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Foreword
The right interface between best practice and regulation is crucial to the establishment of a good framework for effective corporate governance. Regulation
can certainly change behaviour because people are required to comply, but it
creates a climate of compliance for its own sake. On its own, it does not necessarily lead to better behaviour in a qualitative sense, nor does it foster a climate of
evolutionary change towards best practice.
Simon Wong is therefore right to focus on the choice of instruments for policy makers. These should not blindly follow an Anglo-Saxon model but should be tailored to
suit local conditions. Anglo-Saxon markets are characterised by diversified ownership in which a main task of governance is to ensure that management does not
expropriate investors. In other markets, where a controlling shareholder may be the
norm, the requirement is for arrangements that protect minority shareholders from
the risk of expropriation by the controlling holder.
The example of Japan is given as being a market with a profoundly different
culture to the Anglo-Saxon model. It is almost certainly right that Japan needs to
rethink its approach, not least because its firms will have to compete for capital in
a world where it may become a scarce commodity. But the impulse for change
must come from within. Outsiders can support internally generated reform, but they
cannot impose it themselves.
Finally it is important that the approach to governance and the expectation of
those involved in it should be consistent with incentives set by the fiscal and broader regulatory framework. There is no point in relying on governance to correct or
compensate for flawed incentives existing elsewhere. This is one lesson that we are
all having to learn from the global banking crisis.
With all these constraints, one might wonder whether the task of setting a good governance framework is worth the effort. The answer has got to be a resounding yes.
Good governance underpins investor protection in ways that create confidence
and reduce the cost of capital, but it is also good for companies themselves.
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Companies whose governance arrangements position them to take robust strategic
decisions and manage risk are more likely to succeed in the long run. Those that are
properly accountable to all their owners, including minority shareholders, will need less
intrusive regulation. This cannot be achieved by regulatory fiat, and intrusive regulation anyway tends to stifle entrepreneurialism.
The task for regulators is to create an open framework and ensure that checks and
balances are in place that allow and encourage the market to operate an accountability chain. This is a tough task but it must be tackled and this piece contains some
thoughtful suggestions on how to proceed.

Peter Montagnon
Director of Investment Affairs,
Association of British Insurers; and
Member of the Forum’s Private Sector Advisory Group
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Uses and Limits of Conventional
Corporate Governance
Instruments: Analysis and
Guidance for Reform – Part Two
By Simon C.Y. Wong
Adjunct Professor of Law, Northwestern University School of Law;
Former Head of Corporate Governance, Barclays Global Investors
Limited; and Member of the Forum’s Private Sector Advisory Group
This Private Sector Opinion is organized in two parts. Part One,1 published in June 2009, examined the uses and limits of five conventional corporate governance instruments—transparency,
independent monitoring, economic alignment, shareholder rights, and financial liability—and
suggested ways to improve their application. Part Two, the essay that follows, recommends how
policymakers should approach corporate governance reform generally, with a view toward
strengthening the effectiveness of conventional corporate governance instruments.

T

he instruments surveyed in Part One have certainly improved corporate governance but some tools have been misapplied while others have created
serious side effects. To illustrate, the rapid growth of executive compensation

continued—and in some markets, accelerated—after the introduction of individual
executive pay disclosure. In addition, many have argued that quarterly reporting of
financial results has brought about excessive short-termism, as management obsesses
over meeting analysts’ earnings forecasts for each quarter because missing the
“consensus estimates” by even one cent could pummel the share price and discredit
management. In the financial sector, the shift toward a board dominated by
independent directors—perceived by many to be key for effective monitoring

Even when
conventional
corporate governance
instruments work
as intended, there
are limits to their
utility.

of management—ultimately proved to be its Achilles’ heel as weak industry
knowledge meant that non-executive directors (NEDs) were unable to
pick up on warning signs of imprudent risk taking by management.
As elaborated in Part One, even when these mechanisms have worked
as intended, there are limits to their utility. For example, the structural
issues that boards confront—such as potentially conflicting “watchdog”
monitoring and strategy development roles, part-time status, vast information asymmetry, and boardroom group dynamics—mean that directors
will never be as objective and challenging of management as shareholders
and others wish them to be. Likewise, there are limits to the use of economic
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Part One of this Private Sector Opinion is available at http://www.gcgf.org.
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incentives as a tool to align the interests of management and shareholders, the

Drawing upon
of financial gains. Due to free-rider problems, lack of capacity (particularly
the lessons learned
for institutional investors with large portfolios), and conflicts of interest,
from analyzing
shareholders may not be well-positioned to rigorously monitor boards
the application of
and management, particularly in markets with dispersed ownership.
conventional corporate
Drawing upon the lessons learned from analyzing the application of
governance tools to
conventional corporate governance tools to different situations and
different situations and
contexts, policymakers can take a number of steps to improve corporate governance reform efforts, including:
contexts, policymakers
can take a number
nn Calibrate reforms to fit the surrounding context
of steps to improve
nn Assess how an instrument will influence the behavior and focus of
corporate governance
the affected parties
nn Be prepared to take difficult decisions to resolve challenging corporeform efforts.
most significant being that people are motivated by more than the prospect

rate governance issues

nn

Ensure coherence of tools employed with the legal, regulatory, and tax
regimes

nn

Employ “carrots” as well as “sticks” to improve corporate governance standards

nn

Focus on social incentives and values to complement existing governance instruments

Calibrate reforms to fit the surrounding context
In all countries, the surrounding context helps to identify the most critical corporate governance problems to address and the tools available to remedy
them. Thorough understanding of the broader environment may also help
combat the temptation to over use instruments that have, heretofore,
proved successful.
Among the various contextual factors to consider, ownership structure is
perhaps the most important. With dispersed ownership as the norm, the
key issues in Anglo-Saxon countries are incumbent management pursuing
personal interests at the expense of shareholders and the ongoing chal-

When devising
reform, ownership
structure is perhaps
the most important
contextual factor
to consider.

lenges in inducing atomized shareholders to actively monitor management.
In these markets, the primary tools employed have been independent boards
and performance-based remuneration arrangements, including disclosure
thereof.
In countries where controlling shareholders are a common feature, the main governance issue is the risk of abuse by dominant owners, particularly through related-party
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transactions and denial of participation rights. Moreover, as controlling shareholders
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often have the ability to decide who sits in the boardroom, there are limits to which
the board of directors in firms with concentrated ownership can serve as an effective
oversight body. Yet, policymakers in some of these markets continue to focus on replicating the Anglo-Saxon board model. By contrast, cognizant of the board’s limitations
in a country where the majority of firms have a controlling owner, Brazilian policymakers have prioritized enhancing shareholder rights and transparency over improving
board independence and functioning.2
Ownership structure also influences how certain corporate governance tools
are perceived and, correspondingly, employed. Supermajority voting
Cognizant of the
requirements, for example, are viewed as beneficial in companies with
board’s limitations in
a controlling shareholder because it increases the likelihood that the
a country where the
support of minority investors would be needed to pass resolutions.
Conversely, voting thresholds above a simple majority are considered
majority of firms have
to be an entrenchment device in companies with dispersed ownera controlling owner,
ship because it is much harder in these firms to meet the higher votBrazilian policymakers
ing threshold.3
have prioritized
Similarly, voting caps are perceived negatively in markets with
enhancing shareholder
atomized shareholders but positively in countries where concenrights and transparency
trated ownership is widespread. Lastly, while double voting rights
over improving board
may, in principle, be useful to encourage longer-term shareholding,
they could serve as an entrenchment device in enterprises that already
independence and
feature long-term dominant investors.4
functioning.
When devising corporate governance reforms, policymakers should also pay
attention to the broader business and company context. Consider the case of
Japan. Believing that greater transparency is an absolute good rather than merely
a tool to achieve a specific objective, some foreign investors have called for the
disclosure of pay on an individualized basis in Japan—even though executive pay is
relatively low there. If this were to happen, it may spark a ratcheting of pay and create
a problem that does not currently exist.
Similarly, Western notions of management accountability—where under-performing
executives are usually terminated—may be less suitable for Japan at the present time
because, according to a leading Japanese analyst, the still-widespread practice of
“lifetime employment” means there is practically no secondary market for senior management in that country.
2

3
4

Detailed discussion of Brazilian corporate governance reforms can be found in Maria Helena Santana et al, “Novo Mercado
and Its Followers: Case Studies in Corporate Governance Reform,” 2008. Available at http://www.gcgf.org/ifcext/cgf.nsf/
AttachmentsByTitle/Focus+5/$FILE/Novo+Mercado+text+screen+4-21-08.pdf.
Assumes that the default corporate governance provisions are management-friendly.
In France, for example, many companies offer double voting rights to shareholders who have held their shares for a certain
period of time, usually two years or longer. This practice, however, has been criticized for giving controlling shareholders—
common in French companies—even greater influence.
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Foreign investors have long pressed for independent directors in Japanese boardrooms, thinking that it would improve the monitoring of management. However,
because Japanese boards are, in effect, management committees, introducing
independent directors will not necessarily improve board performance. Rather, it may
be a recipe for failure because the NEDs will probably be unable to contribute fully
to the operations-laden discussions that typify management meetings. Given this, it
is unsurprising that, according to a Japanese proxy adviser, “Many Japanese executives cannot see the value of having outside directors.” If adoption of the Anglo-Saxon
board model is desirable, the introduction of independent NEDs must be coupled with
changes in the focus and function of Japanese boards.
In terms of regulatory approaches, the “comply or explain” disclosure regime—
where companies are not required to comply with the substantive provisions

The “comply or
explain” disclosure
globe because it relies on market mechanisms for the enforcement of
regime may be
a governance code.5 However, “comply or explain” may be ill-suited
ill-suited for countries
for countries where companies pay attention only to mandatory
requirements or where only a few investors are willing to monitor the
where companies
level of compliance by companies.6 In such situations, regulation
pay attention only to
may be more effective in bringing about the desired behavior.
mandatory requirements
Assess how an instrument will influence the
or where only a few
behavior and focus of the affected parties
investors are willing to
monitor compliance.
Where corporate governance instruments have failed to achieve their
of a corporate governance code but are expected to explain publicly the reasons for deviations from it—has become popular across the

intended objectives, a key contributing factor has typically been insufficient
consideration of the behavioral impact of these mechanisms. Quarterly reporting is an instructive example of how transparency can steer management behavior
in the wrong direction, in this case toward an excessively short-term orientation.7 Similarly,
disclosure of executive pay on an individualized basis may have magnified the importance of remuneration and led many executives to seek “fair” treatment by demanding
the same level of compensation as higher-paid peers, thereby triggering an acceleration of pay increases. Furthermore, the possibility of substantial short-term rewards—via
stock options or annual bonuses—can drive individuals to take imprudent risks.
As discussed in Part One, remedial measures can usually be found to alleviate adverse
behavioral consequences. With executive pay disclosure, for instance, regulators
5

6
7

6

See discussion in Simon C.Y. Wong, “Developing and Implementing Corporate Governance Codes,” Private Sector Opinion
Issue 10, Global Corporate Governance Forum, 2008. Available at http://www.gcgf.org/ifcext/cgf.nsf/AttachmentsByTitle/
PSO10/$FILE/GCGF+PSO+issue+10+12-8-08.pdf.
Due to lack of awareness, interest, or capacity, or because of conflicts of interest (e.g., asset manager owned by a financial
conglomerate).
For a discussion of the role of short-termism in management decisions, see CFA Centre for Financial Market Integrity, “Breaking
the Short-Term Cycle,” 2006. Available at http://www.cfapubs.org/toc/ccb/2006/2006/1.
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could mandate the disclosure of executive pay in bands, disclosure of the ratio
between the highest and lowest paid, or disclosure without naming specific individuals. Regarding high quantum of pay, some financial institutions are revamping their
approach to calculating bonuses and are spreading bonus payments over multiple
years. As for quarterly reporting, some countries have decided not to require it while
others, such as the European Union, have scaled back the information that must be
furnished quarterly and explicitly discouraged the use of quarterly “earnings guidance” out of fear of encouraging short-termism.
Looking ahead, policymakers are presently considering whether and how to introduce “dynamic provisioning,” which would compel financial institutions to increase
capital buffers in buoyant periods in the expectation that they would be drawn
down in recessionary times.8 As earnings per share is a commonly-used performance
metric in bank incentive schemes, effecting “dynamic provisioning” by changing
the accounting rules for setting aside provisions rather than by amending capital
requirements regulations may lead to undesirable behavior on the part of man-

Introducing
agement. Whereas the latter approach would have no impact on profits,
altering the rules for provisioning would likely reduce reported earnings and,
“dynamic
consequently, may lead management to be insufficiently prudent when
provisioning” by
setting aside provisions.
changing the
Earlier this year, the US government decided to restrict bonuses to a
accounting rules for
provisioning would likely maximum of one-third of total compensation for executives of financial institutions that received “extraordinary assistance” from the
reduce reported earnings
Troubled Assets Relief Program. It should come as no surprise that
and, given the use of
those institutions that are unable to free themselves from the government’s pay restrictions by repaying the loans in the near-term may be
earnings per share as a
seeking to circumvent them through such measures as boosting base
performance metric in
salaries to raise the headroom for bonuses.
bank incentive schemes,
While currently not a regulatory matter, the issue of performance meamay lead management
surement and compensation arrangements for asset managers also
to be insufficiently
deserves mention. For fund managers, performance is often measured
prudent when
in quarterly intervals, leading them to focus on the short-term, including
setting aside
pressuring investee companies to maximize short-term profits. Moreover,
in
certain situations, such as with respect to passively-managed portfolios,
provisions.
competitive forces have lowered management fees—usually expressed as

a percentage of assets under management—to zero for some large mandates.
From an alignment of interest perspective, this is perhaps the worst possible outcome
because it removes the incentive for the asset manager to maximize the value of the
portfolio while introducing severe conflicts of interest. With no management fees to
8

For a summary of the debate, see “Inadequate – Regulating banks,” The Economist, 13 March 2009.
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rely on, the primary means for the asset manager to earn a financial return is
through fees generated from securities lending. However, when the recall of
shares for voting purposes would normally be called for, such as in a proxy
contest, the asset manager may be reluctant to do so because it would
then be deprived of its primary revenue source. Accordingly, if pension
funds and other ultimate investors would like their asset managers to
act in their best interest, they should evaluate their managers’ performance over longer timeframes and be prepared to pay reasonable
management fees.

Be prepared to take difficult decisions to resolve
challenging corporate governance issues
Corporate governance tools would be more effective if policymakers
employ them only when their use is truly appropriate rather than as a way
to avoid making tough decisions. Similarly, the inherent complexity of certain

If investors
would like their
asset managers to act
in their best interest,
they should evaluate
their managers’
performance over
longer timeframes and
be prepared to pay
reasonable
management fees.

issues means that simple solutions—while tantalizing—are unlikely to work.
Take the new UK company law provision that permits firms to enter into liability limitation agreements with their auditors provided that shareholders consent.9 Large firms
with global operations, however, have a limited pool of providers with whom they
can contract for audit services. If the largest auditing firms all begin to insist on liability limitation as a condition for providing audits—a not improbable scenario in the
oligopolistic market for global auditing services—large companies would likely
have no choice but to go along. Given this possibility, it may have been
better for the UK government to decide whether, as a matter of course,
liability of auditors should be limited rather than leaving the decision to
shareholders.
As elaborated in Part One, disclosure may be an inadequate tool
to manage conflicts of interest that are qualitative in nature, such
as biased stock research reports.10 In these situations, more stringent
remedies, including prohibition, may be required. Notwithstanding
their more aggressive posture in resolving conflicts recently,11 a
number of grave conflicts of interest remain—such as compensation
consultants simultaneously serving the board and management—and
policymakers should be prepared to deal decisively with them.

9
10
11

8

Disclosure may be
an inadequate tool
to manage conflicts
of interest that are
qualitative in nature;
in these situations, more
stringent remedies,
including prohibition,
may be required.

Further details can be found in Financial Reporting Council, “Guidance on Auditor Liability Limitation Agreements,” June 2008.
Available at http://www.frc.org.uk/images/uploaded/documents/FRC%20ALLA%20Guidance%20June%202008%20final4.pdf.
This could arise if, for example, stock research reports were produced by a financial institution with an investment banking
arm.
Examples of actions taken include the contemporaneous provision of audit and certain non-audit services, involvement of
research analysts in investment banking transactions, and credit rating agencies evaluating debt issues that they helped
issuers to create.
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Looking back, certain instruments may have failed to work because they provided
overly simplistic solutions to complicated problems, as the ineffectual use of disclosure
to combat high executive compensation and the over-reliance on board independence as a proxy for board effectiveness show.
The desire for simple approaches to resolve complex issues has also resulted in a strong
preference by regulators and investors for objective/quantitative information over
qualitative data, for example the dependence on Value at Risk to manage market
risk. Although objective/quantitative data may be easier to understand and facilitate
comparative evaluation of companies, they also risk providing a false sense of assurance. For instance, while fair value accounting is able to generate precise values for a
wide variety of assets, the underlying calculations may be based on models containing only approximate figures.
Similarly, by permitting certain institutional investors to hold only investment-grade debt
securities, regulators may have inadvertently fostered an excessive reliance on credit
ratings in investment decisions at the exclusion of other important considerations.

The simplistic
approach that some
fund managers employ
to interpret their
fiduciary duties may be
a cause for concern.

Lastly, the simplistic approach that some fund managers employ to interpret their fiduciary duties may be a cause for concern. When evaluating whether it would be in the best interest of shareholders to recall
a stock on loan in order to vote it, fund managers are required to
weigh the value of voting against stock lending revenue to be foregone. Given the difficulty of assigning a monetary figure to a vote,
some fund managers will routinely give it a zero value and, hence,
conclude that shareholder interest would be better served by not
recalling the stock in question, even when contentious items are on the
meeting agenda.

Ensure coherence of tools employed with
the legal, regulatory, and tax regimes
It is absolutely essential that the corporate governance instruments in use are joined
up with the underpinning legal, regulatory, and tax regimes. Drawing on the discussion
in Part One, stock options were misused partly because US tax laws skewed the balance between salary, bonus, and incentive awards, and the accounting rules in the
1990s made options much more attractive than restricted stock.12
In recent years, there have been growing demands in the US for large institutional
shareholders, such as mutual funds, to play a more active role on corporate gover-

12

Specifically, US tax laws limiting deductibility of base salary to US$1 million and accounting rules allowing stock options—but
not restricted stock—to avoid being expensed.
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nance matters. Yet, various regulations, in particular Regulation Fair Disclosure
(FD), are perceived to impede the ability of companies to enter into private dialogue with institutional shareholders on corporate governance.
If US regulators are supportive of such roles for institutional investors,
they should clarify the scope of Regulation FD or create a specific
safe harbor to facilitate such dialogue. Likewise, the boundaries of
“concert party” regulations remain ill-defined in some European
countries.
In some emerging markets, policymakers have promulgated
world-class regulatory standards—such as on internal controls,
certification of financial reports, and insider trading—that may be
extremely difficult to enforce in light of the limited prosecutorial and
judicial resources in those countries. Instead of introducing sophisti-

Instead of
introducing
sophisticated
regulations that will
go largely unheeded, it
may be more sensible to
have in place a basic set
of corporate governance
rules that will be
vigorously enforced.

cated regulations that will go largely unheeded, it may be more sensible

to have in place a basic set of corporate governance rules that will be
vigorously enforced.

Employ “carrots” as well as “sticks” to improve corporate
governance standards
With a few exceptions, such as performance-based compensation, most corporate
governance tools work on the premise of punishment rather than reward. But it
may be more promising to utilize “carrots” rather than “sticks” to encourage
better behavior. In Brazil, stock market operator Bovespa has successfully
segmented the stock market into different tiers—each with progressively
more demanding corporate governance requirements—to encourage
companies to adopt higher corporate governance standards. Today,
most new listings take place on the highest tier, the Novo Mercado. In
this regard, the decision by UK authorities to exempt foreign issuers with
a Premium Listing from the more rigorous corporate governance require-

It may be more
promising to utilize
“carrots” rather than
“sticks” to encourage
better behavior.

ments applicable to UK-incorporated companies is a missed opportunity.
Meanwhile, Thailand offers fast track issuance of securities and reduction of listing fees to companies that score highly on corporate governance assessments.
The private sector can also promote better governance practices by sponsoring
corporate governance awards and bestowing other forms of recognition. These
have had a noticeable impact in raising governance standards in such countries as
Singapore and Hong Kong. One Asian financial institution, having received a good
governance award from a prestigious financial publication, retained external consultants to help it further improve its practices in this area. The CEO told the consultant
that “now that we have received an award for good corporate governance, we
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better live up to this distinction.”
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Focus on social incentives and values to complement existing
governance instruments
Financial incentives matter a great deal but social ones are important, too. In many
countries, informal social incentives—such as a reputation for integrity and honesty—
are relied upon to compensate for an underdeveloped legal and regulatory framework. In the UK, the Queen’s Birthday Honours recognize distinguished achievements
in, and meritorious service to, government, business, arts, science, sports, and other
fields of human endeavor. The prospect of a knighthood and other honors has probably influenced the personal and professional conduct of more than a few individuals.
Likewise, values can be a powerful instrument to foster desirable behavior.
In the business world, individual and organizational values can usefully
complement conventional corporate governance instruments, such as

Values can be a
powerful instrument
to foster desirable
behavior.

financial incentives, that may be vulnerable to gaming or inadvertently
encourage undesirable conduct. For instance, using cash flow as a
performance metric in incentive schemes may lead management to
scale back longer-term capital expenditures in order to maximize short
to medium-term compensation. In such circumstances, values can help
ensure that executives pursue the right course for their companies when
personal interests may tempt them to do otherwise.

In Switzerland, a sense of personal shame and responsibility may have prompted
bank executives to return their bonuses last year. In the UK, the view that the chairman’s role is a higher calling leads British CEOs to voluntarily step down in their midfifties to take on chairman posts that pay considerably less.
In some cases, resistance to adopting certain practices can be traced to

The current
financial crisis may
provide a historic
opportunity to
recalibrate individual
and societal values,
including measures
of achievement and
exemplary professional
conduct and notions
of collective
responsibility.

cultural factors. In the US, some CEOs vehemently oppose relinquishing the
chairman role not because they relish wearing both hats. Rather, they
fear they will be perceived as a sub-par leader if they don’t occupy
both positions.
To be sure, changing values and culture is an enormous undertaking. Yet, the current financial crisis may provide a historic opportunity
to recalibrate individual and societal values, including measures of
achievement and exemplary professional conduct and notions of
collective responsibility. Academic institutions—especially business
and law schools—and corporations can play their part by focusing
on values in their curricula and training programs, as some have done
for years. At a minimum, governments should ensure that regulations,
in particular disclosure rules and tax laws, do not inappropriately skew
management behavior.
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Conclusion
Governance reform is an ongoing process, requiring periodic adjustments and continuous tailoring to address evolving problems and challenges in each market. On each
occasion when changes are contemplated, policymakers and others involved in the
reform process should evaluate how the tools they wish to again draw upon have
worked in the past—at home and abroad—and seek to understand the legal, behavioral, and other contextual factors that have contributed to their success or failure.
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trust fund facility located within IFC Advisory Services. Through its activities, the Forum
aims to promote the private sector as an engine of growth, reduce the vulnerability
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corporations to invest and perform efficiently in a socially responsible manner.
The Forum sponsors regional and local initiatives that address the corporate governance weaknesses of middle- and low-income countries in the context of broader
national or regional economic reform programs.
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