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Key Messages
[¶] References are to paragraphs.

There is a consensus about the close relationship be-
tween sustainable reforms in corporate governance and
the matching reforms in public sector governance. Re-
forms in corporate governance require strong pub-
lic sector institutions. For this reason, good public
governance has taken center stage in economic
policymaking. Both public and corporate governance
systems must be reformed together to achieve sustain-
able benefits. [¶ 5, 7, 10]

Corporate governance systems emerge from a country’s
legal and regulatory environment, corporate sector and
culture. There is neither a single best corporate gov-
ernance system nor is it appropriate to prescribe one
system for all countries. It is questionable whether glo-
balization results in an inevitable convergence toward a
US-type market model because the very process of glo-
balization creates inequities that deter convergence. In
any case, transformation from one system to another
takes time, maybe generations. [¶ 13, 15]

The definition of business groups needs to go beyond
traditional equity ownership to include affiliation
through common bank relationships, cross-director-
ships and business alliances. Groups can beneficially
substitute for missing institutions in an economy but
can also exploit minority shareholders. One cannot con-
clude that groups are either purely welfare enhancing
or purely welfare reducing. Countries are better off to
focus their policies on building institutions that pro-
mote the development of markets rather than on
tightly regulating companies, particularly business
groups. [¶ 16, 19, 20, 21, 25]
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While globalization may induce convergence to a single
corporate governance system, there are equally power-
ful inertial forces that inhibit such convergence. A change
in governance systems is difficult because it requires si-
multaneous changes in institutions, laws and enforcement
agents and further, many special interest groups in soci-
ety may oppose the change. Such complementarities,
social structure and cultural factors suggest that there
can be many optimal governance systems that are struc-
turally different but equally effective. The “convergence”
to a single governance system may be only “on-the-
books,” or de jure, rather than actual adoption in prac-
tice, or de facto. Finally, the convergence observed in
practice appears to be driven more by economic inter-
dependence among countries rather than the desire to
adopt a global, e.g., OECD or US, standard. [¶ 6, 26, 28]

Companies can use corporate governance as a source
of competitive advantage to gain access to financial mar-
kets, expand into foreign markets and acquire technolo-
gies. Companies should harmonize their governance
systems with globally acceptable systems, especially ac-
counting and disclosure standards. However, harmoniza-
tion does not mean converging to only one corporate
governance model because such systems develop under
different institutional systems and legal and regula-
tory framework within each country or region. [¶ 7,
12, 16, 30]

The emphasis of legal and regulatory reforms to strengthen
corporate governance should be on implementation and en-
forcement. A sound reforms policy should combine man-
datory and voluntary requirements in order to achieve
adherence to sound corporate governance in practice.
This approach is necessary because the main problems of
corporate governance in Asia are the dominance of the Board
by controlling shareholders and expropriation of minority
shareholders’ wealth. There should be balanced and progres-
sive enforcement from introduction of regulations to ensur-
ing their adoption in practice. The quality of enforcement
should be evaluated on a continuing basis. [¶ 36, 38, 39]

There is a close relationship between public, political
and corporate governance. More corruption is associ-
ated with weaknesses in democracy and in corporate gov-
ernance. The best antidote to corruption is transparency,
commonly known as “sunshine.” Transparency in gov-
ernment is promoted by publicly exposing corrupt prac-
t ices  and thei r  perpet ra tors ,  by encouraging
“whistleblowers” and by simplifying rules and proce-
dures. In Asia, newly installed market systems should
come together with strengthened supervision, account-
ability and system of penalties. [¶ 41, 44, 45, 46]

Because of globalization and entry of foreign capital and
technology, emerging market countries need to improve
the public governance and ethical environment for cor-
porate governance. If public governance is of low qual-
ity, it is difficult to implement sound corporate governance

and to operate the businesses at high ethical standards.
Public institutions have important roles in oversight of
corporate governance and in laying down the rules. An-
other important nexus of public and corporate governance
is a corruption-free and effective judicial system be-
cause it is where firms end up if they disagree and where
corporate officers interact with public supervisory offi-
cials. Public and corporate governance systems, while
evolving from lessons learned from experience, requires
good laws and honest and competent officials to enforce
them. [¶ 51, 52, 58]

Privatization is not the sole solution to reforming cor-
porate governance of SOEs because many of them are
producing public goods and newly-market economies use
them as an intermediate step to a long-term privatization
process. Reforms in SOEs aim to increase their economic
efficiency and reduce government subsidies. However,
reforms are difficult because of the complex agency prob-
lems in SOEs involving multi-layered and hierarchical
problems involving people who elect public officials,
political leaders and SOE managers. External reforms
of SOEs should proceed through increasing competition,
withdrawing subsidies, reforming and restructuring SOEs
to enable access to the financial sector. Internal reforms
of SOEs should include corporatization, representation
of the State by an agent, improving management, reform-
ing the SOE board of directors and contracts based on
management performance. [¶ 59, 60, 61, 64]

Based on experience, SOEs are hampered by the exces-
sive, bureaucratic regulations and intervention of a
government that holds both ownership and regulatory
rights. In some countries like the People’s Republic of
China, the economy itself is undergoing several types of
complex and difficult transitions from a closed and con-
trolled economy to a market-oriented one. At the practi-
cal level, it has been observed that political priorities of
government rather than transparent economic welfare cri-
teria determine who will manage SOEs. Reforms being
worked out that are common to many countries are: prag-
matic approaches, encouraging managerial autonomy
and incentives, divestment of some government equity
to institutional investors and empowerment of SOE
boards. [¶ 66, 67, 71, 74, 76, 78]

Introduction

1. The Capacity Building Conference on Reforming Pub-
lic And Private Sector Governance In Asian Countries was
jointly organized by the Asian Development Bank Institute
(ADB Institute) and the Strategy and Policy Department of
the ADB. The main theme of the Conference was to highlight
the close relationship between public and private sector gov-
ernance and to explore appropriate changes in public gover-
nance necessary to strengthen corporate governance. The
conference brought together a large number of international
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experts and participants to exchange and share views and ex-
periences with one another. Participants came from the
People’s Republic of China (PRC), India, Indonesia, Korea,
Malaysia, Philippines, Singapore, Thailand and Viet Nam.

2. Resource persons for the conference included eminent
experts from international organizations such as the ADB,
ADB Institute, the World Bank; major regional and interna-
tional research and academic centers; and government minis-
tries and regulatory agencies. This paper provides a summary
of the conference proceedings.

3. The main topics covered in the conference included the
following:

● Conceptual issues in corporate governance
● Alternative models of corporate governance and their

relative strengths and weaknesses, including a com-
parative analysis of bank-based and market-based
systems

● Legal, regulatory and institutional reforms to strengthen
corporate governance

● Public ethics, transparency, and anticorruption mea-
sures

● The nexus between public and corporate governance
● Corporate governance of State-Owned Enterprises in

the Asian countries
● Corporate governance of family firms and business

groups
● Globalization and its implications for Asian corporate

governance

4. Mr. Gerald Sumida, Legal Counsel of the ADB gave
the opening remarks and Dr. Masaru Yoshitomi, Dean,
ADB Institute opened the Conference. In his opening re-
marks, Sumida presented key observations about corporate
governance reforms. He said that a necessary underlying sup-
port for sound corporate governance is the rule of law, for
which there is a need for having the right laws and a deepen-
ing civic culture and enforcement institutions. He also pointed
out that environment is important, but he cautioned against
transplanting governance principles from highly developed
economies into Asian countries. Every country, he proposed,
should adapt what can be learned from other jurisdictions
because it has to rely on its own limited institutional capaci-
ties when implementing its rules on corporate governance.
Finally, he called for a discussion of corporate governance
reforms from a regional perspective in order to learn from
other countries and to establish strategic linkages in imple-
menting these reforms.

5. In his opening address, Yoshitomi noted that good corpo-
rate governance is increasingly recognized as critical to achiev-
ing sustainable economic growth. Many countries have moved
to introduce reforms. ADB Institute’s program of capacity-build-
ing workshops aims to assist countries in building their institu-
tional capacity to carry out those reforms. He said that this third
conference is designed to identify policy options and build in-

stitutional capacities in the design and implementation of pub-
lic and corporate governance reforms in Asian countries. He
informed participants that the scope of the workshop was broad-
ened to include public sector governance because of a consen-
sus that a close relationship between corporate and public sector
governance exists and that sustainable reforms in corporate
governance need matching reforms in public governance. He
pointed out that the program was also deepened and expanded
to examine the links between corporate and public sector gov-
ernance including judicial reforms to protect economic rights,
anti-corruption measures, civil service reforms and the impor-
tance of the rule of law in sustaining economic reforms.

6. He identified three issues in the corporate governance
reform process, namely: (i) inability to carry out reforms be-
cause of weak public sector institutions, (ii) a dearth of policy
prescriptions for reform of governance of SOEs (even as they
dominate many economies in the region), and (iii) trends for
globalization that contribute to pressure to adopt the Anglo-
American model of corporate governance, a system that may
not be suitable for essentially stakeholder-based systems in
Asian countries. He presented the main objectives of the work-
shop, namely: (i) to increase awareness of issues in corporate
governance through exposure to country experiences and lat-
est research results in this field, (ii) to impart practical skills
in diagnosing, reforming and implementing improvements in
corporate governance systems, (iii) to examine issues in en-
forcement of governance reform measures, (iv) to examine
aspects in public governance that should be strengthened to
increase the effectiveness of corporate governance reforms,
and (v) to understand issues in strengthening the corporate
governance of SOEs. Yoshitomi closed with a brief review of
the current work of ADB Institute, where he explained the
Institute’s main activities like: explaining post-crisis economic
systems that combine markets, institutions and governments;
research in development paradigms like corporate governance
that includes commissioned studies in Thailand, Indonesia,
Korea and India; and the Asia Policy Forum that addresses
major policy issues like those on how to prevent another capital
account crisis and designing of a new financial market for
post-crisis Asia. Finally, he urged everyone to actively par-
ticipate in the workshop and to have fruitful discussions.

Governance in Asian Countries:
Problems and Issues

7. Dr. Raj Chhikara, Senior Capacity Building Special-
ist, ADB Institute, began his presentation on “Governance
in Asian Countries: Problems and Issues.” Defining public
governance as the process and institutions by which authority
in a country is exercised, he set out its scope as encompassing
the process of installing and replacing governments, the ca-
pacities of such governments and the respect by citizens for
institutions that preside over civil society. Some of the opera-
tional manifestations of good public governance are political
stability, accountability of officials, effectiveness of govern-
ment, quality of regulatory framework, rule of law and con-
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trol of corruption. He noted that good public governance has
taken center stage in economic development policy making
in all countries.

8. Corruption, which Chhikara defined as the misuse of of-
fice for personal gain, impairs operating efficiency,
misallocates resources from the efficient to the dishonest and
hurts mostly the poor. Chhikara pointed out that control of
corruption is the focus of international multilateral agencies’
research, control and capacity-building measures and policy
advisory work. He enumerated measures to combat corrup-
tion like disclosure of assets and public exposure, imposing
penalties for top officials who engage in corruption, empha-
sis on prevention of corruption, focus on the “corruptor” as
well as the “corrupted,” protection and rewards to
“whistleblowers,” creation and promotion of an ethics cul-
ture, promotion of a free press and strengthening specialized
anti-corruption agencies.

9. Shifting to corporate governance, Chhikara explained that
failure in corporate governance systems contributed to the
Asian financial crisis and that reforms are essential to restor-
ing the region’s economic growth. He defined corporate gov-
ernance as the structure by which the shareholders, through
its board and management, set objectives, determine the means
for achieving them and monitor actual performance of the
company. He pointed out key problems in the Asian context,
namely, whether the focus of corporate governance should be
to promote stakeholders’ welfare or just shareholder value like
in the US, the weak system for protection of minority share-
holders’ rights, the rent seeking behavior of business groups,
ineffective boards, ineffective monitoring of firms by finan-
cial institutions including their creditors and institutional in-
vestors, and inadequate disclosure and transparency.

10. A third class of governance issues reviewed by Chhikara
is corporate governance of SOEs. He said that little attention
has been given to this issue because of the fallacy that
privatization is a solution to governance problems of SOEs.
After the privatization process has taken its course in many
countries, Chhikara noted that the many remaining SOEs could
still greatly benefit from governance reforms. However, he
cautioned that corporate governance in SOEs involves very
complex agency problems. He explained the “comple-
mentarity” hypothesis that all essential parts of a corporate
governance system should be reformed simultaneously in or-
der for the reform to be effective. According to him,
complementarity raises the costs of reforms because commit-
ment to reforms diminishes unless there are large prospects
for improvement in firm performance. He concluded his pre-
sentation with the proposed extension of the complementarity
hypothesis, i.e., that both public governance and corporate
governance systems must be reformed to achieve sustainable
benefits. This hypothesis generates two immediate research
tasks, namely to establish links between public and corporate
governance and if they are so linked, to identify small im-
provements in aspects of public governance that will gener-
ate major reforms in corporate governance.

Alternative Systems of Corporate
Governance: Principles and Practices

11. In his presentation on this topic, Dr. Cesar G. Saldaña,
Professor, University of Asia and the Pacific started out by
defining corporate governance as the means whereby provid-
ers of funds recover their investments by exercising ultimate
control and ensuring that managers act in their best interest.
He pointed out that governance mechanisms are costly and
their effectiveness depend on the many social, economic and
legal institutions that make markets work efficiently. Saldaña
identified three corporate governance systems characterized
by the sources of financing: the Equity Market System (EMS);
Bank-Led System (BLS); and the Family-Based System
(FBS). He described EMS as the use of financial markets to
discipline companies through action of investors in the stock
market. EMS works because ownership is widely dispersed
and many investors, acting individually, vote on management’s
action by trading shares in the stock exchange. An agency
problem arises under EMS because of separation of the dis-
persed owners from their managers. Under EMS, an “equity
culture” channels equity funds to companies that are then made
accountable for those funds by a fairly strong legal and regu-
latory framework of shareholder protection and disclosure
standards. He noted the consensus that only the US and the
United Kingdom clearly fall under EMS. Under BLS, banks
have long-term relationships with companies. Banks control
corporate management by asking them to provide internal,
confidential information. Germany, Japan and Korea are ex-
amples of BLS corporate governance system. Under FBS,
ownership is concentrated among a few large family-based
shareholders. There is no agency problem because owners have
full control over management but the issue is the possible
expropriation of minority shareholders’ wealth by the large
shareholders who control management.

12. Most Asian countries have FBS because historical cir-
cumstances allowed families to accumulate wealth that they
used to set up companies. Saldaña noted that pyramid struc-
tures are characteristic of FBS. This structure creates a diver-
gence of management control and cash flow rights that, in
turn, creates opportunities for large shareholders to expropri-
ate minority shareholders. He cited previous studies that con-
sidered the three systems as stages in the development process
of a company. Family-based owners contributed capital and
entrepreneurial skills in the early stages of growth of the com-
pany. At that stage, capital raised from family resources is
sufficient to sustain growth and purely internal control sys-
tems are required with the aim of safeguarding capital. Later
as the company grows further, it calls upon banks to provide
credit, on the strength of which banks get to participate in
some of the corporate governance process. As companies out-
grow their banks, they need to raise equity from the public
investors so they have to adopt aspects of EMS-style gover-
nance to gain entry into the capital market.

13. Saldaña described three main issues in corporate gover-
nance, namely the agency problem, protection of sharehold-
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ers especially minority shareholders and information asym-
metry. The agency problem focuses on such issues as: the
board of directors’ control over management, incentive-based
executive compensation, ownership concentration, and bank-
ruptcy procedures. Shareholder protection is concerned with
issues of expropriation of minority shareholders and adequacy
of legal and regulatory framework for shareholder grievance.
Information and disclosure involve the amount and quality of
information disclosures, role of independent external audi-
tors and regulations for disclosure and transparency. He pre-
sented a matrix showing the specific policy issues depending
on the country’s governance system in each of these areas.
There is a consensus that corporate governance systems de-
pend on the country’s legal and regulatory environment, cor-
porate sector, and the culture. This suggests that there is no
“superior system” and it is not appropriate to prescribe, one
system, e.g., EMS, to all countries.

14. Saldaña closed with a brief survey of various proposed
reforms in corporate governance. Some of the proposals to
address the agency problem are to strengthen the board of
directors, promote development of the market for corporate
control and reform bankruptcy laws. To improve protection
of minority shareholders’ rights, the recommendations are to
strengthen the legal framework, require independent direc-
tors, encourage shareholder activism, develop institutional
investors and institutionalize ownership of corporate shares.
To promote information disclosures and improve transparency,
proposals include improving accounting and disclosure stan-
dards, regulating related party transactions and strengthening
regulations against insider trading. He presented the case of
the Philippines groups of companies where groups are typi-
cal of the way families organize their resources. It seems to
be a successful business model to the extent that they have a
growing share of the Philippines economy. Family-owned
groups, he said, that are politically and socially influential
are able to enter industries with high entry barriers. Pyramid
structures are characteristic of such groups with the family’s
holding company positioned at the apex and operating sub-
sidiaries at the base. He noted two reasons why groups struc-
ture themselves as pyramids, namely, to control publicly listed
companies without revealing shareholdings of individual fam-
ily members and to use the resources of subsidiaries (rather
than their capital) to acquire other companies.

15. The open discussion commenced with a comment from
Sumida that committed and dedicated leadership, coupled with
strong institutions will be required to reward good corporate
governance and punish unacceptable behavior. Dr. Tarun
Khanna of Harvard Business School raised the issue of
whether convergence toward the EMS model is inevitable.
He expressed a belief that the very process of globalization
produces inequities that will deter convergence. Even if there
is one, he said, the transformation might take generations.
Sumida concurred with this comment, citing the history of
the US and the confluence of factors that led to its EMS sta-
tus. He said that the propensity of closely held Asian compa-
nies for insider trading and self-dealing requires corrective
mechanisms that are difficult to install and enforce. Mr. Vittal

from India raised the question of whether there should be a
fourth system of corporate governance, i.e., the one for State-
Owned Enterprises (SOEs). Saldana agreed and explained that
SOEs are a special case because government dominates
shareholdings. As such, he said that corporate governance
coincides with political governance and the government’s
social and economic development goals will influence the
SOE’s governance process.

Business Groups in Emerging Markets:
Implications for Asian Countries

16. In his presentation on “Business Groups in Emerging
Markets: Implications for Asian Countries,” Dr. Tarun
Khanna of Harvard Business School explored the social
welfare and economic development effects of business groups
including current policy experiments concerning business
groups in selected countries. He criticized the traditional defi-
nition of a business group because it placed too much empha-
sis on cross-ownership patterns of groups, arguing that other
research found school ties, interlocking directorates and other
informal social linkages among affiliates as important char-
acteristics of groups. He also cautioned about equating groups
with pyramids because of the absence of any good theory that
defines what a group is. He presented evidence that overall,
business groups perform better than unaffiliated companies
for good reasons and bad. He explained that the group struc-
ture substitutes for missing institutions in an economy, which
is good because it improves social welfare, but controlling
owners of groups are also known to exploit minority share-
holders, which is bad because it reduces social welfare. In
Japan, evidence from studies cited by Khanna suggests that
keiretsus perform a mutual insurance function that results in
the sacrifice of returns for lower risk.

17. Khanna cited four possible ways that he called “static
effects,” whereby groups might affect social welfare. First is
by creating and running value-enhancing internal markets for
product, managerial labor and capital that are more efficient
than external markets. Groups, he said, may act as substitutes
for underdeveloped or missing intermediary institutions to the
extent that they facilitate the functioning of markets by allo-
cating managerial talent and capital from surplus to deficit
areas. Second is by acting as the structural vehicle, e.g., in
pyramid ownership, by which controlling shareholders ex-
propriate minority shareholders. Khanna cited growing em-
pirical evidence that expropriation is a concern, particularly
in countries with weak legal and regulatory framework and
enforcement of minority shareholder protection. Third is by
serving as a mechanism for getting favorable treatment from
the power structure of the country, which is socially and eco-
nomically counterproductive to the extent that it impedes com-
petition toward efficient allocation of resources in the
economy. Khanna cited as evidence, a research that found
that the market capitalization of companies associated with
the family of the former Indonesian President sharply declined
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whenever there were negative news about the health of the
former President. Fourth, and here Khanna said there is little
evidence, groups may be organized to increase market power,
e.g., by their propensity to organize cartels. On the strength
of these roles of groups, Khanna concluded that groups are
not likely to be purely socially good or purely socially harm-
ful, in particular, at least some of them are “paragons” (e.g.,
Chilean groups) while some others are “parasites” (e.g., some
groups in Indonesia).

18. Next, Khanna discussed what he called the “dynamic”
effects of groups along three aspects, namely, effect on in-
dustry structure, development of markets and longevity of
groups. First, he cited the concern that groups might deter
entry by foreigners into an industry by lobbying the govern-
ment for the imposition of tariff and non-tariff barriers on
imports and to prevent entry by multinationals. Likewise, he
said that groups could keep out domestic competitors by ob-
taining preferential access to permits and licenses, thus deny-
ing access to de novo entrants. Second, he said that the mere
existence of groups might hamper the development of mar-
kets, especially financial markets. He noted that by relying
on internal financing and by not coming to the capital market
frequently, groups deter the development of capital markets.
Even when they come to the capital market, he said that fi-
nancial markets analysts might find groups difficult to evalu-
ate. Third, Khanna cited studies showing that groups are
long-lived and continuing to strengthen over time even when
markets are developing, suggesting that they can succeed in a
modern market economy.

19. In conclusion, Khanna reiterated the need to avoid clas-
sifying groups as either welfare-enhancing or welfare-reduc-
ing. He said that emerging markets are better off keeping their
focus on building institutions that promote market develop-
ment rather than on regulating companies, particularly groups
that may just be responses to market failures. Khanna closed
his presentation by citing a number of policy experiments of
various countries involving groups of companies that he sees
as all facing uncertain results. He cited a few of these policy
experiments, namely, (i) PRC’s fostering of business groups
since the mid-1980’s, (ii) Korea’s forced dismantling of busi-
ness groups in the late 1990s to alleviate their “stronghold”
on the economy but with significant losses in efficiency, (iii)
South Africa’s policy to discourage traditional mining houses
and to encourage black-owned empowerment groups, and (iv)
Indonesia’s current discussions to create holding companies
to facilitate restructuring.

Panel Discussion on “Business Groups in
Emerging Markets: Implications for
Asian Countries”

20. Saldaña opened the panel discussion with a presentation
entitled “Business Groups in Emerging Markets: Implications
for Asian Countries.” Citing the case of the Philippines, he

supported Khanna’s proposition that a good definition of
groups need to go beyond traditional equity ownership to in-
clude affiliation through common bank relationship, cross
directorship and business alliances. He pointed out that groups
appear to be a successful way of structuring businesses as
shown by their control of a substantial proportion of the en-
tire corporate sector and stock market capitalization in the
Philippines. Group membership has a positive influence on
performance in the Philippine case, which also supports
Khanna’s conclusions, in particular, that groups show higher
returns and lower financial risk than unaffiliated companies.
The forces that drive the superior performance of groups, ac-
cording to Saldaña, are economies of scale due to relatively
larger asset bases of Philippine groups (as in Korea), the in-
surance function performed by groups (as in Japan, but with-
out sacrificing returns because unlike in Japan, they own the
banks), economies of scope obtained by operating internal
markets for managerial labor and capital, and possibly by rent-
seeking business policies in regulated industries. Saldaña rec-
ommended that regulators improve their monitoring of groups
to inhibit them from engaging in welfare-reducing behavior
like self-dealing and strengthening of their enforcement of
rules to protect minority shareholders.

21. Dr. Sang-Woo Nam, Senior Research Fellow, ADB In-
stitute presented seven motivations for forming business
groups. These reasons support the presentation of Khanna,
namely, the imperfection of external markets, economies of
scale, rent seeking tendencies, expropriation of minority share-
holders, securing market power, risk sharing and tax savings.
He said that for the case of Korea, there was evidence of de-
clining efficiency of internal capital market for groups due to
financial liberalization, failure to monitor groups, cross sub-
sidization from strong to weak subsidiaries, difficulties in mak-
ing managers accountable for their performance and
complications in family concerns that spill over to corporate
decisions. Reviewing the business groups in Korea before the
Asian Crisis, Nam noted that their apparent goal was to maxi-
mize the long-term wealth of the controlling families. Groups,
he said, are distinguished by the lack of separation of owner-
ship and management, poor transparency, high leverage, ex-
tensive diversification and poor profitability. Some of the
current non-restructuring of family-based Korean groups such
as requiring them to improve their financial and business struc-
ture and to strengthen their corporate governance system are
not controversial. However, Nam noted that some reform mea-
sures being taken by the government in Korea concerning
groups are controversial. The examples he gave include the
closing down of group headquarters, rigid government regu-
lation of internal transactions, breakup of groups and a gen-
eral shift to the Anglo-American model of corporate
governance.

22. Dr. Tetsuji Okazaki, Professor of Economics, Univer-
sity of  Tokyo contributed to the panel discussion by present-
ing his findings on the role of zaibatsu in economic
development and the extent and implications of interlocking
directorates in pre-war Japan. He said that the holding com-
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pany of the zaibatsu played the role of monitoring and audit-
ing affiliates, controlled key decisions and frequently dis-
patched directors to affiliates. The effects, he reported, were
beneficial to the extent that return on equity was higher for
zaibatsu-affiliated companies compared to non-zaibatsu com-
panies. He concluded that the holding company for zaibatsu
played an effective role in governance of the groups, in terms
of monitoring the performance of affiliates. Okazaki contin-
ued with a discussion on the extent and implications of inter-
locking directorates and the pervasive practice of appointing
common directors and auditors for banks and non-bank com-
panies in pre-war Japan. He found that banks with interlock-
ing directors were less profitable and had riskier financial
structures, leading to increased probability of bank runs and
closures. In fact, he said the market negatively evaluated the
interlocking directorates and considered the practice as un-
sound, leading to the Showa Financial crisis in 1927 with its
similarities to the Asian crisis 70 years later.

23. Dr. Raj Chhikara raised three points in his remarks.
First, he said that performance of companies is likely to be
affected by its location in the control chain (e.g., the pyra-
mid) because such location determines the degree of control
of the central headquarters (or holding company) over the af-
filiate company. Second, he raised the contrasting evidence
on the effects of diversification. Well-diversified groups ap-
peared to perform better but there are research findings re-
garding the presence of a “diversification discount” or
penalties of the market for groups that diversify away from
their core businesses. Third, he asked about the effects of busi-
ness groups on capital market development, noting that La
Porta et al found a negative correlation between dominance
by groups and the rule of law, corruption and effectiveness of
the judicial system. He said that countries where business
groups are dominant have underdeveloped capital markets.

24. In the open discussion, Khanna pointed out that other
research results, citing similar findings in India, are consis-
tent with the findings of Saldaña that groups outperform lo-
cal companies but under-perform multinationals. He amplified
the findings reported by Saldaña that groups have an advan-
tage in internal sourcing of funds in much the same way that
multinationals avoid cross-border risk. This advantage is im-
portant for countries with limited capital-raising potential.
Okazaki added that in pre-war Japan, the zaibatsus enhanced
market efficiency by taking over and improving poorly per-
forming companies. Chhikara asked whether groups also de-
stroy value, citing research that shares of groups that are
over-diversified sell at a discount because investors can di-
versify by trading their shares in the stock market more cheaply
and efficiently. Within the Tata Group in India, he said, some
groups add, while others destroy, value. Tsui asked about the
social welfare effects of groups, citing La Porta’s study re-
porting a negative correlation between the rule of law and
presence of business groups. Yoshitomi cited the case of Chile,
which achieved efficiency while allowing groups to flourish.
He asked whether that was achieved at the expense of capital
market development and, if so, how to measure capital mar-

ket development.  Khanna suggested two measures—the size
of the analyst community and mobility of managerial and ex-
ecutive talent, and called for tracking these indicators over
time.

25. Vittal said that he liked the characterization by Khanna
of groups as either paragons or parasites, adding that whether
one or the other would predominate in a country depends on
the strength of institutions and markets. He suggested a gov-
ernment strategy of helping create paragons while at the same
time, correcting groups when they tend to become parasites.
Khanna agreed that groups emerge as a reaction to underde-
veloped markets but cautioned that explicitly promoting them
can help make them become too powerful, as in Korea. When
that happens, groups can deter development by monopoliz-
ing managerial talent and financial resources and by creating
barriers to de novo entrants. He cautioned against micro-man-
aging the economy by selecting “winners.” Vittal countered
with examples, like Malaysia’s electronic chips industry and
Taipei,China’s technology parks, of government mustering re-
sources and creating success in a short period of time. He
thinks that the right strategy at the right time can avoid the
trap that Khanna cautioned against. Raval said that groups
appear more capable of opposing regulations. He cited cases
of scams in India where the smaller companies in groups in-
volved were penalized rather than the large ones. Khanna sug-
gested disciplining groups by opening up to foreign
competition, but cautioned that it is a policy that has its own
costs.

Globalization and Corporate
Governance: Implications for Asia

26. Khanna made a presented on the topic entitled “Global-
ization and Corporate Governance Convergence? A Cross-
Country Analysis.” He explored the association between
globalization and convergence of corporate governance sys-
tems across countries. He said that at some level, there is con-
vergence in rules and aims of governance, e.g., creation of
value by the firm, protection of shareholders and creditors
and disclosure of information. However, differences in cor-
porate governance systems appear in the way priorities are
set for resource providers, the choices of channels for provid-
ing information and the way contracts are enforced. He noted
that the notion of convergence of corporate governance sys-
tems comes from the pressure from global competition for
resources (e.g., capital, labor) implemented through global
capital market intermediaries. While that may be the case,
Khanna pointed out that at least three inertial forces inhibit
convergence, namely, complementarities, rent seeking and
multiple optimal systems. Corporate governance rules and
practices result from a system of complementary institutions,
laws and enforcement practices. Reforms in corporate gover-
nance then require changes in all of these elements in order to
be effective. In that case, sunk adaptive costs and positive
network externalities in such systems make switching costly,
deterring convergence. Rent-seeking interest groups that ben-
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efit from the present governance systems may also oppose a
shift toward one global standard of corporate governance.
Finally, complementarities and cultural differences can lead
to many optimal governance systems in the sense that they
are equally effective.

27. In analyzing convergence, Khanna emphasized the dis-
tinction between convergence in form, or the “rules-on-the-
books” (de jure) versus convergence in function (de facto), or
how the rules are actually implemented. He presented the case
of Infosys, an Indian information technology company, that
went for public listing. He said that the pressure to compete
for a global talent pool compelled it to voluntarily adopt, de
facto and de jure, corporate governance policies that are in
line with global standards. Using data from analyst ratings of
corporate governance rules and practices, he found de jure
convergence at the country level. However, the convergence
was not to a common global standard like the US but to rules
that are common among economically interdependent coun-
tries. He did not find any evidence of de facto convergence
among pairs of countries. Khanna’s findings suggest that con-
trary to popular claims of global convergence to the US model
of corporate governance, countries are instead adopting (de
jure) governance rules that are driven by their trade and for-
eign direct investment relationships and by their common le-
gal origins and geographic locations.

28. Khanna reported that he did not find de facto conver-
gence among countries, supporting the proposition that the
interdependence of systems within each country leads to differ-
ent corporate governance systems being suitable for each coun-
try. He offered another interpretation in that globalization of
corporate governance may be happening, but it may be one
driven by the economic interdependence among countries
rather than by American influence. He regarded the evidence
as being consistent with increased regionalism among coun-
tries. There is also the possibility, Khanna said, that global-
ization is not strong enough to overcome local vested interest
groups (e.g., motivated by rent-seeking policies). In any case,
he said that even as globalization may compel countries to
make a de jure adoption of some common corporate gover-
nance standards, there is little evidence that these standards
have been implemented. Further, he found significant time
lags in the adoption of corporate governance standards. He
proposed that time lags be viewed in the context of gradual
economic interdependence within regions.

29. Dr. Ferdinand A. Gul, Professor, City University of
Hong Kong, in his presentation entitled “Good Corporate
Governance Worldwide and Globalization,” posited that the
principal remedy to agency problems is found in sound legal
and corporate governance system. The legal system specifies
the rights of shareholders and the extent of protection of out-
side investors while corporate governance sets the ethical, vol-
untary standards of compliance and quality of investor
protection. Gul presented evidence that the strength of legal
institutions for corporate governance is positively associated
with certain economic performance indicators like exchange

rate depreciation and stock market performance. Next, he pre-
sented the positive association between expected market re-
turn (from a survey by Far Eastern Economic Review of 30
August 2001) and minority shareholder protection, the rule
of law, and judicial efficiency and the negative association
with the degree of corruption. For corporate governance, Gul
used transparency as the most important factor as measured
by an “opacity” index generated by Price Waterhouse Coo-
pers (2001). An opaque company is characterized by a lack
of accurate information on the company’s activities which,
when combined with weak checking mechanisms, results in
inability to avoid or deal with financial problems. Gul showed
evidence that the degree of opacity is negatively associated
with protection of minority shareholders and quality of cor-
porate governance.

30. Gul noted that companies appear to use corporate gover-
nance as a source of competitive advantage to gain access to
financial markets, to expand into foreign markets and to take
advantage of technologies that allow them to compete in a
global marketplace. He expressed an opinion that harmoniza-
tion of corporate governance systems is a desirable goal es-
pecially in accounting and financial disclosure standards.
However, he said harmonization does not mean converging
to only one corporate governance model, noting that OECD
and the Business Advisory Group on Corporate Governance
believe in avoiding the “one size fits all” approach. He ex-
plained that governance systems develop under different in-
stitutional systems and legal and regulatory framework
structures within each country.

31. Vittal started the open discussion with the question of
whether good corporate governance guidelines should be pre-
scribed, on the grounds that they bring efficiency to firms and
economic growth to the country. Khanna agreed that good
corporate governance is unambiguously good but the process
of transition to that standard is costly and has not immedi-
ately happened in reality even if firms appear to have legally
adopted them. On the other hand, allowing global competi-
tion to force firms to adopt those guidelines may not work
either because competition may not be strong enough to
achieve this purpose. Chintana from Thailand asked whether
global competition is likely to encourage Thailand’s priority
sector, the small- and medium-scale enterprises (SMEs) to
improve their corporate governance practices. Khanna re-
sponded that if globalization-imposed good governance prac-
tices have little effect on large companies, then they would
have even less effect on SMEs. Two factors explain such an
expectation of weak effect, namely, SMEs do not access the
capital market and firms controlled by families do not have
governance problems.

32. Yoshitomi said that studies found difficulties in devel-
oping capital markets in developing countries because the laws
and regulations to protect public investors take too long to set
up and implement. In those countries, banks are the main
source of financing especially for SMEs and are better posi-
tioned to initiate reforms in corporate governance. Sumida
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added that while banks may be the initial source of financing,
SMEs may outgrow their banks and be compelled to raise
venture capital from venture capitalists that can then be ex-
pected to push for better corporate governance at SMEs.
Novira from Indonesia asked whether political condition is
one of the considerations because Indonesia with its prob-
lems in political stability could not move forward in corpo-
rate governance reforms. Gul said that political stability is a
necessary condition for economic growth and better corpo-
rate governance.

Legal and Regulatory Reforms for
Strengthening Corporate Governance:
Implementation and Enforcement Issues

33. Ms. D.N. Raval, Executive Director of the Stock
Exchange Board of India (SEBI) discussed the legal and
regulatory reforms to strengthen corporate governance in In-
dia, citing that reforms are motivated by weak protection of
shareholders, lack of accountability of management to stake-
holders, agency problems and inadequate monitoring and en-
forcement of the law. She cited corporate failures in India,
the challenge and opportunities offered by the capital market,
and entry of foreign investors as good motives for setting and
enforcing globally oriented corporate governance rules. She
said SEBI wants to strike a balance with its acceptance of the
Kumar Mangalam Birla Committee’s report prescribing the
objective of corporate governance as enhancing shareholder
value while protecting the interest of stakeholders.

34. Raval said that reforms in corporate governance in India
focus on the board of directors, shareholders and board com-
mittees. Reforms that address the board are those mandating
the number of independent directors at one-third to one-half
of the total number of board members depending on whether
the chairman is executive or not, restricting the number of
directorships currently held by a director to 10, and requiring
that directors be compensated to enable companies to attract
competent and qualified directors. Reforms introduced to ad-
dress issues on shareholders are the requirements to: publish
quarterly financial statements, encourage the involvement of
shareholders in annual general meetings, use postal ballots
for exercise of rights by shareholders who are unable to at-
tend general meetings, and expand the types of decisions ac-
cessible to postal ballot. On reforms of board committees,
Raval identified the requirements for setting up an audit com-
mittee, a remuneration committee and a shareholder/investor
grievance committee. The audit committee is mandatory in
India with a minimum of three non-executive directors and a
minimum of three meetings a year. Similarly mandated is the
shareholders/investors grievance committee, headed by a non-
executive director, whose role is to seek redress for issues
and concerns of shareholders and investors. Raval closed her
presentation with a comment that SEBI will emphasize en-
forcement by soon permitting class action suits and issuing
penal provisions. However, she expressed concern that the
slow judicial process can prevent, as it did on many past oc-

casions, enforcement agencies like SEBI, from seeing the
immediate fruits of their actions.

35. Dr. Judy Tsui, Head and Chair Professor of the
Accounting and Corporate Law Center, City University
of Hong Kong presented the motivation behind the legal and
regulatory reforms in Hong Kong by going through some of
the incidents of corporate misconduct around the time of the
Asian crisis and some of the highest paid directors of poorly
performing Hong Kong companies. She said that the Hong
Kong government’s policy is to adopt a combination of man-
datory and voluntary requirements for corporate governance
in order to develop adherence to sound systems in practice.
The main institutions involved in the reform process are the
exchanges, the Companies Ordinance, the Hong Kong Mon-
etary Authority, and the Hong Kong Society of Accountants
and the Securities and Futures Commission. The Hong Kong
Exchange and Clearing mandates the appointment of two in-
dependent directors and of an audit committee for boards of
publicly listed companies. It has a separate set of require-
ments on corporate governance for Growth Enterprise Mar-
ket. The Hong Kong Monetary Authority likewise required
the appointment of three independent directors for local banks,
separation of the Chairman and CEO and recommended the
setting up of various committees, namely an Audit Commit-
tee, a Remuneration Committee and a Nomination Commit-
tee. The Hong Kong Society of Accountants has published
various prescriptions and guides in corporate governance that
added range and depth to a voluntary adoption of reforms.
The Securities and Futures Commission supports a bill call-
ing for the consolidation of all 10 securities and futures ordi-
nances into a single law, the endowment of SEC with
investigative powers and the empowerment of investors to sue
a company for misleading information.

36. Tsui reported on the effectiveness of enforcement of cor-
porate governance in HK, noting conditions of family domi-
nance and expropriation of minority shareholders as the main
problems of governance in Hong Kong. Among Hong Kong
companies, there is a high degree of CEO dominance (chair-
man is also CEO), family members compose the board, and
dominance of executive directors in the board. She noted that
about 75 percent of the companies have audit committees but
86 percent of these audit committees did not meet even once
in a year. Tsui quoted studies pointing out the positive rela-
tionship between the comprehensiveness of disclosures and
the proportion of independent directors in the board, on one
hand, and a negative relationship with the extent of CEO domi-
nance, on the other.

37. Saldaña presented the implementation and enforcement
issues in corporate governance for the case of the Philippines.
He showed data of concentration of wealth in the corporate
sector around a few listed companies and a dependence of
companies on bank loans. He explained that this implies that
only a few companies get to carry most of the regulatory bur-
den. These companies do not have to adopt reforms that the
financial markets might require because they do not need to
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raise funds from the financial markets. He also pointed out
that the presence of large family-based dominant sharehold-
ers makes it difficult to enforce governance reforms in the
Philippines because the structure creates opportunities for
expropriation of small shareholders and for rent-seeking be-
havior. Saldaña focused on two major reforms in the Philip-
pines—the amendment of the Securities Law and of the
General Banking Act. The Securities Law moved toward a
disclosure-based regime, mandatory disclosures, tighter cor-
porate take-over provisions, requirement of independent di-
rectors of listed companies and tougher insider trading rules
and penalties. The General Banking Act required appointment
of two independent directors for banks and imposed the “fit-
and-proper” test for bank directors.

38. Philippine reforms are oriented to increasing the protec-
tion of shareholder rights, improvement in disclosure and ex-
ternal audit, and strengthening of the board of directors. Rating
the Philippines in degree of enforcement of reforms, Saldaña
said that this should be done on a continuing basis. Most of
the reforms were introduced only in 2000 as a response to the
Asian financial crisis. Enforcement of rules protecting mi-
nority shareholders is still inadequate in the aspect of disclo-
sure over related party transactions. While there is de jure
compliance with disclosure and external audit requirements
by most Philippine companies, the quality of actual disclo-
sure practices does not correspond to de facto compliance.
Saldaña concluded by saying that the degree of enforcement
of reforms should not be too tough because then cost of en-
forcement is high and companies are restricted too much. On
the other hand, enforcement should not be too lenient because
then controlling shareholders and insiders might expropriate
minority shareholders’ wealth and not work to create value
for investors.

39. In the open discussion, Tsui responded to the question
of why, according to her, class action suits are not appropri-
ate for Hong Kong. She explained that under their common
law system, and with a small population, the class action suit
provision might encourage frivolous lawsuits. Besides, she
said other types of legal protection might work instead. Juanita
Cueto from the Philippines commented that the Philippine
SEC introduced voluntary compliance by giving self-regula-
tory (SRO) status to the Philippine Stock Exchange under the
guidance of a memorandum of agreement (MOA). Raval com-
mented that a MOA might not be necessary because SRO is
only a first level of regulation and SEC retains its statutory
responsibility for supervision. The proper procedure, she sug-
gested, is to authorize the SRO to monitor and then empower
it to impose penalties for noncompliance. Tsui reported that a
problem in Hong Kong was that after demutualization, its
SRO, the Hong Kong Stock Exchang, became itself a listed
company. She said that in that case, SEC should assume more
investigative powers and take away some of the supervisory
powers from the SRO.

40. G. Ramachandran from India asked for a definition of
independence and for guidelines on how to make it work.

Saldaña explained that independence is a state of mind of a
director that benefits the company because it brings transpar-
ency to board meetings. Independence of directors raises the
quality of discussions of issues at the board because the mer-
its of the proposals get discussed regardless of whether the
proposals came from controlling shareholders or not. Raval
added that for this reason, directors who were nominated by
large shareholders might still be independent. Tsui commented
that one has to change the corporate culture to make the sys-
tem of independent directors work. A Nominations Commit-
tee needs to review nominees for independent directors. Shanti
Geoffrey from Malaysia asked Raval whether one should make
the requirement on the number of independent directors to
depend on the size and profile of a country’s economy, citing
the relatively few legal firms in Malaysia, as example. Raval
responded with the point that if an executive director is in a
conflict of interest situation, he/she should get out of the Board.
In this way, there will be a demand for independent directors
that does not depend on their availability. Lourdes Limjoco
from the Philippines contributed the comment that aside from
requiring independent directors, the Philippine central bank
has required a “fit-and-proper rule” for directors of banks.

41. Novira from Indonesia asked how the requirement of in-
dependent directors applies to a two-board system like in In-
donesia and how to make Audit Committees work in practice.
During the discussion, it was clarified that the independent
directors requirement applies to the first tier board or Board
of Commissioners. Tsui explained that the most important
requirement for Audit Committees to work is the indepen-
dence of the Committee’s non-executive directors and their
ethics and integrity. According to her, it will take a change in
mindset if the Audit Committee were to work. Raval said that
the requirements on structure and procedures for the Audit
Committee are meant to reduce probability and actual inci-
dence of fraud. Geoffrey asked whether it is necessary for a
country to harmonize its accounting standards with IAS. Tsui
said it depends on whether companies want to attract foreign
capital inflows, in which case, they have to adopt what inves-
tors require, which are IAS-based reports. The US and the
United Kingdom do not need capital inflows so they have
their own accounting standards, which are different from IAS.

Public Ethics, Transparency and
Anti-Corruption Measures

42. Mr. N. Vittal, Central Vigilance Commissioner,  India
presented the Indian perspective on the topic of transparency
and anti-corruption measures. He defined ethics as codes of
conduct that apply to the individual as a person and as a pro-
fessional. Public ethics means maintenance of the rule of law
and violation of the rule of law is the essence of corruption.
Vittal noted that corruption flourishes where there is lack of
transparency because then the true state of affairs is hidden
from the law. Thus, he said, the best antidote to corruption is
transparency or “sunshine.” He cited as example the great im-
pact of a decision by the Central Vigilance Commission of
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India to publish in its website the names of public servants
found guilty after inquiry. He proposed to promote transpar-
ency in government by making such information available to
the public, by encouraging “whistle blowers” and by simpli-
fying rules and procedures.

43. From an institutional perspective, Vittal enumerated sev-
eral initiatives that were introduced in India such as: (i) in the
judiciary, an activist platform like the Public Interest Litiga-
tion aimed to change administrative policies or initiate ac-
tions to combat corruption; (ii) Vigilance Commission and
similar agencies to act on specific cases of corruption, and
(iii) NGOs using activist strategies to fight corruption. Vittal
closed his presentation with the conclusion that there are three
lines of defense of ethics in an organization, namely,: the in-
dividual sense of values, society’s set of values and the con-
trol systems and procedures of the organization. He said every
individual should be vigilant in the campaign against corrup-
tion because each is a part of the building blocks of an ethical
organization and society.

44. Dr. Hasung Jang, Professor of Finance, Korea
University, presenting on the topic of “Public Governance
and Corruption,” defined public governance as the rule of law,
transparency and accountability of public institutions, ethical
practice by public employees and fair and equal treatment of
citizens. He stated that there is a nexus, i.e., close relation-
ship, between public, political and corporate governance.
Using an index of “democracy” as political rights and civil
liberties and regressing it against an index of (perceived) cor-
ruption in 90 countries, he reported a negative relationship—
more corruption where democracy is weakest. However, if
only Asian countries are considered, the relationship does not
seem to hold. Jang said that public governance is a necessary
condition for sustainable growth and the foundation of cor-
porate governance.

45. Jang presented evidence of negative relationships be-
tween corruption and performance indicators like competi-
tiveness, economic performance and business efficiency for a
sample of countries. Moving on to the Korean case, he re-
ported that the public perception of corruption has not im-
proved since 1998. After the crisis, the number of public
employees prosecuted and found guilty of receiving bribes
has increased. Two new anti-corruption measures were passed
after the crisis, the Corruption Prevention Law and the Public
Disclosure Law. The Corruption Prevention Law provides for
rewards and protection to informers, mandatory audit upon
request by the people and restriction or sanctions on employ-
ees found guilty of corruption. The Public Disclosure Law
allows citizens to request for disclosure of public informa-
tion within 15 days. He pointed out that these legislations
still do not go far enough to enforce anti-corruption and dis-
closures in cases involving vested interest groups in govern-
ment and businesses. To improve public governance, he called
for measures to: (i) increase the standards for public ethics,
(ii) make acts of enforcement agencies more transparent, (iii)
increase the effectiveness of the legal system, (iv) require

public officials to disclose their wealth, (v) allow public par-
ticipation in policy making, and (vi) actively involve NGOs
in monitoring public institutions.

46. Ms. Sucheta Dalal, Consulting Editor of the Financial
Express, India, contributed her comments on failures in cor-
porate governance and government supervision of the capital
market that resulted in the stock market scandals in India. She
gave a background of government supervision of companies
and the stock market before and after the liberalization of the
Indian Financial system in 1991-1992. Nationalization created
a tradition of lack of close supervision and enforcement be-
cause government owned the companies and politicians ap-
pointed their officers. After liberalization, the government
installed all the elements of a market system but there were
weaknesses in supervision, accountability and punishment.
Dalal said these weaknesses were evident in political appoint-
ments at regulatory institutions, a slow judicial process, and
the absence of a system for handling investor grievance. Thus,
she said, the Indian stock markets had one major scam about
every two years. These scams exploited the government’s lib-
eralization policy, as perpetrated by unscrupulous individuals
and companies, that resulted in losses to retail investors.

47. Dalal who reviewed some of the stock market scams in
the last decade, attributed them to weak regulation of compa-
nies and inadequate protection of small investors. The first
post liberalization scam happened in 1992 where colluding
brokers and bankers misappropriated over Rs50 billion by il-
legally diverting funds into the equity markets. It exposed the
absence of supervision by the authorities. A special court was
set up in 1992 to sort out this scam but a decade later, the case
continued to drag in the courts. The main personality in that
scam became involved in another scam in 1998. Another scan-
dal was the IPO Bubble of 1994 that resulted when the gov-
ernment liberalized the primary market. Without strong
regulatory checks and supervision, large greenfield projects
and small finance companies raised a lot of money through
IPOs. Greenfield projects incurred large losses and finance
companies disappeared with investors’ money. Mutual funds
lost money, under relaxed supervision, through crooked in-
vestments and questionable financial practices. Dalal con-
cluded that stock market and investment scams happened
because of poor selection of regulators, inadequate supervi-
sion and enforcement, a reactive posture and delays in judi-
cial system. To remedy this situation in India, she called for
investor action to supplement regulatory supervision and re-
forms in the judicial system, e.g., to allow award of exem-
plary damages and class action suits that are presently
non-existent in India.

48. In the open forum discussions, Geoffrey asked Dalal if
the legal system in India allows losers to pay the cost of liti-
gation. Dalal said that in the cases she presented, the courts
decided not to award damages to the litigants but it could also
have happened otherwise. Geoffrey asked further why funds
like Templeton did not push for improved corporate gover-
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nance in those Indian companies. Dalal said that in those com-
panies, the government owned most of the shares and
Templeton did not have sufficient holdings to push for re-
forms. Jang also suggested that foreign institutions rely on
local partners to pursue shareholder lawsuits against compa-
nies because they are not patient enough to wait for the very
long time it takes for Indian courts to resolve these cases.
Sumida asked how adoption of class action suits could be of
help if it is the case that the Indian judiciary is very slow.
Dalal said that delays will continue but at least shareholders
can see “light at the end of the tunnel” if they have access to
class action suits. She said that if shareholders know that they
will eventually get results, they can organize, fight court cases
and be assured that damage claims could pay for the costs of
litigation. Jang said that pushing for approval of that provi-
sion is not easy, citing the case of Korea where the govern-
ment is resolved to file a law introducing class action lawsuits
but business firms oppose the law.

49. There were some questions about the feasibility of re-
quiring independent directors and of enforcing this require-
ment. Raval agreed that the requirement of independent
directors is difficult to implement. She said the securities
exchange regulator should do the filing in courts for viola-
tion of this requirement. Dalal added that independent di-
rectors should be accountable like in the failure of Unit Trust
of India where the independent directors apparently did not
do their job. Jang called for efforts to find schemes for mak-
ing independent directors work, citing a case he won which
changed the structure of the board of commercial banks in
Korea.

50. On the issue of corruption, Khoi of Viet Nam com-
mented that there are anti-corruption laws in Viet Nam but
not enough instruments to implement them, e.g., people with
unexplained wealth are not prosecuted. He called for stron-
ger measures to implement the laws. Raquel Habitan from
the Philippines commented that the Philippines adopted
measures like the setting up of a task force to fight corrup-
tion whose members include the Civil Service Commission,
Commission on Human Rights, Graft Court and the Depart-
ment of Justice. The Task Force drafted a Code of Conduct
for officials of government institutions and has produced
other results like court filings and “whistles blown” against
corrupt practices.

The Nexus between Public and
Corporate Governance

51. Vittal opened the panel discussion on the nexus between
public and corporate governance. He observed that global-
ization and the entry of foreign capital and technology in
emerging markets call for corporate governance in the con-
text of a sound public governance environment with empha-
sis on the ethical dimension of both types of governance. In
general, if the quality of public governance is low, corporate
governance becomes difficult and the business firm will find

it difficult to operate. He pointed out cases like Infosys whose
boards try to maintain good corporate governance by uphold-
ing certain quality value systems even if public governance is
not up to global standards. Good public governance instills
greater discipline and raises the standards for companies’ gov-
ernance systems because it nurtures an external environment
that is conducive for the operation of businesses.

52. Vittal cited the case of India where past scams required
the authorities to take corrective actions to check malprac-
tices and punish their perpetrators. He emphasized the im-
portant role of public governance as a “watchdog” of corporate
governance and primary responsible party for laying down
the rules. Another nexus of public and corporate governance
is a corruption-free and effective judicial system because it
settles cases of violation of the law and corporate disputes. In
the end, it is where the government proves whether the rule of
law prevails and sets the standard for sound corporate gover-
nance practices. Vittal closed his discussion with the com-
ment that public and corporate governance systems evolve
with experience. Whether they improve and the pace of im-
provement will depend on the values of individuals in the
companies and in public offices, and the legal and regulatory
framework within which they operate. The goals are to install
good laws and to appoint officials with sound individual val-
ues to enforce them.

53. Dr. Hasung Jang continued the panel discussion by
emphasizing the importance of corporate governance for ef-
ficiency and competitiveness, and of public governance for
building a market economy and sustainable economic growth.
He explored the relationship between ratings of corporate
governance and indexes of public governance. He showed that
good corporate governance ratings are highly associated with
lower corruption ratings and higher transparency (lower opac-
ity) ratings. In a government-led economy common in Asia,
public governance has a dominant impact because regulations
influence companies and corruption stems from the exercise
of regulatory powers of the state. Eventually, public gover-
nance is reflected in the political and civil rights enjoyed by
the people. He found good corporate governance ratings to
be associated with greater political and civil rights among a
number of countries around the world.

54. Jang presented the interaction between public governance
and corporate governance in the case of Korea. New regula-
tions in reaction to the Asian crisis included stricter disclo-
sures, mandatory independent directors and audit committee,
stricter regulation on related party transactions and establish-
ment of a supervision agency. So far, the positive results are
limited to increased awareness on the importance of corpo-
rate governance, more reliable disclosures and exercise of
shareholder rights. There are remaining problems, including
inertia in responding to reforms, tendency for companies to
find loopholes and ineffective enforcement by the new super-
vising agency. Jang concluded that reforms must continue in
the direction of better enforcement of the reformed regula-
tions and more participation by civil society in monitoring
companies and public institutions.
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55. Dr. Richard Allen, Advisor on Governance, ADB, pre-
sented three areas where a government can apply corporate
governance reforms: executive agencies, SOEs and in direct
interface with private enterprises under contracts. He presented
a decision tree for justifying government intervention depend-
ing on the criteria of service policy, financing and delivery. In
the case of SOEs, the conditions for success are effective
monitoring of performance, strong coordination of autono-
mous SOEs in the national interest, financial discipline and
effective audit, disclosure and accountability mechanisms, and
awareness by management of the public service nature of its
role. Allen noted that these conditions are not easy to meet in
developing countries. Consequently, SOEs are not set up for
the right reasons (e.g., to improve services) but for wrong
ones (e.g., to avoid low salary scale of government, avoid re-
view by national government).

56. Allen discussed the elements of effective governance of
SOEs, including corporatization, financial discipline, account-
ability and an effective board. He discussed UK guidelines
on appointment of executives in SOEs that are merit-based,
open, transparent procedure and with prescribed Code of
Conduct. In the last mode, contracting out, Allen set condi-
tions for success including selecting the right contracting ar-
rangement, demonstrated cost savings or benefits to users,
effective performance monitoring and robust procurement,
accounting and audit systems in place. Allen concluded that
commercializing public services carry a lot of uncertainties
and risks including fiscal, efficiency and governance risks for
the SOEs and private companies holding service contracts.

57. In the open discussion, Ms. Soledad Cruz from the Phil-
ippines said that contracting out results in efficiency improve-
ment in a wide range of cases. She cited favorable results in
the Philippines over the implementation of power projects
under BOT schemes because by contracting out, the govern-
ment minimized its investment in power projects. Allen re-
sponded by calling for more awareness about the risks and
costs of contracting out. For example, he said there should be
real transfer of risks to the private firm and that the private
firm will manage the project better than government. There
are costs to the government, he said, in managing the process
of contracting and in supervising the contracts. Ms. Cruz
agreed that contract management is a difficult area with plenty
of room for improvement for which reason, the Philippines
created a multi-agency committee to review the contracting
process and terms.

58. Geoffrey asked Jang how shareholders can institute le-
gal actions against the company when the country, like Ma-
laysia, is under common law and where the shareholder has
to show damage. Jang cited various ways, like making pro-
fessionals (lawyers, accountants) capable of pursuing litiga-
tion, own a small number of shares, use NGOs to look for
shareholders for whom they will do the litigation and com-
municating with foreign shareholders to encourage them to
litigate. Sumida asked to what extent international NGOs have
been involved in supporting reforms in corporate governance
without litigation and similarly whether active participation

in annual shareholders’ meeting can be more effective than
litigation. Jang said that an NGO he heads is trying to raise
funds to help counterpart NGOs in other countries to push for
governance reforms. Sumida asked whether there is a regional
association of NGOs to act as corporate governance watch-
dogs. Saldaña said that the Philippine Institute of Corporate
Directors (ICDs) has organized an Institute of Directors in
East Asia Network (IDEA.net) composed of different coun-
try ICDs to cooperate on initiatives in corporate governance
reforms. He suggested linking up with this network to ex-
change lessons learned and to open much-needed lines of
communications with firms that are members of the country
IODs .

Reforming Corporate Governance of
SOEs: Concepts, Issues and Challenges

59. Raj Chhikara, made a presentation entitled “Reform-
ing Corporate Governance of SOEs: Concepts, Issues and
Challenges.” He reviewed the dominance of SOEs in devel-
oping countries in the 1960s and 1970s when governments
saw them as a response to imperfections of markets in pursu-
ing development, to the 1980s when many problems with
SOEs emerged to create a demand for reforms and to the 1990s
when there was a rush to privatizate SOEs. He remarked that
studies on corporate governance focused on private compa-
nies rather than SOEs because privatization was seen as the
solution to governance problems at SOEs. As the problem of
governance of SOEs became more severe, the incentive in-
creased for governments to privatize them. He questioned the
validity of privatization as a solution given the continued im-
portance of SOEs in countries like PRC, India and Viet Nam
He said reforms in SOE governance will increase their eco-
nomic efficiency and reduce their need for government subsi-
dies. Chhikara defined corporate governance of SOEs as the
mechanisms for efficiency and accountability for managing,
controlling and protecting assets of the enterprise. He pointed
out the complex agency problems in SOEs involving multi-
layered and hierarchical problems from the people to manag-
ers and political leaders.

60. Chhikara identified external and internal sources of re-
forms in governance of SOEs. External reforms are enforced
through privatization, stronger competition, reduction and
even withdrawal of subsidies, reforms in the financial sector
and restructuring of SOEs. The threat of privatization can in-
duce SOEs to improve their efficiency and free management
from political influence. Increasing competition through re-
moval of price controls, unnecessary regulation and barriers
to entry can have the same effect. He also said that by elimi-
nating (or reducing) subsidies and allowing SOEs to access
private financial institutions, they will face a hard budget con-
straint and place them under the supervision of private banks.
Another option is to restructure SOEs including the spinning
off enterprises that produce non-public goods, separating
policy and regulatory functions and breaking up monopolies
into smaller competing units, all with the effect of unleashing
competition and other incentives to efficiency.
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61. Internal reforms, he said, include transforming an SOEs
into a corporation, representation of the state by an agent,
management improvement, board of directors reforms, and
performance or management contracts. Setting up the SOE
as a separate corporate entity makes it subject to ordinary
commercial law in enforcing stakeholder rights, which could
improve efficiency. Another approach is to select a central
institution that will oversee, supervise, monitor and discipline
SOEs. In improving management, the approaches presented
by Chhikara include developing independent channels of in-
formation for the government to clients of SOEs, empower-
ing SOEs to remove non-performing managers, give sufficient
status to the SOEs by assuring it of support and decoupling
the managers from their political patrons. Reforming gover-
nance of SOEs requires empowering their Board of Direc-
tors, giving them sufficient incentives and resources to exercise
oversight over management and appointing competent and
experienced directors. Finally, Chhikara stated that an option
for governments is to avoid problems in governance of SOEs
by contracting out the business of the SOEs to private service
suppliers. He said that this option is viable in cases when di-
rect management by the government is costly, the enterprise
calls for a major rehabilitation, the private suppliers has an
international reputation to protect and the government can
design a good contract and monitor it closely.

62. Asher opened the discussion with a supplementary com-
ment on Chhikara’s presentation. He said that reforms in SOEs
should be pursued from an efficiency, rather than an ideo-
logical perspective. He said privatization of SOEs is a pro-
cess, not an event that will require at least 10 years to plan
and implement. Because economic efficiency is driven by
competition rather than ownership, the key question, Asher
said, is whether privatization will increase competition. Fi-
nally, he considered it inappropriate to focus on the benefits
of divestment proceeds on the fiscal position of government
because such proceeds are offset by loss of future revenues
from SOEs. Ms. Soledad Cruz commented that problems with
SOEs remain because the ones that could not be privatized
are operating under a social mandate and have to be subsi-
dized. Those that are privatized are usually sold with cash
proceeds being less than liabilities still left with governments
but at least the country does not have to worry about future
demand for subsidies.

63. Lourdes Limjoco from the Philippines questioned the
notion that government-owned banks are not efficient. She
said her bank, Development Bank of the Philippines, lends
long-term funds that would not have been available to the
private sector. She cited sound governance procedures at her
bank like independence of the board from government, pro-
fessional management (not appointed by politicians) and func-
tioning board committees. T. Joshi from India asked whether
ownership affects governance, citing Indian banks that grew
after nationalization but deteriorated because of poor corpo-
rate governance. Chhikara affirmed that ownership affects the
quality of governance. He said that Indian nationalization of
banks benefited smaller firms that had better access to credit

but there were serious governance problems with many banks
that resulted in losses.

64. Ms. H. Nora from Indonesia cited the costs of overstaffed
SOEs in Indonesia because of the government policy of using
SOEs to provide employment. She said that workers oppose
privatization and even when this opposition is overcome, over-
staffing is an immediate problem of the new owners. Chhikara
said that the new owners should be given flexibility in adjust-
ing the employee level in the SOE so that it can become prof-
itable immediately and later hire more employees. Asher
agreed, saying that the traditional orientation to preserving
present jobs hinder the process of creating future jobs. He
suggested an approach whereby the proceeds of privatizing
SOEs will be allocated partly to compensate laid off workers
and to other SOEs that can hire some of the laid off workers.
He said that the key is the political resolve to create more
jobs in the future rather simply to protect present jobs.
Chhikara suggested strengthening the social security fund
institutions through infusion of privatization proceeds so they
can support workers who might be laid off due to privatization.
Mr. Joshi said that countries that are chronically in budget
deficit would find it difficult to adopt suggestions to reinvest
the proceeds of privatization.

Reforming Corporate Governance of
SOEs: Country Experiences

65. Mr. Dae Hee Song, presented the Korean experience in
reforming SOEs, emphasizing that SOE reforms in Korea is a
core task of the public sector reform program in response to
the Asian crisis. So far, the government has made significant
achievements in terms of privatization, downsizing of employ-
ees, restructuring of the public sector business systems and
outsourcing. However, Song believes that the lack of a logi-
cal framework for governance system would limit the impact
of reforms on the efficiency of SOEs. In fact, he said, these
reforms have not changed the pattern of management, which
would not be the case if the reforms changed the structure of
corporate governance. Consequently, he said, Korea’s SOE
sector remains economically inefficient as shown by a low
profit rate, over-investment, overstaffing and inflexibility to
changes in the market.

66. The main problems of SOEs in Korea, according to Song,
are the bureaucratic nature and excessive regulation of these
institutions by the government. Because the government holds
both ownership and regulation rights, it routinely intervenes
in SOEs. Song discussed the corporate governance initiatives
by the government in 1997 for SOEs (classified as govern-
ment funded enterprises and government invested enterprises
in Korea) that included: independent and merit-based CEO
nomination process, more transparent management contracts,
a board of directors with a majority of non-standing direc-
tors, and better audits. Song suggests that further reforms are
needed like improving the selection process of directors and
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composition of the board, providing incentive for non-stand-
ing directors so they will be encouraged to effectively carry
out their tasks and enhancing audit and transparency of SOEs.

67. Mr. Chunlin Zhang, Senior Enterprise Restructur-
ing Specialist, World Bank Office in Beijing, discussed the
experience of the PRC in reforming SOEs. He explained that
the PRC has been in a process of three simultaneous transi-
tions – from a command to a market economy, from an agri-
cultural to an industrial economy and from a closed to an open
economy. This increased the degree of difficulty of the transi-
tion. The leadership in the PRC mitigated this difficulty by
adopting a pragmatic policy (e.g., “a cat is good as long as it
catches mice” justifies adoption of Western methods). He said
that Chinese SOEs have not been successful in the last two
decades as shown by their low profitability, fiscal subsidies
that amounted to 2.5 percent of revenues in 1999, and their
large share of total non-performing loans (about 70 percent)
and new credits (50 percent) compared to their share of only
about 33 percent of GDP.

68. Zhang reviewed the two stages of SOE reforms in the
PRC, starting with managerial autonomy and sharing of earn-
ings that began in 1978 and moving on to corporatization and
diversification after 1985. The objectives of pursuing mana-
gerial autonomy was to improve the financial performance of
SOEs consistent with a market standard while fitting it in the
PRC’s context of a planned economy. Beneficial results in-
cluded partial and informal privatization through sharing of
residual claim and control between the state and managers
increased motivation of SOEs to generate free cash flows,
increased investment and production opportunities for SOEs
and increased incentives for SOEs to reduce costs. However,
the initial reforms had their limitations, which included: (i)
some incentives ended up being negotiated between the gov-
ernment and SOE managers due to inaccurate accounting of
profits, (ii) the privatization of profits but absorption by the
State of losses due to low wealth position of the SOE manag-
ers, (iii) incidents of asset stripping and corruption by SOE
managers, (iv) further supervision by government bureaucrats,
and (v) politicization and diversification. In the second stage
of SOE reforms, the objective was to build an SOE sector that
would fit the mold of a market economy but with delayed
actual corporate governance reform while waiting for a broad-
ening of ownership. Corporatization was pursued using a
three-tier model with the state retaining ownership but exer-
cising indirect control over corporatized SOEs through a state-
owned holding company. The results were a sharp reduction
of SOEs through privatization, very fast growth of the stock
market and a share structure of the average Chinese listed
company that remained under 2/3 control by the State (and
non-tradeable) with only 1/3 held by private investors.

69. Zhang presented proposals for further reforms in corpo-
rate governance of SOEs. For traditional SOEs, he believes
that further broadening ownership is the key to reforms along
with consolidation of state control in one institution, strength-

ening the institutions that relate with SOEs like social secu-
rity funds and making the appointment and monitoring of SOE
managers more market-oriented. For publicly-listed SOEs, he
believes that the key is for the PRC’s leadership to recognize
sound corporate governance as the core of a modern market
system and to support this policy with efforts to sell down
shares of the state, crack down on market frauds, install inde-
pendent directors and tighten the enforcement of accounting
regulations.

70. Ms. Sucheta Dalal presented the experience of India
in SOE reforms, focusing on divestment or privatization as
the mechanism for reforms. She said that what started out
as a belief that SOEs are good politically and can be effi-
cient enterprises turned out to be inefficient and dependent
on public subsidy because ruling politicians took control over
their governance systems. Dalal pointed out that 1987 was
the year when SOE reform was placed on the national agenda
but the progress toward divestment had been slow. In par-
ticular, there was an opinion that SOEs are “family silver”
and governance reforms were not seen as an answer to re-
forming SOEs.

71. Dalal pointed out that the government focused on divest-
ing from SOEs to fund budget deficits and did not give enough
attention to reforming corporate governance of the divested
entities. Consequently, some of the companies ended up be-
ing owned by state-owned banks. Shareholder concerns were
not attended to even as the divested companies were listed in
the exchanges. She said there was an effort in 1996 to iden-
tify high-performing corporations (“Navaratnas”) for divest-
ment and to set up a Divestment Commission. The
Commission stressed corporate reforms including improving
governance and a proposed roadmap for 72 SOEs. However,
the government did not pursue the Commission’s recommen-
dations. Recently, the government has undertaken serious di-
vestment and sold several large companies under transparent
process. In conclusion, Dalal pointed out that there is a lot
more work to be done to reform SOEs in India, especially
considering that state level SOEs have not been included in
the reform program and many federal level SOEs are not listed
and therefore beyond reach of investor market-driven reforms.
She called for more reforms in governance and emphasis on
accountability of SOE managers.

72. In the open discussion, Indra of Indonesia asked whether
in Korea, the board of an SOE sets targets for the CEO and
what contracting incentives and monitoring mechanisms could
enforce this contract. He also asked what should be the proper
composition of the Nominations Committee tasked with se-
lecting the CEO and whether their members should be inde-
pendent. Song said that in Korea, the SOE management
contract is based on productivity rather than profits with stan-
dards set high enough (relative to the past trend of perfor-
mance of the SOE) to challenge management. The incentive
contract provides for a reward for achievement of target. The
penalty is termination of the services of the CEO. As to the
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selection of CEO, Song said that the Nominations Commit-
tee consists of non-standing (non-executive) directors to as-
sure independence from management.

73. Khoi commented that in Viet Nam, a state holding com-
pany exercises state rights over SOEs. He asked what legal
framework is suitable for these holding companies and the
procedures for setting up these companies. Zhang explained
that a good solution is to find a legal framework that sepa-
rates ownership from control. Economic ownership should
be vested on a government institution (e.g., the social secu-
rity fund), while control, being political in nature, should be
vested on the parliament. Limjoco from the Philippines asked
about options available to the government regarding non-vi-
able SOEs. Zhang said that the options are either to liquidate
or to restructure. Both are difficult to do but he said investors
could do the restructuring after divestment. However, he said
that most of the foreign direct investments in the PRC are
greenfield projects, not takeover of existing companies that
require restructuring.

74. Bhargava from India explained the approach in India of
setting up a separate ministry to conduct the disinvestments
because the bureaucracy would not do it. The government’s
resolve and commitment are prerequisites for privatization,
according to him. Nora Sinaga from Indonesia commented
that Indonesia’s move to allow more autonomy to local gov-
ernment complicates SOE reform because the refusal of local
governments to privatize them. Zhang cited the case of the
PRC where economists believe that privatization happened
because local government leaders competed among one an-
other in generating economic growth. Song suggested lessons
from Korea where the government has adopted a three-stage
privatization process, first priority being to SOEs requiring
foreign investments and technology to survive, second to SOEs
not in strategic industries and third to SOEs in strategic in-
dustries.

75. Dr. Subir Raha, Chairman and Managing Director,
Oil and Natural Gas Company, India, the largest listed
SOE in India, discussed his views and experiences on the
aspect of reforming governance of SOEs. He said that India
has 240 central SOEs with capital employed of about $70
billion and turnover of $89 billion in 1999-2000. Indian
SOEs, according to Raha, are subject to supervision and in-
tervention of all three branches of the government. He cited
as examples the Committees in the Parliament that regularly
review their operations, constitutional authorities like the
Controller, Auditor General and Chief Vigilance Commis-
sioner who examine their transactions and prescribe proce-
dures for them, commissions with extra-judicial powers
intervene to safeguard sectoral interest in SOEs and the
courts that deliver judgments to set policies for them. By
authority of the President of India, executives exercise au-
thority and control over them. Under the Indian Constitu-
tion, SOEs are “instruments of the State,” its employees are

classified as “public servants” and its directors are assigned
and disciplined by the Minister. The Department of Public
Enterprise issues extensively detailed guidelines and direc-
tives over a wide range of issues. Finally, SOE budgets and
business plans are subject to ministerial approval even after
the Board has approved them.

76. Raha explained the ownership structure of SOEs and how
it influences governance at these institutions. Ownership
rights, in title, belong to all citizens but in actual practice, are
exercised by individuals who are appointed with a fixed term.
Political and executive priorities determine who will manage
the SOEs under non-transparent criteria for selection, although
presumably competence and experience are critical qualifi-
cations of nominees. Directors are appointed by the President
and occupy the Boards of SOEs. Raha said that government
officials, who appear to consider themselves as “owners,” seem
to regard full time executive directors as “employees on con-
tract.” Raha observed that changes in stock prices of listed
SOEs and opinions of institutional shareholders do not ap-
pear to be relevant in determining the tenure of directors. In-
stead, directors appear more responsive to their political
patrons.

77. Raha recognized a number of initiatives to reform cor-
porate governance in SOEs, beginning in 1987 when a sys-
tem of Memorandum of Understandings was introduced
between Administrative Ministries and SOEs. However, this
became ineffective because the MOUs did not specify any
performance commitments. The next initiative was in 1997
when the government granted a higher level of autonomy to
selected strong SOEs (“navaratnas”). The policy reduced the
number of directors appointed from the Administrative Min-
istry and increased the number of outside directors of emi-
nent standing. The results were a significant improvement in
the Board processes with greater objectivity and speed in de-
cision-making. However, the “outside” directors were still
appointed by the President and Government directors contin-
ued to exercise veto power. In February 2001, the Securities
and Exchange Board introduced changes like mandating the
optimal combination of executive and outside directors, re-
muneration of non-executive directors to be decided by the
Board, setting up of an Independent Audit Committee and
requiring that a Management Discussion and Analysis Re-
port (with a separate section on Corporate Governance) form
part of the Annual Report.

78. Raha concluded his presentation with six recommen-
dations for improving SOE governance in India, namely:
(i) substantially divest government equity mainly to insti-
tutional investors who must have the right to nominate di-
rectors who will effectively ensure Corporate Governance,
(ii) empower the Boards to enable them to induct “inde-
pendent” directors, (iii) emphasize the fiduciary responsi-
bility of Government Representatives in their personal
capacity and disallow restrictive practices like blocking/



ADBI Executive Summary Series No. S61/02 17

delaying of resolutions for reasons other than interest of
the SOE, (iv) empower Boards to select full time Directors
and Chairman and include a representative of the Union
Public Service Commission, the agency constitutionally
authorized to recruit public servants, in the Selection Com-
mittee, and (v) empower the Boards to demand/accept the
resignation of Directors for failure in performance or con-
duct.

79. In the open discussion, Geoffrey from Malaysia asked
whether divestment is always a solution for SOEs and whether
the social aspects should limit divestments. Raha said that to
increase efficiency, new investors should influence decisions
at the board even under government majority ownership. This
will require, he said, a reduction in government holdings of
SOEs to allow significant ownership by minority sharehold-
ers who can be expected to bring independence and transpar-
ency to the Board. Responding to another question on the
autonomy of SOEs in India for pricing and employment poli-
cies, Raha said that the government gives price floors and
ceilings with discretion given to management within that band.
Zhang commented that Indian SOEs appear to be poorly per-
forming because they could not compete based on technol-
ogy and cost.

Country Reports

People’s Republic of China

80. The Chinese participants presented an update on the
experience and practice of corporate governance in the PRC.
They emphasized that being a transition economy, the re-
forms in corporate governance are proceeding amidst many
problems. During  the transition phase, restructuring of
SOEs is the focus of the government. The government holds
an average of 62 per cent of the share capital of SOEs. A
major problem is self-dealing among SOEs especially be-
cause of existing cross-directorships among SOEs. They said
that managers of SOEs lack the incentives to perform well
although stock options were recently introduced in “red
chips” to address this issue. Another problem is the inter-
ference of the government in corporate decisions. The gov-
ernment has introduced reforms in the SOE sector. It has
introduced the delisting of companies, starting with Hong
Kong listed companies and will require that 1/3 of the di-
rectors of the board of listed companies to be independent.
It has also introduced a corporate governance code and pro-
vided guidance to companies, e.g., requiring them to sepa-
rate holding from operating companies for “A-shares”
companies. The Chinese participants called for increased
assistance from international institutions for the PRC to
introduce and enforce improved governance systems. They
suggested that this assistance include training, conferences
to exchange experiences and technical assistance to Chi-
nese SOEs and enterprises.

India

81. The Indian participants presented the current experi-
ence of India. They said that India has a strong legal frame-
work for corporate governance dating back to the Companies
Act of 1956. The key issue is how to enforce corporate gov-
ernance regulations in the context of structural problems of
the Indian corporate sector. Most companies have insider-
dominated boards with non-promoter directors representing
those who appointed them, e.g., either family owners or lend-
ing institutions. For the corporate sector, the recent recom-
mendations are toward requiring a minimum number of
independent directors, requiring the setting up of an Audit
Committee chaired by an independent director and a share-
holders’ grievance committee to address shareholder com-
plaints and introducing improvements in accounting
standards and reports. For the SOE sector, the government
considers improving the quality of governance of SOEs im-
portant because they account for a major part of the Indian
economy. Their main problem is the presence of multiple
layers of governance authorities, resulting in layers of
“agency” problems. Another problem is the multiple roles
of government that it assumes within the SOE, e.g., as owner,
manager and regulator. The government is introducing re-
forms to improve the governance of SOEs, including the
streamlining of the process of appointing directors of SOEs
to make them truly independent, shifting the role of govern-
ment from controlling management to monitoring their per-
formance and promoting the professionalism of the directors
of the board.

Indonesia

82. The Indonesian participants presented the state of cor-
porate governance in Indonesia. The corporate sector of In-
donesia has been hardest hit by the Asian financial crisis and
aggravated by political instability. As a result, they said there
has been little progress in corporate governance reforms rela-
tive to reforms that are required. The government has given
priority to basic reforms in the legal and regulatory frame-
work, primarily amendments of existing laws for Central Bank,
bankruptcy, anti-corruption, capital market, public account-
ing and Company Law. There were some initiatives in insti-
tutional development like the establishment of a National
Committee for Corporate Governance that will introduce the
corporate governance code, organization of the Institute of
Commissioners and Directors, development of standardized
governance rating and introduction of a governance code for
state-owned banks. For SOEs, the Indonesian government has
taken steps like requiring the organization of audit commit-
tees to support commissioners, requiring public statements
of corporate intent to increase transparency, requiring that
selection of directors follow a “fit and proper test” and intro-
ducing a performance incentive system for management of
SOEs. The Indonesian participants said that there is a need to
reform the entire corporate sector if it is to generate the de-
sired benefits. Thus the government sees a need for a broader
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program in close networking with other institutions in the re-
gion. Laws need to be synchronized and regulations support-
ing good governance reviewed. Directors and commissioners
of SOEs should be made more aware of the need to imple-
ment corporate governance reforms. The government will
gradually require SOEs to be audited by private independent
auditors instead of the state auditor. They said that funda-
mental reforms are still required in performance evaluation
and incentive system for SOEs.

Korea

83. The Korean participants presented the state of corporate
governance reforms in Korea. Most of corporate governance
reforms focus on the chaebol in terms of their transparency,
accountability and protection of minority shareholders. The
government’s actions so far include requiring independent
directors, the setting up of Audit Committees, increased pro-
tection of minority shareholders, introduction of cumulative
voting systems and improvement in monitoring and control
of related party transactions. Two main issues currently face
the Korean corporate sector, namely, the introduction of class
action suits and strengthening of institutional investors. The
class action suit will be introduced in Korea next year to cover
listed companies with assets of more than $1.5 billion. Those
who support it are mainly composed of civic groups that want
more protection of minority shareholders, transparency of
corporate decisions and prevention of insider trading. Those
who oppose it are mainly businesses that are concerned about
the heavy burden it brings to bear on management and the
possibility that it may lead to abuse of litigation as a channel
of redress by shareholders. To prevent frivolous class action
litigation, the proposed law provides for prior screening by
the courts and a requirement that a minimum of 50 share-
holders bring up the suit. To strengthen the role of institu-
tional investors, the government is requiring institutional
investors to disclose their votes to the public prior to actual
voting. Pressure from non-government groups that are evalu-
ating the corporate governance of companies can also
strengthen institutional investors. The remaining obstacles in
enforcing reforms in Korea are the opposition from control-
ling shareholders, the high costs of meeting the new require-
ments and the lack of efficient tools of enforcement (e.g.,
market-based mechanisms).

Malaysia

84. The Malaysian participants presented the state of corpo-
rate governance reforms in Malaysia. The main corporate
governance reforms were embodied in the Finance Commit-
tee Report in March 1999, in the adoption of the Code on
Corporate Governance in March 2000 and in the various
changes in the legislative and regulatory framework of the
corporate sector. Malaysia’s reform measures are a combina-
tion of regulatory, self-regulation and market-based ap-
proaches. Their aims are mainly protection of shareholder

rights, adequate disclosure and transparency, accountability
and independence of directors, enforcement of regulations and
promotion of higher governance standards through training
and development. For SOEs, Malaysian government is con-
sidering strengthening their supervision, mandating a limit to
their gearing ratios, and taking steps to liquidate non-viable
SOEs. For both private and government corporate sectors, the
challenges faced by Malaysia in enforcing sound corporate
governance practices are how to enhance professionalism of
all of those involved in the governance process (from direc-
tors to accountants and analysts), how to strike a balance be-
tween regulation and business efficiency and how (and to what
extent) to promote shareholder activism. Overall, the Malay-
sian participants said that the lessons learned in Malaysia point
to the need for a strong commitment of all stakeholders to
corporate governance reforms, proactive review and flexibil-
ity in the corporate governance framework and better under-
standing of the benefits of sound corporate governance.

Philippines

85. The Filipino participants presented the state of gover-
nance reforms in the Philippine private sector. They said that
the Philipine SEC is leading the push for reforms after key
legislations were passed to improve disclosure, tighten insider-
trading rules, increase protection of shareholders and require
demutualization of the exchange. Many listed companies are
family-owned, so the problems in the Philippines are about
related party transactions and weak disclosure practices that
undermine investor confidence. To address these issues, SEC
is undertaking such actions as enforcing the new Securities
Regulation Code including improvement in the governance
and operation of the stock exchange, requiring adoption of
the IAS by listed companies in 2003, using IT and an inte-
grated monitoring systems to track compliance by companies
with disclosure and other requirements, and planning to adopt
a system of rating the corporate governance systems of com-
panies in coordination with and technical assistance of the
Institute of Corporate Directors.

86. The Filipino participants also presented the current state
of SOEs in the Philippines. They reported that the govern-
ment has reduced the number of SOEs from 300 to 163 cor-
porations through private sector-based BOO, BOT and
concession arrangements. Constitutional institutions like the
Commission on Audit and Office of the Ombudsman promote
transparency and high ethical standards in management and
governance of SOEs. The key issues facing SOEs include the
lack of independence of their directors from their appointing
authorities, their high financial costs and subsidies, and weak
coordination with the national government. The recommen-
dations to address these issues include: (i) creation of an in-
dependent body to select directors, (ii) adoption of a Code of
Ethics for SOE directors, (iii) increasing the accountability
of directors for SOE performance and for addressing audit
findings of the state auditors (Commission on Audit), and (iv)
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introduction of performance-based incentive system for man-
agement and directors of the SOE.

Singapore

87. The Singaporean participants presented the issues and
reforms in corporate governance in Singapore. They identi-
fied the issues in Singapore as being about substantive com-
pliance by companies, independent directors and shareholder
activism. There is concern in Singapore that companies might
be adopting corporate governance rules but not substantively
in actual practice. The requirement to appoint independent
directors appears difficult to implement in a small country
like Singapore due to the lack of a pool of competent out-
side directors. Shareholder activism has not taken off in
Singapore because shareholders tend to be passive and un-
aware of their rights. To address these issues, Singapore has
implemented various recommendations, like adoption of a
Code of Governance for companies, improved disclosure and
accounting standards, establishment of small shareholder
associations, and monitoring of corporate transparency
through the media. Singapore is addressing the lack of inde-
pendent directors by expanding the training of directors
through the Institute of Directors and hiring foreign nation-
als to sit as directors in boards of Singapore companies. The
Singaporean participants reported that Singapore does not
have serious problems in governance of its SOEs because
they operate mainly market-based systems in appointing
directors and CEOs, conduct of their boards, management
and director compensation, and performance evaluation and
monitoring.

Thailand

88. The Thai participants presented the reforms and issues
in corporate governance in Thailand. For the publicly listed
sector, the main reforms introduced by the government were
the passage of the Thai Constitution in 1997 that is premised
on transparency, checks and balances, people’s participation
and the issuance of a framework for sound corporate gover-
nance. The problems faced by the government are how to en-
force these rules, especially the requirement of independent
directors, how to encourage voluntary adoption of sound cor-
porate governance practices and how to focus on small- and
medium-scale enterprises. For SMEs, the aim is to attract
external equity investors by introducing transparency, account-
ability and disclosure practices for these firms. The Thai par-
ticipants reported that there is a large SOE sector in Thailand
that also needs reforms in governance. For SOEs in Thailand,
many are undergoing corporatization and are soon to be in-
troduced to rules and practices of transparency and account-
ability. Implementing these reforms have been difficult
because most SOEs are still organized like bureaucracies with
the government holding most of the shares. They said that
SOEs need to understand the benefits of practicing sound cor-
porate governance especially in terms of improvement in ef-

ficiency and performance, and increased ability to attract in-
vestors, in case the government moves for full privatization
of SOEs.

Viet Nam

89. The Vietnamese participants presented the issues in cor-
porate governance in Viet Nam where a large part of the
economy consists of SOEs. They said that being a transition
economy, Viet Nam does not have a legal and regulatory
framework that supports sound corporate governance sys-
tems, especially the protection of shareholder rights and dis-
closure. The government has strong control and influence on
the operations of SOEs and has been moving toward restruc-
turing and developing SOEs. The government has given more
autonomy to SOEs and converting some of them to corpora-
tions in preparation for installation of accountability and re-
porting systems similar to a market-based economy. They
expressed the view that Viet Nam’s reforms need to start with
the enactment of a legal and regulatory framework consis-
tent with a market-based economy. This should be accompa-
nied by reduction of state holdings in corporatized SOEs,
training of SOE directors and management, and enforcement
of rules of accountability and disclosure.

Conclusion

90. Mr. S. B. Chua, Director, Capacity Building, ADB
Institute delivered the closing remarks. He explained that
public governance was included in this third workshop on
governance with the aim of building on the knowledge about
the close relationship between public and private sector gov-
ernance and governance of SOEs. He pointed out the need
to improve both public and private sector governance in or-
der to achieve sustainable economic growth and raise the
standard of living of the general population at large. Be-
cause of changes like globalization and advances in infor-
mation and communications technology, he said people in
the region could no longer operate in their old ways. Posi-
tive actions by individuals could ensure the proper func-
tioning of man-made systems like public and corporate
governance systems. Chua called on the participants to use
tools they learned from the workshop to exert their own
efforts in reforming governance systems in their own coun-
tries. He called on the participants to share their knowledge
and information with their colleagues at their home institu-
tions by conducting short seminars. He expressed his grati-
tude to the participants for their contributions to the
discussions and to the resource speakers for their hard work.
He announced that next year, the plan is to shift the focus
of the workshop to public sector governance with work-
shop venue expected to be in Singapore. He expressed the
hope that the series of workshops will build up a strong
knowledge base in both corporate and public sector gover-
nance in the region.



20 ADBI Executive Summary Series No. S61/02

Executive Summary Series
All these titles and much more available online and fully searchable at http://www.adbi.org/publications/
● Information and Communication Technology and Education:

Potential for Partnerships
23-27 April 2001, Hong Kong, China, ESS No. S41/01

● Social Safety Nets Seminar
19-28 March 2001, Tokyo, ESS No. S42/01

● Reforming Pension Systems in South Asia Part 1–Policy Conference
23-25 November 2000, New Delhi, India, ESS No. S43/01

● Reforming Pension Systems in South Asia Part 2–Training Workshop
27 November - 2 December 2000, New Delhi, India, ESS No. S44/01

● Public Expenditure Management: Training-of-Trainers Program
27 May - 8 June 2001, Tokyo, ESS No. S45/01

● Trade Policy Emerging Issues
16-24 April 2001, Singapore, ESS No. S46/01

● Urban Poverty Reduction Issues
4-13 June 2001, Dhaka, Bangladesh, ESS No. S47/01

● 2001 Tokyo Round Table on Capital Market Reform in Asia
10-11 April 2001, Tokyo, ESS No. S48/01

● Tokyo Seminar on Securities Market Regulation
12-13 April 2001, Tokyo, ESS No. S49/01

● Pacific Public Management Executive Program (PPMEP)
Module 4: Leadership and the Management of Change
30 July - 7 August 2001, Cairns, Australia, ESS No. S50/01

● Partnership Issues in the Social Sector
22-28 August 2001, Tokyo, ESS No. S51/01

● 2001 Tax Conference
5-11 September 2001, Tokyo, ESS No. S52/01

● 2001 International Finance Seminar
17-21 September 2001, Seoul, ESS No. S53/01

● Reforming Pension Systems in the Asian Transitional Economies Part 1–Policy Conference
9-13 July 2001, Beijing, ESS No. S54/02

● Reforming Pension Systems in the Asian Transitional Economies Part 2–Training Workshop
5-6 July 2001, Tokyo, ESS No. S55/02

● Development of Capital Markets
16-20 July 2001, Kuala Lumpur, ESS No. S56/02

● Rural Poverty Reduction in South Asia
29 October - 3 November 2001, Jaipur, India, ESS No. S57/02

● Trade Policy Issues
25 February - 1 March 2002, Singapore, ESS No. S58/02

● Emerging Issues on Social Protection
10-14 December 2001, Phnom Pehn, Cambodia, ESS No. S59/02

● Role of Financial Intermediaries for Poverty Reduction
4-8 March 2002, Singapore, ESS No. S60/02

● Reforming Public and Private Sector Governance in Asian Countries
5-9 November 2001, Tokyo, ESS No. S61/02

The views expressed by presenters and speakers, and the findings, interpretations, and conclusions of authors are their own and are
not necessarily endorsed by the Asian Development Bank Institute. They should not be attributed to the Asian Development Bank, its
Boards, or any of its member countries. The Institute does not guarantee the accuracy or reasonableness of the contents herein and
accepts no responsibility whatsoever for any consequences of its use.

© 2002 Asian Development Bank Institute.  Further proceedings online at http://www.adbi.org/forum/forum.htm
ADBI Publishing 6/02


