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Abstract

Asia’s economy has undergone a number of changes in corporate ownership and
financial structure in the last several years. This paper addresses the evolving
patterns of corporate governance among Asian countries since the crisis in 1997.
Based on institutional theory, the discussion in this article is intended to illuminate
in particular the notion of hybridization of institutional change in the form of
corporate governance. The paper shows how Asian economies are reshaping their
corporate governance features, leading to a diversity of corporate governance forms.
Our empirical analysis suggest that the current Asian model can be described as
being in a ‘hybrid model,” with a mixture of new market-oriented elements and old
practices of the Asian model
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1. Introduction

There has been a surge of interest in corporate governance among academic
and business circles as well as policy-makers across the world. One of the major
issues is whether corporate governance in various countries has become divergent or
convergent. (Aoki, Jackson & Miyajima, 2007; Boyer, 2004; Clarke, 2009; Deeg, 2004;
Hansmann & Kraakman, 2001; Jackson & Miyajima, 2004).

Many traditional academic studies concern two models: shareholder vs
stakeholder. It is quite clear that these two models of corporate governance today are
undergoing a gradual process of change.
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One of the outstanding features employed in this device is that changes in
corporate governance practice in recent years have mostly occurred in coordinated
market economies (CME). The process of transformation in CME is especially
interesting from our point of view. From the perspective of the Variety of Capitalism
literature, change in corporate governance is less likely to take place in CME than in
liberal market economies (LME). Since CME are characterized by tight institutional
inter-lock and discontinuous innovations, incremental changes in institutions are
more likely to happen in these economies (Amable, 2005; Aoki, 2001; Bebchuck &
Roe, 1999; Hall & Soskice, 2002; Sako, 2007).

The narrow focus of corporate governance exclusively upon agency problems
between owners and managers presents a limited view to understand the extent and
exact nature of current transformations in the corporate governance system. One
important implication of the institutional approach is that corporate governance
should be viewed as being embedded with various institutional contexts that shape
the interaction among stakeholders in the process of decision making and control
over firm resources. In this discussion, as Asia has long been considered as a case of
CME, the process of competitive transformation in corporate governance practices in
this area is of particular interest. As poor governance was identified as one of the
major causes of the Asian financial crisis, there have been significant changes in the
corporate governance framework since the crisis. As a matter of fact, the snapshot of
changes in recent years, in particular legal reform and changes in ownership structure,
suggest the tendency of convergence toward more market-oriented corporate
governance systems as found in the Anglo-Saxon sphere. However, as far as we have
seen, no detailed investigations have been conducted regarding the recent
transformation of the corporate governance landscape in several Asian countries. For
the most part, recent studies about this matter have tended to center on the questions
of regulatory bodies’ reform and focused on one or two more developed countries.

The aim of this study is to provide an overview of the recent changes in
corporate governance practice in fourteen Asian countries in terms of institutional
continuity and change?. To this extent, the literature on hybridization in corporate
governance and financial markets is useful for understanding the ongoing corporate
governance reform in Asia. The article is organized as follows.

2 Bangladesh, China, Hong Kong, India, Indonesia, Japan, Malaysia, Pakistan, Philippines, Singapore,
Korea, Sri-Lanka, Taiwan and Thailand.
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The first section briefly develops the theoretical framework for this study,
focusing on institutional change as a process of hybridization. The second section
explores changes in the Asian system of corporate governance and identifies both
external sources of change and internal powerful actors who promote the process of
transformation. The third section presents the main empirical findings by introducing
emerging hybrid forms of corporate governance in Asia.

2. Institutional Change as Hybridization

Although the role of institutions in the functioning of economies has been
widely discussed in recent years, the issue of institutional change has not attracted
much attention. In the 1970s and 1980s, as the conditions for economic
transformation, successful economic development, and institutional reform were
becoming increasingly central in economics, interest in institutional change began to
grow significantly. Some recognize that institutional change is driven by a logic of
selection according to the efficiency of institutions. In other words, institutional
change is a functional response to a change in the environment that decreases the
efficiency of existing institutions. According to this theory, corporate governance
reform for better governance and performance can lead to a convergence of both
ownership structures and the behavior of firms. However, the efficacy-based
hypothesis tends to have difficulties in explaining the different institutional
arrangement that accomplishes the same functions or why inefficient institutions
survive for a long time in some countries. Despite claims that the rise of economic
globalization is a competitive force that drives convergence toward the best form of
the corporate governance (standard shareholder-oriented model), the resilience of the
stakeholder model in most European or Asian countries would seem to contradict
such a postulate.

Contrary to the proponents of the functionalist and efficiency arguments,
some scholars developed the idea that institutions do not change rapidly, and they
generally change in ‘path-dependent’ ways due to rent-protection behaviors, lock-in
through sunk cost, and politics (Bebchuck & Roe, 1999; Hall & Soskice, 2002; Roe,
1993, 1994). Much of the literature on institutional change within this perspective
pays close attention to the history of the difficulties of institutional change, often
arguing that institutions are strongly influenced by initial conditions and historical
events making it possible for institutional inertia to arise.
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Based on dependency theory, some theorists have tried to push this
perspective in a more dynamic direction that could explain institutional diversity.
They argue that the process of institutional change leads to a ‘multiple equilibria’
situation instead of a convergence toward a unique equilibrium. With the concept of
the path dependency, one of the most important insights about institutional change
concerns complementarities among institutions. The notion of institutional
complementarity refers to the joint influences of two or more institutions in different
domains of the economy. For example, complementarities may extend to such things
as financial institution and industrial relations. In the United States, the short-termism
in investment strategies, the developed stock market, and the weak representation of
employees in management result in the shareholder-oriented corporate governance.
In contrast, in Germany and Japan, the coordinated model of corporate governance
results from the corporation’s long-term relationship with banks and the long-term
commitments to employees. The concept of institutional complementarities is largely
used to explain why these diverse forms of capitalism persist and why institutional
change tends to occur in an incremental fashion, rather than a radical change.
Recently, interest in the hybridization of institutional forms has understandably been
gaining visibility in the face of substantial transformation in core institutional
arrangements. Hybridization refers to the dynamic process of transfer and adaptation
of an organizational practice from one context to another (Boyer, 1997).
Hybridization involves the transformation of imported institutions via the interaction
with different national and institutional contexts and the attempts to reconcile two
approaches initially seen as contradictory, so the emergence of original configuration.

In this respect, we argue that the direction of corporate governance reform in
Asia involves experimenting with hybridization processes by undergoing adaptation
of a new model to local circumstances supported by economic actors and political
leaders. Through the process of trial and error, the outcome of the confrontation
between newly imported practices and existing ones is highly uncertain, leading to
divergent corporate governance models. Although the adoption of shareholder value
is spreading through Asian’s countries, the impact of this movement will be expressed
in many different ways in different countries. Figure 1 shows the new institutional
path of Asian corporate governance as an outcome of a combination of exogenous
and endogenous factors.
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Figure 1: Transition of Asian Corporate Governance
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3. Review of Changes in Corporate Governance and Finance
3.1 General Features of Asian Corporate Governance

Before we embark upon an analysis of the changes taking place in Asia’s
corporate governance, we will briefly examine the historical sketch of the preceding
model. Asian corporate governance systems are very different from the Anglo-Saxon
system in which the ownership of the firm is dispersed across a multitude of various
categories of shareholders—the ‘outsider’ system. In many Asian economies,
concentration of ownership, usually an individual or a family, is a common
phenomenon, and the dominant shareholders play a key management role in the
firm—the ‘insider’ system (Bebchuk, Kraakman & Triantis, 2000; Claessens, Djankov
& Lang, 2000; Drysdale, Hong, Kang & Park, 2004; La Porta, Lopez-de-Silanes &
Shleifer, 1999). The differences in the ownership and control structure may produce
different corporate issues. The most significant corporate governance issue in Asia is
alleviating the conflict of interest between the controlling and minority shareholders
whereas in the Anglo-Saxon model the agency problem basically arises between
shareholders and managers. Other particular characteristic of the Asian corporate
landscape is that banks typically dominate the corporate finance markets and often
have complex and long relationships with companies.
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Before the crisis occurred, this close relationship between banks and firms
was regarded as a strength relative to the arm’s-length relationships of equity markets
since this relationship allowed firms to have a lower cost of capital and higher
investment. Due to the over-dependence on banks in this area, direct financing by
firms through the capital markets was not a common source of finance. The Asian
model has also been associated with strong state intervention in the market. The
government has decided, for example, the amount and type of loan to be allocated to
certain borrowers. Often, the government selected industries for development and
required banks to lend money to borrowers even when they were unable to repay.
Thus, the bundle of characteristics of those economies result from the
complementarity between banks long-terms relationships with client firms,
ownership concentration, government role in credit allocation, and weak disclosure
standards. The nature of these inter-linkages protects companies from hostile
takeovers and short-term stock market pressures. As in the bank-based financial
system with few legal rules to ensure transparency and to protect minority
shareholders, it is by no means a coincidence that ownership has ended up being
relatively concentrated.

3.2 Key Trends in the Change in the Corporate Governance Landscape

Asian countries have come under severe internal and external pressure to
reform their financial and corporate governance systems since the near-collapse of
economic systems in 1997. Despite very real differences in reform processes in
different countries, the main objective is to improve shareholder protection and to
develop an external control with improvements in the legal system and the disclosure
environment. Several drivers of corporate governance reform have been associated
with the economic crisis. First, the progressive deregulation of financial markets has
allowed an increase of equity flow into Asia, thereby increasing the availability of
funds, including bonds and equity. Growing choices in sources of financing led to a
progressive erosion of the over-dependence on banks in financial intermediation.
Second, in response to globalization and the governance scandal, large companies
adopt global standards and practices, and enhance corporate transparency since
corporate governance figures prominently in investment decisions. As the new
Anglo-Saxon logic of corporate governance is diffusing beyond the major listed firms,
the maximization of shareholder’s equity is became more and more corporations’
central objective. The last, but not least, innovation in information and
communication technologies (ICT) has been an important source of change.
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ICT allowed financial markets to evaluate the firms more efficiently, since it
enables borrowers to access much more information about the firms in a more timely
manner than non-ICT sources may allow.

It seemed evident that the economic crisis and the acceleration of the
globalization process initiated reforms and changes. But all these factors depend not
only on external shocks but also on the endogenous process of change. Changes were
spurred as part of the domestic players’ efforts to establish stable financial systems
and better corporate governance, in particular in the reconstruction of the banking
sector and development of capital markets. Core economic actors and political leaders
have begun to be challenged to recognize their old practices, which do not fit well
with the new ‘rules of game.” Enough has been said to demonstrate that Asian
regulators and policy-makers have been extremely active in reforming the corporate
governance code and trying to enhance the efficiency of the capital market since the
crisis. The Asian Corporate Governance Association (ACGA) (2005), OECD and
ADBI (Asian Development Bank Institute (2008) provide an overview of recent
Asian corporate law reform. In addition to external factors that played an important
supporting role by imposing discipline on economic policies, there is no doubt that
there was considerable will of decision-makers to promote internal change.
Accordingly, the external forces combined by remodeling the old institutional forms
by both market and political actors have given rise to recent institutional change in
Asian economies.

An important component of the changes in Asia in recent years related to
corporate governance is the growing importance of the stock market. The ratio of
market capitalization to GDP as a measure of stock market development has almost
tripled in the region since 1997 (IMF, 2006). Within the set of Asian stock exchanges,
the Tokyo stock exchange is the largest stock exchange in terms of market
capitalization followed by the Shanghai and Hong Kong stock exchanges. Over the
past ten years, Asian governments have launched several initiatives to develop
domestic markets and to be less dependent on bank loans. Countries in the region
have made considerable progress in strengthening financial-sector supervision and
regulation. Another interesting change is the increasing foreign ownership in Asian
listed firms, in the sense of contribution to improved corporate governance. It is not
unreasonable to postulate that the structural improvements in regional stock markets
could boost the region’s attractiveness to foreign investors.
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Another underlying factor is the restriction on foreign investor participation
in equity markets has been gradually diminished over time. The emergence of several
types of institutional investors as increasingly important participants in the stock
market is also a part of the picture of present ownership structure. According to our
analysis, investment industry assets grew from $439,606 million in 1997 to $2,310,240
million in 2008, an increase of 426 percent. In some cases, foreign financial
institutions hold more than half of the total shares of institutional investment.
Especially, the shareholding ratio of American institutional investors has surged
dramatically in recent years. For example, Korea and the Philippines are the countries
where the American investors’ detention rate is more important. This rate rises to
54.39% in the Philippines and 47.44% in Korea. Kho, Stulz & Warnock (2008) have
pointed out that American investors increased their investment in countries in which
insider ownership is low or diminished. Other recent changes include the banks’ new
role. Since the crisis, there has been substantial privatization and consolidation in the
banking sector. Responding to growing competition and liberalization in the
investment banking sphere, many Asian banks in recent years have significantly
altered their strategy from providers of debt finance to active actors in capital
markets. Banks in the region have been traditionally engaged in lending and deposit-
taking activities with corporations and households. Although retail banking financial
activities remains the core business, many retail banks have begun to diversify their
operations into different products and markets: universal banking and bancassurance.
The ADB (2008) investigated the Asian banking systems since 1997 crisis and
assembled data showing the banks’ operational diversification in Hong Kong, China,
Korea, and Singapore is especially notable.

4. Growing variety of the Asian model

With greater pressures from international governance standards and the
developing influence of institutional investors, a process of corporate governance
reform in Asia will likely attempt to approximate some form of ‘one-best-way’
strategy adopted by the convergence thesis; it looks like only a matter of time.
However, this perspective has little bearing on the persistence of many features of the
traditional characteristics and the rising new path between the shareholder-oriented
model and the Asian model.
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Table 1 presents data on the structure of shareholding of listed firms by type
of owner in 2006°. Several important trends appear in the ownership structures in
Asia. As we can see, though institutional investor ownership may be gaining ground,
strategic investors’ play an important role in corporate governance (52.75%). The
Asian pattern of share ownership looks quite distinct from that of its Anglo-Saxon
model in which ownership of capital is dispersed among institutional investors. In the
countries like Hong Kong (86%), China (83%), and Indonesia (83%), there is a
preponderance of the strategic ownership structure.

Table 1. Break-Down of Market Capitalization by Type of Shareholders (2006)

%/ Total
Sovereign Wealth Fund 10,44%
Hedge Fund 0,73%
Investment Advisor 25,80%
(Mutual Fund + bank +Insurance Company)
Pension Fund 0,68%
Private Equity 0,29%
Others 1,20%
Total institutional investors 38,40%
Bank 5,55%
Corporation 41,95%
Government Agency 4,40%
Insurance Company 0,84%
Total Strategic Entities 52,75%
Total Individual 8,85%
Total 100,00%

Source: Author’s calculation based upon data from Thomson Reuters.

Regarding the investor sub-categories, the predominant ownership pattern is
corporation control (41.95%). This pattern is consistently linked to the participation
of business conglomerates, such as chaebol in Korea and keiretsu in Japan, and family
business groups.

3 Qur sample contains 14 countries, and the data obtained from Thomson Reuters include
shareholders whose fraction of shares is more than $5 million in each country. Within this sample,
there are 11,147 equity investors in 14 countries’ stock markets at the end of 2006.

4 Strategic investors: investors that don't invest for investment management purposes but rather invest
for strategic stakes in companies.
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In addition, the emergence of sovereign wealth funds (SWF) as increasingly
important participants of equity assets is one of the distinguishing features of the
present financial landscape (10.44%). SWFs are not a new phenomenon in the
region®, yet the number of SWFs has grown rapidly due to the region’s remarkable
accumulation of foreign exchange (FX) reserves in the post-crisis period. The surplus
FX reserves can be interpreted as Asian countries’ intention to protect their
economies against the massive outflow of capital since the crisis. If pension funds
(0.68%) remain a marginal investment category in the stock market even though they
globally have enjoyed phenomenal growth across the industrial countries, it is
attributed to the fact that pension funds have been invested in domestic government
or corporate bonds in Asia.

We employ a cluster analysis to analyze the pattern of change of corporate
governance in Asia®. The data used in our analysis are drawn from a number of
sources, primarily the 2008 Financial Development Report and Thomson Reuters.
Ten variables were included in our analysis in which we examine four possible
outcomes’. We cross two criteria: the financial dependence (bank finance/market
finance) and the ownership characteristics (strategic investors /Zinstitutional investors)
(see Table 2).

Table 2: Different Processes of Change

Institutional Investor Strategic Investors
Bank Finance Inverse Hybridization A Model
Market Finance US Hybridization A Hybridization

a) Inverse Hybridization refers to the hybrid pattern in which there is strong bank
finance but a high level of participation of institutional investors.

b) A Model refers to the traditional Asian model, which has not committed to the
reform of corporate governance. The attributes of this model are diametrically
opposed to the Anglo-Saxon model.

5 The history of Singapore’'s SWFs (Government of Investment Corporation [GIC] and Temasek
Holdings) dates back to the 1970s.

6 We performed a hierarchical cluster analysis using SPSS. Hierarchical clustering is appropriate for
smaller samples like our analysis. We requested the Dendrogram in the output using the Ward Method
to have a visual representation of the distance at which clusters are combined. Four methods of
combining clusters (single linkage, complete linkage, average linkage, and Ward’s method) were initially
used to have better results. These procedures provide a good test of the reasonable number of clusters.
7 The variables used and their descriptions are listed in Appendix Table 1.
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c) The US Hybridization assembles market-oriented finance and ownership
characteristics as there is strong convergence toward the Anglo-Saxon model.

d) A Hybridization represents another hybrid model. The countries in this group
use market finance as a source of finance but retain high levels of ownership by
strategic investors.

The cluster analysis results are summarized in Figure 2. The approach allows
us to apprehend the diverse pattern of corporate governance even within the current
context of adherence to the Anglo-Saxon model. As can be seen in Figure 2, four
groups are identified involving financial and ownership characteristics.

Figure 2: Actual Pattern of Asian Corporate Governance
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Countries in the first group (A Model: China, Taiwan, and Indonesia)
represent the traditional Asian model in which banks are the dominant institutions
providing finance and the key shareholders are strategic investors. The results also
show that these countries exhibit low corporate governance scores, especially in the
categories of auditing and accounting standards and the protection of minority
shareholders’ interests.
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Although reform continues to progress slowly, the China stock market
remains dominated by state-owned enterprises and family-controlled companies
dominate the corporate landscape of Indonesia and Taiwan.

In the second cluster (A Hybridization), the role of equity finance is central,
but the pattern of ownership is characterized by strategic investors. Only Hong Kong
belongs to this group. Large family business groups are still prevalent, but Hong
Kong appears to maintain significantly higher scores on all variables of corporate
governance than the rest of the countries. The family-based system is being reformed
gradually, and foreign investors’ ownership in Hong Kong is high. Given the special
features of Hong Kong, the combination of strong equity market orientation and
family ownership does not necessarily imply compatibility, but this inverse hybrid
pattern suggests the emergence of unexpected complementarity by incremental but
transformative changes in institutions.

The third cluster (US Hybridization) is more heterogeneous than the other
clusters and can be further divided into three sub-groups. Countries of the first sub-
group (3a) have made progress on building good governance and attained increased
participation of institutional shareholders. This group includes Japan, Thailand,
Singapore and Malaysia. The long-term economic slump and banking crisis in Japan
led to a significant decrease in cross-shareholdings between banks and corporations
and among corporations. As an international financial center of the Asian region,
Singapore had high standards of disclosure and corporate governance even before the
crisis. Although this country has not been severely affected by the crisis, Singapore
promoted the divesture of government ownership and relaxation of the foreign
ownership limit. The second sub-group (3b), which includes Korea and the
Philippines, has strong foreign investors and is more likely to adopt market finance.
Meanwhile, the levels of ownership by strategic investors are higher than in the 3a
group. Finally, the third sub-group (3c)—India—is actually very similar to the Anglo-
Saxon model among Asian countries with high levels of institutional ownership and
equity-oriented finance, as well as strong reforms in terms of accounting standards
and disclosure requirements. In all events, we observe changes toward market-
oriented finance and ownership in this cluster, and they are now the predominant
patterns based on the number of countries among Asian countries.

The countries in the fourth cluster show the lowest level of reform in
corporate governance (Inverse Hybridization: Sri Lanka, Bangladesh and Pakistan).
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The strong use of banks as sources of finance is similar to the A model, but
foreign institutional ownership dominates these countries, because the undeveloped
equity market and the absence of investor protection in these countries were not
sufficient for domestic investors to emerge, in contrast to foreign investors who are
driven by profit opportunities in emerging markets.

In general terms, the analysis shows that there is no radical institutional
change toward identical systems of governance; instead, a diverse mode of corporate
governance practices exists in Asian countries. Since there is broad diversity in the
way that corporate governance change is implemented based on different institutional
environments, the evolving patterns in different countries are naturally different. In
view of the recent evolution, corporate governance in Asia can be described as being
in a ‘hybrid model,” with a mixture of new market-oriented elements and old practices
of the Asian model.

5. Conclusions

In this study, we examined the direction of the changes in Asian countries’
corporate governance systems. Our empirical data and analysis suggest that the
current Asian model could be conceptualized as a hybrid form and this new path
would be more complex than the old one. Even a series of legislative and regulatory
changes in Asia have been patterned after the Anglo-Saxon model; the reform was
undertaken with the view of improving corporate governance in the region through
learning from failures and achievements from the past - not just copying best
practices.

This paper does not argue that the hybrid model can necessarily result in a
stable system. The change in corporate governance is not supposed to be finished,
and new developments take place even today. The insider characteristic of the
governance system involving equity finance and shareholder value can lead to
tensions and disequilibria among core actors and institutions during the trial period. It
is true that there are a number of barriers or instabilities to move toward a new mode
of corporate governance in several Asian countries. Of course, we believe that
fundamental questions about the effectiveness of new models of corporate
governance in the future remain.
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It seems an open question whether they can play a role in economic growth
compared to the past period of the “Asian miracle” model, and face a big challenge to
balance traditional systems and Western style. Certainly, the present paper was
limited in scope. One of the limitations of our article is that it covers only listed
companies. Further studies of different large-scale assessments are needed. The
change in small and medium-sized firms as well as some internal aspects of
governance, such as board reform and employee participation, should be addressed.
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Appendix

Data Description

Ownership
1 Ratio of institutional investors
SI Ratio of strategic investors
Foreign Ratio of foreign investors
Financial dependence
Bank Bank borrowing ratio
Equity Equity ratio
Corporate governance rating
ECB Efficacy of corporate board
RPM Reliance on professional management
SAS Strength of auditing and accounting standards
PMSI Protection of minority shareholders’ interests
CG total Total Index of corporate governance by country




