Protecting Minority Investors
Achieving sound corporate governance

nvestment is key to private sector

development. Yet business risk, politi-

cal risk and other exogenous factors
can turn a seemingly well-calculated
investment decision into a loss. The one
factor, however, that can be mitigated
through adequate regulation is legal risk.
Doing Business, through the protecting
minority investors indicator set, mea-
sures aspects such as the protection of
shareholders against directors’ misuse
of corporate assets for personal gain
and the rights and role of shareholders in
corporate governance.

When it comes to private sector and
capital market development, share-
holder protection and empowerment are
increasingly elevated to policy goals—
even more so following the 2008 global
financial crisis.? Policy makers around the
world are implementing reforms aimed

at increasing the involvement of minor-
ity shareholders in corporate decisions.
In fact, Doing Business has recorded and
documented 166 reforms to aspects of
corporate governance in 100 economies
since 2005 (figure 7.).2

The legal implications of shareholder
empowerment have been studied exten-
sively.* The literature has been scarcer,
however, on the effect of shareholder
empowerment on economic indicators,
such as firm value, profitability, cost of
capital, or capital market size.> One of the
objectives of Doing Business is to provide
standardized, comparable measurements
on the adoption of corporate governance
practices across 190 economies that can
be tested against economic indicators.
Using Doing Business data and existing lit-
erature, this case study presents empiri-
cal evidence on the economic benefits

FIGURE 7.1  Protecting minority investors reforms over time
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Doing Business has recorded and
documented 166 reforms to aspects
of corporate governance in 100
economies since 2005.

Since 2013, 54 economies introduced
63 legislative changes strengthening
minority shareholder protections: 38
on the extent of conflict of interest
regulation index, 17 on the extent of
shareholder governance index and
eight on both.

Doing Business data confirm the
positive relationship between greater
protection of minority shareholders
on the one hand and capital market
development and access to equity
finance on the other.

India carried out an ambitious,
multi-year overhaul of its Companies
Act, bringing Indian companies in line
with global standards—particularly
regarding accountability and corporate
governance practices—while ensuring
that businesses contribute more to
shared prosperity through a quantified
and legislated corporate social
responsibility requirement.

When tackling what they referred

to as “excessive remuneration in
publicly listed companies” Swiss
lawmakers opted for a comprehensive
reform that also regulated the election
and term of board members, their
organization in subcommittees and
their reporting obligations.
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of corporate governance practices that
promote shareholder protection and
empowerment. The study also contrib-
utes to defining the concept of sound
corporate governance.

WHAT ARE SOUND
CORPORATE GOVERNANCE
PRACTICES?

Sound corporate governance is the opti-
mal balance between controlling share-
holders, minority shareholders, company
managers and market regulators. Many
studies provide evidence that achieving
sound corporate governance promotes
economic development through higher
returns on equity, efficiency of invest-
ment allocation, firm performance and
valuation, lower cost of capital and easier
access to external financing.®

That growing attention is being devoted
to corporate governance is neither new
nor surprising. Today the Organisation for
Economic Co-operation and Development
(OECD) principles of corporate gover-
nance,” originally developed in 1999
and last updated in 2015, constitute a
cornerstone. The American Law Institute,
whose corporate governance project was
formally initiated in 1978%and materialized
into principles in 1992,° is another founda-
tional reference.

Corporate governance and
development

Introducing corporate governance principles
—as opposed to giving each company
complete discretion in determining its
internal rules—guarantees a minimum
standard through which companies
must be directed and controlled.”® When
these rules are violated these principles
also provide shareholders with judicial
recourse.” Investors become more will-
ing to finance the business ventures of
others without exerting direct control
over the affairs of the company.” As
a result, entrepreneurs can tap into
broader sources of financing. With easier
access to capital, companies are more

likely to grow, generate tax revenues
and create jobs.”

The benefits extend beyond greater
access to finance. Corporate governance
also contributes to value maximiza-
tion throughout the life of a company.”
Properly executed, it ensures that com-
panies are run in the best interest of their
owners.” Executives and managers are
given authority to do so efficiently, with
sufficient discretion to apply their skills
and business acumen.’® Internal struc-
tures and processes are clearly laid out.”
The risk of mismanagement and abuse is
mitigated thanks to increased account-
ability, predictability and transparency.

The aggregate effect of all companies
following sound corporate governance
promises significant positive outcomes
for the economy overall. Research shows
how sound corporate governance can
lead to higher returns on equity and
greater efficiency.”® In deciding the rules
and practices that individual companies
must follow, legal scholars and legisla-
tors have traditionally relied on concepts
such as legal certainty,”” predictability,
equity and enforceability. To empirically
assess the relevance of these concepts to
the overall performance of an economy,
scholars increasingly started to use
quantitative analysis tools. The so-called
law and economics approach, and its
subsequent branching into law and
finance, have become an integral part of
modern policymaking.?°

What does the protecting
minority investors indicator set
measure?

The protecting minority investors
dataset provides data for 38 aspects of

corporate governance in 190 economies,
grouped into two sets of three indices
each (table 7.1).

The first set of indices focuses on the reg-
ulation of conflicts of interest, specifically
self-dealing in the context of related-party
transactions. A related-party transaction
refers to a case where a person has an
economic or personal interest in both
parties to the transaction. A company
executive entering into a supply contract
with another company that is wholly
owned by his or her spouse is an example
of a related-party transaction. Although
related-party transactions are not inher-
ently harmful, they are more likely to result
in self-dealing—a type of abuse—and
therefore require specific regulation. Self-
dealing consists of benefiting oneself while
under the duty to serve the interests of
someone else. In this example, self-dealing
would occur if the supply contract were
priced above market so as to benefit the
spouse at the expense of the company's
owners. Unsurprisingly, research shows
that protecting against self-dealing
is positively associated with capital
market development.”!

The second set of indices provide a more
general view of corporate governance
practices, ranging from shareholder
rights, protection from share dilution,
ownership structure and control of the
company to managerial compensation
and audit transparency. They are derived
from recent comparative law and eco-
nomics research that has analyzed these
practices separately in detail, some of
which are described hereafter.??

Overall, these two sets of indices pres-
ent a positive correlation with stock

TABLE 7.1

Extent of conflict of interest
regulation index

Extent of disclosure index
Extent of director liability index

Indicators of minority investor protection

Measured since 2004

Ease of shareholder suits index

Extent of shareholder
governance index

Extent of shareholder rights index
Extent of ownership and control index

Measured since 2014

Extent of corporate transparency index




market development as measured by
market capitalization as a percentage of
GDP (figure 7.2).2 Doing Business data
confirm the existing research on the
positive relationship between greater
protection of minority shareholders,
capital market development and access
to equity finance.? Subsequent sections
provide more evidence from recent
research regarding the effects of vari-
ous corporate governance practices on
economic indicators.

How have economies enhanced
corporate governance?

Since 2013, 54 economies introduced
63 legislative changes strengthen-
ing minority shareholder protections.
Twenty-two of these economies
did so by introducing practices and
requirements measured by the extent
of shareholder governance index intro-
duced in Doing Business 2015 (table 7.2).
These economies have used a variety
of different legislative approaches to
strengthen their minority shareholder
protections. As part of an ambitious
multi-year overhaul of its Companies
Act, for example, India enhanced
corporate governance by affirming the
right of shareholders of privately held
companies to approve the issuance of
new shares and their priority thereon.
The new version of the Companies Act
was enacted in 2013 and its provisions
progressively entered into force over
the following two years.

While India chose to reform the legal
foundation applicable to all companies
(its Companies Act), the Dominican
Republic chose a different approach,
focusing instead on companies that
offer securities to the public. Among
the changes introduced in 2013 to its
Regulations of the Securities Market Law,
it granted minority shareholders the right
to request an extraordinary meeting and
required an external audit of the financial
statements of listed companies.

Ecuador and Kazakhstan elected to intro-
duce one piece of legislation containing

PROTECTING MINORITY INVESTORS

FIGURE 7.2 Stronger minority investor protection is associated with greater

market capitalization
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Sources: Doing Business database; Bloomberg; World Federation of Exchanges database.

Note: The correlation between market capitalization as a percentage of GDP and the distance to frontier score for
protecting minority investors is 0.23. The relationship is significant at the 5% level after controlling for income per
capita. The sample includes 91 economies for which data on market capitalization are available for the past 5 years.

amendments to several other legislative
Ecuador's 2014 Law to
Strengthen and Optimize the Corporate
Sector and the Stock Market, for example,
introduced changes to the Securities
Market Law, the Commercial Code,
the Company Law, the General Law of
Financial Institutions and the Code of
Civil Procedure, among others. The new
law also guarantees a way out for minor-
ity shareholders when their company
changes hands: if a new investor acquires
a majority, he or she must make an offer
to purchase the shares of all remaining
shareholders. Although Swiss lawmakers
had one specific area in mind—exces-
sive remuneration in publicly listed
companies—when they issued a federal
ordinance in 2013, to tackle the problem
effectively they chose a comprehensive
response. The result was an ordinance
that also regulated the election and term
of board members, their organization in
subcommittees and their reporting obliga-
tions. Similar objectives led the Republic
of Korea to enact the Financial Investment
Business and Capital Markets Act in 2013.
One of its features is the requirement that
listed corporations disclose the remunera-
tion of chief officers on an individual basis.

instruments.

Different rulemaking approaches—
whether a series of targeted amend-
ments or a one-time complete revision
of a code—aimed at different aspects
of corporate governance—such as
increasing minority shareholder rights
or regulating directors and majority
shareholders—contribute to better cor-
porate governance practices. Because
Doing Business captures outcomes
on legal equivalents, these different
approaches have a similar impact on
its indicators. In other words, to ensure
a positive impact on their economy,
rather than on benchmarking exercises,
policy makers should introduce sounder
corporate governance practices in a
manner that is consistent with their
legal system and tradition. In doing so,
policy makers should ensure that dif-
ferent company forms exist, each with
different levels of regulatory require-
ments. Sound corporate governance
adapts the compliance burden to com-
pany size and revenue. It contributes
to creating a “regulatory pyramid,” in
which companies at the top in terms
of market size, turnover, cash flow and
systemic importance are also at the top
of the regulatory requirements.
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TABLE 7.2 Twenty-two economies introduced regulatory changes impacting the

extent of shareholder governance index since its inception

Extent of shareholder governance index
Extent of Extent of Extent of
shareholder ownership and corporate
Year Economy rights index control index transparency index
Belarus v
Brunei Darussalam 4
Egypt, Arab Rep. v v
Fiji v
Georgia v v
Kazakhstan v v v
Macedonia, FYR v v
2015116 Mauritania v
Morocco v v
Saudi Arabia v
United Arab Emirates v v
Uzbekistan v
Vanuatu v v
Vietnam v v
Egypt, Arab Rep. v
Kazakhstan v
Lithuania v v v
2014/15
Rwanda v
Spain v
United Arab Emirates v
Dominican Republic v
Ecuador v
2013/14 | India v
Korea, Rep. v
Switzerland v v

Source: Doing Business database.

THE CASE OF
SWITZERLAND

How would a typical business owner
react if employees could set their own
salaries and not necessarily inform the
owner what amount they have decided to
pay themselves? This is essentially how

companies in many economies deter-
mine the remuneration of board mem-
bers and senior executives vis-a-vis
shareholders. In 2014 Switzerland
decided that a different model was
necessary and enacted an ordinance
introducing checks and balances on
senior executive compensation.” |ts
purpose was to address concerns both

from the public at large and for firm
performance.”® The Swiss experience is
an example of public opinion-induced
corporate governance reform following
the 2008 global financial crisis.?” The
first step occurred on March 3, 2013,
when the Swiss voted in favor of a public
consultation initiative best translated as
"against remuneration rip-off.” It passed
with 68% of the votes.?® The Federal
Council—the seven-member head of
the Swiss government—then drafted a
regulation reflecting the consultation’s
outcome. The Federal Council’s ordi-
nance was published on November 20,
2013, and the new requirements entered
into force on January 1, 2014.%°

A closer look at the legal instruments
used by Swiss policy makers illustrates
how sound corporate governance
improves outcomes. There are two
primary mechanisms—disclosure and
shareholder vote—through which the
ordinance affects corporate governance
and therefore firm behavior.*® The dis-
closure component requires the board of
directors to issue a compensation report
annually that shows all compensation
awarded by the company, directly or
indirectly, to members of the board of
directors, the executive management
and the advisory board.®' It also stipu-
lates an annual disclosure to the public
by annexing the compensation report
to the financial statements.?? Items to
include fees, salaries,
bonuses, profit sharing, services and ben-
efits in kind. It must also be reviewed by
an auditor.®

be disclosed

The policy objective of disclosure is
to provide information that would not
otherwise be obtainable and on which
informed decisions can be made. In prac-
tice, however, shareholders rarely read all
the information presented to them, be it
before deciding to invest in a company or
when participating in a general meeting.
Thus the primary effect of disclosure is
to guide the decisions made by insiders,
knowing in advance that they will have to
reveal the information later.



The beneficiary of the disclosure also
matters. When the intended beneficiary
is broad—that is, the public—the primary
concern is the reputation and the image
of the company. By contrast, where the
disclosure is targeted—to the regulator
or stock exchange authority—the con-
cern is compliance. In this case, the goal
is to be accurate and avoid sanctions by
the authorities. These two options have
practical policy implications: in particular
cases, disclosure to the regulator is pref-
erable. Complex financial and legal sub-
missions, for example, are effective only
if reviewed by experts. In other cases,
companies should disclose to the public
or shareholders at large rather than to
the regulator. For regulatory agencies, the
only concern would be that the figures
are accurate and provide a complete
picture of all benefits and incentives in
accordance with applicable accounting
standards. Shareholders, on the other
hand, would decide on the somewhat
subjective concept of excessive com-
pensation. Switzerland, therefore, opted
for public disclosure. The reform was
captured in the 2015 edition of the Doing
Business report (figure 7.3).

In addition to disclosure, Switzerland also
mandated shareholder vote. The so-called
"say on pay" mechanism of the ordinance

applies to proposed compensation, which
must be put to a vote and approved by
the majority of shareholders to be valid.
Unequivocally this results in increased
shareholder control. But once again, and
similar to disclosure, giving shareholders
more say is a means rather than an end.
The primary goal is to affect firm behavior.
When company insiders know in advance
that a decision will be subject to share-
holder approval, this changes the nature
and content of the decision itself.

Two years after the ordinance entered
into force practitioners reported that all
listed corporations had implemented the
new rules without serious issues. So far,
shareholders have approved all compen-
sation proposals, which is unsurprising:
firms have adjusted their behavior in
anticipation to avoid disapproval **

Asking shareholders more interesting
questions—such as whether or not
they agree with the remuneration of
their directors and executives—reaps
other benefits. For one, it increases the
likelihood that shareholders will actively
exercise their voting rights at general
meetings. According to a survey of 107
investors, the exercise of voting rights
in Switzerland increased from 62.9% to
86.1% after the ordinance passed. And

FIGURE 7.3  Switzerland strengthened shareholder governance as measured

by Doing Business
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13.9% of investors who actively used
their voting rights did so only on com-
pensation.® At the same time, vote out-
comes have been mostly positive. Swiss
companies continue to operate normally,
managers have not found themselves
hindered (contrary to initial concerns)
and shareholders have been broadly sup-
portive of the proposals put before them.
What has changed following the empow-
erment of shareholders is the increase in
accountability and the sense of having a
say in major decisions. This has in turn
generated trust and confidence, a crucial
commodity for the Swiss Exchange or
any other capital market.>

THE CASE OF INDIA

India’s experience was unique to that of
Switzerland. But the goals—trust and
economic growth—were similar. Rather
than a popular initiative focused on man-
agerial compensation—albeit a central
issue with multiple ramifications—the
government of India took on the task of
completely overhauling its Companies
Act, its primary set of rules governing
how businesses are incorporated, owned,
managed, rehabilitated or closed when
insolvent, and challenged in court. The
previous version dated from 1956.

Ambitious and comprehensive legislation
takes time. India's lawmaking process
started in 2004% and was followed by
years of drafting, redrafting and consulta-
tions on the bill. It was finally submitted
to parliament in 2012 and passed by
the upper house on August 8, 2013.
It received the assent of the president
shortly after, on August 29. The date of
entry into force is less straightforward.
India follows an unusual system whereby
provisions are not applicable until the
Ministry of Corporate Affairs notifies
each section; notification typically hap-
pens in waves. The first took place in
September 2013 with the notification of
98 sections followed by another series
of notifications in April 2014. As of June
2016, 282 of the 470 total sections
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were notified and eight provisions of the
1956 Act remain applicable. Despite this
piecemeal introduction, it has paid off
both in economic terms and in India’s
performance in Doing Business: India’s
score increased in three of the six indices
of the protecting minority investors indi-
cator set (figure 7.4) .38

Four objectives guided the drafting of
the reformed Companies Act. First,
administrative requirements weighing on
companies had to be simplified. Second,
more transparency had to be instilled in
their operations and decision-making
structures. Third, the competitiveness of
Indian firms had to be increased by bring-
ing them in line with global standards,
particularly regarding accountability and
corporate governance practices. Lastly,
it had to advance all of the above while
ensuring that businesses contribute more
to shared prosperity in an economy where

demographics and income inequality
pose stark challenges.
To simplify administrative require-

ments the minimum paid-in capital
was abolished. To instill greater trans-
parency the Act increased disclosure
requirements, particularly regarding
related-party transactions.® To bring
Indian firms in line with global standards
the Act added requirements to disclose

managerial compensation and to have
one-third independent directors and at
least one woman on the board.*® The
fourth objective, however—contributing
to greater shared prosperity—garnered
the most attention by aspiring that all
companies allocate 2% of their net
profits to socially responsible projects. In
effect, India became the first economy in
the world with a quantified and legislated
corporate social responsibility (CSR)
requirement. However, it is enforceable
on a “comply or explain” basis and goes
beyond the scope of areas measured by
Doing Business.! In practice, this means
that companies who fail to meet the tar-
get must simply state so in their annual
report and provide a justification. The Act
provides a statutory definition of CSR as
activities relating to hunger and poverty
eradication, education, women empow-
erment, and health and environmental
sustainability, among others.*

Company regulation is an ongoing
process. Since the enactment of the
Companies Act, 2013, the Ministry of
Corporate Affairs has issued clarifications,
notifications and circulars on a regular
basis to address ambiguities in the law.
Most notably, two sets of amendments
were released in August 2014 and in May
2015, highlighting the Indian government's
ongoing commitment to reform. On June

4,2015, it set up a committee tasked with
identifying and recommending further
amendments to the Act and with central-
izing recommendations and concerns
from private sector stakeholders and
regulatory agencies.®® The case of India
serves as a reminder of the time it takes
and the challenges inherent to a holistic
legislative overhaul. Piecemeal fixes can
be a time- and cost-effective approach,
but only a full-fledged legislative reform
gives policy makers the opportunity to
innovate and sends a strong signal to the
business community.

CONCLUSION

Achieving sound corporate governance is
not a simple task. It is a specialized and
technical area of regulation. Its impact is
not as immediate as, for example, facili-
tating business incorporation or stream-
lining tax compliance. But thanks to the
analytical tools provided by the law and
economics approach, research shows
that gains for the economy are tangible.
At the outset, it increases investor con-
fidence. With easier access to finance,
companies can grow and, in so doing, pay
more taxes and employ more workers. It
is also shown to increase the returns on
equity, efficiency of investment allocation
and to decrease the cost of capital.

FIGURE 7.4
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The growing body of research on achiev-
ing sound corporate governance is also
having an impact. Lessons learned from
other economies adopting these practic-
es and constant new research—including
those using Doing Business data—confirm
their economic benefit. Although perfor-
mance on this indicator set is very highly
correlated with the stage of economic
development, policy makers in develop-
ing economies now have a clearer path to
introduce effective corporate governance
and maximize the potential of their firms.

The majority of the 54 economies that
made strides in minority investor protec-
tion in the past three years are the ones
that have the furthest to go: 44 of them
are low- or middle-income economies. To
contribute to this effort, Doing Business
has doubled the areas of corporate gover-
nance included in the protecting minority
investors indicator set and expanded it
to include regulatory frameworks that
are relevant for small and medium-size
enterprises. The immediate result is
that more strengths, weaknesses and
therefore potential improvements can
be identified from its annual findings.
In addition, researchers, lawyers and
policy makers now have a more compre-
hensive baseline when working toward
introducing sounder corporate gover-
nance practices.
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