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ABSTRACT: This discussion paper raises the question of privatization in transition count-
ries, when necessary financial framework is absent. In CEE-counties, banking sector is
weak, stock markets are fragile and other institutional investors are still in learning process.
Furthermore, different privatization methods will need rather different financial basis. Paper
is comparative study of two main financial systems e.g. stock market-based and bank-based
systems and their solvency in Eastern European circumstances. This research field is essen-
tial while firms are privatized without necessary control mechanisms of capital allocation.
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THVISTELMA: Tami tutkimus selvittdd yksityistimisen onnistumista Hi-Euroopassa, kun
tarvittava rahoitusjirjestelmd on vield kehittyméton. Tama tarkoiftaa sité, ettd pankkien 1oi-
mintakyky on heikko, osakemarkkinat epivakaat ja muut rahoitusinstituutiot hakevat edel-
feen muotcaan. Tamin lisdksi en yksityistdmismenetelmat tarvitsevat erilaisia rahoitusmuo-
toja. Tutkimusmetodi on vertaileva, ja raportissa tarkastellaan kahden erityyppisen rahoitus-
jdrjestelmén (osakemarkkinakeskeinen ja pankkikeskeinen jdrjestelmi) soveltuvuutta Ita-
Euroopan olosuhteisiin. Tutkimusalue on keskeinen, koska yrityksid on yksityistetty ilman
vaadittavia pdfiomien allokoinnin valvontamekanismeja.
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EXECUTIVE SUMMARY

This study presents evidence on the internal governance mechanisms, and the role of
banks and capital markets as a external conmoliing force in two main economic
systems. Other mechanism is called Anglo-Saxon system as in UK and US, and other
bank-based system as in Germany and Japan. Using this experience, it explores
ownership issue and the relationship between industrial organisation and financial

interest groups i the Central and Eastern European (CEE) circumstances.

The objective of the study is to provide a valuable perspective and to enhance
anderstanding on  organisational power mechanism and development for large

corporations in the transition environment.

Secondary objectives were to extend and modify those needed mechanisms for
mstitutional development, corporate control and governance. It can then be assumed
that this economic goal is based on the assumption that profit-seeking incentives and
informative contracts between different interest groups will describe the final success
or failure of the enterprise. Furthermore, the formation of incentives and contracts
depend on the information available, which instructs the behaviour of different

SCONOMIC actors.

The future success or failure of the firm may be determined as much by the
randomness of the valuation of the claims as by the efficiency of management in
running its enterprises. Therefore, this study points out the importance of marked-
based internal and external governance during the transformation process to control
residual claims. Then, the analysis raises two questions: What ownership structure are
needed to form profit-seeking incentives, less incomplete contracts and valuable
information flows? Which factors explain the formation of functional institutional

mechanism controlling and instructing the enterprises in the CEE circumstances?



1. Introduction

The approach of corporate governance has become widely discussed in the recent
years and it is an issee of immense importance both to the policy makers and individual
firms. In various contexts, the influence of external and internal mechanisms to control
managerial decisions have been focused upon. The literature on this field is more
concentrated to analyze capital market-based mechanism in the UK and the US, but
recenily the importance of banks and other financial institutions as an external
controlling force are also discussed in many studies. In some countries, as in Japan and
Germany, large banks own large stocks of company shares and their representatives
have a significant role through supervisory boards in the company. Transformation
process in the Central and Eastern European (CEE) countries has accelerated the
magnitude and importance of such governance mechanisms. It is valuable research field
becaunse large state-owned corporations and financial institutions are under
reconstruction. During socialist period, the role of banks was passive and their purpose
has been to wansmit credit for the state-owned enterprises. The lack of private
ownership has led to poorly developed capital markets. The financial bureaucracies
were Insolvent, and not usable in the new system. (i.e. immature centralizes banking

system, the absence of institutional investors and other financial intermediaries).

This working paper explores the significance of incentives and the contractual
relationship between industrial organization and financial interest groups. It
summarizes the literature on corporate governance and presents evidence on the role
of banks and capital markets as an external controlling force. The method is
comparative and it presents main theoretical findings and some empirical results
Jrom this research field. It exploits the experiences of two different governance
systems as a background to form a theoretical framework for the transition economy

circumstances. Paper is motivated by remarkable privatization and restructuring



process in the wansition economies where the privatization has used to enhance
managerial incentives and to provide necessary monitoring system in the transition
environment. Therefore, it discusses many aspects of corporate governance, while the
control mechanisms over the firms in the command system have broken down before

alternative mechanisms of a market economy could be established.

In the chapter 2, the theoretical background of corporate governance and its influence
to form incentives by nsiders and outsiders of the enterprise, to decrease asymnetric
information, and to enter into more complete contracts is presented, This is guided by
the assumption that the loss of control and valuable information can deteriorate

managerial incentives and ‘effective’ coniracts.

Chapter 3 pomts out the implications for external control mechanisms of the
enterprise. The transformation process raises many doubis how financial capacity and
production resources may be harnessed to create durable internal structure of the firm
and modify the behavior of institutions. In this context can be asked which factors
explain the formation of functional institutional mechanism to control and instruct the
enterprises in the transition circumstances. Since a market economy can be built from
the entrepreneurial initiative of the new private sector and from successful privatization
and reconstruction, the process has to include the functional range of financial
institutions  that are required in the decentralized economy. Domestic financial
institutions will play an important role in this process. Therefore, chapter discusses the
importance of these institutions and concentrates on the necessary contributions to
build an external governance structure. Hence, it is concentrated on the view that how
the responsibility of new managers can be controlled to raise the value of the firm, and
how these new firms are conwrolled by external stakeholders. In this controlling
mechanism it might be separated which belong 1o the banks and which to the capital
markets. Corporate governance approaches in the western cconomies include
monitoring Systems such as capital markets, banks, mutual funds, but their incentives
to affect the firm’s management vary in different economies. The evolution of capital
markets in the UK and the US, but not in Japan or continental Europe has resulted

different signalling nexus between shareholders and the management.



2. Theoretical Background of Corporate Governance

In the classical theory of the firm, the firm: adjust its costs to product price movements
and thereby pursue to maximize its profits. The economic agents who are acting inside
or externally connected to the firm are poorly measured and it does not explain

equilibrium if individual participants have conflicting objectives.

2.1. New Theory of Organization

The new progress of theory of the firm was established by transaction cost theory
(Coase 1937, Williamson 1985) and agency theory (Fama 1980, Jensen and Meckling
1976, Hart 1983 and Holmstrom 1979, 1982). These theories focus on the set of
contracts among individuals, and each of them is motivated by its self-interest in a

world of incomplete information.

The initial point of departure for the hierarchical behavior, contract and transaction
cost theory is established in the classic article by Coase. This article pointed out that
voluntary contracts among individuals will be needed to create more efficient behavior
in the fim. The hierarchy, the institutional form of a finm, is established in part to
provide the head with the ability to manage the coordination of the various factors of
production (Coase 1937). This hicrarchy is established when activities of different
individuals yield higher profit when managed together than when managed separately.
Hence, the purpose of context is to lower the mransaction costs inside the hierarchy
organzing more efficient production rather than lowering transaction costs forced by
the markets.

Alchian and Demsetz (1972) object to the notion that activities within the firm are

govemned by authority and correctly emphasize the role of contracts as a vehicle for

voluntary exchange. They emphasize the role of monitoring in situations in which there



Is joint input or team production. They identified the contractual framework of
managers on joint team production with one party who is common to all contracts of
the joint inputs, Manager has right (o renegotiate any input's contract independently of
contracts with other input owners. The function of the top manager is to oversee
among factors and 1o ensure the viability of the firm. The optimal allocation of the
firm's inputs, for example, well-organized human capital between other participants
like employees and other managers and investment for profitable’ capital, guarantees

the success or failure of the manager's work.

Fama (1980) examined the problem of management control measuring how the signals
provided by the managerial labor market and the capital market, and along with other
market-induced mechanism, discipline managers. In the managerial labor controlling
process ongoing firm is in the market of new managers and they seek information
about the responsiveness of the system in rewarding performance. A concern for
reputation alone will take of any deviant incentives. In the firm, each manager is
concerned with the performance of managers above and below him since his marginal
product is likely to be a positive function of theirs. The future wage level of the
manager 1s determined through the success or failure of the team thar be coordinates.
Top managers try to choose such policies that provide the most positive signals to the
managerial labor market. Fama argued thar competition among top managers
themselves perhaps is the best one to control the board of directors. They are most
directly in the line of fire from lower managers when stock markets and managerial

labor markets give poor signals about the performance of the firm.

The basis for principal-agency theory is an article by Jensen and Meckling (1976) that
form a firm as legal fiction that serves as a nexus for internal and external contracting
relationships. A firm is also characterized by the existence of divisible residual claims
on the assets and cash flows on the organization that can generally be sold without
permission of the other contracting individuals. Principal-agency theory is concentrated
on the contracts and claims on the assets of the organization; precisely with the
problem of information and the incentives of different individuals or institutions
connected externally of the firm (Holmstrdm 1979, 1983}, Owners are viewed as a

homogeneous group, that can be represented by the preferences of a single person, the



principal. The principal seeks 10 establish incentives for an agent, who takes decisions
that affect the principal, to act in ways that contribute maximally to the principal's own
objectives. However, there is two particular details that hinder to establish how agent
1s operating. First, the incentives of principals and agents will typically diverge, which
are expressed as incomplete contracts, and agent can defraud those with whom he has
a contractual relationship. Incentives of agent are a package of pecuniary and non-
pecuniary goals, which may not maximize profits (Milgrom and Roberts 1987, Shieifer
and Vishny 1986). This will create agency problems, when the agent does not agree to
actin the principal's interest, and second, the principal has incompletely informed about
movements of the agent. It is expressed in two forms: moral hazard reflects the
inability of the principal 1o observe without costs the decisions of agents. Self-sclection

reflects uncertainty regarding a characteristic of an individual.

Furthermore, Jensen and Meckling (1976) discussed the behavior implications of the
property rights specified in the contracts between the owners and managers of the firm,
and the analysis of agency costs generated by the contractual arrangements between
the owners and management. When owner-manager do not own all equity claims then
he bears only a fraction of the costs of any non-pecuniary benefits he takes out in
maximizing his own utility. Thus, he may generate larger amounts of the firm's profit to
various non-pecuniary aspects. Agency costs are defined as the sum of the monitoring
expenditures by the principal, the bonding expenditures by the agent, and the residual
loss. The principal has to use his time and skills to design some monitoring system to
limit the aberrant activitdes of the agent, that creates monitoring cost. Monitoring
reduces managers hazardous behavior and increases the value of the firm. Bonding
expenditures will rise when manager has o use his time to collect some accounting
data and other information to convince owners that he spends his time o maximize
firm's profit. Residual loss will come into existence when total value of the firm is
entirely imposed on the owner-manager. The residual loss represents the total agency
costs engendered by the sale of outside equity because monitoring and bonding
activities have not been allowed. The magnitude of the agency costs will depend on the

tastes of managers and the costs of monitoring and bondin g activities.



Therefore, we cun sum up that the formation of incentives and contracts depend on the
information available, which instructs the behavior of different economic actors. The
profit-seeking incentives .ind informative contracts between different interest groups
will describe the final success or failure of the enterprise. The future progress of the
firm may be determined as much by the randomness of the valuation of the claims as by

the efficiency of management in running its enterprise.

3. External contracts and corporate control

The question who controls the large corporation is one of the most enduring in the
industrial economics literature. The first premises in corporation governance issue ave,
posed by A. Berle and G. Means (1932), that ownership and control in the large
corporation were often separated, while owners were rtestricted to  control
management.. Study of Berle and Means have approached the question being
concerned about possible negative effects of the ownership structure in maximizing
profits. Several reasons can be found. First reason is that there is little incentive for a
shareholder to devote much attention to the monitoring and control of a company if
only a minute fraction of a total sharcholdings in a firm is owned. Shareholders can
only freeride rather than take part of decision-making. Second, the theory suggests that

managers avold courses of action that could potentially threaten them. Management

' Already classical economists have noted the implications conneeted to the corporate governance: A, Smith
{1776%: *The directors of such companics..being the managers rather of other people's money than of their own,
it cannot weli be expected, that they should watch over it with the same anxious vigilance with which the
partners privale copartnery [requently watch over they own. 1S, Mill (1885) 'The admirsstration of a Jjoint
stock associalion s, in the main, administration by hired servanis...the board of direclors, who arc supposed to
superintend the management have no pecuniary intercs. in the good working of the concern beyond the shares
they individuaily hold....1he business being the principal concern of no one except those who are hired Lo carry it
on...when hired service must ». cmployed, is the master’s eye 10 waich over 1. Marshall (18900 “After the
business has once got out of e tands of its origina] promoters, the control of it is left chiefly in the hands of
Directors; who, if the company is very large one, probably own but a very small proportion of its shares, while
the greater part of them have not much technical knowledge of the work 1o be done, I, Schumpeter (1934); "The
entreprencur is never the risk bearer. The one who gives credit comes 1o grief if the undertaking fails....Risk-
taking is in nio case an clement of the entreprenewrial function. Even though he may risk his reputation, the direct
cconomic responsibility of failire never falls on him’

¢



could include settling for lower but more stable prefits by aiming at growth in sales
and assets over profits, acting for the public interest instead of shareholder interest and

implementing strategies that involve low risk-taking behavior.

It is often argued against such criticism that, even though individual sharcholders
cannot act as ideal monitor, the stock market will function as a monitoring mechanism.
Manne (1565) argued that compettion for votes that are generally attached to equity
shares, or the market for corporate control, was the most important force driving
managers to maximize sharchoider wealth. The main conclusion is that if firms did not
maximize stock market value, they would simply be taken over by somebody who can

probably do it.

Hence, corporate governance issues are thrown o stark relief by events as takeovers,
owners’ reactions in shareholder meetings and proxy contests, and controversies
between boards and management. Nevertheless, this is only a half truth of the story
while m different economies, there is a distinct brand of corporate governance,
reflecting networks between institutions and firms, capital markets, and depending on
legal, regulatory and tax regimes. Regulation can affect the way in which firms are
owned {(stock exchange rules), the form in which they are controlled (legal forms), and
the process by which changes in ownership and control take place (take-over codes)

(Jenkinson - Mayer 1992).

3.1. Which Western Monitoring Model?

The different national brands of corporate governance fall into two broad types. First is
based on the Angio-American governance system, as in the United Kingdom and the
United States, which emphasizes liquidity in the stock market. The UK and the US
have created a system in which ownership and control is conferred on outside investors
with littie direct stake in the firm, little incentive to monitor by individuals and little
ability to control. The ownership is dispersed among large number of individual and

institutional investors and cross-holdings are restricied by law. The Japanese-German



governance structure has originated different way. Corporate power is shared between
managers and active financial intermediaries, because banks have large proportion of
corporation shares and banks' role is remarkable in debt-financing. Ownership of
individual firms is concentrated in the hands of a small number of other firms, banks

and families, and crossholdings are remarkable.

3.1.1. Capital Markets as Monitoring Force: the US and the UK

The classical context of corporate governance can be stated throy gh external contracts
and capital markets. External contracts are written implicitly or explicitly between firm
and some other participants that are not 'working' inside the firm. In the Alchian and
Demsetz (1972) framework, risk bearers (siock holders) are identfied as the residual
claim holders, and who has right to sell his central contractual residual status. When
stock holders have right to residual profit, they have ri ght to contro} the firm’s decision
making. Financial securities give their holders certain right concerning decision making
and control. The risk bearers provide important but indirect assistance to the
managerial labor market in its task of valuing the firm's management. They have a
strong interest in the existence of a capital market that efficiently valuate the firm's
securities. The information from the capital markets assists sharcholders 1o revaluate

firm's management.

In the UK and the US, the role of corporale governance has been mentioned 10 be
formed into liquidity of stock markets, by financial institutions and by influence of
takeovers. The benefits of contractual relationship in the capital markets can be
identified as follows: first, it provides possibility to affect to the agents through the
share price movements; Second, it enables takeovers as a mornitoring mechanism; and
third, it provides information to agents about anticipated cash flows of particular

projects or activities.

The first argument supports the view that changes in share price will change effort and

behavior of agents. If share price falls, the agent will be afraid of posstble reactions of



boards of directors or shareholders, Thus, he will use more effort to improve finm’s
preductivity or effectiveness, However, some doubts can be found in this corporate
governance system. The main problem to use ‘sharcholder power” is connected 1o the
dispersed ownership. The shareholders as residual claimants can hedge against failings
of any given team by diversifying their holdings across teams, Therefore, if portfolios
are largely diversified, no sharcholder has individual effort to contro) detailed activities
of any firm. Smaller sharcholders with largely dispersed shareholdin gs are more mobile
and they do not suffer remarkable loss liquidating shares. Therefore, they can just sell
their shares if they are dissatisfied. Moreover, while shareholders optimal allocation of
risk bearing produces a problem that portfolios are too diversified across the securities
of many firms to take much direct interest in a particular firm and they are 100 lazy to
use his voting right, there have 10 be some other mechanism which control firm’s

management,

The second argument is connected to the takeover mechanism mainly used in capital
market based economies as in the US and the UK. Stockholders can use their power
through the threat of take-overs that are commonly viewed as playing two related
roles. First is that the threat of take-over may contribute to efficient management by
making managers concentrale on maxinizing sharcholder's value. Second role i
connected to the managerial failures while take-overs allow, in theory, that poor
management can be replaced with good one. Certainly many takeovers in the US and
the UK in the 1980's bear out this view that gross managerial slack can be diminished

by hostile takeover or even threat of takeover.”

While the takeover threat is clearly a force that motivates managers to look after their
sharcholders, it has distinct imitations. In reality, takeovers are known to be costly and
imperfect mechanism for conwrolling the firm and its management. Even in the Us,

regulatory developments and the chilling of the junk bond market have restrained the

* The 1akeovers as a corporate control mechanism are rare in Germany and Japan. Merger markets are 15 to 20

times more active in the US and five wo 10 times more so in the UK (Prowse 1995). Based on the analysis of
Kaplan (1993) Only 2 per cent of large Japanese firms are Laken over or merged in 1980-1989 in contrast 272
per cent of the Yarge US firms. :



takeover market, and even before these developments there were sizeable cost barriers

to hostile takeover,

Therefore, it would be an overstatement to claim that the market for corporate control
actually exacerbates managerialism on the part of acquirers. It is clear that the threat of
hostile takeover places only broad limits on the degree to which managers can run the
firm in the interest of parties other than shareholders. In praciice, individual
sharcholders have thought o play little direct influence in the management because
boards play minute role in corporate governance, especially in the UK (Franks - Mayer
1992, Jenkinson - Mayer 1992). Even if institutional institutions play a significant role
in shareholding, the value of institutions themselves are measured on quarterly and
annual share price appreciation, and they are not interested to control companies. Even
if the large proportion of equity is held by institutions, none of these hold the large
proportion of shares in any large companies. Some critics also appear to argue that
Anglo-American corporate governance applies 100 much pressure to maximize short

term shareholder value (Thompson - Wright 1995).

Third argument raises the guestion of information flows through the capital markets.
As discussed earlier, the separation of ownership and control causes the problem of
managerial discipline. The role of the capital markets is to give beyond those provided
by reward schemes based on accounting data. Public wading atlows managerial
incentives to be provided according to the continuing performance of the firm' share
price (Tirole and Laffont 1993, Holmstrom and Tirole 1993). Analyses of financial
institutions affect at least partially firm's stock prices. Stock market prices contain
information about the firm's future prospects and, thus, about the agents' long-term
decisions. For financial participants, the capital market is all about the evaluation of
risk, the pricing of risk, and the allocating of risk, and especially the risks associated
with the activities of individual firms. It provides a mechanism for rationing credit or
the funds available for new investment among the ompeting users of demanders or
borrowers. Investors' choices as reflected in the capital market provide a vehicle for
the evaluation of the risk of a portfolio activity for distinguishing betweer market risk

and firm specific risk.

10



3.1.2. The Role of Banks and Governmental Institutions: Germany

and Japan

In Germany and Japan, the liquidity of capital markets is significantly lower than in the
UK and the US but the investors role is more conspicuous in internal decision-making
of the company. The shares are rarely traded and hostle takeover is @ rareness on
Japanese and German capital markets. Management follows mostly signals from
supervisory boards than day-today stock price movements. Long-term crossholdings
are common between banks, enterprises and other financial intermediaries. In Japan,
power of individual shareholder voice is associated with main bank control within 2
Keiretsu-grouping of Japanese firms and similarly in Germany for firms with close
relational banking links (Kester, 1991, 1992). Therefore, traditional explanations for
the success of the Japanese and German main-bank system stress that financial
intermediaries can serve a monitoring role. This provides a substitute for the external
capital market and the marker for corporate control (Stiglitz 1985, Sheard 1989,

Lascher - Edwards 1993, Scheiner - Lenne 1992, Ziegler - Bender - Bichler 1983).

Banks are significant holders of equity shares. For example, German banks as a group
own nearly 10 per cent of all domestically listed shares of German companies, and own
more than 25 per cent of at least thirty-three major industrial corporations (Scheiner-
Lenne 1992). Percentage of outstanding shares owned by banks is even larger in Japan
where banks own more than 18 per cent of shares (see table 1). While banks are
admitters of loans and remarkable equity holders, they are motivated to be concerned
with long-term company effectiveness rather than short-term cash flow. While Cross
shareholdings are not resuicted and banks are responsible to organize intra-group
loans, many companies regard a long standing bank relationship as a kind of insurance
bearing appropriate premiums in good times and offering corresponding protection
when fluctuations go less well (Scheiner - Lenne 1992). Aoki (1990) remarked same
behavior with Japanese banks. The main bank is as a manager of a loan consortium to
admit & long term credit to the company. Therefore main-bank organizes various
Tescue operations to secure a loan repayment. Close banking relationship is significant

to explain relatively importance 1o react profitability changes in the firm, While debt

11



contract is rather explicit by nature, banks have advantage to follow finm’s accounts,
repayment of short and long-term credits, In the case of negative profits or bad states,
bank can force management to make changes in organizational structure to decrease
transaction costs. If bad swate continues, bank have possibility to take over the
management. However, the role of banks in decision making still differs, while bank
representatives rarely hire of fire manager or interfere in general policy making in

Japan.

Table 1. Ownership structure in 1990: the UK, the US, Germany and Japan.

United States Urnited Kingdom Japan | Germany
All corporations 44.5 62.9 72.9 64.9
Financial Institutions 30.4 52.8 48 22.0
Banks 0 4.3 18.9 10.0
Insurance Companies 4.0 19.0
Pension Funds 20.1 48.5 9.5 12.0
Other 57
Nonfinancial corporations 14.] 10.1 249 42.0
Individuals 50.2 28 22.4 17.0
Foreign 54 6.5 4.0 14.0
Government ¢ 2.5 0.7 5.0

Source: Prowse 1995

12




One of the main reasons in order to explain differences in corporate governance are
regulation and restrictions of ownership Jaws across countries. Prowse (1995) has
made an extensive survey comparing differences of corporate control in leading
industrial countries. In Japan, banks can hold up to 5 per cent but in Germany there is

10 restrictions how much a bank can own company’s shares.

The evolution of universal banking has developed a large amount of services provided
by banks. A bank owns both debt and equity and this capital is controlled by boards
where stakeholders have possibility to use their voice by controlling decision making

inside the firm.

Institutions as life insurance companies can hold up to 10 percent of a firm’s stock in
Japan. In Germany, it can hold up to 20 per cent of 1otal assets in equities. In the case

of mutual funds and pension fund there is no restrictions (Prowse 1995).°

In Japan, the role of Keiretsu groups and governmental institutions has also been
noticed as one significant influencing force in corporate governance. Keiretsu’s are
classified as horizontal and vertical corporate groups. Main horizontal groups are
Mitsubishi, Mitsui, Sumimoto, Fuyo, Sanwa  and dai-ichi Kangyo and the
organizational center of the group is ‘president’s council’ (shacho-kai) (Shaede
1994a). Nevertheless, these groups are depended on the main bank, but this
relationship between group firms and banks are weakening because of the de-
regulation on international finance (Hoshi et al 1991), There are already some vertical
groups as Matsushita Electric and Nintendo that are not the members of shacho-kai
and they are more independent from the bank’s control. Schaede (1994b) has also

noted that ‘the most important influence to the Japanese management is through a
J

* *In the US, financial instilutions are constrained to buy large stock (rom the firm: Banks are prohibited from
owning any stock on their own account by the Glass-Steagall Act of 1933, Mutal funds have regulatory
restrictions 1o the ownership that exceeds 10 per cent. Alse, Pension Funds should diversify their portfolios, In
the UK, Bank of England may restrict banks to own on prudential grounds, In the case of life insurance
companies and pension funds, there is sell -imposed limits on fund assets invested in any onc company
stemming from fiduciary requirement of liquidity, Mutual funds are resiricted 10 take large stock holdings
from some specific company, 7 (Browse, 1995)



mechanism combining adminisirative and personal guidance, the roots, functions and
mechanisms of which are based on an intricate combination of power and efficiency
structure  between the firms, and firms and government officials’. The central
institution to influence by governmental officials has been MITI - The Ministry of
International Trade and Industry. MITI targets certain key sectors of the economy,
chosen after wide-ranging consultation and discussion throughout industry, and works
to ensure that those sectors grow rapidly and efficiently, Therefore, Japanese industrial

success can only partially explained by classical context of corporate governance.

4. Corporate Governance in Transition Countries

The issue of corporate governance and its main implications on TESIIUCIUring process is
plentifully analyzed and varying. As earlier have been noted, the ownership dispersion
is the initial stage and it is a base of the new ownership structure. Nevertheless, it does
not solve the internal evolution of the SOEs but it adapts on incentives of economic
actors. The main opinion on the wide point view is that state-owned enterprises will be
corporatized, moved out from the influence of the ministries that in principle were
controlling them. Shares should be distributed to some selected combination of
different interest groups including various interest groups as current workers,
management, different funds, holding companies, financial companies, insurance

companies, citizens, and the government.

4.1. The significance of Privatization

More viewpoints and criticism are observed that how western types of privatization
methods are suitable in the CEE circumstances. Even in western privatization, it has
been recognized by many researchers that simple ownership transfer may not guarantee
a performance improvement of the enterprise (Vickers and Yarrow 1988, Vickers

1991). There are two main exceptional features in the privatization process, which do
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not exist in the more industrialized countries. These features are connected to the

scale, duration and pace of the process.

Without controversy, a scale of privatization is the main discrepancy between more
mdustiialized and wansition countries. Vickers (1991) has characterized privatization
programs into three types of privatization: i) privatization of firms, which have to
operate in competitive product markets, ii) privatization of monopolies, which transfer
SOEs with substantial market power to the private sector, and iii) contracting out of
publicity financed services. In the former socialist economies, the large proportion of
privatization will relate to potentially competitive industries with substantial market
power. Unlike in market economies, privatization is not only a change of ownership,

but it actually generates a basis of ownership (Hunya 1993).

The duration of privatization determines the length of the unstable period, during
which organizational coordinations have been reorganized, and economic agents still
have no long term perspective guiding their decisions (Raiser - Nunnenkamp 1994).
Therefore, in the industrial progress the normal Schumpeterian innovative development
from the entrepreneur- manager firm to the publicity owned firm run by managers is
more painful in the transition enterprises, while partly nonviable capital stock already
exists and normal development like in the western Luropean countries is not possible

without restructuring large part of enterprises.

In the commeon point of view, the pace of the privatization can be seen as two-fold
process. Therefore, for example in Hungary, there are SORs that are rather effortless
to reorientate to the new market environment or sell to the foreign investors, and then
SOEs that will stay under state ownership. It is true in any case that companies with
valuable assets and human capital will be sold first and then are already sold. The pace
can be separated through different industrial sub-branches where the speed has been

different depending on their ’convertibility”® to the marker circumstances.

One of the main problem is that privatization can worsen the transformation process if
there is not an effective control mechanism as stock markets or financial institutions.
For ecxample, the russian privatization is made by voucher privatization. The lack of

governance will lead to the situation that main shareholders can use the company’s
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property 1o their own purposes. In Russia, firms are the coalition of managers and
workers, but the management is the main stockholder and it holds an average of
twenty-five percent stake. While legal restrictions agaist such benefits are lacking in
Russia, the battles over corperate control are attempts by outsiders to displace the
curreni dominant stockholders to obtain the associated benefits, and not to increase

stockholder value (Peck 1993).

4.2. Privatization and Theory of Contracts

4.2.1. Why Private Ownership?

As emphasized by Williamson (1985) and Grossman and Hart (1986) the ownership
structure does not matter if complete contracts can be written. In this hypothetical
situation, nothing was left to contingency, no uncertainties in cash flow, and no
difficulties to ensure that the agreed actions would be implemented (Milgron - Roberts
1992). In the world of incomplete contracts, however, it can not be directly argued
why private ownership would be preferable, while both ownership forms face agency
problems associated with the separation of ownership and control. The multiprincipal
situation in private company dilutes incentives and may yield tow-powered managerial
incentive schemes. In the case of a state ownership the government represent both

regulator and shareholder.

For state-owned firms, the task of monitoring managerial performance is entrusted to
government. Compared with private ownership and exploring the principal-agency
framework, the obvious superiority of private ownership over state ownership in
transition economies can be stated as follows: i) principals (politicians) do not
exclusively seek to maximize profits, which raise a problem of managerial incentives
and incomplete contracting, and ii) there 1s no sufficient control for the soft budget and

the bankruptcy constraint on financial performance.
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The incentives of politicians to control the state-owned enterprise is complex for
several following reasons presented by Vickers and Yarrow (1988). Two distinet
groups of state officials are involved in monitoring activities: politicians and civil
servants. Therefore, monitoring mechanism is consiructed by general public, its elected
politicians, nonelected civil servants and management of the state-owned fimm. If
politicians have a monitoring role, there is a possibility that decisions are taken with
view 10 maximizing the probability of electoral success because of considerable
informational asymmetries between politicians and voters. Politicians are unable or
resiricted making decisions, which are politically sensitive and perceivable such as
reductions in working force or plant closures. While politicians pursue to achieve
economic efficiency, the average voter has litle incentive to acquire costly information
about the performance of elected politicians in monitoring particular firms. Moreover,
the objectives of government can vary frequently, because the periods spend by one
politician for the control of a state-owned enterprise is frequently rather brief, and may

be ended by electoral failure,

State and private ownership imply different objectives and therefore different behavior
in the case of contract incompleteness. The multiplicity and 'social welfare' character of
government objectives extends the problem of managerial incentives in state-owned
enterprises, because a government has other objectives than profit maximization. The
problem with many government objectives is that, unlike profit maximization, they are
hard to contract upon. Therefore, government cannot commit to detailed incentive

CONIracrs.

This contract incompleteness is the foundation for the cost of state ownership, In the
state-owned company, managers are concerned that they will be forced to redeplioy
their investment 1o serve social goals such as containing unemployment, national
independence, or promoting regional development (Tirole and Laffont 1993). The cost
of state ownership can be measured as a suboptimal investment by the firm's mManagers
in those assets that can be redeployed to serve social goals pursued by the public
owners. The tighter congruence of managerial and ownership goals in a private firm

offers a better protection of managerial investments,
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The most conmmon argument against state ownership is based on the notion of 'soft
budget constraint’ as proposed by Kornat (1979). The state-owned firms in former
socialist countries do not have the incentive 1o economize on resources because they
can claim more resources from the state budget. A state-owned firm is not subject 10
the discipline of the bankruptey process, because the government subsidize it in
financial crisis, which reduces managerial incentives. Government frequently find
exceptions that warrant continuing subsidies. The imposition of a hard budget
constraint by the politicians may be politically impractical because of the opposition
from those affected. For example, the employees and consumers or other firms who

were previously getting their goods at subsidized price (Rowthorn - Chang 1993),

When the industry is experiencing a period of recession or more intense product
market competition, the role of the bankruptey threat as a control mechanism is likely
enhanced. Bankruptey helps to protect debt-financed investments against dissipation by
those who are actively involved in the management of the firm. If creditors are able to
control the level of debt of the firm they will be able 1o use this instrument to influence
managerial behavior by varying the incentive structure that faces the management. It
entitles creditor to liquidate the assets and forces to reorganize the firm. Ministries
often constitute obstacles to bankruptey, and the interests of other stakeholders also
work against bankruptey. Liguiditating firms means relocating employees, and that is
always painful. Furthermore, other claimants in a reform economy are often
unaggressive in seeking recovery of their claims. Several factors explain the potential
passivity of supplier-creditors and their debtors: First, the debtors obligations will be
covered, and payment will eventually be forthcoming. Second, if the debtor is a
monopsonist or the primary buyer, the supplier may be dependent on it for its survival,
Third, if the supplier is controlled by the same branch ministry, then the managers may
have no incentive to aggressively attempt o recover its claims, Fourth, creditors may
be indifferent to their own financial standing if they expect to be bailed out (Williamson
1992). Bankruptcy is rarely as a first line of defence for capital. It is an extreme
measure and comes in the late as a means by which to preserve and protect asset
values. Even in a swong property rights regime, bankruptcy is not a powerful
mstrument. Therefore, it is the more unrealistic 10 ascribe potency to bankruptcy as an

advocate for capital in weak property rights regime.
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4.2.2. Privatization: the Case of Hungary and Czech Republic

Hungary and Czech Republic have followed rather different privatization methods.
Hungary initiated its privatization program in 1989 using spontaneous privatization
method. Therefore, employees and employers had permission to make offer to buy
their enterprise. Afier spontanecus privatization, Hungary has fostered a domestic
capitalist class and it has used selling methods to create domestic entrepreneurs in the
small and medium-sized industries. Hence, the Hungarian privatization program has
based on direct sale and case-by-case solutions, and no voucher schemes are expected
1o emerge. Privatization s coordinated by State Property Agency (SPA) and main
vestors in the large-scaie privatization have been mainly found through negouations.
SPA provides an opportunity to make an offer by investors for the purchase of state
enterprises of their choice or shares in companies that constitute the property of the

State.

The role of foreign investors was seen as having a necessary significance in attempts to
g g Y
solve Hungarian ownership issue (Hunya 1991). There is same notions by Mihalyi
(1993) that the large scale privatization is used to sell “family silver” to foreigners.
During 1990-1993, the half of state revenues collected by privatization have been
Y P
remarked to come from foreign investors. The final purpose of such privatization
policy is to find “foreign core investors” who has an incentive to control the

management, and 10 bring new information, knowledge and innovation to the firm.

While State is still main owner in many companies this does not implicate that State
authorities are main decision makers because ‘strong owners’ can control the company
as munority stockholders (Mihalyi 1993). The foreign interests are directed towards
industrial companies with remarkable market shares and stable markets such as
consumer goods (Nestle, Phillip Morris), industrial production to lower production
costs in electronics (General Electric) and automotive industry (Volkswagen-Audi,
Suzuki Motor Co., General Motors), and infrastructure investments such as
telecommunication (Ameriech, Deutsche Bundespost Telecom, the US West

International, CGE Telecom Division, UTS).
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The Czech Republic has followed a markedly different path particularly in large-scale
privatization. Because of siow development the Czech government opted for & free
distribugion of a large part of state industrial assets to its citizens according to a
voucher scheme entithng them o receive shares in enterprises of their choice up to the
vaiue of the voucher (Winiecki 1991). This method was intended to increase the

. . . .. . . 4
incentives of ordinary citizen's over the enterprises.

Results of voucher privatization method are analyzed in different studies. Specific
reports to describe the behavior of the investors during the rounds of voucher bidding
1s documented by Svejnar and Singer (1994). During five bidding rounds, 93 per cent
of all shares were sold and the participation of citizens and institutions has been
remarkable. As a result, less than 2 per cent of voucher points has not been converted
into shares. The individuals who take part into the bidding process can allocate their
voucher points into privately formed investment privatization funds. According to the
analysis by Svejnar and Singer, individual investors allocated 72 per cent of their

voucher points into the such funds.

Boycke, Shleifer and Vishny (1993) have discussed the design of voucher (mass)
privatization focusing on denomination and tradability of the voucher itself and the
realization of the auction process. Mass privatization has its weaknesses and benefits,
Boycko et al. raise the question how 1o find effective owners to the distributed assets
and what mstitutions are needed to arrange efficient governance. The main efficiency
argument for mass privatization is that it is much faster than privatization by sales.
Before to sale the fivm it has 1o prepare for it, valuate etc., while mass method will
avold most of these phases. Other benefits are not so clear because mass method has
neither power to make changes in previous management nor set up efficient
governance of privatized enterprises. There is in any case political constraints 1o make

necessary changes and dispersed ownership by mass method will not give large

* For example, in Poland privatization began by mass privatizalion. According 1o the program enierprises arc
{irstly owned by ministry and then shares are yiclded 10 the national privatization fund which are governed by
domestic and foreign management. Enterprises are reorganized and then ownership is wansferred to the
shareholders by sale. In praciise, domestic and forcign consultant firms and investment banks have played the
main role in the privatization process.

20



stockholding to any shareholder. Moreover, the progress of the ownership
restructuring scheme in the Czech rransformation process is discussed for example by
Bouin (1993), Mejstrik (1993) and Parker (1993). Parker remarks that Czech
privatization program is creating “arm’s lenght”” sharcholder refationship that can be
found from the US and the UK. In Czech republic, there has been attempts to avoid
this behavior by founding funds to concentrate shareholdings some active investors.
Mladek and Hashi (1993)has noted, that these financial intermediaries can actively take
part in the management of enterprises’ operations. They still are concerned about
corporate control in practise by asking: “who will run these intermediaries and how

will their management be monitored and controlled effectively?”’

4.2.3. Corporate Monitoring and Incentives

In the Central and Eastern Europe, more crucial question is, i) how different agents
will behave under reconstruction and privatization of state-owned firms and 1i) what
kind of power coalitions this wil} create? There is, therefore, & short-term problem of
how to restore and reinforce control over cnterprises, especially in the huge,
monopolistic SOEs. The history and evolution of the CEE  enterprises have affected
complex exchange production structures with high transaction costs. In Czech
Republic, for example, large-scale public enterprises have dominated manufacturing,
Before privatization process, over 90 per cent of the industrial labour force worked m
enterprises employing more than 1 000 employees. These enterprises were common in
engineering industry. The break-up of such companies have resulted the growth of
smaller enterprises. Although the industrial labour force as a whole decreased, there
was a4 significant increase of employment in enterprises with less than 500 employees
(CA 1/94). The transformation of enterprises has created ‘the new environment of
contracts’. New entreprencurrs and bank relationship will need a new form of financing
to negotiate loan possibiliies and repayment; new firms has no history and a need of

fresh capital and shareholders are significant factors.
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In general, the change in allocation of property rights leads to a different structure of
incentives for management and hence to changes in both managerial behavior and
company performance. Goodhart (1994) has noted that, there is, nevertheless, a longer
term question of which model of corporate control relationship should recommend and
whether new restructured enterprise is governed either mainly through the capiwal

markets or through the banks.

It is obvious that without corporate monitoring mechanisms the power of management
can be easily misused. Managers may have a strong profit-based incentives (o
maximize profits, and to minimize costs, but without a market value of the firm, or
without such mechanism that can determine it, they can defraud those with whom he
has a coniractual relationship. The private ownership approach base on the hypothesis
that it increases economic efficiency decreasing the lack of information and increasing
managerial incentives to take higher responsibility of the profit-based decisions. In this
issue, privatization express alternatives 1o choose methods how to break up the
industrial structure and share ownership claims. In Hun gary, the government has
resisted cross-ownership in order to prevent management benefitting their position in
the old regime. Splitting up monopolistic structure the new vacancies in smaller
enterprises, supervisory boards, etc, has opened up the possibility to use old discretion
in the new position. While privatization has made possible to form managerial labor
market, there are still lack of managers who will tzke over the previous management

elite (Mihalyi 1993).

Adjustment incentives are shown to depend critically on institutional arrangements
and policy interventions that encourage discipline in the financial sector and shape the
process of control mechanism. Keeping track of financial positions it is important for
both incentive and selection reasons. Stiglitz (1991) has pointed out that ‘any society
has to know how well each of its units is doing, so that the less efficient may be
weeded out and the more efficient can be allocated more resources to manage'. After
the break-up the mono-banking system, concerns are concertized into incumbent
refinancing through the soft budget constraints, and nability and reluctance to control
the credit, 1e., bad debr issue. Swategic situation of SOEs both in the domestic

production matrix and in the livelihood of their immediate localities made bankruptcy



mmpossible and therefore created a soft budget problem. This situation is not based on
the absence of managenal incentives, rather 1t is based on the inability of the state to
make certain commitments to competition and the commitment not to subsidy. The
issue of soft budget constraint is not only between banks and enterprises but aiso
between enterprises. The soft budget constraint of one enterprise becomes translated
into the soft budget constraint of other enterprises. Given the importance of interfirm
lending the disease of soft budget constraints, and the resulting softening of incentives

can spread quickly through the economy (Stiglitz 1991).

4.2.4. Capital Markets and Information

The behavior of agents and principals as financial pardicipants (debtholders and
shareholders) will ransform in the privaiization process due to the capital markets.
While the capital market monitoring is absent, the manager of a state-owned enterprise
has remarkable discretion to the firm’s assets, and state ownership reduces the
acquisition of information about the agents' activity by stock market participants.
When & state-owned enterprise is privatized, the wansferability of private ownership
rights reveals information by prices, as share prices. One of the major aspects performs
monitoring 1s the acquisition of relevant information about the firm subject to the
proviso that adequate part of the firm's shares is available in efficient stock markets.
The mcreased information flow inte the market improves the information content of
the stock price (Tirole 1991). The resulting information can be used in contracts
between shareholders and managers-remuneration packages may include stock options,
for example - and it might be further incentive effects via the managerial labor markets.
Stock market prices contain information about the firm's future prospects and, thus,
about the agents' long-term decisions. For financial participants, the capital market is
all about the evaluation of risk, the pricing of risk, and the allocating of risk, and
especially the risks associated with the activities of individual firms (Fama 1980,

Holmstrém 1982, Vickers 1991).
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Shareholder moniroring is argued to increase a control of agent and the efficiency of
firm’s assets. The argament will be in any case two-fold, because privatization process
(for example voucher method) by encouraging wider share ownership in general might
lead to the suboptimal monitoring for several reasons: First reason is that it creates a
large class of small shareholders who have little incentive to accomplish changes in
firm's managerial behavior. When the private share ownership of the firm is largely
dispersed, the activity of specifying and enforcing managerial contracts confers
external benefits on others. Therefore, if one of the shareholders engages in this duty,
he bears the full cost of the activity but receives only a fraction of the total increase of
profit (Vickers - Yarrow 1988). Second, firm's monitoring mechanism operates in a
framework in which monitoring activities are centralized by a board of directors. Then
the behavior of the board of directors may lead to the inconsequent control because 1)
they receive too litle relevant information, i) members may collude with the
management and ii1) the existence of nonexecutive directors influence only partially the
discretion of management. Third, to reduce risk, a shareholder will diversify his
portfolio. For large institutional investor such as pension funds and insurance
companies, the holdings are spread over many firms and they are reluctant to monitor

the management (Jenkinson - Mayer 1992).

As earlier mentioned, dispersed ownership fails 2 management monitoring and it is not
a factor of great significance for managerial incentives. If the management of a newly
privatized firm is confronted by a large number of shareholders, the size distribution
can change rapidly and it can accomplish possibility to the take-overs. When state-
owned firm is privatized, it implies that the new shareholders have the legal freedom to
operate with all rights. This right to capitalize the asset values means that anyone with
ownership right who can effect an increase in productive values by moving an asset
from lower 1o higher valued uses need not take on managerial duties to realize value

(Williamson 1992).

In uncertain transition circumstances, it is unlikely that an efficient stock market can be
developed until shares begin to be exchanged for money rather than vouchers or other
shares. The share or voucher distribution schemes lead to widely dispersed share

ownership and raise concerns about both the efficiency of the stock market and the



role that shareholders can play in corporate control. If all shareholders are small, none
of them has much incentive to do the research that will lead to efficient asset pricing,
Two approaches have been suggested to deal with these probiems. The first is to
develop institutional intermediaries, such as pension funds and mutual funds. The
second 1s to set up self-liquidating holding companies. Mutual funds can be set up
cither by allocating shares in companies to them, and then allocating shares in mutual
funds to individuals, or by allocating vouchers to individuals to bid for shares in mutual
companies (Fischer 1992). Blanchard suggest that the holding companies should be
self-liquidating, required 10 sell off their companics over the course of time and with
specified end date. They would, therefore, serve as privatization agencies, and sooner
these institutions can begin wading in the stock markel, the more rapidly the stock

market can develop.

4.2.5. Role of Banks and Financial Institutions

According to EBRD (1994), in the transition economies, banks suffer from a low
capital base, imperfect or missing prudential regulations, and excessive dependence on
a limited number of large state enterprises. As i is widely analyzed, the role of banks
has been simply to check whether the payment flows, in and out, were consistent with
the plan (for example Goodhart 1994). Therefore, the actual interest rates were kept
low and there was no signalling mechanism between interest rates and the allocation of
funds, and banks had a limited role in investment decisions for which bank loans were
to be extended. The commercial banks were credit allocation agencies funneling loans
to industiry - sometimes without maturity - with no concept of collateralor of risk and
they had some specific centrally allocated activities. In Czech Republic, for example,
Ceskoslovenska Obchodni Banka was the foreign exchange arm of the Stare Bank
enjoying a monopoly of all foreign exchange activities. Also it acted as the agent of the
Czechoslovakian government for borrowing hard currency to finance the country’
foreign debt, and Quaranteed overseas borrowing by the State enterprises. One of the
main problems for the banking sector is accumulated bad debt. While banks are under

pressure for privatisation their old clients - mainly State en terprises - are already under
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privatisation. The Privatization of banks 1s different process compared for the
enterprise privatization and, therefore, they need some supervisory system by the

government.

It can be supposed, however, that the banking reform might be more substantial than
capital market evolution on these circumstances. For example, in Czech republic the
State Bank passed its banking activities to three state-owned financial institutions. A
two-tiered banking system was establisied with the State Bank zacting as the central
bank and commercial banks providing banking operations on a commercial basis.
However, most bank employees lack experience of routine banking operations which
are needed i market-based circumstances, bank managers are faced by with distorted
incentives, while the lack of competition due to regional an. nranch specialization of
domestic bank combined with restrictions on operations of foreign banks makes the
necessary restructuring remarkably slow and difficult. And while inefficient and poorly
endowed financial sector may be a serious drag on the process of market
transformation in its early stage the overhauling reforms of the financial sector should

be high on the list of policy priorities for reformist governments,

The role of banks and their position in resiructured enterprise is also connected which
privatization method is used. As Boycko (1993) et al. have emphasized, the effective
governance will be created by large stockholders and banks, as opposed to capital
market based mechanisms. Fund owners through sales will become more interested by
controlling assets of the firm to build effective governance system. In Czech, the
investment fund are in the significant role. While citizens were buing the books, they
were asked to decide whether they would invest the coupon points directly or entrust
them to some of investment funds. Some sceptism over investment funds is already
expressed. Even if the investment funds are committed to the reconstruction of the
industry rather than only buying and seliing of shares the guestion i who manage
them? On esolution is that many of the funds bave used experienced consultants.
Another problem is that ownership structure may become highly concentrated and
privatization just replace the state monopolies with private monopolies. To prevent this
behaviour, investment fund are not allowed to hold more than a 10 per cent stake of

the company and they have to mvest at least 1o the 10 companies (CA 4/1992).



While banks primarily are attended 1o debt financing, there can be assumed, that banks
are responsible for more necessary conributions as the complexity of bad debst issue
and soft budget constraints and right 1o the bankruptey threat. This financial disease,
1.e., bad debt issue is closely connected to the soft budget constraints. According to
Raiser and Nunnenkamp (1994), as long as banks are not privatized and competition in
the banking sector is weak, there is litde incentive for creditors to discontinue financial
laxity. Begg and Portes (1993) point out, that achieving higher incentives for banks to
enforce debt contracts are as follows: First, to tighten enactment of bankruptey laws,
Second, to alter incentives that government is better-off credit aliocation. Third, to
correct major credit market failares so that the success of privatization and the

continuity of the banking sector can be secured.

4, Conclusions

Many restructuring programs envisage a major role for a stock market. While there has
been considerable skepticism about efficiency of the Anglo-American stock market in
the literature, we can still hypotize that is there any other arrangement that will
perform the information processing and corporate control functions as a stock market
provides. 1 still suppose that banking reform is more substantial than capital market
evolution on the short run. While banks primarily are attended to debt financing there
can be interpreted that banks are responsible for more necessary contributions and
more explicit contracts. It will take some time to develop stock markets with the
necessary depth and efficiency and in the fust stage banks play a relatively more

important role in transition countries.

The efficient monitoring sysiem is anyway a learning by doing process, whether it is
capital markets or financial intermediaries of large banks, the result will be measure
through the competitive markets. The system of laws, restrictions and learning process
of economic actors will control this development. The monitoring system in the UK
and the US compared to Germany and Japan is depended of these rules and it is,

however, affected by culture, history and evolution of enterprises. In the privatization
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process of Eastern Europe, lwo main quidelines can be recognized. The voucher
method will create largely dispersed class of shareholders that will require efficient
capital markets. To avoid inefficient monitoring funds are found to collect shares to
some active investors. The sale method is merely concentrated finding core investors
to restructure firm’s assets. In this process, the functioning of banks is essential to

monitor larger blocks of shares.
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