Concept Paper
The Global Corporate Governance Forum held a one-day workshop on The Future of Research on Corporate Governance in Developing and Emerging Markets, at the World Bank headquarters, in Washington, D.C., on Friday April 5, 2002.  The workshop launched a new initiative to commission multi-year research on corporate governance by leading researchers around the world and to foster greater cooperation among researchers.  The meeting was attended by about 50 people, including besides leading researchers on corporate governance, selected policy makers, practitioners and staff from international institutions.

The meeting reviewed the current state of research and identified key issues for further enquiry. The discussions at the meeting reinforced the key objective of the workshop: the benefits of exchange between academics of various backgrounds and policy makers to help define a research agenda for the future.  While research on corporate governance in developing and emerging markets has increased dramatically in recent years, from many policy makers’ point of view, evidence on the importance and impact of corporate governance is still fragmented and not always in a form to support policy recommendations.  Especially in developing countries, the full relationships between corporate governance, financing and development has yet to be clearly articulated and tested. Ownership structures, and legal and economic environments in developing and emerging markets still pose challenges to reform, and the implications for effective strategies are not fully understood. While some of these issues are being tackled by researchers, there is limited synergy between efforts in terms of data collection, exchange of ideas and development of a broad research agenda that tackles the most urgent issues from a policy perspective in developing and emerging markets.

The meeting highlighted a number of specific areas of possible future research work, which can be grouped in several themes.

1. Data. Deficiencies in data are hampering the deepening of knowledge on many issues. There is need for both more data as well as for more synergy in data collection among researchers.  The additional data needs are various and can be grouped into a few categories: 

a) data on institutional frameworks, including more detailed information on countries’ legal framework, the various corporate governance rules, accounting and auditing rules and arrangements, the structure and role of financial markets, the setup of stock markets, detail on self-regulatory roles, new trading systems, etc.; 

b) firm data, including better direct and ultimate ownership data, including both cash-flow rights and voting rights, more comparable data on firms’ financial statements, including balance sheet and profits and loss statement, and better data on firm stock market performance, including relative equity valuation and rates of return. 

c) corporate governance and other actions by firms, such as composition of board representation, the act of appointment of independent directors, the voluntary adoption of certain corporate governance charters and bylaws, the presence of incentive contracts for managers, direct or indirect evidence of the sources and use of the private benefit of control etc, in conjunction with other firm characteristics and valuation and performance measures.

New empirical research will also have to address some important methodological issues, including the simultaneity and endogeneity of many measures impeding simple inferences about causality from correlations.  More structural models will be needed, both at the level of the individual firm as well as at the level of the economy.

2. The evolution of countries’ institutional framework. Recent research has provided much insight on the importance of different legal systems, strength of creditor and equity rights, and other institutional aspect of a country’s corporate governance framework for a country’s financial markets development, for relative firm performance and valuation, and for overall corporate sector and economic growth.  Less is known, however, on the determinants and the dynamic evolution of the institutional frameworks themselves.  Questions which arise include: what is so special about a country’s legal origin that its effects seems to sustain over time; to what extent and why does investor protection vary between legal and regulatory approaches; what is the complementarity or substitution between corporations’ own corporate governance actions and changes in the overall framework; will functional convergence(through internationalization of financial markets and firms “choosing” their legal jurisdiction(be such a driving force behind changes in corporate governance to diminish the importance of domestic legal and other reforms; what are the interactions between a country’s corporate governance framework, its enforcement and other aspects of the overall business environment, such as entry and exit and more generally the degree of competition, including through (cross-border) mergers and acquisitions, and other, alternative enforcement mechanism; what are the links between changes in the corporate governance framework and (evolutions) of ownership and control (including political economy) structures; what is the importance of financial crises in triggering important corporate governance reforms;

3. Insider ownership and control. Given the prevalence of large family ownership and the limited separation between managers and owners, corporate governance issues in many emerging markets (and developed countries) often center around the role of the insiders. Yet, the little is known about the actual behavior of family-owned firms, including actual ownership structures. Issues involve the tradeoffs between control and liquidity, and the monitoring and other corporate governance issues raised by more diffuse ownership; the role of other large other block-holders in corporate governance; the determinants of control premium; and the determinants, measurement and welfare benefits and costs of (large) private benefits of control; why insider-controlled firms not choose to open up, improve their corporate governance and reap the lower costs of and increased access to capital;  the importance of a country’s institutional framework for the severity of the agency problems between controlling shareholders and minority investors.

4. First-stage financing and debt financing. For most new firms, first-stage financing is typically in the form of debt, from banks and non-banks. For many closely held firms, most external financing will also be in the form of debt. Furthermore, equity financing from public markets is typically limited to larger firms, while smaller firms use a range of forms of private equity financing, including venture capital, angel financing, and group financing. In many countries, these forms of external financing are impeded directly and indirectly by weak corporate governance frameworks, imposing hurdles that cannot be overcome efficiently by private contracting.  This raises some important issues; what changes in the corporate governance frameworks are most useful to encourage financing in all type of forms to new and small firms; how does this relate to the design of collateral and bankruptcy laws; how do ownership structures relate to the costs of and access to debt financing; how can one make it easier for private agents to write efficient contracts; what are the levels of transparency and disclosure external financiers expect and enforce on private firms; are there lessons from public bond and project finance which may apply also to private firm financing. 

5. Role of different types of owners and other stakeholders.  Besides insider and family ownership, there is still a lack of understanding on the role of various other owners in corporate governance.  This concerns primarily the corporate governance role of banks, and in turn the relationship between the role of banks and the design of the bankruptcy and collateral regimes; and the role of institutional investors. 

a) Banks A number of questions arise: are banks’ corporate governance roles most important in ex-ante project and firm screening, in ex-post monitoring, or during financial distress, and how does this depend on the legal framework, particularly the bankruptcy regimes; how do these roles translate in terms of firm performance, access to financing, speed and efficiency of resolution of firm financial distress, and overall encouragement of entrepreneurship; are there differences in these respects depending on whether banks can also be owners besides being creditors, sit on the board, or exercise vote proxy; how do the corporate governance roles of banks relate to the country’s overall banking system regulation and supervision, the quality of information, and the degree of competition in the financial sector. While researched to some extent for a sample of developed countries, some of which exhibit quite stark differences among each other, many of these questions have not been addressed for emerging markets with very different institutional settings, including different financial structures.

b) Institutional investors Institutional investors are also becoming more important in many emerging markets, with the development of (mandatory) pension funds and mutual fund industries.  Yet, the role of institutional investors in corporate governance is not as clear, often also in developed countries.  To what extent can and should institutional investors be active themselves; what avenues are available to institutions to voice their opinions; how well does the proxy system work in different countries; what does a more active role of institutional investors require from in terms of their own corporate governance; how does the role of institutional investors relate to the structure of the equity markets; what is the impact of institutional investors on firms performance; how does this relate to the structure of stock exchanges and other trading systems.  

c) Other stakeholders. Finally, other stakeholders, particularly employees, are important in many countries in corporate governance, both in terms of direct representation as well as in indirect influence. Little is known, however, how they help shape countries’ overall corporate governance framework, including through social norms.

6. Alternative mechanisms. Much of the work to date, both empirical as well as analytical, has taken off from models of corporate governance in existence in stable and mature economies.  Experiences have highlighted that the corporate governance in many developing countries is, however, quite different from those facing more advanced markets. Existing corporate governance models may not suit the situations of many developing countries with a large share of state-owned enterprise in their economies, institutional weaknesses in many dimensions, limited enforcement, concentrated financial and corporate sector, poor general business environments with perhaps a lack of competition, etc. A checklist approach to enhancing investor protection often does not work and policy advice needs to take more into account what can be changed in the short-run and what will need to be taken as given for a while. At the same time, many developing countries have often embarked on radical changes in their economies through liberalization, privatization and domestic deregulation. Also many countries are still going though large changes in ownership, such as many transition economies.  And developing countries may be experiencing large financial crises, leading to radical changes. These large changes suggest that much reform is possible, also to corporate governance, but that it needs to be approached more in parallel with other measures.  Alternative approaches to enhancing corporate governance may be usefully explored, designing corporate governance changes in conjunction with changes to the ownership structures through privatization. More analytical work is necessary to explore alternative approaches.
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