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ENVIRONMENTAL CONTINGENCIES AND SUSTAINABLE M ODES OF
CORPORATE GOVERNANCE

Abstract
The corporate governance issue has received significant attention recently at both the academic and

the regulatory levels. However, there is still no generally accepted definition of the term consensus
about what it means or conmon system of ensuring good practice. For the emerging econonies of
central and eastern Europe this lack of consensus creates yet another uncertainty on their road to a
merket econony. In this paper dtemative models of corporate governance that have emerged in
merket-oriented economies are described and the critical determinants or contingencies of these
different forms of governance identified. To illustrate the relationship between environmenta and
institutional contingencies and sustainable modes of govemance, paticularly for emerging
econories, the case of Jovenijais described where aspects of three different western governance
nodels have been adopted without due consideration of the exogenous factors required for their

effective application.



ENVIRONMENTAL CONTINGENCIES AND SUSTAINABLE M ODES OF
EFFECTIVE CORPORATE GOVERNANCE

. Introduction
The focus of this paper is the development of effective and suatainable corporate governance
structures in general and for the transitional economies of central and eastern Europe in particular.
The corporate governance issue itself has received significant attention recently in the historically
merket based economies at both the academic (witness the specia edition of Accounting and
Business Research, 1993 and the creation of a new journal, Journal of Corporate Governance,
in 1993) and the regulatory (Cadbury, 1992) levels. However, there is still no generally accepted
definition of the term nor consensus about what it means (Lawrence, 1934). Sone define corporate
governance fromalegal perspective ( see eg. Shelkh and Chatterjee, 1995), some froma
shareholder perspective ( see eg. Dinmsdale, 1994; Cadbury, 1992) and yet others froma
stakeholder perspective ( see eg. Tricker, 1984, 1993). In the transitional economies of central and
eastern Europe it is even used as shorthand for effective management performance evauation

(Vasilev, 1996).

Smilar diversity is to be found in corporate governance mechanisns in historically merket based
economnies (see eg. Monks and Minow, 1995). In the transitional economies of centra and eastern
Europe hybrid systens are developing which reflect different cocktalls of the systens found in the
merket oriented economies of the USA, the UK and Germany. To provide a framework for the
subsequent anaysis, the critica environmenta and institutional contingencies which moderate the

effectiveness of these three systens are considered in Section 1.

Gven the current flux in which the emerging economies find most, if not al, of their environmental
and institutional frameworks a broadly defined concept of corporate governance is developed for
use in Section 111 where a critique of the current corporate governance environment in one of the
transitional economies, Sovenija, is developed. A nodd of the development and change process of
corporate governance systens and the related environmentd contingencies in the transitiona

economies is developed in Section V. Concluding remerks are made in Section IV.
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I1. Concepts of Corporate Governance

Monks and Minow (1995), amongst others, highlight the diversity of corporate governance in the
historicaly merket based economies. A rudimentary, but nonetheless useful, dichotony of corporate
govemance systens is between the ‘outsider’ systens of the UK and USA and the ‘insider’ systens
of Japan and Germany.

[1.1. ‘Outsider’ Systems
In the 'outsider’ system, corporate governance is ensured by the merket for corporate control.

Monks and Minnow (ibid.) list the conditions required for this systemto be effective as:

alarge nunber of listed companies
aliquid capital market where ownership and control rights are frequently traded
few intercorporate equity holdings.

In an economic environment of this sort, issues of governance are domnated by the separation of
ownership and menagerment. Although the agency problens associated with this separation have
been recognised since the time of Adam Smith , Berle and Means (1932) reinterpret this problemas
the separation of ownership and control. In more recent work (see e.g. Manne, 1965; Alchian and
Demsetz, 1972, Fama and Jensen, 1983) attenpts have been made to identify potential mechanisns
in this outsider systemthat might limit the agency problens that can arise from such a separation.
These mechanisns include nonitoring and control by non-executive directors and the design of
suitable incentive mechanisns, but the ultimete sanction which enables these mechanisns to be

effective is the merket for corporate control itself.

Il.1.a. The US System
US securities merkets are characterised by al three of the necessary conditions identified by Monks

and Minnow:



the New York Stock BExchange has over 2,900 company securities listed (London Stock
Exchange, 1997)

NYSE annual turnover of over L2,389 billion (London Stock Exchange, 1997)

in 1994 non-institutional shareholders held over 55% of securities ( New York Stock Exchange,
1995, pp. 27).

Thus, in the US environment the merket in corporate control, manifest in the takeover market, is
likely to dominate al other mechanisis of corporate governance (Franks and Mayer, 1992b).
Critically, corporate control, ownership changes and the resulting ownership structures are brought

about viatransparent equity trades in liquid security merkets.

Scharfstein (1988) has set out the theory as to how informed raiders can assist shareholders in
distinguishing between poor management performance and an unfavourable exerna economic
environment, whilst a nore practical expose of this merket based approach to corporate governance
is provided by the Economist (1934) which characterises the ideal systemas one which:
... would, first, give a boss enough freedomto manage well. It would ensure that he (Sic)
uses that freedomto manage the firmin the interests of shareholders. And, if someone else
could do a better job, it would let him(sic). In such a system, the boss would know what
the shareholders expected; and shareholders would have enough informetion to judge
whether their expectations were being met and the power to act decisively if they were not.
The systemwould keep shareholders sufficiently distinct frommanagers to let thembuy and
sdll fredly without breaching rules against insider trading in stockmerkets; akey virtue of the
public company is that it gives investors liquidity.

However, the proportion of individua shareholders in the US has falen over the past 40 years and
progressive institutiondisation has been the dominant ongoing change in US share ownership since
World War 11 (Friedman, 1996). Nonetheless, the US market is still the largest and most diversley
held merket in the world with over 50 million individual shareholders and more than 10,000
institutiond investors (Gasso, 1995). In addition, nmuch of the institutiona growth has been

concentrated in the private pension funds with 401(k) plans dominating the merket since the early to
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mid 1980s. These plans place the investment decision directly in the hands of individuals and thus the
apparent institutiondisation is somewhat over stated (Friedman, 1996). Despite these changes in the
US market, Friedman (1996) argues that the governance relevance of the market for corporate

control has been strenghened by the nove to greater institutional ownership.

11.1.b. The UK System

Whilst the UK merket is also characterised by alarge number of listings - 2956 in 1996 - (London
Stock Exchange, 1997) and high volume - LSE turnover of over L8839 hillion in 1996 - (London
Sock BExchange, 1997), ownership structures are quite different to those in the US. Personal
investment is at a much lower level (18% in 1995 , Sock Exchange Quarterly, 1995) whilst
institutiona holdings (excluding banks) are much higher (62% in 1995, London Stock Exchange,
1995). In addition, whilst the number of individua shareholders on the New York merket is about
five times that of the London market, the equivaent ratio for institutiona investors is around 30
(London Sock BExchange, 1997). Thus the relative power of the institutional investor in the London

market is much greater than in New York.

This smeller nunber of more powerful shareholders means that conpany shareholder relations are of
amuch more direct nature in the UK than in the takeover based market of the US (Holland, 1995).
Typicdly institutiona investors attempt to build along termrelationship with their investee conmpanies
with only alimited nunber of * tradable’  shares (Holland, 1996). Only if the relationship bresks
down are disinvestment decisions taken. Indeed, enpirical evidence from Franks and Mayer

(1992a) indicates that takeovers are just one extreme on the continuum of corporate restructuring
and Jenkinson and Mayer (1992) suggest that there is more evidence of an association between
poor corporate performance and direct institutiona intervention than between poor performance and
hostile takeoversin the UK. They go on to develop therr argument that takeovers do, in fact, occur
in the absence of any evidence of past poor performance in the expectation of the acquiring firm

implementing a superior policy in the future.

Following the publication of the Cadbury Report (1992) the concept of corporate governance in the
UK has been dominated by issues regarding the shareholder-director relationship. The focus of
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ensuring effective governance has been the structure of Boards of Directors and their
subconmmittees. Principaly there is seen to be amgjor role for non executive directors and for the
separation of the roles of chief executive and cormpany chairmen. This enphasis is curiously British in
that it calls for professional seif regulation of a Board of Directors which is not required under UK
conpany law* and for an increase in the nurmber and influence of non-executive directors, whose
powers and responsibilities are not differentiated in the Conpanies Acts (1985 and 1989) from
those of executive directors. Thus much greater enphasis is placed on professiond self regulation
and private institutional shareholder-company conmunication than is the case in a merket dominated

by the takeover threat.

[1.2. Insider Systems

The German System

Corporate governance in Germany reflects a very different style. In contrast to the Anglo-American
systemit reies in large part on nonitoring by conittee rather than conpetition through merkets.
These committees derive fromthe two-tier or dual board system (see e.g. Bauns, 1993 and
Ordelheide and Pfaff, 1994) and ownership structures. For conpanies with more than 500
enployees the dua board system consists of a supervisory board, whose menbers are ected by
the shareholders or, for companies with nore than 2000 enployees, a board where half of the
members are elected by the shareholders and the other haf by the enployees and labour unions;
and a management board which is appointed, usudly, for afive year period by the supervisory
board. Despite the appointrment of the management board by the supervisory board the day to day
menagement decisions involved in running the firmare taken by the former and the Germren systemis
characterised by a high degree of discretion granted to management. Only where management is
clearly revedled to be unsuitable does direct intervention by the supervisory board occur (Franks
and Mayer, 1992b).

! Section 282 of the 1985 Corrpanies Act requires that each registered cormpany shall have
a least two directors but there is no requirement for these directors to constitute a board of
directors'.



Ownership structures dso reved avery different pattem to those found in * outsider’ system
economies. In Garmany, in 1995, only 17% of conpany shares were in the hands of individuals,
10% in the hands of banks but 42% in the hands of other companies (London Stock Exchange,
1995). Whilst meny individuals deposit thelr shares and thelr voting rights with banks, so increasing

their significance, it is the cross company holdings which dominates the nature of the insider system

11.3. ‘Cocktail’ Systems

The historica links and current political and economic pressures on the transitional economies of
centra and eastern Europe mean that countries in the region have adopted different aspects of the
institutiona frameworks from several sources. Predonminantly these are fromthe German (historical),

UK (political) and USA (economic) systerrs.

The Garman systemexplicitly recognises some of the multiple interest groups (owner, lender,
enployee) affected by issues of govemance. Even in the* outsider’ systerrs the idea of extending the
concept of corporate governance beyond company (shareholder) performance is not new. Berle
and Means (1932) identify the nature of nodern corporations as socia as well as economic
institutions in which corporate managers assume new powers and responsibilities towards not only
the shareholders but aso to other stakeholders including employees, consuners, creditors, suppliers
and the general community. Tricker (1993) pursues this concept of wider stakeholders but the
stakeholder concept itself is ill defined and somewhat nebulous. Perhaps more importantly for the
economies of central and eastern Europe it is aso a static concept which alows little scope for
changing or overlapping stakeholder groups (see e.g. Shelkh and Rees, 1995). In the context of
ownership pattems emenating from privatisation schemes in these econonies where many
copanies are manager/worker owned this static concept of the stakeholder is not helpful when

considering gppropriate governance mechanisns for economies, themselves, in transition.

Whilst a* cocktail' approach to corporate governance mght seem sensible as an operationa
implementation of the contingency approach suggested by Franks and Mayer (19920,19%), as
indicated above, the ultimete effectiveness of such a systemdepends crucidly on the institutiona
structures in which the system operates. The US nodd highlights the inportance of the operationd
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nature, structure and operation of securities markets and the flow of informetion to thent the UK
node underscores the inportance of sdlf regulatory management and professiona controls; whilst
the Garmen systemrdlies largely on a clearly defined lega and organisationa structure within which
control is effected.

Smilar environmenta contingencies have been identified for the regulation of financial reporting
(Puxty et.al., 1987) Based on the work of Streeck and Schmitter (1985), they developed a
theoretical framework in which regulation can be place on a continuumfrom® liberdisni , & one
extreme, through ‘ associaionisni and ‘ corporatismi to * legdismi at the other. Ther andysis places
the USA as having dements of legalsim and associationism, with the latter subordinated to the
former, the UK as principally associationist and Germany as predominantly legalist. These
characterisations are developed fromlimting and ideal cases of regulation, namely: the * merket’ , the
‘ state’ , and the * community’ . Building on the same framework, the working definition of corporate
govermnance used in the subsequent analysis will enconyass aspects of al three limting cases.

1. accounting, auditing and financia reporting (merket)

2 conmpany law and management structure (state)

3. ownership structure and sources of capital (conmunity)

[11. Corporate Governance in Slovenija

Sovenijais an interesting case to consider as it has developed a conprehensive corporate
govemance environment which displays aspects of the UK, the US and the Germen systens. The
accounting, reporting and auditing environment is largely modelled on the UK system, stock merket
regulation follows the US SEC node whilst conpany law is heavily influenced by the German
conpany code. At first blush this system might gppear both understandable to outsiders (i.e.
potentia westem investors) and conprehensive. However, closer inspection raises questions about
the effectiveness of the constraints imposed by these systens in the existing corporate environment in
Sovenija. In meny instances the underlying environmenta factors required for these various
messures to be effective are missing. As a consequence the gpparent conpleteness of the Sovene

corporate governance structure disguises considerable gaps which leave managers free to operate
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independently of other stakeholders and potentidly constrain the transition to a merket econormy

itself.

The three broad aress of corporate governance identified above will be considered in tum to
illustrate the problens associated with the utilisation of corporate governance systens without the

requisite institutiona framework to meke such systerrs effective.

111.1 Accounting, Auditing and Financial Reporting

In the two years following independence the Sovene accounting profession (spearheaded by a
single accounting acadermic) produced 32 standards. The process was undoubtedly helped by
preparatory work which had been taking place under the Yugoslav regime culmnating in the
adoption of a Code of Accounting Principles in 1989 upon which the Sovene standards were based
(Garrod and Turk, 1996). Whilst the coverage of the standards is designed to conply with
Intemational A ccounting Sandards as much as possible, Sovenija s aspirations to join the BJ mean

that the standards are primarily modelled on UK regulation with BUJ 4th Directive overtones.

The standards are based on the user perspective (Preface to Sovene A ccounting Standards pp. 1,
1993), as in the UK and USA. Whilst recognising nrultiple users, this perspective assunmes that the
informetion needs of investors underlie the informetion needs of al other users. Thus the primary
focus of accounting reports is to provide useful informetion for security merket decisions. Gven a
sophisticated securities merket the participants are in a position to evaluate, to a certain exdent, the
operationd definitions used by companies of such things as assets and liabilities. In the Sovene
context this is not the case. The mgjority of Sovene companies are not publicly traded and the
securities market itself is only slowly coning to termnrs with the informetion content of accounting
nunbers. This means that the necessary critical etema evauation of reporting regulation and
practices is largely missing in Sovenija. Along with the very thin trading carried out on the Ljubljana
Sock Exchange (aturnover of L389 million for year ending 1994, London Stock Exchange, 1995)
the leve of critical evaluation of reported accounting numbers is exrendly limted.
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In addition, corporate accountants are thenmsalves struggling with new concepts such as asset and
liability definition. This has been recognised in the standard setting process in that seven of the
standards cover issues not covered by Intemnationa Standards; these are designed to be

“ educational’ as well as prescriptive (Garrod and Turk, 1996, pp.154). Laudable though the
educationd aspect of Sovene standards is, it underlines the problems of any econony which
changes its econormic goals, aspirations and values over a short period of time. It is unredlistic to
epect Sovene conmpany accountants to assinilate these new concepts via accounting standards
aone and to be producing * substance over form and * true and far accounts immediately. The
ongoing debate about asset and liability definitions in the UK, evidenced by the current proposals for
achange in goodwill accounting and past debates on brand accounting and intangible assets,
indicates the conplexty of the problem

As with accounting standards, the basic mode for the role of auditors and their professiona
regulation has followed the UK/USA nodel. The developing inportance of auditing as the econormy
itself has changed can be judged by the change in title of the accounting and auditing body(ies) in
Sovenija In the early days of post Second World War Yugoslavia there was the Society of
Economists in Sovenija and this dominated academic accounting thinking until the early 1970s when
the Society of Accounting Technicians was renamed the Sovene Society of A ccountants and
Treasurers which subsequently became the Association of Accountants, Treasurers and Auditors.
This latter body then established the Sovene Institute of Auditing which now derives further
authority fromthe Law on Auditing and is the parent body of the Sovene Accounting Standards
Committee. Despite these institutional developments the comments mede above regarding the full
gppreciation of  substance over fomi and ‘ true and fair' in the accounting field must, necessarily,
limt the effectiveness of the audit process aso, even with the development of professiond auditing
standards and guiddlines generated by the Sovene Institute of Auditing. Even in the nore developed
econormies there are clear misgivings about the nature of auditor independence and problens arising
fromthe expectations gap (see e.g. Hunphrey et.d., 1992). In an econony where those preparing
published accounts mey be largely unfamiliar with the concepts behind accounting regulation the loss
of effective control can only be exacerbated. In this environment one must question the effectiveness

of the edemd audit process as contributing greetly to the corporate governance structure.
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[11. 2 Company Law and Management Sructure

Unlike the accounting and auditing regulations which are largely based on the UK nodel, company
law is heavily influenced by the Garmman commercial code. The relevant section for joint stock
conpanies of the Sovene Law on Commercial Cormpanies is chapter 4 and sections 4 and 5 are the

nost inportant froma corporate governance perspective.

The structure of management must be two tier if the conmpany exceeds certain size limits or is listed
(article 261). The supervisory board must comprise at least three menbers (article 262(1)) with at
least one third worker representatives if the company has less than 1,000 ermployees and one hdf in
companies with nore than 1000 employees (Law on Worker Participation in M anagement, Article
79), the remainder being elected by the shareholders at the annual genera meeting (article 264) for
companies for a maximum period of four years (article 265). The management board has the
responsibility of running the conpany (article 246(1)) and is appointed for afive year termby the
supervisory board (article 250(1)) and must contain at least one worker representative for
companies with more than 500 enployees Law on Worker Participation in Management, Atticle
81). This would appear to provide a significant amount of power in the hands of the supervisory
board menbers. However, on close inspection their influence on day to day operating decisions is
highly circurmscribed, as in the Germen system Whilst the scope of the powers of the supervisory
board to supervise the conduct of the business and inspect the conpany’ s books and documents is
clearly established in article 274(1 and 2) it is specifically forbidden in article 274(4) for the

supervisory board to manage directly the business.

Ass described above, this insider system of control depends crucidly on cross conmpany
shareholdings and bank influence. The ownership structure in Sovenijais quite different to that
which pertains in Germany. This will be considered further in the next section but the question of
minority interests are particularly relevant to the successful operation of supervisory boards. In
Sovenija, ownership is largely concentrated in the hands of worker/manager shareholders and the
privatisation investrment trusts. In meny cases the latter are minority shareholders who are largely

disenfranchised due to the concentration of mgjority shareholders. This significantly reduces the
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power and influence of the supervisory board and dlows an effective free hand to interd
menagement and workforce decisions. This negation of control by the nature of ownership
structures is well illustrated in article 274(4) which is worth quoting in full:
The management of the business may not be transferred to the supervisory board.
The Articles of Association or the supervisory board may determine that certain kinds
of transactions shall only be performed with the board’'s approval. If the supervisory
board declines consent, the executive management may request that the matter be
referred to the assembly to decide. The approval of the assembly shall be considered
to be given if voted for by at least three quarters of all the votes cast.
The logic of the article is that, whilst the supervisory board cannot manage the conpany, it can force
the management board to take a proposa to the owners if the supervisory board disagrees with it.
However, the inpact of the article is severely restricted when the worker/manager stakeholders and
the owner stakeholders largely are one and the same: the power of the supervisory board is
effectively nullified. Recent figures fromthe Agency of Privatisation indicate that over 70% of
Sovene conrpanies have mgjority employee ownership which underlines the pervasiveness of the

problem

In Garmany the operation of the supervisory board can be characterised as a form of managerial
credit evaluation: menagers are screened before being gppointed to senior positions, investment
plans are discussed before being inplemented and the subsequent performance of management and
investrment is nonitored in relation to plans (Franks and Mayer, 1992b). The question that this raises
is who should be on the supervisory board to undertake this evauation. In Garmeny representetives
on the supervisory board come from senior positions in industry and finance in well established firms
and institutions, often representatives of the suppliers, purchasers and other related conpanies that

have ownership interests in the firm

Gven the state of economic development in Sovenijathere may well currently be insufficient * well
established fimms and institutions’ to provide menbers to ensure adequate supervisory board
control. Carlin and Mayer (1992) document how the Treuhandanstat has created supervisory

boards of east German companies that primerily conprise representatives fromwest German firms
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and banks. In conjunction with the very different ownership structures prevailing in Sovenijathere
nust be considerable doubt raised about the effective control which the supervisory board structure

currently offers in Sovenija.

[11. 3 Ownership Sructure and Sources of Capital

The regulatory structure of the Ljubljana Stock BExchange is heavily influenced by the US Securities
and Bchange Commission. Whilst the Sovene Securities and Exchange Conission only regulates
merket operations and not disclosure issues it does have a significant input to the accounting
standard setting process. As with accounting regulation the administrative structure is well defined
and the regulatory framework extensive and effective as withessed by the recent action taken against
apyramd investment scheme which threatened the long termviability of the market. Gven the
thinness of the merket itself and the pattern of ownership in Sovenija, however, it must be
guestioned whether the close nonitoring of security merket operations flows through to nmore

genera corporate governance iSsues.

Recent work in the field of informetion asymmetry, agency costs and aternative routes to corporate
control and accountability (see e.g. Brennan, 1995) have indicated the subtlety of merket operations
on influencing menagement decisions. In this body of work the inpact of the relaxtion of the ceteris
paribus assunmptions of the work characterised by Modigliani and Miller (1958) is highlighted.
These assunytions restrict anaysis to the effect of dlocating a given net operating income anmongst
competing clamholders on the tota vaue of the income stream In more recent work, however, the
effect of the structure of claims on the incentives of the individuals whose decisions determine the
incone streamitself has been the focus of attention thus highlighting inherent inefficiencies resulting

frominformetion asymmetries in the merket system

Brennan (199) has detailed the potentid influences on managers of financing decisions which they
take. The andysis of principal agent relationships and informetion asynmetries between owners and
menagers have proven nost useful in analysing menagement decisions within the econonies which
rely on 'externd’ systens of corporate governance. However, even in the UK these conclusions

have to be termpered due to the close relationship between institutional owners and cormpany
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menagers. Holland (1995) has identified that the heavy concentration of ownership in alimited
nunber of large financia institutions means that informetion flows in the UK are less merket oriented
than is the case in the wider owner base of the US. As a consequence the regulatory aspect of
agency relationships is less pronounced. However, the UK institutions are considerable players in
the UK securities market and ultimetely exert their influence through merket operations, unlike the
insider modd of Germany. Thus the UK can be considered as lying somewhere between the
extremes of the US and Garmeny with regard to the governance influence of the securities markets.
In Sovenija, with such athin and shallow merket, market controls on menagement decisions are
likely to be tenuous at best. The nature of the merket, in conjunction with current ownership
structures, raises significant doubts about the effectiveness of security merket operations on

govemnance issues.

A conparison between ownership structures in the US, UK, Germeany and Sovenija highlights the

significant differences between the three countries (see Table 1).

Table 1

Aggregate shareholder ownership of quoted companies

Owner USA (1994) UK (1995) Germany (1995) | Slovenija (1996)
Personal 504 18 17 119

Institutions - 435 61 9 336!

exluding banks

Banks a 1 10 na
CGovernment a 1 6 na

Overseas 5.4 16 17 na

Other companies va 2 42 n/a

Interna va na na 36.1
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0.7

Other 1 na 18.4%

100%

Total 100% 101% 100%

Investment, restitution and pension funds

Restitution beneficiaries, banks and other creditors, co-operatives, communities, state and
foreign physicd and legd entities

UK and German source: Stock Exchange Quarterly, 1995

Sovene source: Agency of the Republic of Sovenia for Restructuring and Privatization

US source: New York Stock Exchange, 1995.

These figures highlight the mgjor differences in ownership structures between the three countries:
UK share ownership is domnated by institutional investors
Germen share ownership is dominated by cross conpany holdings

Sovene share ownership is doninated by intera and institutiona investors.

Whilst the Garmen systemis often characterised as one which is bank dominated this is clearly not
the case in tems of share ownership. Whilst they do normrdlly have representation on the
supervisory board and have effective control over amuch larger share holding through proxy vote
registration fromindividua shareholders, it is clearly the cross conpany holdings which are the
predominant descriptors of the system Stable conpany share holdings in other conpanies are
driven by commercid rather than investment reasons. This highlights the essentidly collaborative

nature of the insider systemas opposed to the auction systemassociated with the outsider system

As identified above, the Sovene situation is characterised by a domnance of interna owners and
significant minority holdings by investrment funds. Currently 70.9% of Sovene conpanies, by
nunber, have mgjority employee ownership and, even by value the percentage is 34.6%. Of the
remaining companies, by vaue, 495% have enployee ownership in the 26-50% band so that by
any measure intema ownership is significant. In this environment the role of the securities market to
affect management decisions is severely limited and, as described above, the supervisory role of the

two tier management structure is also very much circunscribed. In addition, the lack of any law on
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mergers and acquisitions mekes it unclear that takeovers can play any significant role in corporate

govemance issues.

V. A Theoretical M odel of Corporate Governance Development

Two useful nodels for considering the developnent of corporate governance systens in central and
eastern Europe are those of Harrison and M cKinnon ( 1986) and Bailey (1995). Harrison and
McKinnon (1986) identify four mgjor aspects of the change process: intrusive events, intra-systens
activity, trans-systens activity and cultura environment. The framework is termed as * nodified
eogenous’ as it incorporates both exogenous and endogenous dements but the former assunes
tenpora and theoretica precedence. The intrusive events are the exogenous change stimuli which
disrupt the system s pre-existing pattem; intra:systens activity is the interactions amongst the
structurd dements of the systemitself; trans-systens activity is the interactions across system
boundaries; and the cultural environment pervades and influences the three other aspects of the
system The visible response to the intrusive event is generated through interactivity anong the
structura ements of the system (intra- systenrs activity). The collective and individua responses of
the structurd eements of the systemto change stimuli are circunmscribed by the interactions between
the systemand its neighbouring systens (trans-system activity). This embodies the influence of the

nation specific cultural environment which is thereby exended to the response events thermselves.

Balley’ s modd looks nore specificdly at the accounting change process in the transitiona
economies of central and eastern Europe. He identifies three stages of development: state directed,
state regulated and merket driven.

With regard to corporate govemance the intrusive event is the change in the econonic systemitself,
the intra systers activity can be thought of as the different aspects of corporate govemance systens
imported fromwestern countries, the trans-system activity is the relationship between the different
aspects of the corporate environment which are assumed to inpact on corporate governance and

the cultura environment enbodies the historica normms and vaues of the systemitself.
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Utilising Balley’ s modd, different aspects of the * trans-system  corporate governance environment
are a different stages of transition. The former Yugoslav version of ‘ state directed’ was the anti-
Stalinist concept of decentralised self-management and socia ownership (Kardelj, 1975). At the
political level self-management menifested itself in the repudiation of institutions of representetive
dermocracy and their replacement by the very conplex delegationa system of direct democracy .
With over 70% of Sovene companies (Agency for Privatisation, 1996) in worker/manager
ownership it would appear that ownership structures are still very much in the * state directed” sector
despite the efforts of the Privatisation Agency to broaden ownership in the largest Sovene
organisations. Conpany law and management structure, on the other hand, falls within the * state
regulated’” zone, via cormpany law whilst accounting, reporting and auditing regulation and security
merket regulation are firmly located in the merket driven area. Accounting and reporting regulation
has been assigned to a new autonomous professiond body, the Sovene Institute of Auditors, and

an independent SEC body has been established to regulate security merket operations.

However, these * intrassystens’ , which thermselves meke up the corporate governance environment,
display significant market * inefficiencies’ . A ccounting regulation and auditing practices are limted in
their effectiveness due to thelr enphasis on investor usefulness and the limted depth and breadth of
the securities merket; the latter limts the agency consequences of management decisions so that
current controls indicated in the financial economics literature emanating from security merket
operations do not pertain; this is exacerbated by current ownership structures which, in addition,

limt the effectiveness of supervisory controls built into exsting cormpany law.

Sovenija has a corporate governance environment with the accounting and security merket
regulation firmy within Balley’ s * market driven’ sector whilst it’ s accounting and security merket
practice are still struggling to emulate those of the UK and US respectively, upon whose regulatory
frameworks Sovenija s is modelled. Equally, company law is in the * state regulated’ sector whilst
ownership structures still lag behind in the * state directed”  sector. The corporate governance
environment appears, therefore, to lag in al three aspects of development to their respective modes
of regulation. See Table 2

Table 2
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State Directed State Regulated M arket Driven
Intrusive Event Change of economic and
political system
I ntra-System Activity
Accounting, Reporting and Autonomous accounting
Auditing Regulation profession
Company Law Commercial Code

Security Market Regulation

Autonomous regulatory
body

Trans-System Activity
Accounting, Reporting and
Auditing Environment

Company Law Environment

Security Market Environment

Ownership structures
resulting from privatisation

process

Limited understanding of

investor needs driven reports

Limited equity market with
thin trading

Cultural Environment

Self management sustained
through privatisation

process

Belief in regulatory process

“ entrepreneurs’  still
regarded with some

suspicion

If this situation occurs in other transition economies then the effectiveness of inporting corporate

govemance regulations from other econorric environments sees limited. The econorics of

transition has borrowed heavily fromthe problemetic of transition from sociology (Stark, 1996).

However, the transition of the former conmand economies to awell known and well tried system

of the merket econony is different fromthe unknown change of the sociology literature. As in al

versions of modemisation theory, transitology, as this new science is known, begins with afuture

that is not only desired but aready known. But do we know what a merket econony is? As

illustrated above many aspects of the historically merket based econonies are unique and culturally

based. Likewise with the former command economies. It therefore seens likely that the eventua

“market’ economies of the transitiona economies will display the sane leve of diversity.




In this case the importation of market driven regulations which depend upon thelr own unique
environments to be effective into an environment of rapid change and development is not helpful.
Bailey’ s state regulated stage of development would appear to be under utilised in the transitional
econormies where the politicians’ zedl in trying to achieve * market’ econory acceptance and

respectability has not maintained the crucid link between regulation, institutions and environment.

For merket driven regulation to become nore effective, securities merkets need to become wider
and deeper so traditiona agency constraints will becone effective controls on menagement
decisions. This inplies not only that the number of traded equity securities has to grow substantialy
but, more critically, that the nature of share ownership becomes more dispersed and fluid. It is
unclear that this is necessarily a desirable or beneficid development at the current state of econonic
development in the region. If nore companies are encouraged to undertake a public flotation then
political rather than financia factors (see eg. Byrme and Rees, 1994) will be driving the decision and
will not, necessarily, be to the benefit of the cormpanies involved. If trading is to increase then
exsting, largely small, shareholders must be encouraged to come to the market. With a recent
cultura history in the economes of central and eastern Europe towards high propensities to consunme
and low propensities to save it is likely that only sales will occur, thus further undermining the

development and confidence in the merket.

In addition, cultura history would suggest that the accounting professions in the region are used to a
legdlistic definition of accounting practice (Bailey, 1995) and as the transitional merket econorny is
underdeveloped, there is only aformal conmpliance with the requirenments of the accounting reform
This suggests that the informetion requirements of fully operating securities merkets will be
inadequately served by exsting practice and that commercialy necessary accounting changes will lag
the legdlly specified accounting regulation.

For state regulation to becone effective in the governance field, institutions like banks or some
govemnment agency must become nore actively involved in the supervisory role of companies. This
would require a significant development on the part of banks in their commercia expertise and the

role which they currently play in economic development. As bad loans of the past are gradually
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elimnated fromtheir balance sheets it is likely that bank financing will play an increasingly important
part in capital growth for cormpanies in the region. This would act as a platformfor greater
participation of banks in the governance role. In the short termthis role might be nore effectively
played by a government agency of sorme kind. All countries in the region have some mechanismfor
co-ordinating the privatisation of economic units within their econormies and, by definition, these
agencies are of finite life. Gven their intimete knowledge of the cormpanies privatised they could well
play an useful role in the supervisory function post privatisation.

Such adeveoprment would have significant inplications for the speed and nature of the development
of the securities markets. If banks developed in this supervisory way then the whole corporate
environment would move inexorably towards the insider, or German, model. In this case securities
merkets are unlikely to develop into the deep and broad merkets of the USA or UK. This would
imply that accounting and auditing regulation as currently conceived would never play an effective
role in the practical application of corporate governance in the region. If this latter development is

desired then careful nurturing via Balley’ s state regulation mechanisims would be called for.

V. Concluding Remarks

The wide diversity of corporate governance models in the historica merket economes raises an
important question for the emerging merket economnies of central and eastern Europe as to which
nmodel they should adopt. Gven that these distinct methods of corporate govemance have
developed, and work, due to the historical development of management, ownership and regulatory
systens in the different countries it is unlikely that any one systemwill work adequately within the
emerging economies. Equally a ‘patchwork’ approach of drawing frommultiple systerms may lead to

unforeseen gaps in the control mechanismas has been suggested in the case of Sovenija

In the discussion above a very wide perspective of corporate governance has been adopted which
incorporates three mgjor strands:

1 accounting, reporting and auditing regulation

2. conmpany law and management structure

3. ownership structure, sources of capital and security merket operations.
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A mismetch between regulations affecting corporate governance and the institutiona requirements
for their effective operation has been identified. Using the intrusive event node of Harrison and
Mackinnon and Balley’ s accounting transition nodd, the need for nurturing govemnmenta regulation
to achieve an effective and sustainable corporate govermnance environment in the transitional
economnies has been identified. Rather than aiming at a static governance environment which will be
suitable when the transitional econorries * achieve  transition it alows for dynanic developnent such
that effective goverance can be achieved at all stages of the change process. Under current
regulations it is paradoxica that privatisation schemes nodelled on a broadly held outsider system
have created the circunmstances in which only the insider system appears to offer a workable

structure for corporate governance in the short and mediumterm
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