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Foreword

This book presents the results of a research project on corporate gov-
ernance issues in transitional economies from a new perspective based
on comparative institutional analysis. The project grew out of a con-
cern about three issues: the emerging phenomenon of insider control,
the possible role of banks in corporate governance, and the desirability
of taking a comparative analytic approach to finding solutions.

By examining and comparing individual country studies, policy-
makers may be able to avoid simplistic generalizations or theories based
on the observation of a single economy. By analyzing the workings of
diverse systems, they may also be able to uncover those factors that
contribute to or constrain the effectiveness of particular governance
structures. This kind of comparative analysis may serve in the social
sciences as a kind of proxy for laboratory experimentation.

This work was prepared as part of the Economic Development In-
stitute's (EDO multiyear Program for the Study of the Japanese Devel-
opment Management Experience, which is financed by the Policy and
Human Resources Development Trust Fund established at the World
Bank by the Government of Japan. The program is managed by EDI's
Studies and Training Design Division.

Vinod Thomas
Director

Economic Development Institute
The World Bank
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Overview

During the initial phase of transforming socialist planned economies,
there was a naive optimism that the transition to a market economy
could be readily achieved by the privatiation of the state-owned
enterprise, combined with the introduction of the equity market, which
would also serve as the market for corpo.rte control. This belief
reflected a textbook notion of the capitalist economy, but recommen-
dations for economic reforms based on such theological belief have
proven to be unrealistic or simplistic. It has been increasingly recog-
ni2ed that the isste of the transition or evohution of the system has not
been well understood because of economists' preoccupation with the
idealized model of the market economy, as well as their naivete regard-
ing the effects of the polidcal economy and the broad diversity cf trans-
formation issucs, Further, it has come to be recognized that advanced
market economies are not necessarily structured according to the text-
boolk description.

The Anglo-American economy is perhaps the closest to the text-
book model of market economies, but the economies of continental
Europe and Japan operate very differently from the Anglo-American
model. In Japan and Germany, banks, rather than the market for cor-
porate control, have played unique roles in the corporate governance
structure. The three largest banks in Germany own a large share of the
stocks of publidy traded corporations. They also vote on behalf of
indiviidual stockholders. They normally sit in the Aufsichtsrats (super-
visory boards) of large, publicly traded corporations, wlhich select the
management boards. In Japan, the size of stockholdings and the extent
of board participation by the banks are, on the surface, not as large as
in Germany. Yet it has been observed that the financial difficulties ex-
perienced by large corporations have almost surely triggered bank inter-
vention and, very often, the shift of management control to the bank.

The coexistence of the alternative models for corporate control in
the developed countries suggests that their possible "lessons" for the
transitional economies are not so obvious. It makes little sense to judge

xi
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the merits of each corporate governance model and its applicability to
the transitional economies withoiit noting a country's development
stage and the history of its institutions and conventions. In designing
corporate governance structures for the transitional economies, econo-
mists are required to identify the specific conditions under which each
corporate control model (or the combination of diffecrent models)
works, the availability of these conditions in the transitional economies,
and the most efficient approach to achieve these conditions.

This volume presents the results of a research project on corporate
governance issues in transitional economics from the perspective of the
c.ew comparative institutional analysis. In this approadc, banks and
other outside institutions can play an important role in corporate gov-
ernance. This contrasts with the traditional approach, where enabling
stockholders to exercise control is the goal of efficient corporate gov-
ernance. T'he traditional analysis suggests that the problem of creating
corporate governance in transitional economies should be addressed by
promoting the development of efficient securities markets, nurturing
the growth of active and influential stockholders, and legislating corpo-
rate laws that would assure stockholders a controlling position on cor-
porate boards. But a series of events in transitional economies has made
it clear that the matter is not so simple. We cannot ignore the path-
dependent, or evolutionary, nature of the transition process. The
legacies of socialism, the increased autonomy of managers of state-
owned enterprises in the last phase of the communist regime, and the
strong political power of the workers in many transitional economies,
including Russia, Poland, and China, seem to have left strong con-
straints on the privatization process of the succeeding transitional
economies and the nature of the evolving corporate control structure.

In many transitional economies the phenomena of insider control
are becoming evident. By insider control we mean de facto or de jure
capture of controlling rights by the managers and the strong representa-
tion of their interests in corporate strategic decisionmaking, often in
collusion with the workers. Some recent privatization programs have,
in effect, legitimized the de facto control of insiders by transferring the
majority of the ownership of many large enterprises to incumbent
managers and workers. In Russia, by November 1993, 91 percent of the
privatized enterprises had adopted the so-called type II privatization
program, in which employees (including managers) buy up to 51 per-
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cent of shares at the pre-inflation book value. In many privatized firms,
board meetings and shareholders' meetings are dominated by the man-
agement, who also find ways to prevent workers from selling their
equity holdings (see Chapter 6). In Poland, widespread asset stripping
by state enterprise managers took place when the government started
to loosen control over the state-owned enterprises in the late 1980s
(Lipton and Sachs 1990). After privatization, insiders, especially the
manag, nent, continued to preserve their privileged status, and workers'
representatives on the supervisory board continued their activist
Solidarity tradition and played an important role in enterprise
decisions. In China, evidence from some 4,000 experimental share-
holding companies suggests that employee-shareholders have benefited
greatly from unfair profit division between themselves and the state,
and employee-shareholders have continued to demand excessive wage
increases and in-kind benefits. In many collectively owned Chinese
enterprises, spontaneous and formal privatization-unauthorized
transfer of assets to formal or de facto private ownership-has become
common (see Chapter 7).

In the orthodox stockholder sovereignty model, the problems of
management slack, incompetence, and moral hazard are corrected by
outside stockholders through an efficient capital market for corporate
valuation and control, as well as institutions such as competitive labor
markets for managers and for workers' I2' Jr services. In the transition-
al econromies, however, both competitive capital and labor markets are
lacking. Managers have es:a6lished strong control within their enter-
prises; there is no external agent with the decisive power to dismiss
them for poor management performance or moral hazard behavior.
Workers have strong attachments to their employing enterprises, which
protect their vested interests and jobs. Insider control has evolved out
of this relationship. Outsiders would then anticipate substantial agency
costs to investing in insider-controlled enterprises. Therefore, the funds
necessary for restructuring formerly state-owned enterprises would be
difficult to come by from the capital market (insiders' dilema"-see
Chapter 3). Faced with a majority or substantial share ownership by
the insiders (managers and workers), any external pressure over
strategic decisions that might adversely affect the job security and other
benefits of the insiders would surely face tremendous resistance. If the
securities market is thin and the workers and managers have strong
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attachments to their employing firms, market signals of corporate
valuation would be garbled and frill of noise. Further, exercising
corporate control through the market (the takeover mechanism) would
simply not be feasible unless insiders gave up their shares. The design
of the corporate governance structure in transitional economies must
face this reality.

Recognition of the strong tendency toward insider control compels
us to search for an alternative external monitoring mechanism over
enterprises, which may work even if outsiders are not the dominant
stockholders and managers and workers do not voluntarily give up
their vested interests and rights. An obvious candidate to implement
such a mechanism would be the bank. In the postwar high-growth stage
of both the German and Japanese economies, banks maintained contin-
uous relationships with corporate clients and occupied unique positions
in corporate governance. Their role has been somewhat different from
that played by anonymous stockholders. There are phenomena in both
economies that would suggest that bank monitoring might be con-
sistent with, even complementary to, a certain degree of insider
control. In Germany, worker representation on the supervisory board
(Aufcicbtsrat) through codetermination is matched by the high concen-
tration of voting rights in a few large, universal banks. In Japan, the
main bank system, in which investors delegate the monitoring of the
enterprise to a single bank, emerged after the demise of the planned
war economy and the massive sales of stock of major Zaibatsu corpora-
tions to insiders. This bank, called the main bank, selectively inter-
vened in the internal management in the event of financial distress.

The idea of applying the bank-oriented monitoring system of the
German and Japanese model to transitional economies has been pro-
posed rather casually in many writings and public discourses. Its
genuine applicability to transitional economies is, as yet, far from
obvious. The German and Japanese systems evolved in different histori-
cal and institutional circumstances and there are major differences
between the two. The role of banks in the corporate governance struc-
ture in each economy may be complementary to other institutional
facets that may not exist in the transitional economies (for example,
participatory work organizations, competitive product markets, or neu-
tral government regulatory power).
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The old banking institutions inherited by the transitional economics
from the planned era suffer from bad debts and bad reputations. Can
the spin-offs of the former state banking sector, privatized and recapital-
ized, be transformed into a solid banking system? Will the emerging
new banks evolve, eventually, into accountable financial intermediaries
to which monitoring of enterprises may be delegated and trusted? Al-
ternatively, should the nonbank intermediaries, such as mutual funds,

be nurtured as potential corporate monitors in spite of the temporary
phenomena of insider control, or should the banking sector and the
securities markets bc developed in complementary ways?

These questions do not seem to be readily answerable by mechani-
cally extrapolating the experiences of existing hank-oriented systems to

the financial system design of transitional economies. On one hand, we

need to carefilly identify the historical conditions prevailing in existing
bank-oriented economies that were conducive to the evolution of such

systems, and the institutional environments that might hlave been com-

plementary to their effective operation. On the other hand, we need to
carefully observe current developments in transitional economies and

identify conditions that may (or may not) call for, and facilitate the

development of, the banks as potentially active players in corporate

governance.
By pooling rich individual co-untry studies and cross-examining and

comparing their implications, we may be able to avoid premature gen-

eralizations or theorizing based on the observation of a single economy.
By comparing the workings of diverse systems, we may also be able to

uncover latent factors that are conducive to, or constrain, the workabil-
ity of particular governance structures. Comparative analysis may thus

serve as a substitute for the laboratory experiments difficult in the

social sciences, although the potential sample nurnbers are extremely

limited.
A concern with three points-the emergent phenomena of insider

control, the possible role of banks in corporate governance, and the de-

sirability of a comparative analytic approach-sets the common ground

for our collective research, which resulted in this volume. The volume
is composed of three parts. Part I contains three chapters that deal with

generic and theoretical issues of corporate governance in transitional

economies from the perspective of comparative institutional analysis.
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The five chapters comprising Part II deal in depth with various aspects
of the corporate governance problem in three transitional economies:
Russia, China, and the former German Democratic Republic. Part m
contains four contributions dealing with aspects of Japanese and
German experiences relevant to the transitional issues. Let us briefly
introduce each chapter.

In Chapter 1, entitled "Controlling Insider Control: Issues of
Corporate Governance in Transition Economies," Masahiko Aoki first
reviews the tendency toward insider control in transitional economies
and explains why the model of stockholder sovereignty may be ineffec-
tive in coping with this problem. He emphasizes complementary rela-
tionships between corporate governance structure and other facets of
institutional arrangements of the economy, especially internal organiza-
tion of the enterprise. He presents a theoretical possibility of con-
tingent governance in which the control rights can shift automatically
from the insider to the outsider (the lead bank of a consortium) contin-
gent on the financial distress of the enterprise, and indicates how the
expectation that such an intervention can occur effectively controls
various incentive issues for the insider-controlled enterprise. This
scheme appears to be more applicable to financially viable insider-
controlled firms in the posttransition period rather than as a solution
to the transition problem itself. Since the direction of the institutional
development of internal organization in transition economies remains
fuill of uncertainty, the paper advocates an evolutionary approach to
corporate governance design in the transition. It argues that only t:he
organic development of an institutional duster will ultimately deter-
mine the relative importance of the banking institutions and capital
markets in corporate governance.

In Chapter 2, "Political Economy Issues of Ownership Transforma-
tion in Eastern Europe," G6rard Roland takes up the issue of political
constraints on privatization and restructuring arising from the legacies
of the socialist system. He makes an important analytical distinction,
not necessarily mutually exclusive in practice, between the strong
governrnent, with agenda-setting power, and the weak governrment, sus-
ceptible to the rent-seeking activities of various groups. Using this
framework, he argues for the importance of correctly sequencing the
privatization procedure so that the transition is politically irreversible
and restructuring is effective. Massive giveaways or distribution of
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corporate assets may well result in irnsider control (as in Russia and
Poland) or the concentration of economic power (as in the Czech
Republic), the result of which may be the deterrence of economically
viable restructuring and de facto renationalization (rescue by the
government). He recognizes advantages of the gradualism in pavatiza-
tion pursued by the agenda-setting Chinese government. He concludes
with several concrete proposals for banking reform from both agenda-
setting and rent-seeking perspectives.

Recent academic thoughts on the subject of corporate governance
are much more subtle than the single-minded advocacy of stockholder
control over corporate governance. Unique roles for debt contracts and
bank intermediaries are increasingly recognized. In Chapter 3, entitled
'Corporate Governance in Transition Economies: The Theory and Its
Policy Implications," Erik Berglof introduces a valuable conceptual dis-
tinction between 'arm's-length" and "control-oriented" financing and
argues that these two kinds of financing are actually complementary
and mixed in various ways, depending on national conditions. Under
the condition of the illiquidity of asset markets and ambiguity about
property rights, he predicts that control-oriented financing will play a
dominant, albeit not exclusive, role in the transition. He presents a
nuanced and balanced argument for positive and gradualist intervention
by the government to transform the frgile banking sector into credible
financial institutions.

In Chapter 4, "Corporate Governance, Banks, and Fiscal Reform in
Russia," John Litwack argues that the commitment and trust in econo-
mic relationships developed through long-run personal and mutually
beneficial ties have a long tradition in Russia, which may favor the
development of a bank-oriented financial system as opposed to an
American-type arm's-length model. He notes, however, that the current
practice of using the commercial banking system for the administration
of implicit subsidization distorts the incentives of banks to monitor,
while discretionary taxation encourages managers of enterprises to
mnimize legal profits by diverting resources to hidden consumption by
insiders. He argues that, given the magnitude and scope of the necessary
restructuring in Russia, the reduction of subsidies should be gradual
and based on optimal sequencing, but for an accountable banking sys-
tem to develop, subsidies should not be made through the comnmercial
bank network.
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Chapter 5 by Noritaka Akamatsu, "Enterprise Governance and In-
vestment Funds in Russian Privatization," provides detailed, up-to-date
institutional descriptions of privatization schemes, Voucher lnvestment
Funds (VIFs), corporate and bankmptcy laws, and the emergent indus-
trial financial conglomerates in Russia. In conjunction with Chapter 6,
it gives a most comprehensive overview of the current Russian situation
surrounding enterprises and the financial system. He describes the
rivalry between the GKI (the State Property Management Committee),
responsible for privatizarion schemes and capital market regulation, and
the Minisuy of Finance, responsible for commercial banling regulation.
He makes an interesing point that, as the former tries to promote in-
vestment banking and restrict commercial banks' activties in capital
markets, the mixture of Anglo-American-style capital markets and a
German-style banking system may well result in the Japanese model.

Chapter 6 by Elena Belyanova and Ivan Rozinsky, "Evolution of
Commercial Banking in Russia and Its Implications for Corporate Gov-
ernance," is a rare contribution by academicians-cum-practitioners from
Russia regarding the recent development of the banking sector in
Russia. Based on recent statistical data and questionnaire studies, the
chapter provides a valuable glimpse into the relatively unknown work-
ings of the newly emergent banks, as well as spin-offs of former stare
banks. It depicts the Russian banks as becoming much more important
financial institutions in comparison with investment funds, and predicts
that the best part of the banking sector, the so-called "hard currency
islands," will play a significant role in mid-term investment financing
and corporate governance in the future. Because of situational and
historical differences from Japan, however, they argue that a German-
style system, based on more formal controlling instruments, is more
likely to be viable in Russia. From this perspective, they criticize the
recent regulation on banks' holding of industrial shares.

Chapter 7 by Yingyi Qian, "Reforming Corporate Governance and
Finance in China," provides a comprehensive description and analytical
discussion of the most recent corporate governance reforms in China
He portrays the paradox of Chinese reform: that the communist leader-
ship was able to delegate more decisionmaking authority to managers
precisely because of their retention of control over personnel appoint-
ments, and thus control of managers' career incentives, but that this
increased delegation leads to a tendency toward de facto insider control.
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He compares proposals for reforming corporate governance in China
within the political constraints of gradualist privatization. He concludes
that reforming corporate governance should not follow a single model
in China, although a sound banking system would certainly constitute
an important element of any reform to counterbalance insider control.
From this perspective he outlines a proposal to spin off the vast
network of the existing central bank as multiple regional commercial
banks.

Chapter 8 by Ernst-Ludwig von Thadden, "Centralized Decentral-
ization: Corporate Governance in the German Economic Transition,"
describes and assesses the privatization process mediated by the
Treuhandanstic, which had privatized about 18,000 businesses or parts
of businesses by the end of March 1994. More than half of these new
entities were purchased by western German firms in a manner analo-
gous to the working of takeovers in competitive capital markets. The
presence of strong centralized control by the Treuhandanstalt prior to
privatizaion was instrumental in curbing the insider control problem.
The chapter argues that the complete independence of, and institutional
time limit imposed on, the activity of the Treuhandastalt (it will cease
its operations at the end of 1994 by law) and the career concerns of its
managers effectively precluded any long-term gains possible from collu-
sion and lobbying by interest groups. Another interesting point. is that
West German banks did not play any significant role in the proision
of risky resructuring finance to Treubandanstalt firms prior to privat-
nation. That this is the case, even under the exceptionally favorable
instutional environment of East Germany, suggests that the role of
banks may be limited in the transition process, if not in posttransition
corporate govemance.

Part III turns to the experience ofJapan and Germany. After a brief
introductory note concerning broad historical contexts for the emer-
gence of a bank-oriented system in Japan, Chapter 9 by Takeo Hoshi,
"Cleaning Up the Balance Sheets: Japanese Experience in the Postwar
Reconstruction Period," describes how Japanese banks and enterprises
resolved a serious postwar, economywide insolvency problem caused by
the repudiation of wartime compensation by the government. His care-
ful case traces how the bad loans of banks and losses of enterprises
were cleaned up without interfering with ongoing business through the
separation of old and new accounts, the cancellation of debts and
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capital in the old accounts against losses (bad loans), and the subsequent
recapitalization through new equity issues. Because the balance sheet
cleanl-up was performed in dose cooperation between enterprises and
single partner banks, sometimes against the interests of workers, the
reorganization process had a significant impact on the subsequent devel-
opment of the corporate go-vernance structure. Since the insolvency and
recapitalization problem is an important issue in today's transitional
economies, this chapter may be very suggestive and relevant for
policymakers.

In Chapter 10, "The Privatization of Ex-Zaibatsu holding Stocks
and the Emergence of Bank-Centered Corporate Groups in Japan,"
Hideaki Miyajima utilizes hitherto unused original documents of the
privatization following Zaibatsa dissolution in the postwar period of
Japan and describes its consequences. As in the current privatization
process in Russia, the initial objective of the occuparion army was the
democratization of stockholding, supplemented by employee owner-
ship. The subsequent slump of the stock market and the managerial
effort to fend off outsiders' control eventually led to the formation of
bank-centered cross-holding among related enterprises. He presents
some empirical evidence to indicate that the main bank, which had a
multidimensional, close relationship with the client enterprise,
fanctioned as an effective monitoring device to counteract insider
control in the reconstruction period.

In Chapter 11, "Savings Mobilization and Investment Financing
during Japan's Postwar Economic Recovery,' Juro Teranishi discusses
how the banking sector evolved as an effective intermediary, channeling
savings into investible hinds in the high-growth period after the mid-
1950s. He argues that the interim period (1950-55) berween the
immediate postwar period (as dealt with by Hoshi) and the high-
growth period was characternzed by a low share of investment to GNP
and a heavy reliance by large enterprises on internal financing. Using
nrch statistical data, he shows that the establishment of an effective
system of maturity transformation of short-term savings to long-term
financing was instrumental and responsible for ushering in the period
of high growth. He analyzes the workings of this system, in which
rationing of corporate bonds to the banks and the accommodating
supply of Bank of Japan credits to the banks at below market rates
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played very important roles. From this analysis he opposes the view
that the postwar system is a simple inheritance of the wartime system.

Chapter 12, "Shareholder Voting and Corporate Governance: The
German Experience and a New Approach,' is by corporate and bank-
ing law scholars in Germany, Theodor Baums and Philipp v. Randow.
They describe the German experience, in which a substantial propor-
tion of voting rights in large corporations are exercised by leading
banks on the basis of their own shares, their custodial shares, and
shares held by investment companies that are bank subsidiaries. They
point to the danger of conflict of interest inherent in such a system and
propose an institutional solution-the creation of a specialized proxy
agent. The conflict may arise between the banlk's interest as the
representative of value-maximizing small shareholders and the bank
managers' own interests in expanding their business with corporations
through underwriting syndicates, lending, and so forth. As Akamatsu
indicates in Chapter 5, there is already a similar potential conflict in
Russia and other Eastern European economies, where banks also con-
trol investment funds through subsidiaries, and this analysis of the
German experience may be relevant and instructive.

These introductory paragraphs only touch the surface of the
analyses and presentations of empirical evidence in what is a set of deep
and richly nuanced studies of the issues. Without flinching from too
bold a generalization, we may succincdy sunmmarize the consensus view
drawn from the project as folows:

* Sole reliance on the stockholder control model of corporate
governance would be of limited merit in transitional economics
because of the evolutionary tendency toward strong insider
control.

* The comparative analysis indicates that, while the tendency
toward insider control is generic in transitional economies, its
degree and scope varies across economies, depending upon evo-
lutionary and institutional factors (the strength of the govern-
ment authority before and after the demise of communist
control, the development stage and the historical legacy of the
economy, and the political-economic processes involving many
interest groups during the transition, to name but a few influ-
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ences). Therefore, institutional responses to insider control
should also be diverse. At least on a theoretical level, however,
strong banking institutions can be considered effective for
controlling insider control, and public policies encouraging such
developments need to be recommended. But the effectiveness
of the banking sector may depend upon the simultaneous devel-
opment of other complementary institutions. Because there is
much uncertainty in this regard, the banking system and the
capital markets should not be taken as alternative choices in the
transition-
Although sound banking institutions can be designed to play an
effective monitoring role in the corporate governance structure
of viable insider-controlled firms, the role of banks in the tra-
sition may be limited because of their undercapitalization, the
low level of monitoring capacity, the legacy of soft budgeting,
and so forth. Therefore, government subsides may need to be
continued in the restructuring process, but they should be
separated from the commercial banking sector for its sound
development.
Many subtle lessons can be drawn for corporate governance and
financial system design in transitional economies from the expe-
niences of Japan-particularly in how insider control can be
controlled, how banks are to be motivated to monitor, how
bad debts of banks and enterprises are to be resolved through
their recapitalization at the time of restructuring, and how the
banking institutions are to be nurtured as an effective vehicle
for transforming saving into long-term financing. Obviously,
however, the direct transplantation of the Japanese system is
out ofthe question. The developmental, historical, institutional,
and international conditions are different in many important
respects between postwar Japan and the current transitional
economies.

Masahiko Aoki
Hyung-Ki Kim



Overview =iii

Reference

Lipton, David, and Jeffrey Sachs. 1990. "Privatization in Eastern
Europe: The Case of Poland.' Brookings Papers on Economic
Accivites 2: 293-341.



Part I

Generic and Comparative Issues:
T'heory and Policy Implications



I
Controlling Insider Control:
Issues of Corporate Governance
in Transition Economies

Masabiko Aoki

This chapter identifies and discusses some fundamental issues of cor-
porate governance in the transition economy. In the first part we
present an overview of the generic tendency toward insider control in
transitional economies. By insider control, we mean the capture of sub-
stantial control rights by the manager or the workers of a formerly
state-owned enterprise (SOE) in the process of its corporatization.
There are variations in the degree and scope of insider control across
transitional economies, depending on national conditions. The tendency
is generic, however, in the sense that it is an evolutionary outcome of
communist legacies. We argue that the mechanical application of the
neoclassical model of stockholder sovereignty for corporate governance

In writing this chapter, I benefited from comments and discussions by Erik
Berglbf, John Earle, Hyung-Ki Kim, Gerard Roland, Dimitri Slavnov, Yingyi
Qian, and other participants in the project on "Corporate Governance in
Transition Economies: Insider Control and the Role of Bank" sponsored by
Economic Development Institute of the World Bank and the Center for Eco-
nomic Policy Research at Stanford University. Bruce Donnell provided
research assistance.
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design in the transition is not effective in coping with the insider
control problem; worse, it may even prolong the transition process.

The second part of the chapter shows that there can be an alterna-
tive model of corporate governance to monitor and control incentive
issues unique to the insider-controlled enterprise. The essential idea
is to rely on the development of banking institutions that can selec-
tively intervene in the insider-controlled enterprise at the time of
financial distress. The model considers the problem of how the bank
is motivated to i11onitor the insider-controlled enterprise while diversi-
fying lending risk to some extent.

The second part of the chapter is purely theoretical; the precondi-
tions assumed for the workability of the model do not seem to exist in
transition economies. The fundamental question of which model is
superior-the model of stockholder sovereignty with competitive capital
markets or the model of the governance in which control riglhts shift
from the insider to the outsider (the bank), contingent on the financial
state of the enterprise-cannot be answered in isolation from other
institutional characteristics of the economy, particularly the mode of
internal organization of enterprises. We argue that the future course
of the transition economy in this respect is too uncertain to predict.
Therefore, we advocate an eclectic approach to corporate governance
in the transition, including the simultaneous development of the capital
markets and banking institutions. They are presumably complementary
in their roles in the development of sound corporate governance in
transitional economies.

It seems certain, however, that sole reliance on the neoclassical
model of stockholder sovereignty will be untenable. With this in mind,
the last part of the chapter discusses banking reform in transition
economies.

Setting a Conceptual Framework

In order to discuss issues of corporate governance in transitional
economies, let us first make clear what we mean by the transition:
transition from which regime to which regime? In orthodox neoclas-
sical economics, the latter should be something close to the neoclassical
ideal of a regime of perfectly competitive markets. If all marketable
factors of production are valued in competitive markets, the allocative
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efficiency of the economy would be assured by the maximization of re-
sidual after payments to those marketable factors. If the daimant of
residual is identified with the stockholders, who do not gain any bene-
fits other than the residual, they would be unanimously interested in
maximizing the stock value of enterprises as reflecting the discounted
sum of expected future flow of residual. Therefore, what is needed is
to value enterprises competitively and effectively correct the manage-
ment of enterprises if their values are lowered. The corporate gover-
nance structure that assures the sovereignty of the stockholders,
combined with the competitive stock market, provides the necessary
and sufficient institutional framework for that purpose. The task of the
transition is to jump as quickly as possible to the regime in which such
a framework prevails.

This neoclassical paradigm is crystal clear in its logic and useful-
for some purposes, but in our opinion its mechanical application to
transitional policy may not always yield good results because of its
incompatibility with historical constraints. We want to propose more
practical and indusive definitions of the transition and the posttransi-
tion that allow for more diverse approaches. We believe it important
to recognize two central issues in considering corporate governance.

First, the conditions inherited from the communist regime and
those extant at the outset of the transition constrain the feasible options
for corporate governance design in the transition process both political-
ly and economically. Second, the neoclassical stockholder-sovereignty
model of corporate govemance may not be the only efficient solution.
Any corporate governance structure may be in complementary relation-
ships with other institutional arrangements of the economy-such as
the internal work organization of the enterprise, the labor market and
financial market institutions, and so forth-and the performance of a
governance structure cannot be judged independently of how those
other institutions are arranged. More specfically, the stockholder-
sovereignty model can be efficient when it is surrounded by a cluster
of complementary institutions of a particular kind, such as the hierar-
chical work organization and competitive labor and capital markets.
We cannot preclude the possibility that for another cduster of institu-
tions including the team-oriented work organization, another type of
corporate govern-ance could be more efficient. Recent results of compar-
ative institutional analysis indicate that these two systems may not be
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efficiency-rankable independent of technological parameters of the
economy. Accordingly, the transition path could also be diverse. We
will elaborate these points gradually.

Anticipating the diversity of institutional arrangements, we begin
with a less specific definition of the time-line, composed of the commu-
nist regime, the posttransition regime, and the intermediate transition
process. Because our immediate concern is about corporate governance,
we deal only with ownership and management of enterprises as defin-
ing factors. First, we refer to the communist regime as the period when
the following conditions prevail:

* (C1) All enterprises are owned by the state, and their continu-
ity is at the discretion of the state.

* (C2) The management (directors) of enterprises are appointed
by the state organ controlled by the Communist Party.

The transition process is defined as the time period characterized by the
following conditions.

- (T1) All enterprises are transformed into corporations (corpo-
ratization or "commercialization"), but their ownership struc-
tures are in the process of being defined.

* (T2) The state has lost the discretionary power to appoint and
dismiss the management of enterprises, yet no definite power
to do so has emerged.

Finally, the posttransition regime is defined as the one satisfying the
following conditions.

* (Pt) The corporate governance structure has been well defined
for each enterprise and the share ownership structure has be-
come stable in a statistical sense.

* (P2) The management of enterprises is chosen through due
process, defined by the corporate law. There is a credible
mechanism operating to replace poorly performing manage-
ment.

This time-line construction is purely conceptual and its mechanical
application to any economy may entail some classification problems.
For instance, Poland introduced the State Enterprise Law in 1981,
while the Communist Party stil held political control. It enabled the
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workers to appoint the managing director of enterprises through demo-
cratically elected workers' councils. At the same time, the state retained
the power to create and liquidate enterprises. In China enterprises are
now being corporatized, and varied ownership structures are being tried
(see the chapter by Qian in this volume). The selection of the manage-
ment, however, is still placed under the personnel administration of the
Communist Party. According to the above definitions, we cannot say
whether or not Poland in 1981 and China today are in the transition
process. Ad hoc and somewhat inconsistent it may be, but we say that
both Poland after 1981 and China today are in the transition process.
We expect that the maass corporatizaion of enterprises in China will
eventually lead to depoliticization of management appointments.

Note that we do not necessarily identify the transition with the
privatization of enterprises. The majoriry stocks of a significant num-
ber of corporatited enterprises may remain owned by the state (as in
Hungary). Also note that we do not include the market control of cor-
porate governance as a condition for the arrival of the posttransition
regime (for example, we do not observe it in Japan). We intend to
include in that regime cases in which the majority or minority blocks
of the stock of enterprises are stably owned by the state or insiders
(workers, managers, enterprise pension funds, and the like) when there
is a credible mechanism to punish poor management, if not through
takeover. We deem that the existence of such a mechanism is impera-
tive for an economic system to be viable without discretionary stte
intervention.

One of the purposes of this chapter is to inquire: If insider control
is likely to evolve in many enterprises in the transition process because
of conditions prevailing at the demise of the communist regime, what
public policies would be desirable and politically feasible for transiting
to an efficient posttransition regime? This inquiry will inevitably entail
another important question: Is it possible for a posttransition regime to
include a significant number of enterprises efficiently controlled by
insiders?

Emergent Insider Control in the Transition

Insider control (either by the manager or the worker) appears to be a
generic potential in the transition process, evolving out of inheritances
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of the communist regime. \Vhen the stagnation of communist regimes
deepened in the 1970s and 1980s in Central and Eastern Europe, central
planning bureaucrats tried to cope with the problem by relinquishing
most of the planning instruments to the management of SOEs. The di-
rectors built up an irreversible jurisdictional authority within their own
SOEs. The gradual retreat of the central planning authority ended with
its sudden dismantling. The managers of the SOEs who had already
carved out substantial controlling rights from the planning apparatus
further enhanced their rights in the vacuum created by the collapse of
the communist state. There seems to be nobody who has obvious legal
or political power to dismiss the managers of ex-SOEs while they have
the support of their workers.

The other quality of the communist regime that constrained the
worker's freedom of job choice was their de facto job security. They
were provided with medicare, child care, leisure facilities, housing,
paisions, and so forth by the employing SOBs or the state. Workers
had strong stakes at the employing enterprise. After the coUapse of
commulnism and the end of its "egalitarian" ideology, the workers were
threatened by the possibility of losing those vested interests. Their fear
may be greater the more uncertain the outcome of corporatization of
their enterprises. Their possible opposition to massive privatization
may have to be overcome by virtually giving them a substantial portion
of enterprise assets.

Needless to say, the actualization of the potential of insider control
varies across economies. We define insider control as a majority or
substantial block-holding by the insiders in the case of privatization,
or strong assertion of insider interests in strategic enterprise decision-
making when the enterprises remnain owned by the state. Among possi-
ble factors conditioning the extent of insider control, the most impor-
tant ones are the degree of management autonomy and the workers'
strength against communist control in the final stage of the communist
regime, and the political autonomy of the privatization authority
against the various interest groups in the transition process.

At one end of this continuum, there is Poland. As already noted,
even before the fall of the communist regime, the workers councils,
composed of fifteen members elected by the employees, had attained a
powerful position analogous to the board of directors in capitalist
corporations, indcluding the right to appoint the director and approve
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the annual plans of the enterprise. Once the transiton phase began,
the workers quickly moved to capture control of the assets of the enter-
prises before any market-based privatization plan was to be put
into effect. The most common form of state property transformation
worked as follows. Rather than corporatizing, the viable SOE was U1iq-
uidated' and a new company, in which the majority of the workers of
the liquidated SOE became stockholders, leased or bought the assets.
The much-publicized massive privatization through state-sponsored in-
vestment funds, an artifact of the neodlassical dogma of stockholder
sovereignty, has thus been virtually defeated by the coalition of
workers and managers of the better enterprises.

Russia is a case of strong manager control. The director of the
SOE, who had already built a virtually autonomous empire in the com-
munist regime, became almost invincible after the dismantling of the
party and its planning apparatus. For any privatization plan to
be implemented, it would have had to recognize this de facto control
power of the director (see the chapter by Litwack in this volume).
The State Committee on Property Administration (GKI), which was
charged with mass privatization, has become the most politically suc-
cessful reform authority in Russia through its generous accommodation
of insiders' interests.

The details of the scheme are described in the chapter by Akamatsn
in this volume. Simply put, according to the scheme the privatizaton
of the SOE proceeds through three stages. In the first stage, mandated
by a Yeltsin decree of July 1991, the SOEs were to be corporatized and
made legally autonomous entities, although all the shares were held
initially by the state (the Federal Property Foundation) and adminis-
tered by GKI. In the second stage, the insiders (the workers) chose an
option for their privatization benefits from three variants specified by
GMI, and the local committee of GKI approved an adopted plan. At
this stage, the managers and the workers obtained a large share free-of-
charge, or a majority share purchased at discounted value, depeo.ding
on the adopted variant. In the third stage, the remaining shares were
auctioned for vouchers that had been given to every citizen of Russia,
sold in a package to investment tenders, and kept by state control for
the next several years.

The full implications of the scheme have not been worked out yet,
but so far the insiders have overwhelmingly selected an option to guar-



10 Corporate Governance in Transitional Economies

antee them a majority share-that is, the option that gives managers
and workers together individual ownership of 51 percent of the equity
at a low purchase price (at 1.7 times the July 1992 book value of assets).
The managers can also increase their shares by purchasing vouchers
in the market or by buying back shares from their own workers and
markets (the workers aie now given incenrives to sell their shares tax-
free). At the same time, investment funds that participate in voucher
auctioning are limited initially in their ownership in one privatized
SOE to 10 percent (raised to 25 percent after January 1994). The board
of directors of the newly privatized SOE, before the first meeting of
shareholders (which has to take place within one year after privatiza-
tion), is composed exclusively of the general manager and worker
representatives, except for representatives of the local GMI and the
Property Foundation. As a result, the insiders, particularly the
managers, have built solid controlling power in their enterprises.'

At the other end of spectrum _s the former German Democratic
Republic (Ea Germany), whose privatization process under the cen-
tralized privatization authority, the Treuhandnstaldt /;HA), is de-
scribed in detail in die chapter by von Thadden in this volume. Even
ir East Germany, however, asset stripping by the insiders was an immi-
nent danger at the rime of the demise of the communist regime. The
only factor that prevented the subsequent development of insider
control was the authority given to the TEA. von Thadden sho-ws that
the institutional commitment to complere privatization by the end of
1994 prevented the THA from being susceptible to influence by the
insiders. The recruitment of professionally capable TIA managers from
western Germany is also a positive factor unique to East Germany. The

1. In a decree issued by Yeltsin on December 24, 1993 (N2284), some
measures were introduced to curb the tendency toward strong insider control.
Requirements for worker payment for benefit options were made somewhat
stringent (for example, the amount of the first installment for stocks bought
with a discount was increased). It was also stipulated that the number of
representatives of employee-stockholders may not be more than one-third of
the board of directors, and that managers or workers may not sik on the board
representing the interests of the state. That these provisions were thought
necessary may suggest that such practices had been widespread, without check.
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privatization of the SOEs was to be completed predominatmly through
the partial or whole acquisition of assets by West German (former
Federal Republic of Germany) corporations. la that sense, the privat-
ization in East Germany may be said to be comparable to a takeover
in capital markets, although it was mediated by the centralized pri-
vatization agency. Even in this case, however, the end result of the
transition would be the absorption of the SOEs into the West German
corporate governance structure, which is different from the neodcasical
model of stockholder sovereignty. This governance structure is charac-
terized by insider (worker) participation in the supervisory councils
through the legal requirement of codetermination.

The Czech Republic and Hungary provide intermediate cases. The
insiders were weaker in the era of the communist regime in comparison
with Poland or Russia, and the political power of the state (thie pn-
vatizaton agency) in the transition process is weaker in comparison
with East Germany. As a result, the tendency toward insider control
has not been clearly resolved. Privatization in the Czech Republic is
widely viewed as an ideal example of an approximation of the neoclas-
sical model of outside stockholders' control through "vouchere privat-
ization. The marter does nor seem to be so simple, however. The pri-
vatization process is initiated with the decentralized submissions of
a -privatization project," which can be done by anybody. The Ministry
of Privatization has the centrlzed power to select a project. The
Ministry has a political preference for projects including the compet-
itive bidding of shares for vouchers. Nevertheless, project proposals
for direcL sales of assets to a new company formed by a group of
insiders are also possible. According to data from the Ministry of
Privatization, and quoted in Frydman, Rapaczynski, and Earle (1993,
p. 84), only 53 percent of the total book value of privatized enterprises
have gone to vouchers. The fist preference of managers who were able
to submit the most informative plans is said to be buyout (Frydman,
Rapaczynski, and Earle 1993 p. 81). The tendency toward insider
control surely exists, but has been moderated by the centralization of
project selection.

In Hungary, a self-management system similar to the 1981 Polish
scheme was introduced in 1934 (Law on Enterprise Councils), although
the relative authority of managers in relation of the workers was
stronger. The free-market-oriented postcommunist government adopted
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a decentralized privatization scheme that gave the initiative to privatize
to the enterprise councils, subject to approval of the State Property
Agency (SPA). In contrast to the semicentralized Czech approach, this
scheme seems to have proviided more room for maneuvering by the
managers to retain control and to fend off 'outsider? intervention.
Privatized enterprises tend to be cross-owned by other enterprises,
baks, and the state (SPA). Unfornmately, because of the unavailability
of data, the extent of cross-holding is not precisely known, but some-
thing simnilar to the corporate grouping in Japan may be emergent.

Thus, although there is a variation in its degree, the tendency
toward insider control is manifested everywhere in Eastern and Central
Europe except for the newly emergent entrepreneurial enterprises and
joint ventures with foreign corporations. This is an evolutionary out-
come of legacies of the communist regime, which can be moderated
only by a strong privatization agency. But an attempt to introduce out-
side stockholder control does not seem to effectively counteract this
tide. Privatization of SOEs is ex ante constrained by the legacy of
socialism, and in most it is cases ex post constrained by the weakness
of the privatization agency in relation to the inside interest groups
(see the chapter by Roland in this volume).

This lesson may be instructive for China, which has now begun ex-
perimenting with various corporate governance structures. Even in
China, where the Communist Party has retained solid control over the
personnel selection and dismissal of management of the SOEs, the
evolutionary tendency toward insider control is not unknown. The
chapter by Qian illustrates this point in detail. One cornmonly ob-
served method for enhancing insider control is the spin-off of sub-
sidiaries by the management of the SOEs and the leasing or sale of
assets to these subsidiaries, created for this purpose. The "non-state-
owned" enterprises thus created, together with smaller township and
village enterprises, constitute the essential carriers of vital entre-
preneurial initiatives in present-day China This state asset stripping
by insiders is often regarded as illegitimate by citizens and, unless
placed under a transparent due process, this 'privatization process may
provoke political backlash. The mechanical application of the neo-
classical paradigm, however, such as voucher privatization by invest-
ment funds, does not seem to be an alternative solution. We next pre-
sent theoretical reasons for this.
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Inadeqttacy of the Investment Fund Scbeme for the Transition

Many economists have argued that the creation of investment funds
(IF) that hold a substantial block of shares of the privatized enterprise
may serve as an effective external check on insider control. The hope
is that the IF would be interested in capital gains made possible by
efficiency-enhancing restructuring, while at the same time being capable
of exercising sufficient pressure or control over the management to
implement the restructuring (see the chapter by Akamatsu for a detailed
description of the IF in Russia and a comparison with those in the
Czech Republic).

Nevertheless, it generally seems to be the case that the effectiveness
of IFs in external monitoring has been limited. First of all, facing a
substantial insider holding of shares, even a block of shares held by
the IF may not be sufficient for effectively controlling the privatized
SQE (as in Russia). To advance the case for the active role of the IF in
corporate governance, a well-known proposition by Sbleifer-Vishny,
which points to the importance of a blockholder, is often mentioned.
What the proposition asserts, however, is that the existence of a block-
holder is "necessary" for overcoming free-riding by small, passive share-
holders in disciplining inefficient management by a takeover. Differ-
ing from the presumption of the Shleifer-Vishny model, the Russian
situation is characterized by the existence of a large body of inside
shareholders. How can the minority IF overcome this imbalance of
power at a critical moment when the possible dismissal of the inside
managers (and massive labor shearing) should be placed on the agenda)

Second, the IFs were formed as privatization intermediaries and
funded primarily by vouchers that were entrusted by investors or pur-
chased by the IF. They are therefore under pressure to realize reason-
able dividends for investors. If the markets for shares develop, however,
they paradoxicaly may not be interested in monitoring and restruc-
turing individual enterprises. By investing in the market index, like
funds in developed, securities-oriented economies, the IF would be able
to perform at least as well as the market (this possibility is also
emphasized by Phelps and others 1993). To respond to this concern, it
has been proposed that the range of portfolio selection of the IF be
resticted. But such a move would be inconsistent with the IF function
of expected profit nmaximization, and it would effectively transform the



14 Corporate Governance in Tasitional Economies

IF into a holding company. The next issue raises a question about the
ability of the IF to function as a holding company.

Third, the privatized SOE may be in desperate need of additional
funding for restructuring, but the IF, as a share redistributing inter-
mediary, may not be able to readily mobilize financial resources to
meet such needs. Even if the IF could mobilize new financial resources,
the insider majority conmrol may imply tremendous agency costs for
equity financing. The management and the workers may be interested
in consuming on-the-job potential residual before it is distributed as
dividends. The IF may be ableto mediate bank loans because the IF is
often controlled by a holding company that also controls a bank (as in
Russia) or is owned by a bank (as in the Czech Republic). In this case,
however, the conflict of interest issue needs to be addressed (see the
chapter by Akamatsu). For example, the assets of the IF may have been
heavily invested in a failing enterprise and the holding company/bank
may be interested in funneling funds to salvage it at the depositors'
risk.

These discussions are not intended to deny any role for the IF in
the govemance structure in the transition process. On the contrary, it
may be an indispensable institutional component in counteracting the
ill-effects of insider control. The point is to argue that the IF alone
may not effectively resolve the problem of corporate governance design
in the transition process posed by the evolutionary tendency toward
insider control. To attempt to rely solely on the IF may actually
prolong the transitional process by encouraging inefficient influence of
insiders to reduce outside intervention. The management may sabotage
restructuring by colluding with the workers to fend off the outsider
intervention. Further, public policy that may be needed to foster the
development of other institutions, such as the banks, may lag behincL

The transition economy has to face the evolutionary tendency
toward insider control, and to do so an application of the abstract
neoclassical model or the straightforward transpiant of the Ango-
American model seems to be of limited value. In the next section, we
propose an alternaive model of external control of the insider control
enterprise based on the idea of "selective intervention.' Following the
presentation of the theoretical model, we discuss whether it suggests
any public policy approach toward the insider control problem in the
transition process.
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Bank Syndication and Contingent Governance

The insider-controlled enterprise may have unique incentive problems,
even if it is potentially productive. The management may try to
borrow to build an empire (i the case of management control), to
spend on nonproductive projects to enhance worker benefits, or to
construct plants excessively equipped with machines to increase per
capita outputs, while staying away from risky entrepreneurial projects
(adverse selection problems). The workers may shirk to free ride on
each others' efforts when team work is involved (moral hazard prob-
lem). The insiders may have incentives to consume as much of the
revenue of the enterprise as possible on the job or in the form of
supracompetitive compensation before repayrments to lenders or divi-
dend payments to shareholders are made. Poor management may be
tolerated out of collegial compassion.

To cope with the possible inefficiencies of such incentive problems,
some external agents must play active roles in monitoring the insider-
controlled enterprises. To filtate the following discussion, it is useful
to distinguish conceptually three phases of investors' monitoring in
reference to the timing of investment: ex ante monitoring, in which
potential new projects and/or new dients are evaluated to cope with
the problem of adverse selection; interim (ongoin) monitoring, to
uncover moral hazard problems arising from the divergence of interests
between outside investors and the insiders, as well as free-riding among
the insiders; and, fmally, ex post monitoring, to verify the true financial
state of the enterprise, to assure the (re)payment of debts or dividends,
and to punish the management in the event of a failure to do so.

This section presents a purely theoretical model of corporate gover-
nance that resolves incentive problems of insider control by integrating
the three stages of monitoring by a single bank, while other investors
can diversify risk. The model is derived by a modification of the bank-
ruptcy procedure proposed by Bebchuck (1988) and Aghion, Hart, and
Moore (1992), which attempts to strike a balance between the merits of
equity and debt contracts as controlling instruments. The novelty of
the model presented below is to explicitly consider the incentives of the
monitor-in this case, a bank-to monitor the insider-controlled enter-
prise in an integrative way, while preserving the essential feature of
their model.
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Suppose that when the viable insider-controlled enterprise is in
need of external long-term investment funds, a bank that has had a
long-term relationship with the enterprise organizes a loan syndicate
with many other banks. This lead bank (LB) may own a minority share
of the borrowing enterprise up to a certain limit (say, 5 percent). The
LB is assumed to perform the commercial banking function by running
the major payment system accounts as well as the deposit accounts of
the borrowing enterprise. These two attributes may provide the infor-
mation advantage necessary for the bank to be an LB. The question is
how this advantage can be utilized for the reduction of agency costs of
the external financing and monitoring costs, rather than allowing the
LB to exploit its private benefits at the cost of other banks and
investors.

Suppose that the LB is limited to provide only a minority share,
say 20 percent, of the syndicate loans, but the LB must guarantee the
repayment of the claims of other member banks (this stringent require-
ment will be relaxed later). This imposes a heavy responsibility on the
LB. In return, however, the LB may charge a syndicate management
premium, as well as enjoying the benefits of running the payment set-
tlement and deposit accounts of the borrowing enterprise. Meanwhile,
the IF and other investors may be actve in share markets, evaluating
the performance of the enterprise through trading on the basis of their
own interim monitoring.

When the enterprise becomes unable to meet repayment obliga-
iions, the LB is obliged to buy the defaulted claims of syndicate mem-
ber banks. The LB then completely writes off these debts and converts
them into new equity. The LB either auctions off the new equity rights
to reorganization specialists or holds themn for a specified period of rime
(for instance, three years). In the latter case, the LB is engaged in re-
structuring the defaulting enterprise by replacing the managers, laying
off workers, liquidating some assets, and so forth. If the insiders refuse
to cooperate, the LB could threaten to invoke the liquidation proce-
dure. After restructuring within the said period, the LB may sell the
amount of shares beyond the normal limit (5 percent, for example) for
possible capital gains from restructuring. In either case, the restruc-
tured enterprise would be transformed into an outsider-controlled enter-
prise, while the insiders are penalized for debt default by the loss of
their share values, and possibly the loss of employment continuation
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values as well. If there is no prospect for capital gains from restructur-
ing, the LB may decide to liquidate the enterprise. In this case the un-
covered value of debts would be born by the LB.

The scheme has merit. First, in contrast to the Aghion-Hart-Mo ore
model, thie postbankruptcy procedure is administered by the LB rather
than by the court, which may lack expertise in ex post management of
the bankrupt enterprise. The LB is clearly advantaged in information
useful for ex post management, but prcvented from using it at the ex-
pense of other creditors' interests because of its repayment guarantee.

in our scheme the LB is also responsible for ex ante mon:toring to
cope with adverse selection of the borrowing enterprise and for interim
monitoring to control its moral hazard. The LB would be motivated to
eamestly perform ex ante and interim monitoring in order to avoid the
heavy costs of liquidation and/or restructuring arising from debt guar-
antees for other member banks.

Second, generaly speaking, from the point of view of the bank,
there are tradeoffs between the diversification of lending risk and incen-
tives to moriitor. An arm's-length relationship between the bank and
the borrower may allow the bank to diversify risk, provided that risk
is distributed independentiy of bank action. But risk diversification may
dilute the incentives of the bank to monitor the enterprise ex ante and
interim. At the same time, the exclusive lending relationship will not
only expose the bank to idiosyncratic risk, but may also dilute its com-
mitment to cx post monitoring because once lending is made, the con-
tinuation of the enterprise may become ex post desirable even for the
bank.

As noted above, in our scheme the LB is certainly motivated to
monitor. But what about the risk diversification opportunities of the
LB? Does the proposed scheme not amount to the same thing as the LB
bearing full risk costs, as in exclusive relational lending? That is, is the
LB not exposed to the same degree of idiosyncratic risk as the relational
bank? Why then is syndication worth the trouble?

Suppose that a sufficient number of qualified banks that have the
required monitoring capability exist to allow for workable competition
among them (roughly, the number is not too small nor too large). Sup-
pose that each of them has a mutually exclusive group of customer en-
terprises for which they function as LBs. These banks become ordinary
syndicate members for nonaffiliated enterprises for which other banks
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act as LBs. In other words, therc is "reciprocal delegation of monitor-
ing" (Sheard 1994) among the banks. Other minor banks may partici-
pate in any syndicate as ordinary members. Responsible monitoring by
the LB saves the duplication of monitoring costs, particularly by minor
banks.

Now let us modify the described scheme in such a way that the
group of qualified banks mutually agree to rebate a fraction of the LB's
guaranteed repayment to them in case the revenue of the LB from liq-
uidation of assets or the prerestructuring auction falls short of a certain
level. Such reciprocal arrangements may spread the cost of risk-bearing
among qualified banks, while somewhat diluting the incentives for
the LB to monitor. The modified syndicate arrangement is a device to
strike a balance between the conflicting requirements of risk diversifica-
tion and incentive provision.

The third advantage of the scheme is that the risk of bad perfor-
mance by the borrowing enterprise is not distributed independently of
insider and bank actions. The risk may be reduced by more intensive
ex ante and interim monitoring of the LB. The requirement of syndi-
cation severs qualified banks from exclusive relationships with the
borrowing enterprise. This would reduce the hazard of the banks
being captured by the interests of the customer enterprises and make
them more independent in their judgements at the ecx ante monitoring
stage.

Fourth, after the initial investment is sunk, the continuation of a
bad project might become ex post profitable, if bad debt were written
off. In such a situationa if the relationship between the bank and the
enterprise is that of the exclusive relational bank, they would be
induced to renegotiate. The enterprise's insiders may have strong
motives to negotiate for the survival of the enterprise to save the loss
of employment continuation values if the labor market is imperfectly
competitive. The bank may be induced to accept an insider's conces-
sion, while keeping the insider's control intact. Such a prospect would
dilute the ex ante and interim incentives of the insiders. In our scheme,
the shift of control rights can be automatically triggered by a dtebt-
equity swap when the insider-controlled enterprise defaults. Insider
control is maintained contingent only on the financial viability of the
enterprise. The corporate governance structure implied by the scheme
may thus be called contingent.
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The LB or the reorganizer (aFs, or another enterprise) that acquires
the shares in the restructuring auction has incentives to restructure for
capital gains. As opposed to the creditor rescue operation, the restruc-
turing agent can secure future returns to restructuring costs without
fearing the emancipation of the rescued enterprise. Thus, premature liq-
uidation (Type I error) may be avoided, wvhile the threat of punishing
poorly performing insiders is made credible. This is the essential feature
of the Aghion-Hart-Moore model.

The fifth major advantage of the scheme is that the contingent gov-
ernance structure may have positive incentive effec.ts on the insiders.
The contingent governance implies that as long as the insider-controlled
enterprise is financially healthy and able to repay its debts without any
problem, the insiders remain as residual claimants. If they always
remain residual claimants, regardless of the financial state of the
enterprise, the moral hazard of free-riding among insiders would be-
come a problem, or sheer bad luck might make the insiders lose large
asset values (in financial and human capital) in liquidation. These
possibilities may be prevented by the participation of the LB, which
may restructure the failed yet viable enterprise, but imposes harsh
penalties when the postbankruptcy situation is hopeless.

if the contingent governance is efficiently designed, the insiders
may develop incentives to accumulate the internal financial resources
to become autonomous from possible external intervention. The rela-
tive autonomy of the enterprise from external loans would in turn
stimulate insiders' incentives for greater effort, because the fruit of
their effort would accrue to them as residual claimants. Thus, once the
contingent governance is put in effect, the virtuous cycle of insider
control and enterprise growth may be generated up to a certain thresh-
old point. (The possibility of such dynamics, together with the efficien-
cy property of the contingent governance structure, is analyzed in Aoki
1994.)

Eclectic Approach-Probably the Best in the Transition

We have shown a theoretical possibility of a governance structure that
can cope with the unique incentive problems arising from insider
control. But we have assumed that the insider control enterprise is
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viable and that there is a banking sector comprising a sufficient number
of banks capable of assuming the heavy responsibility of lead banks.
These last two conditions do not hold in the transition process. The
pzivatized enterprise may need to be restructured, for which outside
financing is needed. Nevertheless, incentive problems of insider control
may be rampant and any bank may consider it too risky to assume the
responsibility of the LB. First of all, no bank may have either the
financial resources to bear the responsibility or the capacity to momitor.

The merit of the theoretical exercise in the last section was to show
that a corporate governance structure alternative to the neoclassical
model of stockholder sovereignty is conceptually possible in the post-
transition regime. The contingent governance structure may not be just
a passive reaction to the insider control problem. Rather, it may have
an active raison d'etre: to facilitate the development of a ream-oriented
production organization characterized by lateral cross-functional coordi-
natiorn, joint task r2sponsibilities, mutual help, and the like in which
worker skills and shared knowledge become specific to the organiza7-
tion. According to a recent achievement of comparative institutional
analysis, we cannot unequivocally rank the team-onented work organi-
zation and the traditional hierarchical organization according to
efficiency criteria. The former may perform better in an industry where
coordination among tasks is relatively more important because tasks are
complementary, while the latter organization may perform better i
the industry where flexible reallocation of scarce corporate assets
among tasks is important (Aoki 1994b).

The kind of financial institution that would be desirable to develop
would depend on the prevailing work organization. If workers' skills
and shared knowledge become organization-specific, and thus not indi-
vidually marketable, stock value maximization may not be consistent
with intcrnal and allocative efficiency. This is because the value maxi-
mization criteria presupposes that all factors of production other than
fixed factors are market valued. If the insiders constitute an immobile
factor of production as a team, the enterprise ought to strike a balance
between insiders' interests and outsiders' interests. Gamnes between
them may no longer be zero-sum, however, and there may be gains
from cooperation (Aoki 1984). Insiders' shared rights of control in cor-
porate governance (as in West Germany) or outsiders' selective inter-
vention through the contingent governance (as in Japan) may facilitate
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an approximation of the cooperative solution. Thus the bank-oriented
financial system may be complementary to the teamn-oriented organiza-
tion, while the market-oriented financial system is complementary to
the hierarchical organization, as the neoclassical paradigm asserts.

In what direction will the evolution of the transitional economies
lead? One scenario may be that the hierarchical aspect of the work
organization in the SOE would reform itself so that task assignments
in the organization are made more on the basis of individual skills. For
this direction, the complementary development of the capital market
institutions would be necessary, because the efficiency of such an
organization can be best valued by residual after competitive payments
for individual skills. Another scenario may be that the collegial aspect
of the work organization in the SOE would develop into an efficient,
team-oriented work organization. For this direction, the development
of banking institutions might be complementary. Still other scenarios
may be feasible. The transition economy may take advantage of the
latecomer being able to develop a hybrid by combining the two types
of organizations. Or, if the transition economy fails to develop proper
governance and financial institutions, it might be locked in permanent
stagnation. Nobody seems to be able to predict with certainty which
scenario is the most likely.

We may posit that an eclectic approach is an option in the transi-
tion process. That is, instead of pursuing solely the possibility of
exernal control of the enterprise through the development of capital
markets, or that of banking institutions, it is better to foster their
simultaneous development in the transition. Only spontaneous develop-
ment of organizations through competition would determine the domi-
nant system in the posttransition regime.

Other Reasons to Develop Banking Institutions
in the Transition

In the model of syndicate lending presented above, ex ante, interim,
and ex post monitoring of the enterprises are all integrated and dele-
gated to a single LB. In contrast, in a highly advanced securities-
oriented financial system, such as the Anglo-American economy, these
three phases of monitoring are dispersed among various intermediaries,
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information-processing agents, and corporate and legal institutions
possessed of different specialized expertise. For example, ex ante
monitoring is performed by investment banks for large enterprises,
venture capitalists for entrepreneurial start-ups, and commercial banks
for smaller firms; interim monitoring is performed by rating firms,
commercial banks, funds of various types, marker arbitrageurs, and so
forth; ex post monitoring is done by accounting firms, the bankruptcy
court and reorganization specialists, takeover raiders, LBO partners, and
the like. In general, the transition economy that has evolved from a
state of an absence of financial markets initially lacks the accumulation
of such diverse monitoring resources. The integrated delegation of the
three phases of monitoring to a single bank is a way to economize in
the use of scarce monitoring resources.

Further, there is a positive reason for the integration of the three
phases of monitoring, rather than their decentralization, to bring about
better results. In the transition process, ex. ante monitoring of the
corporatized SOE, if not that of a new, innovative stan-up, would be
unlikely to require highly sophisticated project analysis. The urgent
problem with the corporatized SOE, privatized or not, is to restructure
itself rather than to initiate new projects at the technological and com-
mercial frontier. If this is so, the relevant ex ante monitoring would
be more on the organizational capability of the corporatized SOE to
absorb, adapt, and improve the excisting organizatonal, engineering, and
commercialization know-how. For that, the bank that would maintain
a long-run relationship with the borrowing enterprise may be in an
informationally advantageous position because it can feed back informa-
tion available from interim monitoring to the assessment of relevant
organizational capability.

It may also be the case that ex ante monitoring and interim momi-
toring are complementary to ex post monitoring. Even if the financial
state of the enterprise is critically worsened, the IF may be less adept
at finding the problem when the accounting methods are not very in-
formative and disclosure requirements are lax. Even if they are
competent enough to find problems at an early stage, they may
encounter resistance in the insiders to yielding control power. In
contrast, the bank would mediate daily payment settlements for the
customer enterprise as well as roll over short-term loans or discount
trade bills necessary for financing working capital. Such operations
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would give the bank a power similar to that of being able to partially
open the books. At the time of automatic transfer of control triggered
by debt contracts in the event of repayment default, the bank may
utilize knowledge accumulated through interim monitoring to exercise
its judgement of whether the enterprise has a chance to survive or
would be better served by liquidation.

The merits discussed of the integration of the three phases of moni-
toring presume that a single bank would credibly commit ex ante to
interim and ex post monitoring. Such a commitment is not credible in
the highly developed, market-oriented system where debt instruments
are easily marketed. The initial investors may get rid of their claims
in the market rather than bear bankruptcy or rescue costs ex post if
they are in a position to find possible problems with borrowers at an
early phase.

As already noted, however, the necessity of developing a sound
banking sector should not be taken as precluding the simultaneous
functioning of financial markets. On the contrary, competitive and
informative financial markets can be complementary to bank monitor-
ing. Instead of t.e formation of syndicates, the bank may underwrite
and guarantee bond issues of the customer enterprise. The price forma-
tion of the secarities of the enterprise in the market can compete with
the interim monitoring of the bank, pointing out its mistakes or reme-
dying possible moral hazard. If the IF develops restructuring expertise
in the posttransition regime, it can bidc for the equity that the LB auc-
tions off after the debt-equity swap operation. The point is, however,
that the role of a sound banking sector, composed of a reasonable num-
ber of qudified banks, could not be fully substituted for the financial
markets when the magnitude of insider control is substantial.

Banking Reform Needed in the Transition

Although the case for the development of a sound banking system in
the transition process appears to be strong, the current state of banking
institutions in transition economies seems to be far from that needed
to perform the kind of tasks suggested above. Is there any hope that
they will develop the capacity and incentives to do so? What kind of
banking regulations are to be instituted in the transition process to en-
courage such developments?
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In transitional economies, most of the banks are either successors
or spin-offs of the former state banks or newly established agent banks
of corporatized SOEs. Large commercial banks in Central Europe were
created in the last few years with the split of the former state mono-
bank into a central bank and a number of commercial banks. The loan
portfolio was distributed to the new commercial banks along regional
(Poland) or sectoral lines (Czech Republic, Hungary). Most of the
deposits are with specialized savings institutions, channeled to com-
mercial banks in the form of refinancing credits through central bamks.
The spin-offs of the former state banks are still owned by the state and
their privatization is under preparation (Poland, Hungary), or their
majority ownership has now been privatized (Czech Republic). Private
commercial banks have been established recently, yet the former state
banks are still dominant in assets. In Russia there are now approximate-
ly 1,700 independent commercial banks (see the chapter by Belyanova
and Rozinsky for a detailed account of the present-day Russian banking
institutions). Among them, about 700 banks, including most of the
larger banks, are spin-oifs of the former Soviet specialized banks, which
are now primarily owned by former SOEs. For these banks the sets of
shareholders and borrowers are the same.

The state bank in the centrally planned economy was not an auton-
omous financial institution, but an administrative instmment of central-
ized planning to control the SOE. As is well known, one of the most
important causes of the failure of centrally planned economies -was the
soft budget con-straint on the SOB because of the lack of commitment
by the state bank not to refinance ex post inefficient projects. Financing
the existing SOE became automatic because of the political necessity of
maintaining employment (latent insider control problem), the rising
bargaining power of managers, and possibly because refinancing made
economic sense once the initial investment was sunk. Insolvency cri-
teria did not exist in the cornmunist regime, and thus soft credits could
not be distinguished from outright giveaways. A possible problem with
the spin-offs of former state banks is the continuation of soft credits as
a form of inertia. Half of all commercial bank loans ex-tended in 1992
in Russia were in the form of directedi credits fusnded by the Central
Bank or the budget and channeled through these banks (World Bank
1993, p. 2).
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The newly created agent banks may have their own problems. In
R:ussia more than 1,000 agent banks have been created from nothing
since 1990. They were usually created by enterprises or by groups of
enterpnses to manage their cash flows and to perform payment system
transactions on their behalf. These banks also make loans, primarily
with funds from enterprise deposits and interbank markets, as well as
funds in the process of collection. A possible problem with the agent
bank is that, as with most relational banks in developing economies,
they are captured by the interests of the parent enterprise and cannot
act as independent sources of monitoring. Their credits may be exposed
to risks that are too idiosyncratic.

For banks to operate on a sound basis, it is necessary that their
assets are sufficiently diversified. When the funding basis of the bank
is thin, however, as is the case with most agent banks, it is difficult to
diversify lending while meeting the funds requirements of the parent
enterprises. The formation of a loan syndicate may be a possible re-
sponse. The difficulty is that the sheer number of agent banks and their
small size seems to prevent the development of syndicates, because the
question of which bank ought to bear the responsibility for syndicate
organization (ex ante monitoring), interim monitoring, and how to set
the priority for daims cannot be settled easily.

In spite these problems, however, the banking sector in transitional
economies appears to be gradually evolving as a viable institution. Peter
Dittus (1994) recognized the increasing spread between the deposit and
lending rate and the recent noticeable decline of net lending to enter-
prises in Central European economies. By careful examination, he ten-
tatively concludes that the decline of lending is not a result of a
credit crunch from the government deficit, and it can be regarded as a
hardening of budget constraints for the enterprises. Hle cautiously
notes: "clearly, the environment in which banks are operating and
their behavior have changed much more than seems to be commonly
acknowledged. It has also become evident, however, that the difficulties
remain to be overcome are substantial" (p. 34). The chapter by
Belyanova and Rozinsky in this volume indicates that the difference
between better spin-offs of the ex state banks and newly created banks
are beginning to be blurred, and some of them seem to be evolving as
viable institutions in spite of the problems.
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What difficulties are to be overcome in order for better banks to
evolve into active monitors of insider control? Let us try to identify
some basic problems to be addressed.

The first is the dilemma between risk diversification and monitor-
ing. In order to be free from soft credits and the excessive exposure to
idiosyncratic risks associated with relational lending, it is desirable that
the bank diversify its loans. As noted earlier, one method to achieve
this is to form syndicates. At the same time, the formation of loan
syndicates may dilutc incentives for the bank to monitor. How can we
resolve this dilemma?

The second problem is related to the social costs of bankruptcy. As
we have hinted, one possible advantage of a bank-centered monitoring
mechanism is that the default of debt repayment can trigger the auto-
matic shift of control rights from the insider to the creditor bank, even
if the latter does not own a block of shares. The mechanical application
of bankruptcy procedures would be unproductive given the current
state of transitional economies.2 The newly corporatized SOE seems to
need outside financing, and sometimes subsidies, to be viable and per-
form the neceary restructuring. How can such finance and subsidy be
made without perpetuating the soft credit relationship between the
bank and the enterprise?

As previously noted, there are some 1,700 banks today in Russia.
This number is simply too large, and the average size of banks is too
small to induce risk diversification and delegate responsible monitoring
to single banks. Nevertheless, that more than 1,000 banks devoid of the
traits of the old state bank system have emerged from scratch in only
a few years may be considered as a posirive sign of the potential for vig-
orous evolutionary change. It is said that some of the new banks were

2. Factors pointed out by many authors as working againsL the mechanical
application of the bankruptcy procedure in the transition: without a sound
payment system, many viable enterprises may be forced into bankruptcy by
a mere chain reaction; the asset registry does not exist and privaTe ownership
in land is not legally well defined; the bankruptcy procedure may involve
costs of maintaining a system of commercial courts; and the lack of expertise
and discipline in receivership, and the absence of dear rules regarding claim
subordination, may also incur additional social costs of bankruptcr.
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organized and run by young, competent people (see the chapter by
Belyanova and Rozinsky in this volume). Such a situation may suggest
that, once a prudent and comoetitive regulatory framework is provided
and a stable macroeconomic policy environment is set, some of the
existing banks may be given an opportunity to develop as banks
accountable for external monitoring.

To emancipate banks from fragmented, exclusive relational bank-
ing, there is a need to drastically increase the minimum capital require-
ments of banks. Such regulation would provide an impetus for acqui-
sition and mergers among banks. Further, it would be desirable to limit
the lending of the bank to a single enterprise-for example, to one-
quarter of the bank's capital. Such measures would induce banks to
restrain the volume of relational lending. Nevertheless, our purpose is
not to promote arm's-length banking. If portfolio diversification by
banks were merely to accelerate arm's-length relationships, a vacuum
would remain for external monitoring of the insider control enterprise.
Because many banks are now owned by (a group of) enterprises, the
movement toward arm's-length banking following the Anglo-American
system may not be likely. Through the process of merger and acquisi-
tion, originally close bank-enterprise relationships may be diluted, but
maintained with some dismnce. The enterprise would likely hold major
payment system accounts only with a few banks. Those banks would
be likely candidates for the role of lead banks if Iending diversification
should lead to organized syndication.

In the process of past hyperinflation, bad debts of enterprises
appear to have been largely wiped out in Central and Eastern European
transitional economies, but it has not solved the recapitalization prob-
lem of banks. On one hand, enterprises appear to rely upon intricate
networks of trade credits rather than banks credits. Default on trade
credits by one large enterprise may trigger chain reactions. On the
other hand, banks appear to rely on lending based on interbank
markets and funds in the collection process, but they have not acquired
a solid deposit basis yet, except for deposits by foreign currencies. Spin-
offs of state banks also rely upon the central bank's directed credits as
lending sources. One solution to cope with all these problems may be
to induce the development of an interbank payment settlement system
based on trade bills drawable on partner banks by enterprises. The
central bank should then gradually lirmit its capital infusion to the
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banking sector to "neutral" rediscounting of eligible trade bills at the
window rather than directing credits to particular enterprises by
discretion. Such a development would not only resolve the problem of
supplying money on a sound basis, but also increase the capacity and
incentives of the banks to monitor customer enterprises. Nevertheless,
necessary state subsidies should be made through the budgetary process,
separated from the commercial banking sector. Only through such a
neutral stance of the central bank and insulation of the commercial
banking sector from discretionary subsidization can the soft credits of
banks be reduced.
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Political Economy Issues of Ownership
Transformation in Eastern Europe

G6rard Roland

It is probably no exaggeration to state that analysts of transition in
Eastern Europe have strongly underestimated the political constraints
to reform. The fat of communism and the advent of democratic re-
gimes in 1989 were widely applauded by the people of these countries,
raising the general level of expectations. Analysts thought that a drastc
and rapid move to the market economy would most likely be accepted,
despite the inevitable transitional pains imposed on the population. In
practice, things have been much more difficult amd signs of political
opposition and backlash have increased, as witnessed by recent elections
in Poland, Russia, and Hungary. Understanding correctly some of the
basic political economy issues of transition is thus crucial for formulat-
ing realistic policies of transition in these countries.

In this chapter we focus on the political economy issues of privat-
ization and restructuring. Various questions are raised in that context.
How serious are the political constraints to reform? What is their influ-

This paper was written for the World Bank project, "The Role of Banks in
Corporate Governance in Transforming Economies." An important part, of
this paper is derived from joint work with Mathias Dewatripont. I benefited
from discussions with Erik Bergldf and Janos Kornai. I thank John Litwack
and Juro Teranishi for their helpful comments and suggestions.
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ence on the design of reform programs? To what extent can the differ-
ences in privatization policies in various countries be explained by
differences in political constraints? The answers to these questions
depend very much on the view one has of political decisionmaking, and
in particular of the relative power or weakness of governments. We
define strong governments as governments with the power to set the
agenda: they are free to design and propose reform packages submitted
to a democratic vote. An agenda-setting government faces political
constraints but is strong in the sense that, by virtue of its agenda-setting
power, its proposals are not subject to amendment but only to approval
or rejection. We define weak governments as governments that are con-
tinuously the prey of rent-seeking activities by all sorts of lobbies and
interest groups. In that case, the lobbies tend to set the political agenda
and succeed in influencing the government to adopt measures they put
on the agenda. Fewer policy conclusions can be drawn if one adopts
the rent-seeking perspective, but it offers a positive analysis that can be
relatively sobering to policy expectations.

It is important to emphasize that our definition of "strong" and
"<wveake" governments encompasses only one of the many dimensions of
political institutions-the relative autonomy of government in relation
to pressure groups. Strong government usually is associated with dicta-
torship, to a large span of control over the economy, or to commit-
ment power. Our definition is different and does not coincide with
tlhose categories. An agenda-setting government can be democratically
elected and submit its proposals to a vote in parliament. Its agenda-
setting power means it has the power to submit "take it or leave it"
packages to a voTe. Conversely, a dictatorship can be weak if it is the
prey of rent-seeking activity by all sorts of groups. A government may
have agenda-setting power in an economy with a small government;
conversely, a government may be the prey to rent-seeking in an econ-
omy with a large state sector. An agenda-setting government may have
commitment power in the sense t:hat it may not have to fear policy
reversals dictated by powerful interest groups, but it may lack pre-
commitment power with respect to its own actions. A reformist gov-
ernment may, for example, decide on a partial reform at a given time
because of political constraints, but renege on its commitment and go
ahead with reforms once political constraints are less stringent. Finally,
rent-seeking and agenda-setting are not mutually exclusive. We view
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these as polar cases. In practice, every government has some agenda-
setting power and is also prey to some rent-seeking activity. Strong
governMents have, according to our definition, relatively more agenda-
setting power and are largely immune from rent-seeking; and the
reverse is true for weak governmenits.

In the next section of this chapter we define what we view as the
basic political economy issues of privatization and restructuring. In the
third section, we discuss privatization and restructuring in the context
of the agenda-setting model. In the fourth section, we look at the same
questions from the rent-seeking perspective. In the last two sections, we
use both political economy frameworks to ask two questions. In the
fifth section, we ask how relevant the Chinese reform experience is for
understanding political economy issues of the Eastern European transi-
tion. In the sixth section, we look at the role of banks in ownership
transformation against the background of political c)nstraints to
restructuring.

Political Economy Issues of Ownership
Transformation

One of the most important legacies of the socialist system's imposition
of political constraints on privatization and restructuring is the high
degree of job security, which provides, in practice, a full income in-
surance. Unemployment was quasi-inedstent under socialism, and the
labor markets were characterized by net excess demand for labor
(Kornai 1992). Income insurance was thus provided by the enterprise.

A second legacy is the importance of the benefits in kind and social
services provided by the enterprise, such as daycare, vacations, and other
services that affect individual welfare. The amount of benefits in kind
received by workers varied greatly across enterprises and had little con-
nection with the labor services provided. Having a job in a big enter-
prise meant having ipsofacto access to the more important benefits in
kind provided by that enterprise. When quitting, the worker lost access
to the benefits. They were thus used by enterprises to reduce voluntary
labor mobility because of the shortage on the labor market (Kahan and
Ruble 1979).

A third important legacy is the relatively egalitarian distribution of
incorme. Studies on income distribution under socialism differ in many
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of their conclusions, but there is a general agreement that the distribu-
tion of income was relatively egalitarian compared with Western econo-
mies, for example (see Atkinson and Micklewright 1992).

Viewed from the perspective of modern incentive theory, we may
say that workers under socialism benefited from a high level of insur-
ance, but with low incentives, and thus a high level of inefficiency. The
change toward the market system is meant to lead to a huge improve-
ment irt overall efficiency, which requires a stronger role for incentives,
and thus a marked decrease in income insurance for workers.

This implies first that unemployment risks will generally increase
compared with what they were under socialism because the steady-state
unemployment rates tend to be higher under capitalism than under
socialism.

Second, associated with possible job losses is the potential loss of
many of the social services people received in the enterprises. Many en-
terprise services, such as housing facilities and vacation tickets, will dis-
appear with privatization and restructuring. Labor markets will become
more characterized by excess supply of labor, and there will be less
need to retain workers in the enterprise by offering benefits in kind.

Third, the distribution of income will be more inegalitarian. Un-
employment risks will be associated with higher income risks and in-
creasing poverty risks for many people.

Most economists would agree that the higher unemployment and
income risks will be more than compensated, after transition, by a
much higher level of expected income made possible by the efficiency
gains from higher incentives under the market system.

How serious are the political economy problems of transition then
likely to be? The increased inequality in income distribution may not
be too serious if it is associated with a general increase in average
income. The political economic problems of transition, however, are
much more im-portant than one might expect by simply looking at the
tradeoffs implied by the change from socialism to capitalism. Indeed,
the higher income level one may expect from capitalism is not likely
to materialize at the early stages of transition, if at all, whereas the
increase of uncertainty that people will have to face is very likely to
precede any important increase in efficiency.

In that context, job uncertainty represents a very serious political
economy problem. Nobody expected the huge output shock these
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countries have experienced at the beginning of transition when prices
were liberalized and the Council for Mutual Economic Assistance
(CMEA) broke down (Kornai 1993). The big output fall was not ac-
companied by a corresponding fail in employment, which indicates that
the resistance to job losses is a very important problem. In Poland, the
increai. in unemployment has followed with delay. When the economy
started to recover in 1992, unemployment continued to increase. The
former coalition of ex-communists and the Peasant Party won the elec-
tions despite the recovery.

Any transition policy that is likely to increase job uncertainty is
also likely to meet important political constraints. This is particularly
true for privatization and restructuring of enterprises.

Political Economy Problems Facing
an Agenda-Setting Government

An agenda-setting government with the power to propose reform pack-
ages subject to a democratic vote is going to face ex ante and ex post
political constraints.

Ex ante political constraints mean that some measures cannot be
adopted because a majority is not ready to vote for them, whether in
parliament, inside government, or within the ruling coalition. In order
to be implementable, reform packages must satisfy the ecx ante political
feasibility constraints.

Ex post political constraints refer to the danger of political backlash.
There is a problem of political commitment related to a potential
change in the balance of power following, for example, a negative eco-
nomic shock. Such a shock might change the majority in a country,
and thus potentially lead to policy reversals. Policy reversals can also
be end, genous and result from measures that turn out hurting a
majority.

Combining the ex ante and the ex post political constraints leads to
two simple implications. First, only politically feasible measures can be
implemented. There is no use criticizing a government for not imple-
menting given policies that are economically sensible but cannot get
through the political decisionmaking process. Second, it is crucial to
create irreversibility to reduce ecx post political constraints.
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How are political feasibility and irreversibility taken into account
in policies of privatization and restructuring? Two basic policy options
are available in transition economies. One is the option taken by most
countries, which is a policy of mass privatization, with the implication
that the restructuring is "privatized"-that is, the responsibility of
restructuring is taken over by the private sector. The second policy
option is one of gradual privatization and restructuring. Let us discuss
these two policies in terms of how they deal with eX ante and, ex post
political constraints.

Mass Privatization and Political Constraints

Political feasibility of mass privatization is achieved through the popu-
larity of giveaway privatization, where state assets are redistributed for
free to the population.

A first possible reason for the popularity of giveaway privatization
is related to socialist ideology. During more than forty years, people
were brought up with the idea that socialism meant 'ownership of the
people." Giveaway privatization has been presented by noncommunist
politicians as "real ownership of the people," compared with "pseudo"
ownership of the people that was, in reality, communist-controlled state
ownership.

A second, and probably more serious, reason for the popularity of
mass privatization is that by giving away state assets, one 'buys" poten-
tial popular resistance to privatization. Giveaway privatization can be
understood as a policy package combining standard privatization with
transfers to the population. The median voter may benefit from these
transfers even if he would otherwise be fearful of the job uncertainty
associated with privatization.

Irreversibility is built into mass privatization policies for many
reasons. One important idea is that if shares are distributed to people
at large, the population becomes interested in the political success of
privatization because everybody then has a stake in the success of pri-
vatization (see Roland and Verdier, forthcoming). For this to be true,
shares must be nontradable against money, because any bacldash against
privatzation hurts shareholders. If shares given away are exchangeable
against money, it is possible for individuals to cash in their shares and
to oppose privatization expost. Indeed, it is reasonable to assume that



Political Economy Isstes of Ownersbip Transformation 37

those who sell their shares (low-income workers) are also those who are
the most likely to be hurt by the consequences of privatization. In
countries where mass privatization policies were chosen, there was a
debate about whether privatization vouchers should be made exchange-
able against money. In the Czech Republic and Poland, governments
chose to make vouchers nontradable during an initial period. In Russia,
it was decided that vouchers could be immediately tradable for money.

According to Boycko, Shleifer, and Vishny (1993), another element
of irreversibility present in mass privatization policies is that the
political cost of taking back assets given away for free may be higher
than the cost of renationalizing enterprises privatized through sale.
Irreversibility is also enhanced because mass privatization represents a
form of "scorched earth' politics. By transferring state wealth to the
population and making its reappropriation costly, one constrains future
conservative governments by reducing considerably the budgetary
means available to them. Under this view of irreversibility, the proba-
bility of having a proreformn government replaced by a conservative
government is exogenous, but the policies that can be chosen by a
conservative government are constrined.

How have mass privatization policies met with political constraints
in practice.

The Czech and Russian programs have passed the political feasibil-
ity tests, but the Polish mass privatization plan has not. Designed in
late 199o and early 1991, the Polish mass privaization plan was widely
advertised in the economics profession and beyond as the fastest and
best thought-out mass privatization plan. Unlike the Czech program,
where adult citizens were to receive (against a symbolic price) vouchers
to purchase shares directly in privatized enterprises, under the Polish
program, citizens would receive vouchers to buy shares in a limited
number of mutual funds (twenty, niutially), each of which would be
lead shareholder in twenty large firms. Fears were indeed expressed that
the Czech program would lead to dispersed ownership and thus to
weak shareholder monitoring. The Polish scheme combined free distri-
bution of assets to the population with strong monitoring of firms by
mutual funds. More than three years after its design, however, the
Polish mass privatization program has not reached the implementation
stage. It took more than two years of fierce debate in Parliament before
the plan was brought to a vote, and since the new coalition came to
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power, there is widespread skepticisrn with respect to impiementation
of the program. I-olitical constraints are the main reason for the delay
in Polish mass priratizadon. Earle, Frydman, and Rapaczynski (1993)
claim that privatLtarion has become politically more difficult than in
the early transitiorn period. The main blocking forces in Poland are
those representing coalitions of workers and managers, hostile to a
redistribution of assets to the population at large.

One sees here how political constraints vary across economies in
transition. The Czech mass privatization plan also represents a redis-
tribution to the population at large. It was not blocked by workers and
managers, because unlike other countries such as Hungary, Poland, and
Russia, Czechoslovakia had not experienced economic reforms that
gave more power to worker coalitions. In Russia, a Czech-style mass
privatization would probably also have been blocked, and the Russian
plan was designed to take this constraint explicitly into account. Not
surprisingly, the Russiaa plan essentially involves a giveaway of assets
to insiders of firms. Boycko, Shleifer, and Vishny (1993) justify the
Russian privatzation policy not in economic but in purely political
terms, by staTing that all other plans would have been politically
unfeasible. Differences in initial conditions before transition lead to
dlifferences in political constraints.

It is too soon to Judge whether the mass privatizaton plans in the
dlifferent countries have achieved irreversibility. One should, however,
emphasize that there is no foolproof method to obtain irreversibility,
only ways to make it more costly. Outright renationalization of priivat-
ized assets was probably excluded from the beginning because govern-
ments have generally not been able to reassert their ownership rights
over firms before privatization. Indeed, this process, called com-
mercializarion, generally has proved much more difficult than expected.
In Poland and Hungary, the number of enterpnrses privauized without
being commercialized tends to exceed the number of commercialized
enterprises. In Poland, by March 1993, 1,661 enterprises had been pri-
vatized through liquidation, a procedure where commercialization is
bypassed, compared to 495 enterprises commercialized and 17 enter-
prises sold through direct sales. In Hungary, the most successful form
of privatization has appeared to be the "self-privatization" program,
where enterprises take upon themselves the initiative of privatization
without unndergoing commercialization, and where the only form of
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government control consists of checking through an audit (conducted
by private consultants) whether the sale value is not too low.

There is, however, a danger of a political backlash agaimst privat-
ization in the name of fairness. Fairness has been put forward as an
argument to justif privatization policies, certainly in the Czech
Republic and in Poland. In the Czech Republic, for example, the ideol-
ogy of "popular capitalism," with widespread and relatively egalitarian
shareholder ownership, has been invoked to justify privatization. The
government has imposed a 20 percent limit on the percentage of shares
a single shareholder can hold in a given firm. In practice, a high level
of concentration has been observed. The initial fears of dispersed
ownership were displaced as mutual funds sprang from the earth to
collect the vouchers of the population, promising a tenfold return on
the initial price of the voucher. In this way, more than half of the
voucher points ended up in the hands of the largest thirteen investment
funds (Kotrba and Svejnar 1994). Even though concentrated ownership
is cdesirable from the point of view of incentives, the outcome of Czech
privatization may generate political backlash if people realize that an
important part of the economy has been given. nearly free to a very
small number of people. This may not lead to renationalization, but to
popular claims to redistribute parts of the concentrated ownership.

Even if mass privatization programs are successful, there will be
political constraints associated with restrucring once the fims are
privatized, implying important redundancies. Under mass privatization
policies, the government is not expected to play a role in enterprise
restructuring, leaving to the new private owners the responsibility for
laying off workers. If, however, the private investors know that there
are political uncertainties surrounding restructuring and laying off, they
may shy away from investing in those countries. The distribution of
assets to the population at large through mass privatization may partly
mitigate these negative effects by the irreversibility effects created by
widespread distribution of shares to the population (see Roland and
Verdier, forthcoming). The tradeoff, however, is that if one wants to
prevent political opposition to inevitable restructuring, a great number
of shares will have to be distributed to buy away resistance, and if there
are sunk costs to restrucmring, private investors may be less willing to
engage in restructuring investments if they have to share the benefits
of those investments with workers.
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Another problem is related to the restructuring of firms privatized
to insiders, which is the case in Russia. Nrv private firms are already
going to face a high cost of raising capital. In economies in transition,
informational asymmetries are going to be very important. New private
firms will have no track record of past performance. Bank lending will
also be difficult to obtain because of the absence of collateral related to
the low liquidation value of firms brought about by the very low level
of private wealth, the illiquidity of financial markets, and the big
recession in Eastern Europe. All these problems will be exacerbated for
firms privatized to insiders, primarily because of the usual argument
that insider-controlled firms cannot credibly commit to pay back
investors (see the chapter by E. Berglbf in this volume). Many firms
will thus be denied access to private sources of finance and will face the
choice of closing down or turning to the government for financial help.
Because of the political constraints to closing down firms, the govern-
ment will be tempted to rescue a substantial number of those firms,
especially in the case of big firms that play a role in regional employ-
meat. Firms rescued by government in this way would have been ade
facto, if not formally, renationalized.

Some formal renationalization may thus be the inevitable resut of
the political constraints on restructuring. To the extent that finns pn-
vatized to insiders will have less easy access to private sources of
finance, there may be more renationalizations in a country such as
Russia.

Gradtal Privarization and Restnfctunng

Gradualism is, in general, a way of reducing ex ante political feasibility
constraints compared with more radical big bang policies (for a formal
analysis, see Dewatripont and Roland 1993). With respect to privat-
ization and restructuring, it implies that a policy of gradual privat-
ization and restructuring is less likely to violate political feasibility
constraints. One may say that Hungary and Poland are, in practice,
following a policy of gradual privatization and restrcturing.
Privatization is proceeding more slowly than expected, but there is also
evidence of restructuring in privatized firms and in firms preparing for
privatization (see Pinto, BeLka, and Krajewski 1993; Estrin, Schaffer,
and Singh 1992; Carlin, Van Reenen, and Wolfe 1994).
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What about creating irreversibility? The general idea is that irrevers-
ibility of a gradual policy of privatization associated with restructuring
may be obtained if constituencies are built gradually in favor of further
reform (see Dewatripornt and Roland 1992a,b, 1993).

In Eastern Europe, gradualism may reinforce irreversibility to the
extent that there is a big option value of wmaiting to invest. Transition
involves, by definition, transitional uncertainty, thereby creating an
incentive for investors to wait for uncertainty resolution before invest-
ing. Indeed, their investments may be lost if there is a policy reversal.
Therefore, it pays for them to wait and invest only when the outcome
of transition appears sufficiendy positive. The option value of waiting
is greater the quicker the uncertainty resolution. Indeed, under a big
ban-g program, uncertainty is supposed to be resolved more quickly
than under a gradual program because the speed of reforms is by defini-
tion faster.1 This, however, means that the benefits of waiting one
more period before investing are also highLer. Other things being equal,
this reasoning suggests a higher investment response uncder gradualism.
This is consistent with the observed pattern of foreign direct invest-
mernt where Hungary has been able to attract a substantial share of
total investment in Eastern Europe (S6 out of $18 billion in 1993). To
the extent that a higher investment level leads to a general increase in
welfare and endogenously broadens the support for reform, this may
lead to more irreversibility (see Dewatripont and Roland 1993).

Nevertheless, under gradualism, as under the big bang, there is no
foolproof method of creating irreversibility. Reform outcomes may
turn out to be negative because of the generic aggregate uncertainty
affecting transition countries where the whole social, political, and
economic system is subject to radical changes.

In order to enhance ex post irreversibility by creating constituencies
for reform, it is important to observe a correct sequencing of reforms
(see Dewatripont and Roland 1993). With respec- to pri-vatization and

restructuring, correct sequencing implies that it is better to privatize

first the good enterprises because this creates momentum and positive

1. We abstract here from the possibility that a big bang program may by it-
self bring about chaotic disturbances, leading to increased uncertainty.
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experiences. It allows the creation of strong coalitions to overcome later
opposition on restructuring. Similarly, gradual restructuring creates
room for "divide and rule" policies that can be implemented even with
fully rational and forward-looking agents. Assume, for example, that
two-thirds of the workers must be made redundant in a sector and that
political constraints require that restructuring plans be accepted by a
majority. It is possible to make one-third redundant today and the next
third redundant in a later period, without fully compensating either
group. Such a plan can be accepted by a majority, including those who
are laid off today, provided compensation given to that group makes
them better off than under rejection of the plan. If agents in that group
know that rejection would lead to a status quo, followed in the second
period by the adoption of a redundancy plan that would hurt them
even more, they may prefer to accept being made redundant today with
better conditions. This point is developed more fllMy in Dewatripont
and Roland (1992a).

Convergence of Mass Privatiation
to Gradualism?

Despite the important conceptual differences between mass privatia-
tion policies and a policy of gradual privatization and restructring, one
cannot exdude the possibility that the former wi turn out to be
equivalent to the latter. In a sense, both policies address sirilar ea ante
and expost political constraints. Mass privatization may achieve a aster
transfer of control to private hands, but the design of the program will
have been adapted to ex ante political constraints-for example, by
privileged giveaways to insiders, as in Russia. Nevertheless, the political
constraints of restructuring wil be the samre, independent of the pri-
vartzation policies adopted. This means that gradual restructuring will
be a likely outcome because of the important political constraints of
restructuring. As stated in the preceding section, this is likely to induce
some inevitable renationalization. Gradual restructuring thus may end
up indirectly transforming mass privatization policies into forms of

gradual privatization.
The danger, however, is that parrial renationalization may discredit

mass privatization and create political instability. A potentially greater
danger associated with mass privatization is that it may lead to slower
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restructuring than a gradual policy. The government may indeed be
tempted, in order to avoid outright renationalization and to ensure the
political success of privatization, to guarantee bank loans to privatized
firms to alleviate credit rationing. This could be a recipe for generalized
soft budget constraints. Government guarantees reduce the incentives
of creditors to monitor the firms because they will be insured against
bad risks. There is thus a danger of generalized creditor passivity
associated with soft budget constraints in the banking sector. General-
ized bailouts of banks will reduce incentives in all firms and lead to
widespread moral hazard. Firms that would have made the effort to re-
structure in order to survive would realize that those who exerted no
effort will get bailed out anyway and benefit from a higher government
subsidy. It thus pays to remain passive ',nd not to restructure. With
low incentives to restructure, the necessary restructuring would certain-
ly be delayed, even compared with what is politically possible. Despite
the success of Czech mass privatization, restrucuring does not seem to
be moving faster there than in other countries. The scenario depicted
here cannot be excluded, and the Czech government's commitment not
to intervene to subsidize firms privatized through vouchers will be
tested repeatedly in the future.

Another reason for a possible slower restructuring under mass pri-
vatization policies is related to fiscal equilibrium. Policies of giveaway
have a high fiscal cost because governments give away their wealth and
are likely to face difficulties in tax collection in the early years
of transition. Policies of sales, especially against noncash bids, as
advocated in Bolton and Roland (1992) and increasingly used in Poland
and Hungary, may generate a regular flow of revenues during the tran-
sition period. Governments opting for giveaway policies may then find
it more difficult to finance banking reform, involving the inevitable
bailing out and recapitalization of banks, riddled with nonperforming
bank loans of loss-making state-owned enterprises. The budgetary cost
of writing off the stock of existing enterprise debt is in principle
compensated by a higher sale price when the enterprises or the banks
are sold. Such a compensation does not exist if assets are given away.
Governments that choose mass privatization policies may thus be much
more reluctant to write off debts of enterprises and recapitalize banks.
This may have very adverse consequences for the development of finan-
aal systems.
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Rent-Seeking and Ownership Transformation

Let us now take a totally different view of politics and look at owner-
ship transformation from the perspective of rent-seeking. We assume
that the government is easy prey for the various lobbies. We assume
here a much weaker government than in the preceding section, because
it has no agenda-setting power.

At the beginning of transition, the view was expressed that the
most important thing was to get the state out of the economy. Fast pr-
vatization was viewed as the instrument to achieve this objective. If we
take the rent-seeking perspective seriously, we know that privatization
will not prevent lobbies from intervening and constantly trying to in-
fluence the decisions of a weak government.

With respect to privatization and restructuring, it is also useful to
make the distinction between ea ante and expost rent-seeking activities.

&x ante rent-seeking means that interest groups will devote effort
and resources to influencing the privatization policies adopted so they
can grab as much as possible in rents. The transfer of the bulk of gov-
ernment wealth to private hands is a unique historical opportunity for
rent-seeking. One should thus not be astonished to observe large-scale
rent-seeking activities in the context of privatization in Eastern Europe.
Flow can we interpret actual privatization policies in this light?

First of all, one has observed that some restitution of assets to their
former owners seems unavoidable in transition economies. In Hungary,
for example, the Smallholders' Party was pivotal in forming the first
noncommnunist government coalition. Its only program was restitution
of land to its former owners. In Czechoslovakia and East Germany, res-
titution has been prominent in privatization policy. In Poland there is
also a restitution lobby trying to influence privatization policies in its
favor. It is well known that privatization through restitution tends to
create difficult legal battles (see, for example, Begg 1991; Sinm and Sinn
1993) and contributes to the confusion rather than the clarification of
property rights. The observation of an irresistible trend toward res-
titution has thus more to do with rent-seeking activity than with the
search for economic efficiency. Note, however, that in the Czech
Republic, where restitution was restricted to objects such as housing,
it has proceeded more smoothly than expected and has been evaluated
positively by observers (see, for example, Kotrba and. Svejnar 1994).
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Rent-seeking may also mean that different groups try to influence
the kind of free distribution program. If one compares, for example,
the Polish and Russian plans of free distribution, they have very differ-
ent redistributive implications. The Russian plan favors more insiders
and workers, and the Polish pian includes more provisions benefiting
the population at large. Comparing two mass privatization plans that
are similar in design, but with one giving 15 percent of shares to
workers and managers and the other 10 percent, may reveal great dif-
ferences in rents. Various coalitions thus have a great incentive to fight
each other to try to influence privatization policy in their favor. We
may interpret the failure in Poland to get mass privatization adopted
as a paralysis of decisionmaking because no coalition was strong enough
to impose its own privatization plan over the preferences of opposing
coalitions. Conversely, the Czech and Russian mass privatization plans
could benefit from the support of sufficiently strong coalitions.

One should emphasize that the option for free distribution of assets
ather than sales has negative effects in terms of rent-seeking. Once
governments opt for free distribution, they oper the gates for a big
rent-seeking game. Conversely, policies of competitive sales would
minimize rent dissipation in the privatization process. It is not clear,
however, that the current weak governments in Eastern Europe are
able to resist the lobbying activities of those who favor free distri-
bution. If their resistance to lobbying from pressure groups is particu-
larly weak, it is unclear why they should be more able to resist rent-
seeking pressures in the domain of privatization than in other areas.
Apart from Hungary and East Germany, most Eastern European coun-
tries have opted for forms of free distribution. There does not seem to
be a foolproof method of avoiding rent-seeking and rent dissipation in
privatization.

Another possible consequence of rent-seeking is the break-up of
countries. To the extent that privatization is going to involve the re-
distribution of wealth, whether through a giveaway or through sales,
regions that have a higher concentration of privatizable assets have an
incentive to separate in order not to share the proceeds of privatization
with the less well-endowed regions. Pressures for separatism observed
in Eastern Europe and Russia are related partly to privatization (on
separatism, see Bolton and Roland 1993).
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Ex post rent-seeking means that enterprises or groups of enterprises
will lobby for additional subsidies rather than engage in restructuring
activities, leading to persistence of sofr budget constraints. Let us just
point out two problems related to ex post rent-seeking: the danger of
too high an economic concentration, on the one hand, and the rent-
seeking incentives of insider-controlled firms, on the other.

Concentrated ownership leads to more monitoring by shareholders
and is thus preferable to dispered ownership. There is, however, an-
other dimension of concentration that must be considered-that of the
size of the assets concentrated in single hands. Enterprises in Eastern
Europe already tend to have a larger average size than that observed in
developed market economies. Concentration of ownership over various
firms, many of which are monopolies, may yield a high political lever-
age. Such a concentration of control is happening defacto through the
mutual funds in the Czech Republic, and is a built-in feature in the
Polish mass privatization plan. To the extent that there are returns of
scale to rent-seeking (Murphy, Shleifer, and Vishny 1993), mutual funds
may have a strong incentive to engage in rent-seeking activities to ob-
tain subsidies and rents for their enterprises instead of engaging in
restructuring activities. Economically weak enterprise groups facing
high costs of restructuring may still be politically powerful enough to
gain from substituting unproductive rent-seeking for restructuring.

A similar choice may be made by firns privatized to insiders, but
for a different reason. To the extent that those films may have very dif-
ficult access to private finance and face credit rationing or other
liquidity constraints, they may have no other choice than to engage in
rent-seeking to obtain the subsidies needed to survive. The larger the
number of these firms, the more difficult it will be for government to
resist.

Rent-seeking works in t:he opposite direction from privatization.
Privatization tends to clarify property rights. Rent-seeking creates con-
fusion over property rights by constantly trying to change their disti-
buiion through political means, implying the constant redefinition of
the boundaries of existing laws.

Different interpretations of the same phenomena can be made, de-
pending on whether one uses the agenda-setting or the rent-seeking
perspective. For example, the failure to adopt mass privatization in
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Poland was interpreted as a political feasibility problem in the agenda-
setting framework and as the result of stalemate between interest
groups in the rent-seeking framework.

The conclusions one may dravr from the rent-seeking perspective
are less positive than those drawn in the agenda-setting amework. If
privatization must be interpreted as a huge rent-seeking game because
of the ensuing confusion in property rights, the opposite of privat-
ization tends to be achieved in the name of privatization. Ex ante rent-
seeking may be difficult to avoid, but ex post rent-seeking could be
partly avoided ex ante if governments are strong enouglh. Indeed, the
analysis points to the risks of too much concentration and of mass give-
aways to insiders. The general lesson is that governments should avoid
favoring measures that may weaken them even more with given inter-
est groups. In the agenda-setting framework, we also mentioned expost
risks associated to mass privatization policies, but the danger was
related to the possibility of a political backlash.

In practice, neither the pure agenda-setting nor the pure rent-
seeking framework applies to a given country. In a democracy, there
always exist areas where amendment power is important. Similarly, a
political system characterized only by rent-seeking of various groups
reduces to the Hobbesian state of nature-that is, the absence of any
state. In practice, political institutions combine elements of both. It is
not always easy, however, to determine which of the models is more
appropriate to understand reality. In the next two sections, we will test
both approaches by focusing on two questions. How relevant is the
Chinese experience for understanding political economy issues in East-
ern Europe? What is the role of banks, against the background of polit-
ical constraints to restructuring?

How Relevant Is the Chinese Experience?

The contrast between the Chinese and the Eastern European transition
experiences is striking. The success of Chinese gradualism is generally
praised, but the virtues of shock therapy are voiced very loudly in Th
context of Eastern Europe, despite massive falls in output and political
instability. In the World Bank newsletter, Transition, I. J. Singh has
even talked of 'schizophrenia in socialist reform theory." Hiave the pos-
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itive lessons from the Chinese experience been overlooked by analysts
in Eastern Europe?

The argument is often made that the Chinese experience is not rele-
vant for Eastern Europe because of the different initial conditions of
transition. Sachs and Woo (1994) argue, for example, that a major dif-
ference between China and Eastern Europe is the difference in level of
development. China is facing the "classical" development economy
problem of rural populations migrating to the cities, whereas in Eastern
Europe and the former Soviet Union, it is more painful to move from
state-owned industry to the private sector because of the heavy sub-
sidization of state-owned enterprises. Besides the differences in
economic development, let us note that China is still a communist
regime where democratic institutions are absent. For our purposes, this
means that large-scale privatization is excluded for ideological reasons.
There are also few signs of restructuring in large state-owned enterprises
(SOEs), and structural change comes from the creation of new enter-
prises, especially in the countryside where township and village enter-
prises (TVEs) are booming.

Despite these differences, it would be a non sequitur to conclude
that China and Eastern Europe do not face common problems in the
transition from socialism to capitalism. At a more abstract level, the
Chinese experience shows the political advantages of gradualism when
the government has enough agenda-setting power. Reform started in the
countryside first, while SOEs remained unaffected by large-scale decol-
lectivization. The latter is comparable to privatization because peasant
families were offered long-term leases (fifteen years). This change in
incentives led to a doubling of agricultural output within less than ten
years after decollectivization. This positive outcome of cleverly chosen
initial reforms considerably increased the support for further reforms.
Rceform has led to industrialization in TVEs operating under hard bud-
get constraints with high growth. At the same time, the development
of coastal zones has been a success, artracting foreign investment ancd
generating high growth and employment. These massive changes make
it politically easier to address privatization and restructuring in the
state sector.

The success in Chinese decollectivization does not mean that the
pattern of Chinese reform should have been copied in Eastern Europe.
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Whether intended or unintended, however, the Chinese reform strategy
shows the advantages of gradualism with correct sequencing.

Hoshi's chapter in this volume shows that the Japanese postwar ex-
perience can also be interpreted as a case of successful sequencing
under gradualism. Indeed, the restructuring of enterprises and layoffs
of redundant workers only started around 1950, after a first period
(1947-48) in wlhich the focus was on writing off the bad loans, cleaning
the balance sheets of banks, and rehabilitating production linkages
between enterprises.

Returning to our political economy framework, it seems that the
Chinese experience can be better understood through the agenda-setting
framework despite the considerable rent-seeking activities at various
levels of the economy. It would be difficult to interpret decollectiv-
ization in the rent-seeking framework. At a more general level, looking
at Chinese reforms, it is important to note that the successful lobbying
on the reform side was not directed toward restricting competition or
extra subsidies to particular groups, but rather aimed at giving more
economic freedom to agents. Rents obtained from such lobbying derive
from the productive activity generated by more economic freedom and
increased competition. Lobbying has taken place on the conservative
side, but it was more defensive, with a goal of protecting given sectors
from reform.

An important dimension of Chinese reforms that can be interpreted
with regard to rent-seeking is the important decentralization of fiscal
authority that has taken place in the 1980s. This decentralization has
given more power to regional authorities and they have certainly de-
rived more rents from these new powers, which give them more con-
trol over the resources of their regions. Decentralization has also
created forms of economic competition between regions that have had
a positive effect on the pace of reforms and on economic efficiency (see
Qian and Xu 1992; Montinola, Qian, and Weingast 1993; (ian and
Roland 1994).

In China, the rent-seeking framework is probably less valid than the
agenda-setting framework because, for whatever reasons, Deng Xiao
Ping has always managed to keep relative control over the agenda. This
has restricted the room for rent-seeking-for example, by restricting
rent-seeking to issues of regional decentralization while excluding
privatization from the agenda. In Eastern Europe, the implosion of
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central authority has led to an institutional vacuum that increased the
set of possible political outcomes, making "anything possible." In the
absence of institutional rigidities, interest groups can expect great gains,
provided they do the necessary lobbying. This is socially very costly
because of the waste of resources used for rent-seeking. The conflict
between pressure groups with contradictory interests, however, may
lead to paralysis in decisionmaking. This is the case with mass privat-
ization in Poland. In Russia, stalernate in Parliament has also tended to
lead to a certain paralysis in decisionmaking. In the meantime, spon-
taneous activity develops on the basis of the institutional vacuum.
Surprisingly, despite paralysis in decisionmaking, Poland has started to
recover and has experienced an impressive growth spurt since 1992. It
is not impossible that the same result will be repeated in Russia.
Growth in the context of a relative institutional vacuum, however, has
problems of its own. The new private sector that develops spontane-
ously pays no taxes to government and is easy prey for the rackets of
organized crime.

The Role of Banks

Banks are likely to play a crucial role in the corporate governance of
firms undergoing privatization and restructuring and it has been argued
that a bank-oriented system will develop rather than a market-oriented
system (Aoki 1994; Berglbf, in this volume). In this section, we want
to look at the role of banks in ownership transformation under our
two political economy frameworks.

In the discussion of the agenda-setting framework, it was empha-
sized that because of political constraints, the process of restructuring
would be gradual, implying a slow hardening of budget constraints.
The essential implication of gradual restructuring for financial develop-
ments is that the state will be tempted to intervene if it feels that the
level of enterprise closures, liquidations, and redundancies is higher
than it caLn tolerate given the existing political constraints. What role
are banks likely to play in this matter?

Banks play an important role in the ex ante screening of good and
bad enterprise projects. Through the threat of bankruptcy, they exercise
ex post contingent control over firms and may take tough actions and
initiatives to restructure. The existence of this contingent control
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leads to hard budget constraints in firns (Aghion and Bolton 1992;
Dewatripont and Tirole, forthcoming). Several conditions must be met,
however, for the banking sector to play its role.

Banks are likely to play their part only if they have a sound loan
portfolio. Otherwise, there is the danger of creditor passivity, since
filing for bankruptcy may reveal the weak financial situation of the
bank (Mitchell 1993).

Banks must also be independent from government intervention in
their resource allocation decisions. ht is crucial to avoid the government
"forcingt banks to lend to bad enterprises. Many of the loans granted
by banks in Eastern Europe in recent years were actually hidden sub-
sidies. In order to meet IMF targets for budget deficits, governments
cut the level of official subsidies but continued hidden subsidization
through the banking system. By forcing banks to lend to bad firms,
governrments contributed to the deteriorating financial situation of
banks, inducing creditor passivity. The incentives to screen are also
reduced because banks know that they will be bailed out in case of
bankruptcy.

In order to gain a proper functioning of the banking system, the
following measures are necessary:

- Political intervention in the microecononic credit allocation
decisions made by banks must cease. An obvious way to
achieve this goal is to privatize the banks. This may not be
done quickly because of the caution or lack of interest of po-
tential acquirers. Another way to achieve the same objective
quickly is to cut government's incentive to intervene in banks'
allocative decisions. This can be done by the next measure.

* Firms that the government wants to subsidize should be fi-
nanced directly through the budget. This is also likely to lead
to a better monitoring of the use made of these subsidies. By
guaranteeing bank loans to these firms, an alternative way of
subsidizing them, firms get unmonitored access to finance.
Under the planning system at least, there was an important
amount of ecx ante monitoring by state agencies of enterprise
budgets (see Qian and Xu 1991).

* Banks must be recapitalized and given incentives to act as
profit-maximizing intermediaries. It is important to distinguish
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here between the stock of bad debts and the flow of new
credits. Banks clearly have a stock of inherited bad debts. This
problem is best solved by recapitalization. Begg and Portes
(1993) suggest doing this by replacing bad loans in banks' port-
folios by three-month Treasury bills. Van Wiinbergen (1993)
proposes instead to replace bad loans by equity in the firms. It
is, however, fundamental to leave to banks the option of debt-
equity swaps and to avoid forcing them into such an arrange-
ment. If banks are forced to take equity in bad firms where the
prospects of survival are dim and where closure is avoided
essentially for political reasons, then one creates conditions for
a future bank bailout; the level of recapitalization will not be
high enough because the assets of these firms will be without
value and the flow of credits to these firms will have a low
likelihood of being repaid.

If bank managers are independent from government and given a suf-
ficient part of residual claims, they will tend to engage in profit-
maximization behavior. Assume that the government guarantees no
bank loans. Banks will then tend to be careful in their screening of
projects and will have more incentive to induce the bankruptcy of
firms not paying back their loans. That banks know they will be bailed
out if they are in financial distress does not necessarily mnean that they
will tend to choose riskier projects with lower returns. They will only
engage in such a behavior when they are gambling for resurrecion and
where the choice is between failing or giving risky loans that may
either push them further into the red or avoid failure. Otherwise, their
behavior will be doser to profit-maximization. As a result, many firms,
even those with positive chances of restructuring, will face credit
rationing.

Should all these firms depend on govemment subsidies? It would be
dangerous to put them too quickly under the control of state-owned
"hospital" agencies. A better solution would be to let banks play an
active role in the privatization and restructuring of enterprises and give
them an incentive to do so by appropriate risk-sharing between
government and banks. This amounts to introducing partial govern-
ment guarantees for those firms. This can be done when firms are pri-
vatized through noncash bid methods (see Bolton and Roland 1992).
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Assume, for example, that a manager of an enterprise proposes a privat-
ization deal where he buys 20 percent of his firms' shares, leaving
80 percent to the state. Of this 20 percent, 5 percent is paid up front
and 15 percent financed by a bank loan. In order to transform it into
a profitable enterprise, a restructuring investment is needed. The loan
for realizing this investment could be guaranteed by less than 80
percent by government. Such a risk-sharing arrangement would encour-
age the bank to give the loan, especially in the absence of collateral.
The bank would also be encouraged to screen the prolect because it is
taking the risk of losing at least 20 percent of the loan plus the loan on
15 percent of the shares. The bank would also be encouraged to file for
bankruptcy if necessary because it is a senior creditor. For that purpose,
it is important, as emphasized by van Wiinbergen (1994), that the gov-
ernment relinquish its rights as senior creditor.

Banks can thus play a role in a process of gradual restructuring.
How should we now evaluate the role of banks if we take a rent-
seeking perspective?

We do not want to discuss extensively here the issue of rent-seeking
by banks, but rather want to emphasize some of the most acute prob-
lems from a rent-seeking perspective.

The first, and probably greatest, danger is related to potential
lobbying of banks to obtain exaggerated loan guarantees from govern-
ment. Given the absence of experience of genuine intermediation and
the risks related to this lack of experience, the new banking sector in
Eastern Europe will be tempted to develop a form of parasitic behavior,
living off riskless loans made to govemment. The success of banks in
lobbying for such rents, however, depends on the degree to which gov-
ernment depends on the banking sector itself for financing its objec-
tives. IE the government delegates to the banks tasks that are necessary
for the normal fumctoning of government-and we have in mind the
task of keeping afloat loss-making firms that are "too big to fail"-then
it will be more inclined to give in to the demands of banks because
they may threaten to stop fulfiling these functions. This leads to a
policy prescription that is parallel to the one we derived in the agenda-
setting framework-the necessity of keeping bad enterprises outside the
banking sector and to finance them directly through the budget. The
general lesson is that the more the government depends on banks to
fulfill specific government objectives that cannot be fulfiled through
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the private markets, the greater the danger of government capture by
the banking sector.

Banks may also lobby, as they have done already in Eastern
Europe, to restrict competition- for example, by prohibiting access to
foreign banks or restricting market access to new private banks. The
absence of competition in the banking sector may lead to a substantial
difference between the lending and deposit rate. This problem, how-
ever, is probably less serious than the previous one. First, one should
note that the banking sector is a special sector where regulation is
needed and where spontaneous private initiative and competition do
not necessarily lead to optimal welfare outcomes (see, for example, van
Wijnbergen 1993). Second, the main objective in Eastern Europe is get-
ting a private banking sector off the ground. Too low a level of
competition in the banking sector may be of second-order importance
compared with that objective. It may be that positive rents in the
banking sector lead to improvements in monitoring technology and
banking skills and allow acceleration of the development of the finan-
cial sector, so urgently needed in these economies. Rent-seeking
to restrict competition could thus have positive effects on efficiency
and growth.

Conclusions

Will governments in transition economies be closer in their behavior
to agenda-seting governments or to weak governments prey to rent-
seeking? This will depend on the kind of constitution prevailing in
those countries and how credible the constitution is in defining the
rights of the people. This is certainly a matter for future research. This
chapter has, however, shown that more optimistic policy conclusions
may be drawn from the agenda-setting framework than from the rent-
seeking perspective. In particular, our discussion of the dangers of rent-
seeking in privatization shows the danger associated with 'weak govern-
ments in economies in transition. This reinforces a conclusion already
made in the literature on transition (see, for example, Roland 1994;
Weingast 1993)-the need for prior institutional consolidation at early
stages of transition in order to have a political decisionmaking mech-
anism that does not lead to chaos and paralysis.
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Corporate Governance
in Transition Economies: The Theory
and Its Policy Implications

Erik Bergl6f

There is general agreement that production in the transition economies
of Eastern Europe and the former Soviet Union must be fundamentally
reoriented and enterprises thoroughly restructured. After the demise
annd final collapse of central planning, control over most of these
strategic decisions is effectively in the hands of managers of firms; pri-
vatization has done little to change this. The strong insider control is
reinforced by the weakness of financial institutions and the poor
enforcement of property rights. In the absence of strong outside
investors and an institutional framework supporting corporate gover-
nance, maagers are unable to raise the capital needed for investments
in new technologies and capacity.

The central question addressed here is what kind of corporate gov-
ernance institutions are best suited for the transition econonies. Gov-

This paper was written for the World Bank project, "The Roles of Banks in
Corporate Governance in Transition Economies." I am grateful or discussions
with other project participants, in particular with Masahiko Aoki, G&eard
Roland, Ernst-Ludwig von Thadden, and Yingji Qian. Mathias Dewatripont,
Claudia Senik-Leygonie, Georges Siotis, and Sweder van Wijnbergen have also
made valuable suggestions.
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ernments in these countries have looked both cast and west for advice
and models to emulate. Even when they were not looking, outside
consultants and academics alike have offered their own favorite recipes.
Much of the debate has concerned the role of stock markets in
corporate governance and the choice between mutual funds and com-
mercial banks as instruments of such govcrnance. What has been lack-
ing is a basic conceptual framework in which to describe and analyze
existing models and proposals. The purpose of this chapter is to suggest
such a framework based on a survey of the recent theoretical literature
on corporate governance. Although this literature is still in its infancy
and policy implications must be treated with caution, it provides a
much better guide to understanding corporate governance than the
traditional finance literature. In particular, through its emphasis on the
institutional aspects of finance, this framework is more helpful in
analyzing the transition economies.

This chapter will briefly characterize the present situation in Russia
and the four Visegrad countries-the Czech Republic, Hungary, Poland,
and Slovakia. While there are important differences in degree and in
nature, the basic problem )f insider control is pervasive throughout
most of the region. The problem of insider control has been at the
heart of an active recent literature on corporate governance discussed
in the third section of the chapter. This literature provides a number
of concepts useful for describing and analyzing the choice among differ-
ent forms of corporate governance and governance institutions. The
fourth section makes use of the basic conceptual framework to draw a
number of lessons for policymakers. The analysis strongly suggests that
commercial banks will come to play an important role in corporate
governance in transition economies. These condusions are worrying
given the present state of the banking sector in most countries. The
fifth section asks what we can expect from banks in transition econ-
omies and discusses what has been and what can be done to improve
how they function.

Corporate Governance in Transition

With the growing interest in the issue of corporate governance in
transition economies, the empirical evidence is mounting. Case studies
and, increasingly, systematic surveys have forced us to change many of
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our preconceptions about how firms are controlled and ho'- managers
behave during transition. To provide a basis for the discuss1jn of the
conceptual framework and its policy implications, this section identifies
the basic corporate governance issut J in Russia and the four Visegrad
countries.

Insider Control and Credit Constraints

The predominant feature of corporate governance in large and medium-
size enterprises throughout Eastern Europe and the former Soviet
Union is the strong control exerted by insiders, primarily by managers
(for a survey of the empirical studies, see Aghion and Carlin 1994). In
Russia, the shift of bargaining power toward insiders started with the
enterprise reforms during the late 1980s, but the trend was reinforced
by the collapse of the Soviet state. The new government has been un-
able to reassert its nominal property rights over state-owned assets,
which still represent the bulk of large enterprises. For the most part,
the privatization program has merely legitimized the de facto distribu-
tion of control. Most large enterprises have been privatized by trans-
ferring ownership rights to incumbent managers and workers. Through
lock-in arrangements workers are prevented from selling their equity-
holdings. Insider control is mirrored in boards and shareholder meet-
ings captured by management, and with few external directors.

The picture in the Visegrad countries is similar, with some varia-
tions. For historical reasons, workers in Poland, and probably in
Hungary, seem to have more influence over strategic decisions thaa
Russian workers (Fan and Schaffer 1994). In the Czech Republic and
Slovakia, the state-before the separation-managed to reassert its
property rights, at least to some extent. Consequently, insider control
is less pronounced, especially in the Czech Republic, where voucher
privatization and the subsequent ernergence of the investment privat-
ization funds have led to a strong concentration of nominal ownership
rights with outside institutions. In the average firm, the leading
investment fund holds 14 percent, and in 25 percent of the firms pri-
vatized in this fashion the largest funds own more than half of the
investment points (Earle, Frydman, and Rapaczynski 1993). Even
though no single fund or group of jointly managed funds is allowed to
vote for more than 20 percent of the outstanding shares, there appear
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to be ample opportunities for funds to circumvent these rules. There
are few signs, however, of these control blocks being translated into
active corporate governance.

The strong position of enterprise managers in the transition econo-
mies is reinforced by the weakness of the financial systems. Reforms to
separate central and commercial banking have been undertaken in all
the countries, but financial institutions are still rudimentary and
financial intermediation is limited. The degree of intermedition and
decentralization of credit allocation also vary substantially across
countries. In Russia, where reforms are relatively recent, decision-
making is still more centralized (Belyanova and Rozinsky, in this
volume; Pohl and Claessen 1994). Money creation is dominated by out-
side money, with the central bank channeling considerable funds to
state enterprises through the largest commercial banks. These so-called
direct credit programs account for the bulk of loans from the banking
sector. Under these programs finance is essentially passive, although
banks have exercised some monitoring since the last years of the Suviet
period.

Much of the Russian banking sector has effectively been captured
by enterprises. Most of the large number of new banks have been
created by enterprises or former ministries. In essence these institutions
are little more than corporate treasuries that handle the cash flows of
individual enterprises and to some extent reshuffle liquidity among
affiliated fi-nns; most credits are short term, typically two to three
months. Enttrprise ownership of banks has perpetuated connected and
inside lending; enterprise deposits are, after central bank contributions,
the most important source of funds for commercial banks. To an in-
creasing extent banks also hold equity in borrowing firms and in
voucher investment funds.

The financial systems in the four Visegrad count.ies have evolved
further and decisiorunmaking has been decentralized (Dittus 1994,). Banks
are more independent from both the central banks and firms, and they
play a more active role in managing their portfolios. Consequently,
bank incentives matter more than in Russia. This is significant because
most banks have been saddled with bad loans from prereform years,
rendering the average cuality of loan portfolios very poor. A num:ber
of recapitalizations have been undertaken with varying results, but
most banks still suffer from low capital adequacy ratios. Commercial
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banks have become important owners in many enterprises, particularly
in the Czech Republic and Hungary. Czech banks directly control
more than 40 percent of the investment points in the first wave of pri-
vatization, and estimates suggest that the figure would rise to 60 percent
if indirect holdings were included (Stern 1993). Three of the top four
investment funds are controlled by banks. In Hungary, bank ownership
is largely a result of conversion of old loans into equityholdings.

Enterprises in the transition economies are establishing links among
themselves through the widespread use of trade credits and, to an in-

creasing extent, crossholdings of equity. The widely reported rise in
enterprise credits in Russia followed attempts by the government to cut
subsidies. In the absence of alternative external sources of finance, trade
credits may offer temporary relief from the effects of fiscal tightening.
Initially the expansion of interenterprise lending and the potential
consequences of accumulating arrears on these credits put strong pres-
sure on the centrau bank, forcing it to bail out firims on several
occasions. The growth in trade credits in Russian entciprises now seems
to have leveled off, because many, firms only accept ca- ½ payments (Fan
and Schaffer 1994). Interenterprise credits have not been as important
in dte Visegrad countries, and they appear to have stabilized at a
reasonable level. In Hungary, however, crossholding of equity has
spread quickly and resulted in a complicated and nontransparent web
of ownership that largely serves to protect insiders against outside
intervention.

The strong insider control in the transition economies of Eastem
Europe and Russia also stems from the poor enforcement of property
rights. While the role of formal legal codes in economic transition
probably should not be overemphasized, the general ambiguirt about
ex&sting property rights is harmful. This ambiguiry arises partly from
weaknesses in the legal environment, but more important is the volatile
macroeconomic situation and the fragility of the political system. The
problem is particularly severe in the emerging pnvat;e sector and
recently privatized firms that want to raise external funds. The high
uncertainty also increases the option value of waiting to invest and
reinforces the corporate governance problem by contaminating the
signals generated by increasing market competition.

The strong insider control, the ambiguity about property rights,
and the high general uncertainty have made the legal buying and selling
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of corporate assets more difficult. The illiquidity of assets is particularly
severe for real estate, where the details of the legal framework often
have not been woorked out yet through legislation and case law. The
absence of a market for corporate assets severely impedes the possibil-
ities of enterprises to raise outside funds.

Wthat Do Insiders Do?

What kind of behavior should we expect from enterprises controlled by
managers in what is, in effea, a corporate governance vacuum? First,
while there are some spectacular examples to the contrary, widespread
asset stripping in unlikely. Managers are de facto, and in Russia and
Poland increasingly de jure, owners of the enterprises, and thus we
slhould expect them to maximize the surplus generated by corporate
assets. In highly liquid asset markets, liquidated assets sell at a large
discount, and managers consequently prefer to keep the firm as a going
concern. Furthermore, as managerial labor markets develop, short-term
behavior is increasingly likely to be penalized. Scant empirical evidence
also suggests that asset stripping has been less widespread than often is
believed (see, for example, Pinto, Belka, and Krajewki 1993; Estrin,
Schaffer, and Singh 1993; Fan and Schaffer 1994).

Second, it is not clear that firms controlled by managers will
completely abstain from labor shedding and liquidation of unprofitable
production units. Without access to external finance, cutting costs may
be the only way to increase the surplus generated internally. While
there undoubtedly ate a number enterprises where management and
labor have joined forces, surveys indicate that such collusion is not the
general pictuie (Estrin, Schaffer, and Singh 1993; Fan and Schaffer
1994). On the contrary, insider-controlled enterprises have reduced
their work force substantially and closed down loss-making activities.
Even in Poland, w'here worker control plays an important role, firms
fire employees and liquidatc inefficient units.

Third, while Rusiiar: managers do seem to cut costs, they are not
investing sufficiently in new technology and capacity. The level of
investments in Russia has fallen more than production since the dis-
solution of the Soviet state; the current level is only 50 percdnt of that
in 1990. At least to some extent, the disproportionate fall in investment
activity can be explained by the lack of external funds. The fundamen-
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ud dilemma of insiders is that their strong control over assets makes
them unable to convince outsiders to contribute capital. In the Visegrad
countries external finance does seem to play a larger role, and invest-
ment has not fallen as much as production.

The picture of corporate governance that emerges in the transition
economies is a scattered one; in Russia many enterprises still have direct
channels to the central bank or the state budget, but the bulk of indus-
try is severely constrained by lack of corporate governance and sub-
sequent problems in obtaining outside finance. If macrostabilization is
to be successful, the budget constraint for the first group must harden,
and viable firms need to find new sources of funds. For the second
group, the external finance constraint will become increasingly severe
as competition increases and internally generated funds decrease further.
In the Visegrad countries the budget constraints have hardened signif-
icantly following stricter banking regulation and increasing competition
among banks, but strong insider control and a weak legal framework
still limit the possibilities of many firms to obtain outside finance
(ittus 1994). Mounting evidence also suggests that many of tlhe soft fi-
nancing practices of the prereform period persist (for a study of credit
flows in Poland, see Anderson 1994).

Corporate Governance and Finance:
A Conceptual Framework

To many observers the significance of corporate govemance to the
transformation process is of fairly recent origin; privatization and
market liberalization were supposed to be sufficent. As the need for
governance has become increasigly urgent, a heated discussion has
evolved around the choice among institutional arrangements. To make
this choice we need a conceptual framework that allows us to describe
and analyze different kinds of corporate governance institutions and
different forms of corporate governance. Furthermore, in order for us
to evaluate the feasibility of particular governance arrangements in the
transition economies, such a framework should say something about
the conditions under which particular arrangements will emerge. A
framework must therefore show how the different aspects of a corpo-
rate governance arrangement relate to each other, to other aspects of
the financial system, and to the rest of the economy.
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This section briefly surveys the recent literature on corporate gov-
ernance and extracts some basic concepts that can provide building
blocks in such a framework. These concepts distinguish the basic forms
of external finance, and they allow us to classify existing and potentidal
fmancial institutions and financial systems. This article certainly is not
the first to present such a framework (see, for example, Rybczinski
1984; Zysman 1985; Mayer 1993). What distinguishes the framework
advanced here is that it that is derived direcdy from an explicit theory
of corporate finance. Thus, the first step is to understand the basic
problems facing a firm seeking to raise external finance.

The Basic Finance Problem: The nsiders 'Dilemma

While it may be expressed to extremes in the transition economies, the
insiders" dilemma, in essence, is nothing but the agency problem at the
core of recent literature on corporate governance in finance. An en-
trepreneur, or the management of a firm, has ideas but insufficient
internal funds to realize these ideas. The firm must then ask investors
to contribute capital against promises of being paid back out of future
revenues. To reduce the costs of external finance, or sometimes to
obtain funds at all, promises to use invested capital in particular ways
and to pay investors back must be made credible. The insiders' dilem-
ma is that to improve credibility they must either issue contingent
ownership rights to assets and cash flows of the firm (for example, by
providing collateral) or give up some control over investment decisions.
These options-here called arm's-length and control-oriented finance-
represent two generic solutions to the basic problem of corporate
finance.

The choice of terminology is somewhat arbitrary. Holmstrom
(1992) and Holmstr8m and Tirole (1993) use the terms "intermediated,"
"monitored," and "informed' interchangeably for what is here called
control-oriented finance, and 'uninforned" and aunmonitored" for
arm's-length finance. None of these terms is ideal. Monitoring is just
one form of financial intermediation. The dichotomy "uninformed-
informed" highlights the information available to investors, whereas the
crucial distinction here is whether or not investors influence investment
decisions; "monitoring" is also often used to denote the collection of
information. Furthermore, 'uninformed" and "unmonitored" suggest
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that assessing collateral requires no information. On the contrary,
arm's-length finance requires information verifiable by courts; under
control-oriented finance only the information of controlling investors
matters.

Before discussing these generic forms of external finance, two points
should be made. First, the relative importance of external finance, and
consequently of corporate governance, depend on a firm's ability to
generate funds internally. As this ability varies across firms and indus-
tries and over the business cycle, so does the role of external finance.
Second, the finance decision-that is, the clhoice between internal and
external finance and among sources of external finance-may itself be
subject to agency problems. For ex-ample, even though a firm has prof-
itable investment opportunities, a manager may decide not to raise
funds externally, because he would have to give up some control rights.
This seems to be the prevailing attitude among many managers in the
transition economies at the moment.

Arm's-Length Finance: "Governance by Objective"

The literature on arm's-length finance has focused on the problem of
getting the firm to pay out at all. Loosely speaking, arm's-length fi-
nance is "corporate governance by objective"; investors do not interfere
directly in strategic decisions as long as they are paid according to
contract. This, in a sense, is the extreme case of insider control. Arm's-
length finance does not rule out intervention. Nevertheless, the initial
investors rely on the external mechanisms such as the market for cor-
porate control or bankruptcy courts to achieve such intervention.

While investors do not intervene in the investment decision itself,
they can, when the firm fails to pay out, foredose, or at least threaten
to foreclose, on assets or cash flows specified in the financial contract.
The scope for external finance is here limited by what is credibly
contractable-that is, what can be enforced in court. Whereas cash
flows in a firm may be difficult to use as the basis for a contract, physi-
cal assets, in particular buildings and land, but also machines, may be
more easily valued. The use of such collateral reduces the downside risk
for the investor, but it also affects the cx post bargaining situation
between the firm and its investors (Hart and Moore 1989, 1991). If the
collateralized assets are important to the future earnings capacity of the
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firm, a threat to take possession can be used to extract funds when the
firm refises to pay out. Giving an outside investor such liquidation
rights ex post can make a commitment to pay out credible ex ante.

The problem with the threat to liquidate is that this also hurts in-
vestors if they have long-term interests, such as equity or long-
term debt, in the firm. To make the threat more effective, and thus
strengthen commitment ex ante, investors can separate their claims over
time (Berglbf and von Thadden, forthcoming). When an investor with
collateral only holds short-term claims, the liquidation threat becomes
more credible. Thus, arm's-length fmance helps explain why firms often
have both long-term and short-term investors, why their financial
claims differ in security interests and priority, and why they specialize
in particular claims. The relative bargaining power of the firm may also
depend on the number of investors involved in bargaining and the
allocation of security interests among them (Bohton and Scharfstein
1992); theoretical and empirical evidence suggests that more complicated
capital structures with a large number of investors holding different
kinds of claims may make the firm weaker in ex post bargaining. When
investors are dispersed and have conflicting interests, it may be more
difficult for them to agree to reschedule their claims.

It should be emphasized that a firm relying on arm's-length finance
does not only raise external finance in the form of secured debt. In
Berglbf and von Thadden (forthcoming), the firm issues both secured
short-term debt and equity, and sometimes bonds. In most cases some
of the firm's cash flows are also verifiable, that is, enforceable in court,
and can thus be contracted credibly in the form of equity or unsecured
debt. The extent of verifiability of assets and cash flows depends on a
broad range of factors, such as the nature of the firm's business, audit-
ing requirements, the sophistication of outside analysts, whether the
firm is publicly listed or not, and the capability of the legal system.

Under arm's-length finance there is a strong connection between
the nature of a firm's assets and its finance capacity-the more liquid
its assets are, the more, or the cheaper, capital it can raise. This may
help explain why small firms, medium-size firms, and new firms, for
which less information is publicly available, are more dependent on
expensive short-term bank finance than larger and older, relatively
better-known, firms. By the logic of arm's-length finance it is in a
firm's interest to seek secured short-term finance from "tou" bar-
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gainers, such as banks with large resources and a reputation at stake in
other credit relationships; this further improves the commitment power
of security interests.

The scope for arm's-length finance is strongly affected by the
general state of the economy. The threat to liquidate is more effective,
and arm's-length finance consequently more attractive, when liqui-
dation values are high-that is, when asset markets are liquid ancd assets
are not specalized (Shleifer and Vishny 1992). When asset values are
depressed-for example, in a recession or after demand has fallen in an
industry-investors will demand more collateral and previously uncon-
stained firms may have problems raising funds. The need for collateral-
izable assets-and cash flows-can thus also help explain why the effects
of economic downturns on financing conditions differ across firms of
different sizes and across industries, and why in a recovery credit con-
strints loosen faster for some finns than for others.

In the transition economies the illiquidity of asset markets is further
reinforced by the ambiguity of property rights and the prohibitions
against transfers of certain assets. The extreme situation of insider
control studied in the literature on arm's-length finance is not extreme
enough-in many enterprises in the transition economies there may be
few, if any, assets that can be contracted, In such an environment,
control-oriented finance may be the only option open to firms.

Control-Oriented Finance: "Governance by Intervention"

Under control-oriented finance investors take it upon themselves to
reduce agency problems by monitoring the firm's investment decisions
(H-lmstr6m and Tirole 1993). If arm's-length finance implies "gover-
nance by objective," then control-oriented finance is 'governance by
intervention." The exercise of control can take many forms, such as
vetoing inefficiert decisions or using control rights to force the imple-
mentation of efficient decisions. Replacing man2agement when it under-
takes certain actions, or fails to undertake thers, is a similar way of
affecting investment decisions.

As illustrated by figure 3-1, the nature of control is affected by the
kind of claims held by the investor and by her capital structure. If the
investor only holds debt in the firm, control rights are state-contingent
in the sense that they are exercised primarily in bad states of nature
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Figure 3-1. Different Forms of Control and the Balance Sheet
of Controlling Investors

Controlling Creditor Controlling Sharebolder

Debt Equity j Debt Equity

I ~~Assets AssetsI

Controlled Firm Debt j Equity
Assets

when the firm cannot meet its payment obligation (Aighion and Bolton
1992). If the intermediary only holds equity, control is confined to non-
default states. In many firms debt and equity control are performed by
different investors. In some cases the investor holds both debt and
equity claims on the same firm, and the exercise of control could occur
across all states, with the nature of intervention changing as the firm
comes into financial difficulties.

Debt and equity control also differ because of the different return
schedules associated with these instruments. The fixed payment with no
share in upside returns makes the monitor toulgh-that is, more likely
to favor less risky actions, such as a discontinuation of particular
projects or of the entire frm (Dewatripont and Tirole, forthcoming).
Equity, in contrast, is soft, with a bias in favor of incumbent manage-
ment and continued operation of the firm. Thus, while debt and equity
control complement each other, it is more doubtful whether they can
serve as substitutes for one another.
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The optimal form of control depends on the nature of the agency
problem between the firm and its investor-that is, whether the firm
is likely to underinvest or overinvest and whether conflicts are stte-
contingent or not. If the firm is inclined to excessively risky actions,
the bias of debt could serve as a counterbalance to management. If
potential underinvestment is the problem, debt may reinforce the
agency problem. Similarly, if management is mnore likely to behave
inefficiently when the firm is doing poorly-for example, by refraining
from shedding labor or by gambling for resurrection-state-contingent,
or debt, control may be preferable. If the main agency problem is to
prevent managers from building empires in otherwise healthy
companies, we should expect to observe eaquity control (under arm's-
length finance the same objective would be achieved by issuing debt;
see jensen 1986). The difference in nature between debt and equity
control suggests that a specialization among controlling entities may be
preferable. Liquidation and restructuring in bad states of narure also
require quite different skills from those needed to constrain a
management inclined to empire building in a firm that is doing well.

Control can be exercised directly by an individual investor, but also
by an intermediary with liquid claims (for example, short-term deposits
and listed equity) on the liability side of the balance sheet and illiquid
claims (such as debt and equity holdings in client firms) on the asset
side; intermediation transforms illiquid claims into liquid ones. It is
the combination of the information collected and the control rights
exercised that allow such intermediation.-

Thus, to understand the nature of monitoring we have to scudy not
only the type of instruments held by the controlling entity but also
the concentration of these holdings in its portfolio and the incentives
provided by its balance sheet. Two useful distinctions can be made be-
tween portfolio-oriented and control-oriented investors, and between
well-capitalized and heavily leveraged investors. A portfolio-oriented
investor emphasizes diversification of risk and has little incentive to
exercise control, and thus typically purchases arm's-length insruments.
A control-oriented investor foregoes diversification opportunities to
exercise control, or at least to have the potential of doing so. For a
control-oriented investor the composition of the balance sheet may
affect incentives to monitor. A poorly capitalized bank, or a bank that
is -xplicitly or implicitly insured against downside risks, may support
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riskier investments than desirable, or it may shirk in the exercise of
control. High leverage where default leads to dire consequences for
management may also provide incentives for monitoring.

The control-oriented investor's costs of monitoring are the
diversification opportunities foregone and the expenses in collecting
information and influencing strategic decisions. Because holding large
control blocks involves fixed costs, control-oriented financial arrange-
ments are typically long term, and control blocks of equitr and bank
debt tend to be less liquid than minority equity and bonds. In addition,
when resources available for the exercise of control are scarce (for
example, in an economy undergoing transition and where existing insti-
tutions are still in embryonic form), state-contingent debt control may
economize on controlling costs by allowing financial distress to serve
as a screening device-as long as the firm is doing fine the intermediary
basically remains passive, and its control is only activated when a firm
enters into distres Debt control thus offers a screening device that
allows nvestors to identify the firms most in need of monitoring.

A wide range of institutions-not only banks, but also investment
companies, mutual finds, and even other enterprises-may exercise
control. Figure 3-2 dassifies existing and potential control-oriented in-
vestors according to capitalization and kind of control. These basic con-
cepts clarify the debate concerning the choice between different control-
oriented intermediaries, such as mutual funds as opposed to commercial
banks. In the terminology used here, the mutual funds put forth in the
debate are well-capitalized (basically all-equity) intermediaries exercising
governance through controlling blocks of equity. Commercial banks
are less well-capitalized, particularly in the transition economies, and
control is primarily based on large debt holdings, but possibly on
holdings of equity as well. In the popular debate the two kinds of inter-
mediaries are often treated as mutually exclusive. The corporate gover-
nance literature suggests, however, that mutual funds and commercial
banks complement each other not only in the financial system as a
whole, but also in the individual firm.

The conceptual framework also throws some light on the emerging
intermediaries in the transition economies. Figure 3-1 suggests that the
juxtaposition of mutual funds and commercial banks is misleading. Call-
ing the Czech investment privatization funds "mutual" is a misnomer.
These intermediaries have complex capital structures, with equity hold-
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Figure 3-2. Control-Oriented Investors by Capitalization
and Kind of Control

Debt Control Equity Control

Leverged Commercial banks in transition economies

Czech banks controlling investment funds

Czech investment funds

German and Japanese commercial banks

Industrial enterprises

Capitalized Open-end mutual funds

ings by banks and private individuals, and debt claims held by the
original voucher holders. Viewed in this way, many of the funds are
heavily leveraged andc vulnerable to systemic shocks in much the same
way as banks. Many of the so-called investment funds emerging from
voucher privatization in the Czech Republic and Russia are strongly
affiliated with commercial banks. Thus, for the purposes of governance,
the two intermediaries form part of a single state-contingent corporate
governance arrangement where control shifts from equity to debt when
firms come into fin-ancial distress.

Intermediaries can also control each other through mutual arrange-
ments, and one intermediary can specialize in controlling other inter-
mediaries. Ultimately, however, the question of intermediary incentives
raises the perennial issue of awho controls the controllers," ancd the
credibility of the government in disciplining failing institutions-an
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issue of acute importance in the transition economies addressed in the
final section of the chapter.

The Firm 's Capital Stnrctzre and the Financial System

Whereas these two forms of finance are distinct in theory, in reality
they may be more difficult to discern. For example, claims originally
issued as arm's-length finance can later turn into control-oriented fi-
nance. For example, a portfolio-oriented investor may change strategy
and decide to take over control of the firm by increasing her stake.
Similarly, it is not uncommon for a bank, even though it was not
control-oriented initially, to purchase the claims of otlher creditors
when a debtor firm enters into financial distress. In their ambition to
hold the market portfolio, certain large, portfolio-oriented investors-
for example, some pension funds in the United States-also have come
to hold such large stakes in individual firms that they are more or less
forced to exercise control. Of course, a control-oriented investor may
later divest his controlling share, as is common in venture capital
finance, for example.

Arm's-length and control-oriented finance may also be difficult to
distinguish because many, if not most, firms raise funds through both
arm's-length and control-oriented finance; the two forms of finance
complement rather than substitute for each other. For example, the
contingent liquidation rights associated with secured debt may serve to
increase the effectiveness of monitoring. Effective monitoring may also
reduce the uncertainty about underlying assets, thus increasing the
firm's capacity to raise arm's-length finance. Similarly, the guarantees
implied by the presence of a main bank may make other investors
more willing to commit to arm's-length fiance. Indeed, the impor-
tance of commercial banks in most countries derives to some extent
from the ability of these institutions to provide both kinds of finance.
The combination of seats on the board, votes in the general share-
holders' meetings, and security interests in crucial buildings or machin-
ery should increase the likelihood of monitoring being effective.

The two forms of finance also complement each other because they
are influenced by different factors. For arm's-length finance, the nature
of a firm's assets plays an inportant role. This form of finance also
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strongly relies on the liquidity of markets for corporate assets, and con-
sequently on the extent of enforcement of property rights and general
business conditions. The conditions for control-oriented finance are less
well understood, but establishing and maintaining monitoring relation-
ships is costly; control-oriented finance should be expected to be more
long term and less vulnerable to short-term fluctuations. In addition,
while the exercise of control requires sophisticated institutions, control-
oriented finance may be less dependent on the formal legal framework.

The relative importance of arm's-length and control-oriented fi-
nance should vary not only across firms and industries, but also across
countries. Unfortunately, traditional financial statistics do not dis-

tinguish between arm's-length and control-oriented finance; equity fi-
nance can be both arm's4length and control-oriented, as can bank debt.
In addition, differences in accounting and statistical methods make
reliable international comparisons of patterns of finance across coun-
tries difficult. The evidence suggests, however, that internal finance is
by far the most important source of finance, and debt finance the most
important external source, in all the major industrialized countries
(Mayer 1990). There appear to be significant international variations in
the degree and nature of intermediation within economies, across indus-
tries, and across firms of different sizes, as well as across countries,
depending on level of development and institutional arrangements.

While the dominance of internal funds in total finance and bank
loans in external finance is virtually universal, there appear to be
significant international variations in the degree and nature of control
orientation within economies, across industries, across firms of different
sizes, and across countries, depending on level of development and insti-
tutional arrangements. The clustering of these arrangements suggests a
strong interconnectedness among different aspects of the financial
systems. For example, countries with strong commercial banks tend to
have a higher share of control-oriented finance, more concentrated
ownership of debt and equity, less turnover in control positions, and
less liquid markets for equity and debt. Attempts have been made to
understand these patterns by classifying financial systems into broad
categories such as bank-oriented and market-oriented, or market-based
and credit-based Table 3-1 shows one, necessarily simplistic, classi-
fication. To make clear the link between the basic form of finance and
the financial system, and avoid some of the misleading associations of
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Table 3-1. Financial Systems and Capital Structure

Type offinancial system

Item Control-oriented Arm's-length

General cbaracterisrtc
Share of control-oriented finance High LOw
Depth and width of financial markets Low High
Bank assets as a share of total

financial assets held
by financial institutions High Low

Control-oriented intermrediaries High Low

Likelihood of going public Low High

Importance of market for corporate
control Low High

Creditor structure
Degree of concentration High Low
Bank credits to total liabilities High Low
Bonds to total liabilities Low High
Turnover of holdings Low High

Shareholder structure
Degree of concentration High Low
Bank shareholdings FHigh Low
Interfirm shareholdings High Low
Turnover of control blocks Low High

the previous typologies, the termns arm's-length and control-oriented

financial systems are used here.
Some of the interdependencies in table 3-1 are self-explanatory, even

tautological. It is obvious, at least given the argument pursued here,

that a financial system dependent on control-oriented finance requires

more control-oriented intermediaries, more concentrated capital struc-

tures, and will have lower turnover of large blocks of debt and equity.

High ratios of bank credits to total liabilities and extensive interfirm

shareholdings are also expressions of the significance of control-oriented
finance. The existence of close control relationships may reduce the

incentives to incur the costs of going public and prevent firms from
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going from closely held to widely held. When firms are not widely
held, the market for corporate control can play little role in disciplin-
ing management; a hostile bid is only possible if the controlling owner
has less than a majority of the outstanding shares.

The list of attributes of the financial systems in table 3-1 is by no
means exhaustive, and there is reason to believe that there are more
interesting interrelationships within the financial system, and between
the financial system and the rest of the economic system. Aoki (1984,
1994), for example, in his discussion of the Japanese firm, notes a
strong complementarity between external control systems and the inter-
nal organization and operation of firms. In particular, financial and
employee interests complement each other in influencing managerial
decisions. Given the tradition of worker influence in many of the tran-
sition economies, similar patterns are likely to emerge. Wymeersch
(1994) argues convincingly for a relationship among the financial sys-
tem, firm organization, and the legal framework. He distinguishes
between company-based legal codes that focus on the contractual rela-
tionship between the firm and its investors and enterprise-based legal
codes emphasizing the firm as a productive entity and the role of
codetermination.

The distinction between arm's-length and control-oriented financial
systems suggests two fundamentally different models of capitalism-one
where ownership and control have become strongly separated and one
where this separation is much less important. That ownership and con-
trol are more closely associated does not imply that this holds for the
ultimate distribution of wealth and control over enterprises. While
family ownership seems to play a more important role in large enter-
prises in control-oriented systems, indirect ownership through inter-
mediary institutions also is more common; this helps explain the many
layers of ownership observed in, for example, German enterprises by
Franks and Mayer (1992). It is likely that we will see similar pattents
emerging in the transition econories of Eastem Europe and the former
Soviet Union.

The conceptual framework of table 3-1 places the corporate
governance discussion in the larger context of the financLal system. The
classification is based on observations of developed capitalist economies,
but it allows us to speculate about where the transition economies are
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heading. There are a number of signs that these systems, sometimes
despite government policy, are becoming increasingly control-oriented.
Even in countries that have followed equity-based voucher privat-
izations, such as the Czech Republic and Russia, banks seem to emerge
as the most important outside investors, in some cases by investing
directly in firms, but often indirectly by buying into investment funds.
The observation that these financial systems are becoming control-
oriented has implications not only for intermediation, but also for the
evolution of equity and bond markets and financial regulation. Before
suggesting the main lessons for policy, however, the framework is illus-
trated using a particular governance arrangement that combines
different forms of finance and intermediation.

An Example: The Japanese Main Bank System
and the Financial Keiretsu

A first indication of the usefulness of a conceptual framework is given
by its ability to characterize existing governance arrangements. This
section describes corporate governance in Japan, focusing on the main

bank system and the closely associated financial keiretsu. These arrange-
ments have been put forth as models for transition economies (for ex-
ample, in Bardhan and Roemer 1992). Extensive research in recent years
has provided detailed information on their structure and behavior (for
a recent characterization, see Aoki, Patrick, and Sheard 1994). The
example of corporate governance in Japan also yields further insights
into how the differenL forms of finance complement each other and
how the different aspects of governance arrangements are related.

The main bank system andc the financial keiretsu are essentially two

different, but overlapping and complementary, corporate governance
arrangements. The, main bank system combines relationships between
banks and firms, among banks, and between banks and regulatory insti-
tutions. Almost all Japanese firms have dose links to one particular
bank. These relationships involve loans, but also assistance in bond
issues, shareholdings, payment settlement accounts, and various infor-
mational and managerial services. Many, mosdy larger, firms also have
relationships among themselves, denoted financial keiretsu. These inter-
firm links include crossholdings of equity and debt (through trade
credit), trade in goods and services, and, for core firms, membership in
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Presidents' Clubs. The main bank can be viewed as the foundation,
and the financial keiretsu reinforces this foundation. Core firms are
more closely tied together, while peripheral firms form much looser
relationships. There is also variation in the tightness of these linkages
among the financial keiretsu (Hoshi and Ito 1991). For simplicity, this
section focuses on the situation in firms that have both a main bank
relationship and are affiliated with one of the large, more cohesive
financial keiretsa.

The exercise of control in the financial keiretsu is state-contingent.
As long as payment obligations are met, largely passive mutual equity
monitorng among affiliated firms dominates. But when a firm gets into
financial distress, the governance mode shifts to actve intervention,
generally led by the main bank. To obtain early warnings of potential
problems and to facilitate coordination, the bank guarantees trade
credits among keiretsu firms. If a firm defaults on one of its trade
creditors, the claim is transferred to the bank, which then decides on
the form of intervention. Such state-contingent control allows the bank
to focus on restructuring in financial distress. Empirical evidence also
shows that when profits fall in a member firm, both the main bank and
the shareholders send directors to the ailing firm, but if there are
liquidity problems, only the main bank sends directors (Kaplan and
Minton, forthcoming).

Thus, the main bank arrangement with the associated financial
keiretsu is a dynamic relationship that changes in response to the con-
ditions of the individual firm ant the general state of the economy. For
firs that are doing well, the state-contgency feature plays little or no
role, whereas in firms with liquidity problems the possibility of trans-
ferring control to the main bank is crucial. In the era of rapid growth
in the Japanese economy, most firms relied heavily on the main bank
relationship, but in the 1980s the importance of the bank lessened
considerably.

An arrangement based on crossholdings of debt and equity could be
used to entrench incumbent managers of banks and firms from the
pressures of the marketplace. One reason that such "low-effort" equi-
libria are not observed may be found in the capital structure of the
main bank. The bank is heavily leveraged, with most of its liabilities in
short-term deposits. If the bank were to shirk in monitoring, it would
be the first to suffer. Given the implicit and expl;cit government guar-
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antees in case of bank failures, however, leverage may not provide suffi-
cient incentives and may potentially make the bank take larger risks
than desirable. Sheard (forthcomnin) shows that these incentive
problems can be mitigated through delegated monitoring among main
banks. While the group bank is the largest lender in member fiums, the
lending relationship is not exclusive; a firm typically also borrows from
main banks of other groups. These banks monitor each other and dele-
gate to each group's main bank the responsibility of restructuring
member firms in financial distress. The group bank's status as the
largest lender, and in addition that :C has guaranteed much of the
outstanding trade credits, provides it with strong incentives to act on
its promise.

The empirical evidence suggests that keiretsu firms, at least during

certain periods, have been less profitable than independent firms
(Nakatani 1984). The relatively high wage levels in keiretsu firms and

the high interest rates paid to group banks indicate that this may reflect
a distribution of output in favor of insiders at the expense of outside
shareholders and creditors. More important, from an efficiency point
of view, recent research by Hoshi, Kashyap, and Scharfstein (1990a,
199 la) shows that firms affiliated with a financial keiretsu and a main
bank are less sensitive to liquidity fluctuations than independent firms.
In other words, a keirem firm is less likely to have to reduce invest-
ments or shed labor in the event of a shortfall in-liquidity; the main
bank relationship provides insulation against the effects of cash
shortages.

As evidenced by the pressure put on banks by the recent decline in
real estate prices, arm's-length finance, although seldom mentioned,
also plays an important role in main bank financing in Japan. The mai
bank usually has at least part of its debt collateralized in prime assets.
While the bank appears willing to make concessions outside of formal
bankruptcy, it seems to pursue its security interests vigorously once a
firm has ended up in court (Packer and Ryzer 1992).

The financial keiretsu thus illustrates how arm's-length and
control-oriented finance, along with debt and equity monitoring, can
be combined into a state-contingent monitoring mechanism, with a cnrt-
ical role played by a heavily leveraged, control-oriented intermediary.
The nature of the exercise of control changes from passive mutual mon-
itoring based on equityholdings among firms to active intervention by
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a control-oriented intermediary holdingdebt claims. The example, how-
ever, also shows how the concepts provided by the framework only
capture part of the complexity of the relationships between the bank
and the firm and among firms. In particular, the analysis focuses only
on the formal aspects of the relationships-the holdings of equity and
debt-but does not include the informational and other services per-
formed by the bank. The interfirm relationships within the financial
keiretsa also involve the exchange of goods and services that are gen-
erally outside the analysis. Furthermore, the framework does not con-
sider the role of the government in monitoring intermediaries. Finally,
by focusing on the relationships between the firm and investors, this
literature does not consider the interaction between these relationships
and the internal organization of the firm. All these limitations should
be kept in mind in considering the policy implications.

Some Lessons for Transition Economies

The research on corporate governance is still in its infancy, but the
literature provides a basic framework for description and analysis. This
framework suggests some preliminary lessons for corporate governance
in transition economies.

Internally generated funds will be by far the most important
source ofiznance. This is true in all industrialized countries, but
the costs of external finance are likely to be particularly high
in the transition economies given the weak outside institutions
and legal framework

L Most of the external funding will have to come from control-
onrentendfinance. The markets for real assets will remain illiquid,
at least in the medium term, because of strong insider control
and poor enforcement of property rights. Efforts to privatize
and facilitate transfer of real estate are particularly important
for arm's-length finance to develop.

* Stock and bond markets are not going to play a major role in the
provision of funds during early phases of economic transition.
Promoting the liquidity of stock and bond markets is of second
order compared with the promotion of liquidity in markets for
real assets. Raising funds through minority equity is likely to
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be particularly difficult given the strong insider control and
poor protection of minonrty interests. Nevertheless, equity
markets may gradually come to play a role in facilitating
ownership transfer, particularly if workers start to sell their
shares, and ultimately also in generating information about the
performance of companies. There may be a tradeoff, however,
between the liquidity of stock markets and the incenrives to
take control positions and exercise control; investors may
choose "exit" rather than "voice" as a means of expressing their
dissatisfaction with incurbent management.
Holdings of debt and equity uill be concentrated, with little
turnover in control blocks. The corollary of illiquid stock and
bond markets is highly concentrated and stable ownership
structures. Patterns of ownership and control established at
early stages of transition are likely to persist over long periods
of time. In general, intermediaries should be prone to control-
orientation in transition economies given the limited diversi-
ficaton opporunuities open to them.
C ontrol-oriented intermediies will use both debt and equity
monitoring. Debt and equity control complement each other;
both are needed. Given the nature of the corporate governance
problem, however, with severe agency problems in poorly per-
forming firns and the need for drastic restrucrarings, the kind
of control exercised through debt holdings is lkely to be par-
ticularly important. The scarcity of monitoring resources also
suggests some that state-contingent monitoring will dominate.

* Both mutal funds and commercial banks eill be needed, bet
banks are likely to be more important in corporate governance.
The two control-oriented intermediaries can complement, com-
pete with, and monitor each other. Given the need for debt
inonitoring, however, commercial banls should play the most
important role, and their ability to provide several kinds of fi-
nance may prove valuable.

* The functional secialization associated with some Western finan-
cia/ systems may not be feasible in the trasition economies. The
exercise of control typically implies finctional overlap; control-
oriented intermediaries are closely involved in all -stages of
financial relationship& Many of the countries in Eastern Europe
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have already opted for legislation allowing banks to play such
a role. Such broader banks may be the only feasible solution in
situations where boundaries between different banking activities
are by necessity gong to be fluid. Allowing banks to hold
equity and to take equity as collateral (debt is then transferred
into equity in financial distress) may facilitate industrial
restructuring.

* The initial cboice of a privatization scbeme may not be decisive in
detennining the evoluion of the financial syste. Whereas the
initial distribution of property rights inpnrvatization may affect
which institutions come to exerase control, the choice of the
basic form of finance and kind of control-oriented finance is
determined by fundamental characteristics of the institutional
environment and the governance problem at hand. In parnic-
ular, "giveaway" schemes, as shown. in the Czech Republic and
Russia, do not guarantee that arm's-length systemT will emerge.
In the Czech case, the dispersed holdings of vouchers rapidly
became concentrated with the emergence of the so-called
mutual funds, and the strengthening of ties betweea these
insiotutions and the comrnercial banks suggest that the fi-
nancial system is becoming increasingly control-oriented. The
equity purchases by Russian banks in investment funds indicate
that this country is heading in a similar direction.

What Can We Expect from Banks?

The corporate governance literature emphasizes the need for strong,
independent institutions capable of monitoring investment decisions m
industrial enterprses. The discussion so far has suggested that commer-
cial banks have an important role to play in the exercise of corporate
govemarnce in the transition economies. This section asks whether exist-
ing banks can be expected to play this role. The emphasis is on under-
standing the banks' incentives in monitoring firms in these countries.

Even someone sympathetic to the general approach of the corporate
governance literature could question its applicability to the countries in
transition. Bank monitoring may be desirable, the critic may argue, but
the present state of the banking sector simply does not make this a fea-
sible option. The large commercial banks in these countries are simply
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products of the old mnonobank system populated by thoroughly corrupt
bureaucrats with limited understanding of finance in a market econo-
my. Even if these banks and their staff were reformable, the analysis
overlooks the fragility of the banking sector. Macroeconomic instability
and the financial heritage from the old system is likely to give rise to
repeated bank insolvencies, and subsequent bailouts by the government-
Under such circumstances it is questionable whether banks have the
right incentives to monitor firms.

Do Bank Incentzites Mfatter, and What Are They?

A first question is, of course, whether incentives matter, or whether
they are suffictent to change managerial behavior. In its extreme form,
the corruption argument says that incentives will not make a difference
when they are applied in the old institutional strucLures. When 2 group

of managers decides to leave their old bank to set up shoo next door,
however, they will behave efficiently. At the other extreme, only incen-
tives matter; with the appropriate reward and punishment structures,
any manager can be expected to behave efficiently to the best of his
ability. An intermediate view, and the one tken here, is that while
institutions are important, much can be gained by getting incentives
right. The skilLs and information necessary for effective moniroring are
in short supply, and the problem is to determine where these resources
are used most efficiently. In any case, from a policy point of view the
debate over the choice between new and old banks appears to be dead;
most countries have opted for policies that involve both new and old
institutions. Early evidence suggests that competition in banking is
increasing, and that new banks are gaiing market shares (Dittus 1994).
The issue addressed here is how these institutions-new or old-can be
gliven the right incentives.

There is, however, a second reason why incentives, at least the
incentives provided by the banks' balance sheets, would not matter:
the banks may not be making the lending decisions. In the first phase
of financial transition, at the stage of Russia at the moment, the bank-
ing system is still dominated by the large funds channeled from the
Central Bank to state-owned enterprises. Most decisions in the financial
systems remain centralized, and the incentives provided by the compo-
sition of bank portfolios, and potential future bailouts, thus play a



7Te 7heory and Its Policy Implications 85

limited role. In the second phase, where we find the most advanced
transition economies of Poland, Hungary, and the Czech Republic, de-
cisionmaking has become more decentralized. The incentives facing
financial institutions, and commercial banks in particular, then become
important. Banks that have inherited poor loan portfolios may not feel
motivated to monitor clients, not evel new customers. ht is not until
the financial system has entered into this second phase of transition
that the fragility of the banking system has an important impact on
banks' incentives.

How bad are existing bank portfolios? There is no easy answer to
this question. A thorough study by Dintus (1994), however, suggests
that the problem may have beea exaggerated. Indeed, while the situa-
tion is still serious, and capital adequacy ratios low by Western
standards, available evidence indicates that the problem is dose to a
solution in the Czech Republic and of manageable proportions in
Hungary. In Poland, the poor quality of bank portfolios remain an
important problem, and further recapitalizadons will be needed. No re-
liable information is available for Slovakia after the separation, but
earlier figures point to a situation somewhere in between those of the
Czech Republic and Poland. In Russia the high inflation has drastically
reduced the value of financial claims, eliminating the problem of bad
loans, but leaving a very small and fragmented banking sector.

What, then, are the consequences of bad portfolios on the incen-
tives of banks to take control positions and exercise control? The stance
most often taken is that banks with poor portfolios will be soft in lend-
ing and negligent in monitoring enterprises; managers know that they
are going to be bailed out, or that things are over no matter what. Sur-
prisingly to many, recent survey evidence from Poland suggests that the
effects of the poor quality of banks' loan portfolios on corporate
governance are much weaker than expected (Earin, Schaffer, and Singh
1993). Even banks with large amournts of bad loans seem to monitor
new credits in a satisfactory way, and they do not throw good money
after bad to the extent expected. The Dittus study reinforces this
impression. In 1992 enterprises in the four Visegrad countries paid
more m interest than they received in new loans. In Hungary, enter-
prises even paid back part of their loans. He also shows convcingly
that the fall in bank lending does not reflect lower demand by enter-
prises. His findings raise the question of whether banking regulation
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may have become too strict too quickly; all the countries experienced
t' sLvere credit crunch in 1992, with potentially large costs in profitable
investuients foregone. Judging from the Dittus study, banks, if any-
thing, seem to be too tough. A possible interpretation supported by
other casual evidence is that while banks tend to be soft on old loans,
they are hard on new lending.

One explanation for why the relationship between stocks and flows
of loans may be weaker than previously thought is that the incentives
facing a bank manager may have been conceived too narrowly. Man-
agerial decision may, for example, also be influenced by an emerging
market for bank managers and increasing competition in the banking
sector. In addition, bank managers may take into account the expected
.consequences for management of government bailouts. A number of
bailouts of banks have already taken place in Eastern Europe, and more
must be expected. There is no question that across-the-board bailouts
are bad for incentives; bad banks are rewarded whereas good banks are
penalized. If bad banking can- be distinguished from good ex post, how-
ever, at least to some extent, the government may be able to infiluence
incentives ex ante. The experience from bank bailouts-for example, in
Scandinavia-shows that the government, by default, has wide discre-
tion after a bank failure has occurred. Regulators have used this dis-
cretion to, among other things, replace and fine managers and directors,
force bank mergers, close unprofitable operations, undertake training
programs, and alter lending routines. If bank managers know that, even
though depositors are protected, they themselves are not, government
guarantees may be less harmful to incentives. Indeecd, bank bailouts,
although costly and undesirable, have proven to be useful tools for re-
structuring the banking sector and correcting managerial failure.

Even if banks could be expected to monitor firms effectively in a
fragile financial system, having banks heavily involved in the manufac-
turing sector could have negative consequences for the stability of bank-
ing and the entire financial system. The "corporate governance" view
of banking does not address this second, systemic, effect of fragility.
Mounting empirical evidence suggests that a collapse in the credit sys-
tem, and ultimately in the payment system, can be very costly, in par-
ticular for small and medium-size firms. It seems to be these effects of
fragility, rather than the weakened monitoring incentives, that have
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been on regulators' minds in many Western countries. Any discussion
of the role of banks in corporate governance iii transition economies
must take these systemwide effects into account. The analysis thus sug-
gests a tradeoff between gains from improved corporate governance and
the costs of a more fragile financial system.

What Can Be Done to Reduce the Fragility
of the Banking Sector?

Much of the fragility of the banking sector in the transition economies
stems from bad loans incurred prior to or in early phases of economic
reform. These bad loans represelnt claims on enterprises in need of
restructuring, and sometmes complete liquidation. The corporate gov-
ernance literature suggests that recapitalization and corporate restruc-
turing must go hand in hand; the balance sheets of the banks should,
as far as possible, be dleared up without destroying the incentives for
firms to restructure and for banks to monitor such restructuring. A
number of measures have been undertaken to improve banks' balance
sheets, and others have been proposed. This section briefly describes
the most important experiences and how they can be understood in the
framework of this paper.

The Visegrad countries have tried several ways of recapitalizing
banks. The choice of form has been motivated largely by whether loans
were incurred before* or after reforms started and whether problem
loans were easily identifiable, but also by the preferences of the
individual government (Dittus 1994). In former Czechoslovakia and in
Hungary, where the stocks of old loans with low interest were reason-
ably well defined, the authorities chose to provide interest subsidies to
make the loans yield market-related rates of return. When problem
loans were clearly defined, these loans were transferred to special gov-
ernment agencies. In Poland old loans were generally wiped out by
hyperinflation. When loans had been incurred after economic reforms,
Czechoslovakia and Poland have chosen to recapitalize banks and leave
them to reach workout agreements with debtor firms. Hungary initially
preferred to transfer these loans as well to a government agency, but
later decided to recapitalize. None of the countries, with the exception
of a brief experiment in Hungary, has attempted to use government
guarantees to clean up bank portfolios.
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The Polish restructuring scheme illustrates well how incentives can
be maintained throughout the process. After a major recapitalization
early in 1993, the authorities deliberately involved the banks in the re-
structuring process; 3,000 eniterprises with substandard loans have been
allocated to special workout departments in nine "target" banks. The
banks and the debtor firms were supposed to have struck agreements
on their loans by March 31, 1994, or the firms would face liquidation.
Some 200 enterprises were granted reprieves with gradually declining
subsidies. The government could play an important role in restructur-
ing (van Wiinbergen 1993). In most firms government is both the lar-
gest owner and the senior creditor because of tax liabilities. To achieve
agreements among the involved parties, the governrnent usually has to
both extinguish its old equity and to give up its senior claim status. In
addition, the government has matched debt reductions by other cred-
itors and participated in the conversion of debt into new equity.

What Can We Expect from the Government?

A commercial banking sector involved in monitoring manufacturing
firms clearly relies on the government playing an active role in main-
taining the stability of the financial system. Is it realistic to expect the
government to play this role in the transition economies? Without
addressing this issue directly, we will indicate some factors that com-
plicate state involvement in the financial system.

First, however, it may be useful to distinguish the role of the state
in the two initial phases of transition of the financial system. In the
first phase, the main preoccupation of the government is to resist the
strong collusive pressure to continue its role as provider of outside
money to enterprises through the banking system. The government has
accumulated little credibility capital, and thus has little to lose from
bailing out failing banks and continuing to subsidize ailing firms. This
reinforces the weakness of the govermnent in the bargaining process.
As intermediation deepens and the linkages between firms a:nd banks
are weakened, conflicts are introduced into the system between dif-
ferent commercial banks and between banks and firms. In this phase,
the emphasis should be on promoting competition among intermedi-
aries and severing the ties between banks and enterprises. When banks
are mere extensions of enterprises, intermediation will not develop.
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Under these circumstances providing insurancc to banks is not
necessary-banks take deposits primarily from enterprises that can-
closely monitor their use. Indeed, insuring banks dosely affiliated with
a single firm could be particularly harmful for incentives.

With improved regulation and increasing competition the collusive
pressure should subside. In this second phase, the government worries
about the incentive distortions from poor banking portfolios and the
risk of systemwide crises. As the government determination to resist
outside money creation becomes more credible, however, the cost of
bailouts in lost credibility increases. Under favorable circumstances the
government may embaric on a virtuous spiral of gradual credibility
building, and a transition from a "weak" to a "strong" *tate. There is
also, however, the nonnegligible risk of a relapse into the first phase,
with increasing institutional pressures to refinance ailing firms. In this
more pessimistic scenario, the strengthening of the state may never
come about.

Ironically, the transition from 'weak" to "strong" hinges on the
ability of the government to withdraw from direct involvement in eco-
nomic activities. Needless to say, this process will prove difficult. First,
a sizable number of "basket cases" is likely to be impossible to privatize
or to entice banks into restructuring. Second, the links between the
government and firms seldom disappear completely with privatization.
In many cases the government retains a minority position, and in an
even larger number of enterprises state-owned banks remain important
creditors. In addition, when privatization is financed through govern-
ment loans, default is likely to send firms back into the state-controlled
sector. Even completely privatized firms may be too many and too
large to fail. Third, the government is unlikely to be able, or willing,
to fully withdraw its ownership interest from the banking sector in
most countries, and recurrent systemic shocks may force the govern-
ment to take over privatized and new private banks. Recent recapital-
izations have in some cases forced the government to increase its
ownership stake. To expect the government to also play the role of
restructuring the financial system may be expecting too much.

Ultimately, however, the commercial banking sector and other
potentially control-oriented intermediaries must develop the capacities
necessary to hold and exercise control. If they do not, the pressure will
mount on the government to force the banks to extend ann's-length
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finance beyond the collatcral base of debtor firms. Under thesc condi-
tionls the financial system may regress into the first phase, where the in-
fluence over credit allocation is centralized and budget constraints of
firms are softened. This is one possible interpretation of recent develop-
mcnts in Hungary, where bank portfolios have worsened considerably
in the last two years, and where the government has been forced into
repeated bailouts of insolvent banks.

The discussion here has assumed that the government in a transi-
tion economy has at least some agenda-setting power. In a more pessi-
mistic view, the state is inherently weak and merely the prey of differ-
ent ;roups struggling over the appropriation of rents in socety
(Roland, in this volume). In such a world, few normative conclusions
can be drawn. In a slightly more optimistic perspective, however, the
government, or the original framers of the constitution, can influence
where in socieLy rents are appropriated. Under these conditions the dis-
cussion in this chapter suggests that these rents initially should be
allowed to accumulate in the commercial banking sector to ensure ef-
fiective corporate governance and reduce the fragility of the financial
system.

Some Implications for Banking Reform

The basic conceptual framework suggests that reforming the banking
system is necessary for effective corporate governance; banks with bad
portfolios cannot be expected to exercise control effectively. Depending
on the circumstances, banks will either be unwilling to provide finance
without full collateral or too willing to extend credit, but lax in the
exercise of control. This section summarizes the most important lessons
for banking reform in the transition economies.

Corporate restructuring and the cleaning up of bank portfolios
should actively involve the concerned parLies. Banks and debtor
firms should be forced to renegotiate their relationships before
banks are recapitalized. Bankruptcy courts should only be used
as a last resort. Forcing firms into formal court proceedings
according to some rigid criteria, as done in Hungary, only
slows down the restructuring process.

* The government has an important role to play in both corporate
restructuring and banking reform. Whether we like it or not,
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and often by default, the government has to get involved, as an
important owner of debtor firms and creditor banks, and as a
senior creditor through its tax claims. To achieve restructuring,
the government should be willing to concede its claims, but
only conditional on restructuring. When banks fail, the govern-
ment has no alternative but to intervene, either by recapital-
izing the bank or by closing it down.

* Financial regulation is crucial, but must be phased in with care.
Without regulation, abuse will be widespread, and corporate
governance ineffective. When capital adequacy requirements are
introduced too rapidly, however, credit crunches are likely;
banks with bad portfolios will be too tough rather than- too
soft. Regulatory authorities will also be forced to exercise
considerable discretion in the implementation of specific
regulations. If used in a responsible way, this discretion can
offset the distortions of financially weak banks.

e Restricting competition in the banking sector may be necessary if
banks are to play a constructive role in corporate governance. This
strategy has been followed by many govremments in Western
Europe since World War II. The rents accumulated in this way
could help reduce the fragility of a banking system heavily
involved corporate governance.
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Corporate Governance, Banks,
and Fiscal Reform in Russia

John M. Litzack

From the ashes of the Soviet political and economic system, the former
U.S.S.R. and Eastern Europe are currently attempting an accelerated
development of the instituntions of capitalism. As existing capitalist
economies demonstrate a wide range of institutional combinations, the
government policies chosen today may have a permanent as well as a
temporary impact on the nature of the emergig economic systems in
Eastern Europe. The financial sector of the economy occupies a central
position here. In the short run, the former Soviet- and Eastern
European countries face a common dilemmna the absence of developed
institutions plagues capital markets precisely at a time when large
investnents are needed to create viable competitive industries. In the
long run, the strong institutional variance among such countries as the
United States, Japan, and Germany suggests that path dependence in
the adoption of financial insttutions may be quite significant.

I am thankful to Gerhard Poil and Gerard Roland for helpful comments. This
paper was written under exclusive contract with the World Bank The first
version of this paper, "Corporate Governance Issues in Russia," was presented
at the World Bank Workshop on "The Corporate Governance Structure in
Transfoming Economies with Special References to the Role of Banks and
Relevance of theJapanese Experience," Stanford University, April 22-23, 1994-.

99



100 Corporate Govrance in Ttransitional Economies

Several recent studies have been devoted to the question of the
development of financial institutions in Eastern Europe and the former
Soviet Union. Many of these studies suggest that a financial system of
the Japanese or German pattem, based on bank finance and industrial-
financial groups, may be the most appropriate model of success for
economies in transition. Blinder (1992) proposes that the former Soviet
and Eastern European economies are currently closer to a Japanese
model than to a model of American capitalism. This includes the domi-
nance of labor over capita a smaer reliance on the price mechanism
in wholesale markets, higher job security, the absence of a developed
stock market for the transfer of corporate control, and active gov-
ernment industrial policies. Aoki (1988) iMlustrates the degree to which
the financial system in Japan is intimately connected with, and comple-
mentary to, other Japanese institutions involving labor and interfirm
industrial organization.

Many scholars also argue-that the particular circumstances of eco-
nomic transition make some aspects of a Japanese-style model more
attractive. Tirole (1991) maintains that the degree of uncertainty and
informational problems in the initial period of transition will make
stock prices too noisy, and insider trading too great, for the stock
market to facilitate effective monitonrng and an efficient allocation of
capital. He stresses the possible advantages of institutional investors.
Similarly, Scarfitein (1992) argues that the Japanese financial model is
a better fit for a capitalist economy at an earlier stage of development
when information problems, inlduding the lack of business reputations
and sophisticated market analysis, make stock or bond-based finance ex-
ceedingly difficult. He poits out that the American economy also
relied heavily on bank finance and corporate control in an early period
of its development. Hoshi, Kashyap, and Loveman (1994) point out the
similarity of many of the features of the post-World War II Japanese
construction and those of economic transition, and argue that an
American-style system probably could not work well in such an
environment.

Aoki (1993) also emphasizes the potential informational advantages
of ex ante, concurrent, and ex post integrated monitoring by a main
bank in an early stage of capitalist development. More recently, Aold
(in this volume) has suggested that the problem of insider control in the
context of economic transition might be effectively addressed through
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a procedure of "contingent governance," in which a 'lead bank" of a
syndicate can obtain control rights over an enterprise in the event of
default. As in the Japanese system, insider control essentially prevails
in good states but is forfeited in bad states.

At the same time, some writers who are familiar with the prevail-
ing conditions in the former U.S.S.R and Eastern Europe express
doubts about the potential role for banks and institutional investors in
corporate governance in the near future. Kornai (1990) places faith only
in individual private entrepreneurs, and argues that the particular
circumstances of the former socialist economies are such that mIstitu-
tional investors wil foster additional bureaucracy instead of the needed
entrepreneurship. Phelps and colleagues (1993), while agreeing with the
potential positive role of institutional invetors in facilitating mass
privatization, express great doubt that existing commercial banks could
play a positive role. They point to the lack of experience and expertise
of these banks with genuine market accounting and governance, the
collusive relationships between my banks and the ste enterprises
that they are financing, and the intimate connection of the solvency
of banks with them. They further argue that debt-equity swaps could
strengthen the commitment of banks to keep bad firms alive and con-
dlude that 'unfortunately, the idea that the existing offshoots of the
Communist banking systems in Eastern Europe could be rapidly trans-
formed into the future analogues of Deutsche Bank seems to slide over
the tremendous obsacles that lie on the way of reforming the existing
banking institutions" (Phelps and others 1993, p. 24).

This chapter addresses the question of corporate governance in the
presence of strong insider control in Russia. It is argued first that, in
addition to factors identified in the above-mentioned studies, there are
social and economic traditions in Russia that also favor the develop-
menr of a Japanese-style, bank-oriented financial system as opposed to
an American-style model. Current problems and trends in the Russian
economy are then discussed in the area of financial markets, invest-
menr, privatization, and fiscal reform. It is stressed that, in part because
of agency problems that reflect a lack of effective corporate governance,
capital markets in Russia are currently unable to substitute for declining
state funds in the area of investment. Despite the arguments of Phelps
and colleagues summarized above, Russian comrnercial banks possess
many advantages as potential institutions for effective corporate gov-
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ernance and the fnancing of economic restructuring. The critical factor
here concerns necessary changes in the fiscal and monetary spheres. In
addition to other important changes in fiscal policy, this paper advo-
cates a joint strategy of reconstructing the accounts of commercial
banks along the lines of the Japanese experience after World War II
(Hoshi, Kashyap, and Loveman 1994) and, at the same time, setting up
large special subsidy funds in the state budget that would effectively
eliminate the current practice of administering subsidies implicitly
through the commercial bank system. The task of fiscal and monetary
control, necessary for providing proper incentives to banks and firms,
promises to be more difficult in Russia today than in Japan in the im-
mediate post-World War II period.

The Russian Environment before 1992
and Insider Control

Industrial managers (directors) represented and continue to represent a
special group in Russiarn-Soviet society. After some initial experimenta-
tion with workers' and collective employee control, the principle of
one-man-rule was firnly established in Soviet enterprises by the end of
the 1920s. Directors of industrial enterprises occupied highly prestigious
and privileged positions in Soviet society. They were members of the
Communist Party and belonged to the "nomenlatura" system of pro-
motion and demotion in the party hierarchy. The prospect of such mo-
bility in the party hierarchy was a central feature of the managerial
incentive system in the Soviet period.

Most Soviet managers and directors are still occupying these posi-
tions today, and they have become more powerful as the control mech-
anisms of the planned economy have disintegrated. On the positive
side, Soviet enterprise directors tend to be very ambitious and were
often promoted because of special talents and expertise in industrial
management. On the negative side, the Soviet system in the post-Stalin
years tended to promote bureaucrats as opposed to innovators. The
typical optimal strategy for an enterprise director in the Soviet period
was to be reliable in fulfilling the (very similar) output plan year after
year. Those who were inclined toward innovation usually were not re-
warded or promoted (Berliner 1976). For this reason, many enterprise
directors do not enbody the entrepreneurial drive and capacity for risk
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that is necessary for massive restructuring and market competition. It
is common knowledge that effective restrcturing will require a high

turnover of existing management. This makes the question of quickly
developing outsider-influenced corporate governance for the monitoring

of management critical for Russia, as well as other economies in

transition.
Although enterprise directors were quite powerful in the Soviet

period, their behavior was closely monitored from three directions.
First, the local, district, and regional Communist Party conmnittees
represented an ultimate source of authority. A local party committee

was always located in the enterprise itself for the purpose of continual
monitoring. But even more important institutions for the day-to-day

regulation and monitoring of the enterprise were the Industrial
Ministry and the local branch of the government bank (Gosbank). The

Industrial Ministry was responsible for input and output plans, as well

as important decisions on changes in these plans, and for the regulation

of tax rates and incentive and investment fuands. The local branch of

the government bank held the financial accounts of each enterprise in

its jurisdiction and monitored all (official) transactions, a process
known in the former U.S.S.R as 'control by the ruble." The bank also

had some discretion in reallocating funds to facilitate plan fulfillment.

In the post-Stalin period, the discretionary authority of local banks in

the allocation of credit increased. In addition, it was common for bank
representatives to carry out random spot checks of enterprises to

uncover possibly illegally horded "reserves" of inputs or shirking

among employees. Incentives for bank officials were generated largely

through the Communist Party hierarchy and the nomenidatura system

of promotion and demotion.
It should be noted that Russian (former Soviet) banks do have

some important advantages over other Russian institutions in the area

of corporate governance. They have both extensive experience in

monitoring and a large amount of accumulated informational capital

about the potential and reliability of enterprises, That these banks have

worked for many years in close contact with certain industrial enter-

prises can be an asset as well as a liability. On the one hand, as pointed

out by Phelps and colleagues (1993) and illustrated well in the long,
disappointing experience of Yugoslavia, the collusion of banks and en-

terprises can be an effective means of pressuring the govermment and
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central bank to extend subsidies or special credits to loss-makers. On
the other hand, the existing degree of trust and dependence between
banks and enterprises is a potential help in facilitating the enforcement
of loan contracts.

This latter point becomes particularly important in the light of the
current legal vacuum in Russia, which makes such informal institutions
essential for contracting in capital markets. The enforcement of com-
mitment and trust in economic relationships through long-run personal
and mutually beneficial ties has a long and rich tradition in Russia. In
addition to official institutions of the planned economy, personal ties
and repeated bilateral interactions were vital means of implicit contract
enforcement in the Soviet Union (Grossman 1977; Shlapentokh 1989;
Litwack 1991). In the presence of political instability and lacking a
coherent system of contract law, this institution continues to be of
fundamental importance. As in the Soviet period, every enterprise
makes special efforts to develop long-run personal relationships with
suppliers, customers, and potential sources of finance. This is a very
important additional factor that favors a more Asian-style model for
Russia. A primary motivating factor of the kei7etsu is vertical relations
between suppliers and consumers in the industrial sphere, as well as
credit provision. It is still impossible to do business in Russia without
such relations.

Although overall change in the Russian economy has been many
times greater during the "shock therapy" period of 1992-94 than in the
Perestroika years of 1985-91, the former period has so far featured
more dramatic changes in the governance of individual enterprises. The
power of the Communist Party, ministries, and banks over industrial
enterprises decreased enormously, in most cases leaving complete de
facto control to enterprise directors. The relationship between enter-
prises and barnks changed in a somewhat different and more subtle way
than did the relationship between enterprises and the Communist Party
and industrial ministries. The power of the latter declined continuously,
although a trend appeared in Russia in early 1994 to restore some of
the ministries' power. Banks, however, were able to keep some control
over the financial accounts of enterprises through legislation that
required all enterprises to hold their accounts in a single bank and
allowed banks to intervene in decisions on how to divide up enterprise
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profits between consumption and investment funds (Russia 1992). But
the enforcement of such measures was haphazard.

That Russia begins its privatization process from a point at which
enterprise directors are de facto owners presents particular problems for
the development of corporate governance. It is sometimes recommend-
ed that the government use its coercive power through privatization
programs to wrestle control from enterprise directors in favor of out-
side investors. These recommendations, however, often ignore the po-
tentially disastrous short-run effects that such policies imply. If
directors perceive themselves to be de facto complete owners today and
expect a hostile takeover by the government in the future, they can be
expected to strip their enterprises clean before such a date. This is a
primary reason why preference may be given to a mechanism, such as
that proposed by Aoki (in this volume), that allows directors to volun-
tarily relinquish some control for the possibility of investment finance.

The Period of 'Shock Therapy': 1992-94

The years of 1992 and 1993 thoroughly transformed the Russian econo-
my. This period featured ver rapid price liberalization and the removal
of most central price controls, an entirely new three-level tax system,
and the beginnings of massive privatization. The latter includes the cor-
poratization and privatization of a large share of state enterprises, the
issue of vouchers to the population, and the emergence of many new
private businesses, banks, and mutual funds.

Finance and Investment

This period has also been associated with a rapid fall in output. In-
dustrial output is estinated to haven fallen roughly 27 percent between
August 1991 and January 1993 (Bessonov and others 1993). Between
January and September 1993, it fell another 14.5 percent (Institute of
Economics 1993, p. 77). Although one might expect a significant output
fall during a period of rapid restructuring, a more troublesome phe-
nomenon concerns investment, which has been falling even more rapid-
ly than output (50-55 percent in 1992 and roughly 15 percent in 1993;
see Goskomstat, 1993a,b). Although the fall in investment appears to
have at least stabilized relative to the fall in output in 1993, this statistic
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is suspect. Major new investment tax credits that gave enterprises an
incentive to categorize more of their expenses as "investments' were a
feature of 1993. Through numerous loopholes, cnterprises could write
off labor compensation as a form of investment (Economic-Finance
Center 1993). Goskomstat, the official statistical agency of Russia, esti-
mates investment to be 8 percent of gross national product (GNP) in
1993 (Goskomstat 1993b). There is reason to believe, however, that ag-
gregate statistics underestimate the fall in productive investment. There
has also been a dramatic change in kinds of investments. If the relative
weight of investment in new capital to repairs was 5 to 1 in 1990, it fell
to 2 to 1. in 1992. The relative share of investment that was classified
as being for the "development and improvement of production" was 23
percent and 19 percent in 1992 and the first half of 1993, respectively
(Institute of Economics 1993).

The catastrophic fall in investment, coming precisely at the unfor-
tunate time when significant investments are needed for restructuring,
has a variety of causes, many of which are related to problems of
insider control and corporate governance. Lower profitability, inflation,
pessimistic future expectations, and the absence of institutions for
monitoring enterprise management have reduced funds and lowered the
incentive to use retained earnings for investment. In addition, because
the government has drastically reduced the direct financing of invest-
ment from the central budget, neither commercial banks nor stock or
bond issues have been able to replace these funds. Over 90 percent of
all credit in the Russian economy is very short term, with an average
duration that has fallen from three-to-four months in 1992 to two
months in 1993. This reflects the decline of direct finance from the
central budget (Institute of Economics 1993, p. 57). Virtually all credit
of longer than six months duration is backed by substantial collateral
and almost half (46.2 percent) of this credit is going toward the con-
struction of individual private houses (Institute of Economics 1993,
p. 57). It is Lrue that a large amount of short-run credit is rolled over
continuously, but virtually all of this credit is used to cover operating
costs and wage bills of loss-making enterprises and should not be con-
sidered as investment funds. Given the infancy of financial markets in
Russia and the large number of poor enterprises and swindlers that are
struggling to survive and obtain financing, banks possess too little
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information to effectively ration investment credits for restructuring or
starting up new enterprises. In addition, rapid inflation and the signif-
icant decline in real wages in the last two years have reduced savings
and the supply of loanable funds.

Given the situation described above, most Russian commercial
banks fall into one of two categories. The first includes commercial
banks with assets that are tied to bad loans to state enterprises (the
intermediation of implicit subsidies from the central bank). These
banks have an incentive to keep themselves alive by both keeping these
enterprises going and lobbying the central bank. The second category
includes commercial banks that avoid investment projects entirely and
finance quick operations, usually with either intermediate trade or
currency. The orientation of these banks am be understood through
the knowledge that the relative weight of credits going to middleman
activities in Russia increased by nine times and reached 45 percent of
all credit in 1993 (nstitute of Economics 1993, p. 58). The first group
of banks contains a relatively large share of state and former state
banks, and.the second group includes a large share of new private
banks. A detailed description of the kinds of banks functioning in
Russia today can be found elsewhere in this volume (see the contribu-
tion of Belyanova and Rozinsky).

Only in very special cases has private stock or bond finance
worked for purposes of investment in Russia. The most well-known
such case concerns the firrn Avtobaz, which possesses a monopoly on
the very active Russian car market and has financed major investment
projects through stock issues on two occasions (sti:tute of Economics
1993, p. 104). On the basis of a recent extensive survey of industrial
enterprises throughout Russia, the Institute of Economics (Institut
Ekonomicheskoi Politiki) concludes that the vast majority of stock
issues by privatized enterprises are not investment-related, but are
simply attempts to cover current operating costs (1993, p. 104). Given
the presence of insider-controlled firms, a huge variance in their quality
and reliability, and very poor information in financial markets, the
stock of relatively "bad" fi:rms is weeding out that of the ago 0? firms.
A relatively good firm with competent management and real invest-
ment opportunities cannot usually receive a price on the market that
is anywhere dose to the value of its stock.
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This financial dilemma has oriented the industrialist lobbytoward
pressuring the state to play an active role in investment policy and to
grant special investment credits. Although such credits have been drasti-
cally reduced in the last few years, they still represent a primary source
of investment finance for state and private firms alike, as confirmed by
the survey of the Institute of Economics.

As can be seen from box 4-1, government long-run credits, provid-
ed at special interest rates, were at least as important, or more impor-
tant, for state and private (oint-stock) firms alike in mid-1993.

Privatization and Financial Intermediaion

The perioadof 1992-94 also witnessed the beginnings of the massive pri-
vatization of state firms, the emergence of a large number of new pri-
vate firms, a prograrn of voucher distribution to the population, and,
beginning in 1993, the appearance of thousands of mutual (voucher)
funds,' which represent financial intermediaries between the vouchers
of the population of purchases of stock. Vouchers themselves are re-
turned to the central government Therefore, sales of stock for vouch-
ers do not represent a source of finance for firms. In September 1993,
77,810 enterprises were listed as privatized (Institute of Economics
1993, p. 95), although such numbers are difficult to interpret because
of the confusing cross-shareholding between firms. In light industry and
trade, the majority of all enterprises are now pnvate. Between January
and September 1993, 515 mutual funds were founded and their numbers
contmiue to grow (Institute of Economics 1993, p. 100), although there
is a vastly disproportionate concentration of these funds in the oblasts
of Moscow, Leningrad (Petersburg), and Sverdlov (Ekaterinburg).

Privatization has been a particularly politically charged issue in
Russia and the speed, mood, and nature of privatization has changed
with the political climate. Original plans for privatization of the
Yeltsin-Gaidar government stressed the desirability of transferring con-
trol to a number of groups, including outside investors. Actual privat-
ization legislation and practice, however, reflected a political com-
promise in which firms could choose between different privatization
programs, one of which (type II) transfers a controlling block (51 per-
cent) of stock to management ancd employees. Although a number of
benefits (such as free stock and stock at special low prices) were offered
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Box 441. August 1993 Survey of Directors of a Rcpresentative
Sample of Industrial Enterprises in Russia-

Question: What sources of finance are you using for the development of-
your enterprise (investment)?
(Answers: are recorded in percntages)n-

-- -All :State Joiint-
Ansuwer enterprise enep rise stok frrms

i0 notrcurrently not puttng-

anyt:hg in th ent ise 10 13.3 . 8

I am usmng internal sources on]y.
(excluding worker savings) 51.3 46]7 54-

I amf using loans from
state enterprises 25 0 4.

I am using savings of workers 75 0 12:_

I am using long-n credit from
banks at marker rates 20 233 18

* am using speacal state- credits-
a. a, aificiallylow rates 35 433:- 30

Banks3are directly involved.
-in supervising
investment prpject .3 0

Iam using commnercial loans:
fr-omprivate (nonbank)
sources 8.8 33 12

: Source- Istite of Ec=onomcs 1993 p., 114.

to management and workers in an attempt to entice them to select a
privatization program that features outside control (type1, these
mcentives did not amount to much in practice. For any kind of privat-
ization, workers were essentially given an option of a leveraged buyout
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through a no-interest, long-run state loan. In a time of 20 percent
monthly inflation, that amounts to a giveaway. Not surprisingly, vir-
tually all privatization has been of the type II variety, which has
cemented and formalized the insider control that came about during the
period of Perestroika. At the same time, workers have been granted the
right to sell their stock to outsiders, which is a potential threat to such

control.
Much atetion has recently focused on the newly formed mutual

funds. To what degree will these funds attempt to control firms and
monitor management as opposed to profiting through speculation or
the diversification of risk' Preliminary survey research indicates that
existing mutual funds represent a very diverse group with differing ob-
jectives (Foundation forPrivatization andithe Development of Financial
Markets 1994). Although the vast majority of funds mention no inten-
tions of active management and monitoring, a few important examples

do exist. Fund Alfa-Kapital has succeeded in buying up a controlling
interest in several oil-fat processing and cement factories, and it is intent
on active mnnagement. Fund Partnerstvo has bought a controlling
interest in a number of metal extraction and lumber processing plants.
(Privalov and others 1994, p. 44). Although mutual funds had been re-
stricted by law from purchasing more than 10 percent of the stock of
any one enterprise, there appear to be either numerous loopholes in
this law or, as is often the case in Russia, the law was simply not being
enforced. This limit has recently been extended to 20 percent-

The status of commercial banks in the current privatization process
is both very i-portant and confusing. The confusion derives from a
lack of coherent legislation in this area in the Russian Federation. This
lack of legislation, in turn, reflects a recent dramatic change in the
privatization strategy of the government. Until 1993 banks were essen-
tially prohibited from participating in the privatization of other eco-
nomic organizations. But in the summer of 1993, banks suddenly were
granted the right to purchase stock and to participate directly in the
formation of mutual funds to accumulate vouchers from the popula-
tion. Although these rights were granted only to banks with less than
25 percent state-owned capital, it is unclear to the author how this
provision is being implemented. A large percentage of the stock of
commercial banks is generally held by joint-stock companies that may
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be state owned. In 1993 banks purchased stocks under virtually no re-
strictions at all, but new legislation in 1994 limits banks to holding
10 percent of the stock of a single enterprise. In addition, the stock of
a single firm must account for less than 5 percent of a bank's assets.

As a result of the emergence of mutual funds and the active role
for banks in privatization, institutional investors have become the most
important outside investors in the current Russian privatization process.
The restrictions imposed by new legislation might be circumvented
through cooperation among a number of banks and mutual funds. In
this way a controlling block of stock could fall into the hands of a rela-
tively small number of institutional investors.

Fiscal Reform and Prospects
for Corporate Governance in Russia

On the basis of the above discussion, we can conclude that financial
markets, which have the ability to supply investment capital, have yet
to emerge in Russia. A primary obstacle to this development is the
presence of insider-ontrolled state enterprises that embody a high
variance of quality in both physical and human capital In addition to
many existig studies that suggest the relative advantages of adopting
a Japanese-style bank model of industrial and financial group orienta-
ion for transition economies, there are several social, political,
and economic factors associated with Russia that make this case even
stronger. These factors can be sunmarized as follows=

* There is a political imperative to limit reliance on foreign
investment, which makes imperative the internal development
of institutions.

* Russia has a strong tradition. and necessity of repeated inter-
actions and personal ties for enforcing contracts.

* Russian banks have already accumulated significant knowledge
(informational capital) about industrial enterprises in their
regions and have experience in day-to-day monitoring.
Although these banks must adapt new accounting and monitor-
ing practices in accordance with market and profit motives,
they are at no disadvantage in relation to other domestic
organizations that are equally inexperiencedL
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* In most cases, directors of Russian enterpnses have already
seized control and become de facto, if not legal, owners. Any
privatization scheme that attempts to wrest control from man-
agement in a hostile manne- will lead to extensive stripping and
pilferage of state assets.

The appropriateness of a model based on the institutional investor
is also born out by Russian practice, where mutual funds and banks
have become the main outside players in the privatization process. It
could be argued that a spontaneous evolution to an insitutional inves-
tor model is already occurring. Cross-shareholding between banks and
enterprises, together with group formation, has become widespread.
Recent surveys document a strong preference of banks to finance enter-
prises that are holding their shares. In some cases, these enterprises
account for 90 percent of all credits (nstitute of Economics 1993,
p. 58).

But the success of current trends in creating an effective financial
and corporate governance mechanism in Russia is currently being
threatened in the fiscal and monetary arenas. Here, two primary
problems can be identified. First, there is the direct effect of fiscal and
monetary policies on profit incentives. Without strong profit incen-
tives, neither outside investors nor insiders will be willing to pay the
expenses associated with monitoring and governing enterprises effec-
tively. Second, as a means of reducing state budget deficits on paper,
central bank credit, intermediated by commercial banks, has become
the primary medium for administering state subsidies in Russia. This
has the effect of tying banks with poorly performing enterprises and-
particularly in periods of relatively low inflation- saddling the balance
sheets of comrnercial banks with bad loans. The solvency of these
banks then becomes tied to the solvency of the enterprises for whom
they are administering the subsidies. This gives rise to a strong incen-
uve to keep these enterprises alive through refinancing and infuencing
the central bank to continue its refinancing policies.

Profit incentives have certainly become stronger in Russia in the
last two years. Both implicit and explicit subsidies exhibited a strong
downward trend between 1991 and 1994. This has occurred as inflation
continually outpaced regular discrete upward adjustments in nominal
state wages and transfers. Surveys of enterprise management over the
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past two years have consistently pointed to a growing concern about
profitability and an increasing awareness that the state cannot be
depended upon to bail out failing enterprises indefinitely. At the same
time, it would be a mistake to conclude that hard market incentives,
particularly in the industrial sphere of the economy, have already been
establishedL It should be emphasized that the establishment of institu-
tions of outside corporate control requires large fixed investment costs,
particularly in setting up monitoring structures. An individual bank or
investment fund that is contemplating shifting its activity from specula-
tion and currency (voucher) operations to active management and in-
vestment will consider these costs carefully. Strong profit incentives are
a prerequisite to bringing expected gains in line with such costs.

Furthermore, there is reason to believe that the current strong
incentives for tax evasion at the enterprise level could also adversely
affect the development of outside corporate governance. Tax evasion
typically takes the form of minimizing legal profits, writing off various
"costs," and diverting "producive' resources to hidden consumption
for management and workers. Because of the natural complementarities
in Russia, such activities are likely to be at the expense of outside stock-
holders and debtholders as well as the state. This situation poses the
dual problem that (a) monitoring of management may be more costly
to outsiders (a greater divergence will exist in the objectives of man-
agement and outside owners or debtholders) and (b) if legal profitability
is discouraged by high and unstable taxes, such monitoring (and outside
govemance) may have less than the expected value.

In the area of subsidies and special credits to loss-making enter-
prises, the last few years have witnessed a continual cyclical pattern
(Litwack 1994). In the first stage, subsidies, in the form of government
credits, are drastically restricted, customarily as part of a plan to
implement an ambitious deficit-reduction target. This is followed by a
period of escalating interenterprise debt, reduced economic activity, and
unpaid wages to a large number of workers. Social and political pres-
sures then mount and force a government capitulation, featuring a
massive increase in refinancing credits from the central bank. Further-
more, more generous credits are usually channeled toward regions and
organizations that have engaged inthe most effective lobbying and rent-
seeking activities. In this scenario, a certain coordination failure can
occur: the expectation that the governmrent will eventually capitulate
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weakens profit incentives at the microlevel, lessens the concern of en-
terprises about holding each others' debts, and creates a high failure .-ate
among good as well as bad enterprises. This forces the state into a posi-
tion of refinancing to prevent massive bankruptcies that would claim
good as well as bad enterprises. In this environment, commercial banks,
whose assets are generally tied to failing enterprises, cannot be expected
to behave in an economically responsible way.

The Russian government has made a more serious explicit effort in
tax than in subsidy reform. There is now a new three-tier tax system
in the Russian Republic that authorizes taxation at three levels: central,
regional, and locaL. The design of the tax system reflected the practice
and experience of exiting market economies. The important taxes at
the federal level were limited to value added, profits, social seity
(pension fund), luxury, and import duties (Foundation for Privatizaton
and Development of Financidal Markets 1992).

But the implementation of the new tax system in the last few years
has saddled firms with a combination of very high taXes and the con-
tinued practice of discretionary adjustment in taxes and tax rates. These
discretionary adjustments have taken many forms. There have been
continual redefinitions of how profits and value added should be cal-
culated and paick Special new federal -funds" for social ancd economic
development have been introduced, and each generally is supporred by
a new special tax. The year of 1993 witnessed a much more severe tax
on wages. Other taxes, such as the enterprise property tax, have been
changed retroactively. In an environment in whiJii the government
often goes into debt and owes significant back wages to workers, banks
have sometimes implicitly implemented a redistribution -policy that
transfers funds from more to less profitable enterprises. This is achieved
through making basic wages a priory for cash withdrawals and either
withholding additional payments to successful enterprises as implicit
low-interest loans or charging high fees (official or unofficial) for
turing these funds into cash (Litwack 1994).

Given the instability and severity of taxation, very strong incen-
tives for tax evasion have been maintained at the enterprise level,
despite an effort by the government to cack down on this practice
through a well-staffed internal revenue service and "tax police." In a
large survey ofjune 1992, directors of enterprises responded quite open-
ly that they are, on average, (illegally) evading 40 percent of all taxes
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(Bessonov and others 1993, p. 16). The perception at the enterprise
level that tax evasion is essential for survival makes random crackdowns
by the government appear as a form of discretionary expropniatLon.

Therefore, for the reasons described above, the current fiscal situa-
tion in Russia offers serious reason for concern for the creation of effec-
tive outside corporate governance. In the current Russian environment,
it is not surprising that commercial banks do not generally appear to
be actively seeking profitable investments and involvement in corporate
governance. But given their human capital and experience, their dose
relationships to enterpnses, and their current active role in the privat-
ization process, Russian banks have genuine potential for becoming
critical players in cr institutions of corporate governance.

A first step toward this goal should involve a major change in the
administrtion of explicit and implict subsidies in the Russian econo-
my. The current practice of using the commercial bank system for the
adninistrtion of implicit subsidies naturally distorts the incentives of
commerial banks and orients their competition to the acquisition of
specia state funding. This practice also naturally tics the assets and
solvency of commercial banks to firms that are functioning through
nonperforming loans. As long as this practice continues, co.nmercial-
banks may never have proper incentives for effective finance, credit
rationing, or monitoring and corporate goverance. Phelps and col-
leagues (1993) are also correct in questioning the efficacy of a debt for
equity swap in this environment, which would only solidify the prob-
lematic dependency..

While the experience of Japan after World War I in cleaning up
the accounts of banks may provide some important lessons for Russia,
implementation of such policies must be accompanied by other long-
run measures. Hoshi, Kashyap, and Loveman (1994) argue that the de-
cision to remove a large share of bad loans from the banks' current
accounts was an essential ingredient in the revitalization of the Japanese
fiancial sector after World NWar II. While this is true, a no less essen-
tial ingredient was the Dodge Line policy of 1949, which placed and
enforced very strong restrictions on credit and introduced rigidity in
the tax system (Hamada and Kasuya 1993). This succeeded in prevent-
ing today's 'new accounts" from again becoming tomorrow's -old ac-
counts." At the same time, a very active government investment policy
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in the priority sectors of iron and steel helped to jump-start the econ-
omy and quicldy recover prewar industrial levels (Okazaki and Okuno-
Fuji:wra 1993).

There are several factors associated with the Russian situation today
that make such a strategy of harsh fiscal and monetary restrictions after
the reconsolidation of accounts more difficult to realize. First, the
extent of necessary strucural adjustment in Russia is much greater than
in Japan after World War II. The majority of Russians are still employ-
ed in firms that probably could not survive without some form of state
help. The task of restructuring is not so much the reactivation of al-
ready exsting enterprises and human capital, but a complete structural
shift from one kind of production and capital to another. Given the
inability of capital markers to supply finance, a strong immediate re-
striction of credit is likely to bring down firms with potential, as well
as those without it. Although concentrated strategic goverment invest-
ments may indeed play a positive role in this period of weak financial
markets (Litwack and Qian 1993), the generation of these funds and the
search for appropriate places for investment are more complicated than
in Japan after World War IL

Perhaps most important, the volatile political situation in Russia
and the significant power of industrial interest groups puts constraints
on government policies, particularly on the restriction of subsidies, that
were not as pronounced in Japan. The West cannot simply impose its
will upon Russia and force compliance with a policy similar to the
Dodge Line. Therefore, the interests of the various political groups and
the constraints that they impose must be accounted for in any solution
to this problem.

Although the situaton in Russia is sufficiently complicated to
threaten the success of any potential strategy, we believe in ahering to
two central principles. First, in the interests of social, political, eco-
nomic, and welfare concerns, subsidies should not be reduced too
quiddy. Given the need in almost every industrial enterprise for sig-
nificant investments to become competitive, a drastic reduction in sub-
sidies is a -sure method of bringing down virtually all industrial firms,
good or bad. Furthermore, socLal and political variables dictate, and the
past record demonstrates, that the central government will not be able
to credibly maintain such a policy. The reduction in state subsidies
should therefore be gradual and, optimally, be based on an explicit
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dynamic plan that involves the agreement of the interest groups in the
country.

Second, to provide appropriate incentives for banks during the
period of large-scale subsidization, the administration of subsidies
should not occur through the commercial bank network. After the ac-
counts of commercial banks are cleaned up, the refinancing of loss-
making firms should be shifted to special funds associated with the state
budget. Although this will create larger state budget deficits on paper,
it will not be more inflationary- than the creation of bad credit

This separation of state subsidy funds from commercial credit will
also facilitate a strengthening of the incentive effects of privatization.
So far, according to survey data, privatized andc nonprivatized firms do
not notice a difference in their access to state funds and credit (nstute
of Economics 1993, p. 110). As box 4-1 illustrates, special state credits
at low interest rates were a major source of finance for private and state
firms alike. Although it was a slightly more important source in state
firms, this is probably because privatized firms, on average, are more
independently profitable than nonprivatized firms.

Under the policy discussedc above, state subsidy fumds could
specifically target state firms and thereby tighten the budget constraints
of privatized firms. Privatization could then become a self-selection
mechanism that would. allow firms with potential to signal to financial
institutions. Because of the current lack of a perceived difference at the
zucrolevel between the financial constraints imposed on state or-pn-
vatized firms, virtually all enterprise directors are jumpmg on the
privatization bandwagon (Institute of Economics 1993, p. 110).

It is our opinion that such a mechanism, together with commercial
banks with reconstructed accounts, provides the best hope for the de-
velopment of effective corporate governance in the near future in
Russia
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Enterprise Governance
and Investment Funds
in Russian Privatization

Noritaka Akamatsu

The structure of Russia's industrial sector at the start of reform reflec-
ted the most extreme scenario of a planned economy. Production enter-
prises specialized in production of only a few lines of products, and
often in only one line. Trading enterprises carried out only the distri-
bution of merchandise. So-called "research institutes" had the sole task
of developing new products (R&D). At the same time, an "enterprise
consisted of everything necessary for people working in the enterprise,
including housing, schools, sports facilities, hospitals, and so forth. In
other words, an enterprise in .a Russian context made up an entire
community. In addition to such functional segmentation and communal
integration, many enterprises had monopolistic positions either in their
products or services or in the regional market (or in both) in order

This paper is a preliminary draft for the joint research project, 'Corporate
Governance in Transition Economies: Insider Control and Role of Banks,"
undertaken under the auspices of the World Bank EDI Program for the Study
of Japan's Development Management Experience and the Economy of Japan
Program at the Center for Economic Policy R<esearch of Stanford University.
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to take maximum advantage of scale economy in the absence of com-
petition. The monopolistic structure also means that Russian indus-
trial enterprises tend to be huge, and ignore managerial efficiency.
Clearly, Russian enterprises require a great deal of restructuring
to become efficient and competitive -with their Western counterparts.

Consider.ng the historical monopolistic position of enterprises,
however, competition in the product market will take some time to
emerge. The market for skilled managers will not be liquid zan time
soon because of the scarcity of skilled managers. Although many gigan-
tic enterprises will need to downsize, it does not mean that managers'
positions (rather than workers') will become contested. The stock mar-
ket is unlikely to gain significant liquidity in the near future because
investment demand for shares is driven by desire to gain control rather
than return, and because an efficient payments system and centralized.
securities depositories and share registrars will take some time to
develop. Takeover threars will not be a function of underpricing in the
market because there are no meaningful market prices of shares without
active share trading and sufficient disclosure of reliable business infor-
mation. Enterprises do not have a sense of the cost of equity capital
because the primary market of shares is not functioning. Et will not
function properly unless the secondary market gains significant liqui-
dity. All in all, competition in the factor markets will likely be the
result of further reformn, and control and monitoring by owners and
creditors thus seem to be the only sensible means of managerial dis-
cipline for the majority of Russian enterprises today.

The driving force behind the design of Russia's privatization
scheme is the scarcity of two critical resources: financial means and
skilled management. A system of postprivatization governance must
make optimal use of the limited resources available. This need is quietly
overriding the political and social factors in determining the course of
Russia's economic reform. Russia's privatization scheme can be charac-
terized as a combination of management-employee buyouts (MEBOs)
and voucher-based mass privarization. The MEBO aspect of the scheme
has made the incumbent work force (both managers and employees) the
largest group of shareholders. Incumbent managers have gained strong
conLrol over their enterprises as "owner-managers." At the same time,
the voucher-based mass privatization scheme, which was adopted after
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the Czech model, enabled voucher investnent funds (VIFs) to become
another group of significant shareholders. Commercial banks are also
placed to exercise significant influence on enterprise governance and
management With their universal status, not only can they monitor
operations of the borrower enterprises, but also, as owners or agents of
owners, have direct "say" about management of the enterprises. Fur-
ther, as creditors, they have the power to determine the fate of enter-
prises at risk of bankruptcy. Foreign strategic investors are also emnerg-
ing as a potential major player in this game.

Construction of a legal and regulatory framework is under way. It
represents rules of the game among the potential "governors" of enter-
pnses, and consists of human resources (software) such as corporate
lawyers, prosecutors, and judges, and of infrastructure (hardware) such
as written law and regulations and court systems. Russia's Company
Law specifies a two-tier structure of enterprise governance board, as
does the German law. Power of external shareholders, however, is sig-
nificantly limited in comparison with the German case, not to mention
the Czech armngement. Central European expenences would be a good
reference for Russia in her effort to press forward with the economic
reform. The Czech Republic, where voucher investment funds have be-
come a superpower in governing enterprises, created a situation in
which all leading voucher investment fumds are controlled by major
commercial banks. Russia's legal framework needs to structure owner-
ship relationships among potential governors of enterprises with care
in order to avoid an excessive agency problem and conflict of interest.

Development of a corporate governance structure in a transition
economy is a dynamic process that must respond to the needs of differ-
ent stages of the transition. Russia has gone through the stages of cor-
poratization and privatization of state enterprises, and is now faced
with a need to press forward the postprivatization restructuring of the
enterprises. The crucial questions are who has the ability to: (a) restruc-
ture the enterprises; (b) finance the restructuring; and (c) run the
restructured companies. The party that restructures and runs a compa-
ny should have: (a) strong incentives; (b) the necessary skills; (c) the
necessary resources; and (d) access to relevant information. Major in-
vestors and creditors would satisfy these cnrteria. Traditionally minded
incumbent management groups with vested interests often have not
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proved to possess these requirements. It is hoped that foreign strategic
investors, who can bring in both financial and managerial resources,
will play a direct and important role in restructuring the enterprises.
The New Privatization Program reflects that the rule of the governance
game among domestic institutions is shifting toward mobilization of
the power of the voucher investment funds as major outside share-
holders in disciplining incumbent managers. At the same time, the pro-
gram tries to restrict emerging anucompeitive powers-such as com-
mercial banks with universal status, holding companies, and emerging
"financial-industrial groups"-although they now have stronger cont:rol
over enterprises.

This chapter analyzes the dynamic emergence of a corporate gover-
nance structure in Russia's privatizaEion and postpnrvatization restc-
turing process. The key players of the game are the incumbent work
force of the enterprises, commercial banks, institutional investors, and
strategic investors. This chapter pays particular attention to one group
ofinstitutional investors-voucher investment funds (VIFs)-and to the
dynamic interaction among the key players in response to the emerging
legal and regulatory structure and the underlying politics. Should
voucher investment funds be involved in restructuring? How capable
are the voucher investment funds of restructuring enterprises, or how
can they be made capable) In what areas could they be more effective
than incumbent management, creditorbanks, oreven potential strategic
investors? Russian reformers need to keep asking these questions in
order to press forward with their reform efforts.

Russia's Privatization Scheme and the Power
of Incumbent Management

From the initiation of Russiats First Privatization Program in the
beginning of 1992 to the completon of the program on June 31, 1994-,
70 percent of Russia's industrial sector had been transferred into private
hands. This impressive speed was achieved through the following steps.
inittion of privatization, development of a privatization plan, and
implementation of the privatization plan. Each step deserves fiuher
attention in order to analyze the way this speed was achieved and its
implication for governance of privatized enterpnrses.
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Initiaton of Privatization

First, incumnbent management, incumbent employees with no less than
50 percent endorsement, and potential strategic investors (including
related enterprises such as banks and suppliers) could all submit an ap
plication for privatization of a particular enterprise to GKI (or a local

. Upon approval of GKI (or a local Ki, the application was passed
on to a privatization commission established by GKI (or a local Kg
within the enterprise, made up of representatives of the GKI, the local
Council of Peoples' Deputies, financial institutions, incumbent manage-
ment, the work collective, and outside private consultants.

Development of a Privatization Plan

A privatization commission was to develop a privatization plan for a
particular enterpnse in which the commission was to specify the
method of privatization (that is, a choice among the three options), the
scaning price (to be sold through an auction or tender), the size of the
aut-horized capital (in case of a joint-stock company), and the recom-
mended form of payments. The plan was then submitted to the local
Council of People's Deputies and to the employees of the enterprise for
approval. Upon nonrejection of the two bodies, the plan was submitted
to the GKI for final approval. The requirement to specify the starting
price and the authorized capital necessitated valuation of the enterprise.
The valuation was based on the book value of assets, including fixed
assets, accounting for depreciation, inventory, work in process, and
intangibles. Deduction was made for- debts-any monetary resources
held in the economic incentive, including the privatization fund that
was finded out of profits of the enterprise in order for the incumbent
work force to acquire shres of the enterprise.'

Implementation of the Privatization Plan

Once a privatization plan was approved by the commission, GKI trans-
ferred ownership rights to the Russian Federal Property Fund. At this

L The hyperinflation necessitated periodic revaluation of the book-value-
based value with a coefficient set by the government.
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point, an enterprise was made independent from the state or a
municipality, and corporatized to form a joint-stock company. The
Property Fund was then charged with implementing the privatization
plan (th:at is, divesting from the enterprise).

Three Privatization Options

In the process of developing a privatizarion plan, a privatizaTion
commission could choose one of three options for the privatization
method, which allowed considerable flexibility (see box S-1). All of the
three options can be characterized by a combination of subsidized
management-employee buyout MEBO, that is, a closed sale to the
incumbent work force) and public offering of shares, which was mainly
done through voucher auctions. The extent of subsidization varied
from one option to another.

CHOICE OF OPTiONS. All the options strongly favor the incumbenat
work force. Option 1 is the cheapest investment option for the
incumbent work force, but it significantly limits their control of the
enterprise.2 In contrast, Option 2 ensures majority ownership for the
work force, but at a much higher price. Although GKI openly
promoted Option 1, about three-quarters of the enterprises have chosen
Option 2 (and most of the rest have chosen Option 1). Ony about 2
percent of the enterprises have selected Option 3, suggesting the
scarcity of the entrepreneurial endeavor among the management (see
table 5-1 for the allocation of shares by privatization option; table 5-2
for distribution of shares).3

LovE FOR INSTDER CONTROL. The strong preference of the incum-
bent work force for Option 2 is a dlear sign of their desire to retain

2. Option 1 was amended later, and now the nonvoting shares have been
made convertible into voting shares at some cost.
3. But if there are entrepreneur-managers, they would have found it Very
difficult to run their enterpnses in the new environment with the tied
contract with the rest of the work force. In that sense, Option 3 seems to
carry ill-structured incentives.
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Table 5-1. Allocation of Shares under Privatization Options 1-3
*(percet)

Description Option 1 Option 2 Option 3

Free to employees 25

Sold to employees at a 30%
discount (cash or vouchers) 10 20

Sold to employees at 1.7 index
of nominal value
(cash or vouchers) 51

Sold to management at nominal
value (cash or vouchers) 5

Sold to employee group commuitted
to fulfilling the privatization
plan and managing the enterprise
at nominal value after one year
(cash only) 30

Sold to Enterprise Employees'
Shareholder Fund (EESF) with
2-year right to purchase
(cash only) 10 5 10

Subtotal retained by enterprise 50 56 60

Voucher auction (minimum percent
by law) 29 29 29

Iavestment tender/retained by
government/other 21 15 11

Subtotal available to investors/
government 50 44 40

Total 100 100 100

Source: Price Waterhouse 1994.

control of their enterpnses rather than to seek a return from the ad-
vantageous share investment of Option 1. A determinant in the choice
of Option 1 over Option 2 was not the low cost, but the insufficiency
of a privatization fund in a particular enterprise. The incumbent work
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Box 5-1. Three Options of the Russian Privatization Scheme

Option 1

Work force The work force will receive nonvoting shares up to
25 percent of the capital of the enterprises for free (each employee can
receive a maximum of twenty times the minimum salary, and the work
collectives decide the distribution of the shares among employees).
Workers can purchase up to 10 percent of voting shares at 30 percent of
the book value (workers are entitled to receive 10 percent of proceeds.
from the sale of the enterprise into a privatization fund; the sum is set
aside from the enterprise's profit to purchase shares in the enterprise for
the work force). Employees cannot resell these shares for three years.
Also, some restrictions apply to the methods of payment while vouchers
can be used. Acquisition of shares in the open market is not restricted
for employees.

Managers (part of work force). Managers can purchase an additional 5
percent of the shares at par value. Furthermore, 10 percent of shares are
deposited in a development fund (FAR?), which is established by
enterprises to retain part of their earnings for investment in
restructuring.

7be emainder- The remaining shares, 50 percent, are held in the.
property funds and can be sold through auction and competitive tender

Option 2

Workforce The work force can purchase 51 percent through ac dosed
subscription at 170 percent of the 1992 book value on the approval of

force, which was the largest faction in a privatization commission, gen-
erally favored privatization, and thus the privatization could proceed
smoothly. The reason for their preference for privatization was not
that they wished to commercialize themselves to adapt to the new envi-
ronment, however, but because they could become independent from
state or municipal control. The choice of Option 2 clearly showed that
they did not favor any outsider control of their enterprises. The inten-
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two-thirds of the work force. Vouchers can be used to pay up to 50 per-
cent of the purchase, but some restrictions apply to the methods of
installment payment. An additional 5 percent-can be deposited in FARP.

The 7reinder. The 44-49 percent remaining is sold through voucher
auctions or competitive tender.

Option 3

Option 3 is a rather pure case of MEBO, applicable only for enterprises
with more than 200 employees and assets valued at 1-50 million rubles
at 1991 prices.

Work force. By the approval of a general meeting of two-thirds of the
workers, a group-of workers is given the power tOpuri2O pent
of shares at par value on the condition that the group accept
responsibility: for. implementing. the privatization plan and for the
solvency of the enterprise, and signs a one-year contract specifying the
obligations of the group. The group must make a security deposit of 200
monthly mninmum wages for each member of the group.: In addition,
Iworkers can purchase:20 percent of shares at 70 percent of book 'value
(up to a maximum of twenty times: the minimUMi wage of- each
employee). Some restrictions apply tO the methods of installment
payment, although full payment can be made in vouchers. FARP retains
10 percent of shares, but those can be. bought by employees after
auctioning/tendering the remaining 50 percent of shares.

h7e-remainden The remaining 50:percent of share is to be sold gh.
voucher-auctions/compettive tenders.

tioa. of incumbent managers was to maintain the status quo rather than
to restructure the enterprises into more efficient forms.

TIE BETWEkEN MANAGEMENT AND EMPLOYEES. Within the incum-
bent work force, management, rather than employees, was the group
that wished to retain the control. In order for the management to make
insider control effective, they needed to collude with the employees.
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Table 5-2. Distribution of Shares for Selected Russian Enterprises
(percent)

Sa-nsk
Factory Orbita Amucrenergo

(semni- (electric ueil-

ZIL conductor ires and
[tem (automobles) deviw) thernal powe)

Privatization option 1 1 1

Intnal plaement
Preferred stock placement for

employees (Option 1 only) 25.00 2-500 18.53
Closed subscription of

common stock for
employees 10.00 10.00 5.56

Conmon stock Placement for
managers (Option 1 only) 5.00 3.60 5.00

Enterprise employees' share-
holding find 10.00 10.00 10.00

Total internal placement 50.00 48.60 39.09

Externa placement

Voucher auctions 35.00 29.00 11.91
Retained by government or

holding company 13.00 20.00 49.00
Distribution to the Far

North Populalion and
employees of the oil
transportation companies
and/or subcontractors 0.00 0.00 0.00

InvDestment tenders 0.00 0.00 0.00
Cash sale 2.00 2.40 0.00

Total external placement 50.00 51.40 60.91

Total shares 100.00 100.00 100.00

Source: Price Waterhouse 1994.
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Lukoid-
Kogalim- Krasnoyarsk Tomsk
neftegas Krasnoyarsk TsBK Tekstilmash Neftekbimichesky

(oil ding r (cfulose, Tekstilmasb Factory
and Factory paper and (textile (op- based

gas extraction) (tires) cardboard) looms) chemics)

-1 - 2 2 2 2

18.60 0.00 0.00 0.00 0.00

10.00 51.00 51.00 51.00 51.00

5.00 0.00 0.00 0.00 0.00

0.00 5.00 0.50 0.00 5.00

33.60 56.00 51.50 51.00 56.00

17.30 29.00 29.00 29.00 44.00

38.00 15.00 19.50 20.00 . 0.0

9.70 0.00 0.00 0.00 .0.00
0.00 0.00 0.00 0.00 0.00
1.40 0.00 0.00 0.00 0.00

66.40 44.00 48.50 49.00 44.00

100.00 100.00 100.00 100.00 100.00
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The majority of employees also preferred control by the incumbent
management over that by Russian outsiders and forcigners, at least
initially. In some cases, management established an ESOP-like structure,
as a legal entity controlled by the management. By having employees
participate in the structure, the management can control participating
employees' voting rights. The nature of the tie between management
and employees was generally a function of the size of the enter-
prise-the larger the enterprise, the weaker the tie. The government
prohibits imposition of any limits preventing employees from selling
their shares freely to outsiders.4 Nevertheless, management has come
up with direct and indirect ways to prevent or control employees' sale
of shares to outsiders.

SWIFT PRIVATlZAnION. With a privatization scheme that strongly
favored the insider, the Russian reformers cunningly depoliticized the
reform process. This -success' significantly contributed to speeding-up
the privatization process, and thus to cost reduction, making the re-
form process irreversible. Although this allowed a priority objective to
be achieved at an early stage of the reform, it also created the
unavoidable problem of excessive insider domination in govrning the
privatized enterprises. The voucher-based mass privatization scheme
was designed to counter-balance the power of the incumbent work
force.

Voucher-Based Mass Privatization and the Emergence
of Voucher Investment Funds

Russia employed vouchers as a means of mass privatization, as did the
Czech Republic.5 A voucher with a par value of 10,000 rubles was dis-
tributed to every one of Russia's 150 million citizens. A presidential

4. Not only employees, but any shareholder should not be restricted from
selling their shares freely under Russia's privatization program.
5. An important difference is that the Czech privatization program weighed
the mass'privatization much more heavily than the Russian program- did. As
a result, VIFs in the Czech Republic hold a very large portion of enterprise
shares and, generally speaking, are much more powerful than their Russian
counterpart.
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decree, "On The Creation and Regulation of Specialized Voucher-
Funids" (hereafter the Investment Company Law) was signed on Octo-
ber 7, 1992, and voucher investment funds (VIFs) were initiated in the
beginning of 1993.6 Since then VIFs have mushroomed to number over
650. Individuals could invest their vouchers directly into shares of
enterprises at voulcher auctions or into those of VEFs that would invest
the collected vouchers in enterprise shares on behalf of their investors.
VIFs have proven to be effective "privatization intermediaries" that
facilitate individual participation in the mass privatization. Without
themn, most individual investors would possess neither sufficient
information to choose appropriate enterprise shares nor enough
resources to diversify the risk widely. At the same time, the reputation
of VIPs has hit a low point because of fraud and an inability to pay the
high dividends they promised to their investors. (See table 5-3 for VIF
statistics.)

Voucher Auction and Valuation of a Voucher

Voucher auctions against shares of privatizing enterprises were
completed on June 30, 1994.7 Every month, 400 to 500 voucher
auctions were held across the country. Because Russia's privatization
scheme auctions enterprises onLe by one, 400 to 500 enterprises were
privatized every monthY8 Out of approximately 150 million vouchers
distributed to the Russian citizenry, about 45 million vouchers have
been collected by VIFs, and over 27 million of those have been invested
into shares (as of April 30, 1.994). It is estimated that over 60 million
citizens out of a total population of 150 million had participated in the
mass privatization by the end of the program, and that there are about
30 million individual Russian shareholders through VIFs.

6. A few VIEFs existed in 1992, even before the decree was issued.
7. The city of Moscow will continue to allow use of vouchers to participate
in the privatization of the city's assets until the end of 1994.
8. Compared with the collective auction systems found in the Central and
Eastern European countries, this system makes it very difficult, often
impossible, for investors to make cross-enterprise comparisons of value in
making investment decisions.
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Table 5-3. Statistics on Voucher Investment Funds in Russia

Date
Category 28a05.93 30.06.93 3.tU7.93 31.08.93

Funds
Regions polled 5 26 69 52

Percentage of all regions 5.6 29.2 77.5 58.4
Funds licensed by KIs 85 211 370 435
Funds licensed by GKI 42 62 77 80
Total number of licensed

VIFs in FMU database 127 273 .447 515
Percentage increasing NA 115.0 63.7 15.2

Volchers
Number of funds polled 50 87 145 256

Percentage of total number
of funds 39.4 31.9 32.4 49.7

Number of vouchers accumulated 2,619,381 5,819,874 8,598,714 12,224,618
Number of vouchers accumulated

per find 52,388 66,895 59,301 47,752

Total number of vouchersa 6,653,228 18,262,363 26,507,760 24,592,493
Number of vouchers invested 842,467 1,612,420 2,886,178 4,80S,718
Number of vouchers invested

per fund 16,849 18,534 19,905 18,784
Total nuumber of vouchers invested1 2,139,866 5,059,663 8,897,390 9,673,78S
Percentage of vouchers invested 32.2 27.7 33.6 39.3
Sbareholdkr
Number of funds with share-

holder data NA NA 76 181
Percentage of total number

of funds NA NA 17.0 35.1
Number of shareholders NA NA 3,400,950 5,387,116
Number of shareholders per fund NA NA 44,749 29,763
Number of vouchers NA NA 5,992,588 10,355,267
Number of vouchers per shareholder NA NA 1.76 1.92
Total number of shareholders

in Russiaa NA 8,000,000 15,000,000 15,327,982
Percentage of the total populationa NA 5.4 10.1 10.3

a. FMU estimations.
Source. Capital Market Surveillance Unit (formerly, Fund Monitoring Unit) of GEL
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Date
30.09.93 30.10.93 30.1L93 15.12.93 31.01.94 28.02.94 31.03.94 30.04.94

57 63 71 71 71 72 75 75
64.0 70.8 79.8 79.8 79.8 80.9 84.3 84.3
482 498 514 515 518 521 535 538
84 102 117 117 117 119 121 -121

566 600 631 632 637 640 656 659
9.9 6.0 5.2 0.2 0.8 0.5 2.5 0.5

307 370 421 428 450 466 492 505

54.2 61.7 66.7 67.7 70.6 72.8 75.0 76.6
18,196,624 23,022,418 26,158,309 27,839,694 29,625,642 30,317,824 31,961,326 34,678,461

59,272 62,223 62,134 65,046 65,835 65,060 64,962 68,670

33,548,173 37,333,651 39,206,397 41,109,051 41,936,742 41,638,213 42,615,101 45,253,675
8,425,031 12,404,011 15,182,382 15,714,755 18,231,302 19,212,205 20,600,187 21,135,704

27,443 33,524 36,063 36,717 40,514 41,228 41,870 41,853

15,532,793 20,114,612 22,755,542 23,204,965 25,807,421 26.385,861 27,466,916 27,581,047
46.3 53.9 58.0 56.4 61.5 63.4 64.5 60.9

223 290 371 378 406 420 445 457

39.4 48.3 58.8 59.8 63.7 65.6 67.8 69.3
8,937,555 11,852,655 14,384,240 14,784,086 14,100,959 14,502,36, 14,796,164 14,352,798
40,079 40,871 38,772 39,111 34,731 34,529 33,250 31,407

15,120,334 20,437,761 24,140,393 b,8 16,640 28,336,330 28,829,243 30,302,664 33,093,186
1.69 1.72 1.68 1.75 2.01 1.99 2.05 2.31

22,684,557 24,522,734 24,464,839 24,718,366 22,123,918 22,098,840 21,811,873 20,696,923
15.3 165 16.5 16.6 14.9 14.9 14.7 13.9
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Vouchers were exchanged for shares according to a price deter-
mined in each auction. The initial value of an enterprise (shares) in
auction was evaluated based on book value of its assets in rubles. A
sale price of an enterprise, however, was determined by the number of
vouchers successfully bid.9 Therefore, the initial value was nothing.
moa- than a reference price to start an auction.10 At a voucher auction,
investors could acquire shares only with vouchers, but not with cash.11

Prior to the summer of 1993, lack of an interregional network of
voucher depositories required VIP managers or their agent broker-
dealers to carry a large number of voucher documents to an auction
center. They had to do so without knowing whether their bids would
be successful,12 which was a costly and risky thing to do, especially in
the case of interregional investment. As a result, each voucher auction
was initially regionalized by participating investors, and so were the
portfolios of many VIEs. Establishment of an interregional network of
voucher depositories in the summer of 1993 enabled VIF managers to
bid without physically presenting voucher documents.13 This substan-

9. There are two ways to bid with vouchers: a noncompetitive bid (Type 1)
and a competitive bid (Type 2). A noncompetitive bid assures success of the
bid, while the bidder has to be a "price taker.' Competitive bids specify a
price (in number of vouchers) the bidder is willing to pay to obtain a share.
If a clearing price of an auction turns out to be higher than the price specified,
then the bid is considered -unsuccessful," and the competitive bidder will
receive no shares.
10. A conseqaence is that the market price of a voucher at a given time
reflected the demand for shares of a particular enterprise that was coming into
auction soon. Therefore, a market price of a voucher has been volatile, al-
though it proved to be an inflation and ruble devaluation hedge, showing a
gens,al upward trend in dollars.
11. Investors can buy vouchers in commodity exchanges and then participate
in voucher auctions with the vouchers.
12. That is, if they are not determined to make a noncompetitive bid. See
footnote 9 for 'noncompetitive bids."
13. With financial and technical assistance from USAID and Deloitte &
Touche, the Cash Union, a Moscow-based depository, was established and
linked with other regional depositones.
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tially facilitated interregional investment of vouchers, although VIF
managers or their agents still had to visit local auction centers to
participate in auctions.l

Classification of VIFs by Size and Regional Coverage

As of April 30, 1994, there were 659 licensed VIEFs.1 5 They can be
classified by size and area of geographic coverage as listed in table 54.
The top fifty own about 50 percent of the industry's assets.

Legal Form of VIFs

Although investment funds in Russia include both VIEFs and cash
investment funds (CIFs), almost all investment funds are VIFs. 16 The
majority of Russian citizens, with limited savings, were unable or
unwilling to invest rubles on a long-term basis, especially in the
presence of vouchers. A distinction between VIFs and CIEFs remains in
licensing bodies and regulatory matters, even though VIEFs completed

14. The network of depositories also facilitated interregional voucher trading,
although settlement of payments was still a major obstacle, and therefore
terms of the voucher delivery and the payment settlement have influenced the
price of a voucher in a particular voucher trading deal. VIFs could trade
vouchers they bought with cash while they were prohibited from trading
vouchers they collected in exchange for VIE shares because of their special role
in privatization. Many VIEF managers seem to have been engaged in trading of
collected vouchers anyway, because voucher trading has been an important
source of income for VIFs. Some anecdotal evidence also shows that short sale
of vouchers was common, despite the illegality of short-sale of securities in
Russia. The network of depositories is a key infrastructure. to support the
practice of short sale. Vouchers were easy to trade because they were
homogeneous, bearer securities.
15. Of the 659 VIPs, over 130 are in Moscow, and about 45 in St. Petersburg.
Major VIFs include First Voucher Privatization Fund, Alfa Capital, Privatiza-
tion Program, Moscow Real Estate Fund (MN), and so forth.
16. There was only one CIF licensed by the Ministry of Finance, but it has
gone under, unable to attract enough funds to be economically feasible. VIFs
in aggregate have received less than 1 percent of their assets in cash.
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Table 5-4. VIEFs by Size and Regional Coverage

Number Regional Number of
Type of VIE of VIs coverage sbareholders Asset size

Large, nationwide S Nationwide 1-3 million S25-50 million
Interregional 50 5-30 regions 40,000-250,000 Sl-10 million
Regional 50 One 50,000-300,000 S1.5-12 million
Small, regional 500 One 1,000-10,000 S20,000-300,000

the conversion of vouchers into enterprise shares. VIFs have been
licensed and regulated by GKI.17 They took a form of 'open joint-stock
company" defined under the Company Law. I8 Since a VIF was a "com-
pany," investment certificates issued by a VEF are "equity shares," and
investors of those shares are "owners" of a VIF 19 In that sense, they

17. CIFs are licensed and regulated by the Ministry of Finance.
18. An "open joint-stock company" means a "public" company in Western
terms. It should not be confused with an -open-end fund." A public company
is a company with shares widely held armong the public. A company may be
legally considered as a public company if it has more than 50 shareholders, for
example. Of significance in being a public company in the West is that it is
subject to disdosure requirements set up by appropriate authorities.
19. General characteristics of an investmentfundc An investment ftind usually
has no employees of its own and is operated by external agents such as fund
managers, broker/dealers, principal underwriters, transfer agents, and
custodians. It is governed by its board of directors, who are to be
"independent" (particularly its fund manager and underwriter) and "prudent."
A fund management company establishes investment funds and contracts with
them for managing the funds. A fund manager, as fiduciary of the investors,
selects a portfolio in accordance with the objectives and policies specified in
each fund's registration statement (fur example, trust deed), places orders with
broker/dealers, and makes sure that transactions are executed at the best price
and cost. A bank normally acts as a custodian to safekeep the securities of the
fund and makes sure that delivery of cash or securities is done only for
specified trasactions and according to proper instructions received from
officers of the fund. Banks, brokers, and/or nominees having shares of the
fund registered in their names normally act as proxy of the shareholders in
voting at shareholders' meetings of the fumd.
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are similar to mutual funds in the United States or investment funds in
the United Kingdom.20 Unlike mutual funds, however, the Russian
VIFs are required to be adosed-end" funds by the Investment Company
Law-31 This requirement reflects the GKI's commitment to press
forward with privatization by making the investment with vouchers
irreversible. At the same time, open-end funds would be impossible in
the illiquid Russian stock market of today.

Aggressive Adverisement

VEFs have grown in number through aggressive advertisement
promising unrealistically high return or dividends on their shares, as
happened in the Czech Republic. Unfortumately, most VIFs could not
pay enough dividends in spring 1994, if they paid dividends at all,
which disappointed their investors. As a resuk, public confidence in the
VIFs is now at a low ebb. Promising return is illegal in the West, and
it has been made illegal under the Invest-ment Company Law in Russia
as well. Advertising is also restricted financially by the law.22 Never-
theless, one VIF 'promised7 up to 700 percent in dividends, and while
it actuly paid this amount, it went to only a select few. A weakness
of the present legislation is a lack of effective punitive actions and en-
forcement. It cannot be denied, however, that the mass privatization

20. "Unit trusts" were not suitable for the lengthy privatization process, and
thus do not exist in Russia today.
21. A closed-end fund does not redeem its shares at investors' requests.
Closed-end funds are, therefore, traded in the market. Russia's CIFs can be
either open-end or closed-end funds. Open-end funds must stand ready to
redeem their shares for the net asset value of the share at the request of their
investors.
22. Annual management expenses of an IF, including the cost of advertising,
is restricted to a maximum of 10 percent of the VYF's net assets. This seems
completely out of the Western standard, which is normally around 1 percent
for a closed-end fund. The hyperinflation, lack of an appropriate NAY
accounting, and the costly operational environment, however, seem to make
this level of management expenses inevitable.
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might not have been launched successfilly if such aggressive advertise-
ment were strictly prohibited.23

Capital Income Taxation

Although VIFs have mushroomed to number over 600, one-third of
them were said to not be in operating condition. The most serious
obstacle for the growth of the VIFs was Russia's system of capital
income taxation. Retun on investment in investment funds was taxed
three times frt as a corporate income, second as dividend income to
the VIFs, and third as personal income to the VIF investors. The triple
taxation seriously discouraged investment in VIFs, and small VEFs were
unable to collect vouchers.24 Two-thirds of the existing Fs are
expected to go under if the triple taxation remains. This means that
one-third of the VIFs that are actually functioning would go under25

G(KI has so far come up with three solutions to this problem. First,
GKI promoted consolidation of the VIFs bv allowing them to purchase
one another's shares,26 an action that was previously prohibited. As a
result, there have recently been a growing niumber of M&As among the

23. Lack of liquidity in the stock market is a major impediment for VIEs to
grow into professional mutual funds. Regional share depositories and registrars
will be in operation by early aurumn 1994 to enable speedy and reliable trad-
ing of shares, at least on an intraregional basis. Voucher auctions were com-
plered on June 30, however, and this improvement of market infrastructure
has proven to come a litcle too late.
24. As described in footnote 9, setting up and operating a fund is a complex
and costly process involving a number of external agents for which fees must
be paid. Therefore, a fund must attain a certain asset size in a relatively short
period of time to be economically viable. In the United States, for eamnple,
the size required is said to be S50 to S100 million.
25. In addition, interest expense on long-term debt is not deductible from tax-
able income. The heavy turnover tax on enterprises also encourages cash pay-
ments, taX evasion, and vertical integration of industry to create industrial-
financial groups. Russia's capitl income taxation system discourages long-term
financing and investment and promotes speculative trade practices and
inflation.
26. Article 9.4, the New Privatization Program.
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VIFs. The number of VIFs increased toward the endc of voucher prinvat-
ization on June 30, 1994, which was due to the second solution.. In
January 1994, a VIF tax privilege was made effectve, allowing them to
be exempted from tax on dividends received during the first two years
of their establishment. A number of industrial enterprises established
new ViFs to take advantage of this new privilege. The irony is that this
privilege does not apply to the dividend income received prior to Jan-
uary 1994; the better-established VIEs were creared around the end of
1992 and will celebrate their second anniversary by the end of 1994.
Therefore, the established VIFs will not benefit very much from the
privilege, and it contributed much more to the creation of new VIFs,
mainly for the puose of tax avoidance.

The other solution is creation of a contractual form of funds (tmist
funds) that is not subject to corporate income tax, thus eliminating an

effect of the triple taxation.27 A concept of "trst" was introduced in
December 1993 by the presidential decree on mrusL Investors in an
existing ViE would not have to pay extra tax if the VIP transforms
itself into a 'trust fund.? Such a transformation, however, requires the
following steps: (a) establishment of tnrst funds as new organizations,
(Xb) transfer of the VIF's assets into the trust funds, and (c) dissoluntion
of the old VIP stcture. At this moment, the VIFs cannot carry out
this transformation because the Investment Company Law prohibits the
voluntary liquidation of VIFs for three years from their establishment
According to the regulation, their reorganization within the three years
also requires approval of GKL28

If the triple taxation should remain after the first three years, there
will be a massive transformation of VIEs from a company form into
a trust form, which would be socially costly, with litle benefit. More

27. In -,he past, commercial banks seem to have acted not only as custodians,
but also as share trusts for investors without having separate trust accounts.
Depositors in the banks and investors in relevant VIFs could have fallen into
conflict with each other in case of bank failure unless the Banking Law and
the Investment Company Law were mutually consistent in protecting the
interest of depositors and investors.
28. CIFs are subject to such a restriction neither for liquidation nor for
reorganization.
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generally, the triple taxation would distort the financing patterns of
enterprises in favor of short-term debt financing, leaving enterprises in
a weak capital structure. Enterprises would tend to rely on bank
financing,29 and capital market development would be hindered. Such
a lack of "neutrality" in the tax regime would also entail effectiveness
of taxation and the government's fiscal financing. Therefore, amend-
ment of the triple taxation is necessary.30

Valctation of Sbares and Researnb Capacity of VIFs

Disclosure of financial information by enterprises has not been
effectively enforced. Accountig based on Western financial accounting
principles is litle practiced, although the new form of Russia's financal
statements and the underlying accounting principles required by law do
resemble a Western form.3?1 Tere arc no regulations (including the
Company Law) that specify disclosure requirements in detail.32 Out of
the 5,000 enterprises privatized, about 100 publish financial statements.
Their balance sheets, however, consist of three lines on the assets and
two lines on the liabilities, without footnotes, which is j nonsense.
Enterprise managers do not wish to go public, and therefore there is no
incentive for the managers to disclose.

29. Original regulations in the Investment Company Law prohibit VIFs'
investment in nongovemental debt securities. VIEs should also not acquire
more than 15 percent of the debt of the single issuer.
30. The neutrality in the regime of capital income tation is such that the
tax system does not favor a particular means of investment financing,
especially among the following three options: borrowing, new share issues,
and reinvestment of retained earnings. This means that a neutrl system of
capital income taxation should provide the same effective net tax burden on
interest income, dividend income, and capital gains.
31. A critical remaining difference is that the income statement is based on
cash accounting and the balance sheet is based on accrual accounting. Because
of the use of cash accounting for the income statement, there is no statement
of cash flow in the present set of the Russian financial statements.
32. There is no securities law or securities exchange law, which often specify
disclosure requirements in detail, especially in civil law regime countries.
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In the current environment, where valuation based on income or
cash flow is ineffective,33 VIFs are concentrating on asset valuation
techniques. Major VIFs also carry out intraindustry analysis. Their in-
dustry analysts look at the relevant industry branch and make intra-
industry comparisons. There tends to be a wide range of differences
among enterpises in a single industry branch. Some enterprises are
clearly better than others, and good ones often have equipment that can
be valued in hard currency. Accounting for depreciation with age, the
analysts estimate replacement value of major equipment. Marketing re-
search is also carried out by the analysts. They analyze an enterprise's
relations with suppliers and their reliability, superiority of products,
and sales network relative to those of other enterprises, and estimate
resulting market share, growth potential, and cost structure. They also
try to analyze the experience and ability of management?4

These analyses and judgments are largely based on the analysts' ex-
penence, on-site observation, and interviews with management, and are
age-old practices performed by the Western securities analysts as welL
Taking this into account, the valuation efforts made by'leading Russian
V-IFs seem reasonable, given the current circumstances. In any case,
well-established methods of valuation certainly do not seem to exist,
and even a naive method such as the above is limited to some leading
VIFs. Macroeconomic analysis35 in the present environment Is not use-
ful because the problems that many enterprises are faced with seem to
come much more from the payment system failure than the apparent
macroeconomic slump. The evaluation of an enterprise hinges on the
ability of the management and their success m collecting payments.

Popular shares have been in oil, gas and minerals, construction,
tourism and hotels, and consumer products. Generally speaking, enter-

33. Inflation and the inefficient payment system make those techniques
ineffective.
34. Information sources are: a) VIF's brokerfdealers; b) StatePropertyFunds;
c) State Committee on Staistics of Russia and other statistical organizations;
d) research institutes; e) commercial information sources; f) data banks; and
g) personal connections.
35. That is, stock picking and portfolio management based on recognition of
an economic cycle (boom and recession) and a pattern of industrial linkage.
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prises with a monopolistic position in a regional market and with pro-
ducers of finished goods are considered attractive, and industrial giants
(probably with the exception of oil, gas, and minerals) and Moscow-
based enterprises are found unattractive by some fund managers. Oil,
gas, and minerals generally have a good export market. Local monop-
olists tend to have stable demand and revenue, and producers of
finished goods (or consumer goods) usually have few payment collec-
tion problems. At the same time, gigantic industrial enterprises, partic-
ularly producers of intermediate products, tend to bear high bankrupt-
cy risks and are difficult targets for the acquisition of controlling stakes
for VIEs, even through collusion. Moscow-based enterprises (hotels,
department stores, and the like) can be expensive because they are well
known, and therefore are popular investment targets? 6 Share pnces
have also been pushed up after public exposure of some major VIEs'
plans to place bids on particular enterprises (signaling effect of credible
bidders). It was, therefore, critically important for major VIFs to dis-
guise their participation im an auction.

VIEAssociations and Self-Regutladon

Leading VIEFs try to promote as well as govern themselves through par-
ticipation in industry associations. There are three maior associations
of VIFs-the Association of Investment Funds,37 the League of Assis-
tance to Investment Funds,38 and the Moscow Public Shareholders'
Rights Committee.?9 The League is acting as a self-regulatory orgamza-

36. In Moscow oblast, the number of vouchers invested in shares has excceeded
the number of vouchers issued there. This means that there has been a
considerable net inflow of vouchers from outer regions -into Moscow oblasL
Moscow-based leading VIFs have a substantial brokerage network either
through their own network or through affiiated brokers or bank branches.
37. The members include medium-size VIFs, other financial and investent
service companies, and some production and trading companies.
38. The members indude fiftLr-three majorVIFs (but not Alfa Capital), which
hold 50 percent of the VIF industry's assets.
39. Established by Mr. Andrei Vogin, President of Adamant Financial Cor-
poration, a fund management company for Derzhava Investment Frund, a
Moscow-based, major VIF.
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tion (SRO)40 Of the VIF industry, although SRO status is not yet offi-
cial and will be defined in the securities law now being draifedL Jointly
with the Committee, the League has recently produced a code of
conduct and fiduciary duties of imvestment fund managers. Three of
them also publicize good and bad practices of managers of VIFs as well
as enterprises.

VTs' Souirces of Income

VIFs' sources of income have been dividends from enterprises,41
voucher trading, and enterprise share trading.42 Because of the recent
poor business performance, however, most enterprises are unable to
pay significant dividends, if they can pay dividends at as. 3 In addition,
VIFs have been prohibited from trading vouchers collected in e-xchange
for their shares. Besides, most vouchers disappeared as the voucher
privatization was completed on June 30, 1994. Therefore, trading of
enterprise shares has become the only source of immediate income.
OTC share trading has been actve, particularly after a voucher auction.
VIFs acquired as many shares as possible at each voucher auction and
sold the shares as a bloc at a higher price.44 Broker/dealers (B/IDs) also

40. It was modeled after ASD of the United States and CIDA of Canada.
41. Interest income would also be earned if a VIF manages its liquid assets in
T-bills or bank deposits.
42. IF management companies also have fee business, such as brokerage and
management consulting. The consulting department of the management
companies handles the restructuring of enterprises.
43. The poor business performance is largely the result of the payment of
enterprises.
44. If a VIF honors regulations by GMI, it had to sell excess holdings to meet
the portfolio diversification requirement of the Investment Company Law at
the time of quarterly reporting to GKIL VIFs must meet two portfolio
diversification tests. One is that a VIF should not hold more than 10 percent
of outstanding shares of an enterprise, and the other is that a VIF should not
invest more than 5 percent of its assets into shares of one enterprise. The first
of these was relaxed from 10 percent to 25 percent in December 1994, which
has a significant implication for enterprise governance structure.
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have been buying up shares (dealership operation) from individuals and
selling those as blocs.45 Such bloc sales by VIFs and B/Ds have been
made to strategic investors who sought control of the enterprise.

Nature of the Present Stock Market

The Russian stock market has been predominantly a market for
"control" rather than return, although some sign of change is slowly
emerging. The motive behind most investment has been to gain or
retain control of the enterprises. Except for the case of dealership
operation of BfDs, therefore, block trading is very corUmon.4 6 Certain
groups of sellers and buyers of shares can be clearly identified. A malor
group of sellers includes employees of privatized enterprises who
obtained shares cheaply through the work force allocation part of the
privatization program. B/Ds acquire shares from such individuals,
bundle them in blocs, and sell the blocs to control-seeking buyers. A
major group of domestic buyers is -incumbent managers of the
enterprises and cheir potential group companies, which are in many
cases purchasers of the products sold by the target enterprises. Foreign
strategic investors are another group of buyers that is steadily increasing
its importance. Exchange trading is limited, and OTC trading accounts
for over 90 percent. The market is segmented and illiquid because of
the atomized asset registrars and lack of depositories while shares are
dematerialized7

45. Sales of VIF holdings are carried out by fund managers. Fund manage-
ment companies in Russia often have their own broker/dealer functions, al-
though they also worked with independent broker/dealers as necessary. BIDs
are licensed by the Ministry of Finance, and there are over 2,000 of them in
the country today.
46. Between 2 and 3 percent of shares outstanding are commnonly traded as
a block.
47. A combination of dematerializedshares, an atomizedregistrarsystem, and
lack of central depositories makes each registrar function as if it is also a
depository, a situation that makes the market highly segmented.
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Structure of VIF Groups and Their Involvement
in Enterprise Governance

Because the Russian privatization has so far taken the form of
subsidized MEBOs, almost all enterprises are controlled by the
incumbent management. Management generally tries to buy back shares
from their own employees and VIFs through direct and indirect means,
attempting to assure their controlling power. VIFs often have no choice
but to accept these deals (if management offers a good price) because of
their need to realize a return on the investment in the illiquidc stock
market in order to pay dividends and to meet the portfolio diversifi-
cation requirement of the Investment Company Law. Therefore, the il-
liquidity in the secondary market is not only a result of the control-
oriented market, but also made control-driven investment inevitable for
VIPs.48 Employee share-ownership is not proving to be an effective
control mechanism because employees of smaller enterprises, where the
relationship between management and the employees is dose, almost
always vote for incumbent management. Employees of a large enter-
prise compete to cash out their holdings.

Pirobtems with Manager Ownersbip

The enterprise managers' love of control stems from their desire to
maitain their position and vested interest. Many managers appear to
think that the enterprises are theirs and that using assets of the
enterprises for their personal interest is justified. Many do not
recognize the difference between debt and equity capital and, therefore,
do not honor shareholders' rights. More serious is their intentional
theft of enterprise assets. Some managers have established and become
the owners of a new company (or joint venture), transferred qluality
assets from their former enterprise into the new company, and let the
old enterpnse go bankrupt. This suggests that there is a good potential
for quick-and-easy efficiency gains in enterprises without a sophisticated

48. In this sense, an appropriate name for the Russian VIFs may be "voucher
buy-out" (VBO) funds.
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and cxpensive restructuring workout if the excessive controlling power
of the incumbent management is challenged by outsiders.

Role of VIFs in Enterprise Governance

The role of VIFs in privatized enterprises is primarily to "contest" the
positions of incumbent managers. VIFs can also cooperate with the
managers to enhance efficiency of the enterprises. Recognizing the
potential role of VIFs in counterbalancing the power of incumbent
managers, the New Privatization Program has lifted the portfolio diver-
sification -requirement of VIFs from 10 percent to 25 percent. The
25 percent represents a critical level of share ownership that gives the
VIFs veto power over major corporate decisions, including liquidation
and restructuring. The deregulation was packaged with tighter regula-
tion on shareholding by commercial banks, to a maximum of 10 per-
cent, and on formation of holding companies and financial-industrial
groups. The tighter regulation indicates GKI's cautious attitude toward
emergence of anticompetitive power, while the deregulation promotes
governance by independent outside shareholders.

Classification of VIFs by Founder

VIEFs are managed by 538 fund managers, including 346 individuals and
192 legal entities (see table 5-5).49 A founder of a VIF first estab-
lishes a fund manager/management company, which in turn organizes
a VIF(s). When a VIF is invested sufficiently by voucher holders,
the voucher investors become the new owners of the VIP. VIFs are

49. The 192 fund managing companies indude: 1) Pure managing companies
(33), 2) Investment companies (55), and 3) Broker/dealers, consulting firms,
insurance companies, banks, law firms, individual private firms, trade houses,
and production firms (25), and so forth. In addition, 79 (40 percent) do not
have a clear profile. The 33 pure fund management companies can further
break down as follows: a) companies that have been establishLLI only for
managing a particular fund; b) companies rnanaging more than one funtd; and
c) enterprises that concentrate on managing financial assets of companies
including VIEFs.
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founded by several different kinds of institutions and individuals as
listed below.

* 1. Broker/dealers andfitnancial consultingfirms are involved in
professional funds with a variety of investment strategies. Mast
of the leading VIFs belong to this category.

* 2. Major banks (only a few) collected vouchers of the banks' in-
dividual clients and employees of institutional clients, and made
conservative, long-term investment in the banks' client enter-
prises for control. They initiated no aggressive marketing and
advertising.

* 3. Industrial enteiprises collected vouchers of their employees
or employees of their group enterprises to buy their own shares
and shares of the same or a related industrial sector for control
(that is, sector VIEFs).

* 4. Local authorities/associated entities collected vouchers of
regional residents and invested in shares of regional businesses
for control (that is, regional VIEs).

* 5. Individuals and nonfinacial private companies generally
included small regional VIFs, most of which did or will not
survive (amateur VIFs). Some disappeared with collected vouch-
ers (fraud VIEs).

In a Westem context, the new owners should be empowered to
choose any new fund manager/management company to separate the
founder's interest from the VIF. In Russia today, however, stmctures
of the VIFs' business and the nature of their investment strategies dif-
fers distinctively depending on the category of founder. That is because
voucher investors themselves are often closely associated with the
founders. Such VIFs would inevitably be sublect to a serious agency
problem in governing VIF investment activities.

Investment Strategies of Vifs

Few VIFs specified their investnent strategies inthe beginning and con-
sistently followed them, as is commonly done in the West. Most VIEs
changed strategies in response to the changing environment. Never-
theless, several characteristic strategies can be found in the extent of
the diversification of portfolios and the investment time horizon.
VIFs founded by enterprises of a particular industry often first invested



Table 5-5. Groups of Interests with VIF Participation

Region - Fend Manager Participants and activities

Archangelsk Fund Severa Andrey Butakov SR
Bashkortostan Vostok Rafis Kadyrov Bank 'Vostok,' depository
Vladimir PIK-Invest Sergey Konin Concern PIK, depository "Deposit-reserve," insurance company "Unico,"

trade house "Trans-market," activities in transport, informational systems,
and poligraphia

Volgograd Tsaritsa Alexey Morozov Holding: commodity trade, brokerage, investment company, industrial
production

Vologda Vlologda-Agro- Commercial bank Bank, agriculture machine-building, technical service
prominvest Vaskbank

t, Ivanovo Activ-center Investment Bank "Ivanovskiye sitsy,"Trust company "Trust-TC," trust company "Kon-
Shiit company Ttust'
Garant Fondovy center
Investor Boris Zalutovsky Depository Promyshlenny, SR, bank license exists

Kaliningrad Zapadny Anatoly Sablin Bank, brokerage firm, insurance company, depository
Kirov Lepse-check Stanislav Gorokhov Depository, brokerage firm, plant
Krasnodar Invest- Klimenty Kotov Bank Kubinbank, depository, brolecrage firm; Mr. Kotov is the president of

servise-1 an investment company connected with the bank
Marij-El Zemlya-Invest Vitaliy Kuznectsov SR, commodity trade
Nizhny Pervy Nizhegorodskaya Pension fund, brokerage, commodity trade, construction
Novgorod Obraztsovy Fondovaya Company

Nizhegorods-
kaya Yarmarka



Novosibirsk Ermak Company Ermak Depository, bank, industrial production
Omsk Vysokii Tech- Sibirsky Depository, brokerage firm, commodity trade

nologii Sibirsky Capital-Manager
Capital
Khiminvest

Perm Narodny Investment Bank BIS-Credit, pension fund BIS-Garant, trust and intermediary service by
company BtS the company BIS

Primorsky Pasific-Invest IPK Fedgi Brokerage firm, commodity Kraj trade, technological investment, realty
Rostov ROSIF Company PIF Brokerage firm, depository
Tyumen Sodeystviye Investment Realty, brokerage firm, commodity trade

company Olimp
Udmurtia Certralny Company Upravlya- Depository, investment in technologies

yushaya Gruppa
Khabarovsk Kholder Petr Sukhanosov Brokerage firm, consulting, commodity trade
Moscow Alpha-Capital Company Bank, enterprise Bolshevichka, a number of food enterprises in Nizhny

Apha-Capital Novgorod
MMM-Invest Alexander Bychkov Bank, commodity trade, realty
Eximer Constantin Consulting, trade, service, technical equipment

Korenevsky
Germes Yury Anisov Oil trade, commodity trade, securitites operations, bank, cxchanges, service,

leather production, money market operations
LLD-fund Self-managed Bank, insurance, brokerage, SR, realty, commodity trade
Fintrust Company Credobank, audit, consulting, insurance, industrial production
100 + 1 Marion-Invest

(continuted on following page)



Table 5-5 (continuied)

Region Frnd Manager Participantts and activities

Moscow (cont) Equipage Realty, trust, banks, brokerage, commodity trade

Yanmal Center Moscovs- Relations with Gasprom
kiyc Finansy

RPB Company Fondoby Russian food exchange, bank, insuirance, commodity trade, Agroprom
Dom structure, brokerage

MN-fund Tradc House Bank, realty, brokerage
Simpcx

Incomfund Nataly Roslyakova INCOMBANK group
Pervy Mikhail Clhebotarev Pension fund
Voucherny
Grant-Invest Company INIT SR
Kapsula
Shahtyor
(Rostovsky
region)
Neft-Almaz- Company Delta Margo-bank
Invest
VPK (??) Self-managed VPIK-military production and service

MIF (??) MIF-LTD Banks, Moscow governmental structure, gold production

Note: Information as of March 30, 1994.
Source: Capital Market Surveillance Unit (formerly, Fund Monitoring Unit) of GKI.
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heavily in the founders' industrial branch. This group mainly includes
1 and 3 of the founders listed above. Their portfolios now consist of
healthy enterprises thanks to the industry knowledge from the founder
enterprises. These VIFs, however, will face tough competition from
more professional VIFs in the future, constrained by an agency prob-
lem. Most regional VIFs diversified their portfolios widely by investing
in a large number (70-240) of smaller enterprises. A main component
of this group is founder 4 in the above listing. These VIFs are now
burdened by the need to monitor dosely the management of many
enterprises because the smaller the enterprises are, the more easily their
performance is damaged by management misbehavior.

Specdlative VIFs

Among the more independent VIEs, some concentrated on voucher
trading and speculation on the immediate resale opportunities of
acquired shares. This kind of VIE includes many of the amateur VIFs
of 5 in the listing and part of the professional VIFs of category 1. They
acquired vouchers from the public and shares from voucher auctions
and employees of the enterpnses in the hope of selling them in a bloc
to incumbent managers of the enterprises or their groups, or to external
strategic investors. IncLmbent managers often used money of the enter-
prises to acquire the shares. Although the speculation was profitable;-
the speculators did not always successfully unload the shares because
the opportunities to resell were not sure ones. As a result, some VIFs,
particularly amateurs in category 5, are now loaded with illiquid shares
of poor performance. In addition, their asset size is usually too small
to survive as collective investment vehicles that have to pay fees
to their funds managers, custodian banks, transfer agents, lawyers,
and the like. Amateur VIFs are now in the process of consolidation.
They are merging among themselves, being acquired by larger VIFs, or
disappearing.

Speculation Plus Venture Capital VIFs

Many smaller speculators have been engaged in venture capital business
in addition to participating in the privatization. Venture capital busi-
ness, however, required a significantly larger amount of funds than the
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VIFs of moderate size with illiquid assets could generate. This led such
VIFs and fund managers to establish new financial institutions to form
financial groups. Thirty to forty pension funds were established as a
part of such groups to raise capital for the venture business. This im-
plies that the pension funds are actually venture capital and engaged in
quite risky investment. These pension funds should be distinguished
from more professional pension funds designed to serve employees of
large enterprises, their groups, and other social organs.

Long-Term Portfolio Plits Venture Capital VIFs

The most successful kind of VIF combined long-term portfolio invest-
ment and venture capital business. Their portfolios consist of shares of
following three kinds of enterprises: strategic enterprises that the VIEFs
try to participate in restructuring, nonstraregic enterprises that they
hold. for income gain and liquidity,50 and venture businesses. Managers
of these VIFs try to participate in restructuring of strategic enterprises
in their portfolios, while also developing venture investment projects.
This form of VIEF also closely monitors behavior of managers of non-
strategic enterprises. Managers of these VIFs carefully selected shares
based on investnent quality rather than short-term speculative poten-
tial. They avoided explicitly promising unrealistically high returns in
a short period of time. This kind of VIF has the healthiest financial
position among all categories of VIFs and are invAlved actively in re-
structuring and governance of enterprises.

Governing Power of Long-Term Portfolio VIEs

Poorly performing amateur VIFs are going bankrupt because they are
unable to cover their costs, while less poorly performing groups
are merging among themselves or being acquired by major VIFs.51 The

50. Many VIFs also hold T-bills for liquidity management.
51. Recently, however, the number of VIfs has not decreased because many
industnral firms established VIFs for control in the last niinute of voucher
privatization to take advantage of the newly introduced tax privilege
mentioned above.
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long-term portfolio VIFs will grow further through acquisition of some
or part of the amateur VIFs. In addition, they are acquiring a number
of smaller banks that are losing in the recent environment of positive
real interest rates. VIFs with a long-term orientation try to acquire
controlling shares of privatized enterprises. Although they often own
more than the stipulated maximum of 25 percent of an enterprise, they
co obtain the controlling share in two principal ways. One is through
their group structure, and the other is by colluding among VIEFs. Their
group structure generally indudes a private founder company (or a
holding company), a fund management company, a broker/dealer, and
a bank52 When they collude, a VIF that holds the largest share tends
to assume leadership in syndicating the stake and pressuring the
enterprise managers by their collective voting power. Such VIFs often
send their managers to the board of directors of enterprises.

Resistance by Enterprise Managers

Many enterprises do not appreciate managerial intervention of this
kind. Enterprise managers think that VIFs have served as intermediaries
of privatization, simply reallocating ownership of the existing assets,
and have not brought any financial or managerial resources into the
enterprises. Therefore, they believe that VIFs' intervention is
irresponsible, without necessary capacity, and thus unacceptable. Some
VIFs are using "a carrot and a stick" approach in dealing with
enterprise managers. For the carrot, for example, VIFs usually try to
convince enterprise managers that they can offer quality service (for
example, attract good foreign investors, arrange competitive loans,
underwrite new share issues and marketing, ancd so forth). For a stick,

52. A share depository also exists and contracts with the VIP for share
custody. They all exist under the umbrella of a founder (holding) company,
and tend to be located on the same premises. TFire walls" are, therefore, not
at all strict. In addition, VIF management companies have a brokerage
functioln within. There is no "Chinese wall" between the underwriting (or
investment) operation and the trading operation of an IF management
company. Therefore, the current structure of the IF management companies
appears to be a perfect source of conflict of interest and agency problems.
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as a major shareholder some VIFs have taken an enterprise to court for
their violation of shareholders' rights.53

Governance by Sector VIFs

Sector VIFs do not actively manage their portfolios, but act more like
holding companies. This kind of VIF is often considered a group
company by the enterprises, and their intervention is more accepted.
Thanks to the industry knowledge from their founlder companies, they
are often capable of providing managerial resources and control over
the companies in the portfolio. Because they were founded by an enter-
pnse in a given industry in which they have invested, however, they
are subject to an agency problem. Founder enterprises created such
VIFs to control the invested enterprises in the particuIar manner the
founder desired. Shareholders' interest to maximize the value of the
portfolio does not necessarily coincide with the objective of managers
of the VIFs. This kind of VIIF may well become subject to close moni-

toring by the State Anti-Monopoly Committee.

Governance by Regional VIFs

Many regional VIFs, which hold diversified portfolios of many small,
regional enterprises, are bound to monitor dosely the behavior of the
enterprises' managers. This is because the smaller an enterprise is,
the more severely the company's performance will be affected by the
rmisbehavior of its managers. In outer regions, the domination of the
commercial banks is much less strong than it is in Moscow or
St. Petersburg. Some leading regional VIEFs that invested vouchers of
regional residents into many regional companies are often considered

53. Alfa Capital bought 25 percent of Bolshevid Biscuit Co. in December
1992. Bolshevik Biscuit, however, did not permit Alfa in their shareholders'
meeting. Alfa then took the company to arbitration court for violation of
shareholders' rights, but the court had no capacity to judge, lacking experi-
ence in this kind of case. Only after Alfa promised foreign money to modern-
ize the factory did the managers allow Alfa in the meeting.
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as representatives of the regions' residents. Managers of such VIFs are
respected and viewed as if they were "mayors" of the regions. Invested
enterprises often invite managers of such VIFs to their board as direc-
tors. Monitoring closely many small companies is a costly process for
VIFs of this category.

It needs to be emphasized that, except for the holding comnpany
form of VIEF, an ultimate objective of VIEs is not to manage the enter-
prises but to maximize the value of their portfolios. Many VIFs would
happily remain "silent" investors if some other outside strategic inves-
tors (likely to be foreigners) invest in the enterprises and improve their
profitability. Incumbent enterprise managers initially tried to keep
the control of their enterprises in their own hads. Having succeeded,
largely because of the subsidized MEBO part of the privatization
scheme, they are now at sea, loaded with poorly performing enter-
prises. Most of the managers are now quite willng to give up the
control if capable strategic investors approach them with investment
proposals and some acceptable conditions, such as security of the
managers' employment and the like.

Structure of the Enterprise Governance Board
and the Power of Outside Owners

The governing power of a particular interest group over an enterprise
is determined by two factors. One is a legal structure of enterprise gov-
ernance defined in the company law, provided that the law is honored.
The other is an actual shareholding structure of the company in ques-
tion. Chapter XVIII of the Regulations Governing the Activity of
Joint-Stock Companies54 (the Company Law hereafter) defines the legal
govemance structure of a Russian company.

Russia's Company Law

1: SHAREHOLDERS' MEEfNG. According to the law, the general
meetig of shareholders, which is to be held annually, is the highest

54. Decision of the RSFSR Council of Ministers No. 601 of December 25,
1990.
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governing body. In particular, election of directors and reorganization
or liquidation of the company are within its jurisdiction. The meeting
is deemed valid if attended by shareholders or their legal representatives
who represent at least half of the total number of the company's
outstanding shares. Any decisions at a meeting are to be made by
voting (one share, one vote).55 A resolution about the reorganization
or liquidation of the company must be passed by 75 percent of the
total votes cast by the shareholders present at the meeting. All other
matters, induding approval of the appointment of directors, is decided
by a simple majority of the attending shareholders.

2: BoARD oF DIRECTORS. In the intervals between general
shareholders' meetings, the highest governing body of the company is
its board of directorsfi6 The number of directors is to be determined
by a shareholderst meeting, but should be an uneven number and no
fewer than five in an open company.57 Only a shareholder or a
representative of a shareholder who has the number of shares specified in
the charter has the right to become a director. Directors are to be elected
for a two-year term, and may be re-elected an unlimited n'umber of
times. A shareholders' meeting can increase the number of directors
and elect additional directors to fill certain functions. Nevertheless,
a shareholders' meeting cannot remove a director before the expiration
of his term of office. Directors are to elect a chairperson and deputy
chairpersons of the board for a period of two years. A quorum requires
the presence of two-thirds of the members of the board, and the board
is to meet at least once a month.

55. If a shareholder fails to attend the meeting, he/she is obliged to delegate
his/her vote to the board of directors or his/her proxy, and if no power of
attorney is presented, the shareholder is to be deemed not to have participated
in the voting.
56. Extraordinary meetings of shareholders to discuss special issues can also
be called by the board of directors, the auditing oommission, or by the holders
of at least 10 percent of the company's shares.
57. No fewer than three in a dose company unless tie number of founders-
shareholders is smaller than that.
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3: PRESIDENT AND THE MANAGEMENT. A shareholders' meeting
directly appoints a president out of the members of the board of direc-
tors. The president submits the composition of the management of the
company, and the board of directors approves it. In the intervals be-
tween board and shareholders' meetings, the management directs all the
company's activties, and meetings of management are to be held as re-
quired. The president presides over the meetings of management and
organizes the keeping of minutes at the meetings, which are to be open
for inspection by shareholders at any time.

4: AUDIG COMMISSION. The general shareholders' meeting
elects an auditing commission among shareholders who are not direc-
tors. The commission is to oversee the financial and economic activities
of the company by carrying out audits: (a) on instructions from a gen-
eral shareholders' meeting, (b) on its own initiative, or (c) on the de-
mand of the shareholders with more than a 10 percent holding. It can
demand production and submission of all required documents and per-
sonal explanations by company officers. The results of the audits are to
be presented to a shareholders' meeting. In the absence of auditors, the
auditing commission draws up balance sheets and income statements
and submits these to a shareholders' meeting for approval. Members of
the auditing commission can call an extraordinary meeting of the share-
holders should they believe that the shareholders' interest may be
jeopardized.

The U.S. and the German Mfodels

Govemance structures of U.S. and the German companies contrast well
with the Russian structure, and one another. A U.S. company has only
one governance board, which is a board of directors, and the members
are elected at the annual shareholders' meeting. The highly dispersed
ownership structure of a large U.S. corporation, however, limits the
power of each shareholder. Generally, 50 percent of a big U.S. compa-
ny is owned by a large number of individuals, and a good part of the
rest is owned by institutional investors, each of whom owns a maxi-
mum of a few percent and tends to be a "silent" shareholder.5 8 Man-

58. Some U.S. institutional investors do participate in corporate governance
(for example, public employee pension finds such as the State of Wisconsin
Investment Board, California Public Employees' Retirements System, and so
forth).
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agement plays a major role in selecting members of the board through
its control over the voting process at the annual shareholders' meeting.
Naturally, management elects itself to the board. and also nominates
outside directors to the shareholders for their approval. Employees do
not have an automatic right to be represented on the board unless they
are signiflcant shareholders. As a result, the board is dominated and
controlled by the incumbent managers, who often put their self-interest
ahead of the shareholders', creating an agency problem.

In contrast, a German company has a two-tier governance system.
Shareholders are represented on the supervisory board, while manage-
ment is represented on tlhe management board. Banks and other compa-
nies often own and/or represent significant shares in a large German
company and elect their representatives, as well as outside members
who represent minority shareholders, to the supervisory board. Em-
ployees are entitled to elect one-half of the members of the supervisory
board, which in turn appoints senior managers to a management board.
The supervisory board sets broad corporate policy, while the manage-
iment board is in charge of the day-to-day implementation of that poli-
cy. The German system of corp.)rate governance, therefore, mobilizes
participation of a wider range of parties in governing the company and
reduces an agency problem.

Power of Major Shareholders in a Ruessiarn Company

Russia's Company Law defines a two-tier structure of a corporate gov-
ernance board, as is the case in the German company. Russia's Compa-
ny Law, however, does not allow outsiders who do not represent the
interests of major shareholders into the board of directors. Neither does
it automatically allow representatives of insiders, such as managers or
workers, into the board unless they are at the same time significant
shareholders or their legal representatives. A shareholders' meeting. di-
rectly appoints a president,5 9 a head of the management board, out of
the members of a board of directors and elects members of an aulditing

59. This potentially weakens the power of the board of directors to exercise
control over the president and the management board.
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commission from among nondirector shareholders. The auditi -om-
mittee, as a supervisory body, is also appointed directly by sharehold-
ers. The governance structure of a Russian company is, therefore, to
be strongly dominated by major shareholders. This is one reason the
Russian stock market has so far been strongly driven by the desire to
gain controlling shares.

Acttal Shareholding Stnicture and Dominance
of Owner-Managers

When a Russian enterprise was registered as a joint-stock company, the
first board of directors consisted of the president, a representative of
the labor collective, a representative of either the Property Fund or
GKI (or an appointed representative), and a representative of the local
Soviet. This assured the majority voting shares of the incumbent work
force, and it dominated the governance structure until the first share-
holders' meeting. A president was simultaneously a chairperson of a
board of directors, almost without exception. Members of an auditing
commission were often part of the incumbent work force, middle-man-
agers reporting to senior mnanagers who are members of the board of
directors. Furthermore, employees, an important group of the owner
work force, tended to limit voluntarily their participation in managerial
issues to only the smallest, least significant range of decisions in run-
ning the enterprises, while the manager would undertake to keep as
many people employed as possible.60 In this situation, there has been
little managerial discipline imposed on the incumbent management.

Potential for Cbanges in Power Balance

For management ownership to act as an effective goverance device in
the large and medium-size enterprises, mana6,zrs must have a reasonably
high ownership stake, and yet not be completely entrenched, so that

60. There is anecdotal evidence that the work force has voluntarily restricted
(or agreed with the management to restrict) their wages to a low level in order
to secure employment.
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outsider investors can force them out when they fail to maximize prof-
its. The New Privatization Program stipulated a limitation on the abso-
lute control of the management over the privatized enterprises. In par-
ticular, incumbent work force (including management) participation in
the board of directors has been limited to one-third of the board mem-
bers. Deregulation of VIF shareholding in one enterprise from 10 per-
cent to 25 percent is a significant move to mobilize outside share-
holders' control, because with a 25 percent shareholding, one VIF can
have veto power over decisions related to reorganization and liquida-
tino of an enterprise.

In addition to the regulatory factor, there are two other principal
ways that incunbent management's dominance may be challenged. One
is an emergence of outsider shareholders, either by acquisition of exi-
ing shares or by making a fresh strategic investment, and the other is
a control by creditors over enterprises in financial distress. Both of
these possibilities are now materializing in Russia. The tie between
management and employees is weaker in large enterprises. It is also ut-
ing weakened in many medium-size enterprises whose profit perfor-
mances have been poor and whose wages have been kept low. Few
managers view employee shareholding as an impediment to laying off
the workers, although a labor collective is often a major shareholder
and represented on the board of directors. Employees are now selling
out their holding of shares, as happened in postwar Japan. Broker-
dealers offer attractive prices for shares in which they expect foreign
investment. Bankruptcy is now to be enforced with state-owned enter-
prises. As inflation is coming down and the real interest rate has be-
come positive, some privatized enterprises are also exposed to
considerable bankruptcy risk.

Enforcement of Shareholders' Rights

The first shareholders' meeting is required to be held within twelve
months after registration of the company as a joint-stock company.
Many were held toward the beginning of 1994, but with some irregular-
ities to obstruct participation of outside shareholders. In some cases,
management required shareholders' representatives to have authorized
certificates to participate in the meetings as an excuse to exclude sham
shareholders, and to have those certificates validated by notaries. In
other cases, the voting at the meeting was counted on the basis of "one
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person one vote' rather than "one share one vote."61 To begin with,
over 10,000 enterprises issuing shares planned to have annual share-
holders' meetings at about the same time, making it impossible for mul-
tiple shareholders such as VIEs to attend most of the meetings.62

The Company Law defines rights of shareholders, but their en-
forcement is another issue. An effective way to enhance enterprise gov-
ernance is to promote awarencss of public shareholders about their
rights to the profit of the enterprises they own. The Moscow Public
Shareholders' Rights Committee was established by an initiative from
the VIF industry to promote public awareness.6 3 The committee pub-
lishes periodicals and publicizes practices in violation of shareholders'
rights, as well as good practices by managers of enterprises and VIFs.
As shareholders become educated abouttheir rights (and the procedures
for claiming them), enforcing the law will become less of a problem.
Now the inadequacy of the court system itself is being highlighted in
the fight to enforce laws and regulations. 64

Power of Commercial Banks and Foreign Invcstor;
and Their Relationship with VIFs

Russia's private commercial banking sector started in 1989, while VIFs
emerged at the end of 1992. Although many purely private banks start-
ed from nothing, they have shown an -impressive growth in the past

61. There is an ongoing discussion in academia as to whether 'one share, one
vote" is the optimal rule of corporate governance. In the Russian system, they
have both voting and nonvoting shares. The issue here is not the voting rule
itself, however, but the universal enforcement of whatever rule exists.
62. The accounting year ends December 31, and dividends must be paid
within sixty days. This means that all the privatized enterprises try to pay
out dividends at almost the same time. It may be imagined what a mess this
can cause in present-day Russia, with its inefficient payment system.
63. It was established by an initiative of Mr. Andrei Volgin, President of
Adamant Financial Corporation, a fund management company for Derzhava
Investment Fund, a Moscow-based, major VIF.
64. A bottom line is that the Russian judges, jurdes, and lawyers do not have
any experience in handling private commercial lawsuits and are unable to
function effectively in those capacities.
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five years, and commercial banks number about 2,000 in Russia today.
Moscow has attracted nearly 600 bank headquarters, which include
most of Russia's leading commercial banks.

Commercial Banking Sector

Major commercial banks are currently better placed to influence
corporate control than any other financial and investment institutions,
including VIFs. First, banks have been able to provide financial re-
sources to enterprises, which VIFs have not. Second, former state banks
(for example, Promstroibank) have traditionally strong ties with former
state enterprises, and purely private banks have worked together with
private enterprises from the beginning of their establishment. Third,
the universal banking status gives a capacity to the Russian banks to
control enterprises.6 5

SOURCE OF BANKS' GOVERNING POWER

Medium-term loans and loan provisons. Leading banks are trying to
strengthen their relationships with client enterprises and recently start-
ed medium-term (1-3 year) hard currency lending.66 In the current in-
flationary environment, hard-currency credit is the only way to provide
medium-term financing, while such credit can only be provided to reli-
able hard-currency earners. Furthermore, medium-term credit can only
be given to a borrower who has a stable, long-term revenue base. As a
result, long-term credit has been concentrated in resource-based, export-
oriented project financinb. The banks' loan provisions when granting
such credit indude imposition of ceilings on additional borrowing and
dividend payments of the borrowers, and a requirement to channel set
minimum amounts of the export revenues through them. If a borrower

65. In asset size, banks are significantly larger than VIFs, and therefore
daimed to be more powerful. A comparison of asset value between banks and
VIFs under the present illiquid stock market with inflation is not very
meaningful in the long run, because net asset values of VIFs are greatly
undervalued relative to those of banks under a circumstance that is unlikely
to persist in the long run.
66. International Moscow Bank, Tokobank, and Mosbizinesbank are among
such banks (see Elena Belyanova and Ivan Rozinsky in this volume).
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fails to meet such provisions, the bank may undertake a wide range of
possible actions. Today, Moscow-based major banks dlaim to have
about 20 percent of their assets in this kind of lending. As an enterprise
becomes dependent on a particular bank, a threat to withdraw credit
becomes a powerful tool.

Share custody and registrar. Russia's commercial banks are con-
sidered as universal banks because they are allowed to engage in securi-
ties business. Commercial banks' direct investment in equity, however,
is generally not a very significant source of corporate control because
of bank regulations such as capital adequacy requirements and the sin-
gle-risk exposure restriction. Nevertheless, banks' share custody busi-
ness, which often gives proxy voting rights to the banks, is another
potential source of governance power. A number of banks playing the
role of custodian are affiliated to major VIFs, however, and do not play
an independent role as proxy voters. VIEF managers vote by themselves
most of the time. More independent custodians are major banks with
trust, brokerage, and/or registrar operations but without affiliation
with major VIEFs. Aiming to be a full-scale universal bank, Inkombank,
for example, is said to control 20 percent of the shares of all the
enterprises in St. Petersburg. It achieves that level of control by the
proxy votig power gained through its custodial business. Inkombank
.operates a leading independent registrar in St Petersburg, and the
registrar can assure proper registration of shareholders and hence their
rights, such as the right to receive dividends, to vote at the share-
holders' meetings, and the like.67 Becau'se Inkombank also offers cus-
tody service, investors of companies registered at the bank's registrar
tend to prefer to use the bank's custody service.

ENTERPRISE GOVERNANCE BY BANKS. Whether or not the Russian
banks will play a significant role in corporate governance-as their
German or Japanese counterparts do-remains to be seen. The strong
ties between major commercial banks and enterprises raised a concern
in GKI about their potentially anticompetitive nature and led to tight-

67. When GKI started promoting establishment of independent registrars, half
of individual Russian shareholders were said not to be registered properly and,
therefore, often failed to exercise their rights.
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ening of the regulation on the banks' enterprise shareholding. The New
Privatization Program announced by GKI in December 1993 stipulates
that commercial banks are limited to a holding of a 10 percent of equi-
ty share in each enterprise.68'69

So far, banks' involvement in privatization and governance of pri-
vatized enterprises has been limited.70 One reason is that the control-
ling power of the incumbent work force was much greater than expect-
ed in the beginning of the privatization. Except for the hard-currency
project lending, banks are not providinglong-term credit to enterprises.
Even in the case of the hard-currency project lending, foreign investors
and financial institutions tend to take a major stake. In such a case, the
governing power of the Russian banks would be limited. In addition,
major banks have recently become increasingly conservative and lost
interest in equity investment and trading as the real interest rate has
become positive. In the recent environment of positive real interest
rates, with inflation and nominal interest rates falling steadily, the most
sensible way to manage bank assets is to invest in fixed income instru-
ments of longer duration and high creditworthiness.71 T-birs are an

68. Prior to the new progrm, there was no automatic restriction on banks'
shareholdings, unless a banking law regulation on single-risk exposure also
applies to equity shareholdings. The only explicit restriction was that banks'
acquisition of beyond 35 percent of shares required approval of the State Anti-
Competition Committee. More general rules of significant share acquisitions.
are: 1) a purchase on the market of over 15 percent of a company's shares by
one party requires the consent of the Ministry of Finance (this provision does
not apply to the company's founders) and 2) a purchase of over 50 percent re-
quires consent from the Anti-Competition Committee.
69. Total value of equity shareholding by a bank was also restricted to. a
maximum of 5 percent of the banks' assets- This, however, is rather a matter
of prudential operation of banks and, therefore, a concern of the Banking Law
rather than the Anti-Competition Law.
70. Only 3 percent of enterpnrses surveyed by The RuSsia Economic Baro-
meter in November 1993 indicated that the banks' representatives became
members of the board of directors (see Elena Belyanova and Ivan Rozinsky in
this volume).
71. T-bills are discount instruments; therefore, their duration is as long as
their maturity. There are three- and six-month bills being issued today, and an
issue of one-year bills is planned to start in late 1994.
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ideal instrument for this purpose and, therefore, have recently been in-
creasingly popular among major banks.

In contrast, smaller commercial banks were engaged in risky invest-
ment.72 Small banks have tried to attract deposits by offering high rates
because they needed to have greater liabilities to take advantage of scale
economy in financial intermediation. On the asset side, however, this
forced them to be engaged in high-risk, high-return business (moral haz-
ard). Small banks continued to speculate in foreign exchange and inter-
est rates and to be engaged in equity investment and trading. However,
the ruble did not deprecdate much more as inflation cooled, and interest
rates in hard-currency deposits have come down with competition.
Property and equity do not apprecaate as real interest rates become
positive with falling inflation. It is speculated that a large number of
smaller commercial banks will go under by the end of 1994.73 Such
smaller banks are now trying to sell themselves to leading VIFs.

SIZE OF COMMERCIAL BANKS AND BANKING SECTOR STRUCTURE.
In order for Russian banks to play an active role in enterprise gov-
ernance, they would have to be able to contribute significantly to fi-
nancng the enterprises. While provision of short-term working capital
serves to monitor the activities of the dient enterprises, banks should
also be able to provide longer-term financing in order to participate in
the enterprises' strategic business planing. The requirement of a signif-
icant financial contribution means that the banks have to be large
enough relative to the size of a client enterprise74 At present, even

72. In 1993, banks were said to be responsible for half of trading turnover.
73. Artide 11 of Russia's Bankruptcy Law stipulates that a petition for
insolvency (bankruptcy) of a licensed bank cannot be fled by its creditor
and/or a public prosecutor until the Central Bank of Russia suspends the
banking license. This is an exception of the enterprise bankruptcy rule applied
only to licensed banks. The Central Bank of Russia and commercial banks are
now also working on introduction of a deposit insurance scheme and a bank
rating system to increase the transparency of the banking system.
74. Prudent management of a bank should require diversification of the loan
portfolio. This normally materializes in the form of a regulation to limit a
bank's lending exposure to a single risk source.
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leading Russian banks are still small if compared with the gigantic
Russian industrial enterprises, such as the oil and gas. Commercial
banks will have to syndicate loans among themselves to meet the fi-
nancing needs of such industrial giants! 5

In order for individual Russian banks to be larger, the banking sys-
tem would have to be relatively concentrated. The banking sector
would need to have a two-tier structure, with a limited number of large
commercial banks with extensive, nationwide branch networks in the
first tier, and a large number of smaller regional banks in the second
tier. Although Moscow-based leading banks are significantlv larger and
more sophisticated than other regional banks, emergence of such a
banking system is still at a beginning stage.76 Major banks have expand-
ed their branch networks to gain a competitive position in correspon-
dent banking to consummate interregional payments.77 They did so
both by establishing new branches and by acquring small local banks.

TIF-BANK RELATIONSHI. As of July 1993, about 16 percent of the
banks had VIFs managed by their affiliated fund management compa-
niesZ.8 The relationships between leading VIFs and major commercial
banks, however, appear to be quite independent from each other. In
general, it is much more likely that a group involving a major VIF has
a commercial bank as a member than that a major commercial bank

75. Although some major industial groups have commercial banks as their
members, such a "house bank" tends to be too small to satisfy the investment
needs of its group enterprises and to specialize in working capital financing
and payment services.
76. The World Bank announced loans to strengthen banking institutions on
May 19, 1994, which will permit thirty to for -core banks" to be upgraded
to an international standard.
77. Because the payment system of the Central Bank of Russia takes at least
two weeks to consunmnate interregional payments in the inflationarv environ-
ment, demand for a swift payment service has been very strong. A bank with
a nationwide branch network could offer an interregional payment service by
correspondent banking, which allows the bank ta internalize the payments as
its free liquidity and, therefore, has been a very p.-ofitable business.
78. The Rassian Economic Barometer, July 1993. Also, see Elena Belyanova and
Ivan Rozinsky in this volume.
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controls a VIF through its affiliated fund management company. When
a leading VIF has a commercial bank in its group, the bank's core ac-
tivty tends to assist the operation of the VIF, especially in the pro-
vision of services of share custody and payment for dividends and set-
tlement of share trading. In other words, financial groups involving
leading VIfs often have VIF business in their core, and commercial
banking operations as a supplement. In contrast, VIEFs controlled by
leading commercial banks collected vouchers from the bank's depositors
and employees of the bank's client enterpnses and invested in the client
enterprises for control. Such VIPs act more like holding companies, and
their marketing strategies have been conservative79 There are only a
few VIFs of this kind, and they are likely to be subject to close mom-
toing by the Anti-Competition Committee.

Commercial banks are not necessarily the dominant financial
institutions in the outer regions of Russia. There are a number of
regions where only a few VIFs exist and banks are small. Some VIFs
in such regions coHlected vouchers from the majority of the residents
of the regions and are viewed as arepresentativesn of the citizens who
are workers in the region's enterprises. The president of such a VIF
resembles a regional mayor. Enterprisesm in such a region often invite
representatives from the VIF to be members of their boards of
directors. Such VIFs claim no difficulty in competing with the
commercial banks of their regions. En general, Russian banks and VIEs
maintain a rather competitive relationship with each other, although a
competitive advantage clearly lies with commercial banks at the
moment 8 0

79. They do not aggressively advertise their investment performance and
dividends to attract individual voucher investors.
80. This contrasts with the situation in the Czech Republic, where the bank-
ing system is dominated by a limited number of forr er state banks. All the
major banks own leading find management companies that manage the ten
largest VIFs. As a result, the Czech banks have a strong influence on the man-
agement of VIFs. Through the VIFs, Czech banks exercise significant gover-
nance over enterprises, which creates an agency problem and conflict of inter-
est with investors of such VIFs.
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Stubsidiaries of Foreign Banks

Several foreign investment banks and commercial banks have estab-
lished subsidiaries or joint ventures in Russia. They are serving as the
catalyst for foreign investment in three different ways. First, they are
the agents for foreign strategic investors in cross-border acquisitions.81
The foreign banks then work with VIFs and B/Ds in the acquisition
of shares of target enterprises. With their well-capitjijed position"
with vouchers, VIFs acquired shares of a target enterprise and sold
them as a bloc to a foreign investor through a foreign invesment
bank.82 Some VIFs profited significantly from this operation. Second,
they served as advisors for joint ventures between foreign investors and
privatized Russian enterprises. Third, they have been custodians for
foreign portfolio investors. Naturally, the investmnent banks are
stronger in the first two areas,83 and the commercial banks are stronger
in the last.

Role of Foreign Investment

A common perception of foreign investment in Russia is that it would
be insignificaat compared with the resources needed to restmucture the
huge Russian industrial sector. Contrary to this perception, the impor-

81. The foreign banks take either buy-side or sell-side, depending on the case-
In some cases, they seem to have acted as middleman on behalf of both sides,
which is unconventional, and often unacceptable, in the Western investment
banking practice.
82. If a foreign bank tries to take a sell-side, they visit Russian enterprises
individually and identify potentially marketable enterprises. If an identified
enterprise seeks foreign investment, the bank arranges for lawyers and
accountants to carry out Western-standard due diligence and advise on the
minimum restructuring acceptable for foreign investment. At the ssame time,
the bank markets such Russian enterprises and brings in the best Western
partner through their international network. They commonly charge the seller
a fixed fee plus a success fee as a portion of the capital they successfully
solicited from a foreign investor.
83- Among them, a subsidiary of Credit Swiss First Boston (CSFB) is the
most well-established, active, and successful in Russia.



Enterprise Goverance and Investment Funds in Russia Privatization 171.

tance of the role of foreign investment has received increasing recogni-
tion. Foreign strategic (that is, direct) investment provides confidenoe
to the target Russian enterprise, and thus helps mobilize domestic in-
vestment and financing as well. Foreign portfolio investment, which
has recendy become noticeable, accelerated the increasing trend of for-
eign investment, 84 a response to the undervaluing of Russian enterprise
shares relative to the value of their assets.85 Long-term investment,
whether strategic or portfolio, is quite limited in Russia today, and
within that limited investment, foreign investment comprises a
substantial part. It is generally the foreign investor with a large amount
of long-term funds who has the capacity to take short-term rislks for
long-term strategy and retum in the present risky business environmnent
of Russia.

Bankruptcy, the Power of Creditors,
and the Role of VIFs

Bankruptcy and the Power of Creditor Banks

As a debtor falls into financial distress, the voices of creditors become
louder. Enforcement of bankruptcy law strengthens the govrning
power of creditor banks, which comes to supersede that of
shareholders. The governing power of commercial banks over a debtor

financial distress would be determined by two principal factors. One

84. Foreign portfolio investors are particularly concerned about the Russian
market's capacity to ensure ownership rights, and their sure transfer on a
nationwide basis. The system of share custody and company registrar, partic-
ularly to ensure swift and sure interregional share trading, needs to be
upgraded as soon as possible to give confidence to the domestic as well as the
foreign investors. As for an organized trading system, a centralized exchange
or a NASDAQ-like networking OTC market needs to be establishedc To
generate liquidity, listing of blue chip enterprises needs to be promoted
simultaneously with upgrading of the market infastructure.
85. In terms of Western securities analysis, price-to-book-value ratio (PIBR) of
Russian shares, if the book value is adjusted for inflation, tends to be far
below 1.
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is the legal power given to creditors in bankruptcy law,86 and the other
is the extent to which the commercial banks are creditors of the enter-
prises. If the commercial banks were not lending extensively to enter-
prises, the banks would not be in a position to command strong legal
power over the debtor. If the banks were financing enterprises exten-
sively, their voice would be stronger. At the same time, however, a
large-scale bankruptcy of enterprises would seriously hurt the soundness
of the banks and the banking system.

Russia's Bankruptcy Law

Russia's Bankruptcy Law was revised in December 1993, and the Fed-
eral Agency of Bankruptcy was established simultaneoucly to adminis-
ter enforcement of the law.87 In May 1994, a presidential decree set up
specific criteria for recognition of bankruptcy. Further, on June 2,
1994, President Ye]-rs: signed a decree "On the Sale of Debt-Owing
State Enterprises.? This decree established a normative base for oringing
insolvent enterprises out of crisis. The general structure of the law is
similar to those of most Western bankruptcy laws, and it describes
court and out-of-court procedures, reorganization, and voluntary and
involuntary liquidation. Russia's bankruptcy law is designed with
greater similarity to the U.K. or the German law than to the U.S. law,
in that its reorganization procedures are not as permissive with the
debtor as is Chapter 11 of the U.S. law (see table 5-6).88 Liquidation of
a debtor under the Russian law would leave nothing to govern after-
ward, although it gives foremost power to the creditors in the recovery

86. Assuming that the law can be enforced, which seems a reasonable assump-
tion in the long rmn.
87. The agency can also initiate bankruptcy procedures for unprivatized state
enterprises.
88. The 1978 U.S. Bankruptcy Law was revised in 1989 as a cautious response
to the rise of LBO Oeveraged buyout) trnsactions in 1980s. The revised law
has been criticized by academia for giving too much chance to the debtor to
reorganize itself, which tends to be a lengthy and costly process, and gives less
incentive to restructure (see Jensen 1991).



Enteprpie Governance and Investment Funds in Russian Privatization 173

Table 5-6. Bankruptcy Reorganization: The United States
and the United Kingdom

United Kingdom
United States Administrative receivershipa/
Cbapter 1I administration

Debtor in possession Debtor loses control

Process dominated Process dominated by (secured)
by management creditors

Easier to raise financeb Finance usually from secured
creditors creditors

More cosdy because it
takes longer Lower costs

Deferred liquidation Premature liquidation

a. Appointed by the courtL
b. Any new loans given to the firm for reorganization are considered "preferred

credit, which is higher in seniority than existing debt.
Soutrcc. Atiyas 1994.

of the credit. Reorganizaton is, therefore, he matter of more relevance
m considering the issue of enterprise governance in Russia.

Opening Bankruptcy Cases

According to Russia's Bankruptcy Law, a creditor (as well as the
debtor, the owner, or a public prosecutor) can file a petition to open
a bankruptcy case to the Court of Arbitration, with a prior notice
to the. debtor, if a payment becomes overdue by more than three
months. 89 The petition can include a request for reorganization. With

89. The debtor's petition must be filed by decision by the owner or board of
directors of the enterprise, signed by its manager, and accompanied by the
debtor's financial information. The debtor must also send a copy of the. peti-
dion and the financial information to each of its creditors. The financial
information must include a list of its creditors and debtors, a breakdown of
payables and receivables, and a balance sheet or substitute financial documents.
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the attendance of representatives of the debtor, the owner,90 the credi-
tor, the local financial agencies, and the work collective, the Court of
Arbitration is responsible for reviewing the case and deciding whether
to accept the petitions. The court first considers whether to recognize
the debtor as bankrupt and institute bankruptcy proceedings (liquida-
tion). If it decides not to recogze bankruptcy, and the petition
includes a request for reorganization, the court also reviews that pos-
sibility and decides on an appropriate action to be taken.

Reorganization and the Power of Creditors

The legal concept of enterprise reorganization consists of two principal
components-outside management of a debtor's propertrand rehabilita-
tion. Outside management of a debtor's property-includes the organiza-
tional procedures ordered by the court upon receiving a peation and
is designed to sustain an enterprise's activities by transferring the
functions of managing the debtor enterprise to the arbitration manager.
An arbitration manager works out a restructuring plan that is to be
effected through merger, division, detachment, takeover, or transforma-
tion.9 1 Rehabilitation aims at recovery of a debtor enterprise and con-
sists of financial aid administered to the debtor enterprise by the
owner, creditors, or third parties.

Outside Management of a Debtor's Property

To institute outside management of a debtor's property, the debtor
and creditors can nominate candidates for arbitration manager, and the

90. Including appropriate authorities if the enterprise is still owned by the
state or other public bodies.
91. A merger is to be effected by combining controlling interests with sub-
sequent conversion of shares or by the replacement of the shares of one com-
pany with the equivalent value of the shares of the other company and by
consolidation of balance sheets. A takeover is to be effected by purchasing
100 percent of the company's sha, s.
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court endorses the nomination, or tenders the position on a competi-
tive basis if more than one candidate is nominated. The law requires
that an arbitration manager not be a staff member of the debtor or the
creditorsY92 A meeting of creditors has numerous powers, includingv
1) establishment of a creditors' committee, which is entitled to request
information and explanations fror the arbitration manager; 2) endorse-
ment or amendment of an outside management plan made by the arbi-
tration manager; and 3) establishment of the amount of remuneration
the arbitration manager will receive, which is to be approved by the
court. Within three months of appointment, the arbitration manager
must obtain an endorsement from a creditors' meeting for a plan for
ourside management. If an outside management plan is not endorsed by
representation of two-thirds of all creditors' claims, the court may
revoke its judgment on outside management of the debtor's property,
or leave the decision in force but replace the arbitration manager. Any
creditor (or owner) can also file a petition with the court for a review
of the outside management plan by an arbitration manager if it finds
the plan to be detrimental to its interest. If the outside management
should be terminated for reasons of its ineffec.tiveness or incompletion
within eighteen months, the court may declare the debtor bankrupt and
begin bankruptcy proceedings.9 3

Rehabilitation

The priority right to participate in rehabilitation beLongs to the cred-
itor, the owner, and members of the work force.9 4 If the owner and
the creditors agree, however, the court may call an open tender for
participation in the rehabilitation. If no one wishes to participate, the

92. An arbitration manager must also be either a lawyer or an economist
with practical experience and must disclose his/her income and property.
93. As a disincentive against an unelaborated rehabilitation attempt for an
unviable enterprise by the owner or creditors, the remuneration for the
arbitration manager is to be charged to the requester if the court decides to
terminate the outside management.
94. If the owner and/or the work force are to participate, the work force
must participate in an independent capacity.
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court may revoke its rehabilitation decision. The participants in rehabil-
itation must perform their assumed obligations to creditors in full and
are collectively liable for their fulfillment. The creditors (as well as the
owner or the work force) can complain to the court about the ineffec-
tiveness of the reorganization, and the court may then take an appro-
pnate action, including termination of the rehabilitation. At least
40 percent of the combined amount of creditors' daims. must be met
in order of seniority within twelve months, and the duration of rehabil-
itation should not exceed eighteen months.9 5 There are several other
restrictions on the duration of procedures to carry out rehabilitation in
order to ensure swift and cost-effective actions. If rehabilitation is
terminated for reasons of its ineffecti veness, incompletion, or failure to
satisfy requirements, the court declares the debtor bankrupt and begins
bankruptcy proceedings. The court may not decide on rehabilitation if
the case of bankruptcy is to be reopened within three years.

Russian Banks' Exposure to Enterprise Financing

In light of Russia's Bankruptcy Law, creditors are given considerable
power and control to protect their irnterest in the process of enterprise
reorganization. Russian banks' enterprise financing, however, has so far
been limited. Unlike many of the Central European countries, Russia
has employed a decentralized approach to promote development of a
competitive banking sector.96 The commercially minded Russian banks
of today do hiot easily lend to risky Russian enterprises, except for
companies in their groups. In addition, long-term vnvestment credit was
traditionally provrided directly by the government, and therefore tradi-
tional business ties between banks and enterprises are generally not
strong compared with those in many Central European countries. Fur-
thermore, inflation has wiped out past debt of the enterprises. There-
fore, it seems unlikely that the Russian banks will be faced with a phe-

95. The court may extend the duration by a maximum of six months 1 on
a request from the participants.
96. The physical size of the country and other political factors necessitated
such an approach.
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nomenal nonperforming loan problem, which has been a common
problem in formerly planned economies that employed a centralized
approach to develop their banking sector. At the same time, it is
also unlikely that banks will develop a widely encompassing governing
power over the enterprise sector through the process of enterprise
bankruptcy.

Statics of Enterprise Bankruptcy

According to the Federal Agency of Bankruptcy, there are said to be
over 1,000 state-owned enterprises that have filed for bankruptcy either
voluntarily or involuntarily. They comprise a third of enterpnses in
which the government still owns over 25 percent of the shares, and 250
have already been recognized formally as bankrupt. Some of those
enterprises are now being sold into private hands. In addition, inter-
enterprise arrears have shown phenomenal growth, to amount to over
70 trillion rubles,97 suggesting a possible domino bankruptcy of enter-
prises. Many enterpnses seem to have continued to produce and deliver
products as has been done in the past, but without the assurance of
payments. Inflation is now being cooled off steadily, and the real
interest rate has become positive in the gradually tighter monetary
environment, while the payments system remains inefficient. All this
implies that more bankruptcy may be realized with private or privat-
ized enterprises, which now comprise about 70 percent of all the
Russian enterprises. It is beyond the scope of this chapter to forecast
whether the seemingly botomned-out recession will help enterprises
escape from a grancd-scale bankruptcy.98

It needs to be mentioned, however, that an incentive to evade tax is
generating a lot of sham insolvency. Enterprises can easily hide trans-
actions and profit in reality by barter, by cash payments with no trans-
action records, and by manipulating transfer pricing, particularly within

97. The total is 112 trillion rubles, according to the State Statistics Oh. .k.
98. In Hungary, strict enforcement of the Bankruptcy Law in a tight mone-
tary environment resulted in the ballooning of nonperforming loans in the
banking system for which neither the authority nor the banks were prenared.
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their corporate groups. By hiding transactions, an enterprise can dis-
guise revenues and manipulate taxable profit while evading turnover
tax.99 In particular, the incentive to evade turnover tax encourages
barter transactions and growth of interenterprise arrears.100 In these
circumstances, some credible threat to enforce the bankruptcy law may
be effective in forcing enterprises to disclose their real performance and
pay taxes. Asset registrars are now developing, and private land owner-
ship is now legally defined. Nevertheless, the authorities and the legal
system have so far not been very successful in enforcing the law be-
cause they lack understanding of enterprise valuation and restrucuring.

Potential Role of VIFs in Debt Restnectnring

One way for VIFs to deal with creditor banks and enterprises is to buy
nonperforming loans from banks at discount and engage in debt-equity
swaps with the debtor enterprises. This can be a mutually beneficial
business among VIFs, banks, and potentially viable enterprises. In
addition, it will reduce the goverment's fiscal burden by having the
private sector shoulder the cost of restrucring. This will also help
avoid development of excessive cross-shareholding relationships between
banks and enterprises through direct debt-equity swaps.101 Bills of ex-
change have been introduced to carve out the uncontrolled growth of
interenterprise arrears. The introduction of bills of exchange is expected
to accelerate growth of a secondary market for enterprise debt, which
will be a good foundation for VIFs to acquire those debt instruments
and engage in debt-equity swap transactions.

99. Russia ernploys a turnover tax, which is different from the value-added
tax (VAT), although both are indirect taxes. Turnover tax is similar to
consumption tax and is levied thinly on the gross transaction amount, while
VAT is levied on value newly added by the enterprise. Therefore, there is a
strong incentive to hide transactions, which also often leads to vertical
integration of industry.
100. By postponing payments, revenue and profit would not be recognized
under Russia's cash accounting of profit and loss. Therefore, enterprises do
nor have to pay income and turnover taxes for such unpaid transactions.
101. This will help banks meet the maximum of 10 percent corporate share-
holding restriction on banks.
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Currently there is said to be an obstacle against debt-equity swap
transactions. The current Russian law seems to stipulate that the par
value of shares be written against the value of fixed assets on the book.
Under the current law, debt equity swaps are considered as issues of
new equity shares with par value against nothing tangible and, there-
fore, not permissible. The authorities, however, recognize such regula-
tion to be an obstacle to promoting restructuring of enterprises. VIFs
are lobbying for revision of this regulation in order to be able to
engage in debt-equity swaps, particularly in the capacity of distressed
restructuring.

Concluding Summary

Russian enterprises currently are controlled by incumbent management.
The strength of insider control stems not from the legal structure of
the enterprise governance but from the actual shareholding structure of
the enterprises. A majority of the management, however, has not been
successful in restructuring and improving the enterprises to adjust to
the new market environment. Positions in enterprise management need
to be made competitive so that incumbent management is pressured to
do a better job, or to leave the position in one way or another. The
role of outside shareholders, creditors, and potential investors is thus
critically important in Russia today.

Commercial banks have some governance power as creditors, espe-
cially over enterprises of moderate size with a close business or group
relationship. Nevertheless, their governing power does not reach widely
over the huge Russian industrial sector. Operation of leading banks is
becoming increasingly conservative as they become established and the
real interest rate becomes positive with cooling inflation. Public trust
in VIFs is generally low following several examples of fraud, nonpay-
ment of promised dividends, and the failure of VIFs to provide finan-
cial resources for enterprises.

Nevertheless, the importance and capacity of VIFs should not be un-
derestimated, for four reasons.

They were intermediaries in privatization and, therefore, are po-
litically supported by the powerful GKI. The failure of VIFs
would mean failure of privatization, which G1I would try to
avoid as much as possible.
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Leading VIFs have become a group of significant enterprise
shareholders, and thus have a significant governing power over
enterprises. Currently, privatized enterprises are controlled by
incumbent owner-managers who are in many cases unwilling or
unable to restructure their enterprises to adjust to the new
environment. Governance by outside owners such as VIFs is an
important source of managerial discipline for the enterprises.

* Because they are completely new entities without any roots in a
communist organization of the past, many VIFs and fund man-
agement companies are run by an innovative new generation of
Russians. The managerial capacity and entrepreneurship of the
management of leading fund management companies is particular-
ly noteworthy.

* If the liquidity of the stock market increases, and stock prices
start reflecting the true value of the enterprises, the net asset value
of leading VIFs will likely increase dramatically to a level beyond
that of commercial banks. Infrastructure to support generation of
liquidity is now being worked out.

Some long-term-oriented VIFs are involved directly in the gover-
nance of invested enterprises. Their ultimate objective, however, is not
to manage the enterprises, but to earn a higher return. They woula be
happy to remain silent investors if strategic investors come in and
restructure the enterprises. Leading Russian banks, VIFs, and BIDs
cooperate with foreign investment and commercial banks with opera-
tions in Russia. These foreign banks are acting as a catalyst for foreign
strategic and portfolio investment. By using well-capitalized positions
with vouchers, some VIFs are playing the role of subagent for the
foreign banks. Foreign investrment is increasing its importance, and it
also encourages domnestic investment by giving confidence to the
domestic investors. VIFs' role in enterprise governance seems to lie in
intermediation of strategic invesment, through which they solicit
managerial resources while, in the interim period, keeping the man-
agement position contested. As they go through that process, they are
expected to become long-term portfolio investors, much like mutual
funds in the United States.

VIFs also have the potential to play a role in restructuring of dis-
tressed enterprises and assisting banks and creditor enterprises in deal-
ing with nonperforming credits. If VIFs buy the bad credit and carry
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out debt-equity swaps with the issuing enterprises, they may gain sub-
stantial influence over enterprise governance. So far, the relationship
between major VIFs and major banks in Russia is rather independent,
especially compared with that in the Czech Republic, and thus it is
unlikely that an agency problem will be a serious impediment in coor-
dinating among VIFs, banks, and enterprises. Development of a second-
ary market of bad credit with an introduction of a bill of exchange is
an encouraging sign that such debt-equity swap deals will be possible,
although an obstade seems to be Russia's accounting regulation. While
the banking system has been playing a leading role in enterprise financ-
ing and governance, the capital markets also have the potential to grow
into large-scale markets because of the massive privatization of
industrial assets.

The mixture of a German-style banking system and an Anglo-Ameri-
can model for capital rnarkets may well result in the Japanese model.
The Japanese financial system is characterized by the following three
factors: 1) Article 65 of Securities and Exchange Law (equivalent to the
Glass-Steagall Act of the United States), prohibiting securities business
by the banking institutions; 2) the Banking Law, allowing banks' cor-
porate equity holding in their investment accounts; and 3) a relatively
concentrated financial sector. A compromise between 1) and 2) is made
through the Anti-Trust Law, which limits the banks' corporate equity
holding to 5 percent in any company. Some Central European coun-
tries have also been driven to a system similar to the Japanese model
as a result of the tug-of-war between the German-style banking system
and the Anglo-American model of capital markets. In the New Privati-
ration Program, the GKI restricted banks' enterprise shareholding to
10 percent, which is similar to Japan's antimonopoly regulation on
banks.
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6
Evolution of Commercial Banking
in Russia and the Implications
for Corporate Governance

Elena Belyanova and Ivan Rozinsky

The first stage of creating the commercial banking system in Russia has
been completed. In the early 1990s, restructuring and corporatization
of the state banking system were carried out. Hundreds of regional
branches of three former specialized state banks that had serviced enter-
pnses in different sectors of the economy-Promstroibank, Agroprom-
bank, and Zhilsotzbank-were transformed into separate commercial
joint-stock banks. The state savings bank (Sberbank), which had accum-
ulated all the household savings, and later Vneshekonombank, which
had monopolized hard cuarrency transactions, were corporatized as well.
At the same time, the highly intensive process of creating new com-
mercial banks was being carried out.

The authors would like to thank Sergei Aukutsionek, the leader of the
research program "The Russian Economic Barometer," who provided them
with the results of the entrepreneurial surveys. Special thanks for their many
helpful comments go to the participants of the CEPR conference, 'Roles of
Banks in Corporate Governance in Transitional Economies: Lessons from
Postwar Japanese Experience," especially to Professor M. Aoki, John Litwack,
and Noritaka Akamatsu.
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Comprehensive descriptions of developments in the Russian bank-
ing system in 1989-92 have been given in a number of publications
(1IF 1991; World Bank 1992, 1993)- This chapter focuses on the recent
changes in the banking sector's size and its updated structure; evidence
of increasing competition in the banking sector as an effect of decentral-
ization; and the relationships between the banks and the privatized
enterprises, with primary concem being given to corporate governance
problems in postprivatization Russia.

The analysis is based on two primary sources of information:
(a) official statistics and (b) results of the regular panel surveys of
commercial banks and industrial enterprises by The Russian Economic
Barometer?I The surveys provide certain quantitative data that are still
unavailable in Russian official statistics, as well as qualitative data that
the traditional statistics fail to provide. Along with these, factual data
from periodicals and interviews with bank management and customers
are used in this chapter.

Commercial Banking Sector: 1993-1st
Quarter of 1994

The period of extensive growth of the commercial banking sector in
Russia-first through restructuring of the state banking system and then
by establishment of the new commercial banks-is likely to be coming
to an endc At the beginning of 1994 the number of banks exceeded
2,000 (see table 6-1). As early as 1993, the number of banks increased
by 306 (while the corresponding average figure for the previous four

1. The Russian Erconomic Barometer (a. quarterly bulletin published in Moscow
in English) has carried out regular (bimonthly for commercial banks and
monthly for industrial and agricultural enterprises) entrepr-neurial panel
surveys by the standard procedures since December 199L. The surveyed
executive managers fill in questionnaires concerning operations of their
enterprises, as well as most urgent aspects of their activities, strategy in the
changing economic environment, response to CBR and/or government policy,
and the like. The sample includes about 150 commercial banks and 600
industrial enterprises located all over Russia. The response rate for 1993
amounted to 33 percent. Distribution of surveyed enterprises in the sample
roughly corresponds to that of Russia as a whole.
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Table 6-1. Number of Banks and Branches, 1993-94

Banks Brancbesa
Date (1) (2) 2/1

January 1, 1993 1,713 3,135 1.8
Tanuary 1, 1994 7 019 4,539 2.2

a. The Sberbank's branches are not included.
Souirce: Cenrxal Bank of Russia.

years exceeds 400). In the future, the banking network will enlarge
chiefly through an increase in the number of branches. Acceleration of
growth already can be observed. Thus, in 1993 alone, the number of
branches increased by 1,404 (during the previous four years, its average
annual increase was less than 800).

In addition to purely economic factors, the growth in the number
of banks will be encumbered by institutional constraints. Beginning on
March 1, 1994, the minimum size of initial statutory capital of newly
registered banks was sharply (by a factor of 20) raised by the Central
Bank of Russia (CBR). From now on, it will be equivalent to 1 billion
ECU in rubles. At the same time, the supervisory and regulatory func-
rions of CBR and its control over banks' soundness are being gradually
supplemented. From the beginning of the third quarter of 1993 to the
end of the first quarter of 1994, the licenses of more than twenty baniks
were repealed.

Exhaustion of the sources of extensive growth is also supported by
changes in the overall volume of banks' assets (see table 6-2). In 1993
they increased by a factor of 5.7, whereas in 1992 they grew by a factor
of 27.5. Moreover, in 1993 their volume in real terms shrank by two-
fifths, whereas over the whole of 1992 their growth roughly corre-
sponded to inflation, and throughout the last three quarters of 1992 the
assets increased far more rapidly than prices (in nominal terms the
former rose by 13.1 times, and the latter by 4.3).

Structure Updated

Moscow Banks and Regional Banks

It is not in the least surprising that Moscow has become the heart of
the Russian banking sector. The number of banks in Moscow is still
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Table 6-2. Banks' Assets, 1991-94

Billion Ratio over Inflation
rubles previous year rate

Year Date (1) (2) Ar 2/3

1992 01/01 703.7 27.5 26 1.1
1993 01/01 19,343.2 5.7 9.4 0.6
1994 01/01 110,466.8

a. Consumer price index, December to December.
Source. Central Bank of Russia; Goskomstat of Russia.

exceedingly great considering the immensity of the rest of the country,
the small size of banks' branch networks, and the poor state of com-
munications. In number of banks and bank branches, Moscow by far
surpasses the rest of Russia. According to the CBR data,2 as of Octo-
ber 1, 1993, there were about 24.3 commercial banks for every 100,000
inhabitants of Moscow, and 10 times fewer-2.43 for every 100,000-in
the rest of Russia (excluding about 40,000 branches and offices of
Sberbank, situated in virtually every small locality and every district of
the cities).

Moscow outnumbers the regions not only in the banking network
size, but also in the rapidity of its extension. Among banks newly
founded in 1993, more than two-thirds are in Moscow. According to
the data of the Moscow head department of the Central Bank, 576
banks were operating in the capital of Russia by the beginning of 1994
(122 of which have in sum 672 branches inside and outside Moscow),
along with 90 branches of regional banks. Only one of the top ten
banks of Russia-tenth in size-is located outside Moscow, in
St. Petersburg.

In the list of the 100 largest banks of Russia, published by the
Rating Information Center, 40 are in Moscow. According to the data
of the Rating Center on the top banks' assets, between January 1, 1993,
and January 1, 1994, the share of Moscow banks' assets in the overall

2. Economica'i zbizn, Vash partner, No. 5, March 1993.
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assets of the 100 top banks increased from one-half to two-thirds.3

Although these should be treated as approximate figures (the list
includes only banks that agree to report, and the data they provide may
be biased), they reflect a tendency toward further concentration of
banking capital in Moscow.

lthus, while Moscow is oversaturated with banks, the rest of Russia
(with the possible exception for St. Petersburg, where several dozen
commercial banks are operating) is far from being amply provided with
them. This should be considered when enforcing new standards on all
Russian banks.

Former State Banks and New Banks

When characterizing the types of commercial banks in transitional
economics, the two major categories are usually distinguished by
origin-the forrr'.er state banks and the new ones (Thorne 1992; World
Bank 1992; Johnson, Kroll, and Horton 1993; Aukutsionek and
Belyanova 1993). In Russia, as of the beginning of 1994, the ratio
between them was approximately 1:2. The starting conditions of devel-
opment for commercial banks in these two main categories differed
greatly. While the forrmer "inherited" everything that is needed to start
business (offices, facilities, personnel, clients), the latter had to begin
virtually from scratch.

Initial ownership capital of the former state banks was formed by
distribution of shares among state-owned enterprises (SOEs) that had
been served by the regional branches of specialized banks. Many banks
count several hundred such founders. The new banks were founded at
the initiative of the so-called "new commercial structures" as well as
SOEs and public organizations, the former prevailing in most new
banks. As a rule, the number of founders was not large.

Gradually, old and new banks are becoming similar. Nevertheless,
the process cannot be treated straightforwardly: along with commercial-
ization and privatization of the former state banks through privat-
ization of their main shareholders (SOEs), new banks were partially

3. Finansovye izvestiya, February 4-10, 1993; February 17, 1994.
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"etatized" by integration into the system of centralized distribution
of loans.

Still, it would be preposterous to speak about complete removal of
distinctions between the former state banks and the new ones. They
differ both in the composition of their shareholders and main custom-
ers and in their chief sources of funds. A survey of commercial banks
from all over Russia by The Russian Economic Barometer (table 6-3)
demonstrates that by the beginning of 1994 the state share in the
former state banks' capital had been significantly reduced by massive
privatization of Russian industrial enterprises, but it is still more than
twice that oi new banks (one-fourth against one-tenth). The overall
share of the former state banks in present and former SOEs is alsc
twice as great as that of the new banks (one-half against one-fourth),
whereas the share of the former state banks in new private companies
is only about 40 percent of the new banks'.

Among the customers of the former state banks, the present and
former SOEs prevail, while the new banks prefer to service the new
commercial sector. This division was not only determined by starting
conditions, but also continued after the banks were established. Tlle
data of the January 1994 survey support the view that discrepancies in
priorities of former state and new banks in providing loans remain
substantial.

Table 6-3. Bank Ownership Structure, January 1994
(Percent of share capital)

Former
Type of sbareholder state banks New banks

SOE and other state institutions 24 11
Privatized enterprises 25 14
New private companies 26 65
Individuals 19 5
Others 6 5

Total 100 100

Source: The Russian Economic Barometer, 1994 bank survey.
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The survey reveals that about one-quarter of the former state banks
prefcr new privaite companies, wlhich miiighlt indicate that the strategies
of assets management of the two kinds of banks are becoming more
alike (table 6-4). The greater number of the former state banks still
gives preference to SOEs, while the majority of new banks selects
clients of the new typo.

Appreciable differences between the banks of the two categories
are observed in their sources of borrowed funds (table 6-5). For the

Table 6-4. Bank Preferences in Selecting Borrowers, Second
Half of 1993
(percentage of total respondents)

Preferred borrowers Former state banks New banks

SOEs 60 8
Privatized enterprises 40 15
New private companies 27 85

Note The totals do not make 100 percent, since some respondents marlecd two
variants of an answer,

Source: The Russian Economic Barometer, January 1994 bank survey.

Table 6-5. Main Sources of Banks' Borrowed Funds, Second
Half of 1993
(percentage of respondents)

Main source offunds Former state banks New banks

Enterprises' current accounts 80 54
Directed centralized loans 73 38
Enterprises' deposits 47 92
Households' accounts and deposits 40 31
Interbank loans 33 69
Other 0 0

Note: Trhe totals of the lines exceed 100 percent because the respondents were asked
to mark up to three variants of answers.

Source; The Rtssian Economic Barometer, January 1994 bank survey.
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majority of former state banks, the most important source in the
second half of 1993 was enterprises' current accounts and directed
centralized credits. This signifies that their functions under the centrally
planned system-running the SOE accounts and channeling resources
to them from the state-are still crucial.

Although two-fifths of those responding for the new banks report-
ed that directed centralized credits were one of the three main sources
of their fumds, the majority listed main sources that differed from those
of most former state banks-enterprises' deposits and interbank loans-
implying more active liabilities management.

Competition

One of the essential results of dismantling the former state banking
system and replacing it with hundreds of commercial banks is the
gradual sharpening of competition in the banking sector, followed by
its partial transfer from the lobby to the marketplace.

EviDENCE OF DIRECT COMPETITiON. According to the survey data,
by now the overwhelming majority of banks have recognized their
mutual interdependence. This has created changes in their behavior pat-
terns, leading to a consideration of rivals when making decisions ancd
taking actions. To the question "Tln you perceive any competition on
the part of other banks?" in July 1993, more then four-fifths of the
interviewees answe. ed in the positive, and in January 1994 all the
banks' respondents, without exception, did the same (table 6-6). Never-
theless, at the same time only slightly more than one-tenth of the banks
called competition "intense"; for the rest it is 'weak."

RIVALRY FOR ALLOCATION OF CENTRALIZD CREDITS, Until re-
cently it has been access to centralized credits that determined-to a
great extent-the viability of many of the Russian banks. With a deep
economic recession accompanied by the fall of the savings rate and
accelerating inflation, banks found it increasingly difficult to attract
funds. Lobbying for allocation of centralized loans seemed to be less
costly than promarket competition for depositors, not only for the
former state banks, but for the new banks as well.

The situation was greatly aggravated in the beginning of 1993,
when the largest of the commercial banks that formerly had isolated
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Table 6-6. Banks' Assessments of Competition with Other Banks,
January 1994
(percentage of total recpondents)

Variants of answer July 1993 Jannary 1994

Competition is
Intense 14 14
Weak 70 86
Zero 12 0
No idea 4 0

Source. 7Te Russian Economic Baromneter, July 1993 and January 1994 bank survey.

themselves from this activity entered the competition for centralized
credits. The newly established state and semistate fnancial institutions
(the Russian Industrial and Investment Fund, State Investment Corpora-
tdon, Russian Bank of Reconstruction and Development, Russian Bank
of Project Financing, and the Russian Financial Corporation) also
claimed preferential nights in this field.

As regards the Joint Stock Investment Commercial Promstroibank
(a legal and actual successor of one of the three state specalized banks,
previously servicing the bulk of industrial SOEs), for the first time
since it was founded it perceived a serious threat to its monopolistic
position. To prevent the entrance of potential competitors, the Proms-
troibank succeeded in gaining a decree from the government of the
Russian Federation ( acknowledging its special status and gaining
additional privileges.4

Since the summer of 1993, there has emerged a weakening of the
banks' interest in allocating the directed centralized credits, essentially
because of the tightening of CBR and RF government credit policy.
The spread between interest rates on directed credits and market rates
was reduced appreciably, and unconditional extension of the bad credits
to SOEs and automatic covering of dhe banks' debit balances (even
when brought about by nonredemnption of directed loans by its reci-
pients) ceased. This enhanced the bank's responsibility for the credit-

4. For details see "Participation of Russian Commercial Banks in the State In-
vestment Programs." 7he Russian Economic Barometer 2(3), 1993.
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worthiness of governrent-selected borrowers. The March 1994 survey
of banks shows that throughout the half-year preceding to the survey,
an average of more than two-fifths of the directed credits were not
repaid by the borrowing enterprises in time. It goes without saying that
under the circumstances, the banks are increasingly intent on treating
the allocation of those credits as a trouble or duty rather than a
profitable business (see table 6-7).

In the beginning of 1994, competition for depositors and the most
reliable borrowers was stated to be the main line of competition by the
majority of the surveyed banks (see table 6-8).

SEEEKNG FUNDS. Banks' interests come into conflict more and
more frequently when they seek funds from business, households, pub-
lic institutions, and so forth. Banks compete for running the current
accounts and to attract time deposits, for both clients' rubles and dol-

Table 6-7. Answers to the Question: 'Is It Profitable for Your Bank
to Allocate Directed Credits?" September 1993, March 1994
(percentage of respondents

Variants of answer September 1993 March 1994

Yes 14 0
No 59 100
Difficult to answer 27 0

Soutrce: The Russian Economic Barometer, September 1993, March 1994 bank survey-

Table 6-8. Lines of Competition

Target groups Percentage of respondents

Depositors so
Reliable borrowers 72
Centralized loans 20
Interbank loans 20
Other lines 12

Note: Respondents were allowed to mark all the suitable answers.
Souc 7he Russian Economic Barometer, January 1994 bank survey.
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lars (DM, and so forth). In this connection, a number of peculiarities
in the current situation should be mentioned.

Prior to the banking system reform, neither enterprises nor
individuals had the opportunity to choose a bank. Currency accounts
were concentrated in Vneshekonombank; household ruble accounts in
Sberbank; and those of enterprises and public institutions in one of the
three other state specialized banks-Promstroibank, Zhilsotzbank, and
Agroprombank-in compliance with their branch affiiation. Following
the banking system decentralization, the relationships between the
customers and the banks were liberalized, and "attachment" strictly to
a single bank was no longer the rule.

Depositors of every category take advantage of their right of
choice. As a rule, the flow of funds is directed from the former state
banks to the new banks. Enterprises change their bank at their own ini-
diative and at the request of new banks, in case the latter become their
creditors. Instances of governmental bodies changing banks are also not
isolatedL One of the recent and quite specific cases is the refusal of the
Moscow government to be serviced by one of the former state banks
and the transfer of its current accounts to the five advanced new
banks.5

As for raising the household deposits, recently both new and for-
mer state banks succeeded in crowding their main and-as it seemed not
long ago-invincible rival, Sberbank. Thus, according to CBR data at
the beginning of 1993, the proportion between the household ruble de-
posits in Sberbank and in the rest of the commercial banks was 10:1,
wvhereas at the beginning of 1994 was 6:4.6

In the bankers' opinions, the main current hindrance to the banks'
activity in the area is not rivalry on the part of Sberbank, but the
lack of proper facilities to deal with large numbers of depositors (see
table 6-9).

Elimination of the state monopoly and establishment of a competi-
tive environmnent within the fin-ancial sector is one of the most signif-
icant results of institutional reforms implemented in Russia during
the past five years. The strengthening of competition, however, does

5. For details of this transaction see "New Banks Win the Competition, the
Central Bank Materials.' Economika i zhizn 11, March 1994.
6. Finansoy ivestiya, February 4-10, 1993; February 17, 1994.
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Table 6-9. Factors Constraining Household Deposits in Banks,
March 1994

Va ria nt ofa/answer Percentage a/ respondents

Lack of proper facilities 43

High costs of servicing small
depositors 43

Household unwillingness to rieposit 36
Rivalry on the part of Sberba.'k 7
Other 14

Note: Respondents were allowed to mark al the suitable answers.
Sourcc The Russian Economic Barometer, March 1994 bank survey.

not lead automatically to the pro-market slant of the backgrounds of
Russian bankers' behavior. Rivalry among banks encourages not only
profit-seeking, but also rent-seeking-investment resources in lobbying
the state, selective law enforcement, and the like The example of
Promstroibank activities in this field is neither the least nor the last.
One of the more recent examples of successful efforts of Russian banks
to set legislative barriers to foreign banks' entry is the Presidential
Decree prohibiting the foreign banks to service residents up to Janu-
ary 1, 1996. This decree applies even to banks that received the general
license but have not started operations. Thus, only three foreign banks
were allowed to service the residents-Credit Lyonnais/St. Petersburg,
BNP-Dresdner Bank, and Citibank.

The profit-seeking strategy, in its turn, does not lead automatically
to improvements in the banks' services. Improvement of service quality
has not become the banks' major weapon in the competitive strugge,
particularly in the struggle for household deposits. In order to attract
more funds from small depositors, many of the Russian commercial
banks offer high interest rates on deposits; consequently, they have to
accept higher levels of risk to meet the interest payment obligation.
Given the essential instability of such a deposit base and absence of
deposit insurance in Russia, aggressive price competition of this sort
creates a real danger of bank runs.

Whether the sociery will in the end gain or lose from the increas-
ing competition in the commercial banking sector of Russia depends on
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how soon the state begins to perform the conventional regulating role
instead of a paternalistic one toward both the production and financial
sectors.

Banks and Corporate Governance
in the Postprivatization Period

Russian Pri-vatition-Outcome

The corporate governance system emerging in Russia is to a great
extent the result of massive privatization of SOEs. Some features of this
process are worth considering because they provide necessary back-
ground for the analysis of the corporate governance in Russia in gen-
eral, and the prospects for the banks' role in particular.

MANAGEMENT'S VICTORY. According to the Russian privatization
program, employees (including management) could elect Variant 1,
which gives the employees 25 percent of nonvoting shares free of
charge, or Variant 2, a dosed subscription to insiders, im which em-
ployees are able to buy up to 51 percent of shares at a low multiple of
preinflation book value (we omit considering Variant 3, for its role was
negligible). The state officials in charge of privatization openly ex-
pressed their support for Variant 1, limiting the employees' control
over enterprises. The results, however, revealed a strong un-willingness
on the part of managemaent and employees to give up control over
"their" enterprise and to tolerate a significant role being played by
outsiders. Industrial management unequivocally preferred Variant 2.

The leading position of enterprise management duringprivatization
came about because its support, or at least a lack of opposition, is the
essential precondition for the whole process to start up. There are a
number of perfectly legitimate ways open to management to block the
process-the simplest one is just to refrain from enterprise privatiza-
tion plan preparation. Without managemnent involvement, a plan can-
not be prepared because management is the sole holder of the relevant
information.

Another privatization process feature that enabled management to
hold control is the lack of privatization experts. Given that local
authorities in charge of privatization rarely have enough specialists at
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their disposal, all the privatization documents are normally elaborated
by the managers themselves, or by the consultants hired by the enter-
prise (in other words, hired by the enterprise management). Evidently,
in both cases the resulting privatization plan ensures the interests of the
management. As one should expect, most favor is given to Variant 2.

The conclusion of the Russian experience is that the privatization
process will be either management-controlled or it will not proceed at
all (Rozinsky 1993).

As the leading force of the privatization process, Russian managers
do not act as textbook investors searching to maximize profit on their
investments. Their motivation is related to the preservation and
strengthening of control over the enterprise.

Management preferences are reflected in the results of privatization
as of 1992-93. The vast majority of enterprises (according to Goskorm-
imushcbestvo, three-fourths) have chosen Variant 2. The survey conduct-
ed by The Russian Economic Barometer in November 1993 (enterprises
from different industries have been involved) yields the following data
91 percent of privatized enterprises that participated in the survey used
Variant 2; after privatization the management team remained the same
in 72 percent of the enterprises, less than half were changed in 25 per-
cent, and more than half were changed in 3 percent only.

Variant 2, giving employees the majority of votes, provides a solid
base for management control. As in other countries (Frydman and
others 1993; Hannsman 1990), employee ownership may well be viewed
as a mechanism for entrenching the control rights of the managers
against those of outside shareholders. According to the poll data pub-
lished by CBR, 52 percent of the employees classified their enterprises
as either director- or management-controlled, compared with those
claiming that their enterprise was controlled by employees (15 percent)
or by shareholders (5 percent). 7

Management positions are particularly strong in large enterprises.
First, managers of such enterprises have traditional links with gov-
ernment bodies, which makes it possible to influence political decision-

7. Two thousand employees of industrial enterprises were polled by the Eco-
nomic and Social Changes: Monitoring the Public Opinion bulletin in April,
1993. See: Monitoring the Lines of Banks'Policy, No. 1, 1993, Central Bank of
Russia, Moscow.
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making. Second, obtaining large blocks of shares of such an enterprise
obviously is a more difficult task for the outsider, both financially and
techically.

The question arises of whether the employees are willing to sell
their shares to cutsiders. Although legally the shares are alienable, man-
agers usually succeed in preventing the vote outflow. Although the gov-
ernment explicitly prohibits the imposition of any limits on the share-
holders' free disposition of shares gained under privatization, such a
practice remains common in Russia. One of the legitimate ways to
create obstacles to free disposition of shares and thereby prevent a
voting power shift to outsiders is the management-led establishment of
ESOP-like structures. In this way, employees become the shareholders,
with their shares in the enterprise serving as a contribution to the share
capital of the structure. This swap-like operation leads to concentration
of the initially dispersed enterprise shares in the management-controlled
legal entity.

The employees may quite reasonably be regarded as very conserva-
tive shareholders, because they are reluctant to sell their shares to out-
siders. Their reluctance has two major explanations: first, selling the
shares to outsiders will be considered an opportunistic behavior by
their colleagues, and second, holding shares of the enterpnrse is widely
regarded as a device diminishing the possibility of dismissal. It should
be stressed that the most important reason for the employees to acquire
the shares of their enterprises is their desire to preserve the existing
employment level and social comfort (as put by Russian trade union
leaders, "We do not want somebody to buy us"). The poll results pub-
lished by CBR indicate that only 7.3 percent of the employees want
their enterprise to be owned by Russian outsiders; 5.2 percent would
prefer foreign ownership; and 55 percent voted for employee owner-
ship. Such an attitude provides fertile ground for establishing unques-
tionable management control over the enterprise.

The provisions established by the State Privatization Program for
1994 supposedly limit the absolute control of the management over the
privatized corporation. It is stipulated that employee participation
(including managers) in the board of directors shall not exceed one-
third of the board members. Nevertheless, no mechanism exists to en-
force this provision. In addition, the well-known ways to avoid this
restriction (election of the represeitatives of the management-controlled
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investment funds, retired managers, and the like) make it very unlikely
to be effective.

LACK OF EXTERNAL CONTROL. The privaiization process in Russia
has thus resulted in a system of management-controlled corporations.
The likely implicaions follow.

Low propensity to pay dividends. Prevalence of Variant 2 makes it
unprofitable to insiders to vote for large, if any, dividends. With the
insiders' majority guaranteed, dividend payments become unlikely, be-
cause every hundred rubles paid in dividends results in forty-nine given
to outsiders. The evidently more attractive alternative is to distribute
the whole amount available for dividends among insiders (the simplest
way to do this is through bonuses to employees). The interest in pay-
ing dividends is further reduced by double taxation.

Outsidersface prohibitions against entry and there is no mechanzism
ensuring outside control of corporations. One of the privatization
outcomes is the "entry prohibited" situation facing the outsiders.
Variant 2 and the corresponding measures to prevent vote outflow push
outsiders into a permanent minority position. Changing the situation
through a takeover is an extremely costly device and very difficult to
implement without a liquid capital market (one should also once again
take into consideration the hostility toward outsiders). Therefore, being
a shareholder, the outsider has virtually no access to inside information
and control.

One of the most promising features of the privatization process,
and definitely one of those most utilized by the government, is the role
and potential of "privatization intermediaries"-the voucher investment
funds. Sometimes it is claimed (Stiglitz 1992) that these intermediaries,
if permitted to engage in brokerage, commercial, and investment bank
operations, may come to resemble the German umversal banks and
play a decisive role in imposing outside control over industrial manage-
mert. Up to now the Russian experience has given little if any support
to this proposition. Facing the extremely low propensity to pay divi-
dends demonstrated by the newly privatized enterprises, and at the
same time being under heavy pressure from dividend-seeking share-
holders, the investment funds devote themselves to trading in vouchers
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(privatization checks) and, to a much lesser extent, to the acquisition
of securities of enterprises.

The available data on dividends announced by the investment funds
in 1993 shows that (a) in all the cases the dividend rate achieved by the
investment funds falls short of the rate of inflation, and (b) average
interest rates quoted by banks on deposits tended to be higher than the
dividend rate paid by the investment funds. The vast majority of invest-
ment funds is expected to announce zero or insignificant Cinflation
given) dividends. This is very likely to affect the broad public con-
fidence in these intermediaries, in spite of massive advertising cam-
paigns (under most favorable conditions, their profit, if consisting of
dividends paid by industrial enterprises, will not make it possible to
pay dividends comparable to rates on deposits actually offered by the
Russian banks). In addition, the investment funds are subject to several
legal constraints that limit the scope of their operations and prevent
them from becoming "bank-like" institutions. Although the new State
Privatization Program for 1994 has raised limits on the investment
funds' helding of one enterprise's shares and on the value of such
shares in the investment fund's assets, emergence of the anew banking
sector" on the basis of the "privatization intermediaries," as well as
their important role in promoting outside control, is very unlikely.

In our opinion, the attention normally paid to the Russian voucher
investment funds exceeds their real economic role and prospects. The
same may be said about the partnerships between banks and investment
funds, sometimes regarded as the force capable of providing a
foundation for outsider control. Not excluding such a possibility in
principle, it should be noted that up to now the partnerships of this
sort have not played a significant role in the Russian economy. Typical
is the situation where there is either a pocket bank controlled by an
investment fund or a pocket investment fund created by a bank (in the
latter case the investment fund creation is generally initiated by
managers of the enterprise/shareholders of the bank). In both cases the
establishment of relationships between banks and investment funds does
not add much to the stronger party's capability to exercise outsider
control over corporations. What really matters is the strength of the
participant that initiates the partnership, not the partnership itself.

Theoretically outsider control may be imposed through, for exam-
ple, pressing the management to issue additional shares, thus eroding



202 Corporate Governance in Transitional Economies

the management-controlled stock majority. Russian privatization ex-
plicitlv favors this approach. In practice, however, it is hardly possible,
taking into consideration the poliLical and economic power of Russian
industrial management. Even if pressed hard to issue additional shares,
management is very likely to do so through private placement-that is,
through direct distribution of shares between the known-in-advance in-
vestors, presumably between the enterprise's suppliers and buyers (in
other words, other management groups). The resulting corporate struc-
tures would thus remain closed, although perhaps they would be slight-
ly more effective than the existing arrangements.

Rudimentary equity market. The implications of the privatization
process in Russia virtually block equity market development. On the
one hand, managers and employees are expected to be very conservative
shareholders, reluctant to sell their shares. On the other, the industrial
shares are not attractive to potential buyers because of low dividends
and the virtual impossibility of obtaining large blocks of shares. One
may thus predict that the demand for such shares will only be express-
ed by takeover pract?tioners, constituting a small portion of the
potential equity market participants. The equity market therefore tends
to be thin and incapable of providing adequate control mechanisms.

INVESTMENT HUNGER. When assessing the corporate system likely
to be established in Russia, one should bear in mind certain essential
features of the current economic situation, which determines the prob-
lems facing the management-controlled enterprises. Having inherited
obsolete production capacities, most newly privatized enterprises badly
need modernization. Obtaining investment finds for modernization is
widely regarded as the core problem, the one that will determine the
survival of the enterprise under emerging market economy conditions.
Huge investment amounts are also needed for restructuring the enter-
prises to adjust to the new economic environment. 'Investment hun-
ger" would be a proper term to describe the attitude of the industrial
management toward investments.

Seeking to finance its investment program, the enterprise may rely
on (a) stock issuance; (b) bond financing; (c) government support;
(d) retained earnings; and (e) borrowing from the banks.

The large-scale issuance of stock may result in an erosion of the
existing management control, the possibility Russian industrial man-
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agement does its best to avoid. In addition, the Russian equity market
is thin and definitely not prepared to raise funds sufficient for
moderrnization.

The enterprises cannot rely on bond financing in modern Russia
until the pace of inflation slows. In addition, lack of an adequate legal
enviromnent leaves the bondholders' rights unprotected: the Russian
bondholder is unlikely to rely on courts, even in an attempt to force
the borrower to meet his obligations to the bond issue, to say nothing
about the relevant disclosures. Russian law on bankruptcy remains dor-
mant. Therefore, a high default risk combined with high and unpredict-
able inflation makes Russian investors-private persons as well as insti-
tutions-reluctant to buy industrial bonds in sufficient amnounts. This
is particularly true for private persons lacking the information needed
to assess the relative attractiveness of different securities.

Direct governmental transfers and subsidized loans may quite
reasonably be regarded as important sources of the funds needed to
modernize the obsolete production facilities. Several factors tend to
diminish the importance of this source. First, the government support
programs are likely to be concentrated in the so-called target industries.
Second, their amount is limited by the anti-inflation policy targets.
Third, direct government support implies additional costs for the man-
agement of newly privatized Russian enterprises in the form of tight-
ening state control.

The retained earnings of a vast majority of Russian enterprises,
being permanently depleted by inflation, are simply not sufficient to
finance the huge investment programs.

To summarize: (a) huge investments are badly needed by the Rus-
sian economy to renovate its obsolete production facilities; (b) heavy
reliance on stock or bond financing is unlikely because of the institu-
tional characteristics of Russian securities markets and galloping
inflation; and (c) possible government support and the enterprises'
retained earnings are insufficient. It follows, then, that about the only
way open to the newly privatized Russian enterprises searching for
large-scale financing for investment purposes is to rely on bank loans.

Russian banks look strong and relatively stable in comparison with
other Russian financial institutions. Their assets many times exceed
those of other financial intermediaries, such as insurance companies or
investment funds. In addition to size, the most important feature is the
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existence of links between the largest Russian banks and foreign finan-
cial institutions. Given that the amounts needed for the large-scale
Russian modernization cannot be raised in the domestic market only,
channeling funds from abroad becomes crucial. The banks are clearly
the financial institutions best prepared to assume such a role. These
features of the banks-relative financial strength and the existing inter-
national links-make it likely that bank loans will become the main ex-
ternal source of financing modernization in Russia, with other sources
of Icss importance.

Thus the banks possess "an asset"-funds potentially available for
investment needs-which puts them in a much stronger position regard-
ing corporate governance than that of the other outsiders. The banks
may bargain on equal grounds with the industrial management. "A
money-for-power swap," that is, granting large credits for investment
purposes in exchange for at least partial control over an enterprise,
becomes quite possible.

Ranks and Enterprises: Current Relationsbips

GENERAL SITUATION. In spite of the banks' great potential for
involvement in corporate governance, data reveals that the vast
majority of the Russian banks are still standing aside from the produc-
tive sector of the economy (World Bank 1993; Belyanova, Aukutsionek,
and Gracheva 1993). Inflation leads to the prevalence of short-term
lending, making unnecessary and cost-ineffective any monitoring of the
borro-wer's performance.

At the same time, there exists a basic understanding by the banks
of the need to become more deeply involved in relationships with in-
dustrial enterprises. The survey results show that the banks themselves
were ready to participate in the process rather actively. Nevertheless,
results show considerable divergence between the expected and real
figures of Russian banks' participation in privatization (table 6-10).

In virtually every sphere the actual participation of the banks in
privatization appeared to be less than expected. Moreover, the number
of respondents not participating in privatization at all is significantly
greater than the number of banks that did not intend to participate
(16 percent against 5 percent).
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Table 6-10. Bank Participation in Enterprise Privatization,
October 1992, July 1993
(percentage of respondents)

Anticiateda ActuaI-
Item (October 1992) ouly 1993)

1. Lending for privatization 67 32
2. Buying vouchers 48 40
3. Securities transactions (at least one of 3.1-3.3) 62 36

3.1. Acquisition of shares of the enterprises 38 24
3.2. Placing of shares of the enterprises 38 16
3.3. Establishment of an investment fund 24 16

4. Other 19 20
5. No participation at all 5 16

a. Respondents were asked to mark all the intended and actual steps of importance
for them.

Source: The Russian Economic Barometer, October 1992, July 1993 bank survey.

The significant gap between the banks' realized and intended degree
of involvement in the privatization process reveals their (as well as
officials') initial underestimation of the role to be played by industrial
management in the privatization process.

Minor participation in enterprise privatization is followed by the
banks' minor involvement in corporate governance. Only 3 percent of
enterprises surveyed by The Russian Economic Barometer in November,
1993, indicated that the banks' representatives became members of the
board of directors. If compared with the already cited poll figures con-
cerning management participation in the boards of directors of the
newly privatized corporations, the conclusion is justified that industrial
management control remained unchallenged by the banks.

"HARD CURRENCY ISLANDS" IN THE RUSSIAN BANKING SYSTEM.
Although up to now there has been little evidence of Russian banks'
visible role in corporate governance, the picture is not the same in all
segments of the commercial banking system. One may notice the
emergence of the so-called "hard currency islands"-banks specializing
in hard currency operations (including hard-currency-denominated
loans), with Russian exporters their main customers. This small group
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of "the export-sector banks" (ESBs) tends to overcome the Russian
banks' general inability to interfere in corporate governance. Russian
experts' estimates vary concerning the number of the Russian banks in
this group, but three of them-Inernational Moscow Bank, Tokobank,
and Mosbizinesbank-are definitely to be intAuded.

Specialization of these banks in hard currency operations, support-
ed by their larger-than-average size and lending capacity, determines
their potential capability to exercise control over the industrial enter-
prises.8 The three-digit annual inflation rate in Russia makes hard-cur-
rency-denominated loans the only possible instrument cf middle-term
bank lending. Given that financing for enterprise modernization neces-
sarily requires at least middle-term (one-to-five year) credit facilities,
and that modernization by itself is very likely to require huge hard cur-
rency amounts to pay for the new equipment and technologies pro-
duced abroad, the banks comprising this group may well be expected
to become the very important providers of funds for the enterprises'
renovation. As far as large enterprise renovation is concerned, this
group of banks may be regarded as the only channel of providing suf-
ficient private financing.

Therefore, even taking into consideration the reluctance of the
Russian enterprises' management to tolerate outsiders' particpation in
corporate decisionmaking, these banks may well become influential
enough to be allowed to enter. If compared with other groups of poten-
tial "outsiders seeking to enter," the ESBs are the ones capable of
paying the highest entrance fee.

Two features of ESBs make it likely that they will monitor the
borrowers. First, these banks grant middle-term loans on a commercial,
not government-directed, basis, and thus face the need to enforce con-
tracts. Second, they can afford to pay salaries sufficient to attract the
best experts in monitoring the enterprises.

Close links between these banks and Russian export industries are
currently emerging and are very likely to develop fiuher. In order to
avoid the exchange rate risk when granting hard-currencr-denominated

8. It should also be mentioned that the ESBs are not normally involved in
operations with small depositors such as households, and their deposit base is
therefore considerably more stable.
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middle-term loans, the banks tend to push the potential borrowers to-
ward export orientation. The newly adopted legal requirement to
register every contract with a foreign counterparty in the authorized
bank (that is, in the bank authorized to conduct international trans-
actions) will undoubtedly facilitate the bank's monitoring of the
enterprise's export amount. In its turn, the larger the portion of an
enterprise's production volume that is exported, and the deeper its
involvement in international trade, the more sensitive it is to the
international reputation of its bank. Given that the vast majority of
other Russian banks lack this reputation, as well as appropriate experi-
ence, the enterprise's opportunity to choose among banks lessens. Thus,
demand for middle-term loans requires heavier reliance on export; the
latter limits the choice faced by the enterprise to a very small number
of banks. Establishing a reputation acts as a barrier to entry (Stiglitz
1989).

Presumably it is too early to speak about these banks as being
engaged in control of corporate governance as is seen in the German
model. Nevertheless, first steps have already been made. In addition to
pushing the prospective borrowers toward export orientation, there are
examples of banks' representatives sitting in the borrower's board of
directors.

When granting medium-term credit facilities, the banks are impos-
ing ceilings on additional borrowing and dividend payments of the bor-
rowers or setting required minimum amounts of the export revenues
to be channeled through them. It should be stressed that such pro-
visions, quite common in Western banking practice, are entirely new
for Russia, and their implementation is therefore an event for the
Russian banking system. A borrower's failure to meet the mentioned
requirements may result in a wide range of actions by the bank, from
expressing concern and asking for explanations to declaring default,
leading to acceleration of repayment.

There thus exists the potential capability of the ESBs to overcome
the c:losed-door" policy of the enterprises' management, and steps in
this direction have already been made. Moreover, several factors of the
Russian economic life provide evidence of the largest ESB's increasing
involvernent in corporate governance.

On the one hand, there are reasons why the enterprises' man-
agement is likely to tolerate the increasing interference of the banks
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in corporate control and decisionrnaking. First, the threat to withdraw
credit becomes an increasingly powerful weapon in the bank's hands as
the role of direct government support diminishes, and Russian stock
and bond markets cannot be relied upon. Second, some large-scale
modernization programs (for example, the modernization program of
the Angarsk Petrochemical Plant in Eastern Siberia, requiring
approximately S0.5 billion) are feasible only if they are supported
by international financial institutions such as the World Bank or
the International Finance Corporation or foreign-export-promoting
agencies such as the U.S Eximbank. In such a case the ESB's role in
channeling funds to Russia (through funding lines or cofmancing
agreements) is essential because their international reputation makes
them the only local banks whose risk may be acceptable to interna-
tional bankers. Thus, the position of the ESBs looks strong enough for
them to insist on access to corporate control mechanisms if they con-
sider it necessary.

Another aspect worth mentioning here arises when comparing the
control by the bank and that of other outsider shareholders. The differ-
ence between them matters for the management's choice between fi-
nancing through the stock market and bank lending (bond financing is
not considered for the reasons mentioned above). This difference stems
from the realization that when the bank is exercising control, its be-
havior is generally predictable, whereas the behavior of outside share-
holders is not. In other words, when comparing the possible sources of
financing and their relative costs, corporate managers, holding other
things equal, will prefer control by the bank as a well-known institu-
tion to that of an unknown one. Also important in this connection is
the social factor top industrial management's social position (at least at
present) is closer to that of the largest banks' management than to the
social position of other outsiders. For all these reasons, it is easier for
the industrial management to tolerate control by the banks.

At the same time, there are some arguments backing the thesis
that large Russian banks are increasingly interested inl obtaining access
to corporate governance. The prime argument arises because Russian
banks' collateral-based lending is a highly unsuitable alternative.9 Lack

9. For the distinction between collateral and monitored finance, see the
chapter by E. Berglof in this volume.
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of a pledge contract enforcement mechanism prevents the banks from
wide reliance on collateral when granting loans. The excessive
registration fee (3 percent of the pledged property value payable up-
front) also impedes the use of pledge contracts. Determination of the
real value of the asset to be pledged is an extremely difficult task in
modern Russia, because the asset markets either do not exst or are ex-
tremely thin. Under these circumstances, the banks' switching to moni-
tored finance may well be expected.

Other arguments backing the thesis are as follows. First, given the
large size of the modernization projects to be financed and the cor-
responding exposures, substantial costs of monitoring and control are
justified. Second, lack of legal mechanisms capable of forcing the bor-
rower to repay gives the banks another incentive to exerclse close con-
trol over its operations. Third, obtaining control becomes essential for
banks, because under the "closed' system of shareholding, there is no
other outside control over the corporation. The risk-averse bank is
unlikely to lend sufficient money to a Ru-issian company controlled en-
tirely and exdusively by its management. To summarize: elaboration
of the workable mechanism of the bank's control over enterprises is an
essential precondition to the bank's participation in the large-scale
financing needed for modernization of the Russian economy.

DESIGN OF BANKING IN THE GERMAN STYLE. The large ESBs seem
to be the only visible economic agents prepared to get access to control
over strategic decisionmaking in the newly privatized Russian corpo-
rations. These banks are able to "pay the entrance fee" in the form of
investment loans high enough to overcome corporate managers' unwill-
ingoess to give up absolute control over 'their" enterprises. The system
of bank-enterprise relationships likely to emerge is thus closer to
the German model, with the banks' substantial involvement in produc-
tion firms, as opposed to the Anglo-Saxon model of arm's-length bank-
industry relations.

It should be mentioned that certain historical parallels also indi-
cate that the emerging Russian financial system is likely to follow the
German style of development (Belyanova 1992; Gracheva 1993). Analy-
sis of the history of Russian banking before the Bolshevik Revolution
reveals great similariy with German banK-industrial enterprise
relations-
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The situation in modem Russia is also more similar to the German
than to the Anglo-Saxon pattern. The formation period of the British
banking system was the period of their worldwide textile industry
leadership. Since this industry was characterized by a relatively high
ratio of working capital to total assets, short-term credit was of most
importance. In contrast, the German banks' formation was greatly in-
fluenced by the demand for long-term investment loans by heavy indus-
tnes, primarily by the metallurgical complex. In Russia as well, the
need of enterprises to moderize obsolete production capacities makes
the availability of long-term financing crucial, along with all the
implications for banks' incentives to exercise control.

The need to provide the banks with adequate control mechanisms
does not necessarily require that Russia follow the German pattern.
Apart from German example, the Japanese model is also available for
consideration. NWith the general idea of both models much the same
(dose involvement of the banks with production firms), they differ in
the means normally employed. While the Japanese model rests mostly
on the existing personal links between management of the banks and
industrial enterprises, whether or not the bank is a substantial share-
holder, the German model relies on substantial stock ownership (nor-
mally 25 percent plus one share), giving the bank veto rights when
cruciaI problems of corporate life are consideredL In addition, a very
important role is played in the German system by the supervisory
boards participating in major financial and investment decisions con-
cerning the industrial enterprise.

One of the arguments for the advent of the Japanese system in
Russia is the important role played by implicit as opposed to explicit
contracts in Russia as well as in Japan. It may be claimed that by
providing training to the smaller Russian banks' personnel and by
arranging syndicated loans to their large corporate customers, the ESBs
tend to approach the "main bank" position in relation to both corpo-
rate clients and smaller correspondent banks.

Current economic and institutional conditions in Russia, however,
may not favor the establishment of a Japanese-style system of bank-
industrial enterprise relations. There are no tradition-based links
between managers of the banks and corporations as there are in Japan,
although, as mentioned earlier, the managers belong to social strata that
are relatively close to each other. Typical careers of banking and
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industrial managers are segregated, as opposed to the practice prevalent
in Japan, where horizontal movements of managers from the banks to

their client corporations are rather common. There are no historical
traditions of large, family-based, financial-industrial groups with a bank
at the center. Consequently, although the possibility of following the
Japanese patern does adist, Russian bankers are likely to need some
formal instruments ensuring control, instruments normally attributable
to the German model.

Among such instruments, those normally proposed are setting
legislative provisions to promote banks' control (apart from that
provided through shareholding) and the banks' holding of corporate
shares.

The provisions likely to promote banks' control over industrial
enterprises include establishing industrial supervisory boards eupow-
ered to make stregic decisions, especially regarding the enterprise
investment projecrs. Banks are assumed to play the leading role in these
bodies.

Another proposal concerns the privatizaton procedure. It is a
normal practice in Russia that the regional Funds of Federal Property
(government bodies in charge of selling the privatized companies'
shares) retain the ownership of an essential block of shares (usually
about 20 percent of the share capital) for a given period of time. This
time period varies from industry to industry and from region to region,
reflecting the strategic importance of the enterprise as perceived by the
government. According to the legislation, this block of shares may be
given in a trust; normally the trustee is the top management of the
enterprise. Ciianging this practice and promoting bank trustholding
may significantly increase the banks' means of control over enterprises.

One more proposal relates to setting of the special default pro-
vision. Creditor influence over enterprises depends on legal provisions
for bankruptcy. This maxim, although evident as such, requires caution
when applied to the current situation in Russia, and presumably in
other postcommunist countries. Here the enterprises may not be al-
lowed by the state to go bankrupt because of unbearable social costs
inherent in their bankruptcy (for example, if the large enterprise is
the only possible workplace in the town, a situation rather common in
eastern Russia). Under such circumstances, the opportnity for the
creditors to initiate the bankruptcy procedure is limited.
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One way of solving this problem is simply to prohibit bank lend-
ing to such enterprises. Less radical and seemingly more realistic pro-
posals include setting bankruptcy provisions whereby creditors can
change the manager in case of default. Fear of being dismissed may be
relied upon as a force motivating management to consider the bank's
interests. In addition, the spillover effect of such a provision will be
a tendency to lower the interest charged by the banks, providing debt
financing badly needed by the Russian economy.

Until recently the Russian legislation on the banks' holding of
industrial shares could be considered rather liberal.10 If granted the
"general license" by the Central Bank of Russia, a Russian commercial
bank felt free to buy, to sell, or to hold the shares of industrial enter-
prises. Even the acquisition of more than 35 percent of voting shares
was not prohibited, subject to the approval of the State Antitrust Poli-
cy Committee.

The newly adopted State Privatization Program for 1994 tends to
restict banks' purchases of corporate stock. The program imposes
limits on bank ownership of corporate shares (not more than 10 per-
cent of an enterprise's share capital) and on total value of stock as a
portion of the bank's assets (maximum, 5 percent). The banks are now
prohibited from buying shares of the enterprises under privatization.

Thus, initially being very dose to the German pattern, the legal
framework of interrelations between banks and enterprises is likely
to drift toward the Anglo-Saxon model. This trend could considerably
hinder the shaping of the efficient market mechanisms of financial con-
trol over the Russian productive sector, as well as prevent the banking
seccor from extending long-term financing for modernization purposes.
Restrictions on banks' holdings of industrial shares will bound both
incentives and opportunities to exercise effective control over non-
financial corporations. An alternative to control by the banks requires
highly developed financial markets, prinarily the secondary stock mar-

10. "Banks and Privatization: Legal Framework." The Russian Economic Baro-
meter 2 (4) 1993; 3 (1) 1994.
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ket, which may take decades to achieve in Russia. Therefore, given the
stock market's failure to provide adequate outsider control, it is very
likely that the real choice is between banks' control over industrial
enterprises and no external control at all (or reimposing control by
the state).

Promoting banks' control over industrial enterprises undeniably
leads to concentration of economic as well as political power in the
hands of a small number of financial groups. The degree to which com-
petition between such groups can be relied upon to deal with such a
concentration remains an open question. Presumably, some addition-
al elements of the economic check-and-balance system are to be
elaborated.
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7

Reforming Corporate Governance
and Finance in Cbina

Yingyi Qian

Reform of corporate governance and finance is the central issue in the
next stage of enterprise reform in China Although small-scale privat-
izaion is under way and spontaneous privatization is not uncommon,
for political reasons mass privatization as seen in Eastern Europe and
Russia is unlikely to occur in China, at least for the next several years.
Nevertheless, a great deal could and should be done in reforming
corporate governance and finance in China to improve the performance
of its enterpnses.

In addressing governance and finance reform, or enterprise reform
in general, the first thing to note is the great variety of ownership and
property rights arrangements in China. Until recently, Chinese statis-
tics classified enterprise ownership into four general categories: state-
owned, collectives, individuals (private firms with fewer than eight
employees), and aothers, the last including private enterprises with
more than eight employees, joint ventures, wholly owned foreign ven-
tures, limited liability companies, joint-stock companies, and so forth.
We actually find even more variety within each category (see table 7-1).

I am grateful to Masahiko Aoki, John Earle, Lawrence Lau, John McMillan,
Juro Teranishi, and Ernst-Ludwig von Thadden for helpful discussions and
comments.
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Table 7-1. China: Types of Enterprise Ownership

State-owned Non-state-owned en=rises
Area ente7prises Collectives Individa Oters

Public enterprises Private enerses

Urban Controlled by District and Urban Urban Private;
central, provincial, neighborhood cooperatives individual joint-
city, and county enterprises sokjoint'
governments ventures

Rural n/a Township Rural Rural
and village cooperatives individual
enterprises

First of all, the state sector is far from homogeneous. Unlike Eastern
Europe and the former Soviet Union, where most state-owned enter-
prises were controlled by the central government, most state-owned
enterprises in China are controlled by governments at the provincial,
city, and county levels. According to the 1985 industry census of
China, the shares of industrial output of the national total (at or above
township level) produced by state-owned enterprises under the control
of central, provincial/city, and county governments were 20 percent,
45 percent, and 9 percent respectively (see also Granick 1990).

Second, the fast-growing 'nonstate sector" has a mix of private and
public enterprises, the latter including "collectively owned" enterprises
that are controlled by governments at the township or village levels,
known as "township-village enterprises" (IVEs). The main difference,
in property rights, between a state-owned enterprise and a collectively
owned enterprise is this: because state ownership means ownership by
all the people, the central government reserves the ultimate rights of
reallocation of residual cash flow and assets in state-owned enterprises
(SOEs), even if the control rights have been delegated and residual
income has been assigned to local governments. But the central govern-
ment (and any government except those of the townships and villages)
has no such rights over the assets of collectively owned enterprises.
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Third, there is a growing number of enterprises that fall into the
category of 'others"; the state or collectives still control more than
50 percent of their shares. At the moment, they are classified as the
"nonstate sector" and are often regarded as "private enterprises" because
they are neither SOEs nor collectives. But this could be misleading.
The misdassification problem will become worse when more and more
public enterprises are incorporated in the near future. This is not sim-
ply a statistical probleim rather, it is a problem concerning property
nghts and corporate governance.

In this chapter, I will restrict myself to SOEs and "other" types of
enterprises, such as limited liability and joint-stock companies, in which
the state controls more than 50 percent of interests. 1 After all, in most
cases, limited liability and joint-stock companies evolved from the for-
mer SOEs.

I will focus on four major issues concerning current reforms of
corporate governance and finance in China. First, it will be shown that
the gradual process of the reform emphasizing an "expansion of enter-
prise autonomy' and "increase in retained profits" has led to a signifi-
cant reallocation of control rights (mainly the use of assets) and cash
flows from government to enterprises, especially to managers. At
the same time, the Communist Party still firmly controls personnel
appointments and dismissals. These dual features make China's case in
part similar to that of Eastern Europe and Russia, and in part different.

Second, evidence will be presented to demonstrate that the past
fifteen years of economic reform in China have also been associated
with two major shifts in savings and finance: a shift of the savings
source from the government to households, and a shift of the financing
source of enterprises from the government budget to the financial sys-
tem, especially the state banking system. The shifts are so dramatic that
the savings and financing patterns in China are moving closer to those
of other East Asian countries, including Japan.

Third, different views in the current debate over corporate gover-
nance reform in China will be considered. In particular, the benefits
and costs of alternative governance structure in the political and eco-

1. Governance and finance issues in TVEs are studied in Che and Qian 1994.
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nomic environment of China will be analyzed, especially the role of fi-
nancial intermediaries such as holding companies, investment compa-
nies, and pension funds, as well as commercial banks.

In order for the banks to play useful roles in corporate governance,
the incentives for banks must first be addressed. Finally, issues related
to reforming the ex-isting banks and creation of new commercial banks
in China will be discussed.

The chapter is organized as follows. The first section summarizes
briefly the government policy of enterprise reform in the past fifteen
years (1979-93). The second section reviews the enterprise reform expe-
rience, focusing on the dual features of managers' control over use of
assets and the Party's control over managerial appointment and dismiss-
al. The third section demonstrates how the patterns of savings and fi-
nance have been changing toward the banking system. Corporate gover-
nance reforms will be discussed in the fourth section, and the needed
banking reforms in the fifth section. The final section offers
conclusions.

Enterprise Reformn Policies of the Government

The governance of SOEs in China before the economic reform was
similar to that in Eastern Europe and the forrner Soviet Union, except
that in China, the local governments played more prominent roles in
planning. Under the classical planning system, enterprises had little
autonomy, and their incentives from retained profits and bonuses were
low; this was known as overcentralization in the relationship between
government and enterprises. The profit incentives were even lower in
China than in Eastern Europe and the former Soviet Union because of
Mao's preference for political and spiritual incentives over material
incentives.

The main theme of the enterprise reform policies between 1979
and 1993 was decentralization from government to enterprises under
"expanding enterprise autonomy' and "increasing retained profits" for
the purpose of improving incentives. This strategy was prompted to a
large extent by the overcentralization of the authority in the past; the
successful experience of the contracting system in agriculture; the
slowness in progress of fiscal, financial, and price reforms; and the
political constraint on privatization.
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Experiments with expanding enterprise autonomy and providing
enterprises with profit incentives started as early as 1978, at the same
time as the agricultural reforms. The major effort of enterprise reform
by the government in this period was the introduction and promotion
of the "contract responsibility system," started in early 1987. By the
end of 1987, about 80 percent of large and medium-size SOEs had
adopted some form of the contracting system. By 1989 almost all SOEs
had adopted a contract responsibility system that continues today.
Under the contract responsibility system, enterprise autonomy was
expanded, and retained profits werc also increased. Contracts typically
last for a period of three to five years, and are designed to provide
incentives for enterprises by giving them shares of profits or the
residual profits after fixed remittance. The government promoted the
contract responsibility system because of political and economic con-
straints and the ease and intuitiveness of the concept. Some economists
advocated it because they believed that a thorough contract responsi-
bility system is a defacto privatization, and they regarded the contract
responsibility system as a substitute for privatization.

The contract responsibility system was not interrupted by the
Tiananmen Square incident. the system was enhanced by the Regula-
tions on Transforming the Management Mechanism of State-Owned In-
dustrial Enterprises issued in July 1992 by the central government. The
specific purpose of this new regulation was to further expand enterprise
autonomy, which officially granted enterprise managers the "14 rights"
of control in: production, pricing, sales, procurement, foreign trade,
investment, use of retained funds, disposal of assets, merger and acquisi-
tion, labor, personnel management, wages and bonuses, internal organi-
zation, and refusal to pay unauthorized charges by the government. In
practice, enterprises gained full control in some areas, but only limited
or no control in areas such as disposal of assets and the right of refusal
to pay unauthorized charges.2

2. Several empirical works have shown that the policies of enterprise re-
forms in the past have improved SOEs' incentives and increased productivity
to some extent. For incentive effects, see Groves, Hong, McMillan, and
Naughton, forthcoming; for productivity, see Jefferson and Rawski 1994.
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The second approach to enterprise reform was the experimental use
of other organizational forms, such as joint ventures, limited liability
companies, and joint-stock companies. By mid-1993, of 3,800 limited
liability companies, unlisted joint-stock companies, and listed joint-
stock companies, 62 percent were limited liability companies, 34 per-
cent were unlisted joint-stock companics, and 4 percent were listed
joint-stock companies. In addition to securing greater enterprise auton-
omy, another reason for setting up joint ventures was to attract foreign
capital. It was also hoped that setting up experimental joint-stock
companies would raise funds to circumvent credit quota regulations
imposed on banks. In all cases of limited liability companies and in the
majority of cases of joint-stock companies, new funds were raised by
private placement, often through closed subscription by employees and
institutional. investors. In many cases, with guaranteed dividends and no
voting rights, the shares were more like bonds or preferred stocks.

As a consequence of the focus on fundraising, as well as the lack
of reform in government finctions, the issues of ownership and gover-
nance reforms were overshadowed in the process of organizational
transformation. In almost all joint-stock companies, the state continues
to own controlling interests. Although joint-stock companies enjoy
greater autonomy than ordinary SOEs-in investment decisions and cdis-
posal of assets, for instance-it is still the government, rather than the
board of directors, that appoints top managers, as is the case in
ordinary SCOEs.

Enterprise grouping was another attempt at enterprise reform,
which usually did not involve raising new funds. This industrial reorga-
nization was a response to the segmentation of industrial structures
inherited from the planning system, especially after regional decentral-
ization. In most cases, industrial grouping explored vertical and
horizontal linkages without formal control rights shifts. These linkages
were established to explore economy of scale and to obtain supply
assurance without the involvement of financial and control issues.

Changing Patterns of Governance

It is generally agreed that ownership and enterprise reforms in the
industrial sector are not as successful as the reforms in the agricultural
sector. There are two basic reasons why industrial reforms are much
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more difficult than agricultural reforms in China. First, unlike the tech-
nology in farnily farming in China, technology in industry determines
that enterprises have both complex internal organizational structural
and external interrelationship CQn that sense, Soviet agriculture has
different technology than the Chinese). Second, unlike the simple insti-
tutional environment of agricultural organization, enterprise reforms
depend on other complementary reforms in the tax and fiscal system,
financial and banking system, investment system, social safety net, gov-
ernment bureaucracy, arid so forth. Without those complementary re-
forms, enterprise reform alone cannot be successful. Hence, even
though reforns in agriculture and industry face similar incentive,
ownership, and governance problems, simple (for example, family-
based) incentive schemes would work in agriculture, but would be un-
likely to work in industry.

The central dilemma of enterprise reform in China has been this:
either the enterprise complains of lack of axtononmy, or the government
as an owner loses control and suffers from lack of accountability. The
economic reform has granted managers increasing control rights over
the use of assets, which leads to a mixed outcome. On the one hand,
giving control to managers has a potential efficiency gain because man-
agers, unlike bureaucrats or politicians, have the skill and information
to run the enterprises. On the other hand, because managers do not
own the assets of enterprises, misgovernance of SOEs caused by the
agency problem remains and has even worsened in some cases.

Control and Benefts for Managers and Workers

Even without formal privatization in China, significant control rights
and incomes have been transferred to managers through "expanding
enterprise autonomy." The evolutionary process toward managerial
control is similar to that of Hungary both before and after its political
change in 1989 (Voszka 1993). The trend in China is reinforced because
most managers are promoted from within the enterprises during the
reform.

Like managers in publicly held corporations in the West, today's
managers of SOEs in China exercise great discretion over the use of
assets and maintain considerable on-the-job consumption and other
rents. The formal rights of managers include the "14 rights" stipulated
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in the 1992 regulations. The defacto rights vary; in some cases they are
less and in other cases more than the formal ones. There are some
common features concerning managerial control rights over assets.
First, enterprise managers typically have rights to use state assets and
to enjoy incomes so generated, but they have no formal rights to dis-
pose of assets. Second, the allocation of control rights ancd cash flow are
not entirely dear, which often leads to conflicting daims. And third,
there is no formal legal recognition and protection of the effective
property rights.

Although a top manager's salary and bonuses are only about three
times the compensation of an average worker, their benefits depend
much more on on-the-job consumption or perks, including assignment
of better and larger apartments, private use of cars, availability of
"corporate accounts for business lunches and dinners, entertainment,
domestic touring, traveling abroad, and the like. To appreciate the
relative magnitude of perks compared with salary and bonuses, one
needs to consider the following: one average business dinner in a
decent restaurant could cost about an average worker's monthly salary.
'While all of the above consumptions are perfecdy legal, some others
are not. As a result of fast development of the nonstate sector,
managers, or their relatives and friends, often have their own busi-
nesses, which provide opportunities for diverting state assets to private
benefits.

Managerial autonomy is greatly enhanced through a common
practice in China-a series of organizational transformations effected by
breaking up existing enterprises to form "secondary legal entities" (that
is, subsidiaries), joint ventures with foreign and/or domestic partners,
limited liability companies, and joint-stock companies. This practice in
China is again very similar to that in Hungary, where it is kno-wn as
"transformation" or "partial transformation." 3 The motivations of man-
agers in the two countries for such a reorganization are also simnilan de-
sire for independence from the government, for shifts of bad debts
and overemployment burdens onto parent companies, and for under-

3. In the past few years, transformation without formal privatization has been
typical in Hungary (Voszka 1993), and it is also called "decentralized reor-
ganization" (Stark 1993).
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taking new business opportunities without losing existing connections
to and benefits from the state.

But this process in China is more often associated with new
business projects, especially new ventures set up in special economic
zones and development zones. The folowing scenario is hypothetical,
but highly suggestive: a state-owned enterprise (say, of Beijing) first
sets up a wholly owned subsidiary in a special economic zone (say, in
Guangdong); then the subsidiary enters into a joint venture with several
domestic and foreign partners; later the joint venture sets up another
subsidiary in another development zone (say, in Shanghai); and finally
the last subsidiary forms another Joint venture with a TVE (say, of
Jiangsu). After several rounds of transformation, the managers obtain
a. great degree of autonomy. The key to tiis process is the relatively
little start-up capital required, which is used as collateral for securing
large bank loans at a very low interest rate.

Qian and Stiglitz (forthcoming) report several cases of such organi-
zational transformation. For example, a joint venture in Guangdong
was formed by a Hong Kong partner and three Chinese partners (each
with a one-quarter share)- Of the Chinese partners, one is a company
affiliated with the central government, another with the provincial gov-
ernment, and yet another with the municipal government. The Hong
Kong partner contributed some initial capital and technology and is
managed by a Chinese manager from an SOE. In another almost identi-
cal case in the same area, the Hong Kong investor is in fact a Hong
Kong company wholly owned by one branch of the Chinese govem-
mentA4 In the latter case, the Sino -foreign" joint venture is actually
100 percent state-owned, but both companies would fall into the cate-
gory of the nonstate sector. The managers caim that they have greater
autonomy because of the new ownership and organizational structure.

With the expanded enterprise autonomy, the agency problem of
managers in China is much more serious than it is in the West because

4. This is called "fake foreign capital" in China. The incentive of doing so is
twofold: to be qualified for tax benefits and to gain greater autonomy from
the government.
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of property rights and other institutional reasons. First, managers gen-
erally are not given shares or stock options that link the net worth of
the enterprise with their efforts. Second, although product market
competition is getting tough because of the entry of the nonsmte sector,
there is a lack of capital and managerial labor market competition.
Third, and most serious, there is no clearly accountable representative
of the state with supporting institutions that has both the information
and profit incentives to monitor the performance of managers. The
monitoring roles of both banks and branch ministries/bureaus are di-
minishing quickly in the reform of expanding enterprise autonomy, and
no replacement has been formed.

All these factors contribute to the phenomenon of coalition be-
tween managers and workers in state-owned enterprises, as opposed to
conflicting interests between the two in a typical capitalist firm, where
the managers represent the owners' interest. The collusion between
managers and workers is better susained because most managers were
promoted from within the enterprise. As returns to capital in the state
sector steadily declined from 25 percent in the early 1980s to less than
10 percent in 1992, wages and bonuses per worker in the state sector
increased (table 7-2). The workers in SOlEs benefited from expanding
enterprise autonomy in several ways: increased wages and bonuses
(both pecuniary and in-kind); expanded residential housing; job oppor-
unities for employees' children in collective enterprises sponsored by

SOEs; and so forth. But in many enterprises, the greatest benefit for
workers is the opportunity to purchase "internal shares," which are
sold to them at dscount prices (or options to buy the shares in the
future). These shares often have guaranteed dividends and command a
premium that could double the interest rates of bank deposits. If the
enterprise goes public, capital gains can be as high as five to ten times
the face value, a windfall gain.

Unlike Poland, however, workers' control of enterprises in China
was never significant because the trade unions and workers' congresses
in enterprises have been, and still are, under strict control by the Party.
The Party and the government continue to view an independent trade
union as one of the most serious threats against its leadership and social
stability. Not surprisingly, the role of workers within the enterprise is
mostly consultative.
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Table 7-2. China: Returns to Capital and Labor
in the State Sector, 198 1-92

Category and year Percentage

Profits and taxes per value of net
fixed assets and working capital
ia ind ustry

1981 23.8
1986 207
1991 11.8
1992 9.7

Increases of real wages and bonuses
per worker over the previous year

1981-8 41a
1986-90 2.6a
1991 3-2
1992 7.0

a. Average figures in five years.
Sourc Statistical Yearbook of China, 1993.

Sppontaneous or Informal Pivatization

This practice in China, which has become more common recently,
refers to the process of unauthorized transfers of assets from either the
state or collectives to formal or de facto private ownership. The phe-
nomenon is similar to that in the Eastern European countries and
Russia, but to a lesser extent (see, for example, Stark 1993; Voszka
1993; Shleifer and Boycko 1993). Typically, managers and employees of
the enterprise are the main beneficiaries, but local government officials
also become beneficiaries, because managers often bribe them to let the
deal go through.

Spontaneous privatization often occurred following the introduc-
tion of the contract responsibility system and during a series of orga-
nizational transformations as described above. Nee and Su (1993) report
several interesting cases of informal privatization in China. One case
concerns informal privatization of a part of an SOE. The Xiamen Food
Company, an SOE, converted a department into a subsidiary, the Food
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Trading Company. According to the profit-sharing contract, the parent
SOE claimed 90 percent of earned profits. The subsidiary was then
contracted out to three employees of the original department. The
subsidiary expanded quickly, and the three employees wished to pur-
chase the assets of the subsidiary. They lobbied to have their contract
lapsed on the ground that their business changed and the original terms
no longer applied. Eventually the parent company agreed to sell the
assets used to start up the subsidiary. These original assets were worth
considerably less than the business that the three former employees
developed themselves.

In this case, informal privatization started with the contract respon-
sibility system. The contractors then were able to secure loans to e;-
pand the business. Subsequently they acquired complete control rights
over the expanded and successful business, and eventually the contrac-
tors obtained ownership rights of the entire business. But what happens
if the business goes under? Of course, the state absorbs any fiancial
losses-it is the owner in that event. Because of this feature of transfer
of property rights, I call it "contingent privatization," which means
that the government does not give away assets in the usual sense;
rather, it gives away an opportunity in exchange for an informal,
noncash "bid-" If the business grows, the contractee pays back the debt
and becomes the owner of the new business, and the share of the state
is reduced in the economy. If the business goes under, the government
takes back control

T-his process has some interesting features. First, this is not, strictly
speaking, privatization, because the old stock is not sold. Second, the
scheme by its nature focuses on new business (rather than old), on flow
(rather than stock), and on growth. Third, the share of the state sector
is gradually reduced as that of the private sector is increased. And
fourth, because of the personal efforts involved, the process likely
favors entrepreneurs who take big risks (that is, the screening effect).
Regardless of the distributional issues, the contingent privatization is
not always efficient.

Not surprisingly, the government seriously worries about "state
assets stripping" from such spontaneous privatization. According to the
National Administrative Bureau of State-Owned Property, any transfer
at below fair market prices of state assets to nonstate entities-such as
individuals, collectives, and joint ventures-is considered state assets



Reforming Corporate Governance and Finance in China 227

stripping. There is no precise figure on the magnitude of this practice,
but some estimate that about 100-300 million yuan worth of state
assets flow out of the state coffers each day, or around 30-100 billion
yuan every year.5

State assets flow out in two main channels. The first channel is
during and after formal property rights transformation. For example,
it is estimated that in Guangdong Province, which has the most joint
ventures of any province in China, about 90 percent of Sino-foreign
joint ventures were formed without assets appraisal from the Chinese
partner. Also, during the formation of a joint-stock company, under-
valuing the present value of state assets is a common practice. A recent-
ly emerging method uses the chance of bankruptcy to liquidate state
assets at low prices and divert them for private uses, which explains
why some enterprises are very enthusiastic about bankruptcy, and some
even made a fortune from it.6

The second channel of state assets stripping is through control
rights transfers under the contract responsibility system of 1987 and the
new operating mechanism of 1992. For instance, in order to flfill the
contract obligation of current profit remittance to the government and
to please workers by maintaining high welfare, managers often sacrifice
the future of the enterprise by reducing assets-enhancing activities-for
example, by using up depreciation funds (eating up the equipment")
and by overborrowing.

The biggest social problem with the ongoing state assets stripping
and spontaneous privatization (and associated corruption) is the dis-
content of the public. Fairness is an issue, both because it avoids social
unrest that would destroy stability and because it has its own value.
One of the purposes of the Russian voucher program is to address the
needs of the public when state assets are quickly stripped away through
spontaneous privatization (Shleifer and Boycko 1993). China does not
have a similar means to please the public. State assets stripping and
spontaneous privatization offer tremendous benefits to some segments

5. Guangming Daily, October 5, 1993.
6. Gana Businmess imes, June 29, 1994. This type of "bankruptcy t is given the
nici kname 'fake death" (iast) in China.
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of the population, such as some workers, managers, local government
officials, and perhaps foreign investors too. Some economists regard this

as a more effective and less costly means of transition to capitalism for
China. Others disagree, and they argue that not only is the public
interest not served, but continuing the practice of state assets stripping
and spontaneous privatization would only promote corruption and
would not lead to a stable and well-functioning market economy.

Party Control of Personnel Appointments and Dismissals

As described above, managers in enterprises have been able to secure
substantial control rights in the use of assets. One important dimension
of the control rights concerning an enterprise, however, is the right to
appoint and to dismiss top managers of the enterprise, which is still
firmly controlled by the Communist Party. This is an important differ-
ence between China and the Eastern European countries and Russia.
Because of that, despite the similarity of the manager's discretion on the
use of assets in the two cases, China is still one step short of the
"insider controlr regime observed in the latter. The roles of the Parry
in China's economic reform could be better understood through a com-
parison with Eastern European countries and Russia.

The Party Organization Department, although not visible, is the
most important agency that has the ultimate control over personnel
above a certain rank (induding top managers of large and medium-size
SOEs); this is the principle known as "the Party controlling person-
nel." 7 For example, the legal representative of an enterprise (that is, the
top manager) must be appointed and certified by the Party Organiza-
tion Department when it registers with the National Administrative
Bureau of Industry and Commerce, and joint-stock companies must do
this as well (even in special economic zones such as Shenzhen). The
Party Organization Deparment can arbitrate when different govern-
ment agencies have conflicting interests and claims.

7. The supervising branch ministry or bureau of an enterprise makes nominal
appointments after approval from the Party Organization Department or
makes low-level appointments.
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In 1988 there was a plan by the Party to reform this system by
shiftng the authority to the government's newly established Ministry
of Personnel, but it was aborted because of the Tiananmen Square inci-
dent. There were also experiments in the mid-1980s in which manage-
rial positions in some SOEs were auctioned off (see Groves, Hong,
McMislan, and Naughton, forthcoming), but these experiments have
never become a mainstream mechanism. To the contrary, after the
Tiananmen Square incident, the Party reasserted its control over per-
sonnel to a greater degree. Overall, the authority of the Party Organi-
zation Department has not been seriously challenged by the previous
economic reforms because it has always been regarded as the domain
of political reform. As political stability and control are given first
priority, political reforms are indefinitely postponed.

The authority of the Party in appointment-and especially in dis-
missal-of managers serves as an important counterbalance against man-
agerial discretion. Although the appointment does not carry an explicit
compensation package as typically observed in a capitalist firm, each
managerial position is automatically associated with a huge amount of
control rents from managenral discretion, especially in the fast-growing
areas and in the newly emerged business lines such as real estate, secu-
rity brokerage, futures trading, financial intermediaries, and the like.
Therefore, although promotion within the bureaucratic hierarchy be-
comes less attractive than before, disciplinary dismissal by the Party se-
verely damages managers because of the removal of the rents associated
with their position. Even though some people do not want to be pro-
moted, they still have strong incentives to maintain their positions for
obtaining such rents. If managers succeed in capitalizing the rents, how-
ever, they may quit the job at some point to start their own business.
By that time, the personnel control of the Party will be less effective.

The continuity of the Party's control in personnel decisions has
important implications. On the one hand, this clearly does not repre-
sent a very efficient governance structure, because the seleccion criteria
of the Party are not entirely based on economic performance, and the
evaluation methods are largely primitive. 8 But reforming the system of

8. The criteria are not entirely political either. The managers generally may
pass the political screening as long as they are not involved in political inci-
dents such as the Tiananrnen Square incident.
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the Party's control, although necessary, will not be easy for obvious
political reasons, especially at the present time. On the other hand, the
willingness of the central government and the Party to decentralize
(delegate) control rights to managers without fear of a complete loss of
control is perhlaps the result of the continuing Party centralization of
appointments and dismissals of managers and control of their incen-
tives. This is somewhat similar in spirit to the Japanese organizational
features of the firm, where most decisions are decentralized, but person-
nel decisions are all centralized. This "Duality Principle," as termed by
Aoki (1990), may also operate in China. Indeed, the power balance be-
tween the Party/government and the enterprise hac to some extent pre-
vented state assets from being stripped away at a faster pace, as seen in
Eastern Europe and Russia-

Relationships betwern Enterprises and Local Governments

Often there is a conflict of interest between the central and local
governments, and local governments collude with enterprises against the
central government. This is more evident in fast-growing areas such
as Cuangdong. Collusion between local government and SOEs can be
explained by the combpetition pressure among different jurisdictions and
by the insecure property rights of local governments. Although the
local government has the control rights of SOEs, those rights are not
completely secure for two reasons. First, the local government worries
about possible future reallocation of assets by the central government,
and it often encourages the enterprise to pursue short-term goals of
profit maximiization, rather than increasing the net worth of the assets.
The local government may also want to privatize SOEs under its con-
trol, or tacitly consent to or even encourage the spontaneous privatiza-
tion described above, which explains why spontaneous privatization is
under way despite prohibition from the central government. Second,
the local government also worries about the ratchet effect, so it often
helps the enterprise to hide profits. The pattern is the following: the
local government allows profits to go untaxed. and the enterprise picks
up the bill for some government expenditures, such as dining and
traveling expenses.
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Needless to say, conflict between local government and enterprises
exists. Managers continue to complain about the lack of full autonomy
and government interference in such areas as appointments and the im-
position of unauthorized fees. Again, situations vary. In poor areas,
where the industrial base is small, but fixed government expenditure is
large, the local government tends to impose more fees on enterprises.
But competition among jurisdictions to get rich first is one check on
the local government's predatory behavior, especially in the fast-
growing areaz where potentially large gains prevent the local govern-
ments from becoming predatory. Local governments in advanced areas
may even make preemptive moves through reform to attract capital and
skilled labor from other regions in order to better compete.

Changing, Patterns of Savings and Finance

In contrast to Eastern Europe and Russia, China's economic reform has
been associated with high and stable national savings, which increased
from 30 percent of gross domestic product (GDP) in the early 1980s to
about 35 percent in the 1990s. More significandy, miajor saving sources
have shifted from the government and enterprises to households. In
1978 household savings accounted for only 23 percent, enterprses for
34 percent, and government for 43 percent of total saving. In 1991
household savings increased to 71 percent, enterprise savings decreased
to 25 percent, and government savings fell to a mere 4 percent of the
total (table 7-3).

Not only household savings increased dramatically; the increase is
closely associated with financial deepening, that is, the process of
rapid increase of household financial assets. Total household bank
deposits reached 1.5 trillion yuan in 1993, or about 50 percent of GDP,
from merely 6 percent in 1978. Total household financial assets in-
creased from about 19 percent of GDP in 1980 to about 70 percent
of GDP in 1991. For broader measures, in 1991 the M2 to GDP ratio
reached about 100 percent and total the financial assets to GDP ratio
topped 232 percent (table 74).

In contrast, the past fifteen years witnessed a steady decline of
(consolidated) government budgetary revenue as a share of GDP, down
from 35 percent in 1978 to about 16 percent in 1993. Much of the bud-
getary revenue decline can be attributed to the decrease of enterprise
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Table 7-3. China: Changing Pattern of Savings, 1978-91
(percen t)

Sbarc of national savings 1978 1991

Government 43 4
Enterprises 34 25
Households 23 71

Sotnrce: Xie 1992, table 3-13.

Table 7-4. China: Financial Deepening, 1978-91
(percent)

Item 1978 1991

Household bank deposits/GDpa 6 46
Household financial assets/GDPb 19 70
MZ/GDPC 99
Total financial assets/GDPC 95 232

Sotrce: (a) Statistical Yearbook of Cbina, 1992; 0b) Xie 1992, table 3-8; (c) Xie 1992,
tables 3-2 and 3-3.

income tax and profit remittance, which fell from 21 percent of GDP
in 1978 to about 5 percent in 1992. Some of the reduction of profit
remittance, however, reappeared as the so-called aextra-budgetary"
revenues. The extra-budgetary revenue, most of which is retained
profits of enterprises, expanded mnoderately. Before the reform, the
extra-budgetary revenue was relatively small, 9 percent of GDP in 1978
compared with the budgetary revenue of 35 percent of GDP. By 1991
the extra-budgetary revenue was up to 15 percent of GDP, while the
budgetary revenue was down to 18 percent of GDP. Still, the combined
budgetary and extra-budgetary revenues have declined significantly
during the reform period (table 7-5).

The natural consequence of the decline of government revenue and
savings and the increase of household financial savings trough bank
deposits is the changing sources of financing by enterprises. Budgetary

1.
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Table 7-5. China: Changing Pattern of Government Revenue, 1978-91
(percenl)

Iten 1978 1991

Consolidated budgetary revenue/GDP 35 18
Enterprise revenue/GDP 21 6

Extra-budgetary revenue/GDP 9 15
Combined revenue/GDP 44 33

Source: Statistical Yeatbook of Clhina, 1992.

financing of capital expenditure as a percent of GDP fell dramatically,
from 15 percent of GDP in 1978 to less than 5 percent in 1992. Al-
though some of the financing comes from extra-budgetary revenue (an-
other 5 percent of GDP), the major source of financing cones from the
banking sector. The share of bank loans in total budget and bank loans
financing in fixed assets and working capital increased from 39 percent
in 1978 to 73 percent in 1991 (table 7-6). Between 1981 and 1990, do-
mestic bank loans for fixed investment financing increased from 13 per-
cent to about 20 percent, and in working capital, bank loans accounted
for more than 80 percent (at or above township level enterprises) (Xie
1992, p. 87).

During this period, the government ran a moderate open or official
budget deficit (around 1-3 percent of GDP), of which about one-third
was financed by bonds. Hidden or quasi budget deficits under the name
of "policy loans" (that is, loans not on commercial terms), however,
may actually equal or surpass the figure on the open budget deficit.
Total seigriiorage (including both inflation tax and an increase in real
money balance) could be as high as 8-9 percent of GDP in some years
(for example, 1990 and 1991). Very fortunately for China, mutch of the
seigniorage in the past fifteen years has taken the form of an increase
in the demand for real money balance; therefore, the government was
able to keep inflation at a moderate level, although official and quasi
budget deficits ("policy loans") were high.

These stylized facts highlight the following points. First, bank
loans are becomiing the main external source of enterprise financing,
while the government budget and direct financing are relatively small.
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Table 7-6. China: Changing Pattern of Financing, 1978-91
(percent)

Item 1978 1991

Budgetary capital expenditure/GDPa 15 5
Shares of fiscal budget and bank

loans in fixed assets and
working capital financing

Fiscal budget 27c
Bank loans 39b 73c

Somrce (a) Statistical Yearbook of aChina, 1992; (b) 1980 figures, Xie 1992, table 3-11;
(c) 1990 figures, Xie 1992, table 3-11.

Second, many enterprise problems are caused by, or are shown as, the
problem of "policy loans," or bad debts in the fmancial system, rather
than the open budget deficits in the fiscal system. And third, the inter-
relationship between enterprise reform and banking reform is closer
than ever.

Current Issues in Governance Reform

Reforming governance of SOEs in China can be viewed as a three-step
process: corporatization, rearrangements of corporate control, and pri-
vatizatlion. At the present time, the first two steps are feasible, but
privatization is restricted to small-scale firms. In Eastern Europe, cor-
poratization was carried out only as a quick prelude to privatization,
and rearrangement of corporate control was carried out either during
or after privatization. In China, the particular political condition
dictates that the period of corporatization and rearrangements of corpo-
rate control without privatization will last longer. Privatization is not
impossible, however, as we see from the recent flexibility regarding
sales of small SOEs. It is also possible to privatize part of some of the
large-scale enterprises in the near future as political constraints are
relaxed or the performance of these enterprises becomes worse. In any
event, privatization will be much slower in China than in Eastern
Europe and Russia.

From the perspective of political economy, the mechanisms of cor-
porate governance currently needed in China should satisfy three basic



Reforning Corporate Governance and Finance in China 235

requirements: first, they should be politically feasible without too much
resistance from the government bureaucracy; second, they should im-
prove managerial accountability and limit bureaucratic interference; and
third, they should facilitate the eventual diminution of state shares
either through dilution by issuing new shares to the private sector, or
by pri- t.ization. Of course, there is no one model of corporate gover-
nance for SOEs. But the common problems need to be addressed in a
systematic way.

In the view of economists, corporate governance is a set of in-
stitutional arrangements governing the relationship among several
groups of stakeholders (investors, both shareholder and creditor; man-
agers; and workers) in order to realize economic gains from such a
coalition. The structure of corporate governance concerns (a) how
control rights are allocated and exercised; (b) how boards of directors,
managers, and workers are monitored and evaluated; and (c) how incen-
tives are designed and enforced. Generally, good corporate governance
recognizes the complementarity of these institutional arrangements and
selects a structure to limit total agency costs. The research has generally
focused on the issue of how managers Qinsiders) are monitored and/or
disciplined by investors (outsiders).9

All transition economies are constrained by the scarcity of financial
and skilled management resources. Hence, the desired corporate gover-
nance structure should be able to make optimal use of the available re-
sources. From an economic perspective, an appropriate governance in
a transition economy must be able to deal with two special problems
associated with the transition. First, it should provide managers with
incentives to restructure the enterprises, prevent them from further
thefts of enterprise assets, and be able to replace them quickly whcn
they are found incapable. Second, it should also be able to facilitate
raising badly needed external capital to finance restructuring and tech-
nology upgrades.

Even with private ownership, property rights allocation among
many stakeholders and forms of corporate governance in a publicly

9. Much of the principal-agent theory developed in the past twenty years
addresses this issue. See Hart and IIolmstrom 1987 for a survey of that
literature.
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held corporation are much more complicated than they are in a small,
family-owned and operated business Q(ilgrom and Roberts 1992). Be-
cause property rights consist of rights of control in many dimensions,
and most modern business organizations involve many stakeholders, it
is important to know how and why control rights along different di-
mensions are allocated and incomes shared among these stakeholders.
Therefore, in studying the issues of reforming governance of large and
medium-size SOEs, it is more relevant to make use of the studies of
corporate governance and finance in modem corporations in the West,
because the potential agency problem is more pervasive than it would
be in a simple case of an owner-managed private firm.

Corporatization and Corporate Control

Corporatization in China is first associated with defining property
rights of legal entities, that is, corporate property rights. After corpo-
ratization, an enterprise, as a legal entity, has property rights over
its assets. According to the Chinese company law passed in December
1993, three major forms of companies will be identifiec: joint-stock
companies (including a small number of enterprises to be publicly
traded), limited liability companies, and wholly state-owned companies.
In the future, boards of directors will be established to represent the
interests of shareholders. The boards will make major and strategic
decisions, including appointments and dismissals of top managers. Gen-
erally, board members and managers will not be government officials
from the civil service.

Economists agree that corporatization is a useful step of enterprise
reform even without privatization. Corporatization helps to hold direc-
tors responsible for the assets of the company, prevent further asset
thefts, provide a mechanism for information exchanges, set a stage for
selling shares, and separate the state from enterprises (Lipton and Sachs
1990; Shleifer and Boycko 1993). That is why corporatization was
carried out before privatization in Eastern Europe and Russia. The idea
of corporatization only started to gain more and more approval in
China from the government, enterprises, and economists in 1993.

A more complicated and controversial issue regards rearrangement
of corporate control. The experience in the West shows that gover-
nance structure can take a variety of forms. In many corporations, out-
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siders such as block shareholders (core investors), investment funds,
strategic investors, or banks are active in corporate governance through
their representations on the board, in particular in decisions leading to
the dismissal of top managers. In the case of Japan, a typical large
corporation is actually controlled by insiders, because all board
members are managers, but managers can be replaced by the main bank
-when the corporation is in financial trouble.

Experience in Eastern Europe and Russia has shown that during
transition, insiders obtain substantial control of enterprises. In the
cases of Hungary and Russia, insiders are managers, and in the case of
Poland, they are workers. This could have happened because of privat-
ization schemes (as in Russia) or because of weak government super-
vision and spontaneous privatization (as in Hungary, Poland, and
Russia, as well). Economists are in agreement that such governance by
insiders without the possibility of outsider intervention is generally not
good for the health of the economy. Distortions arise from insiders'
control because they may act out of self-interest rather than in the
interest of the owners (that is, value maximization), and there is often
a short-term bias toward managers' preferences compared with those of
the owners. Insider control often implies that (a) managers may refuse
to restructure; (b) bad managers cannot be replaced without incurring
substantial costs (because they are bad, they are also unlikely to find
good replacements for themselves); and, especially, (c) no new capital
can be raised at a low cost. All of these are important considerations
for transition. One of the themes of reforming corporate governance
m Eastern Europe and Russia is how to institutionalize corporate
control by outsiders in the process of privatization (Phelps, Frydman,
Rapaczynski, and Shleifer 1993).

The case of China is similar, but differs from those in Eastern
Europe and Russia as discussed earlier. Complications in China anse
because of the majority of public ownership of enterprises, the unwill-
ingness of the government to privatize, and the continuity of the
Party's role in personnel decisions. Although corporatization has
already bccome an official reform policy in China, the role of the Party
after corporatization it is still not clear. Will the Parwty send its
representatives to the board, will the board be required to get approval
from the Party for personnel decisions, or will the Party stop making
personnel decisions below a certain rank altogether?
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Economists in China hold different views regarding the current
trend toward managerial control in enterprises and advocate different
approaches in reforming corporate governance as well. In one view,
shared by those described above concerning insider control, the
tendency toward managerial control of enterprises is regarded as bad
and requiring balance. Because of political constraints in China, accord-
ing to this view, state-sponsored financial intermediaries such as
investment companies or commercial banks can be used to minimize
such a problem. In another view, shared by those who support privat-
ization, spontaneous privatization and insider control by managers and
workers is the (second) best choice for China, because formal privatiza-
tnon is impossible. The needed strategy for reforming corporate gover-
nance, according to this view, is not to reassert ownership rights by the
state, but rather to continue the trend of giving managers more control
and eventually making them defacto owners. In this view, spontaneous
privatization is good and should continue.

Alternative Governance Structures
In reforming corporate governance, China needs diversity. This is not
just because China is a large country and variations are huge across
different regions and industries. Diversity also has value because the
kind of enterprise reforms to be carried out in China are unprecedented
and must encompass a wide range of experiments. Even in the capitalist
economies, one observes that organization of firms varies greatly both
across countries (for example, the United States, Japan, and Germany)
and within each country. The most dangerous policy in enterprise
reform in China is perhaps the insistence on one particular model.

One possible governance strucrure is through a management and
employee buyout (MEBO), which enables managers and employees to
obtain control by buying up the majority interests, as seen in some
cases in Russia and Eastern Europe. This could be a good solution for
small-scale SOEs or collectives, but it would not be formally feasible
for large and medium-size enterprises in China.10

10. Frydman, Rapaczynski, Earle, and Turkewitz (1994) examine the experi-
ences of the Czech Rtepublic, Poland, and Hungary on the prinvatization of
small nonmanufacturing business units. It contains practical lessons and
operational recommendations for implementing small-scale privatization
programs that might be useful for China.



Reforming Corporate Governance and Finance in China 239

The second promising governance structure in China is through
joint ventures with foreigners. China attracted more than USS20 billion
annually in foreign direct investment (FDI) in 1992 and 1993. This
provided a rare opportunity to utilize foreign physical and human
resources for enterprise reforms. The practice of taking a part of an
SOE and forming a joint venture with foreigners has become more and
more popular in recent years and has received the nickname of "graft-
ing" Qiajie) in China. In addition to the tax benefits, availability of
cheap labor, and the huge potential market in China, the incentives for
foreign investors to invest and form joint ventures with Chinese SOEs
also come from the weak ownership claims of the state. Very often,
managers from SOEs collude with foreigners in underestimating the
value of assets contributed by the Chinese partners. A similar pattern
is also observed in Hungary. 11

The third alternative comes from transformation of current enter-
prise groupings. There were fifty-five large enterprise groups in China
approved by the State Council by the end of 1993. Some Chinese econ-
omists and government officials believe that these groups have a bright
future in corporate restmcturing because they have advantages of link-
ages in production, supply, and marketing. After restructuring, the
parent company will be transformed into an assets management compa-
ny (still to be owned by the state) when it stops the production super-
vision it now performs.

The most difficult part of reform concerns large and medium-size
SOEs that cannot fnd foreign partners and are in no particular group-
ing. The same is true for Eastern Europe and Russia, where, after pri-
vatization, the large and medium-size enterprises have many dispersed
investors. The problem with ownership and corporate control of these
enterprises in China differs from that in Eastern Europe and Russia
(because of no privatization); the central issue is how the state shares
should be represented in a less harmful way. A more specific question
in this regard concerns whether state-owned (or sponsored) financial
intermediaries should be established between incorporated SOEs and
the State Assets Management Committee (SAMC). If these intermedi-

11. Hungary attracted about USS2 billion foreign investment in 1991, much
more than China on a per capita basis.
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aries need to be established, then in what forms? And who will play
the prominent role in corporate governance holding companies, invest-
ment companies, asseTs management companies, commercial banks, or
a combination of these?

Opponents of using state-owned financial intermediaries argue that
this will result in the same bureaucracy as before, and maybe worse,
particularly if the intermediaries are based on existing branch ministries
or bureaus (however, private financial intermediaries would be accept-
able). It is very likely that these future holding companies or assets
management firms might want to take back decisionmaking authority
from the enterprises, becoming a "mother-in-law cum boss." Because
the intermediaries like to hold power, this could also be bad for future
privatization.

Without intermediaries, tie SAMC would appoint directors of the
boards of corporations directly, which would eliminate one layer of
bureaucracy. Obviously the SAMC must employ an internal hierarchy
(again, perhaps organized by industry) to make appointments of direc-
tors, collect information, evaluate their performance, and so forth. As
the capacity of the state to monitor lessens, managers of enterprises will
continue to enjoy the control rights they currently hold, and more and
more will become defacto owners, which will naturally lead to future
privartization. This approach is consistent with the view that state
ownership is totally hopeless, no matter what form it takes. Therefore,
the purpose of the current enterprise reform is to make defacto privat-
ization easier.

Proponents of using financial intermediaries argue their case on
several grounds. First, if spontaneous privatization and state assets
stripping are serious political issues to be dealt with to avoid political
backlash, then the best chance for the state to reclaim ownership rights
is to use financial institutions, rather than ministries or bureaus as
in the past. Second, with transformring government functions, many
branch ministries and bureaus will be eliminated, and the organizational
facilities and human knowledge could be useful (after some retraining)
in these intermediaries. Third, from an international perspective, in-
stitutional ownership in corporations (such as financial intermediaries)
is a common feature of all mature market economies, particularly those
associated with large corporations, and especially in Japan. And finally,
holding companies and other financial intermediaries were also usedc in
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the public sector in other market economies; although they did not
work very well, they were better than the existing Chinese system.
Given the political constraints in China, this is worth trying.

The Role of Nonbank Financial
Internediaries

Most economists from the West agree that the stock market will play
a limited role in corporate control through takeovers or pro-y fights
in the transition economies in the near future; this role tends to be
overestimated, however, by people inside the transition economies. The
experience of continental Europe and Japan shows that the block inves-
tors (or core investors) and banks have played an important role in
outsider control. Given the wealth distribution in transition economies,
the core investors are more likely .o be institutional investors of a
variety of financial intermnediaries (except forpossible foreign investors).
In Eastern Europe and Russia, these intermediaries are known as "pri-
vatization intermediaries." Examples include private investment funds
in the Czech Republic and Russia and state-sponsored mutual funds in
Poland. 12

There are two basic problems concerning the role of financial
intermediaries in corporate govemance. The first is that these inter-
mediaries may play too smaIl a role, which leads to de facto insider
control. Experience in the West has shown that pension funds and
mutual funds have never been active in corporate control, even when
they hold substantial shares in a company (and in most cases, they do
not-for example, if they follow the index investment strategy). The
same problems appeared in investment funds and mutual funds in East-
ern Europe and Russia. One possible remedy, in the context of Eastern
Europe, requires government regulation to restrict the extent of diver-
sification of these intermediaries and make the "exit option" more
costly to exercise. Of course, there is the usual tradeoff between risk
diversification and incentives to monitor.

12. Proposals were also made to transform these intermediaries into a -kind
of universal bank by extending their activities to a wide range of financial
services (see Phelps, Frydman, Rapaczynski, and Shleifer 1993).
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The other problem more relevant for China is that these interme-
diaries may become -too active" in corporate governance. This is more
relevant in China precisely because these intermediaries are likely to be
state-owned holding companies or assets management companies and
to be established based on the existing institutional facilities and per-
sonnel from places such as branch ministries. In these cases there is a
real danger that these intermediaries will become active interven-
tionists-bureaucratic and political.

Several steps could be taken to limit such a problem. First, it is
wvell known that politicians and bureaucrats often have objectives other
than profits and economic efficiency, which is buelieved by many econ-
onists to be the major deficiency of public ownership and the fatal
factor of socialist economies. 13 To address this issue, the state financial
intennediaries together with the SAMC could be strictly separated from
the ordinary govemment bureaucracy for social regulation and adminiis-
tration Cgovernment A"). To this end, a separate "government B,"
which consists of the SAMC and the state financial intermediaries,
could be set up under the supervision of the People's Congress and
given the mission or objective of value maximization of the state assets.
Evaluation and rewards for people working in "govemment B" would
be based exclusively on their financial performance, as in the
private sector.

Second, although separation of the assets management function of
government B from the regulation function of governrment A is crucial,
it is hardly sufficient to achieve economic efficiency. The government
regulations could be designed to force financial intermediaries to
sufficiently diversify their portfolios to prevent them from establishing
monopolies in product market. Financial intermediaries in market
economies serve the purpose of coordination, control, and commit-
mert, and they do so in an environment of competition. One crucial
difference between the proposed financial intermediaries and the former
ministerial system of planning is the possibility of competition among
financial intermediaries when they have diversified and the potential for
overlapping portfolios, even though they are still state-sponsored. It is

13. See, for example, Kornai 1992 and Shleifer and Vishny 1994.
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hoped that capital market competition will not only better discipline
managers of firms, but also provide better information for the evalua-
tion of managers of these intermediaries.

Finally, it should be noted that these proposals are, at best, social
experiments that have no precedent. Although no theory proves they
are doomed to fail, there is also no theory to guarantee their success.
Therefore, steps should be taken to prepare for dilution of state
ownership in these Financial intermediaries either by selling shares to
domestic nonstate investors (private or collective), or in the case of
investment funds such as pension funds, by spinning off the funds man-
agement company to private firms. In the latter case, although shares
of the investment funds are still owned by the state, the funds could be
managed by, for instance, Fidelity Management Company.

The Role of Banks in Corporate Governance

As discussed earlier, the banking system in China has become the most
inportant external source of financing of enterprises, and therefore the
relationships between banks and enterprises are naturally close. China's
reform is entering a stage in which the enterprise and banking reforms
intertwine and become the major bottleneck. In relation to enterprise
reform, the role of banks is instrumental to solving the massive bad
debt problems of enterprises and to satisfying the demand for new
capital. In addition, because of their abilities in financing and moni-
toring, banks also have potential special leverages in corporate
governance.

Banks have financial resources as well as monitoring capacity, and
banks do not interfere with enterprises on a daily basis. As creditors,
banks' decisions generally are important only at the time loans are to
be approved and when things go wrong; in between, banks accumulate
information (that is, selective intervention). In comparison, the equity
financial intermediaries discussed above usually have limited capacity
to mobilize financial resources, and at the same time they may not
refrain from constant znterventwn on a daily basis, which is likely if
they are transformred from the former industrial ministries. Perhaps no
single group will become the dominant institution in corporate gover-
nance in China; instead, some kind of "shared governance" may arise
in which banks play an important role as the counterbalance to the
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inside-managers in enterprises on the one hand, and as the check on a
possible abuse of power by holding companies on the other.

The postwarJapanese experience with corporate governance led by
main banks illustrates such a possibility (Aoki 1994). Unlike corporate
g,overnance with only equity investors or diffused creditors, such as
bondholders or arm's-length commercial banks, the Japanese main
banks play an active role in corporate governance. First, the syndicated
monitoring led by main banks at the times of ex ante, interim, and ex
post is more effective in disciplining enterprise managers. Second, the
syndicated monitoring also saves scarce monitoring resources. Third,
the -contingent control" mechanism underlying bank loans features no
external intervention from the bank during the normal states of enter-
prise operation (the insider control) and an automatic shift of control
rights to the main, bank during the bad states (the outsider control).
This mechanism provides incentives for enterprise managers in normal
times and facilitates restructuring by banks in bad times.

The process of enterprise financial restructuring usually provides
a good opportunity for banks to engage in close relationships with the
enterprises. In Japan, one historical reason for the rise of dose bank-
firm relationships has been the banks' active participation in the post-
war reorganization of firms (see Hoshi, in this volume). Similarly, the
development of a dose relationship between banks and enterprises In
China will likely depend on the following factors: the extent of banks'
involvement in the process of dealing with bad debts; the way bad
debts are absorbed by the Dalks; regulations on equity holdings by
banks; the political power of the banks compared with rhe holding
companies; and so forth.

Some Chinese economists are in favor of a Chinese-style main-bank
system in which banks are allowed to hold some equity shares in enter-
prises and play major roles in corporate governance (Wu 1993). Because
the adoption of a universal banking system in China is currently out
of the question, the state banks in China opt for separating commercial
and investment departments inside the banks, with the latter holding
equity shares.

Nevertheless, a precondition for the banks to take major roles in
corporate governance in China is that they must have the capabil-
ity-and especially the incentives-to do so. This requires some funda-
mental reforms in the banking sector, the issue I will turn to next.
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Needed Banking Reforms

Banking reform is complementary to enterprise reform, especially so
in China's reform at this stage. Most people blame bad debts on SOEs.
Of course, if enterprises perform well, there should be no bad debt
problem in the first place. The causality could also be in the other
direction, however: because the banking system fails in its role as an
efficient allocator of financial resources and as the monitor of enter-
prises, the enterprises perform badly. This is a plausible linkage because
the banking sector is far less market-oriented than all the other non-
financial sectors. It is well known that the specialized banks are more
subject to political control than industrial enterprises. Despite the
diIninishing role of planning in all other sectors amid the deepening of
reforms, the central government recently increased administrative
control over specalized banks, which in turn rely more on adminis-
trative means for allocating credits. This is partly the result of a general
lack of economic instruments to achieve macroeconomic stability, but
the recent tendency is also reinforced by two interrelated phenomena:
interest rates fell far below th, market equilibrium because of inflation
and large financial resources flows outside state regulation were encour-
aged by the local govermnents, known as "raising capital in an unorga-
nized way" (luanjizz). Clearly, the existing banking system in China is
unable to perform the needed tasks in enterprise restructuring and to
play a role in corporate governance. Banking reforms are especially
needed in two areas: reforming incentives for the exasting banks and the
creation of new commnercial banks.

Reforming Incentives for the Existing Banks

The recent experience in Eastern European countries has shown that
privatization of state banks is much slower than privatization of non-
financial firms. But even without privatization, state banks, after
some restructuring, have shown some changed behavior-they have
become more prudent in lending and have more incentives in monitor-
ing restructuring of firms (Dittus 1993). This suggests that reforming
incentives of the existing state banks without privatization offers
promising possibilities.

After all, state banks are SOEs in the financial sector. Because of
the special importance of the banking sector to the economy, banks in
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China are generally placed outside the coverage of reform policies
applied to nonfinancial enterprises, such as anti-trust regulation, entry
of nonstate enterprises, and corporatization, to name but a few impor-
tant ones. Lack of these reforms is certainly responsible for the failure
in the banking sector. There are three immediate tasks needed in the
reform of the existing state banks in order to improve banks' incen-
tives: (a) removing all the policy loan obligations; (b) cleaning up the
balance sheets; and (c) corporatizing state banks into joint-stock
companies. Full commercialization of specialized banks can only be
achieved after stopping policy loans, cleaning up the balance sheets, and
corporatization.

First, removing policy loans from the portfolio of state banks ad-
dresses the flow problem that direcdy affects banks' current and future
behavior and incentives. The problems with the policy loans have been
long recognized. Since January 1994, three policy banks have been es-
tablished that are supposed to take the responsibility for policy loans.
Because each of the three policy banks has specific development mis-
sions, they are really development banks in infrastructure, export-
import, and agriculture. Therefore they started to take away only loans
for development purposes from the specialized banks and they are un-
able to remove all policy loans from the specialized banks. As a result.
the remaining part of the policy loans (the hardcore of the problem)
is still the responsibility of specialized banks-the flow problem
continueS.

Policy loans are really disguised fiscal subsidies to loss-making
enterprises. These subsidies cannot be terminated immediately without
mass layoffs and should be continued for some time. The key is to ter-
minate them with a fixed timetable. State banks should not continue to
assume fiscal responsibility. Hence, there is a need to let some other
nonbank government agency deal with the problr..n and turn "policy
loans" into explicit fiscal subsidies, as in some Eastern European
countries.

Second, the scale of nonperforming debts in China is massive. If 20
to 30 percent of total outstanding loans are regarded as nonperforming,
which is a reasonable estimate, bad debts would amount to 17 to
25 percent of GDP by the end of 1993, as the total outstanding loan to
GDP ratio is 84 percent. This would translate into about 530-800 bil-
lion yuan (A Statistical Suruey of China, 1994). Although this stock
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problem is, by-and-large, a result of the past problem, it nevertheless
affects current incentives. On the one hand, with debt-overhang, banks
have no incentives to restructure enterprises. On the other hand, un-
conditional and complete recapitalization of banks is 'lso not desirable
because burdens of the bad debts are completely remo' d from the en-
terprises and banks, and banks are underutilized in restructuring
enterprises.

Therefore, a good method of recapitalization of banks should
provide banks with incentives to restructure firms and should also be
feasible in financial terms. Many Eastern European countries have
opted to use government bonds to recapitalize banks; some of the
recapitalizations are unconditional and others are conditional (Dittus
1993). In comparison, postwar Japan mainly relied on the stock market
before it collapsed for the recapitalization of banks (Hoshi, in this
volume). Given the scale of the problem, the nascent stock market, as
well as the limited capacity of issuing govemment bonds, China can
adopt a partial recapitalization scheme that combines governrment
bonds with the stocks.

Third, in conjunction with renoving policy loans and deaning up
the balance sheets, a critical step in the conversion of specialized banks
into commercial banks is corporatization. Corporatization is important
even without privatization, as we have argued in the context of enter-
prise reform. After corporatization, the bank can still be initially furly
state-owned, with several different state agencies holding shares. In
Shenzhen Special Economic Zones, some joint-stock banks (with all
shares held by the state agencies) have much a lower incidence of non-
performing loans compared with state specialized banks. This provides
some evidence of the benefits of corporatization. Corporatization of
banks also enables the banks to issue new shares in the stock market
for recapitalization purposes.

Creation of New Commercial Banks

Reforming existing specialized banks is certainly important, but it
is likely to be very difficult. Therefore, the banking reform should
indude a concurrent plan for allowing entry of new commercial
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banks.14 There are several advantages to creating new commercial
banks. New banks have fresh ownership and governance structures to
start with; they have no bad debt problems, which plague the existinig
banks; they will not have policy loan obligations; and they have to
compete with the existing banks for growth. The reform experience of
the past fifteen years in the industrial sector has provided relevant
lessons in this regard: how difficult it is to reform the existing enter-
prises1 and how important and valuable it is for the new entry of the
nonstate enterprises in both outputs produced and competition pressure
so generated for the state sector. The value of the new commercial
banks will be similar, coming also from competition pressure on the
existing banks. Competition is crucial for providing banks with incen-
tives for monitoring enterprise performance and playing an active role
in corporate governance.

To date, China has four specialized banks that dominate the
market. Although there were encouraging signs recently for allowing
foreign banks to open their branches in China or form joint ventures
with the Chinese, the process is likely to be slow and restricted. The
process of entry of new banks could be vastly improved if China
created new regional commercial banks sponsored mainly by provincial
governments. These banks are not private banks to start with, so there
should be no political difficulties. Local governments should also be
enthusiastic.

One practical method to establish new regional-based commercial
banks is to convert the existing branch facilities of the central bank at
the county and municipal levels (Qian, forthcorning). China's central
bank has branches all the way down to the county level and employs
more than 170,000. When the central bank is downsized, the lower-
level branches at the city and county levels will be abolished and the
personnel and branch facilities will be released. Then transprovince
regional commercial banks could be created, each encompassing three
to four provinces. These regional commercial banks will be joint-stock
companies with shares held by the concerned provinces (with no single
province having a controlling share to prevent a single province from

14. Creation of new private banks is emphasized in Eastern Europe and
Russia (Phelps, Frydman, Rapaczynski, and Shleifer 1993).
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monopolizing the market), and possibly with minority shares held by
the central government. Of course the ownership structure will evolve,
possibly involving foreign or private partners in the future.

In addition to the advantage of making the best use of the existing
branches and personnel, which could reduce the cost of reemployment
of the redundant central bank employees, another important advantage
of the scheme is to gain political support from local governments for
reorganization of the central bank. China's past experience has shown
that local government's influence on the central bank branches is the
major reason for monetary instability. The proposed transprovince
central bank reorganization (Qian, forthcoming) intends to centralize
monetary policy and to dramatically reduce local influence by
eliminating province-based branches. Obviously, this reorganization
will meet with strong local resistance. If the central government
implements the central bank reorganization plan together with creation
of new regional commercial banks, the local resistance will diminish
substantially.

The third advantage is that the new banks will serve to channel
local financial resources in a more organized way. One problem with
the current banking system is that local enterprises are reluctant to use
state banks for fear of state credit quotas and administrative controls
from the central government. Regional commercial banks, when
properly regulated, will be more effective in mobilizing financial
resources, in part because they are supported by local governments and
in part because they are legal entities.

Finally, with the establishment of a dozen or so new commercial
banks at one stroke, a competitive banking environment could be
formed quickly. The national commercial banks have to face compe-
tition from regional commercial banks, and vice versa. Of course, we
can foresee possible protectionism arising-for example, local govern-
ments may use adrrinistrative means to force local enterp ises to
deposit in their banks and to restrict lending activities. These are
natural incentives from the local governments; the role of central gov-
ernment is to prevent such practices on the one hand and to encourage
competition by allowing entry on the other. Realization of the ad-
vantages of competition depends onproper regulations. Overregulation,
however, may become self-defeating if the regulation prevents healthy
competition between national and regional commercial banks, and



250 Corporate Governance in Transitional Economies

between state banks and nonstate banks. Therefore, the design of
regulation in areas such as branch opening, bond issuing capacity, and
lending restrictions should be carefully studied.

Concluding Remarks

Since January 1994, China has proceeded successfully in tax, fiscal, and
foreign exchange reforms in its second stage of economic reforms. It is
now time for China to concentrate on the most difficult par of all:
enterprise reform and financial and banking reform. In this respect,
reforming corporate governance and finance forms the key linkage be-
tween the two reforms.

Given the huge size of the country and the varying institutional
and political constraints facing different sectors of China, reforming
corporate governance and finance should not follow a single model.
Even within the state sector, there could be a variety of approaches.
Unlike some other reforms in aspects of macroeconomic management
control (such as the fiscal and financial control) where exterality is
strong, enterprise reforms are necessary for a wide range of experi-
ments. In property rights and enterprise reforms, China needs diversity.
In this sense, the most dangerous reform strategy is to insist on a single
organizational model for all enterprises in the country.
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8
Centralized Decentralization:
Corporate Governance in the
German Economic Transition

Enst-Liudwig von Thadden

Following its integration into the political andc economnic system of
the foaner Federal Republic of Germany (West Germany), the tran-
sition of the former German Democratic Republic (East Germany) to
a private-ownership economy has been markedly different from the
transition e-xperiences of other economies. Therefore, most comparative
studies of monetary, fiscal, or trade policy in economic transition do
not include East Germany. The same is true with respect to enterpnrse
reform and corporate governance,1 although it is repeatedly emphasized
that, as far as established corporate governance structures are con-
cerned,"German and Japanese models may offer some clues" (Gray and
Hanson 1993). Yet, although the corporate governance structures in the
East German transition have been quite different from the established

I am grateful to Christian Hofbach of the Treuhandanstalt and Siegfried
Hornich of Verlag Die Wirtschaft for support, and to Masahiko Aoki,
Theodor Baums, Martin Hellwig, Hideaki Miyajima, Gerhard Pohl, Gerard
Roland for helpful comments.
1. See, for example, Dittus 1994; Gray and Hanson 1993; Phelps, Frydman,
Rapaczynski, and Shleifer 1993; or van Wijnbergen 1993. A notable exception
is Carlin and Mayer 1992.
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structures in West Germany, they offer some interesting insights into
the problem of enterprise reform. This chapter describes and analyzes
these transitional governance structures.

The transformation of the East German corporate sector started
from conditions that differed in many respects from those in the rest
of Eastern Europe. West Germany was ready to provide huge amounts
of physical as well as human capital and a set of established and highly
refined institutions and regulations. Furthermore, the corporate and
financial structures to emerge from the transition process were to some
e_xtent predetermined by the existing West German models. Yet, the ba-
sic problems for the transition were the same as those faced throughout
Eastern Europe and Russix "enterprise reform, which requires the im-
position of bottom-line discipline, definition and change of ownership,
and reform of management" (Fischer and Gelb 1991). The experience
in most Eastern European countries during economic liberalization,
most notably in Russia and Poland, has shown that these problems are
especially difficult for larger corporations, 2 where insider interest
groups and the size of the firms have prevented the effective transfer of
control and the implementation of a hard budget constraint (Kornai
1979)?3 For these larger firms, the problem of "controlling the insider
controlr (Aoki, in this volume) has become a crucial issue in the trans-
formation process.

As analyzed in detail below, the East German transformation expe-
rience has been quite different in this respect. After an initial period of
uncertainty and experimentation, accompanied also by attempts at asset
stripping and 'self-privatization' on the side of the firms, a strong,
centralized public trust company was built up, which owned all former-
ly state-owned firms and over a period of four years restructured and
sold them off. I will argue in more detail below that, taking into ac-
count the enormous amount of resources available from the West, pri-
vatization has been relatively slow in its early phase, and thaE after the

2. See, for example, Berg 1993; Litwack, in this volume; anj Boycko, Shleifer,
and Vishny 1993. An interesting review of empirical evidence and some recent
theories is given by Aghion and Carlin 1994.
3. According to Berg 1993, Poland loses firms -in the *Bermuda Triangle' of
management, the Workers' Council and the unions.'
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initial investment in organizational structure, corporate control
exercised by the trust company has been strong. The transformation
process has produced a corporte structure in which almost all big
firms have been broken up or liquidated, top managements exchanged,
and large parts of the work force dismissed. Irnider control has been
largely dismantled, and the industrial structure has changed drastically.
The privatization process has completely changed the problem of
corporate control by virtually eliminating all large, independently
owned companies (see section entitled "Decentralized Ownership:
Postprivatizationj.

On a macroeconomic level, this transition is comparable to the
workings of the takeover mechanism in the theory of the "market for
corporate control," as developed by Manne (1965), Jensen and Ruback
(1983), anad others, where the individual firm is the focus. "When a
breakdown of the internal control system imposes large costs on share-
holders from incompetent, lazy, or dishonest managers, takeover bids
in the market for corporate control provide a vehicle for replacing the
entire internal control system" Jensen and Ruback 1983, p. 44). During
this process, a 'raider" concentrates the shareholding of the company
in one hand by buying out small shareholders, undertakes the restruc-
turing deemed profitable, and sells out again to diversify his risk. Al-
though in some respects this analogy is inappropriate for the observed
macroeconomic process,4 it correctly captures the feature of successive
centralization and decentralization in the transformation of corporate
East Germany.

In competitive capital markets, market conditions and the endow-
ment and management abilities of the raider determine how long the
raider will keep the acquired company under his control and what re-
structuring will be undertaken. In the transitional context, a govern-
ment-owned trust company has different incentives. In particular, prof-

4. The process is described in more detail in the following two sections. Yet
it is certainly true that the breakdown of the economic system of East
Germany before November 1989 imposed high costs on the population, that
the overthrow of the system was triggered by the population (through the
mass exodus in September-October 1989 and the peaceful revolution in No-
vember 1989), and that the compensation was considerable (several hundred
billion dollars within a decade-the estimates vary).
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itability is not the sole criterion that determines how the trustee exer-
cises control. Just as government regulatory agencies can be "captured"
by the firms they are supposed to regulate (see Stigler 1971 and Laffont
and Tirole i993), a privatization agency is likely to be captured by the
interest groups under its supervision.

The institutional development in the East Germai. privatization
process exhibits two highly complementary features, which, I will
argue, can be interpreted as responses to this problem. First, the public
trust company was designed to be in an institution with a fixed, finite
lifetime, so that expected rents from long-term collusion between the
agency and its environment were limited.5 Second, the agency was
given a high degree of independence from goverm-nent and parliament,
limiting the pressure from public interest groups. ("External Control of
the THA," below, describes these features in some detail and provides
a preliminary assessment.)

This chapter is organized as follows. The next section gives a brief
survey of the evolution of the corporate sector in East Germany before
1989. The third section sketches tLe economic development after the
fall of the Berlin Wall. The fourth section analyzes in detail corporate
governance issues during the transformation process, and is followed by
a description of the external control mechanisms of the privatization
agency. The sixth section describes the pattern that emerges from the
transition. The final section offers some interpretations and an assess-
ment of the relevance of the East German experience for other trans-
forming economies.

Some Determinants of Economic
Structure before 1989

Soon after the four zones in occupied Germany had been established,
large-scale nationalization of private property began in the Soviet Zone
in 1945. In 1947, the land reform, which nationalized all land holdings

5. Historically, the original law enacting the institution did not set a time
limit; the consensus emerged in the subsequent legislative process. See "Ex-
ternal Control of the THA$" below.
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above 100 hectares, was largely completed. From 1946 on, all compa-
nies owned by former war and Nazi criminals and almost all larger
companies were transformed into "people-owned businesses" (volk-
seigene Betriebe, VEBS). As a result, a three-tier pattern of state owner-
ship of industry emerged: 1,631 firms with 580,000 employees came
under the control of the "Deutsche Wirtschaftskomrnision" (central
government control), 3,064 firms with 220,000 employees came under
Linder (state) control, and 2,064 smaller firms were under community
control.

On October 7, 1949, the constitution of the GDR (Deutsche
Demokratische Reptublik) came into force, in 1950 the first five-year plan
was adopted, and in 1951 the ruling Socialist Party dedared the
building of socialism the goal of the new state. Still, in 1955 more than
44 percent of the gross national product of the GDR was produced by
small and medium-size private companies (TIA 1993a).

From 1966 on, centralized planning and economic concentration
were intensified through the creation of large conglomerates, the
Kombinate. The largest Kombinate were direcly subordinated to one of
the planning ministries, and the smaller ones were usually overseen by
local authorities, in particular the district governments (see figure 8-1).
In 1972 the remaining private companies (approximately 11,000) were
nationalized, and in 1986 the Eleventh Party Congress declared the
Kombinate to be the backbone of the centrally planned economy.

Inside the Kombinate, the businesses were usually grouped around
one core company that had economic and political control and whose
top management was controlled by party officials. Among the Kom.
binate, by far most important were the 152 centrally controlled Korn-
binate of industry and construction. By June 30, 1990, there were ap-
proximately 2,450 VEBs employing a total of about 2.7 million people;
only 17 of thesc Kombinate had less than 5,000 employees, and 48
had more than 20,000.6 All 430 Kombinate taken together accounted
for 90 percent of total employment in industry and 72 percent in
construction.

6. The data are based on the Statistical Register of Business of the GDR as of
June 30, 1990, provided by Die Wirtschaft 1993; 2.7 million represented ap-
proximately 30 percent of the total workforce of the GDR at that time.
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Figure 8-1. Socialist Governance
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Historically the emergence of the Kombinate coincided with the
wave of conglomerate mergers in the Western world, in particular the
United States, at the end of the 1960s (cf., for example, Scherer 1988).
Yet, while many of those mergers were subsequently undone, the trend
in the GDR led to ever-increasing integration. The degree of vertical
integration of the Kombinate was significantly higher than in Western
companies. For example, the 'IFA-Kombinat Pkw Karl-Marx-Stadt,"
responsible for the production of automobiles, produced about 80 per-
cent of the value of their cars within the Kombinat, including machine
tools and metals (von Schleinitz 1993); the corresponding value for
Toyota in the late 1980s was 27 percent (Womack, Jones, and Roos
1991, p. 155).
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The Kombinate were also usually excessively horizontally inte-
grated. This was mainly because of politically motivated merger deci-
sions, but also because of the desire to be autarkic within the Kombinat
("an economy within the economy") and government regulations that
prescribed the provision of certain services by the Kombinate. Reflect-
ing the excessive degree of horizontal integration, most Kombinate were
also highly dispersed geographically.7

While excessive integration was a common phenomenon in all East-
ern European economies, the emphasis on vertical integration was par-
ticularly strong in the GDR. Similarly problematic was the industry
structure that had beer developed under central planning. As docu-
mented by Sinn and Sinn (1993, pp. 52-53), 9.9 percent of the labor
force of the GDR were employed in agriculture, compared with
4.2 percent in the West, and 34.1 percent in manufacturing (29.7 per-
cent in the West). Trade and services employed only 19 percent of the
Eastern work force, as compared with 37.4 percent in the West.

Political and Economic De clopment
after 1989

On November 9, 1989, the Berlin Wall fell, and on October 3, 1990,
the GDR ceased to exist, joining the Federal Republic of Germany in
the form of five new states and East Berlin.8 In the less than eleven
months between these dates, the GDR had two governments-a reform-
socialist one, trying to preserve as much of the old order as possible by
modifying it, and, after March 18, 1990, a freely elected conservative
government that paved the way for reunification as efficiendy as
possible.

By January 1990 it had become clear to most participants in the
political decision process that drastic measures were necessary to pre-

7. For example, the "Kombinat Haushaltsgerite Karl-Marx-Stadtc consisted of
29 businesses with 217 production units in 118 districts (Hornich 1993).
8. An excellen account of the economic and political development from 1989
to 1992 and its problems is given by Sinn and Sinn 1993. The standard refer-
ence on most legal, economic, and institutional aspects of the workings of the
Treuhandanstalt is Fischer, Hax, and Schneider 1993.
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vent the economic collapse of the GDR, and that ijv this process the
traditional model of full state-ownership of the mean. of production
was no longer tenable. On March 1, the government passed the "con-
version decree," which stipula.ed that each business had to be converted
into a joint stock company (Aktiengesellschaft) or limited liability
company (GmbH) according to West German law. Furthermore, the
foundation of a public "trust institution" (TTeahandanscali) was an-
nounced, which was to t.-ke over all previously state-owned enterprises.

Although impeded by a plethora of technical and institutional
problems, this decree triggered a wave of spontaneous corporate reorga-
mizations. By the end of June, 3,605 former VEBs incorporated them-
selves, and more than 200 Kombinate were dissolved (von Gusinski
1993). The powerful need to break free of the old Kombinate was occa-
sionally supplemented by strategies to create joint structures, born out
of the hope of exploiting scale economies or obtaining greater bargain-
ing power with potential investors or the government.

Parallel to this flurry of reorganizations, the law of March 7 con-
cerning the repri-vatization of companies that had been nationalized in
1972 initiated a first wave of reprivatizations. By the end of September,
almost 3,000 small and medium-size companies were transferred back
to their previous owners (THA 1993c).

After the elections of March 18, the movement toward a market
economy, and finally toward economic unification with the West, be-
came irresistible. On June 17, the government passed the "Treuhand
Act,' wvhich stipulated that every VEB not yet incorporated was de-
clared to be so by July 1. More important, the Treuhandanstalt (hence-
forth, THA) was given the explicit task of privatizing the people-owned
property. The main purpose of the law was "to reduce, by means of
privatization, the entrepreneurial activity of the state as fast and as far
as possible." 9 The THA was to be incorporated as a public insitution
according to West German law and designed, in a decentralized fashion,
as a holding company with several independent subsidiaries.

On July 1, the Treaty on Currency, Economic, and Social Union
(CESU) between the two parts of Germany came into force. Under the

9. Gesetzblatt der DDR I, S. 300.
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terms of the treaty, the GDR adopted most of the economic and social
legislation of West Germany, as well as accepting the DM as its cur-
rency. Except for limited amounts of personal wealth, the exchange rate
between the East German mark and the deutsche mark was set at 2:1.
Because this rate also applied to corporate balance sheets, East German
firms found themselves indebted by approximately DM 130 billion
overnight.' 0 From July to September alone, the THA guaranteed
DM 25.4 billion of liquidity credits from Western banks to prevent the
immediate bankruptcy of East German firms.

As of July 1, the THA owned approximately 8,500 firms with
4.1 million employees.11 From September on, the new President, D.
Rohwedder (formerly CEO of Hoesch AG, Dortmund), determinedly
transformed the THA into a large organization with a hierarchical cen-
tral structure and well-defined decentralized competencies. Under the
new structure, the center in Berlin was to be directly in charge of all
firms with more than 1,500 employees, and the 15 regional branches
would oversee the remaining firms (see figure 8-2). On the day after
German unification, on October 3, all 15 heads of the regional branches
were replaced by Western managers, and in the following days the East
German managers in the THA's supervisory board were dismissed.

The tightening of control alowed the THA to interfere effectively
with early attempts at asset stripping and self-privatization, which
plague the transition process in many other Eastern European countries
(see, for example, Phelps and others 1993) and had begun to develop in
1990 in East Germany.12

10. Sinn and Sia-n (1993, p. 276) report total debt of GDR firms with th e cen-
tral bank in 1989 of 260.4 billion East German marks. The opening balance
sheet of the TIE!A (lHA 1992, p. 17) as of July 1, 1990, reports total liabilities
of THA firms with credit institutions of DM 104 billion.
11. Some authors put the initial number of THA firms at 8,000. The figure
here is from THA (1993a). To put the employment figure into perspective,
total employment in East Germany in the third quarter of 1990, was 8.8 mil-
lion (Statistiches Bundesamt 1991).
12. The most famous example is the attemptedself-privatization of the former
state monopoly hotel group, Interhotel. This case played an important part in
the resignation of the first THA president. For other instances, see the case
studies compiled by Die Wirtschaft (1993).
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Figure 8-2. Treuhand Governance

lHl

Regional offices

t SUerYSryboards //}§ 

{Lare mrs Sma 

As a basis for its future operations, the THA requested its firms
to provide opening balance sheets (Erdf/hungsbilanzen) by October 30,
1990, a deadline that soon had to be extended to June 30, 1990, and to
January 31, 1992, for conglomerates. The opening b'l"ce sheets had
to be accompanied by a three-year corporate st-rategy and were evalu-
ated by TIHA managers (volumes up to DM 10 million) and a "gover-
nance committee" (Leitungsausschajiu, a group of up to eighty top
West German managers assembled by the Ministry of Finance (see
THA 1993a, p. 22). This evaluation determined which firms were to be
liquidated if no buyers could be found, and which could be restruc-
tured. 13 During the subsequent process of breaking up the Kombinate,
the THA was assigned far-reaching competencies by the so-called
"Splitting Act" (Spaltungsgesetz) of May 4, 1991, a law that facilitated
the split of Treuhand companies into marketable units.

13. In September 1991, a preliminary analysis of the available evaluations
found approximately 70 percent of the THA firms to be viable (Treuband
Informationen 1991).
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ihe consolidation of the THA's structure and the preparation of
the opening balance sheets proved to be time-consuming. By March 31,
1991, the THA had sold or reduced its interest to a minority stake in
1,378 firms, about 15 percent of its total stock at the time. By May
1991, only 6 percent of all balance sheets had been evaluated (Sinn and
Sinn 1993). Sales in this early phase were often impeded by organiza-
tional problems on the side of the THA and driven by the prospect of
potential bargains for the buyers. This early stage of privatization
certainly was considered to be a buyers' market.14 The THA finalized
its opening balance sheet-which valued its net corporate holdings as
of July 1, 1990 at --DM 179 billion-only on September 29, 1992.15

By this time, the East C-erman economy had experienced a depres-
sion "without precedence in modem economic history" (Sinn and Sinn
1993, p. 35). Between early 1990 and the end of 1991, gross domestic
product (GDP) fell by 35 percent.16 Employment fell on a similarly
dramatic scale. Between the first half of 1990 and the second half of
1993, when the transitional depression seemed to have reached its
bottom, employment in East Germany dropped from around 9.3 mil-
lion to 6.3 mllionY17

By early summer of 1991, the THA had largely consolidated its
structure. It had increased the number of its employees by more than
500 percent between June 1990 and June 1991 (see figure 8-3)-a num-

14. "Well-informed buyers, who were interested in specific parts of the Kom-
binate . .. could buy at favoraluie terms during this period" (diiller 1993).
For a description of the state of East German firms and the difficulties faced
by prospective investors, see also Albach 1992.
15. Carlin and Mayer (1992) rightLy emphasize that most of this debt is com-
pletely unrelated to the THA's restructuring and privatization tasks-in par-
ticular, the large financial and environmental liabilities the THA had been
forced to take on.
16. The measurement of GDP in the GDR is subject to well-known diffi-
culties with data of Eastern Block countries. The figure reported here is the
estimate by Sinn and Sinn (1993).
17. Officially, in the second half of 1993 unemployment in East Germany was
1.2 million. The difference is explained by the 0.6 million in publicly funded
employment or qualification programs, 0.8 million in early retirement, and
0.35 million commuters to West Germany (Statistisches Bundesamt 1994).
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Figure 8-3. Employment Treuhandanstalt
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ber that does not even count the replacements of East Germans by
West Germans-it had created 455 supervisory boards for its larger
firms, and it had completed large parts of the so-called "small privat-
ization," that is, the sale of retail stores, pharmacies, and the like. The
structure and activity of the THA will be analyzed in more detail in
the following two sections.

By March 1993, the 232 Kombinate the Treuhand had owned in
July 1990 were almost all split into smaller units, 44 of them were pri-
vatized and 72 were liquidated (see figure 84). As of March 31, 1994,
the THA had sold or restituted to former owners 8,620 companies and
7,182 company parts, had liquidated or was in the process of liquidating
3,276 companies, and still owned 788 companies. By the end of 1994,
the THA will cease to exist in its present form. It is estimated that
approximately 100 of its firms will neither be sold nor liquidated by
then. Too large to be liquidated, they -will stay under public ownership,
in. the form of a limited liability holding company that will be 100 per-
cent owned by the Ministry of Finance. The bulk of the THA's present
administrative functions (contract monitoring, reprivatization, and so
forth) will be continued until the end of 1996 by a federal agency under
the authority of the Ministry of Finance. The THA's dosing balance
sheet, including provisions for future financial and environmental liabil-
ides, is expected to show a deficit of -DM 275 billion.18

Centralized Ownership: The Treuhand

When the Treuhand Act assigned the THA the task of reducing the
"entrepreneurial activity of the state as fast and as far as possible," it
had approximately 440 employees; an improvised, mainly regional
structure; no supervisory board; and a small management board, mainly
staffed by government bureaucrats. Two weeks later, the supervisory
board and the management board had been newly appointed.19

The THA's broad goals were defined by the Treuhand Act. Its two
most important immediate strategic problems, however, were to re-

18. This figure includes provisions for future liabilities, for example, DM 20
billion for the cleanup and repair of nuclear sites and coal mines.
19. An excellent reference for the evolution of the THA's structure is Seibel
1993.
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Figure 8-4. Breakup of the 232 Treuhand-Kombinate, March 1993
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define its organizational form and the priorities in building up its new
structure. On both issues, the management seemed to be indecisive,
consumed by the magnitude of the daily problems. After five weeks in
office, the new president had to step down and was replaced by the
chairman of the supervisory board, D. Rohwedder, who subsequently
implemented a structure that partly substantiated and partly contradict-
ed the initial framework set by legislation.

The Treuhand Act had prescribed a decentralized structure, with
several subholdings integrating the old industry ministries, next to
regional agencies, all under the control of a weak center. Within days
after taking office, Rohwedder announced that he would drop the con-
cept of subholdings in favor of a more concentrated organizational
form. Although formally in breach of the law,2-0 the dynamics of the

20. The Treuhand Act stated: aThe Treuhandanstalt realizes its tasks in a
decentralized organisational structure through Treuhand sub-holdings"
(CGesetzblatt der DDR I, S. 300). When asked about the legal implications of
his concept, Rohwedder replied that "where there is no claimant there is no

judge" (Handelsblatt August 27, 1990).
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institutional development proved that, in this early phase of the tran-
sition, there was room for discretionary strategic choices.

The second important decision in the early phase of the THIA was
to place emphasis on the development of its internal organization. On
the one hand, this emphasis is reflected in the enormous growth of the
work force in the THA center (which grew from 123 to 1,564 within
one year) and by the expansion of all levels of higher management,
which grew from 24 in July 1990 to 250 in July 1991 (see figure 8-3).
In contrast to the policy in its firms, where the THA used local man-
agement resources as much as possible, 21 the share of Westerners among
higher-level managers in the THA increased from 0 to 91 percent be-
tween July 1990 and July 1991 (see figure 8-3), about three-quarters of
whom came from the West German private sector.' Hence, a signifi-
cant part of available human resources was invested in the THA rather
than its firms.

On the other hand, at least as important in the structure were the
considerable amount of time and resources invested in the search for
the most appropriate organizational form of the THA center. While
the center had initially-after the decision to drop the plans for
decentralized organization-experimented with a strictly unitary organi-
zational structure (see Williamson 1975), after several months it adopted
a more sectoral structure that was reminiscent of the branch structure
of the former industry ministries.13

In principle, the decision to invest heavily in the development of
the center was contestable because the Treuhand Act had explicitly
stated that privatizaiion was to be undertaken as fast as possible. Yet,
since the act had stated several potentially conflicting objectives, this
choice of priorities was clearly defendable (for a discussion of legal
issues, see HIommelhoff 1991). The relatively slow start of the pri-
vatization process, however, created another problem. The THIA came

21. The share of Westerners on TI-IA firm management boards rose from ap-
proximately 4 to 8 percent between July 1990 and July 1991 (Dyck 1992). See
below.
22. Numbers are based on the preliminary evaluatioi. of questionnaires re-
ported in Czada 1993.
23. See Seibel 1993 for a more detailed account.
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under increasing public pressure to undertake "regional structural
policies" in spring 1991, when the East German economy began to col-
lapse, and the overwhelming portion of the formerly state-owned firms
were still under the control of the THA. Indeed, in March 1991, in a
crisis consultation among the federal government, the heads of the new
East German states, and the TIA, the TIA acknowledged its responsi-
bility to cooperate in such policies.24 It is difficult to speculate
about possible THA policies in the absence of this agreement. But the
division of roles between government and THA was so well defEmed by
spring 1991, and privatization was pursued so energetically from spring
onward, that it is unlikely that this agreement induced more than
minor changes of THA strategy.

The THA's choice of its orgaizational strategy is quite clearly
reflected in the time series of company sales, shown in figure 8-5.
Within the first year of its existence, when it put emphasis on the de-
velopment of its internal structure, the THA sold less than 20 percent
of its firms. During the next eighteen months, using its increasing ex-
perience in marketing, information processing, and international rela-
tions, it sold another 38 percent of its stock at a relatively steady, fast
pace. During the next year, when most of the obviously interesting
companies had been sold, it still sold another 6.5 percent, and in its
final year sold an estimated 4 percent. 25 The resulting graph has a slight

-o rim relatively low sales initially; relatively high, steady sales in the
middle period; and declining sales during an extended final period.

To put this graph into perspective, consider a hypothetical, alter-
native "fast" policy choice, under which the THA would have been
smaller and less active.26 Suppose that the THA had chosen to auction

24. "Principles of the Cooperation of Federal Government, New Federal
States, and TIA for the Recovery East" (Bundesregierung 1991).
25. These percentages refer to the number of businesses sold. Although "stock
value" is difficult to define for East Germany, the number of transactions
probably provides a better measure fo' the THk's activity than the value of
transactions.
26. Some observers find that the THA accomplished most of its task "in the
amazingly short span of four years" (The Economist, April 30, 1994). This
cannot be debated. The question is whether, given the amazing amount of
funds available, one could have amazed these observers even more.
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Figure 8-5. Evolution of Treuhand Sales and Liquidations
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off its stock of firms rather than rely on extended bilateral negotia-
dons,27 break the stock-flow constraint of mass privatiations along the
lines proposed by Sian and Sinm (1993) and Bolton and Roland (1992),
leave the restcturing of its firms entirely to their buyers, and establish
its organizational structure with lower priority and on a lesser scale
during the process.2 8

27. See Akerlof, Rose, Yellen, and Hessenius 1991 (section 5) for a discussion
of possible employment consequences of such policies.
28. This policy would have been closer to the Czech and the attempted
Polish mass privatization poiicies (Berg 1993; Carlin and Mayer 1992). Auc-
tions, in particular, were used by the TIHA only twice and for a specific group
of firms.
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Such an approach, by all expectations, would have led to a much
more strongly front-loaded evolution of sales. The most profitable pur-
chases and tde most favorable matches between buyers and sellers
would have been undertaken quickly, resulting in high initial sales
rates. This effect would have been reinforced by the lack of experience
and internal control in the privatization agency.29 At the same time,
the exhaustion of clearly profitable matches and uncertainty over the
value of the residual portfolio would have resulted in lower sales rates
in the later phases of the privatization process, possibly with a higher
overall share of liquidations at the end.

Whether such a front-loaded strategy would have been superior is
a question beyond the scope of this chapter.3 0 The point to be noted
here is that the THA's actual strategy of building up a strong center
with competence and bargaining power was only one of several strate-
gies available, and that other strategies would have led to other privat-
ization patterns.3 1 The question of whether the THA sold off its stock
too slowly has not been in the forefront in the German public debate.
A more frequently voiced complaint has been that the THA restruc.*
tured too little and privatized too fast.32

By all accounts, the THA was fully operative by the early summer
of 1991. The remainder of this section will discuss in more detail the
governance structure of the resulting organization. The question of

29. Even under the actual policy of the THA, these effects were quite visibly
present in the time betweenJuly 1990 and summer 1991 (see the brief remarks
in the section 'Political and Economic Development after 1989," above). Some
of the critical assessments of the THA's activity, such as Kampe 1993,
emphasize such cases.
30. On the problem of the optimal speed of restructuring see Aghion and
Carlin 1994.
31. One particular feature of the German privatization process, however,
suggests that the THA's chosen strategy was superior in practice. The
"Property Act" of September 23, 1990, imposed a general priority of
restitution over compensation for most former owners of East German
companies. In practice, this led to a significant delay in the privatization
process, and this would have impeded any possible policy variant (see
Bundeswirtschaftsministerium 1991; Sinn and Sinn 1993).
32. In viiew of the disastrous employment situation in East Germany, this is
a predictable pubiic reaction. For a more systematic argument, see Nolte 1993.
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external control mechanisms of the THA will be taken up in the next
section.

The organizational change initiated by the THA's president in
August 1990 entailed a strengthening of central control, complemented
by a well-defined element of regional decentralization. The resulting
hierarchy was extremely fiat (see figure 8-2). Treuhand firms with more
than 1,500 employees (as of January 1, 1991) reported direcly to the
center, and most firrns with fewer than 1,500 employees were adminis-
tered by the THA's regional offices.33 The regional offices had a high
degree of autarky, with full financial responsibility for all decisions up
to DM 30 million. Under this two-tier structure, full control over each
firm generally rested either with the center or a regional office. In
addition to this structure, the center established so-called task forces of
outside consultants to provide the regional offices with expertise and
regulatory know-how from the top and to facilitate the information
flow from the regions back to the center.?4

For firms cc ntroIled 1j) l:e center, maior questions concerning the
survival and reorganization of the firm were decided directly by the
1THA's management board, and regular issues were dealt with by the
"industry directorate" (Branchendirektorat) responsible forthe respective
firm. As of August 1991, there were twenty such directorates, designed
along the standard industry classification standards, and three to five
directorates reported to one member of the management board. As an
additional layer of control below the center, larger firms were endowed
with supervisory boards, which were usually grouped arouncd a senior,
sometimes retired, Western manager. Yet, in contrast to West German
practice, supervisory boards of THA-owned firms often get actively
involved in the restructuring process, contributing financial know-how,
management expenence, and contacts. Therefore, the controlling func-
tion of supervisory boards of THA firms is superseded, and to some
extent reduced, by their consulting function.

It has been pointed out repeatedly by the THA, as well as by econ-
omic and political commentators, that the THA has neither the task

33. Of the total number of 10,34 T{A firls of July 1, 1991, the center
controlled 36 percent, and the regional offices 64 percent.
34. In practice, these flows were less than smooth because of agency problems
in the relationship between task forces and regional offices.
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nor the resources to restructure and run the operations of its firms.35

It is clear, however, that because of the complexity of the firms'
adjustment dynamics and the size of its holdings, efficiency consider-
ations force any organization the size of the THA to limit the center's
operational activities and to delegate authority down through the
hierarchy.3 6 The more interesting question is, given the THA's con-
straints and political task, to what extent its governance structure has
been hierarchical and centralized.

In this respect, the principal yardstick to judge the THA's gover-
nance structure is the extent to which key decsions are taken by the
center and how lower-level planning is controlled by the center. Here,
I will use four criteria to evaluate this structure. the extent of company
liquidations, the supervision of corporate planning, company breakups,
and management turnover. According to these criteria, and given its
socioeconomic environment, the THIA's governance of larger firms37

must be considered to be strongly centralized.
Under the THA's policy, the most important decision for each

firm-liquidation or continuation-has rested with the center and has
been reconsidered regularly. Figure 8-5 depicts the evolution of liquida-
tions of rHA firms through January 1, 1994. By summer 1994, one-
quarter of all THIA firms had been liquidated or were in liquidation.
Compared with all other transitional economies, this is an extraordi-
narily large number.

Because the center judged less than 10 percent of its firms to be
viable without much restmruring at the end of 1991,38 the decision to

35. Many econoinzc observers, free from political pressure, go even further.
For example, Fischer, -x, and Schneider (1993, p. 5) state that "the effective
re-organization and rescue of thousands of companies cannot be initiated by
a bureaucratic organization such as the Treuhandanstalt."
36. See Milgrom and Roberts 1992 for a detailed discussion of the principles
of organization, and Aghion and Tirole 1994 for an analysis of different
realizations of authority.
37. Recall the division of responsibilities between the center and regional
offices described above.
38. As of December31, 1991, for 1,536 center-controlied firms the evaluation
of opening balance sheets found 9 percent to be viable without much restruc-
turing and 18.2 percent to be absolutely unviable. The remaining 72.8 percent
were judged to be more or less promising after restructuring (Gless and
Schwalbach 1993).
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continue usually implied the decision to restructure. The general stance
of the TI-IA toward restructuring firms has been described by the
TI-IA's vice president as follows: '2We shall give the firms sufficient
rtme, which we set individually. Firms that cannot be privatized for
certain in the foreseeable future are looked after intensively . .. and
controlled individually." 3 9 Accordingly, the THA's industry director-
ates are in regular contact with all firms under restructuring, control
their quarterly reports, and evaluate their business concepts.40 Although
much of the operational part of the restructuring is delegated to exter-
nal consultants, overall central planning and the threat of selective
intervention impose tight restrictions on THA firms. 41

Complementing the center's control of the operation of its compa-
nies, the 1991 Splitting Act facilitates the redesign of the corporate
structure of the old state-owned firms. The act provides the THA with
a relatively flexible and extensively used tool to split up companies and
resize business structures according to its own or, prospective investors'
concerns. As a result of this activity, the approximately 8,500 firms the
TIA owned on July 1, 1990, had become 23,188 units by March 1994,
including reprivatized or spun-off business parts, but not counting
formal dissolutions through mergers and splits. This figure actually
underestimates the extent of corporate breakups under THA control,
because it does not include the transfers of business parts with com-
munal functions to local authorities. Conversely, an explicit aim of the
THA's policy is to realize synergies between its fiirns, either by direct-
ly merging otherwise unviable units or by coordinating activities be-
tween firms CI(IA 1993a, p. 2).

Finally, consider the issue of management turnover. In the context
of established stock market economies, corporate control has been
defined as "the rights to hire, fire and set the compensation of top-level
managers" Tensen and Ruback 1983). While this is certainly too narrow

39. H. Brahms in Treuband Informationen 17 (1992), p. 3.
40. For a more detailed description of the planning instruments used by the
center, see THA 1993a (p. 2).
41. The following complaint by the head of the supervisory board of Takraf
AG is typical for the control exercised by the THA: -We had to pre-plan the
cost of material up to DM 5,000 for the' next year. This makes entrepreneurial
activity quite impossible" (Wirtschafrswoche 50, 1992, p. 198).
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a definition for transitional economies, it still constitutes an important
element of corporate control. Although the German Stock Company
Act provides management of joint-stock companies-and hence many
of the large THA firms-with a considerable degree of independence
from their owners, the THA has used this control right very actively.
Between September 1990 and July 1991 alone, the THA dismissed 1,400
top managers, 400 of them for political reasons (Fischer, HI-lx, and
Schneider 1993, p. 554). Although many of the immediate problem
cases were solved in this early phase, the THA maintained a policy of
active managerial control. In 1992 the THA dismiss.-d 500 top managers
directly, and an additional 300 were replaced in companies with super-
visory boards CI(A 1993a, p. 24).

In the early period of management restructuring, a significant
portion of managerial turnover was accomplished by internal succes-
sion. The longer the restructuring lasted, however, the greater became
the need for Western management qualifications, particularly in strong-
ly market-dependent areas such as finance and marketing. The THA's
policy toward its management dearly reflects this need. While the share
of Westerners on managing boards of THA firms-also because of the
large number of firms-was still reiatively low in July 1991 (8 percent),
this share increased to approximately 30 percent byjuly 1992 (see Dyck
1992 for a comprehensive analysis).

External Control of the THA
From its creation under the socalist government of the GDR on, the
THA had the legal status of a "federal agency" (bundesunmitteibare-
Anstalt des 5ffendicben Rechts). Although it was not entirely clear what
this meant under the legal system of the GDR,42 it gave the THA a
high degree of formal independence in the adminiistrative hierarchy of
post-reunification Germany. It removed it from the direct control of
the executive and put it in the same legal category as the Bundesbank
and the Federal Employment Agency (Bundesanstaltfuir Arbeit). The
THA operates largely independently of government orders, but is sub-
ject to legal supervision by the Ministry of Finance.4 3 Schuppert (1992,

42. This kind of institution did not exist under East German law.
43. For details, see, for example, Kloepfer 1993.
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p. 186) describes the THA as an "organization in the overlap of two
legal domains" (chat of public and private law). Therefore, control of
the THA is effectively shared among the Ministry of Finance, the
THA's supervisory board, the Federal Accounting Office (Bundes-
rechnungshoq, and the Parliament, which I will briefly discuss in turn.

Until reunification, legal supervision of the THIA was incumbent
on the prime minister of the GDR. Since October 3, 1990, this task has
resided with the Federal Ministry of Finance. As a consequence, the
THA reports to the Ministry monthly and needs the Ministry's approv-
al for its yearly budget. The Ministrv's approval is also required if the
THA wants to exceed its yearly credit limit of DM 30 billion (this
figure has been increased from DM 25 billion in 1990 and 1991).
Within this limit, the THA has direct and virually unrestricted access
to the credit market: the "Treuhand Credit Act" of July 1992 permits
the THIA to issue government-backed bonds up to this amount without
the disclosure requirements imposed on other issuers.44

On the operational level, the Ministry must approve of all restruc-
turing decisions involving volumnes above DM 100 million.4 5 In prac-
tice, the Ministry's role in controlling the THA can be considered to
have been largely passive. A perceived lack of control of the THA led
to the appointment of a special investigatory committee of Parliament
in 1993. Here, for example, the vice president of the Federal Ac-
counting Office accused the Mistry of "shortcomings" in its super-
vision of the THA.4 6

Reflecting the THA's hybrid legal status between public and
private law, Ministry supervision is complemented by that of a super-
visory board (Verwathcng-srat) modeled along the lines of corporation
law.47 The supervisory board appoints and dismIisses the management
board, must approve major management decisions, and advises the man-

44. In practice, the placement of THA bonds is undertaken in close coopera-
tion with the Ministry of Finance and the Budesbank (THA 1993a, p. 28).
45. This is according to THA guidelines of August 1991. The figures have
changed slightly since then (see Gless and Schwalbach 1993).
46. Frankftrter Allgemeine Zeitung, December 3, 1993.
47. For a brief description of the role of the supervisory board in German
corporation law, including more extensive references, see Baums 1993.
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agement. To this end, it is regularly informed by the management
board and meets once a month.

In practice, the adcvisory function of the supervisory board has
been at least as important as its control function.48 The supervisory
board is a way to institutionalize the exchange of information between
the THA and different interest groups and to mediate between them.
Figure S-6 shows the composition of the supervisory board as appoint-
ed by the federal government by January 1, 1991. The regional interests
(five of the twenty-two seats), expressed through the governments of
the five East German states, and the trade unions (four seats) are both
more strongly represented than the federal government. Dominant as
a group are the employers (ten seats), with representatives from various
industries (none yet from the banking sector).

On the operational level, the most effective control of the TI-A
has probably been exterted by the Federal Accounting Office. The
Federal Accounting Office examines al aspects of the THA's activity
with respect to their financial correctness and economic responsibility
on an ongoing basis. Its regular and special reports not only compile
response information about mismanagement or fraud inside the THA,
but also consider larger organizational issues. In particular, the
proposed structure of the TIA-successor institutions has been criticized
extensively by the Federal Accounting Office on the grounds that it
yielded too much to THA interests. The compromise that was agreed
upon in May 1994 took these concerns fully into account.4 9

The role of Parliament in controlling the TIHA generally has been
restricted to setting the legislative frame of THA activity and following
this activity through a parliamentary commttee. Given the high degree
of formal independence of the THA, the Parliament has no legal
authority over the THA's regular operations. Furthermore, in practice
even the ex post control of the THA's activity through a special
investigatory committee has turned out to be difficult. Backed by the
government, the THA has been very reluctant to provide the informa-

48. Given the composition of the supervisory board, however, the dividing
lines separating controlling, advising, and lobbying are not easy to draw.
49. See the intrnview with the office's president in Frankfurter Allgemeine
Zeitung, May 17, 1994.
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Figure 8-6. Composition of Treuhand Supervisory Board,
January 1, 1991
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tion the comimittee deemed necessary. In March 1994, members of the
committee initiated a suit in the Constitutional Court to force the
TH-A supervisory board to open its files to the committee.

The general picture that emerges from this analysis is one of
almost complete operational independence and significant organiza-
tonal freedom. Institutional independence has been an explicit goal of
government policy toward the THA: "The THA can fulfill their tasks
only if it can take the necessary decisions with great independence. . .
I want to stress once more, and publicly stand up for it, that the
Federal Government-and, most of all, I myself, as the chancellor of
the Federal Republic of Germany-will do everything to guarantee this
independence for the appropriate decisions? (Kohl 1992).

Hence, probably the most important control mechanism of the
THA has been time. Although the Treuhand Act of June 1990 had not
been specific about the timing of the THA's activity, a consensus soon
emerged that the THA was to be an institution with a finite life. The
Treuhand Credit Act of 1992 limited the THA's funding to the period
of 1992-94. In May 1994, government and Parliament agreed on the
institutioril details that allow dlissolution of the THA as planned at the
end of 1994; a corresponding law was to be passed by Parliament in the
summer of 1994. Although some THA activities-particularly contract
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management and the reorganization and sale of the remaining THA
firms-will have to be continued for some years after 1994, this will be
done by different agencies that will be directly sabordinated to the
Ministry of Finance.

In a first, and still preliminary, assessment, this institutional
commitment limits the long-term gains available from collusion and
lobbying of interest groups, and hence the "regulatory capture' of the
institution (see Laffont and Tirole 1993). The less long-lasting the
relationship between the privatization agency and its counterparts in
business and administration is perceived to be, the less incentive there
is to invest in mutually advantageous favoritism. At the same time, the
longer an institution with such important distributional competencies
operates, the stronger is the exernal pressure, and the temptation to
yield to such pressure, on the side of its members.5 0

For such a commitment to terminate to be credible, it must be
complemented by measures limiting the incentives for ex post renego-
tiation. In the case of the THA, career concerns and reputation seem
to have played an important role in this respect. As Seibel (1993)
has documented, much of the THA's top management below the board
level has been in their late fifties and sixties, seeking a last challenge
in their careers. For this group, the incentives for lobbying and
influence activities (Milgrom 1988) to extend the life of the institution
much beyond the planned duration seem to be naturally diminished.

For younger top managers, in particular some members of the
board from West German industry, reputation seems to provide some
incentives to accomplish the THA's task in time. Since the THA's
overall task-to privatize 'as fast and as far as possible"-has been
clearly defined from the beginning, delays in the privatization process,
and even more so an extended coexistence of the THA with its firms,
would have a negative effect on the reputation of the THA's top man-
agement. The reaction of the THIA's president to the draft bill enacting
the TI-IA's successor institutions has been very critical, on the grounds

50. An interesting empirical study by Czada (1993) substantiates this argu-
ment. For a sample of 165 higher-level managers of the THA, 58.8 percent
stated that external influences on their activity had increased from 1991 to
1992; only 9.7 percent perceived decreasing external influences.
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that the bill effectively prolongs the life of an institution that was
designed to be transitional.

Decentralized Ownership: Postprivatiation

For the problem of corporate governance, a decisive structural conse-
quence of the transition process in East Germany has been the entailed
decrease in firm size. As shown earlier, most of the employment in the
GDR had been in the large Kombinate. By June 30, 1991, after the
TIA had become actively involved in the restructuring of the Kombin-
ate, 72 percent of the approximately 2.2 million employees of THA-
owned firms were employed in firms with more than 500 employees.
By the end of 1993, however, more than 75 percent of employment in
THA and ex-THA firms was in firms with fewer than 500 employees. 51

This enormous leftward shift of the distribution of company size
can largely be attributed to the restructu-ring activity of the THA, and
in particular to its two policies of massive labor shedding and company
splitting prior to privatization. The latter activity has been described
above. With respect to the former, figure S-7 provides quantitative
evidence.

Between January 1, 1991, and December 31, 1993, THA firms lost
between 40 and 50 percent of their total work force to unemployment,
early retirement, publicly funded employment schemes, or withdrawal
from the labor market. 52 During the first year of the privatization pro-
cess, when the early bargains were made and the THA made little use
of penalties in privatization contracts, buyers often reduced the work
forces of the acquired firms substantially. Later, because of the drastic
cuts by the THA prior to privatization, the new owners generally
reduced employment only a little further and, in the longer run, more
than met their contractually agreed upon employment targets.5 3

By March 31, 1994, with the breakup of the old firms largely com-
pleted (see 'Political and Economic Development after 1989,' above),

51. THA 1993b, 1994, Monatsbericbteh
52. Nolte 1993 provides additional evidence and further references.
53. A first evaluation of contract fulfillment for 1991-92 (84 percent of all
contracts) shows overfulfillment by 16 percent (lIHA 1994).
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Figure 8-7. Evolution of Work Force of THA Firms, January 1, 1991
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the THA had privarized or reprivatized 18,279 businesses or business
parts. Of these new entities 14.5 percent were created by management
buyouts, 23.6 percent were restitutions to former owners, 4.6 percent
were bought by foreign firms, and the remaining 57.3 percent were al-
most exclusively purchased by West German firms. Figure 8-8 presents
the size distribution of acquiring and acquired firms for the 1,426 acqui-
sitions registered with the Federal Cartel Office between 1989 and 1992.

Despite the sample selection bias toward larger companies, the data
clearly exhibit the extreme asymmetry between acquiring and acquired
firms in this takeover wave. On the one hand, 78 percent of all
acquired firms in the sample had annual turover of less than DM 50
million. On the other hand, 79 percent of all acquiring firms had
annual turnover of more than DM 2 billion. Taking into account that
many of the smaller transactions not recorded in this sample were
undertaken by small to medium-size West German firms, the general
picture is that of a rather wide range of buying firms in the West
purchasing a population of predominantly small firms in the East.
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Figure 8-8. Size Distribution of Acquiring and Acquired Firms
in East Germany, 1989-92, by Turnover
(in million DM)
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These data imply two kinds of corporate governance structures in

posttransition East Germany. First, a significant fraction of privatized
firms-induding most management buyouts and reprivatizations-are
owner-managed. In this group, corporate governance problems caused
by the separation of ownership and control in larger firms are likely to
be of secondary importance compared with direct agency costs of out-
side finance.54 Second, most of the remaining privatized firms have
become subdivisions of larger Western companies and are therefore sub-
ject to internal rather than external control problems.5 5 Puttig it
crudely, one can characterize this second group of firms as on2 for
which the problem of corporate governance has been shifted rrom the
East to the West.

54. See, in particular, Jensen and Meckling 1976. See also Aghion and Bolton
1992; von Thadden 1990, forthcoming; Hellwig 1994.
55. See, for example, Williamson 1975, and Milgrom and Roberts 1992.
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Of the institutions that are generally considered to be important
in the privatization processes, in East Germany the stock market has
played no role in the transition. Until the spring of 1994 only one East
German firm attempted to go public, but this offering was ill-designed
and the privatized firm ended in bankruptcy less than two years later.

The role of banks in the transformation process has been limited
and has given rise to some controversy in Germany. While the big
West German banls and the savings and loan institutions very quickly
established an efficient branch network in the East,56 the banks' lending
activity lagged significantly behind the depository business. Only since
1992 has the volhme of private bank lending in East Germany exceeded
that of the deposits collected. Even then, lending was very cautious. As
late as March 1992, after more than a year and a half in the East,
92 percent of all outstanding bank loans to THA firms were govern-
ment-guaranteed.5 7 Hence, even for THA firms, banks pr ovided virtual-
ly no risky loans. This contrasts with the lending practice in the West,
where approximately 30 percent of short- and medium-term lending is
uncollateralized, let alone government-guaranteed (Drukarczyk, Duttle,
and Rieger 1985).

The reluctance to provide risky finance points to deficiencies in
monitoring and screening by banks in the earlier phase of the economic
transition. This is consistent with the empirical finding by Brandkamp
(1993), w;ho reports for a sampie of small business start-ups that banks
played a relatively minor role in advising new firms. More than a
quarter of all respondents obtained no consulting at all. Of the rest,
most advice came from professional consultants, followed by local
chambers of commerce, friends from the West, and, finally, banks.

Furthermore, throughout the transition process, banks showed ex-
treme restraint with respect to equity participations. Under increasing
public pressure, the president of the German Banking Association
finally promised the German chancellor in January 1993 that the banks
would buy THA firms worth DM 1 billion. One year later, banks had

56. By December 1990, Deutsche Bank and Dresdner Bank alone had estab-
lished 263 branches in East Germany, mostly taken over from the former state
bank. See Wagner 1993 for details.
57. See Bundesverband Deutscher Banken 1992.
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bought just two firms. The banks often emphasized that they con-
sidered such engagements not to be their business.5 8 In contrast, private
banks contributed substantially to the restructuring of THA firms,
primarily by consulting for THA branches and firms and through their
representation on THA firm supervisory boards. In 1991 about 25 per-
cent of THA firm supervisory board seats were held by bankers (Carlin
and Mayer 1992). Yet, it is interesting to note that representatives of
West German banks neither held seats on the THA supervisory board
nor served on the TIA management board.59

Conclusions

By the end of 1994 the transition from centrally planned socialism to
capitalism in East Germany will be largely completed. The political and
macroeconomic design of the transformation process has been criticized
on several grounds, most prominently with respect to the allocation of
property rights (Bundeswirtschaftsministerium 1991; Sinn and Sinn
1993), the extent of regulation of business activity (Bundeswirtschafts-
ministerium 1991), the emphasis on privatization by sale (Sinn and Sinn
1993; Bolton and Roland 1992), the centralized wage policy (Akerlof
and others 1991; Begg and Portes 1992), and the implementation of
monetary union (P5hl 1993).

This chapter has ignored thcse issues and rocused on privatization
problems at the corporate level. Here, experiences in other Central or
Eastern European countries have shown that loss of control and a
resulting obstruction of corporate restructuring by insiders can create
serious problems for the transition process. These dangers have been
largely avoided in the German case. As discussed in the previous
sections, this can be credited primarily to the form of transitional cor-

58. For a view from Deutsche Bank, see, for example, Krupp 1993: "It is not
the primary task of banks to develop entrepreneurial activity. This would go
against the classical division of roles in a market economy and, in the end,
would be beyond the banks' capabilities."
59. G. Rexrodt, on the management board from September 1991 to January
1993, had been with Citibank since January 1990, after eight years in public
service in Berlin.
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porate governance imposed on the East German economny by the West.
The main feature of this system has been that the state actually
tightened control in the first phase of the transition by making sig-
nificant investments into new control structures.

The major implication of this policy has been the possibility of
tougher bargaining with entrenched management and of restructuring-
particularly dismantling-large firms prior to privatization. Central-
ization thus has allowed the process to overcome the free-rider problem
in the restructuring of loosely controlled firms in a manner comparable
to the workings of hostile takeovers in competitive capital markets.
Furthermore, and beyond the scope of this chapter, it has permitted
those involved to address other, more structural, goals, such as the
consideration of regional problems, industry structure, and ownership
distribution. 6 0

At least three elements of institution design have supported this
process of centralized decentralization. First, as discussed earlier, heavy
initial investment in the organizational and human capital of the privat-
ization agency has created the structure necessary for the complex man-
agerial tasks of control, bargaining, and restructuring during the
privatization process. Second, the privatization agency has had a high
degree of organizational independence, and even more operational
freedom. Third, it has operated under an explicit time limit, which
helped to limit collusion between the agency and its clients.

When asking what this specific transformation experience can
imply for other economies in transition, it is useful to first identify
what has been unique to the German case. There are three major
elements. First, the large material transfers; second, the transfer of
human capital; and third, the availability of an advanced and refined
legal and administrative structure.

Of these three elements, the first sets the East German economy
far apart from all other transitional economies in quantitative terms.
However, the major part of the transfers from the West-which were

60. These issues are emphasized in Dornbusch and Wolf 1993 and Carlin and
Mayer 1992. Carlin 1993, however, rightly points to the severe, and sometimes
devastating, structural implications of the economic transition in East
Germany.
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between DM 150 and 200 billion a year, depending on the estimates-
did not even involve the THA. Most of these transfers were either for
consumption or for infrastructure investment, dictated by the constitu-
tional and economic necessity to equalize living standards in both parts
of Germany as fas as possible. The THA's total operating deficit be-
tween July 1990 and the end of 1994 was approximately DM 216 bil-
lion, an average of DM 48 billion a year. This deficit resulted almost
exclusively from the obligation to honor firms' outstanding old debts;
to finance the lean-up of environmental damages; to pay high wages,
above productivity levels; and to finance social benefits for dismissed
employees in keeping with West German precedents. Hence, it is safe
to say that the 'pure" costs of operating a strong, independent pri-
vatization agency have been relatively small, in particular in view of
the large sums available internationally for the restructuring of Eastern
Europe.

Another question is to what extent the large transfers from the
West have facilitated the THA's privatization policy. Clearly, such
enormous transfers would ease any privatization program. But it seems
rather unlikely that these transfers were essential for the TI-IA's policy.
They seem to have had slight success in generating widespread support
for economic reform in the population. Surveys by the Allensbach In-
stitute, for example, show that the proportion of East Germans who
were "quite satisfied" with the market-based West German economic
system dropped from almost 80 percent in early 1990 to around 35 per-
cent in late 1993.61

The other two elements clearly also had an important positive im-
pact on the operations of the TIHA. There have, however, also been
downsides to both of them. With respect to the third element, it has
been argued that the provision of a large set of highly refined institu-
tions and regulations may hinder rather than promote the emergence
of entrepreneurial activity (see Bundeswirtschaftsmrinisterium 1991).
These concerns have often been voiced with respect to environmental
or labor market regulations. A piece of legislation that directly impeded
the activity of the THA concerns the management of firms governed
by supervisory boards. Under German company law such management

61. See International Herald Tributne, April 20, 1994.
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is responsible only to the supervisory board, and tlius the owner has no
direct means of imposing his or her will on the management. There
haLve been several cases in which the THA had to go into lengthy legal
procedures to obtain information from management or simply to sack
managers that opposed THA plans.62 The Splitting Act of 1991 is an
example of a piece of legislation introduced to curb the rights granted
to corporate insiders under existing legislation.

The strong inflow of human capital from the West-often provided
for free or for only small fees by Western companies-has also had its
downside. Because it was already common in 1990 for West German
firms to establish business links with East German counterparts, send
consultants, or advise on supervisory boards, West German firms often
gained detailed information about potential Eastern competitors or ac-
quisitions. This often put them in a strong bargaining position in nego-
tiations with the THA, not only with respect to the takeover price, but
also in regard to the restructuring or liquidation decisions included in
the sales contract. In several cases negotiations broke down after pro-
tracted bilateral bargaining, and the Eastern firm, not having been
able to establish alternative busines, contacts in the meantime, was
liquidated.

Hence, although the East German transition took place under ex-
tremely privileged material conditions, it does not appear that its pri-
vatization strategy of centralized decentralization depended on these
conditions. What seems to have been more important is the commit-
ment to an independent, finitely lived privatization agency, with the
capability to tighten control prior to privatization. The experience of
the Hungarian "centralization" strategy of autumn 1991 (see Voszka
1994) shows that such policies are problematic if implemented only
partially. In particular, if the privatization agency is controlled by the
government, the "'rights to hire, fire, and set the compensation of top-
level managers" (Gensen and Ruback 1983) may easily degenerate into
a source of government favoritism and party power. Similarly, if there
is no dear commitment to the completion of the privatization program
and "if the state proves to be a generous owner and permissive con-
troller, this formal subordination may be more convenient for the man-

62. For relevant case studies see, for example, Die Wirtschaft 1993.
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agers than strong private ownership" (Voszka 1994). Creating an
environment in which managers know that such formal subordination
is only a means to implement private control is an integral part of the
design of transition processes.
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Part III

Relevance and Lessons of the Japanese
and German Experiences



Introductory Note

Masahiko Aoki

Chapter 1 designed the contingent governance structure in which the
controlling rights reside in the insider when the financial state of the
enterprise is without a problem, but the shift of control rights to the
outsider (the lead bank) is triggered automatically when the enterprise
is fmancially distressed. Theoretically, it is known that such a
governance structure is effective in controlling insider's shirking when
the team element is involved in production (Aoki 1994). Empirically,
the model is reminiscent of an important aspect of the corporate gov-
ernance practice in the Japanese economy in the heyday of the main
bank system, between the mid-1950s and the midc-1970s (this aspect may
be thought not to have yet disappeared in spite of the decline of bank
credits in corporate financing). Comparatively, the model may be sug-
gestive of the value of nurturing banking institutions as a device to
control the emergent insider control in the transition economies.

Chapter 3, by Berglaf, conceptually distinguished two kinds of
financing: arm's-length financing with monitoring by objective on one
hand, and control-oriented financing with monitoring by intervention
on the other. It was argued that monitoring by objective may be less
effective in transiticn economies where the asset markets are thin and
the property rights are only ambiguously defined. Therefore, comple-
mentary though these two kinds of financing may be in any economy,
control-oriented financing with monitonrng by intervention ought to
play a more productive role in transition economies. This kind of
financing and monitoring anticipates long-term relationships between
the enterprise and the financial institutions, especially banks. The
chapter specifically points to the fapanese experience of the main bank
system as an example of a financial system in which monitoring by
intervention is the dominant pattern.

The design of fmancial systems today in the transition economies
must be consonant with the workings and conditions of the current
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international financial markets, as well as the evolutionary nature of the
transition economies. Therefore, the Japanese experience cannot be a
precise model for the transition economies to emulate. Nevertheless,
the original situations preceding the establishment of the main bank
system in the mid-1950s have some important characteristics in com-
mon with the transition economies: the failure of the competitive mar-
kets for corporate control to operate and the tendency toward insider
control of, or at least a strong insider voice in, the governance of the
enterprise. Therefore it may be a useful exercise to ask: what kind of
historical conditions in Japan eventually facilitated the evolution of the
main bank system as an effective exteral device to curb the i-effects

of insider control; to what extent those conditions were unique to the
post-World War II situation facing Japan; whether there were any ge-
nenc aspects in these conditions that may arise in other economies in
other times, although concrete forms may appear diverse; and whether
any public policy implications may be derived from the Japanese expe-
rience for the development of banking institutions as an important
monitoring and financing device. Part Im is added to consider these
problems in depth.

Chapter 9 by Hoshi considers how Japan dealt with the insolvency
and recapitalization problems of banks and enterprises in the immediate
post-World War II period and how dose bank-enterprise cooperation
during the process eventually contributed to the establishment of the
banks' capacity as effective corporate monitors. Chapter 10 by
Miyajimna descnrbes how the original attempt by the occupation author-
ity to democratize corporate control through the massive sales of
"quasi-state-owned" stocks of ex-Zazbatsu companies to the insiders
failed and how the main bank system evolved instead, as an alternative
mechanism of corporate control. Chapter 11 by Teranishi describes
how the main bank system evolved as an effective institution to funnel
development funds from household savings to the industrial sector
following the initial reconstruction of the economy. He points to the
importance of the public policies of the riid-1950s in facilitating the
maturity transformation of short-term deposit savings into long-term
industrial financing.

The rest of this introductory note describes broad historical con-
texts in Japan between the prewar and postwar periods preceding the
establishment of the main bank system, particularly the role of govern-
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ment. (For a comprehensive description and analysis of the Japanese
main bank system and its possible relevance to transitional economies,
see the report of a prior project undertaken under the auspices of the
Development Institute of the World Bank, Aoki and Patrick 1994.)

The Role of the Government Preceding
the Emergence of the Main Bank System

In the 1920s, the Japanese capitalist system did not exhibit any unique
characteristics except for the unescapable manifestation of its backward-
ness and underdevelopment. The enterprises were firmly controlled by
major stockholders, be they holding companies or individual entrepre-
neurs. The position of the managers as subordinate agents for major
stockholders was clear. The banks. numerous in number as a conse-
quence of a lax regulatory capital requirement, did not play an impor-
tant role in investment financing of the enterprises. They played the
more conventional roles of commercial banking and financing wealthy
investors with securities as collateral. The formation of the bank-
oriented financial system and the associated contingent governance
structure im the post-World War II period did not autonomously
evolve in the laissezfaire framework. State intervention in the design
of the financial system and national economic administration over the
period from the late 1930s to the early 1950s was instrumental in its
formation.

Beginriing in 1937, the alliance of the military and the so-called
"reformed" bureaucrats decisively enhanced its control over the govern-
ment. In that year, the government introduced the three major eco-
nornic control laws, indluding the Temporary Funds Adjustment Law,
and created the powerful Planning Agency for the purpose of the
centralization of economic planning and administration. By this law,
important corporate decisionmaking-such as change in the Article
of Corporation, new equity, and bond issues-required government
approval. Subsequent government decrees deprived stockholders of the
right to determine dividends payout (1939), and appoint managers
(1943), and these decisions were placed under government control. The
military-bureaucrat alliance went as far as to emulate some of the
planning techniques used for the heavy industrialization of the Soviet
Union in the early 1930s (see Okazaki 1994).
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At the same time, the government promoted mergers of banks and
established the legal authority of requiring banks to supply investment
as well as working capital to enterprises prioritized by economic plan-
ning (1939, 1940). Major banks responded to such orders by the forma-
tion of loan syndicates (chapter by Teranishi in Aoki and Patrick 1994).
Those syndicates were predominantly managed by the Industrial Bank
of Japan.

In 1938 the government created the National Finance Control
Association (ZenkokuKinvu Toseikai) as an instrument to control funds
flow, with the president of the Bank of Japan as the chairman and vari-
ous associations of financial institutions as members. The Association
mediated 2,200 syndications until June 1944, when the Munitions Fi-
nancing Institution Designation System was introduced. Under this sys-
tem, one major bank was designated to each munitions company under
the Munitions Company Law (1944). The designated bank automatical-
ly became the lead manager of syndications. The syndicate loan was
funneled through the designated bank as a sole nominal lender, and the
designated bank maintained an exclusive payment settlement account
for the muritions companies assigned to it. Because loans by designated
banks to munitions companies were guaranteed by the War-Time Fi-
nance Public Corporation, there was no need for prudent monitoring
by the designated bank. The tendency toward soft budgeting was ram-
pant. At the end of World War II, the system had been applied to 2,240
munitions companies, of which 1,582 were assigned to one of five
major Zaibatsu banks.

After World War II, government guarantees of bank credits to mu-
nitions companies, as well as government debts and insurance obliga-
tions to munitions companies, were canceled to control rising inflation.
Also, cash holdings of enterprises were converted into new currencies
and frozen at banks beyond a certain limit. These measures inevitably
forced enterprises to become dependent upon banks for restructuring
and recapitalization (see Hoshi's chapter). To lubricate money supply,
the government introduced the 'stamped" bills and trade bills system
in August 1946. Under this system, bills drawn by enterprises on banks
were stamped by the Bank of Japan (BOJ) and made eligible for redis-
counting upon the bank's guarantee of their clearance. Bills drawn by
expOrt agencies on exporters were treated in a simnilar way. In spite of
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the depletion of banks' assets, the dose bank-enterprise relationship was
thus maintained.

In the end of 1946, the governmert introduced the famous Priority
Production (keisya seisan) Method, in which funds and resources were
to be directed into the strategic coal and steel industries for the
recovery of the war-damaged economy. The Reconstruction Finance
Bank (RFB) was created in 1947 for financing the strategic industries,
as well as various public corporations. RFB loans in 1947 acceeded total
private bank loans, although those in 1948 dedined to about one-third
of the latter. RFB financed its loans mostly by debenture issues, the
majority of which (73 percent) were purchased by the BOJ. The value
of BOJ purchase of RFB debentures amounted to 38 percent of the in-
crease in BOJ note issues during the period of 194748, which was an
obvious source of inflation. In 1949, the loan activity of the RFB was
terminated. In parallel to massive RFB loans for long-term investment,
industrial loans by city banks were guided by BOJ, according to prior-
ity guidelines set by the government. BOJ was also active in mediating
loan syndication 1 mostly for working capital, involving itself in the

credit evaluation of private projects. The number of syndications BOJ
mediated during 1947-49 amounted to 5,387. BOJ's active involvement
in syndication continued until 1949, when a steamrollng deflationary
measure known as the Dodge Line was introduced to balance the gov-
ernment budget.

Even after the implementation of the Dodge Line, however, BOJ
was active in supplying loanable funds to city banks through direct
loans against eligible bonds as collateral, rediscounting of stamped bills
and other eligible bills, or open-market operations with national bonds
and RFB debentures as instruments. In 1949 the amount of the govern-
ment budget surplus totaled 84.4 billion yen, but BOJ net credits
topped 92 billion yen. In the end of 1948, the total bank credits
outstanding were 381 billion yen, but jumped to 994 billion yen at the
end of 1950. During the same period private bank deposits merely
doubled. The pattern observed in the subsequent high-growth period-
that the banks lent in concentration to large enterprises by borrowing
from BOJ-was in the making (see the chapter by Teranishi for details).

The Japanese main bank system that emerged following the recon-
struction of the economy camne to exhibit the following characteristics
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in its heyday, between the mid-1950s and the mid-1970s (Aoki, Patrick,
and Sheard 1994). Usually a single bank came to establish close relation-
ships with each large enterprise through historical connections (for
example, old Zaibatsu grouping, wartime designated bank connection,
post-World War II syndicates) and to own the largest block of its
shares among banks, within the legal limit of 10 percent (5 percent
before 1951). This bank became widely known as the main bank (MB)
for that enterprise. The formation of loan syndications gradually
became informal and conventionalized. The MB took the initiative for
long-term credits to those enterprises, but its share in the de facto
syndicate normally remainedl less than 50 percent (around 20 percent,
on average, in later periods). Other banks relied upon ex ante credit
evaluation of the MB and followed its lead in loan arrangements. They
also entrusted interim monitoring to the MB, which maintained major
payment settlement accounts. In return, it was understood that it was
the MB's responsibility to cope with possible financial distress of the
enterprise. Depending on the situation, the actual risk-cost-bearing
between the MB andc other banks might become subject to ex post bar-
gaining, but it is conventionalized that the MB bore a much higher
share of risk cost than its loan share. The moral hazard behavior of the
MB was believed to be severely punished by the regulatory authority.

If the above represents the concise stylized facts of the MB system,
we may identify the following two factors essential to the evolution of
the system. First, the government intervention to limit the number of
qualified banks, as well as to promote and conventionalize syndication,
may have played a crucial role. In order for reciprocal delegation of
monitoring among MBs to be accountable, the number of banks quali-
fied to be MBs needs to be limited so that the defection from responsi-
ble monitoring and ex post risk-cost-bearing must be easily identifiable
and punishable. Around 1930 there were as many as 1,500 banks in
Japan. By administrative guidance and coercion of the government, the
number of comnercial banks was reduced to sixty-five by 1945. Even
among this group, more than fifty banks were regional banks, basing
their activity -within the limit of a prefecure, and only about ten banks
eventually evolved as main banks for major enterprises. Further, as
already noted, the government (and the IBJ) during the World War It
period, and BOj after the World War II period, were actively involved
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in the mediation of loan syndications. The convention of the MB sys-

tem evolved only after such government intervention. Evolution of

implicit trust relationships among member banks may not have been
possible in the laissezfaire framework.

The government intervention is double-edged, however. There is

always danger of soft budgeting. If it is known that the government is
using the banking system as an instrument for fulfilling its economic

objective, be it the maximum production of munitions or the recon-

struction of the war-damaged economy, the enterprise would develop

incentives to extract more lending from the banks, as well as gain

bargaining power to do so. The bank may, in turn, rely upon the

creation of money by the central bank to meet such demands, and the
weak central bank captured by the political control of bureaucrats and

politicians may not be able to resist it. We have seen that such was
indeed the case in the period of active government intervention be-
tween the late 1930s and the late 1940s.

A rigorous comparative institutional analysis indicates that, when
the profitability of the enterpris: is yet very low, moderate loss absorp-

tion by the bank rather than outright liquidation may be efficiency-

compatible, although the worst performance is to be credibly punished
to curb the moral hazard of insiders (see Aoki 1994). This may, in turn,

imply that the bank needs to operate within the orbit of the govern-
ment's assistance. Such arrangements, however, should be regarded as

strictly transitory. The sound stabilization policy should be regarded as
a prerequisite for the effective workings of any bank-oriented financial
system. It is indeed only after the effective implementation of the
Dodge Line and the termination of RFB loans that responsible moni-
toring by the bt-k emerged as a countervailing power to the insiders
who were capturirng the de facto and de jure contrrol of the enterprise.
This ought to be the most important, indisputable lesson drawn from
the Japanese experience.
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9
Cleaning up the Balance Sheets:
Japanese Experience in the Postwar
Reconstruction Period

Takeo Hoshi

During the initial stage of the postwar reconstruction, many Japanese
firms faced a serious insolvency problem. The major cause of the
insolvency problem was the repudiation of the large amount of war-
time compensation that the government owed the munitions compa-
nies. Insolvency of the munitions companies implied financial troubles
for financial institutions as well, because many were heavily exposed to
munitions companies. To make the matter worse, the governiment also
decided to withdraw its guarantee to corporate bonds, most of which
were held by financial institutions, and to suspend compensation for
the losses from uncollectible government-ordered loans to munitions
comparnes.

The size of losses from the repudiation was enormous. According
to estimates as of October 2, 1946, the total losses were 91.8 billion yen

An earlier version of this paper was prepared for the workshop on "The Cor-
porate Governance Structure in Transforming Economies: with Special Refer-
ences to the Role of the Bank and Relevance of Japanese Experience," Stan-
ford, California, April 22-23, 1994. The author thanks Masahiko Aoki, John
McMillan, HIideaki Miyajima, and Yingyi Qian for helpful comments on the
paper, and Mr. Yushin Yamamuro for stimulating conversation on this topic.
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(66.9 billion yeni from repudiation of wartime compensation, 19.8 bil-
lion yen from repudiation of government-guaranteed bonds, and 5.0 bil-
lion yen from the stuspension of compensation for losses arising from
government-ordered loans).I Since the gross national expenditure (GNE)
in fiscal year 1946 was 474.0 billion yen, the losses amounted to almost
20 percent of GNE.2

This chapter examines how such an economywide solvency prob-
lem was resolved. Because many firms in Eastern Europe and the for-
mer Soviet L,aion face a similar solvency problem, the Japanesc expe-
rience seems to offer some lessons. The following points are suggested
by the Japanese experience.

* A viable alternative to bankruptcy courts for mass reor-
ganization exists.

* Separation of the balance sheet allows the company (bank) to
reorganize without interfering with the ongoing business.

v There are two alternative ways of debt restructuring: individual
level or industry level. Industry-level debt restructuring is less
time-consuming, but individual-firm-level debt restructuring
spreads the cost more equally to many parties.

* Creation of reconciliation accounts allows reevaluation to
continue after the merger of the new and old accounts.

* The reorganization process has a significant impact on the
subsequent development of corporate governance.

* The reorganization process can be (and probably should be)
coordinated with antitrust measures.

* The condition of the stock market influences the success of
recapitalization.

* The debt-equity swap is a useful way of recapitalization.
Inflation can reduce the creditors' (depositors') cost of reorgani-
zation. But, a reorganization plan that relies on this role of in-
flation may jeopardize the credibility of tough anti-inflationary
policy.

1. Japan 1983, p. 699.
2. Japan 1978, pp. 26-27.
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Each point is discussed in more detail after the Japanese experience is
reviewed.

The chapter is organized as follows. The next section starts the
examination of the Japanese experience in large-scale restructuring by
looking at the reconstruction and reorganization of financial institu-
tions. The third section studies the reconstruction and reorganization
process of nonfinancial corporations. The following five sections are de-
voted to five case studies of restructuring presented to help us better
understand the process. Included are the cases of the Industrial Bank of
Japan (IBJ) and the restructuring of the Fuji Bank, which was called
the Yasuda Bank during this period. The next three sections examine
the reconstruction of nonfinancial institutions, including a manufactur-
ing.firm, Ajinomoto, Nippon Steel, and NEC. The final section con-
cludes by discussing the nine lessons listed above from the Japanese
experience.

Bank Reorganization and Recapitalization

The process of cleaning up the balance sheets of fmancial institutions
followed three steps. First, the balance sheet was separated into a new
account and an old account. Second, the financial institutions were
allowed to continue their business using their new accounts, while their
old accounts were reorganized. Finally, after the reorganization, the old
accounts were merged back with the new accounts, and the financial
istitutions were recapitalized. This section reviews the process of bank
reorganization in detail.

Separation of the Balance Sheet

As of 0:00 a.m. on August 11, 1946, the balance sheet of each financial
institution was separated into two parts following Kin'yu Kikan Keii
Ohkyz Sochi Ho (the Financial Institutions Accounting Temporary Mea-
sures Act) promulgated on August 15, 1946.3 Table 9-1 shows how ma-
jor balance sheet items were separated into two parts: a new account

3. The text of Kin'yu Kikan Keiri ObhIytu ScIchi Ho is found in Takaishi 1966b,
pp. 631-90.
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Table 9-1. Major Items in the New and the Old Accounts
of Financial Institutions

Category Assets Liabilities

Old account (Al) Loans (except those (Li) Second-line frozen
for governments and other deposits
financial institutions)

(A2) Bonds and equities (except (L2) Special depositsb
government and municipal
bonds)

(A3) Unpaid capitala (I3) Retained earnings

(A4) Other assets Crncluding (L4) Capital
tangible assets)

[(A5) Receivable from new [(L5) Payable to new
account] account]

New account (al) Cash (1) Free deposits

(a2) Interbank loans (credits) (2) First-line frozen
deposits

(a3) Government and municipal Q3) Interbank loans
bonds (iabilities)

[(a4) Receivable from old account] (4) Tax obligations

[(5) Payable to old
account]

a. According to the old commercial code in Japan, shareholders were allowed to
leave a portion of the capital not paid in. Thus this item can be considered as receivable
from shareholders and is recorded on the assets side. During the occupation period, the
Allies questioned this practice, and all the unpaid capitl must have becn paid in when
the old and new accounts merged at the end of reorganization.

b. Toward the end of the war, the government introduced a 0 specid settlanent sys-
tem," in which the government pays the private party in the form of deposits that can-
not be withdrawn for several years. The special deposits are the payments through the
special settlement system and were accumulated until the end of the war without being
withdrawn (see Japan 1978, pp. 10-13).

Source: Teranishi 1991, p. 33; Japan 1983, pp. 225-27, 1991, p. 5; Takaishi 1966b,
pp. 681-84.
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and an old account. The idea behind the separation was to clean up bad
loans without interfering with ongoing banking business. Thus all assets
that were expected to be uncollectible because of suspension of wartime
compensation were assigned to the old account, which was frozen and
expected to go through reorganization. A portion of deposits and the
bank's entire capital were put in the liabilities side of the old account,
and they were at risk of being canceled to cover the bad loans. Differ-
ences between assets and liabilities in one account were recorded as an
unsettled account against the other. For instance, for financial insti-
tutions the liabilities of the new account often exceeded its assets, and
the difference was entered as a credit against the old account.

There are several points worth noting about the way the bank
balance sheets were separated. First, interbank loans were assigned to
the new account. There were disputes about whether interbank loans
should be treated in the same way as any other loans, but eventually
the government decided to treat interbank loans differently, arguing
that the bank that directly lcnt to the munitions firms should be held
responsible for the decision.4 It is undear if such an argument is con-
vrncing, but this decision created another problen: how to deal with
the bank debenturcs. Initially the bank debentures held by financial
institutions (and government) were assigned to the new account, while
the bank debentures held by individuals and nonfinancial corporations
were put into the old account. Thus, depending on the identity of the
owner, the bank debentures were treated differently. The Supreme
Commander, Allied Powers (SCAP), however, later criticized this treat-
ment as unfair and possibly unlawful, and ordered that all the bank
debentures be reassigned to the old account on March 12, 1948, just a
few weeks before the planmed merger of new and old accounts.5 As we
will see later in the chapter, when the reorganization of IBJ is dis-
cussed, the reassignment of bank debentures to the old account enor-
mously helped IBJ.

Second, in order to protect depositors, a substantial proportion of
deposits was put into the new accounts. Because t:he government started
to freeze deposits in February of 1946 to combat inflation, 86 percent

4. Takaishi 1966, pp. 660-61, and Japan 1983, p. 227.
5. Japan l983, pp. 268-S3, documents the negotiations between SCAP and the
Japanese government on the bank debentures issue.
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of the total deposits were frozen at the end of July 1946, just before the
separation of balance sheets.6 On August 11, the frozen deposits were
separated into the first-line frozen deposits and the second-line frozen
deposits. The first-line frozen deposits were put in the new account and
protected from the reorganization. A household was usually entitled to
have first-line frozen deposits of between Y15,000 and Y32,0007 Because
the monthly consumption expenditure of a typical household was esti-
mated to be Y2,125 (Japan 1979, pp. 132-33), the level of first-line
frozen deposits amounted to seven to fifteen months of living expenses.
The second-line frozen deposits were at risk of being canceled to cover
the bad loans. At the end of August 1946, the second-line frozen depos-
its at banks were about 37 percent of the total frozen deposits, as table
9-2 shows. The proportion of the deposits assigned to the old account
(second-line frozen deposits and special deposits) were 47 percent of the
total deposits (including free deposits).

Reorganization of Old Accomats

The next step was reorganization of old accounts, guided by Kin 5nt
Kikan Saiken Seibi Ho (the Financial Institutions Reconstruction and
Reorganization Act), promulgated on October 18, 1946.8 There were

6. The anti-inflation policy was formalized by two laws: Kin 5yr Kinkyu Sochi
Rei (Finance Emergency Measure Act) and Nibon Ginko-ken Azukeire Red
(Bank of Japan Notes Deposit Act). Both acts took effect on February 17,
1946. The Bank of Japan Notes Deposit Act declared that new yen notes
would replace existing yen notes, which would lose acceptability on March 2,
and required people to deposit all the cash by March 7. The Finance Emergen-
cy Measure Act froze deposits and prohibited the people from withdrawing
more than deemed necessary for living. The deposits in new yen notes were
called "free deposits,- and the withdrawals from such deposits were not
restricted.
7. Japan 1976, p. 125.
S. Kin yzt Kikan Saiken Seibi Ho subsequently went through numerous revi-
sions. The whole text of the law before the revisions is found in Takaishi
1966c, pp. 61-90. The major revisions of the law are discussed in Takaishi
1966c, pp. 99-1S7. A brief discuLssion of the law in English is found in General
Headquarters, Supreme Commander for the Allied Powers (GHQ/SCAP
henceforth) 1951a, pp. 21-27-
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Table 9-2. The Amount of Each Kind of Deposit at Banks
(million yen)

First-line Second-ine Special Free
Month and year frozen deposits frozen deposits deposits deposis

March 1946 94,450 - 26,782 14,518
April 93,080 - 27,571 14,578
may 84,740 - 37,430 17,118
June 89,587 - 33,557 18,072
July 87,679 - 34,964 19,936
August 53,372 31,255 35,851 21,944
September 60,984 22,457 35,960 25,830
October 62,862 21,005 35,799 30,227
November 73,194 21,819 21,948 32,847
December 8,507 20,936 1,675 39,751

January 1947 78,619 20,026 414 46,955
February 77,792 19,691 393 47,792
March 69,619 19,515 369 59,140
April 63,512 19,414 358 63,197
May 60,230 19,314 273 70,088
June 58,779 16,862 183 78,981
July 55,294 16,779 151 86,864
August 53,054 16,730 119 97,634
September 52,360 16,706 112 115,288
October 49,349 16,687 98 121,752
November 47,447 16,673 82 133,783
December 49,714 14,519 75 170,065

January 1948 40,325 14,320 60 182,957
February 34,836 14,350 30 189,897
March 31,695 5,349 10 220,020

- Not applicable.
Source: Japan 1978, p. 129.

several issues to be resolved before starting this step. The first problem
arose from the interdependence of credits between financial institutions
and industrial firms. Financial institutions cannot start calculating the
value of loans until industrial firms determine the value of their assets.
In order for the firms to calculate the value of their assets, however,
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they need to know the value of the second-line frozen deposits they
hold, and the value cannot be known until financial institutions finish
reorganizing their old accounts. The government initially planned the
following three steps to restructure the old accounts of both financial
institutions and industrial firms in a few months.9

* Industrial firms give their estimates of the losses from the
repudiation of wartime compensation to their creditors.

* Financial institutions restructure their balance sheets based on
the estimates supplied by industrial firms, and publish the
results.

* Industrial firms reestimate their losses, using the information
supplied by financial insttutions and other industrial firms.

Thus, the plan assumed that industrial fims should first estimate the
amount of losses from the suspension of wartime compensation, be-
cause financial institutions cannot start their reorganization without
that. Then the financial institutions follow by cleaning up their balance
sheets and publishing them, so that industrial firms can use the num-
bers to improve their estimates. Theoretically, this process can be
reiterated to fiurther improve the estimates, but, for practical reasons,
the plan stopped after one iteration.

The three-step plan, however, did not materialize because antitrust
issues substantially delayed the reorganization of industrial firms, as
we will see in the next section. The delay of the corporate reorgani-
zation necessitated that banks start evaluating items in the old accounts
without estimates of losses at nonfinancial firms. Both SCAP and the
Japanese government seem to have believed that speedy reorganization
of financial institutions was important.10

The second problem concerned whether unrealized capital gains on
fLxed assets in the old account should be offset against losses. Such
unrealized capital gains were believed to be substantial, because infla-
tion was very high during the postwar period. If the unrealized capital
gains are ignored, the losses paid by depositors and shareholders in-
crease. If the capital gains are taken into account, however, it creates

9. Japan 1991, p. S.
10. Takaishi 1966c, p. 20, and Japan 1983, p. 300.
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another problem. Because inflation will increase the capital gains and
reduce the losses suffered by depositors and shareholders, the govern-
ment faces the temptation to stop fighting inflation. The government
found this credibility problem very important and eventually decided
to let the banks ignore the unrealized capital gains on fixed assets.11
This practice was also helpful in increasing the capital of new banks
that emerged when the old accounts were merged with the new ac-
counts, which was another policy goal.

Finally, how to evaluate the assets and liabilities in foreign
countries was another important issue. Here, the banks were ordered
to assume the worst case and attach no value to the foreign assets.
Foreign liabilities were calculated at face value.12

As banks starred estimating the values of assets in. old accounts, it
became clear for some banks that they would never have to cancel all
the second-line frozen deposits. Those banks were allowed to move the
second-line frozen deposits that would not be at risk into the first-line
frozen deposits in December 1947. Out of sixty-four special and ordi-
nary banks, forty-eight went through this interim settlement. None of
the major banks, however, was able to make interim settlement, be-
cause they suffered from so many bad loans that almost all the second-
line frozen deposits were at risk.

Table 9-2 shows that the second-line frozen deposits fell by
about 2 billion yen in December 1947, and the first-line frozen deposits
increased by about the same amount. This reflects the interim settle-
ments by many banks. We also find that by December 1947, the
second-line frozen deposits had already shrunk to about a half of the
initial amount. This is because some payments were allowed from the
second-line frozen deposits, as the Ministry of Finance Oapan 1976,
pp. 124-33) discusses. Most important, depositors were allowed to use
the second-line frozen deposits to pay some taxes and to pay back the
bank loans that were collateralized by the second-line frozen deposits.
Thus, the second-line frozen deposits quicldy fell from 31 billion yen
in August 1946 to 22 billion yen in September, and eventually to 17 bil-
lion yen just before the interim settlements.

11. Takaishi 1966c, pp. 22, 1S8-99.
12. Takaishi 1966b, pp. 664-77.
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Plans for final settlements were submitted to the minister of fi-
nance on January 10, 1948, and were approved. But at this point, SCAP
ordered reclassification of bank debentures as discussed above, and
banks were asked to resubmit revised plans. Finally, on May 15, 1948,
the final settlement plans were retroactively approved as of March 31.
In a final settlement, the assets were evaluated (realized), capital gains
were calculated, and the losses from suspension of wartime compensa-
tion were canceled out. The following prioritization of write-offs was
used in the process of cancellation.

* Capital gains on assets (realized gains) and other profits in the
old account

* Retained earnings in the old account
* Up to 90 percent of the bank's capital
* Up to 70 percent of the second-line frozen corporate deposits

that exceed 5 million yen per account
* Up to 50 percent of the second-line frozen corporate deposits

that exceed 1 million yen per account
* Up to 30 percent of the second-line frozen corporate deposits

that exceed 100,000 yen per account
* Up to 70 percent of the remaining second-line frozen deposits
* Remaining 10 percent of the capital
* Remaining 30 percent of the second-line frozen deposits
* Designated deposits (frozen deposits designated for tax pay-

meents).

If the losses still remained after the cancellation discussed above, the
government compensated for the losses. Old accounts were merged
with new accounts after the reorganization.

For the banking sector as a whole, the total losses amounted to
27.5 billion yen.13 Capital gains and profits (6.2 billion yen), retained
earnings (1.3 billion yen), capital (1.6 billion yen), and deposits (18.0
billion yen) were all used to cancel the losses. Thus, many banks were
forced to significantly reduce capital and to cut into the frozen deposits.
Out of sixty-four ordinary and special banks, fifty-seven banks reduced

13. The numbers in this paragraph and the ncxt are from Japan 1983,
pp. 302-5.
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capital by more than 90 percent and had to default on some deposits.
Collectively, 19.6 billion yen (or 71 percent) of the total losses were
borne by depositors and shareholders. Few banks (one ordinary bank
and no special banks) needed the government compensation, and the
government spent only 0.4 billion yen to cancel the losses of the banks.

Many agricultural banks and insurance companies, however,
received government compensation. The total losses for the financial in-
stitutions other than banks amounted to 16.6 billion yen, of which 1.7
billion yen were canceled with capital gains and profits, 0.2 billion yen
were canceled with retained eamings, 0.4 billion yen were canceled
with capital, and 2.9 billion yen were canceled with deposits. Thus, the
government paid the balance of 11.4 billion yen for the protection of
small deposits. This amount was much more than SCAP initiay

hoped.

Recapitalizaution and Reconciliation Account

To replenish the capital lost to cancel the losses, many banks had to
issue new shares. SCAP initially ordered banks to increase the risk
assets ratio (the ratio of capital to the risk asset that is defined to be
total assets - government bonds - cash - Bank of Japan deposits) to

5 percent, and eventually to 10 percent. Expecting the difficulty the
banks would face in selling a large amount of shares in a short period
of time, the Ministry of Finance negotiated with SCAP to lower the
initial target risk assets ratio from 5 percent to 3 percent. 14

The former creditors whose credit was canceled against the losses
had first pnrority in the purchase of a set number of shares at par value.
The former shareholders had the second priority. The third priority
went to employees of the financial institution. Finally, the residents of
the local community of the financial institution received the priority
before the general public.

Contrary to the Japanese government's initial concern, most issues
were well subscribed, and many banks succeeded in achieving a risk
assets ratios higher than 5 percent. The major reason for the success of
bank recapitalization can be found in the fortunate stock market condi-

14. Japan 1983, pp. 309-15.
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tion. NWhen the banks issued the shares in late 1948 and early 1949,
people were eagerly waiting for the reopening of the Tokyo Stock Ex-
change. The Ministry of Finance started requesting SCAP's approval of
reopening in April of 1948, and the reopening was finally approved in
January 1949.15 When the Tokyo Stock Exchange was finally opened
in May 1949, the shares were very actively traded and the prices rose
sharply. This favorable condition in the stock market seems to be the
most important reason that bank shares were so successfiully subscribed.

SCAP hoped that Japanese banks would recapitalize again so that
the risk assets ratio would exceed 10 percent. Unfortnately, this did
not happen. Figure 9-1 shows the risk assets ratio calculated from the
balance sheets for city banks from 1948 to 1992. The risk assets ratio
here is defined as the ratio of (capital + reserves + retained profits) to
(total assets - cash - deposits - government bonds). Thus, the definition
of capital includes reserves and retained profits."6 The deposits include
all deposits held by the banks and is larger than the amount of deposits
at the Bank of Japan. Hence our estimates of the risk asset ratio are
upwardly biased. Figure 9-1 shows that the risk asset ratios for city
banks have been consistently lower than 5 percent, even when we use
an upwardly biased measure. Thus, the city banks as a whole never
achieved the initial goal of 5 percent that SCAP set, let alone the
ultimate goal of 10 percent.

The major reason for the failure of the banks to increase their
capital ratios was that the favorable condition in the stock market
mentioned above did not continue for long. Primarily because of the
tight macroeconomic policy of the Dodge plan, the stock market col-
lapsed in October 1949, making new share issues exremely difficult.
Even after the recovery of stock prices, the Ministry of Finance (MOF)
was not strict about imposing the capital ratio requirement envisioned
by SCAP. Even though MOF issued the directive in 1954 and notified

15. Japan 1979, pp. 389-97.
16. This definition of capital corresponds to the "narrowly defined capital"
(Yokoyarna 1989, p. 96) The -broaclv defined capital" also includes reserves
classified under liabilities. Even when the broadly defined capital is used, asset
ratios for Japanese banks were low and falling in the 1980s (Yokoyama 1989,
pp. 105-7).
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Figure 9-1. Risk Assets Ratio for City Banks
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Note. The risk assets ratio is calculated as (Capital + Reserves + Retained Profits)/
(Total Assets - Cash - Deposits - Government Bonds). Since the deposits indlude not
only the deposits at the Bank of Japan but also those at other financial institutions, the
risk assets ratio is overestimatcL

Source Bank of Japan 1971, 1993.

the banks to hold t-he broadly defined capital (see footnote 16) above
10 percent of the total deposits, most banks did not achieve this goal.17

Instead of relying on the capital ratio regulation, MOF seems to
have chosen to intervene directly in bank management to secure sound
banking. For example, from 1949 to 1968, MOF required the banks to
hold the ordinary costs below a certain fraction of the ordinary in-
come. Initially, the fraction was 90 percent, but the regulation was
gradually tightened, and by 1954 the ratio was lowered to 78 percent,
which continued to be the standard until 1968. Thus, the capital ratio
regulation never became an important part of Japanese bank regulation
until after the Basle Accord of 1988.

17. Yokoyama 1989, pp. 101-5.
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Finishing the reorganization of the old account and recapitalizing
through new share issues, Japanese banks made a fresh start. We should
note, however, that reorganization of financial institutions was based
on the estimates about the value of loans to the munitions companies.
Thus, the balance sheets of new banks still involved some uncertainty,
which was captured in the "reconciliation account.' 18

Because the value of assets in the old accounts was often estimated
conservatively, the reconciliation accounts typically began to show
profits as uncertainty about the value of assets was gradually resolved.
The reformed Financial Institutions Reconstruction and Reorganization
Act of July 194S dedared that such profits should be returned to the
creditors whose claims were wiped away in the reorganization process.
The following prioritization was used in distributing profits from rec-
onciliation accounts.

1. Government compensation and interest
2. Principal of the designated deposits that were canceled
3. Principal of the frozen deposits that were canceled (in the

reverse order of the priority of cancellation)
4. Interest on the frozen deposits
5. Interest on the designated deposits.

It took a long time to evaluate and distribute profits from the recon-
ciliarion accounts, because the progress in reorganizing industrial firms
was very slow. Banks did not start to make distributions until 1953.

Between February and July of 1953, many regional banks paid out
at least a portion of profit from the reconciliation account ("interim
distribution"). Major banks such as Mitsubishi, Sumitomo, Fuji, Sanwa,
Daiwa, Mitsui, and Dai-Ichi did not make interim distribution because
they still had a significant amount of foreign assets and liabilities that
were not yet evaluated. As we will see, IBJ made interim distribution
co pay back some canceled debentures in February, which facilitated in-
terim distribution of other financial institutions that held IBJ
debentures.

18. Takaishi 1967, chapter 254; Japan 1983, pp. 315-27; Japan 1959,
pp. 173-88.



Japanese Experiencce in tbe Postwar Reconstrction Period 317

By 1958 banks had a fairly accurate evaluation of the reconciliation
accounts, including the values of foreign assets and liabilities, and al-
most all banks made a "final distribution" and closed their reconcil-
iation accounts. For many banks, the profits in reconciliation accounts
were sufficient to pay back all the canceled deposits, including the
interest. Out of sixty-five banks (including former special banks), only
one bank failed to pay back the principal of the canceled deposits and
another five banks failed to pay the interest on the canceled deposits as
of March 1959.19 Many insurance companies also paid back canceled
debt successfully. Many agricultural banks, however, failed to do so,
and they failed to pay back even the government compensation.

Thus, thirteen years after the separation of the balance sheets, the
reorganization and reconstruction of financial institutions were finally
complete. Although the process cost the depositors and shareholders,
financial institutions succeeded in cleaning up their balance sheets. The
costs for the depositors eventually turned out to be much less than ex-
pected, because the profits of reconciliation accounts were sufficient to
pay back the principal and the interest for all the depositors at many
banks.

Corporate Reorganization and Recapitalization

The restructuring of the nonfinancial corporations was done in a paral-
lel fashion. The process began with the government letting the com-
panies that were expected to be damaged by suspension of wartime
compensation declare themselves tokubetsu keiri gaisha (special account
companies). Then, special account companies were to go through the
following three steps, similar to those taken by financial institutions to
dean up their balance sheets. First, their balance sheets were separated
into new accounts and old accounts. Second, the firms were allowed to
continue their business using their new accounts, while their old ac-
counts are reorganized. Finally, after the reorganization, the old
accounts were merged back with the new accounts, and the firms were
expected to be recapitalized.

19. Japan 1959, p. 188.
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Separation of the Balance Sheet

As of 0:00 a.m. on August 11, 1946, the special account companies had
thleir balance sheets separated into ncw and old accounts. The items
that should be included in the new account and thosc in the old ac-
count were specified in Kigyo Kaikei Obkyu Socli Ho (Corporations Ac-
counting Temporary Mcasures Act) promulgated on August 15, 1946.20
Table 9-3 shows how major balance sheet items were classified into new
and old accounts. Again tihc idea was to avoid interfering with the
continuation of current business while the balance sheets were cleaned
up. The rules about separation were much simpler than those for
financial institutions. Tlle assets of the new account includcd only the
assets that were deemed necessary to "continue the current business and
promote the postwar development."2 1 All the other assets and the
firm's liabilities were moved into the old account, and the total value
of assets in the new account was recorded as the liabilities of the new
account against the old account. The special account companies were
prohibited from settling liabilities incurred before August 11 and were
protected from seizurc of their assets in the old account. The com-
panies were also forbidden to declare bankruptcy.

The process of restructuring nonfinancial firms involved an impor-
tant role for banks. Each firm was required to select a set of tokubetsu

kanrinin (special managers), who would oversee the restructuring pro-
cess. As a rule, the special managers were two of a company's own
executives and two representatives of the firm's creditors. The special
managers were central decisionmakers in the restructuring process. For
instance, it was their responsibility to determine which assets should be
included in the new account. They were also required to draw up a re-
structuring plan and submit it to the financc minister for approval.
Miyajima (1992, pp. 229-30) reports that drafting a restructuring plan
required the special managers to assess the value of assets, make plans
for future production and finance, and create forecasts of balance sheets
and income statements. Accordingly, the restructuring of special ac-
count companies gave the special managers an excellent opportunity
to accumulate information about the companies. Hoshi, Kashyap, aind

20. The whole text of iibsha. Keiri Ohkyu Sochi Ho can be found in Takaishi
1966c, pp. 220-35.
21. Japan 1983, p. 734.
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Table 9-3. Major Items in the New and the Old Accounts
of Nonfinancial Corporations

Category Assets Liabilities

Old account (Al) Assets other than (al) (LI) All liabilities
(A2) Receivable from new

account C(Z) Capital

New account (al) Assets that were deemed ([1) Payable to old
necessary to continue the account
current business

Source: Japan 1983, pp. 734-36; Takaishi 1966c, pp. 223-25.

Lovernan (forthcoming) and Hoshi (1993) argue that this experience in-
creased the bankst monitoring capability and enabled the banks to play
an important role in corporate governance in Japan.

According to Takaishi (1966b, p. 271), there was a movement t-hat
requested participation of a labor representative in the reorganization
process as a special manager. This was the period when the labor move-
ment was very active. Okazaki (1993a,b) argues that the power of cor-
porate control had shifted from shareholders to mangers, employees,
and banks during the war. After the war, encouraged by SCAP's 'labor
democratization policy, including the introduction of the Labor Union
Law in 1946, the labor movement became extremely militant and
fought for corporate control with the other strong contenders, banks."
The issue of inclusion of labor representatives in special management
teams is one aspect of the battle over corporate control between labor
unions and banks. Thus, the decision by the Japanese government and
SCAP not to allow labor representation through special managers had
an impact in shaping the postwar system of corporate governance in
Japan.

It would be exaggerating to suggest that the exclusion of special
managers eliminated the chance for the workers to win control of cor-

22. Teranishi 1993, pp. 81-83.
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porations. During this period (1946-47), the labor unions had great in-
fluence on the management of corporations, even though they were not
formally represented by special managers. According to Hideaki
Miyajima, we can observe that representatives of labor unions often
signed the reconstruction and reorganization plan presented for approv-
al.23 As we will see later in the chapter, the labor union of NEC
repeatedly requested wage increases during this period. The power of
labor unions started to decline as the focus of U.S. occupation policy
started to shift from the democratization of Japan to its economic
recovery in 1948, and the Dodge stabilization policy of 1949 made it
almost impossible for the management to accommodate wage increases.
Thus, by late 1949, when many corporations started reorganizations,
management (with the help of banks) was powerful enough to impose
reorganization plans that often involved massive layoffs. Exclusion of
labor from special management teams did not immediately reduce the
influence of labor unions, but, combined with other important factors
such as the change in the occupation policy and the implementation of
the stabilization plan, it played a role in forming the postwar system
of corporate governance.

Let us go back to the discussion of the Corporations Accounting
Temporary Measures Act. Table 9-4 shows the proportion of assets
placed in the old account as of August 11, 1946, by industry. For this
sample of 266 firms, an average of 64.21 percent of total assets and
59.67 percent of fixed assets were assigned to the old account. There is
substantial cross-industry variation in the figure, as one would expect.
The proportion of assets placed in the old account is high for a heavy
industry that was greatly involved in war-related production, and low
for light manufauring. In an extreme case-airplane and weapon in-
dustries-about 95 percent of assets were classified into the old account.

Reorganization of the Old Account

Special managers led the reorganization of the old accounts of special
account firms. The process was guided by Kigyo Saiken Seibi Ho (Cor-

23. Personal communication.
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Table 9-4. Size of Old Account by Industry

Proportion of total Proporrion Offzxed
Nutmber assets assigned to assets assigned to

I.nduttstry offirms old account (percent) old accotunt (percent)

Agriculture 3 7 39.42 24.02
Coal 6 46.23 40.54
Other mining 12 76.66 69.58
Construction 9 27.61 37 09
Metal 22 72.68 74.95
Machinery 84 71.56 70.14
Electric machinery 9 60.60 50.79
Communication

equipment 11 63.95 50.37
Transportation, durable 19 71.33 70.35
Precision machinery 7 74.00 76.35
Airplanes and weapons 11 93.13 96.45
Other machinery 27 61.20 57.45
Chemical 42 59.70 48.95
Cotton spinning 10 62.04 54.35
Other textile 14 32.31 37.15
Other manufacturing 26 43.19 28.11
Distribution

and services 34 61.97 63.00

Total 266 64.21 59.67

a. Includes lumber and fisheries.
Sonrrcec Japan 1983, pp. 762-73.

porations Reconstruction and Reorganization Act), promulgated on
October 18, 1946.24 About the same time, SCAP started to implement
numerous antitrust measures to "democratize" Japanese business, and
these measures senously complicated and delayed the process of corpo-

24. The text of Kigyo Saiken Seibi Ho can be found in Takaishi 1966c,
pp. 291-310. This law also went through numerous revisions. The major revi-
sions are discussed in Takaishi 1966c, pp. 338-73. A discussion of the process
in English is found in GHQ/SCAP 1951b.
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rate reorganization and reconstruction. Among numerous antitrust mea-
sures, the Elimination of Excessive Concentration of Economic Power
LIw was the most important in influencing the reorganization process.

Discussion of breaking up large firms in Japan started when the
U.S. government submitted the Policy on Excessive Concentration of
Economic Power in Japan (FEC-230) to the Far Eastern Committee on
May 12, 1947.25 This document identified "an excessive concentration
of economic power" as "any private enterprise conducted for profit, or
combination of such enterprises, which, by reason of its relative size in
any line or the cumulative power of its position in many lines, restricts
competition or impairs the opportunity for others to engage in business
independently, in any important segment of business," and argued
that controls exercised by such economic power "have been a major
factor in fostering and supporting Japanese aggression." SCAP initially
planned to include the elimination of excessive concentration in the re-
organization and reconstruction process of corporations. Thus, firms
that were considered to be too big were required to include a plan to
break- up in tie reorganization plan. The reorganization process was
substantially delayed because now industrial firms had to wait and see
whether they would be ordered to split up before they could draw up
a reorganization plan.

On December 18, 1947, the Elimination of Excessive Concentra-
tion of Economic Power Law was promulgated, and SCAP started the
investigation to determine which companies should be broken up. By
February 1948, SCAP came up with a list of 325 companies to be split
up. At about the same time, however, the U.S. policy toward the
occupation of Japan started to change, reflecting escalation of the Cold
War. The United States is believed to have decided that the occupation
must be geared more toward reconstruction of the Japanese economy
rather than its thorough democratization. The implementation of the
Elimination of Excessive Concentration of Economic Power Law was
greatly influenced by this policy change, and, in the end, only eighteen
of the designated companies were actually split up.

25. For the development leading to the Elimination of Excessive Concentra-
tion of Economic Power Law and its consequences, see Japan 1982a, pp.
456-77. Japan l9l2b contains the FEC-230 (pp. 350-61).
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As we saw in the last section, the Japanese government initially
planned to coordinate the reorganization processes of financial insti-
tutions and industrial firms by using the three-step approach, in which
the industrial firms first came up with the estimates of losses. Because
it was clear that the antitrust issues described above substantially de-
layed the reorganization of nonfinancial corporations, the three-step ap-
proach was abandoned. The financial institutions reorganized their old
accounts withoutt waiting for the industrial firms to reorganize, and the
industrial firms evaluated their old accounts using the estimates supplied
by financial institutions.

The nonfinancial corporations also faced the same evaluation
problems that financial institutions encountered. Unrealized capita
gains on fixed assets and the value of foreign assets were treated in
much the sane way they had been in fmancial institutions. The value
of foreign assets was totally discounted, while the liabilities were valued
at face value. Firms were prohibited from adding unrealized capital
gains on fixed assets to the profits of the old account. The inventories
were, however, evaluated at the market values, enabling firms to
include the umrealized capital gains in the profits.

There was also a problem unique to the industrial firm. The
problem arose from the uncertainty concering reparations policy.
Many industrial firms had industrial plants that were initiaRly expected
to be seized for reparation payment. During the reorganization process,
such assets were evaluated at zero value. As the U.S. policy toward
Japan changed, reflecting the starc of the Cold War in the late 1940s,
its reparation policy also changed, and the seizure of industrial plants
for reparation did not happen. The restrictions placed on designated
plants for reparation during the reorganization period, however, caused
many managerial as well as accounting problems for the firms.

As in the case of the financial institutions, the losses from
suspension of wartime compensation were canceled out with the capital
and the liabilities according to the following prioritization.

1. Profits accrued to the old account before August 10, 1946
2. Retained earnings in the old account
3. Profits of the old account after August 10, 1946, and before the

merger of new and old accounts



Table 9-5. Special Losses by Industry
(Million yen,)

Capital
NJimber of Special Rctained Capital Capital Credit cancellation

hiduistmy firms losses earning, etc. gains canceled canceled ratio 'percent.)

Agriculturea 11 466 359 40 47 17 9
Coal 21 4,040 2,170 489 315 851 11
Metal 53 11,280 4,856 2,258 1,649 2,490 52
Communication cquipmcnt 19 2,057 800 716 154 387 32
Electric machinery 16 3,986 2,256 1,631 31 69 1
Transportation, durable 39 9,785 3,293 2,484 1,689 2,265 53

w Airplanes and weapons 21 8,686 11896 1,582 689 4,518 71
Other machinery 91 2,697 1,186 897 251 362 33
Chemical 69 5,006 2,549 1,069 577 746 19
Textile 42 4,730 3,757 596 48 6 1
Other manufacturing 39 1,246 767 349 39 31 3
Shipping 33 2,400 1,940 83 253 123 38
Commerce and service 45 1,226 736 144 162 137 26

Total 499 57,604 26,563 12,339 5,904 12,002 24

a. Inclides Itliubcr and lislicries.
Souirce: Japan 1983, pp. 904-5,
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4. Capital gains on assets in the old account26

5. Up to 90 percent of the capital
6. Up to 70 percent of the debt
7. Remaining 10 percent of the capital
8. Remaining 30 percent of the debt.

The restructuring of nonfinancial companies took much longer than
that of financial institutions, and all the special account companies had
submitted their restructuring plans only in 1950. The implementation
of the plans took even longer, and more than 20 percent of special ac-
count companies were stiU undergoing restructuring at the end of 1952.
About 12 percent of the companies seem to have disappeared without
completing the restructuring.27

The losses incurred by shareholders and creditors were not as large
as expected. The profits of the old amcount, which included the pro-
ceeds from sales of assets, were sufficient to cover 45.9 percent of the
total losses of 91.3 billion yen. The capital gains of assets covered
another 213 percent. Postwar inflation turned out to be very helpful
by increasing the gains of the old accounts, and the losses of share-
holders anrd creditors were limited to 32.8 percent of the total losses, or
about 30 billion yen.2s

The total losses for each industry are reported in table 9-5 for the
sample of 499 companies. The losses for these 499 companies (57.6 bil-
lion yen) explain about 63 percent of the economywide losses. One can
observe that the amount of total losses, and hence the burden on share-
holders and creditors, was especially large for the war-related heavy
industries.

Recapitalization of Nonfinancial Corporaions

After the merger of new and old accounts, each special account com-
pany had to decide whether the current firm would continue business
or disband. If the company decided to disband itself, it was allowed to

26. This includes capital gains on inventories and evaluation gains on fixed
assets for which accelerated depreciation was claimed in the past.
27,. Japan 1983, pp. 899-900.
28. Japan 1983, p. 902.
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set up a new company (daini gaisha, meaning second company), which
could acquire productive assets from the current company by giving
shares. As we will see later in this chapter, when the case of Nippon
Steel is discussed, many companies that were split up according to the
Elimination of Excessive Concentration of Economic Power Law chose
to disband the company and set up several new companies.

To assure the financial health of the continuing companies or new
companies, SCAP ordered that the level of capital must be "no less
than the amount of fixed capital and normally ixed working capital"
in the Standards for Reorganization. 29 Thus, many companies have to
issue new shares to raise their capital levels. The delay of the reor-
ganization process for industrial firms created a serious problem in their
recapitalization because of the stock market collapse of October 1949.
Unlike the recapitalization of financial institutions, the recapitalization
of nonfinancial corporations encountered difficulty from the very
beginning. Miyajima (1993) reports the examples of Hitachi and
Toshiba, both of which had trouble selling shares because their share
prices dropped below their par values. Observing the difficulty of
issuing new shares in the depressed market, the Standards for Reorga-
mization was revised in December 1949 to require as much recapital-
ization as possible given the market conditions." 3 0

As Miyajima (in this volume) argues, the collapse of the stock
market posed another serious problem to the managers of Japanese
companies: the threat of takeovers. The arrangement of cross-sharehold-
ings started to develop to solve the problems of the difficulty of new
share issues and the takeover threats. The main banks played an
important role in developing cross-shareholdings, as Miyajima (in
this volume) discusses. According to Mr. Yushin Yamamuro, who was
a banker at Mitsubishi Bank during this period, the main banks often
financed share purchases of customer companies by friendly
individuals.3 1

29. Japan 1983, p. 876.
-0. Japan 1983, p. 887.

31. Personal interview, December 8, 1993.
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Like the new shares issued by financial institutions, new shares of
a. special account company -were preferentially allocated to the former
shareholders and the former creditors whose credit was canceled against
the losses.32 They had the right to buy a set number of shares at par
value. Because nonfinancial corporations were prohibited from holding
shares in other companies by the Anti-Monopoly Law, they could not
exercise such a right, but they were allowed to sell the right or to
request the refund of the premiums they would have enjoyed. Follow-
ing the former shareholders and the creditors, employees of the firm
received priority to buy new shares. The residents of the communiity
where the company was located received the third priority and could
buy new shares before they were sold to the general public.

When a company decided to create a new company from the new
account, shares in a new company were initially used to pay for the
assets provided by the (old) special account company. When the special
account company was disbanded, the shares in the new company were
sold to (a) individuals and financial institutions who were the former
shareholders or the creditors, (b) executives and employees of the new
company, (c) local residents, and (d) the general public, in this order.
Nonfinancial companies that were former shareholders could sell their
right to buy new shares at par value.

The benefits enjoyed by the former shareholders and the creditors
must have substantially reduced the cost of their losses, and their losses
must have been well below 30 billion yen.

After the reorganization, many firms were required to create
reconciliation accounts. Because the estimates of the value of assets in
the old account were extremely conservative, firms often realized
capital gains when those assets were actually sold off after the reorga-
nization. Such capital gains were put into the reconciliation account,
and the accumulated "profits' of the reconciliation account were later
distributed to the former creditors and the former shareholders whose
claims had been canceled during the reorganization. Thus, the reconcil-

32. The discussion of the rules concerning share issues by special account
companies and the new companies follows Japan 1983, pp. 877-80.



328 Corporate Governance in Transitional Economies

iation account of an industrial firm played very much the same role as
it did for a financial institution.

Case Study 1: Industrial Bank of Japan

In this section and the ne.xt, two cases of bank reorganization are
ex:amined to aid in the understanding of the process. This section
studies the case of IBJ, and the next section looks at the experience of
Yasuda Bank, which later changed its name to Fuji Bank.

IBJ (Xihon Kogyo Ginko) was established in 1903 as a bank that
specialized in long-term industrial financing. The bank raised funds by
selling debentures and made long-term loans. Although IBj was not
o-wned by the government, its directors were appointed by the Ministry
of Finance.?3 Thus, IBJ was considered to be a defacto government fi-
nancial institution. This sernigovernmental nature of IBJ is important
in explaining the massive exposure that IEBJ had to have for the war
industries.

By the end of the war, IBJ was heavily involved in war financing,
and the war-related loans of IBJ reached 76.1 percent. 34 As of Au-
gust 11, 1946, IBJ's balance sheet was separated into a new account and
an old account, and the restructuring process started. Table 9-6 shows
how the balance sheet was separated. At this time, IBJ debentures held
by other financial institutions and the government were classified into
the new account. As we can see from the table, IBJ debentures assigned
to the new account amounted to 92A percent of the total IBJ deben-
rares outstanding.

After evaluating the value of asset items in the old account, IBJ
submitted a reorganizationl plan to the finance minister on January 10,
1948. According to tie plan, the total losses of the old account were
estimated to be 6.839 billion yen. The capital and liabilities that could
be used to cancel the losses were estimated to be the following.

33. Packer, forthcoming, p. 3.
34. The discussion in this section draws on Takaishi 1966c, chapter 248; IBJ
1982, pp. 113-23; Takasugi 1990, chapters 9 and 12.
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Amount
Cateeory (million yen)

Capital gains in the old account 35

Retained earnings 62
Capital 200
Deposits in the old account 281

IBJ debentures in the old account 479
Other liabilities in the old account 106

Total 1,163

Thus, TBJ expected to have losses of 5.676 billion yen that would re-
main even after the cancellation of capital and debts. As discussed
earlier, the government was to compensate for losses if the entire
capital and liabilities in the old account were not sufficient to cover
losses. As of January 1948, the limit of the government compensation
was set at 10 billion yen. IBJ estimates suggested that 57 percent of the
planned rescue fund must be used for IBJ alone. Later in 1948, the limit
was increased to 16.5 billion yen and the government ended up spend-
ing 16.4 billion yen for compensation, as we saw earlier. Even com-
pared with these larger numbers, IBJ was expected to use up 34 percent
of government funds.

Thus, it was fortunate for I3J that SCAP found the treatment of
bank debenture "unfair and unlawful." On March 27, 1948, the Finan-
cial Institutions Accounting Temporary Measures Act was partially
reformed, and all the bank debentures held by fmancial institutions
were moved from the new account to the old account. This substantial-
lv increased the liabilities in the old account of IBJ, which could be
wiped away.

On May 15, 1948, the final plan of IBJ reorganization was accepted
by the government, and the old account was restructured retroactively
to March 31, 1948. The final estimate of the losses amounted to 7.593
billion yen, which exceeds the estimate of January 10 by about 10
percent, mainly because the new number includes the operational costs
between August 10, 1946, and March 31, 1948 (0.637 billion yen). Most
of the losses were from the write-off of bad loans (6.625 billion yen).
Table 9-7 shows how the capital and liabilities in the old account were
used to cover the losses. The difference between the amount of total
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Table 9-6. Separation of IBi's Balance Sheet, August 11, 1946
(thousand yen)

Itemn Beforc separation Old accotunt New accouint

[Assets]
Cash and deposits 254,335 - 254,335
Loans 17,420,930 17,829,945 130,985
Securities 710,634 154,426 556,208
Unpaid capital 112,500 112,500
Oth_r assets 1,436,040 972,961 463,079
Unsettled accounts - - 13,285,755

Total 19,934,439 19,069,832 14,690,362

[Liabilities]
Deposits 3,925,450 3,762,067 163,383
Debentures 7,752,167 590,666 7,161,501
Borrowing 7,724,936 476,132 7,248,804
Other liabilities 813,586 696,912 116,674

[Capital]
Capital 200,000 200,000
Reserves 53,300 58,300
UJnsettled accounts - 13,285,755

- Not applicable.
So:rcm Takaishi 1966c, p. 579.

cancellation and the losses, which amounted to 1.597 million yen, was
transferred to the reconciliation account (discussed later). The shift of

bank debentures held by other financial institutions from the new ac-
count to the old account created the most dramatic difference between
these numbers and the estimates on January 10. The amount of depos-
its, debentures, and other liabilities in the old account jumped from
0.866 billion yen to 10.617 billion yen, of which 6.514 billion yen was
canceled to cover the losses. Thus, the average cancellation ratio of
liabilities for IBJ was 61.35 percent, which favorably compares with the
cancellation ratios for other large banks, as we will see in the next
section.

The final step of the restructuring was recapitalization. As we saw
earlier, the banks were ordered to have a risk assets ratio of more than
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Table 9-7. Cancellation of Liabilities in the Old Account (IBJ)
(thousand yen)

Item Amotnt canceled

Capital gains and retained earnings 819,017
All reserves 61,474
90 percent of capital 180,000
70 percent of corporate deposits that exceed

5 million yen per account 60,545
50 percent of corporate deposits that exceed

1 million yen per account 27,278
30 percent of corporate deposits that exceed

0.1 million yen per account 17,033
70 percent of remaining deposits

and bank debentures 5,607,790
10 percent of capital 20,000
Up to 30 percent of remaining deposits

and bank debentures 801,090
Total 7,594,227

Source: IBJ 1982, p. 116.

3 percent (and ideally more than 5 percent). Because IBJ was estimated
to have 14.32 billion yen of risk assets, it had to raise between 430
million yen (3 percent of the risk assets) and 710 million yen (5 percent
of the risk assets) through new share issues?35 When IBJ was about to
start the process of recapitalization, SCAP ordered all the special banks
abolished, which included IBJ.

On June 30, SCAP ordered that the special bank system in Japan
be discontinued and that each special bank decide whether it would
transform itself (a) into a commercial bank or (b) into a debenture-
issuing nonbank. Faced with the choice of "a or b," IBJ started to draft
a reconstruction plan assuming that alternative a would be chosen;
at the same time, it began negotiating with SCAP.36 IBJ argued that

35. Takasugi 1990, p. 74.
36. Takasugi 1990, which is a novel based on the postwar history of IBJ,
includes a vivid description of the negotiation, which involved IB3, SCAP, the
Bank of Japan, and the Ministry of Finance (chapters 9 and 12).
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debenture-issuing banks that specialize in long-term project financing
would be indispensable for the reconstruction and growth of the
Japanese economy. With the help of the Bank of Japan, IBJ finally
succeeded in convincing SCAP, and it was allowed to survive as a bank
that specializes in long-term industrial financing. Finally, the
reconstruction plan of IBJ submitted on November 22, 1948, was
approved by the finance minister on November 27, and IBJ was able
to start selling the sharcs on December 2.

IBJ planned new share issues of 500 million ven, which amounted
to 3.4 percent of the risk assets. SCAP requested that IBJ sell its shares
to other financial institutions as much as possible. Because many finan-
cial institutions suffered from the cancellation of IBJ debentures, which
were moved from the new account to the old account at the latest stage
of reorganization, IBJ had difficulty selling them the shares. (Takasugi
1990, pp. 291-306, gives a colorful account of the IBJ's effort to
convince regional banks to hold IBJ shares.) New share issues were
complete by December 23, and IBJ succeeded in selling all 500 million
yen of shares. About 58 percent of shares were bought by financial
institutions, and most of the remaining shares were held by the general
public. Although the former shareholders, creditors, and the employees
had the priority right to subscribe to new shares, they collectively
bought only 2.21 percent of IBJ shares.

IBJ created a reconciliation account, as did many financial institu-
tions. On February 2, 1953, IBJ became one of the first financial insdi-
tutions to distribute a portion of profit of the reconciliation account to
the former creditors of canceled debentures and deposits. The amount
distributed reached 1.269 billion yen, which was 20 percent of the total
amount of canceled credits. By November 29, 1958, when IBJ dosed
the reconciliation account, the cumulative profits amounted to 6.456
billion yen, and all the former creditors could reclaim their principal.3 7

37. The number is 99.12 percent of the exacr amount of canceled debentures
and deposits that we can calculate from table 9-7 (6. was billion yen). Be-
cause there must have been some creditors who failed to show up to receive
the distribution, we can say that IBJ was able to pay back all the canceled
credits.
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The profits, however, were not enough to cover the interest on those
debentures and deposits, and the interest income was lost forever.

Case Study 2: Yasuda Bank to Fuji Bank

Yasuda Bank, the central company in the Yasuda zaibatsu, had the
largest deposits among Japanese banks when the war ended.38 Like
other major banks, Yasuda Bank grew rapidly through numerous
mergers during the war?39 The rapid growth during the war also meant
a heavy involvement with war financing. Thus, when the Japanese gov-
ernment decided to repudiate wartime compensations, it was clear that
Yasuda Bank had to go through a massive reorganization.

The reorganization process was started by the separation of the
balance sheet into old and new accounts as of 0:00 a.m. on August 11,
1946. Table 9-8 illustrates how the balance sheet was separated into the
two accounts. The table shows that 52.7 percent of the deposits were
classified into the old account. This proportion is a bit higher than that
for the aggregate banking industry (47 percent), and probably reflects
the high proportion of corporate deposits at Yasuda Bank compared
with the average financial institution. The proporcion was even higher
for the other zaibatsu banks. Mitsubishi Bank put 60 percent of
deposits into the old account, and the proportions at Sumitomo Bank
and Mitsui Bank were even higher, at 76 percent and 83 percent,
respectively.40

A major part of the assets in the old account included loans (and
discounts), some expected to be uncollectible. The table shows that the
proportion of the loans in the total amount of assets in the old account
was 85 percent for Yasuda Bank. The ratio was also high for other

38. This section draws on Fuji (Ginko 1960, pp. 215-19, 24849, 314-35,
568-73; and Takaishi 1966c, pp. 773-77.
39. See Teranishi 1982 for details on the concentration process of the Japanese
banking industry.
40. Mitsubishi Ginko 1954, p. 398; Sumitomo Ginko 1979, p. 391; and Mitsui
Ginko 1957, p. 319.
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Table 9-8. Separation of Yasuda Bank's Balance Sheet, August 11, 1946
(thousand yen)

Item Before separation Old accuent New accouint

[Assets]
Cash and deposits 728,152 34 728,118
Interbank loans (credit) 0 - 0
Loans and discounts 13,364,160 13,328,921 35,239
Securities 3,245,899 429,882 2,816,017
Foreign exchange 13,514 13,514 -

Tangible assets 20,348 20,348 -

Other assets 1,840,026 i,782,452 57,574
Unpaid capital 67,300 67,300 -

Unsettled accounts - - 7,621,483

Total 19,279,408 15,642,457 11,258,434

[Liabilities]
Deposits 14,096,033 7,430,204 6,665,829
Interbank loans (debt) 3,859,918 - 3,859,918
Foreign exchange 8,645 8,645 -

Other liabilities 1,002,759 270,073 732,686

[Capital]
Capital 170,000 170,000 -

Reserves 137,092 137,092 -

Retained eanings 4,956 4,956 -

Unsettled accounts - 7,621,483 -

- Not applicable.
Source: Fuji Ginko 1960, p. 316.

zaibatsu banks: 92 percent for Mitsubishi, 86 percent for Sumitomo
Bank, and 93 percent for Teikoku Bank.41

On January 10, 1948, Yasuda Bank submitted the restructuring
plan. It was initially accepted, but was returned for recalculation in
February because the bank debentures had to be shifted from the new
account to the old account, as we have discussed. On May 15, Yasuda

41. Sumitomo Bank 1954, p. 391; Mitsubishi Bank 1979, p. 398; and Mitsui
Ginko 1957, p. 319.
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submitted a revised reorganization plan, and it was approved on
May 17. According to the plan, Yasuda evaluated the old account as of
March 31, compensated the losses using the capital and liabilities in
the old account, and merged the two accounts.

The total losses were estimated to be 1,621,462 thousand yen. Table
9-9 shows how the losses were compensated. The difference between
the total amount of cancellation (1,631,543 thousnd yen) and the los-
ses, which amounted to 10,081 thousand yen, was put into the reconcil-
iation account. As the table shows, Yasuda did not go as far as IBJ did:
10 percent of the shares remained intact and the cancellation ratio of
the deposits was less than 70 percent. The other zaibatsu banks were
not as fortunate as Yasuda, as table 9-10 shows. Many banks had to cut
100 percent of the capital and more than 70 percent of the deposits.

Table 9-11 shows how the old and the new accounts were merged
on March 31, 1948. At this time, the reconciliation account showed
profits of 21,419 thousand yen.

Recapitalization of Yasuda Bank was delayed because SCAP had
not decided whether the Elimination of Excessive Concentration of

Table 9-9. Cancelation of Liabilities in the Old Account, Yasuda Bank
(thousand yeen)

item A mount canceled

Capital gains and retained earnings 310,786
All reserves 129,168
90 percent of capital 153,000
70 percent cf corporate deposits that exceed

5 million yen per account 32,305
50 percent of corporate deposits that exceed

1 million yen per account 43,861
30 percent of corporate deposits that exceed

0.1 million yen per account 60,890
Up to 70 percent of remaining deposits and

bank debentures (Actual cancellation
ratio = 61.0 percent) 901,533

Total 1,631,543

Source; Fuji Ginko 1960, pp. 318-20.
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Table 9-10. Amount of Losses and How They Were Covered,
Five Major Banks
(inillion yen)

Capital Retained
Bank Losses gain earnings Capital Deposit

Sumitomo 1,51S 349 90 74 (100%) 1,005 (79%)
Teikoku 2,391 400 ?24 270 (100%) 1,548 (79%h)
Mitsubishi 1,975 442 151 126 (93%) 1,256 (74%)
Yasuda 1,621 311 129 153 (90%) 1,039 (64%)
Sanwa 1,503 231 84 138 (90%/6) 1,051 (64%)

hotoe: The numbers in parentheses show the ratios to the total amount available in
the old account.

Source: Sumitomo Bnnk 1979, p. 392.

Economic Power Law should be also applied to large financial insti-
tutions. But the delay was much shorter than that experienced by IBJ.
On July 30, 1948, the Holding Companies Liquidation Committee an-
nounced that the Excessive Power Law -would not be applied to finan-
cial institutions, and on August 21 the government approved recapital-
ization of Yasuda Bank.

New issues that started on August 23 initially aimed at raising
953 million yen. Adding 17 million yen of capital that survived the re-
organization, the new level of capital was to be 970 million yen, which
was 5 percent of the risk assets of Yasuda Bank. As we have seen, the
priority to buy new shares was given to (a) the former creditors, (b) the
former shareholders, (c) the employees, and (d) the local residents, in
this order. Shares were subscribed surprisingly well, and the bank raised
1,333 million yen. On October 1, 1948, the bank started with a new
capital level of 1,350 million yen, which was 6.9 percent of the risk

assets. The name of the bank was changed to Fuji Bank at the sane
time. 4 1

42. Other zaibatsu banks also changed their names. For instance, Sumitomo
Bank became Osaka Bank; Mitsubishi Bank changed its name to Chiyoda
Bank.
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Table 9-11. Merger of Yasuda Bank's Balance Sheets, March 31, 1948
(thosalnd yen)

Iten New- accouint Old account After merger

[Assets]
Cash and deposits 6,328,674 - 6,328,674
Interbank loans (credit) 250,OCO - 250,000
Loans and discounts 1) 564,444 5,019,471 17,583,916
Securities 6,027,844 56,316 6,084,160
Tangible assets 52,167 - 52,167
Other assets 1,532,6S1 433,3S3 1,971,064

Unsettled accounts 4,71S,235 _ _

Total 31,474,050 5,514,173 37,256,597

[Liabilities]
Deposits 25,368,321 698,857 26,067,678
Interbank loans (debt) 3,34S,938 - 3,348,938
Foreign exchange 3,135 3,135
Other liabilities 2,704,123 33,323 2,737,446

[Capital]
Capital, reserves, and

retained earnings 52,167 39,200 91,367
Reconciliation account - 21,419 21,419
Unsettled accounts - 4,718,235

-Not applicable.
Sourcc Fuji Bank 1960, p. 321.

On November 28, 1955, seven years after the merger of new and
old accounts, Fuji Bank closed the reconciliation account by distrib-
utimg the profits to the former creditors and the former shareholders.
Fuji Bank returned 1,034 million yen to the former creditors to cover
the principal they lost (1,039 million yen according to table 9-9) during
the reorganization. In addition, Fuji was also able to pay them 169
million yen of interest. The former shareholders received 176 inillion
yen to cover the lost principal (153 rmillion yen) and the interest. The
profits that remained after the distribution to the former creditors and
shareholders were put into the reserves on the balance sheet of Fuji (the
amount was 27 mlion yen). Thus, the depositors and the shareholders
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of Yasuda Bankl were eventually able to reclaim what they lost during
the reorganization process.

Case Study 3: Ajinomoto

In this section and the next, we look at two cases of the restructuring
and reorganization of industrial firms. This section studies the exper-
ience at Ajinomoto, a food company that was forced to expand into
war supplies production during the war; the next section discusses the
case of Nippon Steel, which became one of the eighteen companies that
were actually split up by the Elimination of Excessive Concentration
of Economic Power Law.

Ajinomoto is famous for its monosodium-glutamate (MSG) based
chemical seasoning, named ajinomoto.43 Ajinomoto has been producing
and marketing MSG since 1908. During the war, however, Ajinomoto
was involved in the production of war supplies. In 1942, Ajinomoto
started to produce butanol for airplane faels and acetone for nitro-
cotton. In that year, the company changed its name to Dai Nippon
Kagaku Kogyo (Great Japan Chemical Industries), and it was designated
as a munitions company in January of 1944. During the last eighteen
months of the war, the company had to stop producing ajinomoto and
exclusively produce war supplies.

Although Dai Nippon Kagaku Kogyo was not a major zaibatsu,
such as Mitsubishi or Mitsui, it could be considered to be a part
of a small zaibatsu. The Suzuki family, who founded the company,
had a holding company that held a substantial number of shares in Dai
Nippon Kagaku Kogyo. The holding company decided to sell off the
shares in Dai Nippon Kagaku Kogyo before it would be forced to do
so under the zaibarsu dissolution. Moreover, the name of the company
was changed back to Ajinomoto.

Involvement in war supplies production made Ajinomoto vulner-
able to the repudiation of wartime compensation. Ajinomoto was
designated as a special account company and started reorganization. As
of 0:00 a.m. on August 11, the balance sheet was separated into old and
new accounts. Table 9-12 shows how the balance sheet was separated.

43. This section draws on Ajinomoto 1971, 1972, an-d especially Ajinomoto
1972, pp. 26-35.
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Table 9-12. Separation of Ajinomoto's Balance Sheet,
August 11, 1946
(thousand yen)

Item Before separation Old account New account

[Assets]
Inventories 31,201 384 30,817
Other liquid assets 8,080 3,239 4,840
Financial assets 18,568 18,114 454
Land 2,201 1,280 1,163
Buildings and

structures 2,753 74 2,679
Machines and

equipment 9,495 - 9,495
Construction

in progress 28,853 11,042 17,811
Deferred cost 312 - 312
Unpaid capital 16,875 16,875
Other assets 1,861 1,861
Wartime compensation 15,288 15,288
Foreign assets 1,782 1,782

Unsettled accounts - 67,572
Total 137,511 137,511 67,572

[Liabilities]
Short-term debt 6,011 6,011
Long-term debt 30,024 30,024
Other liabilities 44,266 44,266 -

[Capital]
apital 45,000 45,000 _

Reserves 10,069 10,069
Retained earnings 1,864 1,864

Unsettled accounts - 67,572

- Not applicable.
Source Aiinomoto 1972, pp. 26-35.
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As we have discussed, the process of separating the balance sheet
of nonfinancial institutions is more straightforward than that for
financial institutions. The liabilities and capital are all classified into
the old account. Only assets that are considered to be necessary to
continue the current business are classified into the new account. The
total value of the assets in the new account is recorded as the unsetled
account that is payable from the new account to the old account. This
unsettled account is the only item on the liabilities side of the new
account.

The table shows that the size of the new account was roughly the
same as that of the old account at the time of sepaaion. This is a
sharp contrast to the case of Nippon Steel, which we will consider in
the next section, where the maIority of assets were assigned to the
old account. Perhaps more important for the production capability of
Ajinomoto, 100 percent of machines and equipment and 97.3 percent
of buildings and structures were put into the new account. This must
have helped Ajinomoto enormously to restart production of aiinomoto
without interference from the reorganization process.

There were five special managers for Ajinomoto. Two were se-
lected from the management of Ajinomoto, and the other three were
sent by the large creditors: Shinizu-gumi, Toyo Seikan, and Mitsubishi
Bank, which was the designated financial institution for Dai Nippon
Kagaku Kogyo.

The reorganization plan was submitted to the government on
November 9, 1948, and approved on December 31 of that year. The
total losses in the old account reached 96.273 million yen, itemized in
table 9-13. Note that 66 percent of the losses were due to the repudia-
tion of wartime compensation.

The special loss was canceled by (a) profits (1,864,000 yen),
(b) retained earnings (10,426,000 yen), (c) profits of the old account
(70,589,000 yen), and (d) capital gains on inventories (13,393,000 yen).
Thus, Ajinomoto did not have to cut into its capital or debt to clean
up the balance sheet, and it did not have to create a reconciliation
account. Ajinomoto was not required to recapitalize, but it increased
the capital through several private placements. As a result, the capital
increased from 45 million yen in Noveniber 1948 to 400 million yen
in May 1952.
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Table 9-13. Itemized Losses for Ajinomoto, December 1948

(3J

Item Amount of loss

Wartime compensation special tax 63,501,539
Loss of foreign assets 1,505,871
Loss of second-line frozen deposits 1,663
Loss of credit against other companies 4,350,910
Loss of equities in other companies 463,182
Payment of urpaid capital to other companies 259,500
Deferred losses 1,790,046
Taxes and retirement payment 301,143
Fees for special managers 100,000
Management costs 14,518
Realized capital losses 1,307,155
Evaluation losses (from change of use, etc.)

of assets 1,236,093
Others 21,441,470

Total 96,273,098

Source: Ajinomoto 1972 p. 27.

Case Study 4: Dissolution of Nippon Steel

In 1934 Nippon Steel was created as the result of a government policy
to concentrate the steel industry.44 The government solicited manv
private steel firms to merge with the government-owned Yawata Steel.
Five companies (Fuji Steel, Kyushiu Steel, Mitsubishi Steel, Kainaishi
Mining, and Wanishi Steel) responded, and they merged with Yawata
Steel to form Nippon Steei. Later in 1934, Toyo Steel and Osaka Steel
also joined, and Nippon Steel became by far the largest steel company
in Japan. As of the end of 1934, Nippon Steel produced 96 percent of

44. This section draws on Nihon Seitetsu Kabushiki Kaisha-shi Heashu Iinkai
(Nihon Seitetsu henceforth) 1959, pp. 153-232, 915-92; Takaishi 1966a,
pp. 498-510, 955-66.
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the pig iron, 52 percent of the crude steel, and 44 percent of the steel
materials that were made in Japan.

Observing that the international trade system was breaking down,
the Japanese government created Nippon Steel to assure a reliable
supply of domestic steel. During the war, Nippon Steel was obviously
involved in war efforts. It invested a huge amount in the Japanese
colonies (including Korea) to expand production. By' the end of the
war, the foreign assets held by Nippon Steel reached 1.1 billion yen.
Because Nippon Steel did most of its business with the government and
the military, it was seriously influenced by the repudiation of wartime
compensation. Nihon Seitetsu (1959, p. 875) lists fifteen production
facilities that the government ordered Nippon Steel to build and never
paid for. The total cost for the fifteen facilities reached 76 million yen
In addition to these losses, Nippon Steel lost many factories to air raids
and. artillery attacks (from fleets) of the U.S. forces.

Nippon Steel started planning reconstruction and reorganization in
late 1945. Their initial draft included the idea of liquidating the existing
company and creating a new company, which is essentially what even-
tuaUly happened. On August 11, 1946, Nippon Steel became a special
account company, and its balance sheeL was separated into new and old
accounts. Table 9-14 shows how the balance sheet was separated into
the two accounts. More than 99 percent of the assets were assigned to
the old account at this time. Nihon Seitetsu (1959, pp. 218-19) suggests
that the separation was modified in June 1947 under the guidance of
the special managers, and the assets in the new account came to include
the following:

Inventories 450,459,942 yen
Other liquid assets 63,592,319 yen
Fixed assets 12,248,034 yen
Other assets 15,376,893 yen

Total 541,677,189 yen

Even with this larger new account, its proportion to the amount of
assets before the separation is less than 15 percent. As for the fixed
assets, only 1.8 percent of the total amount was assigned to the new
account.
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Table 9-14. Separation of the Balance Sheet of Nippon Steel,
August 11, 1946
(thousand yen)

Item Before separation Old account New account

[Assets]
Inventories 492,760 188,292 304,468
Other liquid assets 599,634 536,042 63,592
Financial assets 71,454 71,454 -

Fixed assets 691,989 691,989 -

Other assets 1,501,418 1,486,041 15,737
Deferred loss 487,759 487,759 -

Unsettled accounts - 383,437 -

Total 3,845,013 3,845,013 383,437

[Liabilities]
Short-term debt 1,238,990 1,238,990 -

Long-term debt 1,464,967 1,464,967 -

Other liabilities 17,945 17,945 -

[Capital]
Capital 1,123,112 1,123,112 -

Unsettled accounts - - 383,437

- Not applicable.
Source Nihon Seitetsu Kabushiki Kaisha- hi Henshu Iinkai 1959, p. 926.

As we discussed earlier, a special account company had to select
special managers, who supervised the reorganization process. In the case
of Nippon Steel, the special managers included a representative of IBJ,
a representative of Teikoku Bank, a representative of the Closed Orga-
nizations Liquidation Committee (which dealt with the liquidation of
closed organizations such as Chosen Bank or Taiwan Bank), and three
representatives from Nippon Steel management. IBJ, Teikoku, and the
Closed Organizations Liquidation Committee were large creditors of
Nippon Steel.
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On February 8, 1948, the Elimination of Excessive Concentration
of Economic Power Law was applied to Nippon Steel, and it was or-
dered to be split up into smaller entitics. Nippon Steel opposed the idea
of a split-up, arguing that the company was not and would not be anti-
competitive, but could not convince SCAP. Although the outbreak of
the Cold War changed the U.S. occupation policy toward Japan, sad
the number of companies broken up under the Excessive Power Law
was substantially reduced, Nippon Steel became one of the eighteen
companies that were actually split Up.

Thus, Nippon Steel had to come up with a reconstruction plan that
included liquidation of the current company and establishment of new
(smaller) companies. Such a plan was submitted to the government on
Iviay 16, 1949, and, after some revisions, approved on December 31 of
that year. In this plar, the total losses of the old account were
estimated to be 1,823 million yen, which was canceled with 90 percent
of the capital (720 million yen) and 47.51 percent of the debt (1,103
million yen). Thus the situation at Nippon Steel was much more seri-
ous than that at Ajinomoto. Both shareholders and creditors of Nippon
Steel suffered losses.

On April 1, 1950, the assets of the new account were distributed
to four new companies: Yawata Steel, Fuji Steel, Nirtetsu Steamship,
and Harima FireWbick. In return, Nippon Steel received shares in the
new companies. Table 9-15 shows how the assets of Nippon Steel were
allocated to the four companies. Nippon Steel was expected to sell off
the shares and the remaining assets (in the old account) and liquidate
the company.

Nippon Steel initially planned to start selling shares on April 15,
1950. But the start was delayed three times, mainly because the stock
market was so stagnated after the Dodge stabilization plan that it did
not seem to be able to handle massive sales without depressing prices.
While Nippon Stecl was hesitating to sell shares in the new companies,
the Korean War erupted on June 25, 1950. The start of the Korean War
raised the expectation of boom in the Japanese economy and the stock
prices, especially those for heavy industry, started to appreciate. Thus,
Nippon Steel started selling shares in July, and shares of all four
companies were priced above their par values.

As was previously discussed, the shares in the new companies had
to be allocated to the former shareholders, the former creditors, the
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Table 9-15. Dissolution of Nippon Steel into Four New Companies,
April 1, 1950
(thousand yen)

Nippon Yawata Futji Nittetsst Harima
Item Steel Steel Steel Steamship Firebrick

Fixed assets 4,187,601 2,209,725 1,719,370 252,911 5,595
Inventories 7,484,256 3,710,394 3,748,218 3,000 22,644
Liquid assets 11,167,693 6,872,697 4,222,224 59,802 13,059

So.rce: Nihon Seitetsu Kabusliki Kaisha-shi Henshu Iinkai 1959, pp. 926, 956-58.

employees, the local residents, and the general public, in this order of
preference. A problem for Nippon Steel was that the government was
both a large shareholder and large creditor. Because SCAP prohibited
the government from holding shares of the new companies, Nippon
Steel had to sell the shares that would have been allocated to the gov-
ernment and refund the premium to the government. About 44 percent
of shares were supposed to be allocated to the government, but Nippon
Steel was able to sell all of them to financial institutions and paid a
premium (sales value minus par value) to the government.

The proceeds from share sales were used to repay the remaining
debts in the old account. The remaining debts of Nippon Steel were
1,261 million yen, including the interest. When shares in the new
companies were sold to the former creditors, they were often allowed
to pay using the renaining part of their claims. Of 5,967,600 shares
sold to the former creditors, 4,377,490 (73 percent) were sold through
such debt-equity swaps, and this reduced the liabilities by 219 million
yen. The remaining debts were paid off using (a) proceeds from sales of
assets, (b) collected loans to the other companies, (c) recefi,s from rec-
onciliation accounts of financial institutions, (d) receipts from reconcil-
iation accounts of other industrial firms, and (e) proceeds from share
sales. Table 9-16 shows how the debt was repaid. The importance of
proceeds from share sales is clear. The sum of the revenues used to
repay the debts is estimated to have exceeded the amount of debt by
177 million yen, which was put into the reconciliation account.

Because Nippon Steel eliminated 90 percent of the capital and
canceled a portion cf debt (48 percent), it had to set up a rcconciliation
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Table 9-16. Repayment of Debts in the Liquidation of Nippon Steel
(yen)

tem A mount

Total debts 1,261,153,048
Swapped with equities 218,874,500
Proceeds from asset sales 30,455,467
Collected loans to other companies 158,850,318
Distribution from reconciliation accounts

(banks) 8,317,161
Distribution from reconciliation accounts

(industrial firms) 18,992,215
(A Parn of) Proceeds from share salee' 1,003,125,500

a. The author's estimate: each share is evaluated at par value (Y50).
Source Nihon Seitetsu 1959, pp. 962-79.

account. When the profits from the account were redistributed in Au-
gust 1956, the former creditors received 267 million yen, which is about
26.3 percent of the canceled amount.

Case Study 5: NEC

NEC (Nippon Electronic Corporation) started in 1898 as a limited part-
nership with Western Electric Company.4 5 Starting as a manufacturer
of telephones, NEC gradually expanded the business into other com-
munication devices, such as radios. In 1920, NEC tied up with the
electric cable subsidiary of Sumitomo, and this started a relationship
between NEC and Sumitomo Zaibatsu. In the 1930s, as the Japanese
military started to attack the foreign capitals, NEC, which had Inter-
national Standard Electric (which includes the former Western Electric
Company) as the majority shareholder, decided to delegate their man-
agement to Sumitomo Zaibatsu, becoming de facto a Sumitomo com-
pany. NEC changed its name to Sumitomo Tsushin Kogyo (Sumitomo
Telecomnmunication) in 1943, and was designated as a munitions com-
pany in 1944.

45. This section draws on Nihon Denki Kabushiki Kaisha-shi Hensan-shitsu
(Nihon Denki henceforth) 1972, especially pp. 219-36 and 240-46.
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Soon after the war, NEC changed its name back to Nippon
Electronic Corporation (November 1945) and started to shift back to
nonmilitary production. NEC faced a problem common to all the
munitions companies: cancellation of wartime compensation. BEC
went through a reorganization under the Corporations Accounting
Temporary Measures Act and the Corporations Reconstruction and
Reorganization Act. The balance sheet was separated into new and old
nccounts as of August 11, 1946. But the reorganization process was
delayed because on February 8, 1948, NEC was designated as one of
325 companies to be split up under the Elimination of Excessive
Concentration of Economic Power Law. Fortunately for NEC, the
U.S. occupation policy toward economic concentration dramatically
changed as I described earlier, and NEC was removed from the list as
of February 18, 1949. On April 30, NEC submitted the reconstruction
plan to the government.

The total losses of NEC amounted to 478 million yen, as table 9-17
shows. The losses from the repudiation of wartime compensation were
the largest item, explaining 66 percent of the total losses. Compared
with table 9-12, we can observe that the losses at NEC, which. was an
important munitions company supplying commrunication equipment
for military use, were about five times larger than the losses at
Ajinomoto, which was inherently a food producer.

Of the total losses of 478 million yen, 182 million yen were
canceled against the retained earnings and profits in the old account.
The rest of the loss was canceled with evaluation gains on inventories
(165 million), evaluation gains on fixed assets (15 million), and realized
capital gains on fixed assets (115 million). Thus, NEC did not have to
cancel any of its equities or debts. Unlike Ajinomoto, however, NEC
had to use realized capital gains from the sales of several plants. This
meant massive layoffi and relocation of workers, and the labor union
naturally was opposed to this plan. The negotiation between the man-
agement and the labor union took more than three months, and finally,
in August 1949, the labor union accepted the plan.

Let us look at the role of the labor union at NEC during this
period more carefully. After labor unions were legalized under the
Labor Union Law, unions started to form at the plant level of NEC.
Initially, separate labor unions were formed for white-collar workers
and blue-collar workers at each plant, but eventually the two unions
merged, and plant-based unions merged into a single enterprise-level
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Table 9-17. Itemized Losses for NEC, April 1949
(thousand yen)

Item Amniount of losses

Wartime compensation special tax 317,214
Loss of foreign assets 14,265
Loss of second-line frozen deposits 623
Loss of credit and equities in other companies 7,407
Deferred losses 16,552
Losses in the old account

(including evaluation losses, etc.) 107,574
Others 13,948

Total 477,583

Sorce Nihon Denki 1972, p. 241.

union. Thus, in June 1946, the NEC Labor Union, which included
both white-collar and blue-collar workers at all the plants, was formed.
The labor union frequently demanded wage increases and often went
on strike. For example, in September 1947, following failed negotiations
on a wage increase, the union went on a strike that lasted for forty-five
days. By the end of strike, the labor union succeeded in getting wage
increases comparable to the initial request. Thus, the labor union at
NEC seems to have been very powerful during this period.

The environment surrounding the labor union movement started
to change in 1948, as the United States began to shift the focus of its
occupation policy from the democratization of Japan to its economic
recovery. In March of 1948, SCAP ordered a stop to a general strike
planned by major labor organizations, and in July government employ-
ees were deprived of their right to go on strike. Reffecting the change
in the general environment, the power at NEC seems to have started
to shift from labor to management. In September of 1948, the manage-
ment demanded that the labor union accept a plan to increase produc-
tivity, which involved relocation of workers and restraints on wage
increases. After the negotiation, the labor union finally accepted
management's demand in October.

Thus, by the time management and the labor union started
negotiation on the reconstruction plan in April of 1949, NEC's man-



Japanese Experience in the Postwar Reconstrection Period 349

agement seems to have gained substantial power against the union.
Because the plan involved the layoff of 3,600 workers, the labor union
fiercely opposed the plan. The management, however, did not show
any sign of yielding to the union's pressure and, after a negotiation of
more than three months, the labor union accepted the management
plan with little change. When the plan was implemented, the number
of workers at NEC shrank by more than 40 percent (including those
who chose to retire), from about 12,000 to 6,750. This was just one-
fourth of the wartime peak of 26,840 workers.

The case of NEC suggests a pattern of development of the postwar
system of corporate governance in Japan. During the war and the post-
war democratization, workers gained substantial power in corporate
control. In 1946 and 1947, many Japanese companies seem to have been
effectively controlled by insiders (Aoki 1994). After 1948, however,
SCAP's policy toward the labor movement started to change, and the
management appears to have started to gain more power over workers.
By 1949, when many corporations started to implement their reorgani-
zation plans, the managers were able to convince the labor union to
accept massive redundancies. Of course, we should be careful about
generalizing from just one case study, and hope for future studies along
this line.46

In the reorganization of NEC, its main bank, Osaka Bank (now
Sumitomo Bank), played an important role. The massive layoffs
required the company to pay a large amount in severance payments.
Osaka Bank formed a lending consortium with seven other banks and
lent NEC 100 million yen in late 1949 and 1950. In January of 1950,
Osaka Bank sent Iwao Iwata to become the director of accounting at
NEC and strengthened the main bank relationship.

Lessons from the Japanese Experience

The measures diseussed above solved a large-scale insolvency problem
of postwar Japan. This section concludes the paper by deriving some

46. We should also note that some labor unions stayed militant well into the
1950s and continued to influence management.
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lessons from the Japanese experience that are useful for other econ-
omies that face similar insolvency problems, including China, Russia,
and the economies in Eastern Europe and the former Soviet Union.

Lesson #1

A viable alternative to bankruptcy courtsfor macs reorganization exists.
As van Wijnbergen (1993) argues, "(u)se of bankruptcy procedures

would inevitably overload the system and lead to interminable delays"
(p. 12). Thus, relying on formal bankruptcy procedures to solve a large-
scale insolvency problem is impractical. The Japanese experience sug-
gests a viable alternative to bankruptcy courts to solve the problem.

Lesson #2

Separation of the balance sheet allows the company (bank) to reorganize
without intefering with the ongoing business.

By separating the balance sheet into a new account and an old
account, a firm (bank) can isolate the healthy part of the balance sheet
from the part plagued by bad assets loans). This measure allowed the
firm (bank) to continue the business while the old account was reor-
ganized. Moreover, by shielding the healthy assets from the bad assets,
the problem of debt overhang was eliminated.

Note that, after the separation of the balance sheet, the new
account and the old account may not have to belong to the same finn
(bank), although they did belong to the same company and were later
merged in postwar Japan. It is possible to come up with a reorganiza-
tion process that transfers the new account to a totally new firm
(bank). This scheme would be similar to the case of Nippon Steel,
where new companies were established and the old company was liqui-
dated, and also similar to the way some Eastern European economies,
such as Hungary, handled the bad loans of state banks (Dittus 1993,
pp. 12-13). The idea of setting up a new institution may be attractive
to the transforming socialist economies, where the existing former state
firms are operating with soft budget constraints. Phelps and colleagues
(1993) favor creating new banks out of the state banking sector follow-
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ing a similar procedure, arguing that "the new banks would not operate
according to the old rules" (p. 29).47

Lesson #3

There are two alternmatie ways of debt restructuring: individual-level or
industry-level. Indtstsry-level debt restructuting is less time-consuming
but individual-finn-level debt restructuring spreads the cost more equally
to many parties.

In Japan, all the interfirm debts that involved a nonfinancial
corporation were put in the old accounts, but the interbank loans were
assigned to the new accounts. As Takaishi (1966b, pp. 660-61) points
out, this means that debts were restructured at the industry level for
financial institutions and at the individual level for nonfinancial in-
stitutions. Industry-level debt restructuring seems to be less time-con-
suming than firm-level debt restructuring, because iterations of assets
revaluation within the industry are not necessary. At the same time,
firm-level debt restructuring disperses the cost of shock (repudiation of
wartime compensation in the case of Japan) over many firms, and may
be considered fair. The Japanese government ended up choosing an
eclectic plan: industry-level restructuring for banks and individual-level
restructuring for nonfinancial corporations. This solution had one
advantage. It speeded up the process of reorganization of banks by
avoiding repeated reevaluation of interbank loans, and it allowed the
banks to lead the reorganization process of industrial firms.

Lesson #4

Creation of reconciliation accounts allows reevaluation to continue after
the merger of the new and old accounts.

47. The plan described in Phelps and others 1993 (pp. 28-29) does not create
the new bank out of the new account. Using our terminology, they propose
to create new banks out of the old accounats of the existing banks. The
government takes up some deposits of a bank in return for the bank writing
off the equivalent amount of bad loans. Then, the government transfers the
deposits to a new bank with a sufficient amount of treasury bills.
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E-valuation of interfirm debts requires iterated calculations. Setting
up reconciliation accounts permits this iterative process to continue
even after the reorganization is complete. In other words, people can
call an end to the reorganization process at an early stage if they know
the reevaluation process will continue in reconciliation accounts.

Lesson #5

7TYe reorganization process has a significant impact on the szbsecpcent
development of corporate governance.

Restructuring and reorganization of a firm provide a nice oppor-
tunity for the involved paries to acquire valuable information about
the firm. In the case of Japan, the banks were involved in the reorga-
nization process of industrial firms as their special mangers and they
accumulated knowledge that later became very useful in the main bank
relationship. Labor failed to join the reorganization process as special
managers. Although this was not the most important factor contrib-
uting to the decline of labor union power, labor eventually lost the
battle over corporate governance to banks.

This episode suggests that the reorganization process has important
implications for the corporate governance of the future. If there is a
vision of the desirable corporate govemance for the economy, the re-
structuring process may be designed to allow corporate governance a
better chance to evolve in the desired direction. For instance, if the
banks are expected to play an important role in corporate governance,
they will benefit from involvement in the restructuring.

Lesson #6

The reorganization process can be (and probably should be) coordinated
wuith antitrust meacures.

Coordination with antitrust issues substantially delayed the reor-
ganization of industrial firms in postwar Japan, but I believe the idea
of utilizing the reorganization process to achieve deconcentration of
industries is ingenious. Many transforming socialist economies have
heavily concentrated industries. Restructuring and reorganization
processes can be designed to achieve two goals at once healthy firms
and competitive industrial organization.
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A general point here is that a reorganization of firms can involve
more than aiccounting procedures. One can use the reorganization
process to change other aspects of the firms. Most important, the orga-
nization of the firms should be changed if it is closely related to the
causes of the insolvency problem. In the Japanese case, the cause of the
insolvency problem was clear. The devastation in the war and the
repudiation of wartime compensation made many firms and banks in-
solvent. Assuming that the occupation forces would successfully disarm
Japan, the problem would never occur again. It is important to find out
the sources of the insolvency problem in the economies in Eastern
Europe and the former Soviet Union. If some organizational aspects of
state firms are to be blamed, the reorganization is an excellent op-
portunity to correct the problems.

Lesson #7

7he condition of the stock market influences the success of recapitalization.
This idea may seem obvious, but the Japanese experience conlirms

its validity. Recapitalization is useful and sometimes necessary to make
firms (banks) healthy again, and the success of new share issues depends
on the condition of the stock market. The banks did not really have
trouble finding buyers for their shares because they were issued before
the stock market collapsed in October 1949. Many industrial fuims that
tried to issue shares after the crash had trouble selling them. This may
suggest that the restructuring and recapitalization of firms in the
Eastern European economies should be done before the enthusiasm for
their ernerging stock markets is lost.

If there is a limit for the stock market to finance recapitali-
zation, the question arises of which kind of companies should get
priority in issuing shares-banks or industrial firms? In Japan, banks
first recapitalized themselves, and industrial firms followed. This
allowed the banks to play an important role in the reorganization of
nonfinancial corporations, and subsequently in corporate governance.
Starting with bank recapitaIization seems to be a natural policy if the
government tries to establish a bank-led system of corporate
governance.
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Lesson #8

The debt-equity swap is a useful tool of recapitalization.
As we saw in the last section, Nippon Steel used debt-equity swaps

to distribute shares in the new companies and avoided dumping shares
in the stock market. Thus, the debt-equity swap is a useful tool of
recapitalization when the stock market is not well capitalized. This
condition applies to almost all the emerging stock markets in the
Eastern European economies, and hence the debt-equity swap is likely
to be a useful instrument for recapitaliation.

Lesson #9

Inflation can reduce the creditors' (depositors) cost of reorganization.
But a reorganization plan that relies on this role of inflation may
jeopardize the credibility of a tough anti-inflationaty policy.

As we saw earlier, many banks eventually paid almost all the
canceled deposits (and the interest) back to the depositors by distrib-
uting from the reconciliation accounts. One may argue that the cost for
depositors was still substantial because they could not access these
deposits when they really needed them in the immediate postwar
period, and because the deposits they could recover in the end had lost
their original value because of inflation. But the distribution from the
reconciliation accounts nonetheless substantially reduced the costs of
reorganization borne by depositors. Because postwar inflation created
large capital gains in the reconciliation accounts of many firms and
banks, we can give the credit for cost reduction to inflation.

There was a tradeoff, however, between this benefit of inflation
and the possibility of losing government credibility to be tough on
inflation, as the Japanese government correctly observed. Thus, the

Japanese government initially decided to ignore unrealized capital gains
to maintain credibility. This is likely to be a tradeoff encountered by
the policymakers of the countries in Eastern Europe and the former
Soviet Union. If there is a government that has already achieved a
reputation for stable macroeconomic policy, it -will be able to enjoy the
benefits of the past inflation.
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The Privatization of Ex-Zaibatsu
Holding Stocks and the Emergence
of Bank-Centered Corporate Groups
in Japan

Hideaki Miyajima

The task of this chapter is to investigate the economic reform of
postwar Japan-the zaibatsu dissolution and the resulting changes in
Japanese corporate governance structure. The implications of this pro-
cess for the current economic reform in Central and Eastern Europe are
then considered.

There are many differences between the Japanese postwar e;cpe-
rience and current Central and Eastern European reform. Apart from
dissimilar external circumstances, it is clear that the internal structure
to be reformed and the purpose of the reform are quite different in the
two casms. It has often been pointed out that the period of wartime
national planning in the operation of the Japanese economy was rela-
tively short, and that this planned economy was based on private owrn-
ership (Teranishi and Kosai 1993, p. 6). Although the problem of
establishing a new corporate governance system is the crucial issue in

The author thanks Jishay Jafeh, Lee G. Branstetter, Ernst-Ludwig von
Thadden, and Takeo Hoshi for helpful comrnments on an earlier draft.
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Central and Eastern Europe, the main purpose of economic reform in
Japan was to eliminate war potential, at least before 1948, whenl the
purpose of rapid construction of the Japanese economy began to be
emphasized.1

It Is also important to pay attention to the similarity of the two
cases: although Japanese postwar reform was small in magnitude,
zaibatsu dissolution 'ad some of the same characteristics as the privat-
Ization of state-owned companies. The number of companies targeted
for zaibatsu dissolution reached approximately half of big businesses (as
I will explain in detail, using a new data set composed of the 100
mining and manufacturing companies that were the largest in either
1937 or 1955). On average, nearly 50 percent of the issued stock of
these ex-zaibatsu companies was transferred to the Holding Company
Liquidation Commission (HCLC) as the liquidation agency. Further-
more, these companies' behaviors were strictly controlled by the gov-
ernnent and thLe ownership rights of these stocks were held by HCLC.
Thus, during postwar reform Japanese ex-zaibatsa companies were
somewhat similar to state-owned companies. In addition, top Japanese
m-anagement during wartime-and even during postwar reform-tended
to operate companies inefficiently because of the soft budget constraint
under the planned economy. That is, insider control prevailed. There-
fore, economic reform in postwar Japan faced a similar task to that of
economic reform in Central and Eastern Europe: to create an effective
monitoring system.

It is true that the creation of a system of corporate governance, in
the sense of the system disciplining top management, was nlot an
explicit goal of GHQ/SCAP (General Headquarters, Supreme Com-
mander for the Allied Powers, hereafter GHQ) officials, in comparison
with the clear goal of economic reform in Central and Eastern Europe.
Nevertheless, the measures entitled "economic democratization," gener-
ally designed to eliminate war potential inJapan, affected the corporate
governance of Japanese companies. Instead of the former zaibatsu
model-holding companies with a central, hierarchical ownership struc-
ture-the corporate governance system the GHQ tried to establish in

1. About the reor.entation of occupation policy, see Miwa 1989 and Hadley
1970, Chapter 9.
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Japan eventually amounted to an Americanization of the Japanese cor-
porate system. An Anglo-Saxon style of corporate governance struc-
ture-that is, market corporate control-was seen as the most desirable
system, and the "radical" idea of employee control for management was
added to it. In this sense, the Japanese case was the first large-scale
experiment of the privatization of state-owned companies modeled by
an Anglo-Saxon form of corporate governance structure.

The corporate governance structure that emerged in the mid-1950s
was quite different from what GHQ originally intended. It was the
bank-centered corporate group system, although in an early, formative
stage.

Thus, the questions thi; chapter investigates are:

* When an individual-centered ownership structure with em-
ployee ownership, equity finance, and a market corporate
control were viewed as the most desirable corporate system by
GHQ, why and how did a drastically different system of insti-
tution-centered ownership with cross-shareholding, debt
(keiretsu) financing, and a main-bank-delegated monitoring sys-
tem emerge in Japan?

* Who played a positive role in forming this structure in the
postwar reform period?

* What functions did this corporate governance structure play in
the reconstruction and early rapid growth period through
monitoring of management and the provision of proper
incentives?

The first section of this chapter discusses the GHQ's concept of a
desirable corporate system, comparing it with the corporate governance
structure and governent policy that existed in Japan both before and
during World War E1.

The second section examines major measures of postwar reform,
focusing on the dissolution of the holding-company-centered ownership
structure and the purge of top management. The effects of these
measures on Japanese corporate structure will be clarified. The third
section examines the privatization of ex-zaibatsu stock, focusing on the
liquidation policy of HCLC. The fourth section clarifies the drastic
changes that occurred in ownership structure aiter the stabilization
policy in early 1949. From this time on, the original policy had to be
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changed, and institution-centered ownership, including cross-share-
holding, gradually emerged. The task of this section is to outline the
process and clarify the causes. The fifth section briefly sketches
corporate finance. Based on previous research and using a new data set,
the reasons for the emergence of the main bank system will be sum-
marized, and several new facts about main bank competition will be
offered.

Last, I will summarize the corporate governance structure of 1955,
when rapid growth of the Japanese economy began. Through an inves-
tigation of the correlation between turnover of top management and
firm performance, it will be demonstrated that the newly established
bank-centered corporate governance struccure had an effective function
in disciplining the top management team from the viewpoint of share-
holders as well as debtholders.

GHQ's Design for Japanese Corporate
Governance Structure

GHQ had no clear sense of the agency problem in corporate gover-
nance, which is being considered explicitly in regard to the recent
economic reform in Central and Eastern Europe. It is also true that
there were contradictions between GHQ and the State Department in
the United States-and even within GHQ-about zaibatsu dissolution
policy. Nevertheless, it is possible, and necessary, to rebuild GHQ's
idea for corporate governance. I will summarize this idea using the
reference documents supplied to GHQ officials when they designed
concrete measures.-

The view of GHQ was that dispersion of stock to individuals
(widespread ownership of securities) should be a pillar of economic
democratization, because they understood that the concentration of

2. This summary is based primarily on the following documents: JCS (oint
Chiefs of Staff 1380/50 in November 1945; SCAPIN (Supreme Commander
of Allied Powers, Instruction to Japanese Government) No. 244, "Dissolution
of Holding Companies"; and FEC (Far Eastern Commission) 230, 'Policy on
Excessive Concentration of Economic Power in Japan" in May 1947. I will
also use "Edward Mission Report" of 1946.
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ownership in zaibatsu fmilies or with other large shareholders was a
characteristic of the prewar economic system and had a close relation-
ship to militarization. Therefore, GHQ designed an individual-centered,
widespread ownership system that could monitor management through
the market and general meetings of shareholders. The kind of "market
corporate control" conceived by GHQ, however, was not the same as
the current practice of takeover bids playing a significant role (Fama
1980; Jensen and Ruback 1983), although stock price fluctuation was
given an important role. Rather, GHQ programs implied that top man-
agement would be disciplined by competition with other companies in
the product market, since a market of top management as well as
deconcentration policy were emphasized.

Not only was the ownership structure dispersed into the public,
but also insider ownership, especially employee ownership, was highly
recommended. The expected function is twofold: employee ownership
motivated employees to commit to a company's activities, and it also
made it possible to prevent top management from abusing their powers
over labor conditions. This indicates that GHQ originally thought not
only of external control, or a market for corporate control, but also
that a certain kind of internal control should exist as a desirable
ownership pattern.

At the same time, large shareholders were excluded in order to
avoid the reconcentration of control rights. This was not only true for
family ownership, but also for ownership by entities such as banks or
other financial institutions, as well as manufacturing companies. These
institutions were originally excluded from the list of desirable owners.
For this purpose, the Anti-Trust Law enacted in 1947 prohibited in-
dustrial companies from holding stock and restricted financial insti-
tutions from holding more than 5 percent of the stock of a given com-
pany. The Securities Trade Act of 1947, modeled after the Glass
Steagall Act in the United States, prohibited banks from underwriting
or holding and dealing in corporate securities, either directly or
through securities affiliations. The concern behind this exclusion was
that direct commercial bank involvement with corporate securities was
detrimental to the stability of the financial system.

The position of top management would be occupied by salaried
managers, who were promoted from within companies and engaged in
nonmilitary industries. Large shareholders, or zaibatsu family members,
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were eliminated from the executive boards. Imperial Ordinance
No. 567 stipulated that a shareholder who owned more than 10 percent
of a company had to resign. The theory behind this provision is "any
large shareholders should not have any definite influences on a
company's decision" (GHQ/SCAP 1951b).

The corporate governance structure summarized above correspond-
ed to "equity-based corporate finance." The model of the desired
corporate financial structure envisioned by GHQ was that of a compa-
ny that raised its investment funds through the securities market and
retained earnings; thus, the capital structure was mainly composed of
equity. These ideas were institutionally complementary to a. financial
system that separated commercial banking from investment banking.
From the viewpoint of three stages of monitoring (Aoki 1993), this
division of labor among fmancial institutions following the GHQ
model could be summarized as follows: 'ex ante monitoring" about a
project was delegated to an investment bank, "interim monitoring" was
delegated to the commercial bank, and "ex post monitoring" was dele-
gated to the equity market.

In short, the concept behind GHQ's idea of corporate governance
encompassed widespread ownership, with internal ownership, equity fi-
nance, and the market for corporate control. What relationship did the
G1HQ policies have with previous government policies and existing cor-
porate governance struccure in Japan.)

Although this point is often neglected, the corporate governance
structure of Japanese companies and related government poLcy was
transformed during World War EI. As a result, there was some consen-
sus between GHQ and the Japanese concerning what the desirable cor-
porate governance structure should be.3 This contrasts sharply with
views of the policy of deconcentration of economic power, which led
to contradictory opinions among the Japanese government, Japanese
business cirdes, and the GHQ.

3. Former officer of the Ministry of Commerce and Industry and the War-
time Planning Agency (Kikakui-in), Yoji Minobe reviewed that "our purpose
was somehow realized by zaibatsu dissolution measures of GHQ" ('Senji
Keizai no Kaiko" ("Retrospect of Wartime Economy"], Minobe Papers, Tokyo
Uaiversity Ga-l).
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In wartime there was a broad consensus among business leaders and
government officials about the appropriateness of autonomy for profes-
sional managers and the restriction of shareholders' rights. The new
economic movement begun in the miid-1940s, which was intended to
reform firms to change their goal from the maximization of profit to
the maximization of production, suggested setting companies free from
shareholders' control. In 1940 the restriction of the dividend was intro-
duced to aid in the transformation. The Munitions Companies Law
enacted in 1943 officially declaredl the appropriateness of managerial
autonomy instead of the control of large shareholders and authorized
the restriction of shareholders' rights through exceptional treatment of
commercial law (Okazaki 1993a). It is important that this policy was
also supported by big companies' top management, who had been sala-
ried managers independent on the large shareholders' control. The Juyo
Sangyo Ky6gi-kai (Association of Inportant Industries), a trade associa-
tion of big companies in warwme, investigated corporate control and
requested the restriction of shareholders' rights (Miyajima 1993).

Funhermore, tEs idea developed after World War II. The Ministry
of Commerce and Industry (MCI) proposed to introduce employee
ownership to get a positive comninitmen from employees to rebuild the
companies. This idea was shared by a part of the business circle. Keizai
Doyu-kai, a managers association newly established in the early postwar
period by young top management, suggested the participation of em-
ployees in management, suggesting that the corporation be seen as a
cooperative body of labor and shareholders, intermediated by manage-
ment (Keizai Doyu-kai 1951).

There were also crucial differences in views about the corporate
governance to be created. The first concerned the rights of sharehold-
ers. GHQ tried to stress the rights of small shareholders, suggesting
various devices for protecting shareholders' rights, while the Japanese
preferred to restrict the rights of shareholders in general. The individ-
ual-centered ownership designed by GHQ conflicted with the ideas of
the Japanese government in this area, although they shared a similar
view of the desirability of the elimination of zaibatsu family control.

There was another conflict concerning insdintional ownership.
GHQ wanted to minimize institutional ownership to eliminate undesir-
able intercorporate security ownership, while the Japanese thought that
ownership by institutions was desirable, or at least inevitable.
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Corresponding with this point, the third difference of opinion
concerned corporate finance. GHQ favored corporate finance based on
the equity market, while the Japanese were skeptical about equity fi-
nance, and thought that intermediation by banks was inevitable for the
rapid revival of production.

The Zaibatsu Dissolution: Transfer of Ex-Zaibatsu Stock
and the Managerial Revolution

Dissolving the Hierarchical Ownership Strzcture

Considering the views of the GHQ and the contradictions between
GHQ and the Japanese, how did the process of zaihatsu dissolution
advance? The main step toward zaibatsu dissolution was to eliminate
family control through dissolving its hierarchical ownership strucure4
This process was accomplished through HCLC.

The procedure was to designate zaibatsu families, holding com-
panies, and subsidiary companies to be dissolved and to transfer their
stock to HCLC. The process has been described in detail in previous
research (Hadley 1970; MOF 1982). It included the following steps.

Ten families, such as Mitsui, Sumitomo, Iwasaki (Mitsubishi), and
so on were designated as zaibatsu families and their holding stock was
transferred into HCLC on the basis of SCAPIN 1363. The amount of
stock held by these ten famnilies, and fifty-six persons, was estimated at
0.5 billion yen (Hadley 1970).

The designation of holding companies dissolved the hierarchical
holding relationship between holding companies and subsidiary compa-
nies. The important point is that this designation of holding companies
was drastically enlarged after Edward Mission's report in mid-1946.5

Originally, applying a narrow defmition of zaibatsu, which focused on

4. The percentage of the economy controlled by the big-ten zaibru-affiliated
companies in capital was estimated at 35 percent. Affiliated compaaies were
defined as the companies with more Lnan 10 percent of issued stock held by
designated holding companies.
5. Edward Mission was sent to design the zaibatsa dissolution and deconcen-
tration policy. Although GHQ criticized the recommendations' too academic
tone, it accepted the basic ideas (GHQ 1951b, pp. 23-27).
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the family concern and therefore the ownership relationship of family
holding companies and their subsidiaries, GHQ tried to dissolve only
the original ten family concerns. Edward's report, however, suggested
enlarging the dissolution by applying the broader definition of zaibaLsu
as the holding-company-centered hierarchical ownership structure in
generaL As a result, the number of holding companies to be dissolved
was edlarged from the original ten family concerns to eighty-three com-
panies by mid-1947.

These eighty-three companies included several kinds of companies,
as is shown in table 10-1: (a) pure holding companies, which were com-
posed of not only holding companies of big family concerns, but also
holding companies of relatively small, local family concerns; (b) large
subsidiary companies of the big-ten zaibatsu, such as Mitsubishi Heavy
Industry, Inc., and Sumitomo Metal, Inc.; and (c) relatively independent
big companies such as new zaibatsu and the textile companies.

The stock owned by these designated holding companies was a ma-
jor part of the transfer in zaibatsu dissolution, estimated at 7 billion
yen. These shares were transferred into HCLC on the basis of the
decree of HCLC. At the same time, thirty-one companies out of the
designated eighty-three holding companies, includingMitsui,Mitsubishi,
and Sumitomo Honsha (holding companies), were dissolved. The con-
trol center completely disappeared.

In November 1946, the imperial ordinance known as the Ordi-
nance of Restriction of Companies' Stockholding severed the stockhold-
ing relationship among subsidiaries. Designating the zaibatsu subsid-
iaries, the ordinance required the transfer of their shares to HCLC
and prohibited them from holding the affiliated companies' stock in
the future. The number of companies designated by this ordinance to-
taled 615, and the transferred stock to HCLC based on this ordinance
amounted to 1.5 billion yen.

The amount of shares transferred as a part of zaibatsu dissolution
to HCLC totaled 9 billion yen, which was estimated to be 21 percent
of the economy's capital.6 including the stock disposition of other iIsti-

6. The estimate of Bank of Japan (BO]) is somewhat different from Hadley's
figure, slightly larger. The transferred stock held by designated family was
listed at 0.9 billion; designated holding companies, 7.9 billion; the restricted
concerns, including related companies, 0.9 billion.
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Table 10-1. Designated Hoclding Companies

Securities
transferred to

Designation HCLC (million) Company type

First (5 companies) 2,231
Second (40 companies) 2,914
Third (20 companies) 1,637
Fourth (2 companies) 66
Fifth (16 companies) 183

Total 7,026

All designations
Pure holding companies 23
Trading companies 4
Mining companies 9
Heavy industries 13
Textile 14
Communication 10
Others 10

Total 83

Source Hadley 1970; GHQ/SCAP 1951b.

tutions, 14.4 billion shares were to be dissolved, which amounted to
34 percent of paid capital (MOF 1986, p. 379).

Because these figures were aggregate figures of transferred stock, it
is important to figure out to what extent each company's issued stock
had to be transferred. For this purpose, table 10-2 examines large com-
panies, which are ranked as the top one hundred either in 1937 or in
1955. In this table, the companies whose issued stock was held by desig-
nated holding companies are defined as big ex-zaibatsu companies. The
number of big ex-zaibatsu companies is 62 oat of 127. These are com-
posed of (a) subsidiaries of the big-three zaibatsu, (b) subsidiaries of big-
ten zaibatsu, and (cj the big companies with stock held by a local fami-
ly and operating companies with a holding function. The percentage of
transferred stock out of whole issued stock according to these categories
is summarized in table 10-2. It shows that the average of all categories
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Table 10-2. lThe Impact of Stock Disposal
(thousand units)

tssued stock transferred
Average to HCLC (percent)

Nuimber of issued Simple Weigbted Standard
Category companies stock avera e average deviation

Big-three zaibatsu 23 3,251 44.1 44.4 26.5
Big-ten zaibatsu

except big three 22 2,522 47.8 32.8 30.0
Other companies

(quasi-zaihatsu) 17 2,684 41.0 35.0 31.6
Ex-zaihatsu, total 62 2,837 44.6 38.5 29.1

Independent 65 1,905 7.2 4.8 9.8

Total 127 2,360 26.1 24.6 28.7

Nouc Top one hundred compa *bs in mining and manufactrin g industries either in
1937 or 1955 are picked up a.cotding to assets. Big-three means first-line subsidiary
companies of Mitsui Mitsubishi anctSumitomo. Big-ten zaibatsu means subsidiary com-
panies of Nissan, Yasuda, Punikawa, Asano, Okura, Nomura, and Nakajima. Other
companies (quasi-zaibatsu) are companies whose issued stack was held by designated
holding companies, such as Kurashi Spinning, Inc., hed by the Ohara family and
Kokusaku palpu, Inc., held by Oji Paper, Inc- Mitsui line investment companies such
as Toshiba, Maruzen Oil, and Onoda Cement are also included here.

Source: HCLC 1951.

of ex-zaibatsu is nearly 50 percent, while the independent companies'
average is under 10 percent. Therefore, it is safe to say that zaibatsu dis-
solution targeted more than half of the big companies for reform, and
tiese companies were forced to disperse nearly 50 percent of their
issued stocks.

In addition, the following two points are important in the
understanding of corporate governance under postwar reform. First, the
voting rights of transferred stock were also delegated to GCLC.
Imnperial Ordinance No. 233 not only authorized HCLC to exercise
supervision over the disposal of the securities, but also to exercise
voting power of such securities until their disposition (GHQ/SCAP
1951c, p. 146; HCLC 1951, p. 259). As a result, HCLC became the
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largest shareholder in these ex-zaibawsu companies until its share was
liquidated.

Second, the companies designated as 'restricted concerns" by
Imperial Ordinance No. 657 of November 1945 were widely restricted
by GHQ and government in such matters as dividends and rewards.7
The number of designated restricted concerns reached 1,350 companies,
which included all the big businesses mentioned above.8 As a part of
the restrictions (which included increases of capital and borrowing
money), the restricted concerns were prohibited from paying dividends
to shareholders and rewarding executives over the level prevailing in
June 1945. These dividend and reward regulations were slightly relaxed
later-for instance, the forner was revised to allow a 5 percent dividend
(payment of the dividend by borrowing, however, was consistently
prohibited), and the latter was altered according to subsequent inflation
(GHQ/SCAP, 1951b, p. 71). Thus, the regulations affecting stockhold-
ers and management were much more severe than in wartime.

In short, the half-stock of ex-zaubiasu companies was held by a
quasi-government agency and their financial decisions, including dis-
position of profit, were completely restricted by govremment. Further-
more, because ex-zaibatsu companies' operational decisions were re-
stricted in all spheres-including their purchasing, production, and
marketing-they were in some ways similar to state-owned or national-
ized companies.

The Managerial Revolution from aboue

Zaibatsu dissolutLon induded the goal of eliminating the top manage-
ment appointed by the zaibatsu family and the interlocking relation-

7. The purpose of this designation was to maintain the status quo for zaibaisu
dissolution. When companies were designated as the "restricted concerns,"
their property and assets were frozen, their security records impounded, and
the sale or transfer of securities, as well as their participation in stock owner-
ship of nonrestricted companies, were prohibited (MOF 1982, pp. 181-90).
8. The number included 1,203 companies designated as -restricted concerns
and 147 "related companies." The latter is a second-line subsidiary of a restrict-
ed first-line subsidiary, which was designated by Imperial Ordinance No. 567
of November 1946, based on SCAPIN 1238.
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ships between holding companies and subsidiary companies. Severing
of personnel relationships was mainly realized through the "economic
purge," originally different from zaibatsu dissolution. Technically, the
purge resulted from the expansion of the January 1946 directive calling
for the removal of "militrsts and ultra-nationalists.' This category
included all those who occupied key positions in 245 major companies
before September 2, 1945.9 As a result of the economic purge, at least
2,000 executives resigned from their former positions. Another measui e
that was closely related to the zaibatsu dissolution program was the
Law for Termination of Zaihatsu Family Control, enacted in January
1948. This law called for the removal of affected officers of the big-ten
zaibatsu companies. In addition to the officers removed by the eco-
nomic purge, 145 additional officers were forced to resign through this
law (MOF 1982, pp. 312-20; Miyajima 1993b).

Thus, the top management of big businesses had to be changed. As
for big businesses, in 112 out of 122 cases, top management was
changed through these measures. Especially in the case of the big-ten
zaibatsu subsidiaries, not only the president but also every exemtive
member had to resign, because they were all regarded as zaibatsu ap-
pointees who were influenced by zaibatst families. Instead of former
executives, the salaried and professional managers now took over top
management. The economic purge and the elimination of zaibatsu con-
trol brought Japan "managerial revolution from above." The new man-
agers were promoted from within the companies. There were only four
cases of new managers recruited from outside. This trend was more
pronounced for board members. All the members of the executive
board were professional managers promoted from within companies,
and even among auditors at least one position was occupied by a sala-
rned manager promoted from within the company. The majority of
new top management came from former factory managers who were
qualified as engineers. This happened in 56 out of 122 cases, compared
with 21 out of 98 cases in 1937 (Miyajima, forthcoming).

There were several reasons for this pattern. The relative position
of engineer was improved during wartime. The skill needed by new top

9. These major companies were defined as (a) companies over 100 million yen
in capital, (b) companies designated as having an -excess concentration of eco-
nomic power," and (c) companies with monopoly power and so on.
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management at that time was not marketing or financial skill, but the
ability to maximize the production level. Government also encouraged
companies to give decisionmaking rights to factory managers and to
raise their position in the management team. Thus, while the power of
board members as the representatives of the shareholders decreased, the
factory managers began to take part in the board's decisionmaking.

A more important reason for this trend is that the appointment of
new top management after the purge required the approval of labor
unions and HCLC as the largest shareholder, and the new top manage-
ment was chosen according to the preference of these groups. As an
agency of zaibatsu dissolution policy, HCLC disapproved of the top
management represented by shareholders, unlike a regular saareholder.
If a company did not appoint an appropriate person, HCLC inter-
vened. For instance, despite being a relative of the founding family,
Mon, who was the president of Showa Denko, Inc., was asked to resign
by HCLC. At the same time, HCLC asked the Reconstruction Finance
Bank (RFB) to select an appropriate candidate (HCLC 1951, p. 249).

During a time of frequent labor strikes, it was relatively easy to get
labor unions to agree to the promotion of former factory managers.
For instance, in Mitsubishi Electric, Inc., after former top management
was purged, board members selected two candidates for president, one
of whom was a former factory manager and the other from Mitsubishi
Bank. The board then asked the labor union who was appropriate as
the top manager. The labor union preferred the first candidate, and he
undertook the rehabilitation of the company (Nihon Keizai Shinbun-
sha 1980).

This turnover under zaibatsu dissolution exerted two important
influences on the corporate governance structure of Japanese big busi-
nesses. First, it completely eliminated the outside director, who played
an important role in the control of the manager in the Anglo-Saxon
system (Fara 1980). As business historians have noted, the managerial
enterprise that emerged in the 1930s and 1940s irn the United States had
representatives of large shareholders and investment companies as board
members (Chandler 1977; Lazonick 1992). In prewar Japan, salaried
managers were monitored by executives of holding companies in big
zaibatsu or by large shareholders in independent enterprises. There were
no longer outside directors who could play the important role of moni-
toring the top management team and replacing it when necessary. The
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postwar managerial revolution from above was associated with elimina-
ting the internal control of shareholders.

Second, new top management did not have much managerial expe-
rience. The number of new top managers who had served as president,
vice president, or managing director before World War II was only 16
out of 122. The top management who did not have any prior manage-
ment experience numbered 26 (Miyajima, forthcoming). The remaining
80 were new top managers who had taken part in the executive board
as "plain" directors in the last phase of war or immediately after the
war. As "plain' directors they did not normally take part in strategic
decisions, but engaged in operational decisions at the factory or branch
level and attended general board meetings once a month; they did not
have a grent deal of management experience. 10

Liquidation Process: Prvatization of Ex-Zaibatsu Stock

The liquidation of zaibatsu-related stocks began in early 1948. The liq-
uidation was carried out by the Securities Coordinating and Liquidation
Committee (SCLC), the liquidating agency established in 1947. Accord-
mng to the original policy, designed to create the individual-centered
ownership structure, the priorities and procedures of stock disposal
were decided in April 1948. The established priorities were as follows:

* The first priority of purchase of liquidated shares was given to
employees of the company and then to the residents of
localities in -which the company operateL

* No individuals were allowed to purchase more than 1 percent
of a given company's shares (MOF 1979; HCLC 1951).

* In addition, the reconcentration of ownership was stricdy
avoided. If zaibatsu-affiliated companies, either manufacturing
companies or financial instimtions, were designated as restricted
concerns, they were prohibited from buying stock of affiliated
companies on the basis of Imperial Ordinance No. 567. The
manufacturing companies were prohibited from holding stock
by the Anti-Monopoly Law in 1947, although they were not
restricted companies and were former stockholders or creditors.

10. Yafeh (1993) reports a negative effect of the economic purge on firm per-
formance in this period.
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Concerning sales procedures, the three most important methods of
transfer were public tender, underwriting sales, and employee sales. The
appropriate sale price was carefully considered in all cases. Using public
tender, securities were auctioned off to the highest bidder, down to a
minimum price set by the agency. Through underwriting sales, large
blocks of securities were offered to underwriting groups of securities
dealers on a competitive bid basis for resale to the public at a fixed
price. In the case of employee sales, including local residents in the area
of the head or factory office, the sales price needed to be approved by
SCLC-in practice, the sales price was set by SCLC.1"

The liquidation of stock through these methods advanced smooth-
ly. By July 1949, 80 percent of the stocks transferred to HCLC were
liquidated, although the liquidation of big ex-zaibatsu compaies, which
were targeted by deconcentration policy, was not accomplished yet.
This progress was greater than GHQ and SCLC had expected. It is
therefore important to e-xamine the reasons for this smooth liquidation,
when we consider the current economic reform in Central and Eastern
Europe.

One of the important factors was the inflationary macroeconomic
situation. Rapid inflation raised the advantage of stocks as an inflation
hedge. Small investors preferred stocks to savings deposits in.spite of
their high transaction costs and risk. Securities companies also positive-
ly underwrote stocks, expecting their price to increase.

The measures taken by government to promote widespread owner-
ship also contributed to smooth liquidation. A kind of educational
movement, called "securities democratization," was promoted. This
movement, which began at the conference for 'Promoting Securities
Democratization," held in December 1947, disseminated information to
small invesmtors who had no knowledge or experience of securities in-
vestmenc. Along with this movement, financial assistance for purchas-
ing funds was introduced. One of these measures was to allow the pay-
ment of frozen deposits for the purchase of stock disposed by SCLC in

11. United States of America, National Archives, Economic and ScieLtific
Section, Antitrust and Cartel Division, aPolicies and Procedure of Securities
Program.' FilL (F.) 28, Washington, D.C.
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August 1947; another was to enlarge the supply of loans to securities
companies (MOF 1979, p. 356).

To encourage employee ownership, provision was made for the fi-
nancial support of stock purchases by employees. The ordinance of
May 1948 (No. 83) specified that funds could be supplied to the em-
ployee by the bank that handled their company's transactions up to a
limit of either 70 percent of the purchase or 2,500 yen (MOF 1979,
p. 369). This financial support was ineffective; the percentage of pur-
chasing funds borrowed from financial institutions was very low (see
table 10-3).

More important for promotig employee ownership was the com-
pan.y's support. In this context, the important point is that new top

Table 10-3. Sample Research, Employee Stockholding

tem Percent

Purchasing funds
Own funds 53.4
Borrow from company 22.5
Borrow from financial institution 2.4
Own funds plus borrow from company 5.8
Othersa 15.9

'Will continue to hold 50.S
Will sell whenever price goes up 6.9
Will sell 17.2
No idea 16.7
Unknown 8.4

Do you think that production or business
efficiency increae wben employees become
stockholders of ce company?

Yes 61.6
No influence 32.6
It decreases 1.9
Unknown 3.9

a. Others indudes unknown.
Soerce: SCLC Registion Office: 'Democratization of Securities

Holding after the War," National Archives.
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management of ex-zaibatsu comrrpanies was very active in promoting
employee ownership to stabilize their companies. For instance, Tokyo
Kaijyo (marine insurance, former Mitsubishi line) allotted 30-150
shares for each employee, according to their length of service, and

wholly financed their purchases (Tokyo Kaijo 1982, p. 226-30).
These activities were very common, because stock to be sold to

an employee was normally transacted between HCLC and the
company, as the agent of employees, and the company temporarily
paid purchasing money to HCLC instead of employees (MOB 1982,

p. 370-73). According to SCLC's sarnple survey, it was estimated
that less than 30 percent of the purchase fuinds came from companies
(table 10-3).

As a result of these promotion measures, coupled with the infla-
tionary macroeconomic situation, the stock disposition advanced
much more smoothly than expected. Who, then, became the new share-
holders of liquidated stock and what kind of ownership structure was

established?
According to table 104, which summarizes the percentage of stock

disposal by marketing methods in September 1949, 27 percent of whole
disposed stocks were sold to employees and 7.5 percent to local resi-

Table 10-4. The Figure of Disposition,
1 September 1949

Method 1000 units Percent

Employee sales 41,762 27.1
Public tender (nationwide) 41,543 27.0

Local tender 11,617 7.6
Fixed price sales, public 12,080 7.8

Fixed price sales, local 711 0.5
Consignment sales 673 0.4

Underwriting sales 45,285 29.5

Off-market sales 35 0.0

Total 153,706

Soufrce: U.S. National Archives, Economics and Scientific Section,
"History of the Securities Branch."
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dents.12 Securities companies also played an important role. Through
the underwriting sales of securities companies, approximately 30 per-
cent of disposed stock was held by securities companies, and then sold
to the public. It was reporsed that 'in the case of listed stock the
disposition was made mainly through dealers and brokers;" this is
especially true of big companies (GHQ/SCAP 1951b, p. 158).

As a result of thlis securities democratization, the ownership
structure completely changed. Instead of a holding-company-centered
hierarchical ownership structure, an individual-centered widespread
ownership structure emerged as a result of zaibatsu dissolution. Nearly
70 percent of stocks were owned by individuals, and 13 percent were
owned by securities companies (see table 10-5).

At the same time, when the liquidation of zaibatsu-related stocks
was nearly completed, the constraints on "restricted concerns" began to
be relaxed. In March 1949, the Supreme Commander of Allied Powers
(SCAP) relaxed the restrictions, including restraints imposed on
dividends and executive pay (MOF 1982, p. 213). Thus, the privati-
atiion of ex-zaibatsu companies was accomplished and new top manage-

ment was in charge, representing the interests of widespread (small)
shareholders again.

Emergence of Institution-Centered Ownership Structure

In early 1949, Japanese economic reform entered into the next stage.
Real gross national product (GNP) recovered 85 percent of the prewar
level (1934-36 = 100) in 1948, and inflation seatled down from the peak
level of late 1948.

The Stock Market Collapse and Price Stabilization Polcy

At this time, a series of stabilization programs was introduced. Three
principles of enterprise operation released at the end of 1948 prohibited

12. The percentage of stock sold to employees out of whole disposed stock
increased slightly later, because public tender was postponed from the end of
1949. Final composition according to sales method in 1950 was as follows: em-
ployees, including local residents, 42.7 percent; competition bids, 26.9 percent;
fixed price sales, including underwriting, 30A percent (HCLC 1951, p. 455).
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Table 10-5. Ownership Structure of Postwar Period,
Listed Companies
(percent)

Category 1945 1949 1951 1953 1955 1960

Number 631 677 714 774 786 785

Government 8.3 2.8 1.8 0.7 OA 0.2
Financial institution 11.2 9.9 182 22.9 23.6 30.6

Trust bank - - 5.2 6.7 4.1 7.5
Securities companies 2.8 12.6 9.2 7.3 7.9 3.7
Other companies 24.6 5.6 13.8 13.5 132 17.8
Foreign - - 1.8 1.7 1.7 1.3
Individual 53.1 69.1 57.0 53.8 532 46.3

- Not available.
SoiUrce: BOJ 1970.

(a) provision of subsidies, (b) increases in controlled prices, and
(c) raising wages through loans. The Dodge Line of 1949 required the
establishment of fixed exchange rates to replace the former multiple
exchange rate and the suspension of new loans from the RFB (Recon-
struction Financing Bank). This policy represented a great change from
the previous operations of companies; thus far, top man- agement had
accepted the requests of labor unions, expecting increases on controlled
prices and subsidies that mainly depended on loans from the RFB,
while they avoided real reconstruction (Okazaki 1993b). Hence, top
management of companies was required to reconstruct their businesses
on a free market basis, instead of the soft budget constraints of a
controlled economy.

In the adjustment process from a planned economy to a market
economy, the new corporate governance structure, regarded by GHQ
as desirable, confronted several difficulties. The most noteworthy chal-
lenge was the stock market collapse in August 1949. There were several
reasons for the stock price collapse.

On the supply side, an excess of stock existed. In addition to the
zaibatsu-related stock to be redistributed, there was the increased capital
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of the "special accounting companies" (explained by Hoshi, in this vol-
ume).' 3 This increase in capital began at the end of 1948 and reached
a peak in 1949.14 Because the increased capital under the reorganization
plan would be sold with the same priority as the liquidation of zaibatsu-
related stock, "special accounting companies issuing new shares were
competing for buyers with the SCLC" (GHQ/SCAP 1951b, p. 64).

Furthennore, company profits and dividends were still low. Only
250 of 453 listed companies paid dividends in 1949 (BOJ 1970). At the
same time, as real interest rates went up undder tight fiscal-monetary
policy and simultaneously inflation was brought down, the preference
of the small investor shifted from securities to deposits.

The sTock price collapse caused by these events exerted a great
influence on the ownership structure that emerged through the liquida-
tion of ex-zaibatsu stocks.

Employee ownership decreased, because employees sold their stock
during the stock market collapse (how long employees held their com-
panies' stocks is illustrated in table 10-6). It is noteworthy that the per-
centage of stocks held for more than five months or one year decreased
rapidly after mid-1949, when the stock market collapsed. On average,
only 50 percent of employees who bought their companies' stocks from
January 1948 to June 1949 continued to hold their stock for more than
two years. According to table 10-3, employee shareholders had a will-
ingness to sell their stock, while they did not seem to realize a positive
effect from holding their companies' stock, such as increasing produc-
tion. Quoting this sample research, a document of SCLC noted that
"disposition of stocks to employees may have a different result from
what had originally been designed."'5

13. At the same time, they were pressed to decrease their capital on behalf of
disposing of the special loss in old accounts. This increase in capital was
particularly needed at the former big zaibatsu companies (see Miyajima 1994).
14. The criteria for approval of a reorganization plan mandated that com-
panies keep "the financial soundness." It means that the amount of paid in
capital could not be less than the total amount of fixed assets and operating
funds, which were also normally fixed (GHQ/SCAP 1951c, p. 41).
15. SCLC Registration Bureau, "Democratization of Securities Holding after
the War," September 30, 1951.
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Table 10-6. How Long Did Employees Hold Liquidated Stocks?
fthousand units)

1948 July 1948- JIuy 1949- nly 1950- Whole
item Jan.-Junc Jutne 1949 Jutne 1950 April 1951 period

Number
of companies 161 727 249 80 1,217

(13.2%/6) (59.7%) (20.5%la) (6.6%) (100.07o)

Disposed stocks 3,688 27,846 15,702 19,359 66,595

Two months 3,440 25,610 14,359 17,721 61,130
(93.3%o) (910%) (91.4%) (91.5%) (91.8%o)

Five months 3,185 22,791 13,210 (4,995) 44,141
(86A9%6) (81.8%) (63A4%) - (80.1%)

One year 2,775 18,890 10,939 - 32,605
(75.2%o) (67.8%) (69.7%h) - (69.0%)

Two years 2,166 14,010 - - 16,177
(58.7%) (50.3%) (51.3%)

= Not available.
Note: Concening five-month disposition, total figure is only available until Decem-

ber 1950.
Source! SCLC, "Democratization of Secrities Holding after the War."

The securities companies, which played a significant role in
securities disposition, also suffered from serious problems. They were
immobilized by their high inventories and precarious financial condi-
tion. Large capital and operational losses were experienced by securities
companies that depended on purchasing fiunds using high-interest, short-
term loans.16

16. The loss of securities companies, which was composed of capital loss of
holding securities and operational loss, reached 1,189 million yen and their
bank loans were 2,633 million yen, compared with their securities holdings of
2,989 million yen (ESS/AC, 'Provision of Capital for Japanese Enterprise,'
December, 1949).
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At the same time, the stock market collapse created two critical
problems for the new top management of big business, while it induced
them to take care of shareholders by giving up their previous manage-
ment policy, which had placed too much stress on the insiders' (em-
ployees') interest.

First, the companies faced serious difficulties in increasing capital.
Former munitions companies were especially obliged to raise large
amounts of capital to gain approval of their reorganization plans. More-
over, they had other needs to increase capital. They faced a liquidity
crisis and their high debt-equity ratio made it difficult for these com-
panies to borrow from banks, because thcir capital composition was
showing undercapitalization because of decreasing capital undcr the re-
construction plan.

Second, a decline in price heightened the threat of takeover bids
and buyouts. This was especially valid for ex-zaibatsu companies, whose
issued stock was heavily liquidated. Several former zaibatsu companies
suffered from takeover bids (Miyaiima 1994). These takeover bids, how-
ever, did not target the poorly performing companies, but those such
as real estate companies whose market value was much lower than the
actual resale value of their assets because of undercapitalization. At the
same time, this stock price collapse gave the top management team
strong incentives to keep their managerial autonomy.

Top management teams tried to maintain their stock price, even-
tually through measures similar to the "company buyout," which was
prohibited under Japanese commercial law.

The first step coirpanies took in stabilizing their stockholdings was
to delegate securities companies to hold their stocks. In this case, the
purchasing fund came from the company, and securities companies just
lent their names to it as stockholders. It is reported that these activities
were fairly common (FTC 1955; Suzuki 1992). Second, the management
asked people outside the company to hold their company's stock
through an unofficial contract. Although this activity was not verifi-
able, the case of Mitsui Real Estate, Inc., was famous in regard to the
practice (Mitsui Real Estate 1986). Third, top management delegated
other fimancial institutions to hold their issued shares and affiliated
companies' shares they once held, in exchange for deposits to these fi-
nancial institutions.
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These stabilizing activities prevailed in late 1949 and early 1950.17
Seeing that Japanese companies' behavior was undesirable from the
viewpoint of the original plan, GHQ and HCLCA began to strengthen
surveillance over sales as well as to warn of the illegal actions. For
instance, beginning in May 1949, a report system was introduced to
prevent companies from retaining their control power (GHQ/SCAP
1951b, p. 156).18

The Japanese government simultaneously suggested various ways
to maintain equity prices. GHQ also realized that it was not relevant
for rapid rehabilitation of the Japanese economy to continue to push
the original plan.

As a measure to avoid an excess supply of securities, SCLC decided
to indefinitely postpone the selling of zaibatsu-related stocks by public
tender after October 1949, and this measure was continued until SCLC
dlissolved (MOF 1979, pp. 381-83, 408). In concert with this action,
adjustment of the mandated schedule of the capital increases was intro-
duced through establishing a "Conference on Adjustment of Capital In-
creases" in December 1949. This adjustment could be seen as restrictive,
since the actual increased capit of early 1950 was only 40 percent of
proposed increased capital (MOF 1979, p. 409). The original program
of the reorganization plan was also modified. In April 1949, the Minis-
try of Finance (MOF) announced that it would give up maintaining the
original priority principle, which stressed individual ancd employee
ownership. In the summer of 1950, the standard for Approval of Reor-
garization Plan, which required a high equity level, was revised (GHQ/
SCAP 1951c, p. 71).

More important, several positive measures for maintaining stock
prices were also introduced. In this process, GHQ officialy began to
admit the significance of institutional ownership. First, the financial

17. GHQ admitted that manufacturing companies "illegally acquired their
own shares' in late 1949 and early 1950 to support the market and complete
their capital composition. U.S. National Archives, ESS/AC, "Brief Report of
Current Stock Market Activities," 21 July 1950.
18. Legislation required that all joint companies capitalized at more than
100 million yen must report to the SCLC all stockholders that were holding
more than 5,000 shares on 31 May 1949.
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institution's shareholding was encouraged by the Japanese government.
By the end of 1949, life insurance companies purchased substantial
numbers of stocks, using funds supplied by the Bank of Japan (BOJ),
which purchased national bonds from the life insurance companies. At
the same time, BOJ requested that "the city banks cooperated in the fi-
nancing of security purchases and encouraged purchasing for their own
account."19

Second, various plans of stockholding institutions were proposed
both within and outside the government for the purpose of raising the
price level of shares. These plans, however, were halted because of
GHQ noposition. Instead of such a stock-price-stabilizing organization,
the Investment Trust Act was enacted in 1951. The Investment Trust
was developed as a group of trust banks that would act as trustees
engaged in securities operations according to the circumstances of the
securities companies that represented their entrustees. In this case, the

-restrictions on shareholding by financial institutions no longer applied
to trust banks if they gave up their voting power. This institution
allowed the funds of small investors to flow to the equity market by
decreasing the high transaction costs and risks of securities (MOF 1979,
pp. 495-502).

Last, the original antitrust statutory framework was revised. In
1949 the prohibition against industrial companies' shareholding in anti-
trust law was revised. Although the primary purpose of this revision
was to promote the inflow of foreign capital into the Japanese market,
it also made it possible for industrial companies to hold other com-
panies' stocks, if it were not judged to substantially restrain competi-
tion. When the Japan-United States Peace Treaty went into effect, a
series of laws and orders, which restricted ex-zaibatsu companies' share-
holding, were repealed. The abolition of Imperial Ordinance No. 567
was especially important, because it made cross-shareholding among ex-
zaibatsu companies possible. In 1953 the substantial revision of the
Antitrust Law included the revision of article 13, which raised the limit
of a financial institution's ownership from the previous 5 percent to
10 percent.

19. U.S. National Archives, ESS/AC, -Measures Taken to Encourage Stock
Purchase."
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Emergence of Instituctional Ownership

With this policy change, ownership structure drastically changed from
individual-centered ownership to institution-centered ownership. The
ownership structure of 1955 is shown in table 10-5 for listed companies
and table 10-7 for big businesses.

From 1949 to 1955, the percentage of individual owners decreased
from 69 percent to 53 percent, and the securities companies holding
shares, which was partly a temporary holding prior to reselling to the
public; also decreased, from 13 percent to 8 percent. Financial institu-
tions increased their share. Ex-zaibatsu stocks, which had been held
completely by individuals, were now held by institutional owners
again.

Another important point is that the ownership structures of
Japanese companies were extremely homogenous after economic re-
form. In prewar Japan, ownership structures of big businesses were
quite heterogeneous, ranging from the concentrated zaibatsu form of
ownership structure to a more diffused structure, such as the manage-
rial enterprise structures represented by the big cotton spinning com-
panies (Miyajima, forthcoming). Through ownership dispersion of
ex-zaibtsu companies, both independent and ex-zaibatsu companies'
ownership structures became quite similar in the share of the largest ten
shareholders, as well as the composition of shareholders, as is shown in
table 10-7.

It is already clear that the motivation of the share-issuing side was
to preserve the stock price to promote the increase of capital, stabilize
stockholding, and thus maintain management autonomy. Then what is
the incentive of the stockholding side?

The largest contributors to this change in ownership structure were
financial institutions, especially insurance companies and trust banks.
The top ten shareholders of big businesses were generally insurance
companies, trust banks, and securities companies. The investment
policy of trust banks was: (a) the market value of a purchased company
should exceed its face value over the previous three years, (b) an actual
dividend was paid or a dividend was certainly expected, and (c) 8 per-
cent yield rate was expected (Okazaki 1993b). The insurance companies'
investment policy was similar (Yamanaka 1986, pp. 33040). This in-
vestment policy is confirmed in table 10-8, which demonstrates the cor-
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Table 10-7. Ownership Structure of Big Business in 1955
(percentage)

Category Total Ex-zaibatsa Independent

Number 122 63 59
Issued stock (1,000 units) 38,614 40,515 36,306
Standard deviation 31,788 29,562 33,802

Financial institutions 28.5 26.9 30.0
Securities companies 7.9 8.7 6.9
Industrial 7.0 7.6 6.2
Foreign 2.9 2.9 2.8
Individuals 53.7 53.9 53.6

Ten large shareholders 25.6 26.1 25.4
Standard deviation 12.8 14.4 10.7

Bank 3.0 2.2 3.9
Trust bank 7.5 7.9 7.1
Insurance 6.2 6.3 5.9

Financial institutions, total 16.7 16.4 16.9

Not& Definition of ex-zaibaese companies and independent is the same as in table
10-2. The share of trust banks included Daiwa Bank, since it engaged in the operation
of an irhvestment trust.

Scurce: TEC 1956, Yamaichi 1956.

relation between the shareholding of each institution and the dividend
rates of companies controlled by industry average (dividend) in order
to measure to what extent investment was driven by simple profit
maximization. There is a positive, significant correlation between
dividend and the share of trust banks, including insurance companies
(SH-TRINSU).

It is also important that the cross-shareholding of ex-zaibatsu
companies advanced during 1949-55. The cross-shareholding ratios of
three big ex-2aibatsa companies and Furukawa line companies in 1954
were: Mitsubishi (twenty-three companies), 14.8 percent; Sumitomo
(twelve companies), 15.8 percent; Mitsui (twenty companies), 7.9 per-
cent; and Furukawa (ten companies), 20.9 percent, and the number of
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Table 10-8. Factor Analysis of Shareholding Ratio
(2- 122)

SH-Th/INSU SH-BANK SH-INS SH-SEC

Dispos - - - 0,056
(3.788)a

Dividend 0.003 0.000 0.003 -0.006
(3.0883a' (0.820) -(1.882)C (-1.202)

Ex-zaibatszt - - 0.059 -

(2.156)b
Borrowing 0.031 0.045 0.202 -

Ratio (0.538) (1 717'c (1.934)c

Profit -0.076 -0.081 - -0.009
Ratio (-0.697) (-1.629) (-0.142)

Adjusted
AZ 0.07 0.05 0.05 0.32

- Not available.
Note: Dependent variable is share of each institution. Numbers in- parentheses are t

statistics.
Dependent variables are defined as follows: SH-TR/INSU - Share of trust

banks and insurance companies in large ten shareholders. Daiwa Bank is included (see
table 10-7, note). SH-BANK - Share of bank in large ten shareholders. SH-INS -
Share of all institutional holdings, indluding financial inastutons and other companies.
SH-SEC c Share of securities companies.

Independent variables are defined as follows Dispos denotes the percentage of
the transfcrred stock to HCLC out of total issued stock in 1945. Dividend is calculated
as follows Di - Dci Di = average dividend rate from 1951-54 of i companies; Dij =
average dividend rate at the same time of j industry that i company belongs to, based
on the three-digit industrial code. Profit ratio is calculated the same way as dividend,
using average profit rate (net profit after tax/sales), 1951-54. Ex-zaibatsu is dummy vari-
ables if the companies belong to former Mitsui, Mlitsubishi Sumitomo, and Furukawa
zaiba&su. The number of these companies is twenty-seven. Borrowing ratio is borrow-
ing/assets in 1955. SH-TR/NSU and SH-BANK are based on ten large shareholders,
while SE-INS and SH-SEC are based on all shareholders. All regressions are controlled
by issued stock. foreigner shareholding, and subsidiary companies dummy, which is
two companies.

a. Significaat at the 1 percent level.
b. Significant at the 5 percent leveL
c. Significant at the 1O percent leveL
Source: HCLC 1951; TSE 1950-56.
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companies that experienced takeover bids was high (Miyajima 1994;
Toyo keizai 1955). This rise was primarily the result of the transfer of
stocks stabilized by the measures described above back to the same line
companies. In these cases, the financial institutions, especially banks,
played the core role of cross-shar;.iolding through supplying purchase
money to the same line companies. The residents' clubs of corporate
groups played a coordinating role in defending against takeover bids by
coordinating member companies' repurchases.

These intentional stockholder stabilizing policies are also detailed
in table 10-8. An ex-zaibatsu dummy, which denoted the big-three and
Furukawa line companies, has a positive significant correlation with all
institutions' shareholding (SH-INS). The management team of the big-
three ex-zaibatsu and Furukawa companies, which suffered from large-
scale liquidation and faced hostile takeovers, tried to defend their man-
agement autonomy.

Last, although the percentage has been decreasing, the share of
securities companies (SH-SEC) cannot be neglected-S percent in listed
companies and 9 percent in ex-zaibatsu compLanies. There is no
significant correlation between the dividend and SH-SEC, while there
is a positive, significant relationship between the percentage of the
transferred stock to HCLC out of issued stock (Dispos) and SH-SEC.
It indicates that ex-zaibatsu companies still depended on securities
companies for stabilizing their shareholders. In other words, the
stabilized ownership structure was not completely redesigned according
to ex-zaibatsu management views.

Emergence of Main Bank System as Delegated Monitor

New money for reconstruction, which companies no longer raised
from the equity market, was supplied by city banks. The percentage of
money supply coming from bank loans increased after 1950 in contrast
to the rapid decline of equity finance. These loans came exclusively
from private financial institutions because of the suspension of RFB
loans. The city bank loans were supported by BOJ loans. The loans
from BOJ to private institutions increased three times in 1949-50
(table 10-9).



Table 10-9. Money Supply to Industries

Combposition (percett)
Money stupply Private financial RFBJDB Loanfrom BOJ

Period (billion yen) Equity Bonds Borrowings intstittitions (percent) (billion yen)

1937-45 123.4 21.3 8.6 72.0 70.0 --

1946 59.2 7.6 -2.1 94.4 94.8 - 50.4
1947 133.3 6.8 0.0 93.2 60.1 33.1 32.3

2 1948 437.7 13.6 0.0 86.4 71.3 15.3 51.9
1949 491.8 22.1 3.0 74.9 73.8 -0.1 88.6
1950 512,9 6.2 8.5 85.3 72.6 -3.6 114,5
1951 857.8 8.1 4.2 87,7 74.7 1.5 223.0
1952 ' ,CA3 12.0 3.6 84.4 78.0 2,6 223.2
1953 1,063.3 15.6 3.9 80.5 69.2 7.8 298.8
1954 612.0 23.2 2,9 73.8 66.2 16.3 243.4
1955 676.5 14.1 3.9 82.0 68.9 11.0 32.0

- Not applicable.
Soarce: MOF 1978.
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The loans from city banks had a unique lending pattern, which is
often called keiretsi financing. Keiretsu Financing is an expression of
one aspect of the main bank system, that is, loan behavior of city
banks. It means the big-six (Mitsui, Mitsubishi, Sumitomo, Fuji,
Daiichi, and Sanwa) banks and the Industry Bank of Japan (ffJ) sup-
plied nearly half of the monetary demands of affiliated companies by
borrowing large sums of money from BOJ, with the rest being supplied
by the (de facto) syndicate loans of other banks. As already has been
demonstrated, this loan promoted reconstruction of ex-zaibatsu line
companies in early the 1950s (Miyaiima 1994).

As for how and why these relationships between city banks and
companies-that is, the main bank system-emerged in Japan, excellent
research has already been done. It is sufficient to mention the following
points, using table 10-10, which summarizes the emergence of the mani
bank system bv focusing on its four features (Aoki, Patrick, and Sheardt
1993).

First, it was through the syndicate loans of 1939-41 that these
relationships began to form. As money demands from munitions com-
panies increased, it became difficult and risky for city banks to lend to
them individually. City banks began to organize syndicate loans, with
a manager bank in each syndicate that was responsible for monitoring
the munitions companies.

second, when the designated fiancial institution (hereafter DFl
system was introduced in 1943, the close ties between banks and com-
panies were established. Under the DFI system, city banks were desig-
nated to exclusively supply money to certain companies In this phase,
the close relationships between companies and banks concerning loans
and settlements emerged, while the monitoring of companies by banks
was diminished because of the guarantee of debt by government.

Third, after World War II, GHQ realized that the banks held pow-
erful ainterrelated solvency" over affiliated companies.2 0 GHQ, how-
ever, was not willing to dissolve the bank-firm ties as it had dissolved

20. Interrelated solvency was defined by GHQ as follows: "arising from the
fact that a large part of the banks' investment and loans went to their affiliated
enterprises, while the major part of the affiliates' deposits resided in their
related banks" (GHQ/SCAP 1951c, pp. 111-13).
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Table 10-10. Broad Concept of Emergence of Main Bank System

I II Iff Iv
1939-43 1944-45 1946-49, 1950-55,

Element Syndicate DFJS Special speruisor Main hank

Payment settlement /1/ * *'F*-

Shareholding 1/f + ++ IJI

Loan relations
Close ties, or

oorrespondent
relations //f ** ***

Reciprocal
monitoring System /./ + +. ./I

Dispatching managers - - -

Note - Did not exist // formation; ** essmblishment; +-+ + diminishing. DES
means the designated financial imstitution systic

Source: Teranishi 1994; Hoshi 1993; Aoki, Patrick, and Sheard 1993.

the ties between holding companies and firms. The reason for this was
that GHQ feared a financial crisis if it pursued such policies. In adti-
dion to that, it is important that the bank-firm ties were strengthened
at that time through banks collecting borrowers' information, because
city banks as the largest debtholders of "special accounts" companies
supervised their reorganization (MOF 1983, pp. 740-44).

Fourth, under this precondition, it was quite natural that- loans
were mainly supplied by former designated financial institutions, ex-
zaibatsu banks, which organized de facto syndicates again for risk dif-
fusion and efficient money allocation. The emergence of keiretsu fi-
nancing was instirutionally supported by BOJ policy. BOJ organized
the Loan Coordinating Committee, composed of nineteen city banks
and BOJ officials, in July 1948. The committee coordinated syndicate
loans, particularly to companies suffering from low liquidity (BOJ
1959). GHQ permitted the bank loans because it seemed a necessary
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measure for economic rehabilitation, although it warned against too
great a concentration of loans to affiliated companies (MOF 1976,
pp. 427-2S, 570-71).

It is worth noting that main bank status was not firmly established
at that time; instead, there was severe competition for this designation.
This point is clear in table 10-11, which follows tEe relation between
a DIF and the largest private debtor in 1948 and 1955. The change of
largest private debtor between 1948 and 1955 was more frequent than
that of DFI in 1948. This is the case of non-ex-zaibatsu companies,
while ex-zaibazsu companies, especially Sumitomo; Mitsubishi; and, to
a degree, the Daiichi line companies, showed unchanged relationships.

The following situation existed during this frequent changing of
largest private debtor. On the one hand, Sumitomo Bank and
Mitsubishi Bank tried to enlarge their client lists beyond former affil-
iated companies (same line companies) in order to maximize their loas
and diffuse loan risk.

On the other hand, Fuji (former Yasuda), Sanwa, and Daiichi,
which had relatively small numbers of big companies as clients thus far,
tried to look for large clients. For this purpose, Fuji enlarged its
inspection division in 1949 and so did Sanwa (Fuji Bank 1982; Sanwa
Bank 1974). Both compames were enthusiastic about making close ties
with new clients, suggesting a new policy that stressed big clients.
Mtsui Bank suffered from a relative shortage of loan money and had
difficulties in supplying the money needed by formerly affiliated com-
panies, because Daiichi Bank was split again during the postwar reform.
As a result, severe loan competition, or main bank competition, began
after the Dodge Line, with former Mitsui-affliated companies as one of
the focal points (see table 10-11, parentheses).

Thus, keiretsu financing prevailed among ex-zaibazsu and nonex-
zaibarsu companes. Similarly, just as the ownership structures of ex-
zaibatsu companies and non-ex-zaibatsz companies began to converge,
the corporate fmance pattern of both became convergent.

In this emergence of a main bank system with severe loan
competition, a monitoring system by a main bank was established. This
system, in which a main bank had an informational advantage through
loans and payment settlement, was also supplemented by two elements.

First, dispatching executives from banks to manufactunrng
companies prevailed during 1949-52. There was a clear tendency for the
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Table 10-11. The Relations of the Largest Private Debtholder

DFI and (argest Largest debtor,
Category debtor in 1948 1948 and 1955

N 61 108
Unchanged 54 88.5% 52 75.0%
Unchanged - 29
Change 7 27(13)

Ex-zaibatsu
N 38 55
Unchanged 35 92.1% 29 90.9%
Unchanged' - 21
Change 3 5(4)

Non-ex-zaibatsuc
N 23 53
Unchanged 19 82.6% 23 58.4%
Unchanged' - 8
Change 4 22(9)

Note This table invesUe the continuous relationships of the largest private
debtholder. Therefore, the government fincial institutions (RFB and JDB) are
excluded. Unchanged" is the case that the larget debtholder of a private financial
institution in 1948 is the same as that of 1955, except long-term financial institutions
(Industry Bank of Japan and Long-Term Credit Banrk). Ia this case, the city bank is the
second or third largest debtholder of private financial institutions. Dfl meas
designated fmancial instiution. Parentheses in 1955 sigify that the Teikoku Bank as
a largest debtholder in 1948 was taken over by the other city bank withour the Mtsui
and Daichi Bank.

Soturc FTC 1948; TSE 1956.

big-six banks and IBJ to send their executives to the boards of com-
panies whose borrowing ratio was high and to whom it lent large
amounts of money (Miyajima 1994; TAy6-keizai 1953, 1955). This is in
contrast with the practice of insurance companies and trust banks,
which rarely sent their members to companies they had lent a large
amount or in which they had invested. Using Aoki's definition of the

three types of monitoring (Aoki 1993), this dispatching of executives to
the boards contributed not only to 'ex ante" monitonng, which means
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evaluation of the proiect to be loaned, but also "interim monitoring,"
which means supervising the advancement of the project and correcting
the clients' behavior when necessary.

Second, the big-six banks had a tendency to hold their cLient
companies' stocks, although they were not the largest shareholder of
client companies. It has been shown that for the big-three ex-zaibatsu
companies there was a significant positive correlation between the loans
and shareholding (Miyajima 1994) 21 This point is confirmed by a posi-
tive significant correlation between the borrowing ratio and share of
banks (SH-BANK), although the coefficient of determination and t

statistics are still low, because this regression is biased by only picking
up the ten largest shareholders (table 10-8). At the same time, t;here was
no significant positive correlation between dividend and SH-BANK, as
seen in the trust bank shareholding. Furthermore, a negative correlation
between the profit ratio and SH-BANK exists. In s-hort, the higher the
default risk was, the more the bank held their client's share. This
tendency indicates that the purpose of a bank's investment was not to
maxmize the dividend or to realize portfolio profitability in the
normal sense, but to maintain dose relations with borrower
companies-in other words? to prevent an opportunstic action by a
large borrower. It is consistent with the behavior of banlk that a city
bank calculate its loss and profit from each client comprehensively,
induding the transaction commission, loan interest, compeasation
deposit, dividend of holding shares, and so on (Prowse 1990). There-
fore, the apparently low profits realized by the main banks could be
adjusted by the compensation ratio and loan interest.

Effective Monitoring through Bank-Centered
Corporate Groups

The corporate governance structure established in the postwar era was
not the same as GHQ originally planned. The institutional combina-

21. Initially, this increase of shareholding by city banks advanced through so-
called debt-equity swaps, although the magnitude is still unclear. The former
president of Sumitomo Bank stated that "zaibatsu related shares were naturally
allotted to concerned financial institutions according to their credit amount"
(Hy6ga 1975).
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tion of an individual-centered ownership structure with employee own-
ership, equity finance, and a market for corporate control with em-
ployee control was replaced by a drastically different system. Internal
corporatc control was not realized because of the exit of employee-
shareholders during the stock market collapse. The market for
corporate control through market price and takeover bids did not
correctly evaluate the companies' performance, although it functioned
to discipline management that neglected shareholder interests. Further-
more, individual-centered ownership had to be changed through the
shareholder stabilization operation by the top management team. A
corporate finance system depending on internal funds and equity
finance was almost impossible with the stock market collapse and the
low income level. Thus, instead of the institutional set designed by
GIIQ, a new system-including institution-centered ownership with
cross-shareholding among ex-zaibazsu companies, debt financing with
keiretsu financing, and a corporate monitoring system by main
banks-emerged after the Dodge Line.

The main organizer in this process for a new institutional
combination was the city bank. It supplied rehabilitation money to ex-
zaibatsu companies as well as non-ex-zaibatsu companies by organizing
syndicate loans as a manager bank. It held client companies' stocks
according to default risk, and regardless of yield level. It also con-
tributed to the supply of money to purchase stock, increasing ex-
zaibatsu companies' cross-shareholding in the case of the big-three ex-
zaibatsu and Furukawa. At the same time, it is important to note that
banks played an exclusive monitoring role for their client companies.
The main bank, which was the large debtor as well as one of the largest
shareholders, sent its executives to client companies. By doing so, it
monitored its clients' behavior not only ex ante and ex-post, but also
interim.

Last, I should ask whet-her this corporate governance structure
based on bank-centered corporate groups was effective for monitoring
top management teams. As I mentioned before, the -new top manage-
ment team. of big businesses, composed of salaried managers promoted
within companies, had a potential tendency to represent their em-
ployee's interests. Some individuals may not have enough appropriate
managerial capability to reconstruct their businesses. Did the main bank
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effectively discipline these management teams promoted within com-
panies? Whose interest did the main bank represent.?

In order to answer this question, we investigate the correlation
between management turnover and firm performance, using a method
developed by recent research (Kaplan 1992). Here turnover is identified
as the case in which the top management (president) in 1955 was dif-
ferent from the top management of 1950. During 1950-55, management
turnover occurred in 35 out of 122 companies. These turnovers were
of two kinds. Turn I denotes turnover by new management promoted
within companies. Out of our sample of 122, 20 cases belong to this
category. Turn 2 denotes the turnover by new management who came
from outside companies. This is divided into two subtypes. One in-
dudes (TURN 2) nine cases in which the new top management came
from outside companies such as banks or other companies. The other
case (TURN-2') is TURN 2 plus cases of turnover by a new president
who was purged during the postwar reform period and returned as
president after the Peace Treaty was in effect.

Table 10-12 tries probit regression analysis, using TURN 1-2 as
independent variables and selecting the growth rates of assets and sales,
dividends, and profit control for industry as firm performance variables.
From table 10-12, several points are clear.

While relative sales and relative assets did not necessarily have a
significant correlation with management turnover, in all categories of
turnover it has a negative significant correlation with relative dividend
rate. Wrong performance in terms of dividend encouraged the turnover
of top management. It indicates that an effective monitoring system
functioned in the interests of stockholders in the early 1950s. It is
interesting that even TURN 1 has a significant negative correlation
with dividend rate. Top management who did not care about dividends
had to resign earlier anid were taken over by other board members
promoted within companies. Monitoring systems under bank-centered
corporate groups functioned according to the shareholder interest, al-

though in TURN 1 some cases could not be confirmed by bank inter-
vention, while the other cases could be.

Examples (TURN 2) of top management being taken over by
persons outside companies have a significant negative correlation with
profit rate as well as dividend rate. Because bank intervention was con-
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Table 10-12. Probit Analysis of Turnover
and Company Performance
(4'= .122)

TURNI' W7AN 2 TURN 2' 7URN?2 TURN TURN
Item PROMOTION OUT +RECOVER + CHAIR 1+2' 1+r

Number of
tumovers 20 9 15 22 35 42

Relative -0.047 -0.075 -0.064 -0.576 -0.074 -0.080
dividend - 2 -6 1 4 a _2*8 2 9 a - 2 390 6 a 92 9 9 7 a 4 .1 1 4 a -4.371a

Relative 1.261 -12.8 -11.96 -9.156 - -2.049 -2.310
profit 0.507 -2.8392 - 2 *9 8 6 a 2 7 0 3 a -1.192 -1.354

Relative -0.301 -0.717 -0.813 -0.053 -0.604 -0.218
sales -0.982 -1.293 _1.6 7 2 b -0.208 -0.984 -0.929

Relati-ve -0529 0.075 -0.285 -0.062 -0.553 -0.396
assets -1.066 0.134 -0.545 -0.132 -1.271 -0.954

Natcb All variables are calculated on relative terms, vi - v4j; vi i companies vari-
ables; vj - the average v Of j industry at same time, which i companies belong to.
Relative dividend and relative profit are the same as in table 10-S. Relative sales is
calculated by using sales in 1955/sales in 1951. Relative assets is calculated by using
assets in 1955/sales in 1951. Lower row is r statistics.

a. Significant at 1 percent leveL
b. Significant at 10 percent level.
Somrc TSE 1951-56; Yamaichi 1956.

finmed in almost every case of TURN 2 and TURN 2', this negative
correlation indicates that, if the default risk increased because of the
management teams' bad performance, the bank clearly intervened in
personnel matters.X1

2% It is the contingent relationship between the main bank and manufactur-
ing companies that was formalized by Aoki (1993). The influence of banks on
companies did not affect the decisionmaking of the borrowers, as long as their
management was satisfactory. Banks intervened substantially, however, in the
personnel matters of the borrowers and requested changes when the profitabil-
ity of borrowers decreascd and tne lack of management ability became
obvious.
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For example, IBJ intervened in the personnel matters of Nihon
Yakin (Metal Company), which suffered from financial distress in 1953.
An experienced person who had run other smaller companies was ap-
pointed as president by IBJ as part of a rescue package (T6yo-keizai
1953). When Mitsui Chemical, Inc., faced serious liquidity problenms
under the new top management in 1951-52, MJitsui Bank intervened in
personnel matters. Ishida ken, who was a former Mitsui Mining execu-
tive and was purged during the postwar period, was appointed as the
new president (Toyo-keizai 1951).

It is noteworthy that, as is shown in the Mitsui Chemical case, the
former purged top management as well as bank members or outside
companies' candidates were recruited as new top management by main
bmaks immediately after the Peace Treaty was effected. Generally speak-
ing, the cases irL which purged former presidents or executive board
members could return to their positions after the Peace Treaty were
rare (Miyajima 1993). If the companies showed bad performance from
the viewpoint of debtholders, however, banks considered the former
purged top mnanager as a possible candidate. This point is strengthened
because TURN 2" also had a negative significant correlation with
profit, if the case of the former purged manager returing as a
c-hairman is included in the regression.

It has be-en pointed out that the main bank was delegated to moni-
tor their clients' companies by debtholders such as nonmain banks, in-
surance companies, and trust banks, as well as shareholders (Aoki 1988).
The result in table 10-12 that turnover correlated to profit level as well
as dividend ratio historically supports this view. Instead of the origin-
ally expected monitor-the market and the employees-the main bank,
which dispatched executives to dients1 companies and at the same time
remained one of the large shareholders, exclusively monitored the top
management team, being delegated by other debtholders as well as
shareholders. Thus, the bank-centered corporate groups that emerged
in the mid-195os had an effective monitoring system for disciplining the
top management teamL
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Savings Mobilization and Investment
Financinzg during Japan's Postwar
Economic Recovery

furo Teranishi

Japan's war against the Allied Forces ended in 1945. The Japanese high-
growth era (1957-73), with an average annual growth rate in the gross
national product (GNP) of 9.99 percent and an investment/GNP ratio
of 31.6 percent, started between 1955 and 1957. It thus took ten years
to rebuild the war-torn economy and put it on a trajectory of sustained
growth. The first five of these years (1945-50), a subphase known as
the period of reforms and stabilization (Teranishi 1994b), were spent
fighting inflation. The near hyperinflation, which reached a peak
monthly consumer price index (CP1) growth rate of 32.8 percent, was
overcome by 1949. Yet despite achieving macroeconomic stability, the
GNP growth rate and investment ratio stayed rather low during the
next five years (1950-55), the subphase of institutional adjustment
(Teranishi 1994b). The high growth rate and high investment ratio of
the high-growth era seem to be dosely related to the low growth rate
and low investment ratio of the preceding period, 1950-55.

The author is grateful for the comments from Takeo Hoshi, Hideaki
Miyajima, and other participants at the World Bank conference, 'Corporate
Governance in Transitional Economies," held at Stanford University,
April 22-23, 1994.
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Let us call the periods 1945-50, 1950-57, and 1957-73 periods I, II,
and III, respectively. This chapter examines time series data on invest-
ment financing, saving mobilization, and financial intermediation.
Special emphasis is given to period II, an era that was characterized by
(i) the onset of a dramatic increase in capital intensity, (ii) a low share
of investment to GNP, and (ii) a heavy reliance by large manufacturing
firms on financing through retained earnings.

The second section of the chapter briefly examines the first two
characteristics of the period, and then turns to a close investigation of
the third. This focus is especially useful in view of the high dependence
on bank borrowing for corporate financing during wartime, period I,
and period I, and it is apparently closely related to the first tro char-
acteristics. The third section of the chapter discusses the reasons for the
heavy reliance of large manufacturers on retained earnin. First we
will consider the borrower's side and the possible role of inactive in-
vestment behavior. Second, we turn to the lender's side and discuss
related factors, such as the possibility of low levels of saving mobiliza-
tion, bank lending behavior, and the adequacy of the maturity of funds
mobilized.

Our analysis is still tentative and inconclusive. Nevertheless, it will
be suggested that the low level, of investment in period II is closely
linked to the low level of bank borrowing through the increased capital
intensity of production technology. In other words, we suggest that the
relative scarcity of long-term funds, essential for active investment in
capital-intensive equipment, prevented the general level of investment
from rising during period I.

In the fourth section we calculate a time series of the indexes of the
degree of maturity transformation carried out by the financial sector.
The estimated series shows a medium-term cycle of about ten years
duration, moving in dose correspondence to the share of long-term cor-
porate financing. The chapter condudes with a discussion of the
reasons for the prominence of indirect financing during the high-
growth era

Three Characteristics of Period U

Let us first briefly compare the macroeconomic data of the three
periods. As seen in table 11-1, the high investment ratio in period I is
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Table 11-1. Macroeconomic Characteristics of the Three Periods

Period AP/p(%) AY/Y(%) IJ/Y%) Al/AY

1, 1946-51 57.21 9.8 31.1 0.10

It, 1952-57 4.64 7.1 19.7 0.37

III, 1957-62 1.04 9.5 26.1 0.39
1962-67 4.55 9.8 31.4 0.43
1967-72 496 10.8 37.3 0.44

Note P1 GNP deflator, Y = real GNP, I - gross capital formation. Until 1951,
fiscal year and 1934-36 prices; after 19557 calendar year and 1950 prices.

Soiurc Statistcal Bureau of Japan 1988, pp. 363, 367-69.

noteworthy in view of the turmoil and confusion of the day. The basic
reason for this is that the fight against inflation mainly relied on
supply-side measures such as the Priority Production System (con-
centmrated lending and subsidies to important intermediate goods indus-
tries) and price anchoring.' Financed by new money, these measures
were in themselves inflationary, and they were eventualy replaced by
the orthodox stabiization measures of tight fiscal and monetary policy.
Even so, the supply-side measures effectively encouraged investment
and reduced consumption through compulsory saving. Since this invest-
ment comprised mainly the repair of capital equipment and its conver-
sion from military to peaceful use, the incremental capital-output ratio
ICOR-M/AY) was a very low 0.1, and production was free to in-

crease at the considerable rate of 9.8 percent (see table 11-1). The
rebound in production also owed much to the gradual resumption of
the import of energy and basic material.

After the initial phase of recovery, however, ICOR rose consider-
ably (ArlAY = 0.37),2 making further production gains difficult with-
out investment in foreign technology imports to modernize obsolete
equipment (the Industry Rationalization Policy). Table 1 1-1 shows that,

1. On these points, refer to the chapters by Masahiro Kuroda, Hiroshi
Yoshikawa and Tetsuji Okazaki, and Teranishi, in Teranishi and Kosai 1993.
2. See Kosai 1986.
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at the same time, the investment ratio I/ Ysettled to a comparatively
low 19.1 percent during period H. These characteristics are quite
remarkable because both ICOR and the investment rato were high
during period DI. In table 11-1, IIY in period m is about 30 percent
and ICOR approximately 0.40, a level comparable to period II. In other
words, in period II ICOR reached levels as high as it did during the
high-growth era, but the investment ratio declned to a low level.

The two characteristics of investment during period II-low IIY
and high ICOR-seem closely related to the pattem of investment fi-
nancing. It will be shown that in a remarkable contrast to the high de-
pendence on bank borrowing during periods I and III, during period II
the corporate sector financed its investment mainly through retained
earnings.

Let us investigate this point with the corporate financial data com-
piled by the Ministry of Finance in Hojinkigyo Tokei Nenpo (Annual
Statistics of Corporate Firms). Coverage varies by firm size and changes
slightly from year to year As an example, in 1960 the ratios of sampled
firms to total firms (the sampling ratio) are as follows: for firms with
paid-in capital of less than 2 millon yen, 1/200; for firms between 2
and 5 million yen, 1/50; for firms between 5 and 10 million yen, 1/10;
for firms between 10 and 50 million yen, 1/5; for firms between 50 and
100 million yen, 112; and for firms over 100 million yen, coverage is
100 percent. For each category, figures for total firms are estimated by
multiplying the number of sample firms by the inverse of the sampling
ratio.3

Figure 11-1 compares various methods of financing as ratios to
the sum of fixed tangible assets and inventories. Borrowings from
financial institutions (hereafter, borrowing) are net of compensa-
ting deposits (assumed equal to time deposits)4 for all manufacturing

3. For more detail and for changes over time, refer to Ministry of Finance,
Hojinkigyo Tokei Shuran (pY 1960-1974), vol. i, pp. 1-2.
4. Because the Hojinkigyo Tokei Nenpo does not give separate figures for time
deposits, the ratio of time deposits to the sum of total corporate time deposits,
demand deposits, and cash was calculated from Bank of Japan, Flow of unds
Accounts and from Ministry of Finance (19d) and was multiplied with the to-
tal value of cash and deposits found in Hojinkigyo Tokei Nenpo.
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Figure 11-1. Financing ofthe Corporate Sector, Total Manuficturing
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firms.5 Trade credits realso net figrs(consadblseeibe

minus accounts and bills payable). This procedure roughly follows
Colin Mayer (1990, p. 311) in calculating the unweighted average net
financing of nonfinancial enterprises, 1970-85 (see table 12.1 in Mayer
1990).

5. For the period 1951-55, the Hojinkigyo-Tokei Nenpo does not give figures'
for the entire manufacturing sector, so figures for the following industries
were summed up: food, textiles, spinning, paper products, chemicals, fertilizer,
glass and clay products, primary metals, steel, metal products, machinery *in-
cluding electric and transportation machinery), and shipbuding.
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One of the noteworthy features of figure 11-1 is the high ratio of
retained earnings in period II and its decrease through the early years
of period Im, until about 1960. Borrowing rose correspondingly in
period m and stayed very high through the later years of period III, in
accordance with an often noted characteristic of the high-growth era
financial system: the dominance of indirect financing.6

Figures 11-2 and 11-3 offer information for large manufa g
firms (firms with paid-in capital over 100 million yen before 1960, and
over; ibillion yen thereafter) and smaller manufacturing firms (the
rest). Figure 11-2 shows movernents of retained earnings and borrowing
similar to those in figure 11-1, but figure 11-3 does not. The retained
earnings and borrowing of smaler firms remained rather stable until
the mid-1960s, and rose gradually thereafter.7

The high share of retained earnings during period II has thus far
gone relatively unnoticed, and further confirmation through other
methods is in order. To begin with, table 11-2 shows an index similar
to that mi figures 11-1-3, but calculated on a flow basis for five pe-
riods-1951-56, 1956-60, 1961-66, 1966-71, and 1971-76-for large and
smaUl firms. Table 11-3 provides flow financing ratios based on gross
figures and as ratios to total assets. In both tables one can see that dur-
ing 1951-56 large manufiacturing fims depended heavily on internal
fumds for financing; their reliance on borrowings is relatively slight
compared with later periods.

The percentage composition of the flow of funds to all industries
as compiled by the Bank of Japan is shown in figure 114. These data
shovr the flow of total leadings by private and government financial
institutiOnS, issuance of corporate bonds, issuance of stocks, and
corporate savings in national accounts. The percentage share of retained
earnings rises from 1945 to the early 1950s, thereby confirming our
earlier findings. Because this figure refers to total industry, the share of
retained earnings is not so high. According to calculations based on

6. Although the share of retained earnings stays rather low during period III
it begins to surge in the mid-1970s and reaches more than 70 percent in the
mid-1980s. This corresponds to the rather high share of retained earnings in
the data for 1970-85 compiled by Mayer (1988, 1990).
7. As of the end of FY 1960, total gross assets of large and small manufac-
turing firms were 6,599 and 6,452 billion yen, respectively.
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Figure 11-2. Financing of the Corporate Sector, Large
Manufacturing Firms
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data from the Hojinkigo Tokei Nenpo, the percentage of the increase
in retained earnings to the increase in total assets (to the increase in the
sum of fixed tangible assets and inventories) during 1951-56 is 13.3 per-
cent (26.7 percent) for total industry, 15.2 percent (327 percent) for to-
total mamufacturing, 23.0 percent (39.5 percent) forlarge manufacturing
firms, and 5.7 percent (13.9 percent) for small manufacturing firms. The
percentage of the increase in borrowings is 27.4 percent (42.9 percent)
for total industry, 24.2 percent (34.1 percent) for total manufacturing,
20.8 percent (30.2 percent) fo; large manufacturing firms, and 31.0 per-
cent (44.9 percent) for small manufacturing firms.

Corporate Finance in the Recovery Period

What explains the high share of retained earnings and relatively low
share of borrowing among large firms? Both borrower's and lender's
conditions play a role.
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Figure 11-3. Financing of the Corporate Sector, Small
Manufacturing Firms
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An explanation from the borrower's side is that low levels of in-
vestment activity led to a high reliance on internal funding. The rea-
sons that entrepreneurs reduced investment during the period are pow-
erful-for example, the instability in the corporate governance structure
of firns at the time CTeranishi and Kosai 1993). Owing to the 'democ-
ratization of securities, large companies came to be held by small
stockholders with individual stakes insufficiently large to just
extensive monitoring, and managers faced constant takeover threats. At
the same time, managers were locked in a fierce struggle for corporate
control with powerfill, militant labor unions. The absence of an ade-
quate system of investment coordination also may have affected invest-
ment behavior. As suggested by the increased capital intensity, fiuther
investment was not possible without the introduction of foreign tech-
nology, especially in the case of large firms. Because the import of



Table 11-2. Composition of Corporate Manufacturing Financing (Flow)
(percentage offixed tangible assets and inventories)

Net borrowing
Retained frontifinancial Net trade

Categoty and period eaninZgs Capital Bonds institutions credit

(A) Large manufacturing corporations

1951-56 39.5 29.0 3.8 30.2 -0.3
1956-60 -1.0 40.9 16.7 63.4 -14.7
1961-66 23f3 41.8 12.2 75.0 -32.1
1966-71 23.2 12.6 7.9 61.0 -10.9
1971-76 25.3 10.4 7.6 65.0 0.0

-3.8

(B) Small manufacturing corporations

1951-56 13.9 24.1 0.0 44.9 15.4
1956-60 24.5 17.7 0.4 27.7 14.6
1961-66 28.5 21.5 0.1 13.4 32.6
1966-71 34.4 10.8 0.0 31.9 14.2
1971-76 32.3 9.5 0.1 39.9 II's



Table 11-3. Composition of Corporate Manufacturing Financing (Flow)
(percentage of total assets)

Gross borrowing
Retained frotfinancial Grossfinancinrg

Category and period earnings Capital Bonds inst itutions by trade credit

(A) Large manufacturing corporations

1951-56 23.0 16.9 2.2 20.8 17.0
1956-60 -0.5 19.9 8.2 40.4 13.2
1961-66 7.8 14.0 4.1 39.9 16.6
1966-7 1 10.2 5.5 3.5 40.4 17.4
1971-76 10.1 4.2 3.0 35.9 23.2

(B) Small manufacturing corporations

1951-56 5.7 9.9 0.0 31.0 35.4
1956-60 12.0 8.6 0.2 29.4 29.4
1961-66 10.2 7.7 0.0 27.3 37.4
1966-71 13.8 4.3 0.0 33.1 29.2
1971-76 11.6 3.4 0.0 31.8 32.0

Source: Statistical Burcau of Japan 1988.
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Figure 11-4. Flow of Funds to Total Industry, Bank of Japan Data
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technology and the concomiTant leaniing process has technical external
effects throughout industry, proper coordination by the government
can be effective in encouraging individual acvity. In postwar Japan,
the government's coordinating role formed gradually during period IL
With respect to technological externalities, for example, industial
policy was adopted as a formal development measure when the govern-
ment embarked on the industry Rationaization Plan in 1951, targetmig
the coal and steel industries. Nevertheless, the first postwar economic
plan--Five-Year Plan for Economic SPMfSupport"-was published only
in 1955.

Taken as a whole, these conditions discouraged investment during
period II. Agency cost of internal funds was at its lowest, investment
could be finaced mainly by internal funds, and dependence on external
funds could be quite low.

Incidentally, figures 11-1 and 11-2 show a rising share of equity
(capital financing during period II, which needs additional explanation.
One of the reasons for this is the compulsory new issue of equity.
Hoshi (in this volume) shows that wartime losses were mainly offset by
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the stockholders' burden (Kigyo Saiken Seibiho). But after reorgani-
zation, firms were encouraged to increase their capital base with new
stock issues at least equal to the sum of their fixed assets and fixed
operating capital Miyajima 1992).

Another reason for the increase in equity financing is rooted in the
character of new stock issues. Table 114 shows that shares of new
capitalization with no payment comprised about 19.9 percent of new
issues during 1951-54. These are nothing but a shift of funds from
retained earnings to paid-in capital, however, and they do not represent
new financing in any sense. In addition, over 90 percent of new capital-
ization with payment was subscription by existing stockholders. Since
existing stockhoiders are corporate insiders, such financing is quite
similar to financing with retained earnings, and is free from agency
problems (Horiuchi 1993).

Yet low investment activity cannot be the sole reason for the high
corporate reliance on internal funds. If it were, firms with low levels
of investment should rely on internal finance to a greater evtent
than other firms. A comparison between large and small manufacturing
firns shows that this is not the case. As figures 11-2 and 11-3 and ta-
bles 11-2 and 11-3 show, dependence on internal funds was definritely
higher for large firms during period II, but the increase in fiLxed tangible
assets during 1951-56 was 3.40 times for large fuims and 2.26 times for
small firms.

Let us move on to lender-side sources of high levels of internal
financing among large firms. First, it could be argued that a low level
of financial saving mobilization forced reliance upon internal funds for
corporate investment. Figure 11-5 shows the composition of assets
beginning in period I in the personal sector (households plus un-
incorporated businesses, such as fiarms and small firms). Data are drawn
from tables by the Ministry of Finance (1978) for the period 1946-52
and from the Bank of Japan's Flow of Funds Accounts for the period
thereafter. The composition of personal sector assets in period I reflects
wartime financing. Because war financing was done through new cur-
rency issues, the proportion of cash to total assets was high during
period I. The ratio was further increased during 1947-48, when Recon-
struction Bank activity was financed by Bank of Japan note issues. The
high share of cash persisted throughout period II, long after the con-
tainment of inflation (around 1949), although it gradually decreased.



Table 11-4. New Equity Issues of Listed Firms
(percentage)

Subscription Rationing
New capitalization New capitalization rationed to to new

Period witbout payments with payments existing shareholders Pu blic offering shareholders

1951-54 19.9 81.1

1955-59 20.1 79.9 96.5 3.4 0.1

N 1960-64 10.7 89.3 92.9 6.5 0.5

1965-69 14.7 85.3 93.3 5.3 1.4

- Not available.
Note.; The percentage of new capitalization with and without payments refers only to listed companies of the first section

of Tokyo Stock Exchange. New capitalization without payments includes others, such as dividend payments in the form
of stocks.

Souirce: Bank of Japan 1964 (p. 187), 1973 (p. 172); Ministry of Finance 1983 (p. 602); and Horiuchi 1993.
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Figurc 11-5. Composition of Personal Sector Assets
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The slow speed of decrease in the share of cash to total assets implies
a low share of deposits to total assets. It could be argued that the
relatively feeble mobilization of bank deposits was one of the reasons
for the low dependence of large firms on bank borrowings. The low
level of mobilization can be explained by inflationary expectations,
which reduce the real interest rates on deposits. Figure 11-6 indicates
a very close relationship between the real deposit rate (the interest rate
on six-month time deposits less the rate of increase in the GNP de-
flator) and the rate of increase in real deposits balance (total deposits in
the bankirg sector divided by the GNP deflator). In light of the ex-
perience of the preceding years, it is reasonable to expect that a strong
concern about inflation prevailed during period II, and that the expec-.
tation of falling real deposit rates induced people to hold cash in prep-
aration for a shortage of goods.
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Figure 11-6. Real Interest Rate and Rate of Increase of Real Deposits
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Another element that might be responsible for the low share of
bank borrowing by large firms during period II is bank lending
behavior. If banks were reluctant to lend to large firms, plagued as they
were with labor disputes and lacking a long-term perspective on tech-
nology imports, firms might have been obliged to rely on internal
funds. This conjecture, however, does not seem to be correct. As ta-
ble 11-5 illustrates, the ratio of lending to deposits is quite high during
period II for every group of banks. Moreover, city banks relied rather
heavily on Bank of Japan borrowing, vs well as interbank money mar-
kets. (The lending/deposit ratio of tie Sogo banks is rather low, but
this is because of the reorganization of the Sogo bank system, which
included a dramatic increase in the number of branches.) It must also
be noted that during period II many ex-zaibatsu firms tried to borrow
from banks outside their corporate group, indicating aa inability of



Table 11-5. Lending-Deposit Ratio (a), Borrowings from Bank of Japan-Deposit Ratio (b), and
Net Money Market Borrowing Rate (c)

City bank Local batik Sogo batk (Daini.Cbinsgin)

Year (a) (b) (c) (a) (1,) (c) (a) (b) (c)

1945 93.3 - -0.1 28.4 - 0.2 36.0 - -

1946 119.4 - 0.4 36.6 - 1.4 31.0 - -

1947 75.7 - 0.7 44.9 - 0.5 33.3 - -

1948 74.7 12.6 0.1 66.3 1.6 0.2 37.3 - -

1949 83.2 12.7 -0.3 78.1 4.7 0.3 45.7 - -

1950 90.1 15.3 -0.4 86.3 7.3 0.0 51.9 - -

1951 100.0 19.3 -1.3 82.4 2.0 1.5 - - 0.6
1952 92.8 13.3 -2.2 81,7 1.7 1.7 45.2 - 0.7
1953 96.4 14.7 -2.2 82.8 1.4 2.0 50.2 - 0.5
1954 91.6 11.2 -2.9 81.2 0.6 2.9 53.7 - 1.6

1955 77.3 1.2 -2.7 78.7 0.0 3.1 52.0 - 1.6
1956 77.5 3.7 -2.5 78.2 0.0 2.9 52.4 - 1.5
1957 85.4 14.6 -3.4 79.0 0.1 2.9 55.5 - 2.8
1958 82.7 8.0 -4.3 77.3 0.2 3.7 58.8 - 3.6
1959 84.6 6.2 -4.8 77.9 0.2 4.2 66.0 - 1.6



1960 84.3 7.8 -4.2 78.5 0.2 3.9 68.6 - 1.8
1961 98.2 19.3 -3.0 78.2 0.3 1.9 70.6 - 2.2
1962 90.0 16.4 -5,2 77.5 0.2 3.6 72.5 - 1.9
1963 87.5 11.4 -5.8 78.2 0.2 2.5 74.9 - 1.5
1964 89.3 8.7 -10.0 77.5 0.2 3.1 75.9 - 3.0

1965 86.8 9.1 -7.4 77.8 0.3 3.5 78.2 - 2.1
1966 85.9 9.5 -5,7 78,0 0.3 2.6 80.4 - 1.6
1967 88.7 7.5 -7.1 78.7 0.4 3.4 81.1 - 2.0
1968 87,1 7.5 -5.5 78.6 0.3 3.1 80.4 - 2.0
1969 87.8 8.0 -6.9 79.0 0.3 3.2 80.7 - 2,3

1970 89.5 87 -8.4 81.1 0.3 3.8 81.8 - 2,8
1971 85.4 1.7 -1,4 82.3 0.2 3.3 81.8 - 2.0
1972 84.5 4,8 -6.8 83.0 0.4 1.9 83.0 - 1.4
1973 90.0 4.7 -12.1 81,9 0.3 2.0 80.4 - 1.6
1974 92.7 3.1 -15.6 81,7 0.2 2.6 78.5 - 2.9

- No borrowing.
Note: Net money market borrowuig rate is ([call loan + bills receivable + lendings to financial institutions] - [call money

+ bills payable + borrowings from financial institutions]) / (deposits and financial debentures).
Source: Ministry of Finance, Ginko.kyok:i Nenpo, various issues.
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large banks to satisfy the demand for loans by the firms of their own
group (Miyajima 1992), and this tendency seems to have continued
until around 1956 (Kitukawa 1992, table 6-9).

Third, it is possible that the short-term nature of available fbnds,
rather than simply the paucity of mobilized funds, retarded corporate
investment. Since large-firm investment required capital-intensive
imported technology, but many small firms still relied upon ;nvestment
through second-hand equipment purchases, the shortage of long-term
funds may have had more severe effects on large firms than on small
firms. When investment by large firns is constrained by a lack of long-
term borrowing, their investment mnust be financed by internal finds

or decline.
Whether there was a shortage of long-term funds during period II

is a delicate issue. Let us discuss a couple of points, beginning with the
supply of long-term assets by the personal sector. Figure 11-7 depicts
the composition of the sum of long-term assets (time deposits, trust and
insurance, and securities) and the ratio of time deposits to total de-
posits. The rapid rise of these two indexes during period I and the
deceleration of the rise during period II is impressive. It could be
argued that the supply of long-term funds decelerated when it was most
needed. Second, we must touch upon the effects of the closure of the
Reconstruction Bank, which mainly supplied investment funds. At rhe
end of March 1949, private banks had lent 23.7 billion yen for equip-
ment and capital investment and 397.5 billion yen as working capital
Reconstruction Bank loans included 85.6 billion yen for equipment and
capital investment and 28.2 billion yen for working capital. Adding the
two, the share of loans for equipment and capital investment was
21.9 percent. After the suspension of Reconstruction Bank activity in
1949, the share of loans for equipment in total private bank lending
was only 7.2 percent, 12.2 percent, and 16.6 percent at the end of 1949,
i955, and 1960, respectively. It can be conjectured that although firms
demanded long-term loans for fixed capital investment, banks could not
accommodate this demand because of the short-term nature of the
funds at hand.

Figure 11-8 shows two indexes of long-term financing for large
firms. (Data sources and the definition of large firms are the same as in
figures 11-1 and 11-2). The long-term funds ratio, (a), is the ratio of the
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Figure 11-7. Composition of Personal Sector, Long-Term Assets
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Figure 11-8. Long-Term Funds Ratio, Large Manufacturing Firms
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sum of long-term borrowing and bonds to total assets, while (1) is the
ratio of long-term borrowing to total assets. One impressive phenom-
enon is the relative stability in ratios (a) and (b) during period II, and
an extremely rapid rise thereafter until 1960. This phenomenon can be
seen not only for large firms, but also for small firms (not shown).
Since most bonds were rationed to financial institutions (in 1951,
84.6 percent; 1960, 89.9 percent; and 1970, 90.9 percent), 8 and insti-
mutions were obliged to hold them until maturity, bonds were another
form of long-term lending, at least during the period under considera-
tion. Consequently, ratios (a) and (b) show the long-term funds supply
by financial institutions.

In sum, corporate investment in period II was constrained by the
low level of mobilization of funds and by the short-term quality of
bank deposits. Mobilization of savings was retarded by the expetation
of goods shortages and inflation. The share of long-term assets in the
portfolio of the personal sector increased rapidly during period L but
-his increase decelerated in period II. The shortage of long-term funds
was especially serious for large firms, which were asked to invest in

capital-intensive imported technology. Consequently, large firm invest-
ment relied mainly on retained earnngs, and the ratio of investment to
ONP became rather low during the period.

Maturity Transformation by Financial Institutions

Given the rather poor conditions i n corporate financing in period H,
what explains the high level of investment in capital-intensive tech-
nology during period II? The reasons lie both in real and monetary
factors. Orn the monetary side, this section suggests that the financial
system's increased ability to transform the maturity of monetary instru-
ments is one reason for the surge of investment during period II. Let
us srart from a comparison of figures 11-7 and 11-8 immediately after
period II (1958-61). The share of long-term funds in the portfolio of
the personal sector was rising at a decelerating speed, while the rising
share of long-term funds in the financing of the corporate sector accel-

s. The reasons for and functions of bond rationing are explained in the next
section.
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erated. I-low could this happen? The answer can be found in an investi-
gation of the behavior of financial institutions with respect to maturity
transformation.

Let us combine the information from the Hojinkigyo Tokei Nenpo
(on which figures 11-1 through 11-3 are based) with that from the Flow
of Funds Accounts (on which figure 11-5 is based) to calculate indexes
of maturity transformation. The first source contains data for the ratio
of long-term borrowing to total borrowing for all industries. By multi-
plying this rato with the sum of corporate and personal sector borrow-
ing from the How of Funds Accounts, one esimates total long-term pri-
vate sector borrning (LB). Furthermore, by adding this to the bonds
held by financial institutions, total long-term-private sector debtfrom
financial institutions (LI) is obtained. Estimated in this way, LB and
LD comprise the borrowing from and the bonds held by both private
and government financial institutions. By subtracting from LB the lend-
ing of govemment financial insttutions, all of which is long term, we
obtain long-term private sector borrowing from private financial insti-
tutions (LBP). Furthermore, by subtracting from LD the sum of gov-
ernment financial institution lending and boniholdings, we obtain long
term private sector debtfrom privatefinancial institutions (LDP).

Turning from firm liabilities to financial institution liabilities, we
deriVe another four indexes of long-term funds. The first is the gross
long-term funding of private financia institutions (GLE?P), defined as the
sum of time aeposits, trust fimds, insurnce, and financial debentures.
Sonme financial debentures issued by long-term credit banks were held
by fmiancial institutions such as city banks. By subtracting these, an
index for net long-termfunding of privatefinanci institttions (NLFP)
is obtained.9 By adding to GLFP the funds from government financial
institutions in the form of postal savings and government insurance,
gross long-term funding of financil institutions (GLF) is obtained.
Finally, by subtracting financial debentures held by government fian-

9. Ministry of Finance (1983) Flow of Funds Tables gives only fngures for the
sum of financial debentures and corporate bonds. Financial debentures are
estimated by multiplying the average rtio of financial debentures to the sum
of financial debentures and corporate bonds during 1953-55. The same
procedures were applied in the calculation of NFL.
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cial insttutions from GLF, we derive net long-term funding offinancial
institutions (NLF).

Figure 11-9 shows the indexes of maturity transformation by pri-
vate financial institutions. LBP/GLFP and LDP/GLFP indicate ratios
of private long-term lending and long-term lending plus bonds, respec-
tively, to gross private long-term finds. LBP/NLFP and LDP/NLFP
show similar ratios to the net long-term funds obtained by private fi-
nancial institutions. Figure 11-10 shows corresponding indexes with re-
spect to all financial institutions, including governmental financial
institutions.

All the indexes suggest a similar parzern. First, transformation ra-
tios gradually rise. Second, shifts in the transformation ratios evince a
dear cyclical pattem. For the postwar period, these cycles are closely
related to medium-term business cydes Guglar cycles). Troughs of the
cycles match troughs in the growth rate of the GNP and in corporate
profit rates in 1955, 1965, and 1975, and transformation ratios tend to
rise with increase in GNP and profits.

Figure 11-9. Maturity Transformation by Private
Financial Institutions
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The indexes also show that around 1958-61 there was a upward
surge in the maturity transformation ratio. This seems to be closely
related to the sharp rise in the corporate sector's long-term financing
ratio during period II, despite slow growth in the long-term assets ratio
of the personal sector at the same time. An additional, unexplained,
peak in the transformation ratios comes around 1953; the economic
boom causedc by the Korean War is a highly plausible explanation.

Our analysis of maturity transformation is still only preliminary,
and much more needs to be done. It is pertinent to add a brief expla-
nation of the financial institutions' maturit transformation mechanism,
which we call Strategic Intervention in Maturity Transfarmation (SIMT)
of the banking sector, following Teranishi (1993), and to discuss the
emergence of this mechanism during period II.

The mechanism of strategic intervention in bank maturity trans-
formation has two parts: the rationing system of corporate bonds and
financial debentures and the accommodating supply of Bank of Japan
(BOJ) credits at below-market rates. During the high-growth era, most

Figure 11-10. Maturity Transformation by Private
and Government Financial Institutions
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bonds were issued at above-market prices and were rationed to banks.
As of the end of 1960, 693 billion yen in corporate bonds were
outstanding, of which 614 billion yen was held by private financial
institutions (216 billion by city banks), 7 billion by the government
financial institutions, and only 71 billion by the private nonbank
sector. The outstanding amount of financial debentures was 1,054
billion yen, of which 603 billion was held by private financial
insttutions (307 by city banks), 175 billion by the govemrnment financial
institutions program, and 278 billion by the private nonbank sector.
Because these bonds were sold at above-market prices, the rate of return
for subscribers was lower than the market rate.

In 1960 (the latter half of fiscal year 1960), the average cost of
funds for city banks was 6.43 percent and their average lending rate
(opportunity cost) was 7.67 percent. Since a subscriber's rate of return
on corporate bonds (ichiryujigyosaz) and financial debentures (7itsuki-
kinyusai) was 7.95 percent and 7.61 percet, respectively, it was not
optimal for city banks to hold fmancial debentures, although it did not
cause losses in their current account Moreover, since banks purchased
bonds and financial debentures at above-market prices, selling them on
the secondary market would have caused losses to the banks. To avoid
losses, banks held bonds and financial debentures until maturity, with
a considerable reduction in the liquidity of their portfolios.

Why did banks (cspecially city banks) hold corporate bonds and
financial debentures even though their rates of return were less than the
oppormnity cost and they had unfavorable effects on their liquidity
position? The answer to this question lies in the second part of the
SIMT mechanism, the strategic role of BOJ credits. First, the sub-
scriber's rate of return is less than the borrowing rate from BOJ.
Because banks are permitted to use corporate bonds and financial
debentures as collateral for BOJ borrowing, they can obtain de facto
subsidies by borrowing from BOJ on this collateral, and compensate
for the difference between the opportunity cost and the subscriber's
rate of return on bonds and debentures. Second, the BOJ took an
accommodating stance in the supply of BOJ credits to city banks. On
every business day, ex post demand and supply at the call market is
reported to the BOJ at 3 P.M., and the BOJ in principle supplied the
difference by lending directly to city banks, who were the major
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borrowers at the call market. Whenever BOJ felt it necessary to tighten
the money supply, however, it had the option of reducing the supply
of BOJ credits by requesting that city banks reduce their bank deposits
at BOJ. Since reserve deposit rate requirements limited the extent of
possible adjustment, however, by and large BOJ passively followed city
bank demand for borrowing. In other words, the BOJ credit served as
liquid assets or implicit reserves for city banks, thereby enablg cit
banks to hold illiquid corporate bonds and financial debentures during
the high-growth era without liquidity risk.

It should now be clear that the SIMT mechanism, composed of
bond rationing and an accommodating supply of cheap BOJ credits to
City banks, was designed to convert short-term city bank deposits,
together with deposits siphoned to the city banks from specialized fi-
nancial institutions through the money markets, into the long-term
debt of the corporate sector and the long-term credit banks. Most of
the funds obtained by long-term credit banks were lent to the corporate
sector at maturities of three to five years.

Note that this system of transforming short-term deposits into
long-term lending was based on transfer of income between city banks
and government in the form of implicit subsidies and taxation. The
implicit subsidies to city banks could be calculated as the call market
rate less the BOJ discount rate, multiplied by outstanding borrowing
from the BOJ. The implicit tax on city banks can be calculated as the
market rate of return on bonds and debentures less the subscriber's rate
of return on bonds and debentures, multiplied by the bonds and deben-
tures held by city banks. It can be shown that financial debentures
issued by long-term credit banks comprised the largest component of
the implicit tax on city banks.

An important property of the SIMT can be identified in a com-
parison of estimates of tax and subsidies for the period 1966-77,
reported in Teranishi (1993). The entire implicit subsidy amounted to
2,470 hundred-million yen, comparable in magnitude to the etimated
value of the implicit tax of 2,255 hundred-rillion yen. In other words,
the medium-term average of implicit subsicties to city banks from the
maturity of transformation of short-term deposits to long-term lending
almost balanced the average of implicit taxes on city banks. What does
this mean? The equality implies the followg
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(call market rate - BOJ discount rate) x city bank
borrowing from BOJ = (market rate of return on
bonds and debentures - subscriber's rate of return on
bonds and debentures) x bonds and debentures held by
city banks.

Since call market rate of return Ž market rate of return
> subscriber's rate of retum
> BOJ discount rate,

city bank borrowings from BOJ < bonds and debentures held by city
banks.

In other words, through the SIMT, the amount of short-term
deposits transformed into long-term lending (equal to the bonds and
debentures held by city banks) is larger than the BOJ credits.

The importance of this proposition can be seen by contrasting the
SIMT with the direct purchase of bonds and debentures by BOJ. In the
case of direct purchases, BOJ must issue high-powered money equal to
the amount of long-term funds to be created, at the risk of creating
inflationary pressure. The well-known stability of The price level,
especially wholesale prices, during the high-growth era suggests one
additional role played by the SIMT.

Finally, let us touch briefly upon the process of the introduction
of the SIMT during period II. The bond rationing system was estb-
lished during periods I and II through a complicated political process
including bankers, security companies, bureaucrats, and the occupation
forces. The law on long-term credit banks -whose financial debentures
play a crucial role in the SIMT was promulgated in 1952. The Bank of
Japan began its accommodating stance in lending and credit rationing
in 1955. (These points were closely examined in Teranishi and Kosai
1993.)

Concluding Remarks

We have discovered and analyzed the rather heavy dependence on
retained earnings of large manufacturing firms during period II, a peri-
od after the initial recovery from wartime confusion and before the on-
set of rapid economnic growth. This phenomenon stands in clear con-
trast with the financing structure of the high-growth era, especialy
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in its early days when corporate firms were heavily dependent on bank
borrowings.

Our analysis suggest three reasons for the dominance of indirect fi-
nancing during the high-growvth era. First, the mere existence of high
rates of investment explains the high dependence on external financing,
part of which is financed by financial institutions. The concentration
of mobilization of financial savings in the banking sector is also impor-
tant. One reason for this concentration is the disappearance of informal
credits in the inflation and reforms immediately after the war. Another
cause lies in the regulation of the bond market by bureaucrats, which
also became possible in the postwar confusion (Teranishi and Kosai
1993). Finally, the establishment of an effective system of maturity
transformation (SIMI) is also responsible for the dominance of indirect
financing, because the SIMT mechanism spurred the supply of long-
term funds without resorting to the securities market.

It is important to note that these three factors are a product of
postwar conditions. The origin of the postwar financial system does not
necessarily lie in the wartime system. Although we do not deny that
the postwar financial system inherited various aspects of the prewar
financial system and was influenced by the shock of World War II and
defeat, we oppose the thesis that the postwar financial system is a
simple inheritance or continuation of the wartime system. Incidentally,
those -who emphasize the continuity of the wartime and postwar finan-
cial systerms often argue that once a banking system attains dominance
during wartime, it tends to maintain its dominance over nascent securi-
ties markets through its favored access to and internalization of infor-
mation. This theory, however, does not apply to the Japanese case for
two reasons.10 First, under the system of the Wartime Designated Fi-
nancial Institution for Munition Financing, the information-related
capabilities of banks were completely neglected. Second, the renewed
accumulation of information by the banking sector began through the
process of rehabilitating the corporate balaance sheets (Kigyo saiken seibi)
immediately after the war and did not arise as a result of its previous
dominant financing position.

10. These points were clarified through the recent research by Hoshi and
others. Refer to Hoshi, in this volume.
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Shareholder Voting and Corporate
Governance: The German Experience
and a New Approach

Theodor Baums and Pbilipp v. Randow

The rapid expansion of the private sector in transition economies, par-
ticularly the corporatization of enterprises, poses problems of corporate
governance. To provide large, publicly held corporations with equity
capital, investors need assurance that they are protected against the det-
rimental sideeffects of a separation of ownership and control. In this
chapter we propose a tentative market solution to some of the gover-
nance problems in large, publicly held corporations and compare it
wjth the "German experience"-that is, the role of banks in corporate
governance.

Shareholder Voting and Collective Action

Shareholder voting is an integral part of the governance structure of
publidy held corporations. Requiring shareholder consent for any fun-
damental change in corporate policy is a safeguard for the residual risk-
bearers of a corporation against ex post expropriation by the manage-
ment. The right to vote assures the shareholders that the basic terms of
their investment cannot be altered without their approval. In essence,
then, voting rights are to stockholders what covenants are to bond-
holders: by limiting managerial discretion, they serve as a protection

435
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against moral hazard (Easterbrook and Fischel 1990, p. 186). Unlike
bondholders, however, shareholders receive most of the marginal costs
and benefits of fundamental corporate decisions. Thus, shareholders as
residual risk-bearers have the appropriate incentives to decide on those
matters (Easterbrook and Fischel, 1991, pp. 67, 69). Also, vesting voting
rights in shareholders is the only feasible method to implement major
improvements of corporate policy that affect the terms of their invest-
ment. Because of the dispersion of equity holdings, renegotiations are
impossibleto organize (Bebchuk 1989). Moreover, renegotiations would
require unanimity, thus giving veto power to all shareholders, including
those who hold only a small fraction of shares. By allowing a majority
to implement fundamental changes of corporate policy, however, veto
power can only be exerted if a shareholder holds a substantial propor-
tion of the shares-thus, a vetoing shareholder is forced to internaze
at least part of the impact of his decision on firm value.

Unfortunately, voting as a decision mechanism suffers from collec-
tive action problems. Widely dispersed shareholders are likely to be
rtional-apathetic7 when it comes to acquiring information on changes

of corporate policy proposed by management. The cost of informing
oneself in order to cast an intelligent vote on a management proposal
will exceed the expected benefits, even if one assumes that their own
vote will be decisive. Therefore, voters that hold only a small fraction
of shares will remain rationally ignot. If the management controis
the agenda, as it does in most lepl systems, shareholders will give their
approval, assuming that the management acts on superior knowledge
(Easterbrook and Fischel 1991, p. 67). Moreover, even if some share-
holders have determined that a particular proposal will result in a loss
iii share value, "firee-rider" problems will discourage formation of an
opposition. Each shareholder may gain from opposition, but each will
gain more if other shareholders bear the costs. Shareholders are not
rewarded for contributing to decisiomnaking. Thus, while it is better
for all if everyone contributes, it is better for everyone not to con-
tribute, with the result that the activities (information gathering, casting
votes) will not be undertaken. There is no cost-sharing mechanism that
forces all the sbareholders who gained from the efforts of forming an
opposition to pay for these activities (Gordon 1989).

As a result, changes of corporate policy might be adopted even
though they are value-decreasing. Seling shares is not a viable al-
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temative; informed traders would anticipate the approva1 of a value-
decreasing change of corporate policy, and they would lower their
willingness to pay accordingly. Thus, investors cannot escape the detri-
mental effects of their collective action problems by selling shares.
True, if a buyer acquires large blocks of shares, he can change the
course of action of a particular firm and dismiss the incumbent manage-
ment. Under these circumstances, his expected payoff fromn informed
voting may warrant efforts to evaluate the proposals of the incumbent
management. Voting rights, then, help to provide incentives to the
management to work hard on behalf of the shareholders because a
poorly performing firm may become a target for a takeover. But large
equity holdings come at a cost-they reduce liquidity in the market and
thereby limit the informational content of share trading (Holmstrbm
and Tirole 1993). Tis cost is ultimately borne by the shareholders
themselves, because reductions in market liquidity make performance
evaluation of the management more difficult (Holmstrmm and Tirole
1993).

The question we want to address is whether there exists a less
cosTly mechanism to eliminate the collectve choice problems men-
tioned above. We will try to evaluate the costs and benefits of a market
solution where there are entrepreneurs, who can earn profits by lowering
the costs that dispersed shareholders must sear to exercise infonned,
coordinated voting powver. AMlowing for entrepreneurs to cast a vote for
dispersed shareholders would be advantageous to the group as a whole.
The cost of informed voting by the entrepreneur would be lower than
the sum of the personal costs of all shareholder monitoring as well as
the costs of nonmonitoring by individual shareholders. Unlike dis-
persed shareholders, an entrepreneur can economize on the fixed costs
of collecting information about firms. Moreover, it is plausible to
assume that there are economies of scope as well if a speciaist casts
votes for shareholders of differez: firms of the same industry.

In what follows, we shall argue that it is possible to establish a
market that functions wellfor voting services, wherefinrs offer to engage
in monitoring and voting on behalf of the equity owners of large, publicly
beld corporations. To accomplish this, however, a new regulatory frame-
work for proxy voting needs to be implemented. We will outline its
main components, some of its potential pitfalls, and compare it to the
Germ experience-that is, proxy voting by universal banks. Banks'
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proxy voting power is often assumed to be a substitute for the activism
of large shareholders because they can exploit economies of scale and
scope in information collection, evaluation, and exercise of shareholder
voting rights (Cable 1985, p. 121). Our analysis, however, will cast
some doubts on the well-known notion that German banks act as dele-
gated users of equity control fights.

A Market for Voting Services

To sta the analysis, let us very briefly describe the main reasons why
markets that function well for proxy voting services may not emerge.

First, there would befree-ridereffects on the demand and the supply
sides of voting services. To see this, let us assume for a moment that a
voting company could collect the proxies of the majority of share-
holders. While this majority would have to pay for the monitoring and
voting services, its benefits would also accrue to the minority share-
holders who did not give their proxies to the voting company. Clearly
then, instead of paying for the services provided, shareholders will try
to take a free ride on the efforts of a voting agent. Moreover, there
may be free-rider incentives on the supply side of voting services as
well. The management of votintg companies may want to rely on the
monitoring efforts of their competitors and vice versa, resulting in
undermonitoring of the company to be controlled.

Second, there is a problem of asymmetric information. Again,
assume that there are competing firms, offering their monitoring and
voting services to shareholders. Yet because of the small iLvestment, a
single shareholder will devote almost no resources to ascertaining the
quality of their services. Voting agents that offer good quality cannot
charge higher prices than those who offer voting services of inferior
quality. Thus, bad fiLns may drive out the good (Akerlof 1970). Even
if a shareholder learns that the voting services from a particular agent
are of inferior quality, he will sill not know whether its competitors
provide quality of a higher standard. Therefore, his costs of switching
to another company may be higher than the expected benefits.

We thus are ied to condlude that there are major obstacles to the
establishment of a well-functoning market for voting services. Because
of problems of collective action and asymmetric information, there is
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no reason for an individual investor to hire an agent to cast an in-
formed vote on his behalf at the shareholder's meeting. The German
experience, however, tells us a different story. Equity owners in
Germany give proxies to their banks and let them exercise voting rights
at their discretion. Is there a German solution to the problems of col-
lective choice in shareholder voting?

The Germar Experience

In Germany (Baums 1992, 1993; Kondgen 1994), private investors do
not have access to the stock exchanges. Instead, listed stock is acquired
and sold through intermediaries, such as banks.1 Because of high trans-
action costs, investors generally choose not to hold the documents
themselves; in most cases they "deposit" their shares with a bank. The
bank holds an account at a special deposit company (Dezuuser Kassen-
verein), where the shares are certified in a global document. 2 According
to the Stock Corporation Code (Aktiengesetz 1965), banks that offer
to hold shares on 'deposit" for their customers are obliged to furnish
them with the corporation's information on shareholders' meetings
(for cxample, the agenda, the recommendations of the management
board, the proposals of other shareholders as to resolutions of the meet-
ing). Although the banks are refunded for this service by the company
itself,3 they charge their customers for keeping the shares in custody;
they also offer to vote these shares.4 If a bank offers to vote the shares
to any shareholder of a company, it is obliged to accept each client's
request to cast their vote as well (S 135 [10], Aktiengesetz). Banks do
not, however, charge their clients an additional fee for their voting ser-

1. Wolfgang Hefermnehl speaks of a monopoly position of the banks in this
respect (Schlegelberger 1977).
2. Most shares of German stock corporations are bearer shares, not registered
shares.
3. See 'Verordnung iiber den Ersatz von Aufwendungen der Kreditinstitute
vom 18. Juni 1968," Bundesgeseblart I S. 720.
4. Apart from the depot banks, two incorporated associations of shareholders
(Schutzvereinigung deutscherWertpapierbesitz; Schutzgemeinschaft der Klein-
aktionare) act as proxies on behalf of dheir members.
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vices.5 They ask for a flat rate for the depository service only. Soliciting
proxies and voting their cElients' stock is one of the few financial
services that German banks offer for free."6

The latest statistical data on shareholder representation by banks
show that the main banks in Germany have acquired control of a sub-
stantial proportion of voting rights in publicly held corporations.
According to a study conducted by Perlitz and Seger (forthcoming), in
nine out of fifty-seven major "top one-hundred" German industrial cor-
porations, proxyvoting rigits provided the main banks with the block-
ing minonty, in another six companies with the majority, and in eleven
corporations with a majority of over 75 percent of the shares present
at the shareholders' meeting, thus enabling them to change statutes (see
tables 12-1 and 12-2). The voting power of the main banks is even -more
impressive if their own shareholdings are taken into account. The
combined voting power from shareholdings and proxy voting rights
amounts to a blocking mnionty in five companies, a majonty in nine
companies, and a qualified majoritv (over 75 percent of the shares rep-
resented at the shareholders' meeting of seventeen corporations (see
tables 12-3 and 12-4).

According to a further study, conduced by Fraune (forticoming),
the accumulated voting power of banks from their own sbareholdings,
proxy votes, and shares held by investment companies where banks hold
more than 50 percent of nominal equity capial accounted in 1992, on

verage, for more than 82 percent of the votes present in general
meetings in twenty-four of the "top one-hundred" publicly owned cor-
porations in Germany (the average presence of all shares being 58 per-
cent). This voting power amounted to a blocking minority in four cor-
porations, a majority in three, and a qualified majority in seventeen
corporations of the sample.

In a further study, from a list of the one hundret largest firms in
1984, Gottschalk (1988) selected firms with more than 50 percent of

5- Overview in Capitl 7/92 at p. 100 £ The three bigf banks with the
largest number of proxies do not belong to the banks with the lowest deposi-
tary fees.
6. Banks are refunded for communicating notices and so forth by the compa-
ny. These refunds do not, however, cover the costs of asking for proxies and
voting.
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Table 12-1. Proxy Votes of German Banks, 1990
(percent of shares present)

Number of corpoatoons
Deutsche Dresdner Commerz- Other

Proxy votes Bank AG Bank AG bank AG b=aks

< 10 40 45 56 28
10-25 9 10 1 15

-25-50 @locking minority) 6 2 0 11
> 50 (majority) 2 0 0 3

Total cases of
bank proxies 57 57 57 57

Noz-. N - 57.
Sosrer Perlitz and Seger, forthcoming, p. t6.

Table 12-2. Proxy Votes of German -Banks, 1990
(percent of shares presmt)

Percentage of
Number of total number of

Total bank proxies corporations corporation

< 10 20 35-1
10-25 11 193
25-50 (locking minority) 9 15.8
50-75 (majority) 6 10.5
> 75 (extraordinary majority) 11 19.3

Noae: N - 57.
Sourcr: Perlitz and Seger, forthcoming, p. 17.

their stock either widely held or owned by banks. These thirty-two
companies, with a (nominal) equity capital of DM 29.5 billion, repre-
sented about a quarter of the nominal capital of all German stock cor-
porations. Gottschalk aggregated the voting power of the banks' own
shares, their custodial shares, and shares held by investment companies
that are bank subsidiaries. He found that, on average, banks represented
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Table 12-3. Shareholdings plus Proxy Votes of German Banks, 1990
(percent of sbares present)

Number of corporations
Sbareholdings plus Deutsche Dresdner Commerz- Odxer
proxy voting BankAAG bank AG bankAG banks

< 10 35 43 56 26
10-25 10 8 1 13
25-50 (blocking minority) 8 4 0 13
50-75 (majority) 1 2 0 4
> 75 (extraordinary

majority) 3 0 0 1

Notc N= 57.
Sourc Perlitz and Seger, forthcoming, p. 17.

Table 12-4. Total Shareholdings plus Proxy Votes
of German Banks, 1990
(percent of shares present)

Perctage of total
Total bank? Nzuber of number of
sba7eboldings plus proxies corporations corpoations

< 10 17 29.8
10-25 .9 15.8
25-50 (blocking minority) 5 8 S
50-75 (majority) 9 15.8
> 75 (extraordinary majority) 17 29.8

Note: N = 57.
Soure: Perlitz and Seger, forthcoming, p 18.

more than four-fifths (82.67 percent) of all votes present at meetings
(the average presence of all shares was 64 percent). With one exception,
they represented at least a majority (more than half) of the votes
present. Consequently, banks were able to elect the members of the
supervisory board chosen by shareholders and changes in the corporate
statutes could not be effected against their votes. In twenty-two, or
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two-thirds, of the fins, the banks voted more than three-fourths of the
stock present and thus could change the statutes. No other shareholder
could block these decisions. Note that many of these corporations (by
the votes of the banks) have provisions in their statutes that no one
shareholder may vote more than (typically) 5 percent of all shares of
the company. This rule does not, however, apply to banks voting
proxies. The aggregated voting power of banks, added to rights based
on their own equity holdings or rights transferred to them by mutual
funds run by a subsidiary, thus provide a comfortable and stable power
base at shareholder meetings. Furthermore, Gottschalk's study shows
that the voting power is highly concentrated in the three largest private
banks (Deutsche Bank, Dresdner Bank, and Commerzbank). Together
they voted an average of approximatelv 45 percent of the stock rep-
resented at the general meetings of the thirty-two companies. In almost
half the cases (fifteen firms), they held the majority; in another third
(ten firms) they had a blocking minority. In individual cases, one or
another of the big banks dominaes. In most cases the votes are dis-
tributed roughly equally among them, or two banks together have

about the same number of votes as the third alone. Also, according to
a survey conducted by the Gesslerkomnmission, the proxy rights of the
three big banks together in 1974 constituted the voting majority in five
companies and the blocking minority or voting majority in another
S-iteen companies (out of seventy-four) (Bericht der Stildienkommission
1979, p. 436).

To sum up, our overview shows that the banks accumulate and
wield considerable voting power at shareholder meetings (Baums 1992,
table 1, 1994, table 12-3). This is most visible in the number of seats
they hold on the supervisory boards of companies with a fragmented
ownership structure. Baniks sent eighty-five representatives (managers
and directors) into the board rooms of the one-hundred largest indus-
trial firms in 1990 (on personal interlocks between firms and banks, see
Baums 1992, table 4), placing banks at the center of corporate inter-
locks. Perlitz and Seger confirm this data in their recent study: in a
sample of 110 large industrial companies, the credit insttutions are
represented by 162 members; this accounts for 12 percent of all the
1,355 members that were chosen by the shareholders; moreover, in 29
corporations the chairman of the supervisory board is a bank represen-
tative (see tables 12-5 and 12-6; Perlitz and Seger, forthcoming). Also,
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Table 12-5. Banks' Representation in the Supervisory Boards
of German Companies, 1990
(number)

Corporations
Bankes on Deutscbe Dresdner Commerz- Other
suspervisory boands Bank AG bank AG bank AG banks

1 - 45 22 12 43
-2 7 1 2 7
3 0 0 0 2
Total cases of

representation 52 23 14 52
Chairmanships 15 3 0 11

Note: N - n10.
Son=c Perlicz and Seger, forthcoming, p. 18.

Table 12-6. Total Banks' Representation in the Supervisory Boards
of German Companies, 1990

Bankers on Number of Percentage of
supervisory board c6irporazions corporations

None 18 16.4
1 51 46.4
2 19 17.3
3 17 15.4
4 or more 5 4.5

Note: N- 110.
Source: Perlitz and Seger, forthconming, p. 19.

according to a survey conducted by the Monoollkommission in 1978,
bank representatives occupied 145 seats on the supervisory boards
of the largest one-hundred publicly held corporations in Germany
(Edwards and Fischer 1994). The main banks (Deutsche, Dresdner, and
Commerzbank) accounted for 94 of the 145 representatives (Edwards
and Fischer 1994).
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The enormous success of German banks insoliciting proxies is easy
to explain: there is a factual compulsion to use the banks as trading in-
stitutions and depositories. Because banks do not charge their clients a
fee for the additional service of casting votes on their behalf, it is easy
for them to solicit proxies from their clients. Thus, the free-riderprob-
blem on the demand side of voting services has been overcome. The
question then arises: do banks exercise their voting power in the best
interest of their clients? But before we turn to this question, let us
describe briefly the extent to which banks are allowed to cast the votes
of their clients at their own discretion.

In order to cast a vote for its clients, the bank needs a special
written power of authority or proxy, which may not be induded in the
general standard form contract governing the bank-customer relation.
This proxy cannot be given or more than fifteen months, and it is
revocable at any time (§ 135 [1], [2], Aktiengesetz). Before a shareholder
meeting, banks have to recommend to their customers how to vote,
and they must ask for special instructions. To enable the client to make
an informed decision, the bank has to submit its own proposals of how
it intends to vote in case it does not receive any instruction. In such a
case the bank may then vote the client's stock in accordance with its
previous proposals (5S 128 [2], 135 [5], Akiengesetz). In most cases, a
bank votes the proxy on the basis of a carte blanche and in accordance
with proposals that are of its own making. Apart from extraordinary
cases, banks usualy take sides with the proposals of the management
(which does not exclude the possibility that management has checked
in advance with the major deposit institutions to determine if certain
proposals will have a chance to pass; see Bericht der Studienkoinmission
1979). Banks usually content themselves with mailing a proxy form
sheet, routinely suggesting that the vote should be cast in accordance
with the proposals of the management if the shareholder has not given
other instructions. Empirical surveys have shown that customers give
directions of their own in only 2 to 3 percent of all cases (innenga
1978, p. 103). Any vote that departs from either the customer's guide-
lines or the bank's own proposals has to be reported and accounted
for to the client (5 135 [10] Aktiengesetz). Apart from the provision
that banks follow the explicit instructions of their clients, the Stock
Corporation Code does not say much about the duties of the deposito-
ry banks when voting their clients' stock (Kbndgen 1994). Provision
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5128 [2] of the Aktiengesetz requires that the bank's proposals for
voting be in the best interest of the client-shareholder. Only two
provisions address conflict of interest. First, if a bank has been given a
proxy to vote the stock of its own company, it may do so only if it has
been given explicit instructions regarding specified items on the agenda
(5 135 [1] Aktiengesetz). Second, the bank has to disclose if one of its
managers is a member of the supervisory board of the issuing company
or vice versa (5 128 [2] Aktiengesetz).

From the above analysis it should be clear that banks have a sub-
stantial degree of discretion when they exercise the voting rights of
shareholders. Since banks are able to vote at their discretion to a large
extent, the question remains of whether this voting power is exercised
exclusively in their clients' interest. Recall first that there is a problem
of asynmmetric informLation inherent in markets for voting services.
Again, if shareholders that hold small equity claims do not care about
their right to vote, why should they try to evaluate whether a voting
agent acts to their best interest? And why then should a bank as voting
agent provide for good quality?

We can look at this question from two different angles. First, po-
tential conflicts of interest have to be identified when a bank exercises
voting rights in other corporations. The multiple roles of German
banks as advisers, lenders, equityholders, and voting agents have to be
taken into account. This analysis, however, would rely on the assump-
tion that the management of banks will try to maximize the value of
the banking corporation. But banks very often are large, publicly held
corporations themselves. Thus, we also need an understanding of the
particuLar objectives of bank s managers as the decisioninakers of large,
publidy held corporations when they decide on how to vote their cus-
tomers' shares in other companies (Edwards and Fischer 1994, p- 237).
Specifically, we are led to ask whether the t±uique combinations of
proxy voting power and equity holdings between banks and other cor-
porations in Germany are a device that enables self-interested managers
to protect each other against the threat of dismissal by dissatisfied
equity owners and to establish a "cooperative shirking equilibrium.'
Although there is some anecdotal evidence that proxy voting power is
exercised to the detriment of the clients' interests in single cases
(Wenger 1992), there are no systematic studies on the voting behavior
and policies of depositary banks and their managements. But if we look
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at the incentive structure of these intermediaries and their manage-
ments, and keep in mind that there is considerable discretion to use
their positions as proxies in their own rather than in their clients'
interest, the guess is certainly that this monitoring darice comes at an
additional agency cost for the shareholders. The ag. .cy cost of the
monitoring system that we analyze is the sum of the investments borne
by the shareholders in limiting shirking or opportunistic behavior of
the depository, plus the costs associated with remaining or residual
.aboptimal behavior. Since small shareholders are rationaly apathetic as
shown above, the amount of the investment of the shareholders them-
selves to lit shirking or opportunistic behavior will probably be low;
or even zero, whereas the residual cost may be high if there are no
mechanisms to reduce this cost.

There are only a few legal provisions that address conflict of inter-
est and try to ensure that depository banks pursue the interests of their
clients. The provision that banks comply with express directions from
their clients is certainly not an innovation. In addition, Aktiengesetz
(5 128 [2]) requires that the bank's own proposals for voting the proxy
be in the best interest of the shareholder. This broad phrasing gives
way to almost any interpretation (see Kondgen 1994, p. 552). Courts
have never tried to specify the meaning of this rule because share-
holders have not brought suits against depot banks so far7 The provi-
sion that banks may vote their own stock only if they have been given
express instructions on how to. cast the vote (5 128 [1] Aktiengesea)
covers only a small range of possible conflicts of interest. The banking
supervisory authorities do control the deposit and proxy voting busi-
ness of banks to a certain extent; this control, however, is merely for-
mal. It is confined to checking whether the depository institutions com-
plied with the provisions of the Stock Corporation Act. In addition it
provides that a bank has to document the reasons and deliberations that
led to its voting proposals.8 The most effective control is probably
exerted by tbe fnancial press and the public debate on the role and eco-

7. With only one exception; see Kondgen 1994, p. 545.
8. See Nos. 14 and 15 of the 'Richtlinien fiir die Depotprfifung,' as of De-
cember 16, 1970, in Buniesanzeiger 239, December 23, 1970.
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nomic power of banks.9 Banks are responsive to this critique because
abuses could lead to adverse public or political reactions.

Now, let us look at the main reasons that banks might be inter-
ested in soliciting proxies from individual shareholders. This analysis
will reveal a number of conflicts of interest for banks that might at-
versely affect the interests of small shareholders.

Banks could try to protect and enhance the value of their own equity
investments. As we mentioned above, German banks may, and do,
hold, in addition to their position as proxyholders, considerable equity
stakes in firms. Te 4,191 banks that are supervised by the Federal
Banking Supervisory Agency (Bundesaufsichtsamt fUir das Kreditwesen)
held 4,802 direct participations in other firms of more than 10 percent
of the capital of these firms in November 1993 (Federal Banking Super-
visory Agency 1993). Proxy voting power may enable a banik to influ-
ence the management of a particular corporation to deal with other
companies where the bank has substantial equity boldings. If these busi-
ness transactions with other bank-controlled companies benefit the
bank's shareholders but are not in the best interest of the shareholders
of the controlled corporation, close and ongoing monitoring on behalf
of these shareholders does not pay off for the bank.

Also, as a creditor commanding over half the votes at a shareholder
meeting because of its own holdings and proxy voting rights, a bank
can choose who manages the firm. It will choose people who implicitly
promise not to harm the interests of the creditor by engaging in. overly
risky projects, distributing assets to shareholders, and the like, with-
out the bank's approval. In case of misbchavior it can punish manage-
ment-learly, the incumbent management will anticipate this possibili-
ty. The addition of custodial shares to its own equity holdings seems
to be a perfect arrangement to get the necessary leverage on a firm's
management to protect the bank's own credit investment without shar-
ing the risks. Because proxy voting rights yield disproportionate voting
power, the bank will not bear the residual losses from an overly risk-

9. On December 8, 1993, the Committee on Economic Affairs of the federal
Parliament heid a public hearing, the 'Power of Banks and Insurance
Companies." Depository voting was one of the issues (some of the statements
are published in ZeitscbfrfimrBankreclt und Bankpolitfk, 1994, issue 1, p. 69.
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averse investment strategy commensurate with its control over the com-
pany. It does not matter that this power usually has to be shared with
other banks; as creditors they have largely parallel interests in dealing
with the firm's management.

A bank does have incentives to act as a depository and get as many
proxies as possible in order to be able to cast votes and send representa-
tives into board rooms, because this will increase the likelihood that the
bank will get a share of the respective firm's financial business. The
main banks that command the most votes at the general meeting of a
given firm will most likely be among the (leading) members of an un-
derwriting syndicate for the issuing company (B8hm 1992). There re-
main complaints about the stable structures of these syndicates and the
low degree of competition in the market, although things seem to be
chonging in issues on the national market (Verband der Auslands-
banken in Deutschland 1993). Furthermore, banks may want to hold
proxy voting power in order to maintain their dominant role as leaders
of a syndicate when new shares are issued. Since the ecisting equity
owners usually get the right to purchase the shares of a new issue, a
bank with a great number of shares on deposit is in a good position to
arrange the sale of shares to the existing shareholders (Edwards and
Fischer 1994, p. 216).

Banks may also prefer projects that need (higher) external (credit)
finance to projects with a comparatively higher net present value for
the firm and greater benefit for the shareholders (Bahm 1992). If the
assertions of the ma.nagerialists are correct, corporate managers do not
pursue profit maximization, but rather seek size or growth nmaximiza-
tion (Klein and Coffee 1990, pp. 161-62). This mean that there may
be a common interest between managers and custodial banks at the ex-
pense of shareholders. The evidence, however, is mixed. Credit finance
does not play a more important role in firms where banks exercise sub-
stantial proxy voting power than it does in firms that do not have
banks in a comparable position. Large corporations with banks as
proxyholders rase significantly less bank finance thaan the German
corporate sector as a whole (Monatsberichte der Deutschen Bunrdes-
bank- Oct. 1992, p. 31; Mayer and Alexander 1990). A related issue
concerns the dividend policy of firms. Management may prefer to
retain earnings rather than distribute them to shareholders. This makes
the firm less dependent on external finance and provides a way to
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conceal fluctuations in future reported earnings, and thus reduces man-
ageinent's accountability for losses. Banks are said to support this
restrictive dividend policy when casting their clients' votes to protect
their credit extensions or to get a share of the firm's financial business
(Brhm 1992, pp. 139-40, 143, 149; Immenga 1978, p. 121). At the same
time, retaining dividends means that management becomes increasingly
independent and "emancipated" from external finance as the internal
funds grow. But perhaps banks tend to neglect this long-term develop-
ment in order to pursue their present interes.

Still another incentive to get proxies existsfor management of banks
that are publicly held corporations with widely distributed shares.
Mutual proxy or capital interlocks between two banks, a bank and an
insurance company, or a bank and an industrial firm can dilute the
respective managements' ability to control each other when exercising
the voting rights of third parties. If managements can punish each other
because both firms hold a sufficient amount of either the stock of the
other firm or its shareholders' proxies, they will probably refrain from
being a nuisance to the other side. Such mutual proxy and capital
interlocks ensure that the respective managements can support as well
as punish each other.10 Ia the past, banks have helped the management
of other banks and large firms whose stock they vote protect them-
selves against unwanted takeovers by changing the target finu's corpo-
rate statutes to dilute the voting power of a possible challenger. 11

Admittedly, this incentive does not play a role in cases where the
ownership structure of the deposit bank looks different-as is the case,
for example, at a privately held bank or at savings banks (Sparkassen)
owned by a municipality. To sum up, there are a number of conflicts

10. For example, according to GottschallCs study (1988), in the shareholders'
meeting of Commerzbank in 1986. Commerzbank's management commanded
34.58 percent, whereas 26.22 percent of the votes were cast by the other two
big banks (Deutsche and Dresdner Bank). In Dresdner Bank's general meeting
the numbers were 47.08 percent and 16.98 percent, respectively. In order to
get the majority of votes each side depended on the other.
11. See Lutter and Lammers 1990. It has to be mentioned, however, that the
views on such anti-takeover provisions and the interests of the target's
shareholders are not unanimous in the academic literature (see Baums 1990; for
a different view see Zbllner and Noack 1991).
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of interest for banks exercising proxy votes that might adversely affect
the interest of small shareholders. Apparently, the German system of
depositary voting is in need of a change. In the following, we will try
to evaluate the costs and benefits of a market where there are
entrepreneurs, who can earn profits by lowering the costs that
dispersed shareholders must bear to exercise informed, coordinated
voting power.

A New Approach

Let us now turn to a proposal that might help to establish a market in
voting services despite the problems mentioned above. The main
requirements are outlined below.

Voting agents offer their services to the corporation and declare the
prices they intend to charge for their services. Eligible as voting agents
are auditors and auditing companies only. Any business linEks between
the voting agents and the corporation and/or the shareholders of the
corporation are prohibited by law. These restrictions do not apply to
other parties that exercise shareholder voting rights on the basis of
specific instructons.

* Shareholders will be furnished with the all relevant data con-
cerning these offers. Voting agents wmll be elected by the aaive
shareholder. the votes may be cast by postal vote, by representa-
tives on the ground of specific instructions, and by shareholders
who attend the general meeting. The voting agents will be
elected for a certain period of time. After each period-say,
three years-there will be a new election. In this election the in-
cumbent voting agents are not allowed to represent. share-
holders. Moreover, a term limit prohibits reelection of a voting
agent for more than two consecutive terms. After such a break,
however, voting agents are free to campaign for a new election.

* 7bere is a limit on the number of voting agents that may be
elected, depending on the ownership structure of the corpo-
ration. In corporations that are listed on a stock exchange there
may be no more than three (3) voting agents at a time; unlisted
corporations with a nominal equity capital of more than DM
I million may not have more than two (2) voting agents. In
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corporations with a nominal equity capital of less than DM 1
million, voting agents may not be elecced.

* In order to be elected, voting agents need to get at least 5 percent
of the votes cast or votes representing more than DM 500,000 of
the nominal equity capital of the corporation.

* The voting agents represent all shareholders except those who
attend the general meetings during their tenure or are represented
by a person that has been given specific instructions or a special
proxy. For exampla if, say, 60 percent of the shareholders
attend the general meeting or are represented by third parties
on instructions, the voting agents will automatically cast 40 per-
cent of the votes not present. Thus, there will be a 100 percent
rate of sbareholder representation in any genera meeting.

* The voting agents declare in advance how they plan to decide the
zssues of the general meeting's agenda. If shareholders want to
vote otherwise, they have to attend the general meeting or send
their specific instructions to the bank that holds their shares in
custody.

* The voting agents cast votes of nonactive shareholders according to
their success in the election. Thus, if two voting agents have been
elected, and v oting agent A received 40 percent of the votes,
while votng agent B gOt 20 percent, A represents two-tids
and voting agent B one-third of the inactive shareholders in the
general meeting. Shareholders, of course, are free to choose
whether to attend the general meeting, let third parties decide
on specific instructions, or to rely on the voting agent.

* Tbe voting agents are paid by te corporatioM
* Voting agents willb e supervised by a regulatoy authority.

This regulatory framework should assure that a well-functiong
market for voting services will emerge. First, recall that there may be
free-rider effects on the demand side if firms will offer voting services.
By requiring the corporation to remunerate the voting agents, hower, a
cost-sharing mechanism will be introduced thatforces afl the shareholders
who gain from the effort of informed, coordinated voting to payfor this
activity through the corporation. (Kailfass 1992a,b). True, if the active
shareholders hold only a small proportion of the shares, they will bear
only a small fraction of the cost of their choice. 'Thus, they might be
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led to vote for an expensive voting agent. Hiring an uaduly expensive
voting agent, however, would lower the value of the shares as well.
Therefore, the incentives to externalize costs on the inactive majority
are mitigated.

Second, the problem of asymmetric information has to be man-
aged. Shareholders, who hold only small fractions of shares, will devote
almost no resources to ascertaining the quality of the services of a
particular voting agent.12 Again, the cost of informing oneself will
exceed the expected benefits. Thus, we need a mechanism tbat allows
for an informed choice of voting agent. Enter the general meeting:
Voting agents should be elected by active shareholders. Basically, then,
active shareholders elect voting agents on behdf of the inactive share-
holdes. By allowing only active shareholders to cast a vote, the prob-
lem of asymmetric information will be overcome.

Active shareholders are-almost by definition-interested in corpo-
rate matters, and their interests, as far as profit-maximization is
concerned, align with those of inactive shareholders. Therefore, they
will carefully scrutinize the quality and prices of the voting companies
that stand for election. This quality control by active shareholders and
limited tenure will provide a voting trust with an incentive to work
hard on behalf of the shareholders it represents. Only by providing
monitoring efforts that benefit shareholder interest can the voting
agent hope to get reelected. The role of active shareholders in electing
a voting agent for inactive shareholders, however, might raise some
concern. Let us address two potential objections. First, active share-
holders might try to preserve their clisproportionate voting power in
the general meeting by refraining from casting a vote altogether. Be-
cause the election of voting agents requires the participation of only a
very small group of active shareholders (5 percent of the votes cast or
votes representing more than DM 500,000 of the nominal equity capital

12. Kallfass (1992a,b) wants shareholders to choose voting agents on the mar-
ket. Voting agents then are remunerated by the corporation according to the
number of proxies they solicited. This approach, however, does -not take into
account the rational ignorance of small shareholders. There is no reason to
assume that small shareholders will devote more resources in ascertaining the
quality of voting agents than to controlling the management's agenda.
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of the corporation), however, this risk will be minimized. Second,
voting agents may go with the proposals of active shareholders in order
to be reelected, when these proposals are disadvantageous to the inac-
tive equityowners. Leaving potentially adverse reputational effects of
such collusive behavior aside, there is good reason to assume that active
shareholders and voting agents will not collude to the detriment of the
group of inmctive shareholders. If a shareholder wants value-decreasing
changes of corporate policy in order to pursue his short-term interests,
he will not be interested in holding the shares of the corporation for
a long time. Thus, a voting agent cannot necessarily improve his
chances of getting reelected by going with the short-term interests of
a shareholder. Moreover, the competition between corporations for in-
vestors' money has to be taken into account. If, for example, an influ-
ential shareholder elects a voting agent who favors his interests over
those of other shareholder groups to the detriment of the corporation
as a whole, then, as a consequence, investors will be reluctant to
provide additional equity capital to this firm. In other words: the share-
holders' meeting choice of voting agents will become an important deci-
si on variable for Cmnstitutional) investors. Term limits and liability rules,
as weHl as the prohibition of any business links between the voting
agent and shareholders and the corporation to be controlled, should
alleviate the problem. Also, by allowing for more than one voting
agent at a time in bigger companies, a balance of power will be reached.
Agents will be watching each other, thereby reducing any risk of collu-
sion between an active group of shareholders and one of the voting
agents.13 Nevertheless, if we allow active shareholders to elect a votig
agent for inactive shareholders, why not do away with proxy voting
completely? Indeed, because our proposal relies essentially on a con-
vergence of interests between large, active shareholders and dispersed,
inactive shareholders, it seems logical that votes would only be cast by
the former. But there is a significant difference: if active shareholders
only are allowed to cast a vote, the extent of their control is limited to
the amount of their shares; therefore, undermomitoring is inevitable.
But hiring a voting agent brings another strong monitor into the gover-

13. Also, by allowing for only for a limited nurnber of voting agents, thefree
rider problems of the supply side of voting services should be mitigated.
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nance structure of the corporation. Thus, control will increase. More-
over, this arrangement might attract institutional investors, who do
attend the shareholder meetings, but do not want to engage in dose
monitoring of the corporation.

Summary
Allocating voting rights on fundamental corporate matters to the share-
holders as the residual claimants of the firm represents a commitment
by the corporations' decisionmakers not to act to the detriment of the
investors after the investment is made. Problems of collective action,
however, diminish the value of this bonding device. Holders of small
equity claims lack the incentive to acquire and to act on information
about the impact of the management's proposals on firm value. Proxy
voting and takeovers are costly alternatives. We propose another mech-
ansm-active shareholders should be allowed to elect a single voting
agent for a specified peiod of time. The voting agent acts on behalf of
the shareholders who do not attend the general meetings in this period.
After each period there will be a new election. Because of limited ten-
ure, a voting agent has an incentive to work hard on the behalf of the
shareholders he represents. The voting agent is paid by the corporation.
In order to avoid potential conflicts of interest, personal interlocks and
business links between the voting agent ard the corporation or the
active shareholders have to be prohibited.
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