\TIONAL SYSTEMS OF CORPORATE GOVERNANCE

Eric R. Gedajlovic and Daniel M. Shapiro

Corporate governance reform is at the top of the agendas of many national governments
and international agencies. A number of reports have described codes, or principles of
"best practice.” Unforiunately, while there is a broad consensus that effective corporate
Eovernance is important, the definition of what constitutes effective governance re-
matins elusive. T this paper, we describe how g nation’s governance system: reflects both
econowmic and society-specific contextual factors. In doing so, we highlight key struc-
tural differences and similarities across the governavce systems of Canada, Frarce, Ger-
marny, Japan, the United States, and the United Kingdom, and report evidence which
indicates that the frequently made distinction between network and market-oriented
systems significantly understates the heterogeneity of governance systems. In closing, we
offer some comments regarding both the progress towerds and the advisability of harno-

nizing national systems of corporate governance. © 2001 John Wiley & Sons, Ine.

Introduction

Who should control a nation’s largest corpo-
rations? For whose benefit? To what ends?
These three questions lie at the heart of the
ongoing debate among business leaders, pub-
lic policy makers, academics, shareholders,
and various other stakeholder groups in many
countrics around the world. Issues pertaining
to effective corporate governance, ance lim-
ited to individual companics, are now integral
to national policy debaves over competitive-
ness and macrocconomic stability. It is now
widely appreciated that deficiencies in a
socicty’s corporate governance system can
have far-reaching consequences. For instance,
both the OECD! and the World Banl® have

taken the position that ineffeclive corporate

governance was one of the root causes of the
1997 Asian financial crisis.

As documented in Table I, corporate gov-
ernance reform is truly a global phenomenon.
Reporls identilying needed corporate gover-
nance reforms have been issued in no fewer
than 2% nations across every region of the
world, spanning developed, developing, and
transition economies. Concurrent with this
spate of national reports are several ongning
initiatives hy international agencies such as
the World Bank, the IMF, and the QECD to
jidentity prineiples of “hest practice” that may
serve as the basis for the harmonization of
Presently diverse national systems ol corpo-
rate governance (Table IT). According to this
view, the failure to adopt best practice gover-
nance norms increases the cost of capital for
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(LAl Country Specific Reports and Statements on Corporate Governance Practices®

Country Document Dte
Australia AIMA Guide & Statement of Best Practice 1995
Bosch Report 1995
Belgium Cardon Report 1998
Banking and Finence Commission Report 1998
Brazil Code of Best Practice of Corporate Governance 1999
Canada The Dey Report 1994
Five Years 1o the Dey 1999
France Vienot I Report 1995
Vienol T Report 19929
AFCG-ASTTT Recommendations on Cnrpnral.e Governance 1995
Germany DEW Guidelines 1993
Corporate Governance Rules for German Quoted Companies 2000
Greeoe Principles on Corporate Governance in Greece 1999
Hong Kong Code of Best Practice 1999
India Komar Mangslum Report (Drafll) 1999
Ireland Corporate Governance, Share Option and Other Incentive 1999
Scheme Guidelines
Ttaly Draghi Commision 1998
Code of Conduct 1999
Japan Corporate Governance Principles (Interin Report) 1997
Corporate Governance Principles - A Japanese View 1998
Korea Code of Best Practice for Corporate Governance 1999
Kyrgyz Republic Made! Charter of a Shareholding Society of Open Type 1997
Malaysia Finance Ministry, Beport on Corporate Goverhanes 1999
Mexico Codigo de MejoresPracticas Corporativas 1999
The Netherlands Peters report 1597
Portugal Recommendations on Corporate Governance 2000
South Africa King Report 1994
Spain Cédigo de Buen Gobierna 1996
Circulo de Empresarios 1993
Singapore Amendments to Listing Manual and Best Practices Guide 1998
(Singapore Stock Exchange)
Swedan Skandia’s Corporate Governance Policy 1995
Thailand The Roles, Duties and Responsibilities of the Directors 1997
of Listed Companies.
United Kinpdom Cadbury Report 1592
Greenhury Report 1595
IHampel Repart 1998
The Combined Code 1998
United States Report of the Blue Ribbon Committec 1999
Business Round Table Statement on Corporate Governance 1997

* Sourcas: Adapted from World Bank (Lipp/fvwvwworldbanle.org) and European Corporate Governance Network (http://

www.ecgn.ulb.ac.be/).

a nation’s firms because poor governance pre-
vents investors from E'Fficien[ly bearing risk.?

Such international initiatives appear al
least partially based upon the dual premise
that a significant convergence ol national
systems of corporate governance is both de-
sirable and, Lo some degree, inevitable as a
consequence of the globalization of markets.
Unfortunﬂtely, while Lhere is a2 hroad conscen-
sus that effective corporate governance is
important, the establishment of a single set

of best practice principles, or even the deli-
nition of what constitutes cffective gover-
nance, is much more contentious and clusive,
Since the world's largest businesses are “mar-
kets for influence,™ in which » wide variety
of stakeholders exert influence and have a
vested interest, effective governance solutions
require a consideration of politics, law, soci-
ology, and history, in addition to economics
and finance. The noneconomic dimensions
of corparate governance are now recognized
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LGRS International Reports and Statements on Corporate Governance Practices®

RBody Document Date
Chrganization for Economic OECD Principles of Corporate Governance 1939
Cooperation snd Development (OECD)

The Business Sector Advisory Group Corporate Governance: Improving 1998
on Corporate Governance Competitiveness and Access to Capital in
Global Markets (ie. the “Millstein Group Report”)
The World Bank Corporate Governance: A Framewaork 1999
tor Implementation
International Monetary Fund (IMF) Good Governance: The IMF's Role 1997
Commonwealth Association Principles for Corporate Governance in 1999
for Corporate Governance (CACG) the Commonwealth: Towards global
competitiveness and economic accountahility
LKuropean Association of Securities European Association of Securities 2000
Dealers Automated Quotation Dealers Automated Quotation
(EASDAQ) (BASDAQ) Rule Book
APEC Corporate Governance in APEC: 1998
Rebuilding Asian Growth
European Bank for Reconstruction Sound Business Standards and 1997
and Development (EBRD) Corporate Practices: A Set of Guidelines
Centre For European Policy Studies Corporate Governance in Europe— 1995
(CEPS) Recommendations
International Corporate Governance Stalement on Global Corporate 1999
Network (ICGIN} Covernance Principles
European Corporate Governance Preliminary Report to the European 1958
Network (ECCN) Commission
2 Sources: Adapted from World Bank (httpifww. worldbank.org) and European Corporate Governance Network

(herp:/fwww.ecgn.uib.ze.be/).

as integral to the governance dcbate even by
those, such as U.8, Federal Reserve Chair-
man Alan Greenspan, who advocate the con-
vergence of national systems of corporate
governance on a single best practice solution:

Corporate governance that defines the distri-
bution of power, of course, invatiably reflects
the mosl profoundly held socictal views of the
appropriate interaction of partics in business
transactions... Accordingly, full converpence
across countries. .. is a very diflicult rask®

Thus, notwithstanding the effects of the
globalization of markets and efforts by interna-
tional agencies to promote convergence, the
national institutional structures in which any
corparate governance solution must be embed-
ded remain formidable ohstacles For global con-
vergence. Since a nation’s governance system
is a product of both global forces for conver-
gence and local forces for varation, the evalu-
gtion and comparison of national systems of

corporate governance is more complex than is
‘Prequent]y understood.

In this paper we olfer a perspective on na-
tional governance systems that is grounded in cco-
nomic theory bat is informed by noneconomic
contextial considerations. We begm our discus-
sion by describing the essential corpomte gover-
nance problem as a classic principal-agent problem
insofar as shareholders rely on professional man-
agers to opetrate the corporation on their behall,
‘We then describe the various constraints, internal
and external, to a firm that can be employed to
limit management’s ability to exercise their discre-
tion at the expense of sharcholders and explain
why a consideration of these contextnal consider-
alions is essential to understanding how any sys-
tem of COTparale govermance operates.

Subsequently, we examine the national
corporate governance systems of Canada,
France, Germany, Japan, the United Kingdom,
and the Unjted States. We identify both simi-
larities and differences across these countries
in terms of the constraints Placed upon man-
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agers and more generally in terms of the broad
institutiona]l context in which stakeholder re-
lations are embedded. Qur analysis leads to
the conclusion that material differences exist
between any two countries—even countries
such as the United States and the United King-
dom, which are frequently depicted as oper-
ating equivalent governance systems. The
differences and similarities we highlight be-
tween nations illustrate the precarious nature
of attempling to categorize national syslems
of corporale governance solely on the basis of
general philosophical tendencies. Tn support
of this conclusion, we summarize the results
of two recent studies® that suggest that unique
country~speciﬁc variants exist across countries
that superficially appear Lo be using the same
governance mechanisms.

Lastly, we describe some implications of
this rescarch regarding both the progress to-
wards, and the advisability of the convergence
of national systems of corporate governance.

Corporate Governance from an Agency
Perspective

Agzency theory suggests that the interests of
principals and agents will often conflict. In
the absence of cither appropriate incentives
or sufficient monitoring, agents will he able
to exercise their discretion to the detriment
of principals.” In the context of the modern
corporation, agency theory has been applied
to the relationship between managers
{agents) and shareholders (principals). In
terms of corporate governance, the standard
agency argument is that sharcholders want
the [irm Lo maximize prﬂfits, but their des-
ignated agents may have neither the inter-
est, not the incentive to do so. Corporate
behavior and performance therefore depend
in part on the ability of shareholders 1o el-
Fective]y monitor and control Mmanagers.
Agency theorists term the costs associated
with monitoring and controlling managers,
as well as the costs of failing to do so etfec-
tively, as “agency costs.”

The academic literature has identified two
broad manifestations of managerial discretion
that may result in agency costs, The first is that
managers sometimes cngage in short-run cost
augmenting activities designed to enhance their
nonsalary income, or to provide other forms of

on-the-job benefits. Such behavior reduces
corporate profits by increasing costs. Agency
theorists argue that the managerial tendency
to cost-pad is inversely related to their owner-
ship stake in the firm. As a2 manager's dght to a
firm's profit stream decreases, the incentive to
extract proceeds from the firm in the form of
salary and perquisites, rather than in the form
of any claim they may have against corporate
profits, increases.”

A second manifesiation of managerial dis-
cretion leading to agency costs oecurs when
managers indulge their needs for power and
prestige by making long-run strategic choices
designed to maximize corporate size and
growth rather than corporate proﬁts. Econo-
mists have long argued that managers derive
many personal benefits from such “empire
building.” For example, managers may have
an economic incentive to value growth over
profitability since executive pay is commenly
a function of hierarchical positioning and
span of control rather than organizational
performance.'® Similarly, it is often the case
that mid-line managers are rewarded by Pre-
motion resulting in another hias favoring
growth over profitability.!! Taken together,
these factors sugpest that managers have a
bias for growth that may not be in the best
interests of shareholders as managers pursue
increasing]y less profitable opportunities
leading first to diminishing marginal profit-
ahility, and if growth is pushed too far, di-
minishing average profitability.!?

A related and cornmunly cited example of
l11ahageria| self-interested stratemizing occurs
when managers over-diversify, which results
in lower, hut more stable profit streams. Such
actions henefit managers by lowering their
OWTl en‘lploy'ment risk (due in part to a lower
risk of bankruptey), but at the expense of al-
ready well-diversified shareholders thac suf-
fer from lower returns.!’* In such situations,
profits are reduced as projecis are undertaken
whose economic returns to shareholders are
poor, but whose benefits accrue to Managers
in terms of enhanced job security.

Although short-run cost augmentation
and self-interested strategizing reflect twa
quite ditferent processes, they both rellect the
fundamental premise of agency theory that
where managerial discretion is present, it will
be exercised at the expense of shareholders.



Constraints on Manageria] Discretion

How are managers monitored and prevented
from exercising their discretion and pursuing
paths of cost angmentation, or self-intcrest
strategizing? Agency theonists contend that the
maost direct way of controlling managers is
through a dominant shareholder whe holds a
large blocl of shares since such a blockholder
has both the incentive and zhility to effectively
monitor management.™* The incentive for a cor-
porate blockholder to monitor managers is high
because they have a ¢laim on the firm's residual
profit. At the same time, the ability of a major
shareholder to monitor managers is high because
the blockholder can often exercise control over
the company’s Board of Directors. In contrast,
when s]1are[1o]dings are widely diffused, no
shareholder has either the incentive or the abil-
ity to monitor their managerial agents. In such
circumstances, managerial agents may be al-
forded the discretion necessary to pursue their
own agendas. Thus, agency theorists view large
blockholders, or otherwise: concentrated share
ownership as a potentially powerful constraint
on managerial discretion.!?

Flowing from this reasoning, research
grounde.d in agency lheory often makes the
simplifying assumption that managerial dis-
cretion is essentially a negative function of
ownership concentration. On the other hand,
it is undoubtedly the case that many factors
other than concentrated ownership have a
bearing on the degree of discretion afforded
managers. For instance pressures from in-
creasingly global and transparent product and
capital markets, the presence of powerful
stakeholders and NGOs, as well a5 the many
formal and informal expectations that sociel-
ies place on their corporations all represent
potentially powerlul checks on managerial dis-
cretion. In other words, the ability of manag-
Crs to engage in self-interested behavior at the
expense of shareholders is not simply a fune-
tion of a firm’s ownership structure, but is
determined by a vector, or multiplicity of eco-
nomic and noncconomic factors.

"There is much literature devoted to an analy-
sis of the various constraints on managcrial dis-
cretion and their impact on the power of top
management.!® These constraints may be clas-
sified as internal or external.’” Intermnal con-
straints largely emanate from the Board of

Neatignal Sy_t:t.m-a r)_f Cﬂrpurate Covernapce

Directors, and are exercised on behall of share-
helders (ovwners). Internal constraints rellect the
composition and powers of the Board, includ-
ing the case by which sharcholders can appoint
or remove Board members, and the rules gov-
erning voting, External constraints pertain to the
role of markets in monitoring and disciplining
managers. The most widely noted external con-
straint is the market for corporate control,'® but
other market-related constraints arise from
manageria] labor mar]{ets, pmducl: ma:]-u—:l:s, and
financial markets.

Consider the internal constraint repre-
sented by the Board of Directors and its com-
position. A Board that represents sharcholder
(or stakeholder) interests can effectively moni-
tor managers by virtue ol its proximity to sources
of information. Also, because the Board of Di-
rectors is a relatively small body, monitoring
costs are low, Needless to say, the efficacy of
internal constraints is dependent on the Board
acting in Lhe interests of sharehalders {or stake-
holders), an assumption that may not always
he justified. Unless board members are signifi-
cant shareholders, their incentive (o monitor
is low and will not approach that of 4 domi-
nant, or majority sharcholder.’” In countries
where workers or other stakeholders ave repre-
sented on the Board, the incentive as well as
the ability to monitor can also be quite high.

An essential characteristic of internal
constraints is that the responsibility for moni-
toring falls to insiders (e.g., owners, or the
Board) who are directly charged with the re-
sponsibility for corporate governance. What
is common to the external constraints is that
they rely on a variety of markets or market-
based incentives to align the competing in-
terests of sharcholders and managers and
thus, when effective, render monitoring of
anagers UNNEecessury. In the case of exter-
nal constraints, shareholders are essentially
transferring meonitoring responsibility to mar-
kets, In the case of the market for corporate
control, managers who do nol muximize re-
turns to shareholders will see their [ioms ac-
quired and themselves displaced in favour of
more proficient managers,

Constraints in a Cross-National Context

The previous discussion suggests a simple tax-
onomy for comparing national systems of cor-
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porate governance. Figure 1 categorizes gov-
croancs syslems in terms of their relative reli-
ance on internal and/or external constraints
on managetial diseretion. ‘The taxonomy illus-
trates a common distinction between two com-
peting systems of corporate governance: the
Anglo-American model and that of Western
Europe and Japan.

A hallmark of Anglo-American gover-
nance is the utilization of external and mar-
ket-oriented constraints and the relative
weakness of internal constraints on manage-
rial discretion. The Anglo-American system
is typically characterized as one in which
ovmership is widely distributed among indi-
vidual or institutional shareholders, leading
to the possibility of entrenched managers.
Managers are disciplined by [inancial incen-
tives such as incentive contracts or by the
threat of losing their position subsequent to
a takeover of their firm.

In contrast, the governance philosophies
of Western Europe and Japan emiphasize the
use of internal constraints and the relative
absence ol external constraints. In countries
such as Germany and France, ownership is
more highly concentrated in the hands of
stakeholders, usunally banks or other compa-
nies, The resulting absence of an active mar-
ket for corporate control means that
supervision and control of managers is largely
the responsibility of the corporate insiders.

The contrast between the United States
and United Kingdom, on the one hand, and
Germany and Japan, on the other, has led one
researcher to conclude that corporate contral
practices tend to represent two distinct phi-
losophies.® Many other analysts have arrived
at the same conclusions, and have used ru-
brics such as “networked” versus “high ten-
sion” systems,?! Type I and Type 1l systems®;
*insider” and “outsider” systems,? “bank-ori-
ented” and “market-oriented” systems,* and
“stakeholder” and “sharcholder capitalisms™*
to distinguish hetween the two varieties of
national governance systems.

The type of governance system observed
in Canada illustrates the difficulties encoun-
tered when attempting to categorize national
systems of governance in terms of two dis-
tinct philosophies. Canada is & country that
does not easily fit into such a simple dichoto-
mous WDI’]d. AE i SlT.I.EI.I] open ECDT\Q]“Y Wlth
fairly active markets for corporate control,
Canadian managers face powerful outside
constraints on their discretion. However, the
concentrated nature of corporate ownership
in Canada indicates that Canadian manag;
ers also face powerful internal constraints.
In fact, in Canada, both external and inter-
nal constraints are relied upon through the
combination of an open economy, a relatively
active market for corporate control and large
numbers of closely held firms.

EXTERNAL
CONSTRAINTS
STRONG WEAK
o
7z FRANCE
2 CANADA GERMANY
e o JAPAN
pr B
s
¢
E
o Z
=g UNITED
E STATES
= UNJTED
KINGDOM

FIGURE 1. Systems of governance and constraints on munugeds! discretion,



In our view, the fact that Canada cannot
be easily characterized as following one of the
two dominant ¢orporale governance Phi]osu—
phies illustrates the problematic nature of dis-
tinguishing between national systems of
governance on the basis of two divergent philo-
sophical tendencies. Such a basic distinction
offers some uscful insights, but Eails to address
many material differences in the governance
practices in countrics sharing the same broad
philosophy concerning what constitutes ap-
propriate and effective corporate governance.

In fact, althnugh many COMmINCHn con-
sirainls on managerial discretion are opera-
tive in developed market economies, within
cach country a particular nexus of con-
straints generally emerges. In this respect,
many differences between country-specific
variants of broad]y similar governance sys-
tems are as material as differences between
competing governance philosophies.

In our view, Figure 1 provides an overly
simplistic view of national systems of cor-
porate governance. In addition to the fact
that some countries, such as Canada, ap-
pear not to conform well to the dichotomy,
there are important within-cell differences
anong the countries. We illustrate these
differences in Table III, for six countries:
the United States, the United Kingdom,
Canada, France, Germany, and Japan. Each
element in Table Il comprises a distinct
topic, well beyond the scope of this paper.
While there may be some dizagreement
about the evaluation of a Particular cel'l, or
even which cells are included, our purpose
is to illustrate material differences between
and within competing general philosophies
of corporate governance.

Table III documents a considerable
variation across countries in terms of mul-
tiple governance dimensions, While the
Anglo-American systems are similar in
some respects, they differ along other di-
mensions. The same is true of continental
Europe and Japan. Consider, for example,
the following differences and similarities
in corporate ownership patterns.

In the United States, the Unired King-
dom and Japan shares in most large tfirms are
relatively widely held, so that the largest
sharehalder holds a fairly modest ownership
stake in the company. On this dimension,

Nuttonal Systems of Corporate Governance

Japan is more similar to the United States
and the United Kingdom than to either
France or Germany.

In both Anglo-American systems the larg-
est shareholders are increasingly institutions,
particularly pension and mutual funds that in-
vest on behall of individuals.® Thus, in both
countries, shareholders tend to be passive, or
“distant sharcholders.” However, there are
also important differences in terms of the iden-
tity of sharcholders between the United Siates
and the United Kingdom. Direct sharehold-
ers by U.5. households account for 49 per-
cenl of shareholdings in that country. Tn
contrast the 21 percent of shares held by UK
households is more consistent with the levels
found in France, Germany, and Japan. On the
other hand, shareholdings by financial insti-
tutions constitute 68 percent of outstanding
shares in the United Kingdom as compared to
46 percent in the United States.

While Japan's low level of shareholder
concentration scems to suggest chac it
shares much in common with the United
States and the United Kingdom, the fact
that the largest Japanese shareholders are
banks and nonfinancial companies that
have business relations clearly distin-
guishes it from the Anglo-American model.
In contrast to the external, arms—]engt‘h
mechanisms used in the United States and
the United Kingdom, the widespread prac-
tice of reciprocal shareholding between al-
filiated financial and industrial companies
means that their major business partners
monitor Japanese managers.*"

In France, Canada, and Germany, the
ownership of firms is more concentrated
than in the United States, United Kingdom,
or Japan. Ownership concenteztion is par-
ticularly apparent in Germany and Canada,
where the majority of large firms have 2
dominant shareholder. In a clear departure
from the situalion in either the United
States or the United Kingdom, it has been
estimaled that a sing]e sharcholder controls
382 of the 400 largest companies in Canada
and the average percentage holding of the
largest shareholder in 2 Canadian corpora-
tion is 49 percent.” In Germany, some 85
percent of the largest firms have a dominant
sharcholder with an om‘lers]ﬁp stake exceed-
ing 25 percent® and the average percent-
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LLLIRRNY A Multidimensional Comparison of National Systems of Corporate Governance

CGavernance Urpited United Canada France Germuny Japan
Dimension States Kingdom
Average % Shares Held By  19% 21% 49% 47% 68% 15%
Largest Shareholder®

% Shares held by"

Finaneiul Institutions 46% 68% 45% 8% 20% 449
RBanks 7% 10% NA 4% log 28%
Insurance Companies, 40% 8% NA 1% 20% 16%
Pension & Investment
Funds

Non-Financial Sector 54% 33% NA 02% 70% S6%
MNon-FHinaneis) Minimal 1% NA 58% 42% 24%
Companics
Individuals 49% 21% NA 19% 15% 24%
MNational & Siale Minimal 1% Minimzl A% 484 1%
Covernments
Forr_'igncrs 5% 9% Vcry hig]'l 11% % 7

Roard Structure 1 Fier 1 Tier 1 Tier Typically 1 2 'Ter Very Large

Tier 1Tier

Board Composition Managers  Managers Owmers Ovmers Owners Manager

Outsiders Ontsiders Managers  Waorkers Workers
Qutsjders
Pole of Financial Creditor ~ Shareholder Creditor Creditor ~ Shareholder Shareholder
Institutions Creditor Creditor Creditor
Advisor Business
Partner
Restructurer

Market Capitalization 114% 142% 8% 49% 28% GE%

as a % of Grovs Domestic

Product (1996)°

Corporate Disclosure  Compre- Compre- Compre- Limited  Very Limited  Limited

hensive hensive hensive

Rating of Accounting 71 78 74 69 62 65

Standards Regarding

Disclosure?

{100 is Tligh}

Creditor Rights® 1/4 4/4 1/4 0/4 3/4 3/4

{4 is high}

Sharcholder Rights’ 5/6 5/6 5/6 26 /& 4/6

(6 is Hipgh)

Rule of Taw Index® 10 8.6 10 9 9.2 9

(10 is High)

Market for Corporate  Very Active  Very Active Active Limited Limited Very Limited

Control
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ILEESNN A Multidimensional Comparison of National Systems of Corporate Governance (continued)

Governance Uniled United Canada Prance Germany Japan
Dipension Stutes Kingdom

Executive 1.35 total .67 total .67 total .57 total .53 total 49 total
Compensatien® 45 .10 17 07 .08 .00
{millions of dollars) incentive incentive incentive  incentive incentive incentive

"Bources: Gedajlovie ER, Shapiro DM. Management and ownership effects: evidence from five countrics. Strat Mgt J
1998;19; 533-553. Gedajlovie E, Shapiro, DM. Blockholder and institutionul ownership in Japan. Proceedings of the
Internaticnal Eastern Academy of Management Conference; 1999; Prague, Crech Republie.

"Eauroes: For sll countries except Canada, Maher M, Andersson T. Corporate governsnce: effects on [irm perffurmanee

ard ecememic growth, Pards: OCCD; 1999, Canadian figures weve abtained from various journalistic sources.
cSotrce: Muher M, Andersson T. Corporate governance: cffects on firm performance snd economie growth. Pars:
OECD:; 1999, Canadian [igures were obtained from various journalistie sources,

4Source: As evaluated by the Center for Internationel Finuncial Anclysis & Research.

*Sourcs: Scale developed by La Porta B, Lopez-de-Silanes F, Shleifer A, Vishny, BW. Law snd Finunee. T Pol Ecan,
1998 which measures the extent to which the fdghts ol creditors are protected and exercizable under corporate and

bankruptey law.

*Source: Scale developed by Lu Porta et al, ibid which measures the extent to which minority shareholder rights are
protected and exereisable under Company Law, or Commercisl codes,
sZauree: Assessment of law and order tradition of 2 country by the Intersational Country Risk Guide.

hSowrcer The Economist, November 27, 1599,

age of shares held by the largest sharcholder
is 68 percent. German banks play an impor-
tant role in the German economy. German
banks typical]y hold both létl’gE debt and
equity positions in that nation’s largest cor-
porations. The influence of (erman banks
is augmented even further by the fact that
shareholders typically deposit their shares
with these financial institutions, The banks
collect dividends for the individual investor,
and are given the sharcholder’s proxy. This
contributes to a relatively high degree of
ownership concentration.

In contrast to the structure of corporate
ownership in Germany, bank owncrship is very
low in France, but the role of the government
as owner is mor¢ important. Although the gov-
ernment does not own the majority of French
firms, and although there has been consider-
able privatization in France, the French gov-
ernment still retains ownership positions in
several of that country’s key sectors.

The preceding discussion illustrates the
precarious naturc of categorizing the nations
examined here into the dichotomous world
suggested by Figure 1. In terms of ownership
coneentration, Canada appears more like
France and Germany than the United States,
or the United Kingdom, while Japan appears
to share more in comrmon with the Anglo-
American systems than those of Germany, or
France do. Similarly, although France and

Germany share high levels of ownership con-
centration, banks p]ay mark(—:dly di[ft.—:n—;pl: roles
in these two countries. Salient differences also
exist hbetween the United States and the
LUnited Kingdom. While the United Kingdom
and United States share similar ownership
concentration levels, direct share ownership
by households is more than twice as preva-
lent in the United Staves and owncrship by
financial institutions is much more common
in the United Kingdom.

Similarities and differences across and be-
tween cclls of Figure 1 extend to the structure
and composition of corporate Bouard of Direc-
tors (BOD). This is not surprising because the
role of the Board of Divectors flows in part from
the strueture of ownership. In Germany and
France, the composition of the BOD reflects
the institutions {e.g., other firms, banks, and
government) that are the major shareholders.
In addition, Genmany requires large public cor-
porations ta adopt a two-tiered board. The ex-
ecutive board is comprised of managers, while
the nonexecutive, sSupervisory bourd is elected,
half by shareholders and half by employees. As
such, the German system allows for a clear dis-
tinction between decision management and
decision control (monitoring) funclions.*' In
France, firms have the option of choosing a one-
or two-ticred system, but the latter has been
rarcly used. Workers' representatives have the
right to attend meetings, but do not vote. Thus,
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while the basic unitary board structure typi-
cally used in France is more consistent with
that found in the United States, Canada, or
the United Kingdomn, French boards share more
in common with their German counterparts in
that they typically represent a broader array of
stakcholders than Anglo-American hoards.

Despite their larger size,* Japanese hoards
share more in common with those found in the
United States and the United Kingdom than
those in place in France and Germany. Tn terms
of their composition, BODs in the United
States, the United Kingdom and Japan arc typi-
cally comprised of exceutives (managers) of the
firm itself as well as a smaller number of out-
side directors who are commonly selected by
management. Az such, the ability of boards in
these countres to effectively monitor manage-
ment is highly questionable. As a consequence
of the high levels of ownership concentration
found in Canada, Canadian boards tend to have
significant representation from majority share-
holders. However, the Canadian model is very
different from that of France and Germany in-
sofar as stakcholders (i.e., banks, employees,
and quite typically minority shareholders) are
not represented on corporate boards.

The role of financial institutions as suppli-
ers of capital and corporate governance play-
ers differs widely across countries. In this
regard, Germany and Japan are similar in that
banks are major shareholders and creditors. ‘The
importance of banks in these countries is alse
manifcsted in the way fitms are financed. An
examination ef the ratio of total market capi-
talization of equities as a percentage of national
GDP is dramatically illustrative in this regard.
The fact that the value of equities exceeds na-
tional GDP in the United States (114 percent)
and the United Kingdom (142 percent) and ap-
proximates GDP in Canada (86 percent) sug-
gests the importance of cquity markets and
financing in these countries. In contrast, the
relatively low ratios of market capitalization to
GDP in Japan (66 porcent), France (49 per-
cent), and particularly Germany (28 percent)
reflects the important role that banks and other
financial intermediaries play in these countries.
Thus, external equity markets are more impor-
tant in the United Kingdom, the United States,
and Canada while financial mtermediaries play
a more significant role as suppliers ol capital
in Japan, France, aml Germany.

The relatively heavy reliance on equity
finance and stock markets in the United
Kingdom, the United States, and Canada
is accompanied by stricter standards ol cor-
porate disclosure than that observed in Ja-
pan, France, and Germany. This is not
surprising. Equity markets cannot function
efficiently unless shareholders have access
to the information necessary to assess
managerial performance.

Shareholder and creditor rights are essen-
tial for effective corporate povermance, and for
the effective functioning of capital markets. A
recent set of studies® has measured the ex-
tent to which the rights of sharcholders and
creditors are hoth legally protected and are
exercisable, thus offering another basis for
cxamining the significance and relative power
of suppliers of debt and cquity capital across
the countries examined here. As Table ITI in-
dicates, there is considerable variation in these
measures among countries, with important
differences found both within and across the
cells of Figure 1.

As might he expected in the “bank-ori-
ented”* systems of Japan and Germany where
financial institutions play a central role in the
governance of firms, creditor rights are better
protected than in France, Canada, and the
United States where banks play a more limived
role as suppliers of capital. In Canada and the
United States where equity financing is rela-
tively more important, one finds high levels of
protection for sharel'lo]ders, but relative]y weak
protection for creditors. In contrast, the United
Kingdom context provides |1igh levels of lega[
rights for both shareholders and creditors. The
fact that UK hanks enjoy a high level of protec-
tion as a creditor despite their limited role as
equity owners is another feature of the UK gov-
ernance system that distinguishes it from that
of the United States. Although Germany pro-
vides high levels of creditor rights, it offers rela-
tively weak protection for equity holders. In
contrast, Japan, which is also often considered
a bank-oriented syslern, provides moderal;ely
high protection for equity holders in addition
to the high legal safegnards it atfords creditors.

Thus, in terms of the rights national sys-
tems afford equily holders and ereditors, the
United Kingdom and Japan more closely re-
semble each other than either resemble their
“cell-mates” in Figurc 1. Japan and espe-



cially the United Kingdom have evolved sys-
tems that provide a better balance between
creditor and shareholder rights. In contrast
the U.S. and German systems appear to
favour either shareholder or creditor at the
expense of the other. The balanced nature
of the U.K. and Japanese systems indicate
that there is not necessarily a trade-off be-
tween the legal rights and powers afforded
shareholders and creditors; viable gover-
nance syslems do exist where both share-
holder and creditor enjoy high levels of legal
protection. The fact that @ G-7 country such
as Prance scorved poorly in terms of both the
legal rights afforded shareholders and credi-
tors is intriguing and may reflect the impor-
tant role of the French state in that country’s
governance system.

The threat of a corporate takeover can
be a powerful constraint on managerial be-
havior since top managers are likely to lose
their jobs subsequent to a merger. The ex-
tent to which the takeover constraint is op-
erative is a function of both public policy as
well as the degree to which ownership strue-
tures permit hostile takeovers. Legislation
is on the books in mast countries that per-
mit authorities to review and prohibit merg-
ers. However, the most important
differences in the operation of the market
for coyporate contral emerge not from Pub-
lic policy differences, but from differences
in corporate ownership and control.

Low Jevels of equity cross-ownership
among firms, high ownership dispersion,
robust equity marl{ets, and rigorous disclo-
sure laws have resulted in very active mar-
kets for corporate control in the United
States and the United Kingdom. On the
other hand, extensive intercorporate hold-
ings in Japan, Germany, and France make
hastile takeovers quite difficult. In particu-
lar, the histaric reluctance of Japanese com-
panies to sell their equity stakes in affiliated
companies, or to engage in unsolicited
merger activity has resulted in a particu-
larly muted market for corporate control in
that country.** Lax corporate disclosure in
France, Germany, and Japan undoubtedly
also has a dampening effect on the market
for corporate contrel in these countries.
The high levels of ownership concentration
characleristic of German, French, and Ca-
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nadian firms make unsolicited takeovers
rare OCCUurrences il'.l. thESE countries.

Executive compensation comprises both
salaries and incentive packages such as stock
options or prefit-based bonuses.* In terms of
hath total compensation and the ratio of in-
centive compensation total compensation, the
United States is an outlier relative Lo the other
countries examined here ('lable III). U.S. ex-
ecutives are both better paid and have a sig-
nificantly greater incentive component in their
remuneration packﬂge than their counterparts
in any of the vther countries examined here.
Exccutive compensation in the United King-
dom more closely resembles that found in
Germany and France where the interests of
labor :.-11'1(1 CD“CEHtrﬂtEd ClererShiP on CDI‘PD'
rate boards undoubtedly play a role in limit-
ing levels of executive compensation.

Ir summary, an examination of the vari-
ous institutional arrangements that define na-
lional syslems of COrporale governance as
described in Table 111 clearly indicates that
significant differences exist in the governance
approaches of countries that may superficially
appear to be similar. While it is truc that the
United Kingdom and the United States are
both characterized by high levels of owner-
ship dispersion, efficient equity markets, and
robust markets for corporale Contrul, they dif-
fer w-ide]y a[ong other important governance
dimensions such as the identity of share own-
ership, the extent to which creditor rights are
prntec:ter] and executive compensation prac-
tices. The additional observation that Canada
has ownership concentration levels over 2.5
tirnes greater than those found in either the
United States or the United Kingdom illus-
trates quite clearly that there is no single
“Anglo-Saxon” governance model. Even morc
striking distinctions exist among the gover-
nance systems of Germany, France, and Ja-
pan, making it quite obvious that there is also
no single “stakeholder” model. These differ-
ences indicate that simple attempts to divide
the world into two corporate governance
camps are too general: there are many national
systems ol corporate governance.

Some Empirical Evidence

We have undertaken twe empirical studies
that tend to confirm the idea that the simple

11
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dichotomy between the Anglo-American and
Continental European-Japanese models is
too general.*” Qur approach was to examine
the relationship between ownership concen-
tration and firm performance in the six
countries listed in Table I11. As noted above,
agency theory predicts a positive correlation
between ownership concentration and firm
performance since large shareholders have
both the incentive and capacity to ensure
that managers adopt practices consistent
with profit maximization.

In fact, a lurge number of empirical stud-
ies have tested this hypothesis. Surveys of
these studies®® conclide that most of them
tend to find that concenirated ownership does
improve firm performance. Unlortunately; the
vast majority of these studies examined only
U.5. tirms and the existing evidence on the
relationship between ownership concentration
and firm performance outside of the United
States context is very limited. Our studies were
designed to address this gap in the scientific
literature by testing this relationship for a
broader range of countries using a common
data set. In doing so, our studies also provided
some evidence concerning the relative perfor-
mance characteristics of the six national sys-
tems of corporate governance examined.

The positive relationship between owner-
ship concentration and firm performance pre-
dicted by agency thec-ry rests on two important
assumptions. First, exercisable managerial dis-
cretion exists, and sccond, the primary goal of
shareholders is profit maximization,

The [irst point accounts for the fact that
ownership concentration is but one determinant
of rmanagerial discretion and that there are other
constraints Lthat may be operative. The degree
to which these constraints are binding shapes
the ownership concentration-performance rela-
tionship. 1 any cne or more of these constraints
effectively checks memagerial discretion, then
ownership concentralion is irrelevant, and one
should find no relationship between ownership
concentration and profitability. In other words,
eoncentrated ownership serves is the constraint
of last resort and is operative only in cases where
other internal and external constraints fail to
check manageral cosl augmentation, or self-in-
terested stralegizing,

The second condition reflects the fact that
the investment objectives of shareholders may

be more highly varied and heterogeneous than
is often assumed. For an “arm’s length” share-
holder whose sole tie to a corporation is an
equity investment, prolit maximization is a rea-
sonable assumption. On the other hand, some
shareholders have multiple ties to a corpora-
tion and may be a creditor, customer, supplier,
and/or business partner in addition to being an
equity investor. Under such circumstances, the
ecomomic significance of their equity owner-
ship may be an order of magnitnde Jess signili-
cant than their other association(s).

As a practical example, consider the fact that
the stakes of Japanese and German financial
institutions as creditors typically dwarf their less
cconomically significant equity ties.*® Accord-

ingly, as the primary relationship of these equity

holders is as creditor, not a sharcholder, they
can be expected to favor incorme stability objec-
tives (to preserve and enhance the value of their
loan portfolio) and growth objectives (in order
to expand their loan portfolio) rather than the
profit maximization geals of arm’s length share-
holders. Similarly, when shareholders arc also
suppliers and customers, they can he expected
to be more interested in securing ongoing trade
relationships rather than profit maximization—
especially since measures to enhance profitabil-
ity may often come at the expense of suppliers
and customers. As a final illustration that share-
holder objectives are more varied and heteroge-
neous than is frequently assumed, it is almost
axiomatic that government share ownership is
motivated by ohjectives that differ substantially
[rom private sector investors.

As documented in Table IT1, the owner-
ship structure of French, German, and Japa-
hese corporations are comprised largely of
shareholders who have other non-equity ties
with the firm. As such, shareholders in these
countries can be expected to have heteroge-
neous investment objectives, Accordingly, we
have hypothesized there should be no relation-
ship between ownership ¢oncentration and
firm performance in these three countrics, We
also hypothesized no ownership-performance
relationship m Canada hecause of the pres-
ence of both strong external and internal con-
straints on managerial discretion in that
national contest. In contrast, we hypothesized
a positive ownership-performance relationship
in the United States and the United Kingdom
because of the apparent absence of effective



internal constraints on managerial discretion
and because the interests of arm’s length
Anglo-American shareholders are best served
by profit maximization.

In summaty, like many other researchers,"
our two studies were based on the theoretical
premise that there exist two essential varicties
of national governance systems: the market-ori-
ented Anglo-American model and the network-
oriented model of continental Europe and Japan.
In doing so, and guided by considerations ve-
lated to the nature of managerial constraints and
the goals of sharcholders described above, we
generated hypotheses that predicted a positive
relationship between Dumership concentration
and performance in market-oriented systems,
but no relationship in network-oriented systems.

Our results deviated significantly from our
cxpectations and offered a strong indication that
the micro-processes which underlie national
Systen'ls QF CC']'PDratﬂ gﬂvﬁfﬂan(.‘ﬂ are too com-
plexto be captured by a simple market/network
dichotomy: As expected, we found no relation-
ship between ownership and performance in
Canada and in the network-oriented systems
of France and Japan, but we also ohserved no
such relationship in the United Kingdom—one
half of the presumed “Anglo-American” mar-
ket-oriented system. As predicted, we found a
positive ownership-performance relationship in
the United States (the other market-oriented
Anglo-American systern), but contrary to our
expectations we found an even stronger posi-
tive relationship in Germany an archetypal net-
work-oriented system.

Thus, in terms of what is certainly the most
studied theoretical relationship in corporate gov-
ernance, the link between ownership concen-
tration and firm performance, we found strong
evidence inconsistent with the widespread be-
Hef that there exist two distinct systems. In other
words, the market/nerwork dichotomy is incon-
sistent with empirical observarion regarding what
most experts consider to be the most critical re-
lationship in corporate governarnce. !

Conclusion

The matecrial structural differences documented
in Table IIT, as well as the empirical tests of the
ownership concentration-perfarinance relation-
ship deseribed above indicate that national sys-
tems of governance remain highly distinetive in
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terms of both their structural features and the
ellects these features have on fundamental gov-
ernance relationships, Such a diversity of cor-
porate governance systems across successful na-
tional economics has 2 number of implications.

First, it indicates that even among the elite
group of economies examined here, the conver-
gence of national governance systems is signifi-
cantly less evident than is commonly believed,
In fact, the evidence reported here strongly sug-
gests that even the widespread assumption that
the world's most developed economies have con-
verged on two distinct models of governance
must be approached with extreme cantion.

Set against the backdrop of the extensive
dilferences documented above, recent devels
opments such as the unwinding of some eq-
ity cross-holdings in Japan, the 1999 repeal
in the United States of the Glass—Steagall Act
{which severely circumscribed the ability of
LS, banks to hold and exercize equity stakes)
and the Vodafone-AirTouch hostile takeover
OfMannesrnann, represent, at best, quite mod-
est steps towards convergence,

Second, it is clear that in today’s increas-
ingly integrated global cconomy, an effective
system of corporate governance is one that pro-
moles economntic development and engenders
internationally competitive firms. On the other
hand, a viable system of corporate governance
must also reflect a society’s basic values con-
cerning the rights and responsibilities of eco-
nomic actors. As such, successful national
systems of corporate governance are those that
have created viable and enduring solutions
that rellect both glohal forces for convergence
and national forces for local varistion. While
it is clear that many countries arcund the
warld have yet to develop effective governance
systems, our [inding that rather distinct sys-
tems have evolved and continue ta be em-
Ployed aeress successful and allluent
economies suggests that the need for global
convergence on many dimensions of corpo-
rate governance may be overstated.

Lastly, while the notion of best Ppractice is
powerfully seductive, it is also potentially mis-
leading and possibly detrimental when it comes
to systems of corporate governence. In fact,
scholars of industrial organization and strate-
gic management have long understood that
what constitutes best practice is highly contin-
genl upon both Function and context. Since
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what constitutes best practice can be context
specific, there is likely no one best governance
systerm, bul rather a variety of systems with rela-
tive advantages and disadvantages and these
may vary across both countries and industries.
According to Michael Porter,*

Ownership structures, capital market con-
ditions, and the nature of corporate gover-
nance have...broad influences on national

advantage...Nation's will succeed in indus-
trics where the goals of owners and manag-
ers match the needs of the industry

Viewed m such a manner, the observed het-
crogeneily of national governance systems we
describe above is representative of both an effi-
cient specialization of function and a robust di-
versity of economic activity which would be lost
if radical harmonization were to take place.
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