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Good corporate governance is vital
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MJUCH has been sai d, debated and di scussed on t he endemi ¢ financial crisis
shroudi ng east Asi a over the past twenty nonths or so, with particular
focus on the structural weaknesses in the affected countri es.

Anong these is the governance of the corporate sector

Al t hough there are contendi ng, varied and conpl ex vi ews on t he causes of
the crisis, many were acqui escent that weak corporate governance was
partly to blanme for poor investnent decisions, |ower quality public
i nvest ment and public services, reduced private i nvestnent, risky
financing practices and the resultant | arge-scale non-performng loans in
t he financial sector, grow ng nunber of corporate bankruptcies, and poor
audits.

In general, corporate governance in devel oping countries is stil
rel atively under-researched

Avai | abl e assessnent of factors contributing to the current crisis have
frequently singled out fam |y-dom nated corporate ownership structures
inter-locking rel ationshi ps between financi al internediaries and non-
financial corporations, |ack of transparency and adequat e di scl osure
rul es, and an ineffective regulatory franmework as maj or sources of
weakness in the corporate sector.

However, our understandi ng of why, how and to what extent these have
weakened t he governance of the corporate sector, which led to the poor
i nvest ment deci sions and ri sky fi nancing practices is still inadequate.

Cor porat e governance, narrow y defined, deals with ways of ensuring that
suppliers of finance reap maxi mumreturns on their capital

Just as corporations have their individual goals and objectives, so too
have t he stake hol ders of a firm such as sharehol ders, creditors and
manager s

While profit maxim sationis the shareholders' top priority, creditors
are nore concerned about whether or not they will be repaid, which
sonetimes nmeans firnms taking on |less risky projects.

Manager s woul d rat her maxi m se benefits to thensel ves t han out si de
i nvestors. Even anong sharehol ders there nay be serious noral hazard
probl ens because of i nformation asymmetries the inpossibility of witing
conpl ete contracts, the necessity of giving managers or insiders alot of
di scretionary control, and high cost of monitoring

For instance, incunbent rmanagers may pay thensel ves exorbitantly, shun
their responsibilities, or protect their positions at the expense of
sharehol ders' interests, or | arge shareholders with a controllinginterest
inthe firm(insiders) toincrease their return at the expense of snaller,
m nority sharehol ders (outsiders).

Probl ens of noral hazard anpong sharehol ders, creditors and nanagers i s
not the only reason for concern over corporate governance in the present
cont ext .

The recent financial crisis suggests that the social risk of a financial
deci sion can far exceed the private risk to a corporation that nmakes the
decision. This is especially true when the probl emof noral hazard becones
pervasive due to an explicit and inplicit government guarantee for key
aspects of transactions.

The accunul ation of private risks could | ead to systenic market risks
and eventually to a crisis.

Theref ore, corporate governance i s i nportant not only for protecting



investors' interests but also for reducing systenic market risks, ensuring
the stability of the market environnent where corporations conduct

busi ness, and preventing financial crisis and the consequent soci al
destruction as experienced by sone countries in the region

However, while sone degree of ownership concentrationis vital in
addr essi ng the noral hazard probl embet ween nanager s and shar ehol ders,
such ownershi p concentrati on shoul d be subject to strict rules of
di scl osure and transparency so as to protect the interests of mnority
shar ehol ders and creditors.

The i ssue of corporate governance in mature economes is generally
addr essed t hrough a conbi nati on of corporate | aws and regul ati ons (whi ch
are primarily enmbodi ed in other |aws such as conpany | aws, conpetition
| aws and securities | aws), the enforcenment of these | aws and regul ati ons,
particul ar ownershi p arrangenents, and markets for corporate control

Omner shi p arrangenments such as concentration, institutiona
sharehol ding, and inter-1ocking rel ati onshi ps bet ween banks and non-
financial corporations could give owners effective nonitoring of
managenent, and a significant degree of control potential

Clearly, in many East Asian countries, as reflected in the recent
crisis, these nechani sns either have not been functioning or are non-
exi stent.

Wiile it may be true that the regulatory framework for the corporate
sector in many East Asian countries is i nadequate, the | ack of enforcenent
of the aws and regul ati ons probably nerits greater cause for concern

The i npl ement ati on of the ri ght macroeconom c policies, particularly in
times of an econoni c downturn, is not enough.

Good governance at both the State and corporate | evels are just as
crucial. Therefore, as the crisis unfol ded, regul ators have paid greater
attention to the i nportance of good corporate and public governance, as
wel | as adequat e disclosure and transparency, in additionto an effective
surveil l ance and ri sk managenment system

Cor por at e governance reformnecessarily includes the pronotion of
accountability of managenent to sharehol ders.

I ndeed t he i nprovenent in transparency and di sclosure will pay a key
role inrestoring and pronoting i nvestor confidence and facilitating
greater access to capital in global markets at | ower cost.

Over thelongterm it will strengthen the conpetitiveness of busi nesses
and ultimately enhance their ability to function as a quality econom ¢ and
soci al agent and contribute to the overall econom c grow h and soci al
wel fare

In Mal aysia, initiatives toward enhanci ng cor porat e governance are no
| ess anbitious.

Taki ng the | ead i s Bank Negara Mal aysi a whi ch exerci ses both prudence
and i ndependence in its role as a central bank.

This enhances its credibility which, inturn, will translate into a nore
ef fective transm ssion of nonetary policy, anong t he many ot her positive
efforts it has undertaken to pronpte transparency in the financial sector.

Bank Negara has al so nmade it conpul sory for banks and fi nance conpani es
to disclose the position of their non-performng | oans every three nonths.

The Fi nance Conmi ttee on Corporate Governance recently subnmitted to the
Cabi net 70 r econmendat i ons on enhanci ng cor por at e gover nance, further
attesting to Malaysia's conmtnent towards this end.

This is alsoinlinewith Prime Mnister Datuk Seri Dr Mahathir
Mohamad' s recent call for the fornulation of a newset of rules to address
the situation as there is the tendency for many existing |l aws and rules to
aggravate rather than mtigate the situation faced by corporations.

As much as the culture of good governance is vital for corporations and



t he econony, the fornul ati on of a code on corporate governance shoul d
necessarily be tailored i n accordance with, anong others, the country's
custons, religions and cultural beliefs.

Cor por at e gover nance, di scl osure and transparency are, after all, the
hal | mar k of good busi ness and econoni ¢ conditions.

Such are the inportant | essons that the current crisis has taught us
all. If wefail to heed, the crisis will only repeat itself.
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