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Why do some countries have broader and more
valuable capital markets?

250

B Mkt.Cap /GNP
(“0)

H Firms in Mkt
/Mill. Pop.

U.S. U.K. Ger France Italy



The Current Corporate Governance Crisis and

The Role of Regulation

The Enron debacle and subsequent fallout hurt the image of America’s
boardroom practices, disclosure and accounting standards.

The impact of this crisis will be worldwide as standards will need to increase
everywhere if money is to flow across borders.

The crisis calls for a better understanding of the role of regulation in securities
markets, corporate practices and accounting standards.

. We need to understand more about the mechanisms and channels through which
corporate governance leads to better outcomes.

O
Q
Q

What are the virtues and problems of different accounting systems?
What is the role disclosure in general?

Who should be responsible for disclosure and the enforcement of conflicts of
interest?

How should one go about increasing disclosure standards, particularly in the
area of conflicts of interest around the world? 3



Today’s Question:
The Role of Regulation on Disclosure and Corporate Standards

QRegulation:

O It appears to be efficient from the enforcement viewpoint in many cases,
and there are many successes.

QIt also appears to fit more naturally with the civil law tradition.

OBut...
O It has more serious problems of capture and political abuse.

O The evidence on regulatory performance 1s very poor, especially in
developing countries. Stricter regulation 1s associated with:

T Employment in the Informal Economy; and
T Corruption.

QDo we want to promote shareholder litigation or increase powers to the
regulator?

QAre there any instances where regulation has worked?
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The Legal Approach to Corporate Governance

Q The law and its enforcement are key mechanisms of investor
protection.

Q When investors finance firms, they receive rights or powers in
exchange. Without an ability to enforce rights, investors might end
up with nothing,.

*Prote
Credit

*Force
accura

Q Implication: Strong investor protection leads to deeper financial
markets & better financing terms for firmes. 6



The Current Corporate Governance Crisis and
The Role of Regulation

Q Dimensions of importance:

1. Accounting standards;

2. Independence of securities regulator (budgetary autonomy;dismissal
rules)

3. Rule making powers of the regulator, legislative branch, executive
branch and the stock exchanges;

4. Administrative enforcement (powers to issue subpoenas, give orders to
issuers, stop IPOs, remove licenses, impose administrative civil
penalties);

5. Requirements of independence of institutions undertaking settlement and
custody arrangements;

6. Disclosure requirements (financial & ownership information, role of
accounting standards, responsibility for omissions);

7. Disclosure of Conflicts of Interest
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Better Disclosure and Regulation =2
More Developed Capital Markets
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Better Disclosure and Regulation =2
More Developed Capital Markets
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Better Disclosure and Regulation =2
More Developed Capital Markets
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Conclusion

Empirically, strong regulation on corporate standards disclosure and accounting
is associated with more effective corporate governance which leads to more
valuable and broad financial markets.

The impact of the US Corporate Governance crisis will be felt worldwide as
standards will need to increase everywhere if money is to flow across borders.

The crisis calls for a better understanding of the role of regulation in securities
markets, corporate practices, disclosure and accounting standards.

Implications:

O Corporations in high-corruption, low-disclosure and poor-regulation
environments have to work harder to raise capital and need to be more
creative.

O Corporate Governance reform has large payoffs for firms, investors and

countries. 14



