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A EREE - EERFHARBAEREBREE

LRBALERBELABTHBELRTS REBERIBTARATHUR
DERFHNANEERIRENIRBEEBALRKT - AHA KD
SR B ERBE A DRI A IGIE AR 54
BERR M = K Hg b oo 1980 4K BLApEREEGH ~ 1990 £K B WA
HOBIMP3 B BARE AR EEELRENTE 2000
R FRBERERRE LFECEENAMHBERENESR L
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ME  HRREEGREREEG AHRETAREZ AW ERAE
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& 1933 #37& (Securities Act of 1933) M A& 1934 £33 E % 5k
(Securities Exchange Act of 1934) - 3t 4} » £ Bl H € & mx SEC #.%¢48 B
BB EXHGHEAMETREFHHY AN EEZEL b
B BRMEAZ E 2 4 KX A & #H F (Voluntary Standard contacts and
self-regulation) 78 & # % SEC &y & & - SEC F) 8f & & Financial
Accounting Standards Boards ¥} & 3t £ B| 2 #f# R 53T - & & 2002 4
YRR AREEMN2002 47 A8 T =00 _FEAN-
Bk %, #7325 £ | (Sarbanes-Oxley Act of 2002) » ik £14 8 1934 £ £
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FRONNECEATHLEUARERELETURREHEFNITA
FEBEAANBUAERBZEHFZIME - 4 ¥R £ & (The
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organization) - & EXE X HARAIME AL BLATHH4H LT H LA
S ey EMiTH L1742 # (Listed Company Compliance Standards ) - 4
HBEAX AR EAHBE LT RN ZEZRRRURERE AR
BATR > X ERBERBRERMBERALKRZEE - TIHEME - A
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$ o 2% ] § 8 ShER 04 FE A K (outsider system) Fu P9 305 FE A K
(insider system) - #}2f ;4 22 4% KX (outsider system) » H 4% &, % AXH# 5 4 -
REBRURFEBRB NS AR E 0 WE43EH K (insider system) » H 4%
EHNNMEZBT IFRRIERL2NEFTHEA - FE SR Ne
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Mo BRI RECLBRAL - BENBRE S REAHESEANGEEAY
W5 MIFFTEREFEX/AN AAMESEREFOUREE
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HREFEETRFIRFAEEE  BOPSREER R PHE T 5
NEFMRBEHNBRERAL  FRCEHBABETEL HAEERE
EURMFHIANERT G AP RABEAEETHRE BN
BEGHBEREARTmBEFIARGEXRETH T ROFFHF LK
% (firm-specific investments) R XS 2 4T - RPRBHHER
340 Nasdaq BRI 4t &R iE R ARG ER BB RIAF
B BT X EamEEE - sbohr A 1980 &K Fte ol 6 iR
ARED THRBREEA NG EZ MM -

MR ERRRZAE > WRETIFRIEL » B3 5 BT
ERNAEHFRAREHRERE S AASKTEITER ORI RE
HERLLEBMK - F—F @ aNRETHEL FHNEIM XK
EREWUR T PNOEZER AMmaNBRETI O AHEFAZER
T AB G5 -

= ~ W34 23 K (insider system)

NERBE X UK ARERR B RGN AREK  BREEY R
EH > HBTHGEY IXFRUREFHEEHHR NI EER
RUEERFE - ERMEEREXTHHEHRTEEREERITERHKR
LR AR D ey R R o

MR ELMREAUETAE  HARITRERANIEETE
SRR MM A NI CEINFEEEZLAL  RITEBIIFFR
% H KIFAH NG AR Z RAE B B b 3 HE TR SRR AR SR AT

' BARIEHEEITEAE L GDP eyt &3¢ 100% © £ B4RITEE & GDP ¢tk £ 60% -
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g ERBLERNG EHLERS Bt ERNPEREXLE
HREREARATHZASHHEEIA AL RANRELZHE
EURTIOEZHR RENBEMRT > aNBRAFLAHAMK
R ANBRGES  HENBEWERBK - B4 N APEFH
RO NN EEERRAMAGZIIRTHET FERRHRA EEBHIX
B Rt 4o B A8 & 516 B (Keiretsu)f 2 8] Z B A B R 2 » K KIEAK
N BELEHAAUNRBEYBZABRES

1990 £R## BARBARZEHEEARERE > HAIEEHX
% ASEEREARNEMNREEZSA AR HEE -BE
B 0 BB 1997 £ o RBREE 0 RIPEER B IHF -
2001 £ 2002 # M £ RERRKBRE  ©ERATH MR E &
AE BEBANNEEZLB LR AW BERATHHLHRARR
THzBdft: ATRINNSRZERANDARE THEE LT > HH
CEHHIRAREGNNEEEARRGELEHR FE2KREHNE
BEFEHERC MY o AR R AR R MAEL T AURBMARE
SHEMHLEN I FMEERATARRENNEERENAE
hoE ; 2B 1999 £ A 49 Gamm-Leach-Biley Act X & 2 L 4RIT45FH
NEARRZHRE] ERITRBEBREARBRRGF LR NG EE 5
—F @ 4B REOH R ZEFHORE 0 BBIRATERR T Z 58
B BB AES o 08 BB AR B 1990 F
KA HA EL AL B B BEEH BB 1998 F 5 AAkAT NS ERI R
89 1k 7% % (Control and Transparency of Enterprises,KonTraG) » 3% 7% % 7&
LR 3L ~ RAL A S BRNBEARUBRRSF B E » FIFRHIX
BRI EMHZER » ARIIE -

HEABRNGSEZNERKE
—~ EZBENAEEZEE
1980 4% A & 1990 F R ERGY NG EEEARRNYEE ML=

I A ARBATHANAREMEER20% E R EEWMZHFTRREAMAATETHE 10%
12LRBTHADIRZ AL EE 2% -



+HERERA NG EEZ Y FE I 1980 FRUARE EZ B2 ZHBITA
HEAREELZMh 421980 FRUMERYBIEAALNISEELHFE
METHRYAL  LFRANIEBEARHNEEF  BREAARMLHDRRY
B ERY  EFEALEAGMGED  BEATEEAHE £
1980 R £ 0% BB ANHERRZFEEAMN > LERETERANE
K#AER -

1980 £ R ey 6t R RN LR O, S ALt R A B Rk #
AEMHBEBITOLEHEL ok 1981 £ TRAK TS BRRE
B A TOERSRAOEERGER NN ERBESN
g#(hostile take-over) R EHEH > NAEE RO NARZTRITEE > &
BRERABECEALZOREIGN IR ERTAHAMBENEREER
© (Leveraged buyouts,LBOs ) » B st 8) A fF L] Ktg L7 > £ EA2:H
80% - LBOs %4/ 8] 4B EAY F 4o F:1LBOs B2 JEHEAK
FHREURZEIFFSE > BRANVERK > ERBRRAE S 2.a7
LBOs {4 U4 & E Rk E ATAH > BRAME LS G AR LA &
HANRABE ERN B 3LBOs XX EXRFER AT - 4%
B R MAEIR B H 2 5801980 £ E 1996 MBI EH 2L Ed 30%
WhE 50% - REFFIHEZ T ERGEAH NG G2 o

1990 £ K s AR FRE] > B EMKBTARARRD » U2 RE
BEGFBHESNRREZEEFMRLERER  BEAREFZ N
BRI EREE - F—F @ AnEEFEXEREN  SINEF
LEE o2 pFMZIRG BB T XKL ERIFEH B A0 > 1980
EMMI T AZEILEE LN 30% 0 12 1996 F MBI EZHFRLED
G 50% 0 ML EALNG NALEL AEAENE o B—F @K
MEMMFT BAMBERAEE > 1992 FELRAEE GHRTMABRRRE
FRAE 0 ABERT REARAVDNAA ARBEEERETA
5N E RSN 3 E B o) 8] G B R BRAR Z R ey B AR
AR @ 1993 S LRABEHTEBE NI UNEL KK
(performance-based) % £ B G AN FHEFHETRR—BEH AT
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ARG EBEZMMBERE KB R AENEFEZERES ¥
FEPHIARIMREFHLERERS - b0 B didb ~ 23K
BRERBREMRZIENZBARARAERHEARATH N ERAEAL
RZ 8 RRTIGEOAURERZRBEAG N LERIRALR
NEBEHBRABE -

Z AEANREZIE

2001 F BT FHHEERBERE  AREFRRBRE  DEETH MG
MR EAGEFREE > L OEMBRREEHRRE » 2# LD
¥ BB TRRITFARE  F— 8423 k84 %% (Enron) ~
#5738 20 (WorldCom) ~ %77 (Tyco) AR Bl %424 (Global Grossing )
.5 —HAREHEITRIEAI IBM - ##%k (Microsoft) -~ £ 1743
( Qwest Communications) ~ s474-%% % % ( Bristol-Myers Squibb )
WA B 24k (Xerox) # 2002 R4 e pH3RERA » 4 8 4 BH4R PR 8
LERE  BMAAMAROEFLEEBEIHREREERENTFT I
PO EmMERGTHERT AT RE B AR N CHEATE
WABE ~ BB AR NG EIEA LA B - F LR S Mo
o
(—) BRHBEHRENNERBERR

HEBRRRGMBREMER N5 HALBYESLMHRE
PR e TMBEMB - EFRREATEN  REELHETRBOCELSEL
ROPHURBIZEA - BAHARKRBTEAE AT R - £HEH
BROCERZEAMNRIX LA 2L PERX S FAMBREALHKL
% SAFMENGHAELR  EHRRETAREHA LS00 R
Mo BETAEREARKRYFER - o R APE BRI SPE ¢hF 2
B M EREEL ERARERERET AASPEBETAEGHEAIR
GARERGIAHBREANRR  ERIRXETBEBROEY -

suih o R EHHEEER A AFACECEAR (FHARL
ME) RE AAZSETOETRESBOER - I+ F R
B ERA (Bl lodi B RBRA ZITAR SRS - FAHREENE
FAb - BIRBEEME) CEXFEV BT RS E L DA
BMAARS WEERAMLERX FZXEHREEN B ZAT
(Rule-based) * £ @£ MR §H &2 4 € RRA - B~ B AT IR A4 5]
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% oy R AR R 583 (Risk-related stress-tests) &R o #| A
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571980 £ 1999 4 R £ B LA A% Z 8 7 4] E (equity-based compensation )
ZJEZAER o BN A BAT RN 1999 F B N8 BRI LIRFFIFIFR 8
1980 &3 ju+42 - FLNIN SHEEHBFH R A FSERadH
AR EZRTA HERMEEBR -HHUEZTATHE BRTERALR
HUREMIEEBEREARET KEAERAT AL RRESH
RARELEM HRBHREERABBBY  MAREZ G I X
B ENS) Z SR R E#H E3(pro forma)#F B 3R~ 4F & H Ak
REGHRR (Gl AREREEREEHRE A CLHERM
WATHEE ZHBOEENE > A BHEH) L2 FREKSKE
FAT R T A REF B EME AL HE -BHHEIHEER
Ao A AREH - AILMERE -

£ R RAMMMEA — AR H2IARNPAFEAH EFTH
BRSPS RABHERE R REARHNEEREFCHNE
IHEAER  FBENNEFURBITRASIGRLEZREEL > &
UBREZHEFE B HEBHAEREFURIINEFREEL
5 MRBURHREMHFTHBEATLIRNEFHRIIEUREERE
NAHE Fhig e
(2) AHERLITR » SLH R EA MM

1980 FURGNLEECBERA LM CENRABEHTF
iRt EAEE HERUUARMBEERAR X ZIEF SRS -
RERBE CZEHBET ARG FHAEBHRBE LT & LA
Z 73% @t FHA LB IMAER LR REFHFIGEE €36
AEBIREEOMA RRARERALRANE _AREFP » &R
Gt ERA A REREMERE T L F 0 2000 FE A FHRAF 5,200
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BREN - I AR RERGETEREM B RARELE > @
BEBRRHEH N ERAERAREN -GN EHGHEL RS
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N BEFRBRANERZAEEIRR  RARAZHIM -

T FH MG RRERE @FHE - RO RERERET
o+ F  RERXR @ EBMFEHAALEABEANRXTEN T
TAE MBREHEFIER - @RI EQNS MM ABNEE » B &
R I MES LT E R LER i NH NG EHER
% B € (Public Company Accounting Oversight Board ) &3 Z 37 £ B
THRZERRATERS GEBTHFHTERINXIELERTSR
B € (Public Overview Board) A & €608 FH5AFAT AT R £ 3748
(Peer Review) MK B A - EARFERE BT FRELABREAE
T—RERXEGHAFHAE LR EFEMNEZI A TRALEHER
AEMRFIAERREY -

\m oo

B E

~EENEBEZRE

ALEEFHNHMBEREARNRMBRHAEHFRERE > Lo ¥E
BEREATHBERRE  JIRBERFHEEHTHALAMFEAZ
BEAEARR AFBLRINFRERERAENNEABERNES
AEAE B4 2002 £ 3 B 7 B S T+ 2% | (Ten-Point
Accountability Plan) » 2 K% E LR LT A3 BTMBERE - wELIEA
FE > URBREESBINEHHE -FIETAIBAR T8 F
£ ; (Corporate Responsibility) &84 &k EHR » &~ REBRLFHFERZ
NEBHRER £ 2003 FEHERE PN —FEEAHBLE LRI
8 YE#1E# ) 48 (Company Fraud Task Force) » MA3&1bL3 % & E MR
ELEMREN  AERBTERZIB/ES X RE AR E RFAREBHK
SHAE - FEBEEH 2002 £ 7 A 26 888 " =00 = 4F# A¥-
B % #7328 % £ (Sarbanes-Oxley Act of 2002) ;> K& 14 A A 48 4 5% B 1838

OB 2002 £ 4 AMEB TAARMEZME - FEREHIEE, (Corporate and Auditing
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RERE  HERGBEAREBEL® 1934 FRIUR ) LAV EE
BAMKRE HELHXEREBRCUBEREE - MEXIEFEUR
BB AL EZ RIS o sboh 0 2HBEH X AR Nasdaq B2 b
TN N REZMRE > fHEEZNEEeTREA MBI
R EE -
— 200 =@ F:M-RAMEEER
(—) BIELERZAERHARSNS
WRNNEEANLEEERBERETARRIPFT 692 3) M
FM-T OO0 _FBAM-KRAHMEERE  TEMBEIMRES
W BRANNEFRETRNLRSBEORAN T RELEAN
RoOARBIBERRPEFO N BRMEBOERQNEFREFTR
22 REM o AERHERBFITNINGHAIFERE T @A
PERIRE 0 AR A ER &Y PI3RIEH IR AE RS o 3L F AR SEC 2
BEMEEELEERABRAEN LB TAMMBEELENZH
g’g °
LEEPERBPTRNILER—RAODEH R MG E G
BREATRERBAAERZE LAY > URZUFMEAZEHEMN -
NEAEABRAEMESRMBRE > CEARFE ELHMHERAT
BNEEZA B REA o S FRTFEEGZIFRREAEMR B
BEERETEAEIR G ~ B3 - BFAEAEAT 2 5 HIE 5 HHE
B R ABAZR 14 B SEC 2% F & AR KI5 REBFI M F
BEMZB/EHFX  UAFRSPEZ R F K o sbsh o s a3k
EFR N BAR M ER R FZAAGEFEWE 5 UITRR
% e
(=) BB AHE
FZ00 4 BAM-KAMIEEE , ERAMEBTHL M
TRAMBEERHCHEHREABALEHEMGERA HomEL Y
MBREZGHEIE - ZHREAAFEBRENR ©EXFT LA
#R R B RRE M R A T o o N B AT 8] £ A 40 B F B IR

Accountability and Transparency Act of 2002 » HR. 3763) ; %%/ 2002 £7 A 15 8188 " 23 &
HEMR/EE£1R%EE ) (Public Company Accountings Reform and Investor Protection Act of 2002 »
S2673) » EHRHHHRIAB o FRBRIRGHARRERIRREEARHR BTN YIE BB EELH
2B T2002 4 j% ARF-BK % 4722 7k % (Sarbanes-Oxley Act of 2002) | ‘5 % -
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AR MERE LEGHTSAERAMIR -BEEATR
—HEOTHRE - ZREFELE THENRINELAEE LD M
EE %

B RE— 4T 8 R ILE 3 £ B € (audit committee) » B 3] & B
THEHMORE - FENEFAREEFTR - 0EHEES
ZHEMEBERAEFCXLEF  BAMBFB/INY - RILF o5t
BEGUTEAFTARREGZI I EHEEA LB AaNFY
BBRIREEBERBFITAZIEG HNEABETAEREREE
ZHEBARG HAEABRFRER QU EEFHEZIEL RIRER R
HoHWWARBREC  REHBRENIEREFRRERMEKZE
T4 F IR NG)MEZIAE HiETALBIRE » RENIE
BBALFTARTRLETAZIETEARTHETEOARR
BAGETA  BRERATER 10 FRATZH AR » AMEXX
A B 45 2k (Whistle blowing ) °

(=) %3/

BRANHNNGHERLZE L R F B EEXR SEC E
FERFEEMAR 270 RABRTENFaFaR I L2ERLZE X
ARBENERETETXHIL 2B AL - AN HER
% B & (Public Company Accounting Oversight Board * PCAOB ) -
&3t FH A% PCAOB #3E ixft BE » mAEMET FHAm -
PCAOB Z & A43T B A FH AAAMBHERR ~ L E EH £
AR EEIBR 0 AL EITEF R E LY - PCAOB EH K AHF N
ERRAEM R EH AR EINRY B A EERY
BREBEAE BHAIREESHBEHFPUER -

REARAGHGZB/ LN EXPRIEMEFETHAES
NRHBT N REELRE AAFH BTN REIETIEE
FBFs 0 B4R G FRARAERBOANRBIEEITRSES - €3t
AT R B L EMREFRANAFEHEE G - HAEE L LEELH
BTN EBZZF GG IBBELEMERZ GG 4R
BAFHE BT NARBENRS  CERLRRCEZMMEF T
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Corporate Governance in the United States
Meichu Chen

I. Introduction

The good corporate governance systems are not only conducive to firm
performance but also to economic growth. In the 1990s, U.S. economy experienced
the longest expansion in the history. The U.S. capital markets and U.S. corporate
governance have been successful relative to those of other countries over the last 20
years. Despite the recent U.S. successes and the ascendancy of shareholder power,
some observers still argue that the U.S. system is flawed. In the early 2000s, the
accounting scandals erupted. It revealed the governance problems that have come to
light over the past years have thrust the quality of accounting standards, the
professionalism of auditors, and governance practices of major companies into the
limelight. To respond the pressure of reform, the U.S. congress passed the
Sarbanes-Oxley Act and the private sector, i.e. the NYSE and the Nasdaq, undertook a

careful reexamination of the governance guidelines.

This paper includes six sections. Section II provides a review of the foundations
of corporate governance in the United States; Section III compares U.S. corporate
governance system with those of Japan and Europe. Section VI discusses the
evolution and challenges of corporate governance in the United States and then
summaries the recent revolution of U.S. corporate governance in Section V. The last

section is conclusion.
I1. The Foundations of Corporate Governance in the United States

Corporate governance is the system of checks and balances that guides the
decisions of corporate managers. As such, it affects the strategy, operations, and
performance of business firms. It also affects the ability of investors to monitor the
quality of management. Strong corporate governance generally involves some form
of publicly revealed commitment to whatever checks and balances have been
instituted.

In the U.S., managers have a solid foundation. Nationwide markets for capital and
for management talent, together with a strong legal system and a long tradition of
sound internal corporate governance, provide mangers with incentives to innovate and

powerful tools for credible communication with investors. Accordingly, effective

Mék 1



corporate governance in the United States is built on three parts: external market
forces, internal governance system and legal institutions..
I1.1. Market-imposed discipline: external governance mechanisms
External markets put pressure on managements to perform, bringing their goal

more closely into alignment with the shareholders’ interest and creating incentives for
them to develop new strategic or institutional means of reducing the costs of
separating ownership from control.
A. Competition in the market for corporate control

Mergers and other corporate control transactions play a valuable role in
redistributing assets among alternative uses. During the 1980s, interest grew in the use
of hostile and friendly takeovers as means of disciplining bad management and of
helping to reallocate management and other resources among competitive uses.
B. Labor market competition

Research from the late 1980s and early 1990s indicates that CEOs were
significantly more likely to lose their jobs following poor performance of their firms
than at other times, a reflection of labor market discipline.
C. Products market competition

Product markets can in some instances provide discipline against abuses by
corporations against consumers, in addition to the discipline that the courts provide.
II 2. Internal Governance Mechanisms

The internal governance structure of the corporation adds a complementary set of

rules and incentives to align management’s actions more closely with the shareholder’
interests. It is difficult to discern the internal features of corporate governance from
outsides external features. The goal is to find some features of internal corporate
governance that have the potential to positively affect corporate efficiency.
A. Shareholders: ownership and control

One way for incumbent owner-managers to make a commitment to good
governance is to own a significant portfolio of corporate stock. Stock options became
an important part of executive pay during the 1900s and have received special
attention during recent efforts at corporate governance reform.
B. Suppliers of venture capital

Recent studies indeed call attention to venture capital as a good source of financing
for corporations that face difficulty in credibly communicating their businesses’ future
prospects to potential investors. Venture capital investors play a important role in
corporate governance in countries, such as the United States.
C. Institutional investors

In the 1980s, institutions-which include pension funds, mutual funds, and insurance
companies-were often seen as passive participants in corporate governance. The
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Investment Company Act of 1940 substantially restricts the ability of institutions to
discipline corporate management on behalf other investors. Research reveals that
institution investors also play a critical role in corporate governance without actual
intervention managers recognize the threat of their intervention.
D. Boards of Directors: insiders and outsiders

Boards have tried various procedural solutions in an effort to improve the quality
of their commitment to shareholders. One way is to change directors’ committee
assignments so that more outside directors are appointed to committees that make
critical decisions, such as, the setting of CEO compensation and the selection of the
corporation’s outside auditor. The supply of qualified independent directors is limited,
however, and their quality may vary; therefore this strategy is not likely to come
without cost.
11 3. Legal and Regulatory Institutions

The legal system provides investors and other participants in the corporation’s

affairs with a means of impartial dispute resolution. The contribution of legal
institutions is seen as twofold. First, solid legal institutions provide a reliable,
impartial means of resolving disputes. The second is regulation. Business law
contains many important legislative domains for the design of corporate governance.
The standard U.S. Business law model is quite weak in proceeding shareholder
protection. Shareholder rights have increasingly become the responsibility of the quite
powerful Securities and Exchange Commission. Securities regulation in the United
States predates the 1930s. Its evolution accelerated rapidly after the passage of the
Securities Act of 1933 and the Securities Exchange Act of 1934. Stock Exchanges,
such as the New York Stock Exchange (NYSE), operate under SEC oversight as
self-regulatory organizations. The SEC has also delegated certain responsibilities for
setting and maintaining accounting standards for the Financial Accounting Standards
Board. Under the Sarbanes-Oxley Act of 2002, The SEC is overseeing the creation of
a new organization, the Public Company Accounting Oversight Board, which will be
responsible for developing, maintaining, and enforcing, the standards that guide
auditors in their monitoring and certification of corporate financial report.

The existence of both strong markets and a strong legal system explain U.S.
corporations’ comparative effectiveness in meeting investor demand for assurance.
Market solutions and legal solutions can substitute or complement each other. When
markets evolve, the effectiveness of legal solutions can change. Similarly, the
comparative advantage that markets have in helping managers more closely align
their actions with the shareholders’ interest and communicating this alignment to

investors, also changes.
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III. Comparison of U.S. Corporate governance system with those of
Japan and Europe

Each country has through time developed a wide variety of mechanisms to
overcome the agency problems that arise from the separation of ownership and
control. While some systems are characterized by widely dispersed ownership
(outsider systems), others tend to be characterized by concentrated ownership or
control (insider systems). The notable countries for outsider systems are the US and
UK, while the insider systems countries are Continental Europe and Japan.

III 1. Qutsider system

“Outsider” systems, typical of the United States, are characterized by widely
dispersed share ownership and high turnover. These systems emphasize the need for
reliable and adequate information so that investors are able to make informed
investment decisions. Hence, disclosure requirements are fairly stringent and there is
a strong emphasis on the protection of shareholder rights, and in particular those of
minority investors. In addition, the legal framework that supports the rights of
shareholders to control the company make the board and management explicitly
accountable to shareholders. In order for boards effectively fulfill their monitoring
role they must have some degree of independence from management. While the
emphasis in outsider systems is independence, in reality there is the very serious
problem that board like management can become entrenched. Because of these
problems, there is a widely held perception of boards as relatively weak monitoring

devices.

Given the weakness of a board ‘s disciplining mechanism in the outsider system,
the market for corporate control plays a critical role in the governance process.
Take-over threats can act as an effective disciplining mechanism and diminish the
motivation for managerial opportunism. The US in particular has an active market for
corporate control as witnessed by its active market in mergers and acquisitions and its
well-developed bankruptcy legislation. In addition, product market competition can
to some extent act to reduce the scope of managerial inefficiency and opportunism.
However, more competitive markets for financial and corporate control may reduce
overall investment because it provides weaker incentives for stakeholders for provide
company-specific investments which can lead to tighter monitoring of research
activities by company managers, a more careful selection of projects ad strengthened
cost control. This in turn can lead to increased efficiency in applied research and
undervalue projects with longer-term payoffs, such as basic research. Special financial
devices have also developed in outsider systems(e.g. NASDAQ in specialized capital
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markets) which may be more effective forms of risk financing for long-term R&D
projects than the traditional intermediary institutions in many insider banking systems

of corporate governance.

Since strong minority shareholder protection is also associated with an active
stock market, corporate governance frameworks in the US promote stock market
activity. Commercial institutions in the US have long been restricted by tougher
legal and regulatory constraints. Thus, long-term financing through equities and
corporate bonds is an important feature of the outsider system. Debt financing by
banks tends to be short term and banks tend to maintain arm’s length relationships
with the corporate sector, accounting for low debt-equity ratios. Since the 1980s, the
U.S. has had a sharp rise in the proportion of equity held by financial institutions,
coupled with a declining role of individuals in direct ownership. The higher degree of
share ownership held by institutional investor and pension funds increases their role in

corporate governance.

Another important aspect of an active equity market is that it also encourages
innovative activity, entrepreneurship, and the development of a dynamic small and
medium-size enterprise sector. On the downside, however, the incentives to monitor
management are particularly weak when ownership is dispersed due to “free-rider”

problem.

III 2. Insider system

“Insider” systems typical of continental Europe and Japan are characterized by
concentrated ownership or voting power and a multiplicity of inter-firm relationships
and corporate holdings. Familial control, close relationships with banks,
cross-shareholdings (both horizontal and vertical), and pyramidal structures of
corporate holdings are dominant features of insider systems. The basic conflict that
arises in this system is between controlling owners and outsider minority shareholders
i.e. “strong voting blockholders and weak minority owners” or “weak managers, weak

minority owners and strong majority owners”.

Differences in corporate governance systems are thought to influence the cost of
capital, the availability and type of financing available to firms. In insider systems
there is a much greater emphasis on banks as providers of external finance with
typically higher debt/equity ratios. In Japan and many continental European countries
commercial banks play a leading role in the governance of the corporate sector. The
benefits of ‘bank-based’ are that banks supply capital at lost cost, perform important
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monitoring and screening functions thereby reducing asymmetric information
problems.

With dispersed ownership and concentrated voting power take-overs become
impossible. Small investors also do not have enough legal rights to secure a return on
their investment. This leads to a lack of liquidity in secondary markets as investors
withhold funds due to a lack of opportunities for risk diversification as a consequence
of illiquid markets. Capital markets in insider systems therefore tend to be much less
well developed than those found in outsider systems. Insider systems, characterized
by small and illiquid public capital markets, the absence of venture capital markets
and a reliance on debt financing, can impinge upon the development of a vibrant and
thriving SME sector.

On the other hands, the focus in insider systems is more on building long term
relationships with many of the contractual partners of the firm. Concentrated
ownership encourages more long-term relationships and commitment amongst
stakeholders. This, in turn, can lead to greater investment in company-specific
assets with possible positive implications for profitability in the long run. However,
this type of group structure is particularly prone to expropriation and a lack of

transparency.

Long-term relationships between firms, cemented by cross-shareholdings, may
restrict the possibilities for a transfer of share ownership. As a result, the market for
corporate control in insider systems is less developed than in outsider systems. The
absence of an effective market for corporate control may impede the development of
an international production base and can prevent firms from entering through
domestic acquisitions. This suggests that insider systems of corporate governance
may need to pay particular attention to strengthening competition policies and entry
conditions for newcomers, including conditions for the start-up of new firms.

The increasing globalization of capital markets and the liberalizing of
international trade seem to have created an environment in which differences in
corporate governance are becoming less severe. In outsider systems, institutional
investors and pension funds in the United States are becoming increasingly active
participants in the corporate governance of firms in which they have substantial
holdings. Venture capital markets and second tier markets such as NASDAQ have
also developed to accommodate outside financing for closely held companies. In
insider systems the increasing importance of foreign investors as source of capital, for
listed companies, is raising the demand for more transparency and minority
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shareholder protection. Convergence forces at work in both types of system are
primarily a result of globalization of financial markets. However, the extent of the
divergences between systems, which are historically contingent and rooted in cultural,
historical and legal differences, suggested that complete convergence is unlikely.

IV. The Evolution and Challenges of Corporate Governance in the
United States

Corporate governance in the U.S. changed dramatically during the 1980s and
again in the 1990s. Before 1980, corporate governance was the mechanisms by which
corporations and their managers are governed.. Then, the 1980s ushered in a large
wave of takeover and restructuring activity which was carried out by leveraged
buyouts(LBOs). The LBOs changed the incentives of managers by providing them
with substantial equity stakes in the boughtout company and it also imposed strong
financial discipline on company management. In addition, leveraged buyout sponsors
or investors, which were predominately institutional investors, such as mutual funds
and pension funds, closely monitored and played a more important role in governing
the companies they invested. In the 1980s, with the rise in the number of institutional
investors the balance the power shifted from corporate stakeholders to shareholders.

In the 1990s, the pattern of corporation governance activity changed again.
Leveraged and hostile takeovers declined substantially. Along with the rise of
incentive-based compensation, forced recognition of the cost of capital and the fear of
hostile takeovers that occurred in the 1980s. In 1992, the SEC substantially reduced
the costs to shareholders of mounting proxy contests to challenge management teams.
Shareholder activism increased with major institutional investors like
CalPERS(California Public Employees' Retirement System). At the same time, the
SEC required public companies to provide more detailed disclosure of top executive
compensation and how it related to the firm’s performance, particularly their stock
performance. Congress also passed legislation that capped the tax deductibility of
performance-based compensation. Executive stock options and greater involvement of
boards of directors and major institutional shareholders began to play a larger role in
corporate governance mechanisms. In addition, the deregulation of both the national
and international security markets along with the new information and communication
technologies in the 1990s became the drivers of the increased dominance of capital
markets and the attendant rise of shareholder value.

The past couple of years have been marked by financial upheaval in the United
States. The impact of the financial trouble is far reaching affecting investors, public
companies, and others, including the accounting community. Much of the attention has
been focused on the failure of U.S. corporations, such as, Enron, WorldCom, Global
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Grossing, and now HeadSouth. In addition, attention was also focused on the
questionable accounting procedures of IBM, Microsoft, Qwest Communications,
Bristol-Myers Squibb, Xerox etc. In summary, the corporate failures were largely
caused by questionable accounting practices, bad management and weak internal
controls.

We witnessed breathtaking failures of corporate governance, shocking malfeasance
by corporate leaders, and the complete abdication of responsibility by too many of those
charged with providing the checks and balances to the system,- i.e., directors audit
committees, outside auditors, legal advisers, analysts, and others. These corporate
failures stemmed from lax accounting and corporate governance practices. The resultant
corporate greed and malfeasance highlighted the information disclosure process,
management accountability and auditor independence as major flaws in U.S. corporate
governance.

IV 1. Information Accuracy and Accessibility

Most firms and market participants adhere to sound accounting and meaningful
disclosure standards. Some companies however, have not been as forthright in their
application of accounting and disclosure standards to specific transactions. In these
situations, financial reports have neither reflected nor been consistent with the way the
business has actually been run nor to the risks to which the business has actually been
exposed.

The system of periodic disclosure, for example, is old and no longer sufficient.
Today, disclosures are made not to inform, but to avoid liability. There is a need to
move to a system of “current” disclosure. In addition, the traditional financial report
does not disclose the related information about off-balance sheet arrangements like the
Special Purpose Entity(SPE) adopted by Enron, unrealized obligations, new operational
models, invisible assets and risk exposure. Investors have forced long-needed disclosure
reforms to improve the quality and increase the timeliness of disclosure.

IV 2. management accountability

In 1998 in a lecture called “The Numbers Game”, Arthur Levitt, pre-chairman of
the SEC, focused on the pressure on corporate managers to meet earnings expectations
and the games that were being played to meet those goals. He exposed a series of
accounting tricks that were worrisome. In the late 1990s, the economy was robust,
stock markets were “irrationally exuberant”, and short-term profit pressures took over
corporate management. Stock options encouraged managers to work hard. They also
forced managers to adopt “earnings management” and to develop pro forma financial
information that prettified financial reports when the stock prices went down. In the
early 2000s, the number of earning and other financial restatements increased
substantially.
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The corporate failure of the early 2000s also revealed problems of board
independence. Steve Cutler, who is Director of the Division of Enforcement at the
SEC, said: “Yet too often, boards were disinterested and disengaged...They are
dominated by associates and friends of senior management....” Many outside directors
lacked expertise in the relevant industry and in accounting and financial reporting issues.
Thus, boards were too rarely equipped to uncover and derail the determined efforts of
management to cook the company’s books. It is not enough for reporting companies
simply to have a code of ethics.  Companies should enhance the internal governance
sytem to enable senior management and boards of directors to commend acts of honesty
and ethical behavior.

IV 3. Auditor Independence

During the 1980s and 1990s, as a result of increasing complexity, businesses
turned more and more often to their auditors for help with non-audit services, such as
asset valuations, merger advice and computer system design and implementation. When
an accounting firm provides both audit and extensive consulting services to an audit
client, the auditor’s independence may well suffer, particularly when the consulting
services are significantly more lucrative and more voluminous than the audit services.
An auditor who wants to retain an audit client’s non-audit business may be less likely to
question management, and that is serious problem.

In large US accounting firm, the average percentage revenues attributed to
accounting and auditing services fell. Recent data reported to the SEC indicate that on
average, non-audit fees of large public accounting firms comprise 73% of total fees; in
other words, $2.69 in non-audit fees for every dollar of audit fees. The cross-selling of
services added to the independence problem. Seriously exacerbating the overall
problem were inadequate professional quality control systems, questionable
professional rulemaking processes, and ineffective professional disciplinary processes.
In summary, there was a serious failure of professional self-regulation. To improve the
discipline and quality control, there need to be a reform of the previous peer review
process that avoids firm-on-firm review.

V. The Revolution of U.S. Corporate Governance

In response to the financial frauds at Enron, WorldCom and others and the
realization that many of the “gatekeepers” responsible for preventing fraud had fallen
down on the job, the President and Congress responded forcefully. In March 2002, the
President announced his “Ten-Point Plan”, embodying three core principles: accurate
and accessible information, management accountability, and auditor independence.
The final product of these efforts was the Sarbanes-Oxley Act of 2002, which
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President Bush signed into law on July 30, which he characterized as “the most far
reaching reforms of American business practices since the time of Franklin Delano
Roosevelt.” The Act mandated a number of reforms to enhance corporate
responsibility, improve financial disclosure and combat corporate and accounting
fraud. It also created the Public Company Accounting Oversight Board (PCAOB) to

oversee the activities of the auditing profession.

V 1. Enhanced Financial Disclosure

The Act clearly recognized that financial reporting is meaningless if investors lack
confidence that the information presented is accurate and reliable. To ensure that
investors have access to consistent, accurate and reliable information on which to base
their investment decisions, each financial report and financial statement of a public
company must be prepared in accordance with generally accepted accounting principles.
The Act also requires that corporations make more information available concerning the
quality of their internal control structures, including whether they have special rules in
place to guide the ethics actions of senior financial officers, and whether their board of

directors’ audit committee includes any financial experts(and, if not, why not).

Shareholder-related provisions include changes in restrictions on insiders trading
regulations and enhanced financial disclosure. Executives now have to report the sale
or purchase of company stock within two days rather than 10 days as previously
required. This will have the effect of making executives’ shares somewhat less liquid
and also enable investors to react more quickly to the information disclosure. The Act
also requires more detailed disclosure of off-balance-sheet financings, pro forma
figures and special purpose entities. This will make it more difficult for companies to
manipulate their financial statements in ways that boost the current stock price. In
addition, financial analysts and auditors are expressly required to disclose to investors
whether any conflicts of interest which might limit their independence. In summary,
the act created new rules and institutions designed to shape managers’ and auditors’

choices concerning the accuracy and timeliness of corporate financial reporting.

V 2. Corporate Responsibility

The Sarbanes-Oxley Act contains a number of provisions to improve accounting
and disclosure. Chief executive and financial officers are now required to certify that
their financial reports fairly represent the financial condition of the company, not just
that the reports comply with generally accepted accounting principles. It also requires
that audit committees be composed exclusively of independent directors. In addition,
it empowers audit committees with a responsibility for the appointment,
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compensation, and oversight of a company’s outside auditor, thereby, eliminating the
incentive for auditors to rubber-stamp the books to please the chief executive officer.
Corporate attorneys are expressly held responsible for reporting any violation of the
Act, breaches of duty or other violations to the chief legal counsel, the CEO, the audit
committed or to other independent directors.

The criminal penalties for misreporting were also increased. The Act provides for
a fourfold increase in the maximum prison terms for criminal fraud-to 20 years, and
an even higher maximum term of 25 years for securities fraud. The act also makes it
a Federal criminal offense, subject to fines of up to $1 million, to knowingly engage
in false certification of corporate reports. In extreme cases where a CEO or CFO
knowingly and intentionally provides false certification, the maximum sanction
climbs to $5 million. In addition, CEOs and CFOs who falsely certify financial
reports are also required to forfeit any bonuses or gains resulting from their
certifications. The increased responsibility and criminal penalties have clearly
increased the amount of time that executives of all companies must spend on

accounting matters.
V 3. Accounting Independence

One of the major provisions of the Act is creation new Public Company
Accounting Oversight Board. The PCAOB is responsible for the general oversight of
the accounting profession and public company audits. The Board also is charged with
establishing standards and rules relating to auditing, quality control, ethics, and
independence. The Board will set standards for auditor conduct and independence,
discipline auditors if they err, and perform regular quality control reviews to ensure
firms are functioning at the highest professional levels. The SEC oversees the
PCAOB.

Under the Act, the oversight board will promote the independence of auditors is
several ways. To increase the probability of detecting any future misconduct by auditors,
each public accounting firm must register with the board and submit to periodic
performance reviews. The board has given the authority to act upon any evidence of
auditor misconduct by undertaking investigations. Upon registering with the board,
each registered public accounting firm agrees to cooperate with the board’s
investigations Such cooperation includes retaining audit work papers and other
documents for a minimum of 7 years and providing those records to the board on

request.
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The Act also prohibits the public accounting firms from providing the audit client
with any non-audit services. Under the new rule, the public accounting firms have to
rotate the audit partner performing the audit services for a company every 5 years. The
SEC was directed to conduct the study and review of the potential effects of required
the mandatory rotation of public accounting firms. In addition, there is 1-year cool-off
period for the auditor.

The New York Stock Exchange and NASDAQ boards issued their own proposals,
which are currently under consideration at the SEC. Besides adoption the
Sabanes-Oxley rules for strengthening the roles of audit committees, these proposals
and new rules relating to executive the roles of audit committees, these proposals and
new rules relating to executive compensation and board independence. The new rules
essentially require that shareholders approve all stock options plans, that independent
directors approve CEO compensation, that there be a majority of independent directors
on the board, and that the board of directors meet in “executive” sessions without

company management. The list of reforms is indeed impressive and encouraging.

VI. Conclusion

U.S. more market-oriented corporate governance has changed substantially in the
last 20 years, from the leveraged hostile takeovers and buyouts of the 1980s to the
equity-based compensation, activist boards of directors and shareholders of the 1990s.
As organizations have grown in size and scope and firms adopted the innovative
financing techniques to manage financial risk, Governance problems that have come
to light over the past year have thrust the quality of accounting standards, the
professionalism of auditors, and governance practices of major companies into the
limelight. These issues have triggered a spate of regulatory reforms in the United
States. Sarbanes-Oxley attempts to provide the new provision on enhanced financial
disclosure, corporate responsibility, and accounting independence. The new rule did
well on recover investors’ confidence while there also are some studies on the Act to

need further reforms in the future.
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