressed companies to
minimise the problem of a credit crunch as well as to facilitate an orderly payment/write-down of debts. It
will have the same claims as the origina creditors and will rely on a number of asset disposa methods
(including private placements, public auctions and public tender offers) to recover itsclaims.

The legal process to be followed by Danaharta aims to compensate for the absence of a well-defined
scheme of the judicial management of corporate restructuring under the Companies Act.*® The godl is
to expedite and shorten the legal procedures and to bring to bear professional expertise in design and
implementation of reorganisation plans. The operations of Danaharta are covered under a special act
that confers on it broad ranging powersto acquire and manage assets.
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For corporate borrowers with total outstanding debt of less than RM50 million, the Loan Monitoring
Unit at Bank Negara Malaysia provides assistance in enabling these borrowers to continue to receive
financial support while restructuring their operations. In addition, these borrowers could aso use the
Danahartaroute.

With the amendment to Section 176 of the Companies Act, the incentives for market-based
restructuring have increased. But the government has taken the initiative to intervene or guide the
restructuring of banks as well as of large companies. As the government owns the only AMC and as
large financia resources are available to it and to the BRA, and as an exit strategy is yet to be
articulated, this may diminish pressures for the operational and management restructuring of the ailing
companies. A strong case can therefore be made for greater reliance on the market-based approach to
restructuring and on banks or other private parties to establish AMCs.

To increase reliance on the market-based approach, the remedies available under the Companies Act
should be used for resolving the more straightforward cases of corporate distress than those entailed in
bilateral creditor-debtor relationships. Greater use should also be made of the secondary markets for
quick disposal of assets. In fact, it should be easy to dispose of individual properties or pools of real
estate given that there is a good and well-functioning secondary market in properties backed by awell-
developed land and property registry system. In such cases, the restructuring could be left to banks to
be carried out under existing laws governing enforcement of security measures.

The overwhelming role of Danaharta and the inadequate reliance on the market-based approach will
be a cause for concern so long as Danaharta' s asset warehousing and disposal strategy is not clearly
articulated. According to the 1998 Central Bank Annual Report, Danaharta is expected to have a life
gpan of 7 to 10 years. Further, all the bonds Danaharta has issued to date have afive year tenor and it
has an option to extend the tenor of these bonds by another five years. This gives the impression that
the assets acquired by Danaharta may remain in its warehouse for an indefinitely long period, as has
been the case with the Mexican AMC.

Danaharta has given the assurance that it will not function as a warehousing agency and that in fact it
will start on its assets disposal programme from the second half of 1999. Thisisindeed a key issue for
the government. The slower the pace at which the assets are disposed of, the greater the overhang in
the market place. And so long as there is this overhang, and so long as asset prices are above their
market clearing levels, this can severdly hamper new development activities and hence the pace of
economic growth. Danaharta should also be cautious in the use of its funds in supporting partialy
completed projects. It isbest for Danaharta, by relying on the auction process, to let the market decide
on the fate of these projects.

A comprehensive restructuring exercise would reguire the judicious use of debt-equity conversions.
The resulting change in ownership structure and management can create the right incentives for
efficient behaviour by all stakeholders. To date there have been few corporate restructurings and
hence few ownership and management changes at the corporate level.* The bank restructuring has led
to the purging of NPLs, the recapitaisation of banks and some new appointees as directors or
managers but without necessarily removing the old directors or managers. This is unlike what
happened in the aftermath of the last banking crisisin the mid 80s. There were then no Danaharta or
Danamodal. The Central Bank sacked the board and management of the ailing banks, appointed a new
board and management, wrote down the loans and recapitalised the banks so that they could start all
over again. To the extent that the old directors and managers are not removed and to the extent that
bank deposits continue to be government-guaranteed, the right incentives are not being created to rid
the banking industry of the moral hazard problem and of a future banking crisis.
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Asfor the corporate sector, if Danaharta ends up as awarehousing agency or if it does not impose proper
burden sharing on stakeholders of the corporations that are restructured through its intervention, then the
right incentives will not be created to rid the corporate sector of the moral hazard problem.

1. Theregulatory framework and therole of policy
Equitable treatment of shareholdersand other stakeholders
Shareholder protection

The adequacy of investor protection in Maaysia can be examined in relation to the rights of
shareholders, the protection that shareholders enjoy against abuses and expropriation by insiders as
well as the quality of law enforcement.

Ownership of shares in a company confers on a shareholder severa basic rights which include the
following — the right to a secure method of ownership registration, the right to convey or transfer
shares, the right to obtain relevant information on the corporation on a regular basis, the right to
participate and vote at general shareholders meetings on key corporate matters, the right to elect
members of the board and the right to share in the residual interest in the profits of the corporation (see
Annex 2 for more details).

The principa right that shareholders have is the right to vote on the eection of directors, on
amendments to the corporate charter as well as on key corporate matters, such as the sale of al or a
substantial part of the company’s assets, mergers and liquidations, thus limiting the discretion of
insiders on these key matters.

In determining how well Malaysia fares as reg