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Abstract

The study empirically examines three main issues. First, the study examines the
relationship between corporate governance and risk-taking. Second, the study investigates
the association between corporate governance and credit rating. Third, the study examines
the link between corporate governance and cost of capital. Corporate governance was
represented in this study by the mechanisms of corporate governance index, ownership
structure and board structure, and firm performance was represented by risk-taking, credit
rating and cost of capital. Using a sample of 200 companies from 10 OECD countries over
the 2010 to 2014 period and relying on a multi-theoretical framework, the findings are as
follows. First, the results suggest that firms with good corporate governance are shown to
engage less risk-taking. Second, the findings indicate that firms with good corporate
governance generally have higher credit ratings than firms with poor corporate governance.
Third, the results suggest that firms with good corporate governance generally have lower
cost of capital than firms with poor corporate governance. Ownership structure and board
structure, as representatives of corporate governance, all demonstrated similar results.
Differences among firms were seen in terms of legal and accounting traditions, as well as
in terms of culture. Yet, the findings appeared to be relatively consistent across Anglo -
American and Continental European traditions, despite the fact that there was different
emphasis placed on some corporate governance mechanisms, and despite different cultural
characteristics. The findings are robust to endogeneity problems, alternative measures and
estimation techniques used such as two-stage least squares, lagged reports and fixed effects
reports. Overall, the findings have major implications for regulators, academics and
practitioners.
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Chapter 1: Introduction, Background and Motivation

1.1 Introduction

In recent years, researchers have shown great interest in the subject of corporate
governance and its possible impact on firms. Consequently, several studies have examined
the association between corporate governance and firm value (Yermack, 1996; Gompers
et al., 2003; Beiner et al.,, 2006; Renders et al., 2010; Ntim et al., 2012; Kumar & Zattoni,
2013; Griffin et al, 2014); between CG and corporate social responsibility (CSR)
(Alshammari, 2015; O’Riordan, Zmude & Heinemann, 2015); between CG and earnings
management (Xie, Davidson & DaDalt, 2003); between CG and compensation (Kaplan,
2012), and between corporate governance and voluntary disclosure (Eng & Mak, 2003).
Generally, these studies suggest that CG can impact positively on corporate performance
or firm value, CSR, earnings management, compensation and voluntary disclosure. The
relevance of these studies is appreciated, as they highlight the importance of corporate
governance in examining different aspects of performance. However, by contrast, and
despite their relevance, studies examining the extent to which CG drives risk-taking (RT),
credit ratings (CRR) and cost of capital (COC) are rare. More specifically, there is adearth
of studies on how different corporate governance mechanisms used by companies influe nce
the risk-taking, credit ratings and cost of capital of those companies (Switzer & Wang,
2013; Matthies, 2013; Tran, 2014). Consequently, this study seeks to contribute to the
extant literature by addressing the limitations of previous studies via an empirical
examination of three main issues as follows. First, the study will examine the relationship
between corporate governance and risk-taking. Second, the study will investigate the
association between corporate governance and credit rating. Third, the study will assess

the link between corporate governance and cost of capital.

16



The remainder of this chapter is organised as follows. Section 1.2 provides the background
to the study. Section 1.3 outlines the motivation, the problem and the need for the study.
Section 1.4 discusses research questions. Section 1.5 outlines the research objectives and
section 1.6 discusses the research contribution. Section 1.7 outlines the thesis organisation,
describing what is covered in each chapter, and section 1.8 gives a brief summary of the

thesis as a whole.

1.2 Background

Background information is important for contextualising this thesis. Corporate governance
mechanisms are important, considering that corporate governance is about how companies
use their resources to resolve conflicts among their many stakeholders (Daily et al., 2003).
However, a distinction must be made between governance mechanisms. On the one hand,
there are internal governance mechanisms, which are under the direct control of the owners
of the companies; on the other hand, there are external mechanisms, which are not under
the control of the owners of the companies, but which reflect the governance characteristics
that are unique to countries in which these companies operate (Radebaugh et al., 2006).
These country characteristics exert a great deal of influence on the corporate governance
systems under which companies operate. For example, countries have unique legal
systems, and these systems influence the nature of the corporate rights that companies must
recognise in doing business. Legal systems are important because of the significant external
controls that they exert on the companies working within them. Other unique factors that
play an important role in this study are the particular accounting practices used, the unique

characteristics of the country and their cultures.

The key conceptual issues used in this thesis are intended to show how corporate
governance mechanisms are highly determined by the specific countries in which firms
operate, and how the specific mechanisms that are found to be useful in the particular

countries are based on the legal, accounting and auditing practices as well ason the specific
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ownership and debt issues that are common in those countries. Moreover, culture also
influences customs, general worldview, attitudes and values, all of which are instrumental
in how firms and their managers carry out their business operations. Wanting to be an
active participant in the global economy, management strive to invite investors to their
firms. All of these factors, namely, the legal, accounting and auditing practices, the specific
ownership forms that dominate, the manner in which debt is handled, and the protection
that is afforded investors in particular countries, play an important role in determining

which firms are most attractive to these investors.

Countries in the OECD differ with respect to their legal, accounting and auditing practices,
aswell as ownership and debt issues. The two major legal systems operating among nations
in the OECD provide firms with different legal rights based respectively on the common
law system, as in the US and the UK, and the civil law or code law system, as in Germany
and France (Radebaugh et al., 2006). While the common law system offers protection to
small individual shareholders, the civil law system provides excellent protection for large
institutional shareholders (Radebaugh et al., 2006). The critical differences between the
two legal systems are the rights and remedies they afford shareholders. Risk-taking, credit
rating and cost of capital therefore respond differently in the countries using the two major

legal systems.

Risk-taking is an important concept in this thesis, because it affects performance, and how
afirm deals with risk-taking through its corporate governance mechanisms also affects its
shareholders and debt holders. Weak governance can lead to greater financing costs for
higher debt. This necessitates shareholders and debt stakeholders being knowledgeab le
about the rules pertaining to governance in the firm as well as in the country in which they
are invested. It is therefore in the interests of shareholders and debt stakeholders to know
that the companies in which they invest have good monitoring systems that ensure that
management is truly representing their interests. This is in keeping with agency theory.

However, as Fitch Ratings (2004) point out, although management must be carefully
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monitored to ensure that the interests of shareholders and stakeholders are protected,
stakeholders must bear in mind that some elements of corporate governance favour
shareholders over debt stakeholders. In some situations, shareholders have more rights than
debt stakeholders (Fitch Ratings, 2004). In other words, in some OECD countries with a
common law legal system, there is greater protection for shareholders, particularly minority
shareholders, while in countries with civil law systems, there is less protection for

shareholders, but more for debt stakeholders.

Additionally, in some OECD countries, corporate governance mechanisms are critical to
whether and how shareholders can use their voting power to encourage management to
undertake risky investments or engage in ownership changes that can harm bondholder
interests. If shareholders consider a certain course of action to be advantageous to them,
they can put pressure on management to take action. However, taking on riskier projects
increases the likelinood of default, resulting in lower credit rating and higher cost of capital.
This could affect bond holders, since any likelihood of default would affect the security of
their debt. Even when shareholders do not encourage management to undertake risky
investment, management may see it in their interest to undertake some new investme nt

which could also be risky for bond holders.

Ashbaugh-Skaife et al. (2006) examined the governance attributes that are designed to
increase the monitoring of management and discovered that shareholders, through their
monitoring, were able to improve the decision-making process, prevent management from
taking action that was not in the interest of shareholders, and decrease the imbalance in the
information that was available to management and the information to which other
stakeholders had access (Ashbaugh-Skaife et al, 2006). In short, in this study, the
monitoring of management was seen as a critical factor that had to be given ongoing

consideration and could not be left to chance.
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Therefore, in this thesis, risk-taking is an important concept, for it can affect firm
performance, but it also shows how corporate governance mechanisms can be critical in

protecting shareholders and debtholders in the face of excessive risk-taking.

Credit rating is another important concept that is critical to firm performance.
Understanding how corporate governance mechanisms can influence credit rating requires
an understanding of how credit ratings work. A credit rating is an opinion expressed by
credit rating agencies asto a company’s ability to meet its financial obligations (Standard
& Poor’s, 2002). Credit rating is therefore based on how creditworthy the crediting rating
agency thinks the firm is (Standard & Poor’s, 2002). On deciding the creditworthiness of
a company, credit rating agencies examine its corporate governance structure. If the
governance structure is weak, then the credit rating agencies would very likely see the
firm’s financial position as poor and stakeholders in the company as vulnerable to possible
losses (Fitch Ratings, 2004). The credit rating agencies, based on this observation, would
therefore give the company a poor credit rating (Fitch Ratings, 2004). Such a credit rating
would alert investors and would-be investors that a particular firm has high risk levels;
while some investors or lenders would see this as an opportunity, they may demand

premium rates in order to take on such risk.

In deciding the credit rating of a company, credit rating agencies will take three major
categories into consideration. The first is the financial ratios and other financial data of the
company. Next, credit rating agencies will examine the corporate governance mechanisms.
Third, these agencies would also take into consideration the economic conditions in which
the company operates. National GDP growth will influence the credit ratings of companies
in the particular country (Ashbaugh-Skaife etal., 2006).

In terms of the financial ratios and other financial data of the company, credit agencies
look at several, including leverage, or the total indebtedness of the company, debt to cash

flow, and net worth, to determine the profitability and performance of the company
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(Lundholm and Sloan, 2004). These indicate the credit risk of the company, and so are

relevant for credit agencies.

Another key concept used in this thesis is cost of capital. Also related to risk-taking and
credit rating, cost of capital is seen as critical to the performance of a firm. If the cost of
borrowing funds is high, this will impact firm performance. This concept is also related to
other country characteristics. A country with a strong and effective legal system will have
rules and regulations in place to protect the rights of investors. For example, a legal system
that requires companies to provide their shareholders with timely information and that has
rules for enforcing contracts would be considered good for investors. Companies in
countries with this type of legal system would not have to engage in as much monitoring
as companies in countries where this information is missing. Therefore, the cost of capital
in countries with good legal systems would be relatively low (Hail and Leuz, 2006).
According to these researchers, there are generally lower costs of capital in countries with
strong securities regulation, and where there are legal mechanisms for enforcing the law
(Hail and Leuz, 2006). The rationale here is that there are mechanisms in place that would
ensure that shareholders’ rights are to some degree protected in case of default. Investors
would rather invest in countries where the rights of investors are prioritised. La Porta et al.
(2002) examined the equity valuation of firms with different legal systems and discovered
that firms with strong and effective legal systems tend to have greater equity valuations,

and more interest from investors.

When investors decide to invest in a company, they consider their required return and base
this on the systematic risk of the company. Mitton (2002) found that companies with weak
corporate governance performed poorly during economic downturns, and this was usually
associated with a greater cost of capital. This was because investors, realising the additional
risk involved in investing in companies with poor performance, required a premium on
their investment. It was also the case that with poor governance, shareholders would also

have to engage in more monitoring in order to protect their interests. The rationale for this
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poor performance and greater cost of capital can be attributed to the fact that with poor
governance, there was usually too little monitoring of management. Consequently,
management was more likely to borrow more funds to support new projects (Mitton, 2002).
Such action by management would often expose the company to greater risk, increasing

the cost of capital.

Credit rating agencies also consider the economic conditions prevailing at the time. If a
country is undergoing strong growth, then this is seen as a strong environment in which
companies operate. Credit rating agencies are likely to be influenced to offer a positive
opinion on a company operating in such an environment (Ashbaugh et al., 2006). Also, if
a country is experiencing healthy GDP growth, companies operating in this country are
likely to have more positive credit ratings than companies operating in countries with poor
GDP growth.

The key concepts of risk-taking, credit rating and cost of capital have been identified as
important in relation to firm performance and as critical to various forms of corporate
governance practiced in different OECD countries. This is significant in light of the fact
that different governance structures are stressed in different OECD countries. By
identifying the different countries and the legal, accounting, auditing, ownership and debt
structures supported, the specific country characteristics, such as population size, culture
and cultural variables, and the individual firms and their governance structures, this study
is able to suggest firms that are good investment prospects because of their firm practices
and country characteristics. The country characteristics used in this study include
prosperity and size of economy, level of investment, level of corruption and inflation rate,
as well as Hofstede’s cultural variables, which include power distance, individualism,
masculinity, uncertainty avoidance and long-term orientation, all of which affect

approaches to business (Hofstede, 2015).
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This study therefore uses these key concepts, namely, risk-taking, credit rating and cost of
capital, as measures of firm performance. Corporate governance is represented by a
corporate index drawn from the OECD Principles of Corporate Governance. Independent
variables used in this study include Corporate Governance Index (CGI), ownership
structure and board structure; these variables are used to show what happens to other
variables. Ownership is further broken down into block ownership, institutional ownership
and director ownership. Board structure is further broken down into independent directors,

board size, board diversity and frequency of board meetings.

These concepts are all taken into consideration, as this study shows the relationships
between corporate governance and risk-taking, corporate governance and credit rating, and
corporate governance and cost of capital This study shows how these affect firm

performance.
1.3 The motivation, problem and the need for the study

This study is motivated by a number of things. First, while a number of studies have
examined the association between general corporate governance and performance (e.g.
Beasley, 1996; Hansson et al., 2011; Letza et al., 2004); the evidence relating to the impact
of corporate governance on risk-taking, credit rating and cost of capital is scant (Tran,
2014). Similarly, the limited evidence on the impact of corporate governance mechanisms
on corporate risk-taking, credit rating and cost of capital has mainly been conducted within
a single country rather a cross-country context (Ashbaugh-Skaife et al., 2004). Arguably,
this limits the generalisability of the results. Corporate governance is a worldwide subject
because of the globalisation of organisations. It is recognised as playing a real part in the
management of organisations in both developed and developing countries. Nevertheless,
Davies and Schlitzer (2008) note that corporate governance practices are not uniform
across nations. This study intends to add to the knowledge on the association between

general corporate governance and performance.
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Second, since OECD countries differ in the corporate governance structures they use
(OECD, 1998), and since countries differ in the amount of transparency they provide to
their shareholders (Ashbaugh-Skaife et al, 2004), rational investors without adequate
information may consider that there would be additional costs that the company would
have to undertake, which so this would effectively raise the cost of equity capital (Tran,
2014). This study intends to show investors what to look for when making decisions about

investing in firms in different countries.

Third, recognising the importance of legal and financial institutions in determining
governance mechanisms (Shleifer and Vishny, 1997), and the role of government
regulations in influencing stock exchange rules and takeovers, this study aims to show the
impact of legal, financial and other country characteristics on corporate governance and its

influence on firm performance.

Fourth, the study will perform a comparative analysis of two different traditions: the first
is agroup of Anglo-American countries, including listed companies from the US, Canada,
the UK, Australia and Ireland. The second is the Continental European or traditional
countries, including listed companies from Germany, France, Italy, Spain and Japan. The
purpose of this comparative study is to look at the impact of regional differences on
different arrangements of corporate governance and ownership structures. Moreover, this
study identifies and compares existing corporate governance codes in those ten countries.
This study aims to extend the knowledge on the difference between the two traditions that
are represented in the OECD, and how these are accommodated within the OECD

Principles of Governance.

Fifth, there is a need for this study. To the best of the researcher’s knowledge, this is the
first study looking at corporate governance, credit rating, risk-taking and cost of capital.
The focus is an examination of the effect of corporate governance mechanisms on

dependant variables, as this study will perform data regression analysis to estimate the
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effect of corporate governance mechanisms on different measures of credit rating, risk-
taking and cost of capital. R&D expenditures, R&D/Assets, R&D/Sales and volatility in
accounting performance measures such as ROA are the measures of risk-taking in this
study. Although Tran’s (2014) study extends the empirical work on corporate governance
and financing costs considering multidimensional governance structure amongst German
firms as a special case, this study will determine the effect of corporate governance

mechanisms on firms’ risk-taking, credit rating and cost of capital in ten different countries.
1.4 Research questions

The research questions and objectives of this study pertain to the relationship between
corporate governance mechanisms and risk-taking, credit rating and cost of capital in

various countries and under different accounting systems.

From the literature, poor governance has been identified as the major cause of recent high-

profile cases of corporate fraud. The main research questions are:

(@) What is the level of compliance with and disclosure of the OECD corporate governance

rules?

(b) What is the relationship among corporate governance and risk-taking as measured by:
Research and Development Expenditure (R&D), volatility in accounting performance

measured by Return on Assets?
(c) What is the relationship among corporate governance and credit ratings?
(d) What is the relationship among corporate governance and cost of equity or capital?

In other words, can governance explain observable differences in firm level risk-taking?
Excessive risk-taking could be a symptom of bad or poor governance, and vice-versa. By
contrast, well governed firms will be able to strike a fair balance between excessive and

25



sustainable levels of risk - optimal risk assumption level that is able to generate sufficient
levels of profit, but does not jeopardise the going concern status of the firm (does not
increase the firm’s chance of going bankrupt). Excessive risk-taking could have direct
implications for afirm’s credit rating and thus overall cost of capital. Hence, and in theory,
excessive risks taking will lead to lower credit ratings and, consequently, a higher cost of
capital. Arguably, this is what happened in the recent (2007 - 2008/09) global banking or

financial crisis.
1.5 Research objectives

Therefore, the main objective of this thesis is to examine the relationship between corporate
governance mechanisms and firm performance. Secondary objectives are to assess the
levels of compliance with corporate governance principles of 2004 OECD on firms from
two different traditions, seeks to ascertain whether corporate governance is related to risk-
taking, seeks to ascertain whether corporate governance is related to credit rating, seeks to
ascertain whether corporate governance is related to cost of capital and to see how these
relationships are influenced by the different corporate governance mechanisms that

companies use.
1.6 Research contributions

It is expected that this study will make a notable contribution to this field by offering
information to countries that are not realising the level of investment that they require, and
could provide suggestions that would help them in making changes and implementing
mechanisms that would establish good corporate governance, thereby attracting more

capital based on companies’ performance.

This study will highlight how good corporate governance was also seen to reduce the risk
premium that investors were demanding when corporate governance was less effective

(Morck et al., 1988; Anderson and Reeb, 2004). The degree to which investors are able to
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make this decision is often based on the extent to which corporate governance structures
are observable and the degree to which investors are able to detect non-diversifiable risk.
This study makes a contribution by highlighting good corporate structures and helping

investors identify risk.

This research, therefore, seeks to contribute to the extant literature by exploring the effects
of corporate governance mechanisms on corporate risk-taking, credit rating and cost of
capital by assessing the levels of compliance with and disclosure of CG principles
contained in the 2004 OECD Corporate Governance Code in firms from two different
traditions: Anglo-American and Continental European. The study will also make a
contribution by employing firm-level corporate governance mechanisms (i.e., a CG index,
ownership structure and board structure) by accounting for firm-level and country-level
differences such as firm size, sales growth, audit committee number, corporate governance
committee number, leverage, capital gain yield, stock market capitalisation, corruption
index, inflation, GDP per capita, population, masculinity and power distance, and by basing
the assessment on a multi-theoretical framework that incorporates insights from agency,

stewardship, resource dependence, legitimacy and institutional theories.
1.7 Thesis organisation

The remainder of the thesis is divided into six chapters. As explained, this thesis examines
the relationship between corporate governance mechanisms and risk-taking, credit rating
and cost of capital, and the financial performance of companies in various countries, with
different accounting systems. Chapter Two will therefore try to give a working definition
of corporate governance as it is practiced in OECD countries (OECD, 2004). The chapter
will begin by giving an overview of the OECD, showing how corporate governance
became an important subject. The chapter will then give a historical overview of how
corporate governance came to be introduced and adapted to the stakeholding and

shareholding corporate governance models, taking into consideration the unique
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characteristics of these models (Krenn, 2014; Aguilera& Cuervo-Cazurra, 2009). In
defining these models, Chapter Two will also examine the accounting, cultural and legal
systems as well as the ownership and debt structures in these countries that have an impact

on the different corporate governance mechanisms used.

Chapter Three gives a theoretical review. It shows how the various theories related to
corporate governance apply to risk-taking, credit rating and cost of capital. Chapter Four
discusses in detail the corporate governance mechanisms and aspects of corporate
governance that influence risk-taking, credit rating and cost of capital in organisations
(Ashbaugh-Skaife et al., 2004; Elbannan, 2009). Different ownership structures are also
examined, namely, block ownership, institutional ownership and director ownership, and
these are examined in terms of their effects on risk-taking, credit rating and cost of capital.
Board structure variables as well as frequency of meetings is also examined in terms of

their influence on risk-taking, credit rating and cost of capital.

Chapter Four uses empirical literature to develop the hypotheses that form the basis of this
study. In short, Chapter Four studies in detail how these various aspects of corporate
governance, as evident in the corporate governance mechanisms, impact risk-taking, credit

rating and cost of capital.

Chapter Five describes the research design. This chapter outlines the research paradigms
and the positivist approach used. Details are provided for the sample selection, with a
discussion of the criteria used for the final selection, and the reasons for selecting the final
200 stratified sample. Data and sources are provided for the selection of the sample. This
chapter discusses the research methodology and the construction of the corporate
governance indices used. It justifies the use of unweighted indices by showing the
advantages and disadvantages of weighted and unweighted indices. Chapter Five also

shows the relationships between the dependent, independent and control variables that are
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used to study the impact of corporate governance mechanisms on risk-taking, credit rating

and cost of capital for the chosen firms.

Chapter Six reports the empirical results and provides a discussion of the findings. It starts
by giving descriptive analysis and discussion on the relationships between corporate
governance and risk-taking, credit rating and cost of capital. Bivariate or correlation
analysis is provided, with discussion on the relationship between corporate governance and
risk-taking, credit rating and cost of capital. Multivariate regression analyses, results and

discussion follow, as do robustness, sensitivity and additional analyses.

Chapter Seven provides conclusions for the study based on the analyses. A summary of the
research findings is given, followed by implications of the research, the contribution that
the research makes, and the limitations of the study. Research recommendations are given

and avenues for future research are suggested.
1.8 Summary

This chapter has laid out the plan for this study. It is the beginning of the thesis organisation
which relationship between corporate governance and risk-taking, credit rating and cost of
capital, and of the corporate governance mechanisms used in past research, as well as the
different forms of ownership and board structure studied. Based on this literature, the
following chapter develops the study hypotheses, while Chapter Five designs the empirical
study based on multivariate regressions. The findings of the thesis, reported in Chapter Six,
show that they confirm earlier studies for the most part, thereby showing the importance
of corporate governance to the success of firms in OECD countries. The last chapter
highlights the importance of the study, recognises shortcomings, points to the contributions

and accomplishments, and makes recommendations for further studies.

29



Chapter 2: Corporate Governance in OECD Countries

2.1 Introduction

This chapter discusses corporate governance, and its main objective is to provide a
comprehensive description of what corporate governance is, how it came into being, how
it is evolving, the role the OECD has played and is playing, and the mechanisms of
corporate governance that are being used for advancing corporate governance in OECD
and non-OECD countries. This chapter, in order to accomplish this objective, also gives a
short historical overview of the OECD, how it became involved in corporate governance,
and also highlights the different corporate governance systems that are in use in the OECD
countries with the aim of showing how different characteristics of these systems have an
impact on how corporate governance is realised, and on the mechanisms that are used to

achieve corporate governance in these systems.

Section 2.2 gives a background of corporate governance development in OECD countries.
Section 2.3 provides historical overview of the OECD Section 2.4 focuses on a historical
overview of corporate governance reforms within the OECD context. Section 2.5 discusses
the main corporate governance systems in OECD countries, namely, the Anglo-American
or Shareholding Corporate Governance model and the Continental European or
Stakeholding Corporate Governance Model. Section 2.6 discusses the accounting, cultural
and legal systems in OECD countries, and Section 2.7 discusses the ownership and debt
structures in these countries. Section 2.8 outlines the corporate governance mechanisms
provided in OECD corporate governance reports. While Section 2.9 discusses some
examples of mechanisms used in some countries to establish corporate governance. A

summation of this chapter is provided in Section 2.10.
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2.2 Corporate governance developments in the OECD countries

Before the development of the OECD Principles of Governance, a few OECD countries
had seen the need for improved governance structure, and this led to the development of
national governance codes. According to Krenn (2014), “the U.S. in 1978, and the U.K. in
1992, were the first major economies to issue codes of good governance” (p. 103). Ninety
countries around the world had issued codes of good governance by 2008 (Krenn, 2014).
International organisations were also promoting good governance; these include the World
Bank, the International Monetary Fund and the European Commission. The OECD also

promotes the use of good governance (Aguilera & Cuervo-Cazurra, 2009).

In 1978, the U.S. business roundtable was to issue the report, “The role and composition
of the board of directors of the large publicly owned corporation”. The purpose of this
report was to make American corporations more concerned about improving their

corporate governance (Aguilera & Cuervo-Cazurra, 2004).

More recently, Britain was the first of these countries to be ravaged by scandal, with the
failure of Maxwell Publishing Group. Britain took the initiative to establish a governance
regime to deal with this. The United Kingdom had responded with the Cadbury Report
(1992), which sought to lay down strict rules outlining what good governance was expected
to entail. In the meantime, several other situations illustrating fraudulent behaviour or poor
governance occurred; for example, the cases of Poly Beck, BCCI in the 1990s and, more
recently, Marconi in Britain. Germany had its share of distress in the failures of Holzman,
Berliner Bank and Babcok. Australia, with its failure of Ansett Airlines and One Tel, and
Switzerland, with its failure of Swiss Air, joined the group. Korea had some distress with

its banking system, and saw the collapse of chaebol in 1997 (Mallin, 2007).

Several situations took place in the global financial environment that caused serious
concerns among nations. The failures of Enron, Worldcom and Tyco in the United States

made headlines, and, as in with some earlier failures, caused some concern (Mallin, 2007).
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The result was the passage of the Sarbanes-Oxley Act (2002), which was considered some

of the most far-reaching legislation of its kind since the Great Depression (Litvak, 2007).

These two governance reports, the Cadbury Report (1992) and the Sarbanes-Oxley Act
(2002), reveal their influence onthe OECD Principles, afact that the OECD acknowledges
in its publication (OECD, 2004, Principles; Krenn, 2014).

The development of corporate governance has come about because of a variety of scandals
in OECD countries. The response of the United Kingdom to scandals in that country was
the Cadbury Report (1992). The OECD initial response to the lack of good governance that
led to scandals came in 1999 with the OECD Principles of Corporate Governance (OECD,
1999). The U.S. experience with scandals led to the development of a governance system,
the Sarbanes-Oxley Act in 2002, and a few years later the OECD followed this with its
improvement of its governance principles with the 2004 Principles of Corporate
Governance (Kirkpatrick, 2009). Other OECD countries and international organisations

have also contributed to the development of this concept.

Since its 1999 Principles, the OECD has considered changes that have been introduced to
corporate governance in its member countries and have incorporated most of these changes
in its own 2004 Principles of Corporate Governance, thereby taking a forward-looking
approach. The OECD recognised that improvements and innovations were required to keep

pace with changing global situations.

Changes taking place in financial markets were characterised by agreater interest in newer
forms of institutional investors, a relative decline in banking and increased savings for
pensions among OECD members (OECD Survey, 2004). These represented a new state of
affairs which had to be dealt with in the context of the 2004 OECD Principles. It was also
recognised that as new implementation challenges occurred, new ways to maintain high-

quality governance would be required. The principles were reviewed in 2002 by the OECD
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Steering Group on Corporate Governance and this eventually resulted in the new Princip les

of Corporate Governance of 2004.

As the United Kingdom and the United States are both very strong influences with respect
to the code, and as the OECD is greatly influenced in its 2004 Principles of Corporate
Governance, the vast majority of codes developed within the past few years have used the
Anglo-American style of good governance (Krenn, 2014). The OECD has insisted that its
Principles be the minimum governance principles used, although nations can choose to

have more stringent governance principles.

Commenting on the major characteristics of this governance model, Krenn (2014)
identifies ‘“best practice provisions regarding board composition, director and auditor
independence, treatment of shareholders, executive compensation schemes, transparency
in financial reporting and disclosure, among many other topics” (p. 103). Agency theory
logic is also stressed as a characteristic of this form of governance system (Krenn, 2014).
Despite the differences among various codes, what is consistent is the quality of board
governance in organisations, accountability to shareholders and the maximisation of
shareholder or stakeholder value (Aguilera & Cuervo-Cazurra, 2004). The OECD’s
influence has been great, and has been responsible for many nations accepting many of

these principles in their governance codes.

Corporate governance, therefore, became an important measure of a country’s success. It
has been identified as the key mechanism for improving the confidence of investors, for
increasing competitiveness and promoting economic growth (Todorovic and Todorovic,
2012). In fact, James Wolfensohn (1998) sees corporate governance as being a very
important tool for international development, and is quoted as saying that “the governance
of the corporation is now as important in the world economy as the government of

countries.” (Todorovic & Todorovic, 2012, p. 309).

33



Therefore, while corporate governance in OECD countries involves following the rules and
principles laid down by the OECD, many countries are finding that they have to change
their legal framework, rules, regulations and standards, as having the right infrastructure is
necessary for creating the right business environment to protect the rights of shareholders,

especially minority shareholders, in an organisation (Todorovic & Todorovic, 2012).
2.3 Historical overview of the OECD

The OECD, formed on December 14, 1960, started operations on September 30, 1961,
taking up the mantle left by the Organisation for European Economic Co-operation
(OEEC). When the OEEC was formed on April 16, 1948, with 18 European nations, it was
in response to the Marshall Plan, a plan to rehabilitate the European economies that were
badly ravaged through Europe’s ivolvement in the war effort. This organisation was
formed on the recommendation of George C. Marshall, U.S. Secretary of State, who
maintained that if the American government was to move forward with helping the
rehabilitation of European economies, there had to be “some agreement among the
countries of Europe as to the requirements of the situation and the part those countries
themselves will take” (OECD, 2014, Marshall Speech).

Encountering many difficulties, the countries making up the OEEC saw their organisation
as important but recognised that “broader co-operation will make a vital contribution to
peaceful and harmonious relations among the people of the world”, and that expansion of
trade was necessary for “economic development of countries and the improvement of
mternational relations”. They agreed to be reconstituted under the banner of the
Organisation of Economic Co-operation and Development (OECD, 2014, History). It was
with this mission that the OECD was formed, consisting of the 18 members of the OEEC,

as well as the United States and Canada.

The OECD provided the means whereby countries could work together on matters of

common interest, and on issues that arose in their domestic economies that had the potential
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to influence their relations with other nations. As nations engaged in trade and investment,
it was expected that they would need common understanding for smooth relations. As the
OECD (2014) explains, the organisation “provides a forum in which governments can work
together to share experiences and seek solutions to common problems” (OECD, 2014, Our

Mission).

In the 1980s and 1990s, many OECD countries were challenged by financial scandals
affecting their populace. The OECD recognised this as an area of common concern for its
member countries. Governments needed to restore confidence in their economies that were
compromised by scandal. They also needed to establish healthy financial environments for
sustainable development, and to foster renewed confidence among investors, both

domestically and globally.

2.4 Historical overview of corporate governance reforms within the OECD

context

In making reforms to the 1999 Principals of Corporate Governance, the OECD held
consultations with  OECD and non-OECD members through the work of the OECD
Steering Group on Corporate Governance in the period between 2002 and 2003. It also
drew heavily on the U.K. and U.S. Sarbanes-Oxley Act. Following this consultation, the
OECD introduced some reforms in order to make the Principles more applicable to more
groups. As Kirkpatrick (2004) points out, the Principles achieved improvements in three
areas, namely, setting up the basis for an effective corporate governance framework,
highlighting the importance of ownership, and calling attention to ways of dealing with
conflicts of interest (Kirkpatrick, 2004).

With respect to the first of these areas, namely, making the corporate governance
framework more explicit, Kirkpatrick notes that in many instances the reforms to be made
to OECD countries is small, but the challenges come from actually implementing and

enforcing the Principles and inputting the mechanisms to work (Kirkpatrick, 2004).
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Therefore, the OECD undertook reform to make the new Principles more workable for
member nations, so that they are better able to get the mechanisms to work. Kirkpatrick
points out that the new approach to using the Principles is to see the corporate governance
framework as promoting transparent and efficient markets, and that there should be clear
divisions of responsibility, that it should be seen as having an impact on economic
performance, that the governance practices that are introduced “should be consistent with

the rule of law, transparent and enforceable” (Kirkpatrick, 2004, p. 3)

Reform was also introduced in the Principles with respect to ownership. Whereas the
previous Principles dealt primarily with shareholders, the new Principles took into concern
the fact that there can be lack of effective ownership among OECD countries. The new
Principles therefore put more attention to voting rights and that more attention should be
given to the role of ownership and that the importance of board and remuneration for key
executives have been seen as new areas where attention needed to be focused. Another area
where reform was forthcoming was in the area of conflict of interests. In recent years, as
Kirkpatrick explains, it was noted that conflicts of interest were quite widespread and it
was seen as having the potential to cause harm to shareholders, investors and other
stakeholders. This led to the OECD looking more closely at the different shareholders, and
requiring that there should be more disclosure. This reform was to have a tremendous
impact on how owners are involved in corporate governance. Attention was also given to
institutional investors, with the requirement that acting in a fiduciary capacity they should
disclose their own corporate governance policies, and how they decide on using their
voting rights (Kirkpatrick, 2004, p. 3).

After a comprehensive survey on evidence-based findings within member states, and in
light of issues showing poor corporate governance, the OECD put forward a revision, its
2004 Principles of Corporate Governance (OECD, 2004, Principles). The OECD
undertook its task of promoting better relations among its member countries with its

Principles of Corporate Governance. (OECD, 2004, Principles).
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The thirty nations that supported and endorsed the 2004 Principles of Corporate
Gowvernance were Australia, Austria, Belgium, Canada, the Czech Republic, Denmark,
Finland, France, Germany, Greece, Hungary, Iceland, Ireland, Italy, Japan, Korea,
Luxembourg, Mexico, the Netherlands, New Zealand, Norway, Poland, Portugal, the
Slovak Republic, Spain, Sweden, Switzerland, Turkey, the United Kingdom and the United
States (OECD, 2004, Principles).

But after the 2004 Principles, several countries continue to improve on their codes. The
U.K. improved on its governance with a series of changes. In 2005, it completed the
Turnbull Report examined how companies managed risks and international control (Abbas
& Igbal, 2012). The U.K. revised its 1998 Combined Code and included Turnbull, Higgs
and Smith Reports, for both companies and institutional shareholders (Solomon, 2007).
According to Tricker (2012), in 2006, the U.K revised its Combined Code, which made it
possible for the chair person to also serve on the remuneration committee and to have the
facility of voting by proxy, and two years later revised this code to extend the chair person’s
role to allow for sitting on the audit committee. In 2008, the Smith report was revised
(Avison & Cowton, 2012). In 2010 the U.K. Corporate Governance Code was established
and it was revised two years later. This Code included the role of institutional investors
(Mallin & Ow-Yong, 2013). The U.K. demonstrated that there were many improvements
that needed to be carried out in order to strengthen its governance regime, and it undertook

it within the next few years after the revised OECD governance principles.

The World Bank considered the OECD principles important in terms of shareholder rights,
actions of stakeholders, transparency and disclosure requirements and responsibilities of
boards of directors. It began encouraging corporate governance practices, using the OECD
principles, as it gathered information and highlighted the institutional framework about
each country’s corporate governance practices. The World Bank also carried out regional
governance roundtables in Asia, Latin America, Russia, Southeast Europe and Eurasia
(Kirkpatrick, 2004). The World Bank published its White Papers outlining the corporate
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governance for each of these regions (Kirkpatrick, 2004). The World Bank also used this
information to develop national corporate governance regulations and practices in each
country by improving work plans, academic conferences and the amount of practical

support provided to various countries.

The Financial Stability Forum endorsed the OECD Principles as one of the key standards
necessary for financial stability, and the World Bank’s Review of Observance of Standards
and Codes also endorsed the Principles (Kirkpatrick, 2004).

The OECD demonstrates the importance of nations working together with the same overall
goals of improving their governance structures and mechanisms, learning from each other,
and cooperating on common issues. The 2004 OECD Principles of Corporate Governance
are widely used and highly respected as principles that work and that provide the basis for
good economic performance and global financial stability. The OECD points to the Article
of its Convention, which authorises it to achieve the highest sustainable growth possible
and to promote financial stability, economic expansion in world economies and multi-
lateral trade based on international agreements (OECD, 2014, Principles of Corporate
Governance). These are the goals that the OECD aspires to with its 2004 Principles of
Corporate Governance. The OECD also has as its goal to promote democracy and
employment, raise standards of living and help other countries in economic development
(OECD, 2004, Principles).

2.5 The main corporate governance systems in the OECD countries

With the United Kingdom and the United States being a very strong influence with respect
to the corporate governance codes, and with the OECD being greatly influenced in its 2004
Principles of Corporate Governance by the United Kingdom and the United States, the vast
majority of codes that have developed within the past few years have used the Anglo-

American governance style of good governance (Krenn, 2014). The OECD has insisted
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that its Principles be the minimum governance principles to be used, although nations could

have more stringent governance principles.

However, while some OECD countries were finding it easier to follow the rules and
principles laid down in the 2004 Principles of Corporate Governance, other countries were
finding that they had to consider changing their rules, regulations and standards, as having
the right infrastructure was necessary for creating the right business environment that

would protect the rights of the shareholders (Todorovic & Todorovic, 2012).

What became apparent was that the OECD countries were different in terms of their legal
framework, accounting systems, and culture. Nevertheless, they realised the importance of
finding ways of promoting corporate governance. There were really two main corporate
governance systems or models among OECD countries, which are commonplace and that
oppose each other: the shareholding model and the stakeholder model (Sternberg, 1997,
Weimer & Pape, 1999; Vinten, 2001; Letza, Sun & Kirkbride, 2004). These two models
are based on shareholding and stakeholding theories. For example, the U.K., U.S., Canada,
Ireland, and Australia were based on the shareholding model, while France, Germany,

Spain, Italy and Japan followed the stakeholding model.

In differentiating between these two models, Letza et al. (2004) suggest four views of
corporate governance that shed light on the differences between stakeholding and
shareholding perspectives. By examining the various views of corporate governance, Letza
et al. (2004) highlight the finance, or principal-agent, model, which adheres very closely
to the shareholder model, and the stakeholder model. The finance or principal-agent model
deals with “a universal agency problem and how to adopt appropriate incentive systems
and/or mechanism oftakeover to solve this problem” (Letza etal., 2004, p. 244). According
to the 2004 Principles of Governance, there must be equitable treatment of all shareholders,
with equal consideration to minority and foreign shareholders, and for the opportunity of

all shareholders to have the opportunity have violation of their rights redressed (2004
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Principles of Governance). This shareholder or finance model sees the directors as holding
the positions of agents to the owners of the corporation. An adversarial relationship is
assumed, for while the managers are seen as maximising the interests of their owners, they

are also seen as having the agency-principal problem to contend with (Letza et al., 2004).

On the other hand, Letza et al. (2004) identifies the stakeholder model, which focuses
maximising the wealth of stakeholders, and unlike the shareholder model, does not involve
the stakeholders in governance (Letza et al., 2004, p. 246). The stakeholder model of
corporate governance takes the position that the company includes more than the
shareholders, and sees the role of directors and managers as being responsible for looking
after the interests of all members of the corporation, including not only shareholders, but
debt holders, bankers and others (Letza et al, 2004). However, the classification of
stakehol