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CORPORATE GOVERNANCE QUALITY
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Abstract

Corporate governance quality in most countries hasrall improved, although to varying
degrees and with a few notable exceptions. Corporatergance issues are especially important in
emerging countries, since these countries do natehthe long-established financial institution
infrastructure to deal with corporate governanceauiss. This paper discusses how emerging countries
are dealing with corporate governance quality issuén emerging countries the impact of
improvements in corporate governance quality omlitianal measures of real economic activity was
positive, significant, and quantitatively relevaatd the growth effect is particularly pronounced fo
industries that implemented principles and codesogborate governance.

Key words: corporate governance quality, corporate govemaniticiples, emerging commerce
JEL classification: G30, G38

1. Introduction

The compatibility of corporate governance practieéth global standards has also
become an important part of corporate success.pfdetice of good corporate governance
has therefore become a necessary prerequisitenjocaporation to manage effectively in
the globalized market.

The term “corporate governance” is a relatively raave both in the public and acade-
mic debates, although the issues it addresses theere around for much longer, at least
since Berle&Means (1932) and the even earlier Sr{iff76).In the last two decades,
however, corporate governance issues have becopertamt not only in the academic
literature, but also in public policy debates. Dgrithis period, corporate governance has
been identified with takeovers, financial restruirctg, and institutional investors' activism.
One can talk about the governance of a transaatioaclub, and, in general, of any econo-
mic organization. In a narrow sense, corporate gmree is simply the governance of a
particular organizational form - a corporation.

Viewing the corporation as a nexus of explicit amglicit contracts, Garvey and Swan
assert that governance determines how the firnpsdiecision makers actually administer
such contracts [Garvey and Swan, 1994].
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Shleifer&Vishny define corporate governance byistathat it deals with the ways in
which suppliers of finance to corporations assiwartselves of getting a return on their
investment [Shleifer&Vishny, 1997]. A similar comeis suggested by Caramanolis-
Cotelli, who regards corporate governance as bdetgrmined by the equity allocation
among insiders and outside investors [Caramandiigil; 1995].

John and Senbet propose the more comprehensivetidefithat corporate governance
deals with mechanisms by which stakeholders of gparation exercise control over
corporate insiders and management such that thesreists are protected [John&Senbet,
1998]. They include as stakeholders not just slwddelns, but also debt holders and even
non-financial stakeholders such as employees, mupplcustomers, and other interested
parties. Hart closely shares this view as he sugdleat corporate governance issues arise in
an organization whenever two conditions are pregéait, 1995]. First, there is an agency
problem, or conflict of interest, involving membess the organization — these might be
owners, managers, workers or consumers. SeconusattBon costs are such that this
agency problem cannot be dealt with through a echtr

Zingales defines corporate governance as the comspleof constraints that shape the
ex-post bargaining over the quasi-rents generayea firm [Zingales, 1997]. He considers
that all the governance mechanisms discussed ilitehature can be reinterpreted in light of
this definition.

An OECD study considers that corporate governasdhe system by which business
corporations are directed and controlled (1999)e Tdorporate governance structure
specifies the distribution of rights and resporiies among different participants in the
corporation, such as, the board, managers, shaessohnd other stakeholders, and spells
out the rules and procedures for making decisionsasporate affairs. By doing this, it also
provides the structure through which the companjeailves are set, and the means of
attaining those objectives and monitoring perforagan

Roe define corporate governance as the relatioggtithe top of the firm - the board
of directors, the senior managers, and the stodkinsl(2004). In his opinion institutions of
corporate governance are those repeated mechathiatredlocate authority among the three
and that affect, modulate and control the decisinade at the top of the firm.

Core corporate governance institutions responavéodistinct problems, one of verti-
cal governance (between distant shareholders anthgess) and another of horizontal
governance (between a close, controlling sharehalde distant shareholders).

A few studies have examined corporate governanesmi@rging markets. Researchers
[Claessens&al, 1999; La Porta&al, 1999; Lins, 2068ye studied the implications of the
concentrated corporate ownership that is commanany emerging and developed markets
and conclude that the principal agency problemangd corporations around the world is
that of restricting expropriation of minority shigdders by the controlling shareholders.

2. Improving corporate governance

Corporate governance is receiving substantial tterin developed countries. Think
tanks and business associations throughout thelageng world and in the transitional
economies are also focusing resources on corpgoatrnance.

In order for corporate governance measures to laweeaningful impact in any
economy, a set of core democratic, market institigj including a legal system to enforce
contracts and property rights, needs to be up amuhimg. Yet, in most developing
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economies, even the most basic democratic, mankétutions may be weak. Given these
circumstances, instituting corporate governanced@veloping and emerging markets
requires more than merely exporting well-establishedels of corporate governance that
function within the developed economies. Speciantion needs to be given to establishing
the necessary political and economic institutiomst tare tailored to a country’s specific
needs and that give corporate governance effeasgen

Each region is in a different stage of establishsagdemocratic, market-based
framework and a corporate governance system. Heaoh, nation has its own particular set
of challenges. Some of the general challenges antifiy developed and emerging
economies include [Adegbie-Quaynor, 2007]:

Table 1: Corporate Governance Problems

Developed country Developing countries

B Dispersed ownership: agency B Concentrated ownership: agency problems
problems between shareholders and between controlling and minority shareholderg
managers m |neffective Boards

B Empire building of CEOs — Poor Capacity

B Excessive remuneration (stock — Passive Approach
options) — Low independence

B Insider trading B Conflicts of Interest;

B Defense mechanisms (poison pills,| ®  Minority Shareholder mistreatment, especially|in
staggered boards) change of control situations

B Non-disclosure of information B Succession / Family Business Issues

B Internal control problems B  Transparency / Internal Controls / Audit
(independence of auditor) Function

Although instituting corporate governance is chegdmtneficial for firms and countries,
the rapid pace of globalization has made the negentt Doing so requires that firms and
national governments make some fundamental cha@pmapanies must change the way
they operate, while national governments must éstakand maintain the appropriate
institutional framework.

Efforts to improve corporate governance by esthlis international standards began
roughly 15 years ago and have recently gained emagrmomentum.

In Table 2 are presented the main countries whasteldp full texts of corporate gov-
ernance codes, principles of corporate governandearporate governance reforms both in
developed countries and developing countries. C(@Riporate governance regulation in-
dex) is the product between years of developmeshihamber of acts.

Table 2: Corporate governance regulation index

Countries Development period Number of acts CGRI

Developed countries

Australia 1995-2007 9 117

Austria 2002-2007 4 24

Canada 1994-2007 7 98
Denmark 2000-2007 4 32

Finland 2003-2007 2 10

France 1995-2007 6 78
Germany 1998-2007 11 110
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Iceland 2004-2007 2 8
Ireland 1999-2007 1 9
Italy 1998-2007 5 50
Japan 1997-2007 5 55
New Zealand 2003-2007 5 25
Norway 2004-2007 4 16
Portugal 1999-2007 6 54
Sweden 2001-2007 5 35
Switzerland 2002-2007 3 18
Netherlands 1997-2007 6 66
United Kingdom 1992-2007 21 357
USA 1997-2007 12 132
Emerging countries

Bangladesh 2004-2007 1 4
Brasil 1999-2007 3 27
Bulgaria 2007 1 1
China 2001-2007 2 14
Cipru 2002-2007 3 18
Czech Republic 2001-2007 2 14
Estonia 2006-2007 1 2
Greece 1999-2007 2 18
Hungary 2002-2007 2 12
India 1998-2007 3 30
Indonesia 2000-2007 3 24
Jamaica 2005-2007 3 9
Latvia 2005-2007 1 3
Lithuania 2003-2007 1 5
Mexico 1999-2007 1 9
Peru 2001-2007 2 14
Poland 2002-2007 4 24
Romania 2000-2007 2 16
Russia 2002-2007 1 6
Turkey 2003-2007 1 5
Ukraine 2003-2007 1 5

Source: European Corporate Governance Institutedéx of all codes”, http://www.ecgi.org

There appear to have been improvements in estafgigbrinciples and codes that
regularize corporate governance in a few emerginmuies [Poland, Brasil, India etc]. This
suggests a tendency toward convergence in corpgoaternance quality across emerging
countries. Most of the emerging countries are atltbginning of the developing corporate
governance framework process.

3. Corporate governance quality

For the analysis of comparative corporate govermanality | use the works of de
Nicolo&al (2006) and Sudarat&Eichengreen (2007)rstFiauthors have constructed
outcome-based measures of the quality of corpogateernance for a wide sample of
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countries for the period 1994-2003. Last authordatgd the corporate governance quality
through 2005.
The Corporate Governance Quality index is a simplerage of three indicators,
called:
e accounting Standards (AS),
« Earning Smoothing (ES),
« Stock Price Synchronicity (SPS).

A. Accounting Standards

The first indicator is a simple measure of the amdaf accounting information firms
disclose, and is constructed similarly to the indeported by the Center for International
Financial Analysis and Research (CIFAR) until 1993.

CIFAR uses information based on the top 8 to 40 gamies (depending on data
availability) and on 90 items selected by profesai@ccountants CIFAR, 1993).

B. Earning Smoothing

The second indicator is a measure of “earnings ibfigoroposed by Leuz&al (2003)
and Bhattacharya&al (2003). It tracks the extentwtoch managers may conceal the true
performance of firms using accruals to smooth flatbns of annual profits. Specifically, it
is the rank correlation between cash flows (beforg accounting adjustments) and profits
(after accounting adjustments) across a set offaitreach point in time. This indicator is an
important complement to the first indicator, siredarge number of reported accounting
items may be meaningless if accounts are serionahjipulated or misrepresented.

C. Stock Price Synchronicity

The third indicator is a measure of stock pricectyanicity proposed by Morck&al
(2000), given by the average goodness-of-fit ofe@sgions of each company’'s stock return
on country-average return in each year. These euifow that after controlling for other
drivers of co-movements in stock prices not necédgseelated to corporate governance,
more synchronous stock prices are found in couinievhich corporate governance is poor
and financial systems are less developed.

The overall index and its components are availdbie41 countries, including 19
emerging markets, annually for the period 1995-2005

The evolution of corporate governance for the &dmple, individual regions, and
emerging and advanced countries is shown in Table 3

Table 2: Corporate governance quality index
1995] 1996] 1997 1998 1999 2000 2001 2002 2003 2QEEO5

All 58.7 | 60.2 | 58.0| 58.9| 60.7 61.1 610 63[2 63.9 .76465.2
Asia 57.0| 58.8| 57.7/ 58.2 59.Yy 60/7 599 60.7 6p2.34 61.7
Latin

. 52.4 | 54,7 | 50.0| 53.2] 55.4 56./ 543 589 591 60.82.4¢
America

Europe 609 62.2| 599 60.0 619 617 616 646 65659 | 655

Others 62.8| 633/ 629 636 6583 657 690 686 G92.0 | 74.0
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Emerging | 55.4 | 57.5| 545| 56.21 575 588 57/4 593 60.4 60.9.6 ¢
Advanced | 61.0 | 62.1| 60.5| 60.8 630 632 635 659 664 6/7.3.86¢

Source: Corporate governance indices from 1995-200661 De Nicolo&al (2006), extended
through 2005 by Sudarat&Eichengreen (2007)

There appear to have been improvements in corpgoaternance both Asia and Latin
America, although progress has been a bit slowethé Asian case. This suggests a
tendency toward convergence in corporate governgoedity across both emerging and
developed regions.

4. Conclusion

The crusade to institute rigorous corporate govareds not over once these key po-
litical and economic institutions are in place. WAtsigned, well-functioning institutions
can only enforce existing corporate governancedames and codes. If these guidelines or
codes fail to address key corporate governancess®&ven the best institutions will be un-
able to offer solutions. Many codes, including ®BECD principles, fail to address some
corporate governance issues. A crucial weaknesxiefing guidelines is that the rules do
not apply to all corporations equally.

In order to be effective, existing guidelines néede supplemented to address these
types of corporate governance issues as well.

During 1995-2005 there have been improvements i duality of corporate
governance in the last ten years Progress is appara wide variety of emerging markets.
At the same time, the comparison with advanced @oigs suggests that the process is in-
complete. The question is whether emerging madatseliminate this shortfall.

One view would be that effective corporate goveceais an organic part of the larger
process of economic and financial development aatl émerging markets can close their
corporate governance quality gap by adopting goothbarate governance principles,
maintain macroeconomic and political stability, ojmg to foreign investment is good for
corporate governance.

One of the most important conclusions of this papéhat the extent of legal reform in
these areas of the law has been impressive. In figahy of the emerging countries can
today boast higher levels of investor rights protecthan some of the most developed
market economies. Yet, the development of the law hot been matched so far by the
development of financial markets. Improving the lansuch an environment is at best a
partial solution, but will not be rewarded unlesscanmitment to rule-based governance of
markets is made credible.
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