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Abstract

This article examines the mechanisms underlying the worldwide diffusion of
organizational practices. We suggest that the two main theoretical diffusion explana-
tions in the diffusion literature, efficiency and legitimation arguments (Tolbert and
Zucker 1983), can be complementary. More specifically, we argue that endogenous
forces seek to enhance the efficiency of existing systems, while exogenous forces
seek to increase legitimation. To assess our argument, we explore the worldwide
diffusion of codes of good governance. These codes are a set of ‘best practice’
recommendations regarding the behavior and structure of a firm’s board of directors.
We suggest that codes are issued to compensate for deficiencies in a country’s
corporate governance system regarding the protection of shareholders’ rights. We
have collected data on codes of good governance for 49 countries. We operationalize
efficiency needs in terms of the characteristics of shareholder protection, and legiti-
mation pressures in terms of government liberalization, economic openness, and
presence of foreign institutional investors. Our categorical data analysis supports the
argument that both efficiency needs and legitimation pressures lead to code adoption.
In addition, our empirical results show that countries with legal systems with strong
shareholder protection rights tend to be more prone to develop codes, possibly for
efficiency reasons. This article contributes to organization studies by illustrating that
the diffusion of codes fosters both cross-national corporate governance convergence
as well as some degree of country hybridization, particularly depending on the type
of code issuer.

Keywords: corporate governance, diffusion, boards of directors, codes of good
governance

Introduction

Recent comparative studies have emphasized that despite the convergence of
managerial structures and strategies, substantial differences in the economic
organization of capitalism across countpesvail (Aguilera andacksor2003;

Crouch and Streek 1997; Hall and Soskice 2001; Hollingsworth and Boyer
1997; Orru et al. 1997; Whitley 199¥999), often resulting ioountry-specific
comparative institutional advantages (Hall and Soskice 2001). However, in

a manner similar to that in which certain practices spread across organizations,
as illustrated by workplace innovations (Abrahamson and Fairchild 1999;
Baron et al. 1986; Osterman 1994; Westphal and Zajac 1997), organizational
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practices also diffuse across national borders. For example, the transplantation
of Japanese work practices to the American factory floor (Florida and Kenney
1991), the spread of small-group activities in Japan, Sweden, and the USA
(Cole 1985), the adoption of human resource practices by European firms
(Gooderham et al. 1999), and the implementation of quality certification
programs (Casper and Hancké 1999; Guler et al. 2002) demonstrate some
degree of cross-national convergence in organizational practices.

Diffusion studies have investigated how practices spread over time in
different organizational settings (Strang and Soule 1998). A diffused practice
can be defined as an innovation witaisocial systenalthough thénnovation
does not necessarily entail an ‘improvement’ ratiter a change the current
state (Strang and Macy 2001). Scholars within the diffusion literature often
disagree about whether the adoption of new practices is dfficiencyor
due tdegitimationeffects (Strang and Macy 2001; Tolbert and Zucker 1983;
Westphal et al. 1997). In this article, we show that these two theoretical logics,
usually presented as being incompatible lareconciled anithereby account
for the spread of practices across countries with different economic organiza-
tion. We do so by proposing two different mechanisms or antecedents shaping
efficiency and legitimation. In particular, we propose that while endogenous
forces influence efficiency factors in a given country, exogenous pressures
lead to legitimation by triggering the adoption of taken-for-granted practices.
The present study examines efficiency and legitimation effects on innovation
in the context of the adoption of codes of good governance around the world.
The development and adoption of a code of good governance is defined as
a country innovation signaling the country’s commitment to improve its
corporate governance system.

Corporate governance issues have recently received much attention from
policy-makers and the public. Two parallel processes, globalization (such as
the liberalization and internationalization of economies, developments in
telecommunications, and the integration of capital markets) and transforma-
tions in the ownership structure of firms (due to the growth of institutional
investors, privatization, and rising shareholder activism), have increased the
perceived need for more effective monitoring mechanisms and appropriate
incentive schemes to improve corporate governance systems. It has been
argued that pressures for change lead to the convergence of various corporate
governance practices (Useem 1996; Fleming 1998; OECD 1998; Lannoo
1999), and to the consequent call for agencies and actors in individual countries
to assess the introduction of new corporate mechanisms so as to compete ir
the new global corporate governance environment. Similar to Mayer and
Whittington (1999) and Whitley (2000), we note that although there is a
converging trend in organizational practices worldwide, a dual level (loose
perspective) of institutional pressures must reconcile national institutions with
international practices.

Countries with effective corporate governance systems become not only
attractive locations for domestic companies to prosper (World Bank 2000)
and invest (La Porta et al. 1998), but also for foreign investors, and thus
promote economic growth (Levine 1999). Effective corporate governance
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systems provide countries with a location advantage (Dunning 1977), where
governmental actions (Murtha and Lenway 1994) and other local actors,
such as domestic entrepreneurs, help support the development of interna-
tionally competitive firms (Porter 1990). This location advantage is not likely
to dissipate as it diffuses slowly across borders (Kogut 1991), enabling
continuous development.

However, despite the benefits attached to effective corporate governance
and increasing pressures to enhance it, changing governance systems is
not an easy task because governance practices are embedded in the broader
institutional environment (Aoki 2001; Hollingswomrthal.1994;Hollingsworth
and Boyer 1997; Whitley 1999). There exist at least two possible ways to
introduce the necessary disciplinary mechanisms to manage the classic
principal-agent conflict of interests (Jensen and Meckling 1976) and to protect
shareholders from expropriation (Fama and Jensen 1983), specifically in case
of separation of ownership and control (Berle and Means 1932). On the one
hand, countries can reinvent their legal systems to heighten shareholder
protection. This is the approach followed by those economies in transition
to the market that lack mechanisms for protecting private property rights
(Coffee 1999). However, in general, reinventing the legal system is not easily
accomplished, not only because of the difficult and lengthy process of
introducing changes into an existing legal system, but also because the legal
system is deeply embedded in the institutional legacies of a given country
(Roe 1994). Alternatively, countries may introduce new corporate governance
practices into the existing corporate governance system in order to increase
technical effectiveness or respond to legitimation demands.

This article focuses on the adoption of new practices in an existing
corporate governance system. We analyze what factors trigger the adoption
of new corporate governance practices that complement the legal system in
some countries and not others. One such practice is the introduction of codes
of good governance to complement the binding legal system, and mitigate its
imperfections. The remainder of the article is organized as follows. We first
turn to a brief description of codes of good governance and their worldwide
expansion, leading to a discussion of their effectiveness and legitimation
properties. We examine basic assumptions drawn from the institutional
environment literature about sources of change in country practices in order
to propose hypotheses regarding the adoption of codes of good governance
worldwide. We then explain the research design and methods used to test our
hypotheses, and present our main results. We conclude with a discussion of
further theoretical implications for organization studies.

Codes of Good Governance

Codes of good governance are a set of ‘best practice’ recommendations
regarding the behavior and structure of the board of directors of a firm. They

have been designed to address deficiencies in the corporate governance
system by recommending a comprehensive set of norms on the role and
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composition of the board of directors, relationships with shareholders and top
management, auditing and information disclosure, and the selection, remuner-
ation, and dismissal of directors and top managers. Although the content of
codes varies slightly across countries, the two objectives every code states
are improving the quality of companies’ board governance and increasing the
accountability of companies to shareholders while maximizing shareholder
or stakeholder value. Ultimately, codegobd governance attentptimprove

the firm’s corporate governance overall, especially when other mechanisms,
such as takeover markets and the legal environment, fail to guarantee adequate
protection of shareholders’ rights. Examples of code recommendations are
the general agreement to include independent directors on the board so as tc
ensure proper shareholder representation and the need to designate indeper
dent directors to board subcommittees (in particular audit, remuneration, and
nomination committees).

The Historical Diffusion of Codes of Good Governance

The first code of good governance came into being in the USA in the late
1970s in the midst of great corporate ferment, with business, legal, academic,
and political constituencies squaring off on what the role of the board of
directors should be. It was a period of transition from the conglomerate
merger movement of the 1960s (Chandler 1990) to the empire-building
behavior by management through hostile takeovers (Blair 1993; Hirsh 1986)
and to the shareholder rights movement of the late 1980s and early 1990s
(Davis and Thompson 1994). In the context of charges and countercharges
surrounding the takeover movement, the Business Roundtable issued a repori
in January 1978 entitlethe Role and Composition of the Board of Directors

of the Large Publicly Owned Corporatiowhich was, according to Monks

and Minow (1992), a response to the trend of corporate criminal behavior
and an attempt to pass legislation curbing hostile takeovers. The Business
Roundtable report, chaired by J. Paul Austin, chief executive officer (CEQO)
of Coca-Cola at the time, turned out to be a claim for the legitimacy of private
power and the enforcement of accountability. The report shifted the role of
directors from being merely ‘ornaments on a corporate Christmas tree’ (Mace
1971) to proclaiming the director's main duties as: (1) overseeing the manage-
ment and board selection and succession; (2) reviewing the company’s
financial performance and allocating its funds; (3) overseeing corporate social
responsibility; and (4) ensuring compliance with the law (Charkham 1995).
These were drafted as the first guidelines to improve governance capacity in
US corporations.

In the USA, the Securities Exchange Commission, the New York Stock
Exchange, and the Roundtable, among others, have continued to issue code:
since the late 1970s. However, it was not until a decade later that another
country created a code of good governance. In 1989, the Hong Kong Stock
Exchange issued its first ‘Code of Best Practice, Listing Rules’, and in 1991
the Irish Assaociation of Investment Managers drafted the ‘Statement of Best
Practice on the Role and Responsibility of Directors of Publicly Listed
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Companies’. Nevertheless, the development of codes grew rapidly in the early
1990s, following the 199€adbury Committee Report: Financial Aspects of
Corporate Governancia the UK.

The Cadbury Report became the flagship guideline that deliberately
challenged the effectiveness of voluntary regulation and British corporate
democracy (Stiles and Taylor 1993). The 1990 British recession as well as a
series of high-profile corporate failures in which the weakness of internal
corporate control was a contributing factor, raised the issue of corporate
accountability both in the public mind and in the House of Commons (Monks
and Minow 1995). As stated in paragraph 2.1 of the Cadbury Report (Cadbury
Commission 1992), the code was issued because of concern regarding ‘the
perceived low level of confidence both in financial reporting and in the ability
of auditors to provide the safeguards which the users of the company reports
sought and expected’. The Cadbury Report also emphasized the need for
independent directors, greater shareholder involvement, and the establishment
of board committees (Charkham and Simpson 1999). Moreover, sanctions
were introduced to ensure that companies floated on the London Stock
Exchange would comply with the Code, or otherwise are required to justify
any areas of noncompliance. The Cadbury Report’'s recommendations are
highly codified, allowing both companies and stakeholders to benchmark best
practices, as well as emulation by other country issuers.

The emergence of codes of good governance across countries did not follow
a linear path. Figure 1 shows the evolution of codes of good governance by
country and number of codes developed. As noted, there is a gap between the
first code issued in the USA in 1978 and the second code published in Hong
Kong in 1989. After 1989, new codes appeared steadily throughout the early
1990s, and particularly since the issuance of the Cadbury Report in 1992,
there has been an exponential rise in the adoption of codes, and overall share-
holder activism (Davis and Thompson 1994). Thus, by the end of 1999, 24
industrialized and developing countries had issued at least one code of good
governance, resulting in a total of 72 codes of good governance.

The Nature of Codes of Good Governance

It is important to note that although compliance with code provisions is
voluntary, country surveys in countries where codes have been issued show
that publicly traded companies tend to respond to code recommendations
(Gregory and Simmelkjaer 2002). This might be due to market forces and
pressures to comply with legitimating practices or ‘doing the right thing’. In
addition, in several countries, listing rules require quoted firms to justify the
reasons for noncompliance with the country code of good governance in their
annual reports. This ‘comply or explain’ mandatory disclosure requirement
adopted by most stock exchanges further encourages firm compliance. Pellens
et al. (2001) surveyed German companies in the DAX100 and found that 95.6
percent of the firms agreed with the German code of good governance and
48.5 percent had already implemented some of the code guidelines. Moreover,
existing research reveals that codes of good governance influence firm
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behavior in several ways. First, Canyon and Mallin (1997) and Weir and
Laing (2000) show that despite the voluntary nature of the Cadbury Report,
British quoted firms to a large extent comply with the Code’s recommen-
dations in terms of dual leadership (functional separation of the CEO and
chairman of the board), the percentage of outside directors on the board,
and the appointment of board subcommitt8esond, it haseendemonstrated

that adopting some of the practices recommended by the codes is directly
related to higher firm performance. For instance, Weir and Laing (2000) tested
a sample of 200 British firms in 1992 and 1995 and showed that market
returns were higher when firms followed the Cadbury Report and established
a remuneration committee. Similarly, Dahya et al. (2002) demonstrate that
the adoption of the Cadbury Report in 1992 increased CEO turnover in the
UK (due to the need for separation of chairman and CEO) and heightened
the sensitivity of CEO turnover to poor performance. Lastly, highly publicized
financial scandals have contributed to the influence of codes of good gover-
nance. This is corroborated by statements such as: ‘On December 1992, wher
Sir Adrian Cadbury and his committee published their final report on ‘The
Financial Aspects of Corporate Governance,’ they started a train of events
that changed the face of British boards and ledtorédwide movement for

the reform of corporate governandé&tiles and Taylor 2001: v, emphasis
added). Stiles and Taylor also add: ‘Following the Cadbury Code, most large
guoted companies changed their board structures ..., reducing [the] size [of]
boards, separating the roles of the chairman and the chief executive,
appointing a new group of ‘independent’ non-executive directors, and
establishing board committees’ (2001: vi). In sum, codes of good governance
are becoming increasingly visible in advanced industrialized countries where
there is a call for firm transparency and accountability.
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Types of Code Issuers

It is also important to understanthothe issuers of codes of good governance
are in the different national contexts and over time because identifying these
actors provides critical information regarding the source of innovation.
In addition, by accounting for the type of issuer, we will have a better
appreciation for why codes are subsequently developed and how strongly
they are enforced. We classify the type of issuer of codes of good governance
into six categories: (I9tock exchangavhen the issuer is the stock exchange

or the overseer of the stock exchange (securities and exchange commission);
(2) governmentwhen the issuer is the central or federal government or one
of its ministries; (3firectors’ associationwhen the issuer is an association of
directors; (4)managers’ associatignwhen the issuer is an association

of managers; (5)rofessional associationvhen the issuer is an association of
accounting or law professionals; and {{@estor’'s associationwhen the
issuer is an institutional investor or an association of investors. Codes
developed by the stock exchange in collaboration with other organizations
are classified as being issued by the stock exchange.

The nature of the code issuer denotes the type of existing institutional
pressure to embrace new practices. Regardless of technical or efficiency
reasons, global institutional pressurestribute tacross-nationasomorphism,
or the emergence of common organizational practices over time (DiMaggio
and Powell 1983). In the case of code issuers, codes issued by the stock
exchange are conducive to coercive isomorphism in that these new practices
often become part of the requirements for publicly traded firms. Similar
coercive isomorphic pressures exist when codes are issued by investors,
particularly due to explicit demands for code compliance from institutional
investors. Conversely, codes issued by directors’ associations, professional
associations, and the government are likely to exert normative isomorphism,
that is, compliance with the codes is consistent with legitimate values and
norms. Lastly, codes issued by managers’ associations are more likely to be
endorsed because of mimetic isomorphism, that is, because other successful
peer players have adopted them.

Figure 2 shows the adoption of codes of good governance by type of issuer
and illustrates that issuer types have shifted over time. Managers’ associations
and stock exchanges conceived the initial codes, and they were succeeded by
investors, professional, and directors’ associations, which undertook a very
active role particularly after 1992. Only in the late 1990s have governments
issued codes of good governance.

Table 1 summarizes the number of codes developed by country and by type
of issuer for the period from 1978 (when the first code of good governance
was developed) to 1999. The issuer of the first code of good governance in
each country reveals the active role of coercive issuers. We find that the first
codes were issued by the stock market in ten countries, by managers’
associations in six countries, by directors’ associations and by investors’
association in three countries, and by the government in two countries. It is
to be noted that in no country did a professional association develop the first
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code. Therefore, the popular claim that institutional investors were the
primary triggers of good governance (Useem 1996) is not supported by our
data, though these investors may have pressured stock-exchange commission
to issue codes of good governance. Instihadctive rolglayed bymanagers’

and directors’ associations indicates their collective desire to bring more
effectiveness to their existing corporate governance systems.

The Cross-National Adoption of Codes of Good Governance

Codes of good governance provide a voluntary means for innovation in
corporate governance practices. ldentifying the factors that influence the
adoption of codes in different countries permits a better understanding of
the cross-national diffusion of practices (Strang and Soule 1998) and high-
lights the degree of convergence in corporate governance systems.
Diffusion studies explain the adoption of new practices within a social
system by referring to two main theoretical sources: efficiency (or rational)
accounts and social legitimation (Strang and Macy 2001; Tolbert and Zucker
1983). Rational accounts point to the efficiency or effectiveness gains that
may follow innovation or the adoption of a practice. The adoption of the
multidivisional form (Chandler 1962), the creation of professional programs
by failing liberal arts schools (Kraatz and Zajac 1996), or the introduction of
conventions into the broadcasting field (Leblebici et al. 1991) are examples
of adoptions motivated by technical or rational needs. Conversely, social
legitimation suggests that practices are adopted because of their growing
taken-for-grantedness improving qualities which make adoption socially
expected. If practices become institutionalized, their adoption brings legitima-
tion to the adopting organization or social system. Institutionalization is ‘the
process through which components of formal structure become widely
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accepted, as both appropriate and necessary, and serve to legitimate organiza
tions’ (Tolbert and Zucker 1983: 25). In the case of codes of good governance,
practices are emulated across countries because they are societally definec
as appropriate and efficient. Yet, social legitimation arguments claim that
there is little concern in assessing whether the adoption of a practice will, in
fact, have an effect on the actual efficiency or effectiveness of the adopting
organization (Meyer and Rowan 1977; Zucker 1987). Hence, as stated by
Tolbert and Zucker, the adoption of practices ‘fulfils symbolic rather than
task-related requirements’ (1983: 26).

Efficiency and legitimation theoretical perspectives are often posed as
mutually exclusive categories where early in the process of diffusion, practices
are adopted because of their unequivocal effects on efficiency or effectiveness,
while later adoption is seen as a social legitimation process regardless of net
benefit. As pointed out by Strang and Macy, this dichotomy is theoretically
costly because ‘ideas about rationality and effectiveness come to be cast in
opposition to ideas about imitation’ (2001: 148). We subscribe to Scott’s
(2001: 157) suggestion that efficiency and legitimation accounts both compete
with and complement each other. In effect, once institutionalized practices
are adopted, they may be ‘decoupled’ from efficiency goals and persist on a
legitimation basis (Meyer and Rowan 1977), as illustrated by Westphal et al.
(1997) in the customization versus normative implementation of total quality
management programs in US hospitals. When examining adoption patterns
across countries, we propose that it is theoretically useful to differentiate
between endogenous and exogenous sources triggering adoption. Specifically,
we argue that one of the key differences between endogenous and exogenou:
sources is that efficiency accounts tend to be endogenously driven, while social
legitimation is motivated by exogenous sources.

Endogenous and exogenous mechanisms help explain the adoption of codes
of good governance in different national systems around the world. First,
endogenous characteristics of a system, such as the strength of the stock marke
will influence the adoption of codes. For instance, a developed stock market is
likely to encourage the implementation of codes of good governance in order
to increase the efficiency of the country’s corporate governance system — or
at least that of quoted firms. Because codes of good governance complement
the legal system by reducing legal flaws regarding the protection of share-
holders, they are a rapid way to fill gaps in the legal system, provide a means
for holding managers and directors accountable, and generally improve
corporate governance, without the immediate need to modify the existing legal
system.

Second, we contend that an inefficient corporate governance system
is a necessary, but insufficient condition to explain the diffusion of new
governance practices. There also exist exogenous pressures to introduce
practices in the system in order to legitimate a country’s corporate governance
system in the global economy. Integration in the global economy functions
as a transmission belt for the need to innovate and facilitate the transfer of
practices across countries. Thus, economic integration in the world economy,
government liberalization, and the presence of foreign institutional investors
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are defined as critical exogenous forces influencing the adoption of institu-
tionalized practices, adding not only efficiency, but legitimation to a country’s
corporate governance system.

These dual forces can explain tfevelopment of codes goodgovernance
across countries. The theoretical logic is that there will be an endogenous
opportunity to increase effectiveness in the country’s corporate governance
system when the system is deficient, but there might also be the need to bring
legitimation to the country’s corporate governance system when the country
is subject to exogenous pressures.

Endogenous Forces to Increase Effectiveness in the Corporate
Governance System

Codes of good governance are capable of solving deficiencies in the corporate
governance system, particularly the workings of the board of directors as the
direct corporate governance mechanism that oversees the management of
the firm in its representation of shareholdérs.argue thaine ofthefunctions
of such codes is to compensate for deficiencies in the legal system regarding
minority shareholders’ protection. Minority shareholders are the most vulner-
able shareholders at risk of being expropriated. Following this logic, we
would expect less effective corporate governance systems to be more likely
to develop new governance practices such as codes of good governance.
Deficiencies in the corporate governance system are linked to the legal
tradition of a country (La Porta et al. 1997, 1998, 1999, 2000). A country’s
legal tradition can be classified into two main legal families according to the
origin of the legal system: common law based on the English system and civil
law originating from Roman law (Reynolds and Flores 1989; Glendon et al.
1994). The civil-law tradition (the most widely spread around the world) uses
statutes and comprehensive codes as a primary means for ordering legal
material, whereas the common-law tradition (dominant in Anglo-Saxon
countries) is based on judicial precedent on specific issues. As demonstrated
by La Porta et al. (1998), countries with common-law legal systems grant
better legal protection to investors than countries with a civil-law legal
system. Among the latter, the French-based legal system is the least effective
in protecting shareholder rights (La Porta et al. 1998). Hence, we would argue
that codes are adopted to make up for the lack of minority shareholder
protection in the legal system and would be more likely to be adopted in civil-
law countries. Therefore, we propose that:

Hla: Codes of good governance are more likely to be developed in countries
with a civil-law legal system than in countries with a common-law legal
system.

However, there also exist variations across countries and within families
of legal systems in terms of the ability of minority shareholders to challenge
the workings of the board of directors and managers in corporate decision-
making. The protection granted to shareholders is contingent upon the specific
regulations and enforcement of such regulations in a given country.
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Particularly relevant to the adoption of codes is the existence of laws that
already regulate the relationships between shareholders and boards of
directors. La Porta et al. (1998) constructed an anti-director index to measure
the country’s degree of protectiohminority-shareholder right#n particular,

this index measures the mechanisms available to shareholders to protect
themselves against expropriation by the board of directors by conceding the
following six shareholder rights: (1) mailing their proxy votes to the firm; (2)
waiving requirements to deposit their shares prior to a general shareholder
meeting; (3) allowing cumulative voting or proportional representation of
minorities on the board of directors; (4) enabling minority shareholders
against perceived oppression by directors; (5) having a minimum percentage
of share capital that entitles a shareholder to call an extraordinary shareholder
meeting of less than or equal to 10 percent; and (6) having preemptive rights
that can only be waived by a shareholder vote (La Porta et al. 1998). In
countries with strong anti-director rights, minority shareholders have more
mechanisms available to influence corporate decision-making and protect
their rights, whereas in countries with weak anti-director rights, shareholders
are less protected and directors are less accountable. Therefore, the adoptior
of codes of good governance could serve as a mechanism to compensate fol
weak anti-director shareholder rights in the legal system by encouraging the
development of instruments that increase the effectiveness of a country’s
corporate governance by promoting firm transparency and board account-
ability toward shareholders. Hence, we propose that:

H1b: Codes of good governance are more likely to be developed in countries
with weak anti-director rights than in countries with strong anti-director rights.

Exogenous Forces to Legitimate Corporate Governance Systems

The development of codes of good governance is influenced not only by the
endogenous need to increase effectiveness and hence compensate for potenti
deficiencies in the corporate governance system, but also by exogenous
pressures to introduce practices that are socially legitimate or widely
perceived as appropriate and effective (Tolbert and Zucker 1983). Hence, as
Djelic (1998) showed in the diffusion of systems of industrial production from
America to Europe following World War I, the cross-national transfer of
practices not only necessitates that domestic innovators are ready for change,
but it also requires familiarity with foreign practice and its perceived
superiority. Similarly, Guler et al. (2002) reveal that cross-national transfer
of innovations is explained by the extent to which countries compete with
each other in the global economy. Drawing from these studies, we argue that
countries exposed to other national economic systems experience greater
pressure to harmonize and legitimate their corporate governance systems.
A mechanism to achieve such legitimation is through the adoption of codes
of good governance. It often occurs that despite the awareness of the need tc
improve the corporate governance system, these changes are not feasible unti
exogenous pressures to undertake change in the system occur.
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Exogenous pressures act as a catalyst for the development of codes of good
governance and are related to globalization processes, facilitating the transfer
of practices across countries. Globalization forces induce the transformation
of the workings of not only the corporate governance system, but also of the
overall economic system of the country (Sachs et al. 1995). For example,
Guler et al. (2002) show that the position of countries in trade networks affects
the rate at which 1ISO 9000 quality certification is adopted across countries.
Therefore, we suggest that new governance practices, such as codes of good
governance, are more likely to be developed in countries subject to globaliza-
tion pressures than in countries less exposed to globalization pressures. The
integration of a national economy into world trade reduces the possibilities
of shielding inefficiencies behind barriers to trade, inefficiencies not only
in the production system, but also in the corporate governance system. Hence,
economic openness will increase the likelihood of the development of
legitimate corporate governance practices that promote transparency and
accountability among directors, management, and shareholders, and in turn
facilitate firm competitiveness. The trade openness of a country also implies
greater exposure to foreign practices and ideas. For example, as a country A
becomes commercially entangled with other countries, individuals and firms
in country A are exposed to foreign practices that might appear to be effective
in other countries, and hence country A might chose to emulate their behavior
by adopting those practices. We would expect that countries competing in the
global economy will have greater exogenous pressures to adopt legitimate
governance practices. Hence, we contend that:

H2a: As countries become more integrated in the global economy, they are
more likely to develop codes of good governance.

Murtha and Lenway (1994) have articulated how different attributes
of government affect the strategy and performance of firms. Governments
are exposed to globalization pressures to undertake liberalization and
deregulation. Recently, governments have redefined their economic role by
retrenching from direct economic intervention via control of productive assets
to indirect intervention via regulation of economic activity (Sachs et al. 1995).
This government transformation involved the sale of state-owned assets,
including the redefinition giroperty rights througprivatization.Privatization
diminishes government direct intervention in the economy and generally
facilitates the expansion and greater competitiveness of the newly privatized
firms (Vickers and Yarrow 1988). Yet, privatized firms require new sets
of governance practices on how to behave as private firms (Cuervo and
Villalonga 2000). Thus, the change in ownership structure needs to be
accompanied by a change in governance practices because the new governing
body must run an efficient firm and be accountable to investors seeking
shareholder value. Codes of good governance can serve as a guide for the
appropriate behavior of the firms’ boards of directors where, previously, the
boards of directors were mostly composed of political appointees. Privatized
companies are especially relevant because they tend to be large and occupy
critical industrial sectors in a country’s economy. This is especially the case
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when firms are privatized via initial public offers and they become the leading
component of the country’s stock exchange blue chip index. Hence, we
propose that:

H2b: Codes of good governance are more likely to be developed in countries
that have experienced higher levels of liberalization than in countries that
have experienced fewer liberalization processes.

Lastly, globalization and rapid growth in international markets have
increased the presence of US-style institutional investors in foreign equity
markets (Davis and Steil 2001). Foreign institutional investors, such as pension
funds, became important capital providers, particularly as local equity markets
struggled to provide sufficiently accessible capital (Brancato 1997). The
presence of Anglo-Saxon institutional investors in the global equity market is
likely to act as a catalyst for the worldwide diffusion of corporate governance
practices. Institutional investor activism started in the USA in the early 1980s
during the takeover wars and it spread rapidly in most advanced capitalist
countries. Activism represented a shift from passive, dispersed, and faceless
individual shareholders to institutions challenging managers and directors on
a variety of issues, such as urging firms to make structural changes in their
boards of directors and redesign firm voting procedures. Leading institutional
investors, such as CalPERS in the USA, believe that ‘good governance is good
business’, and hence will by default create shareholder value. The fact that in
1996 CalPERS established a corporate governance office to pressure domestic
and international firms to adopt shareholder-friendly proposals and other
measures designed to improve stock performance is an example of growing
shareholder activism.

The increasing power of institutional investors searching for worldwide
investment opportunities is accompanied by their vocal calls for effective
governance (Brancato 1997; Hadden 1994). Firms seeking to obtain capital
in international securities markets will t@empelled to adjusheirgovernance
practices to meet the expectatiohpotential institutionahvestorsPressures
from foreign institutional investors to improve standards of behavior, financial
reporting, board accountability (OECD 1998; Gregory 1999), and shareholder
activism (Davis and Thompson 1994) stimulate the development of codes of
good governance. For instance, in June 2002, the UK pension-fund manager,
Hermes, wrote a letter to the boards of all Italian blue-chip companies (MIB
30 index) requesting the enhancement of shareholders’ voting rights on six
major issues, including auditor independence and composition of the board
of directors and its committees. These requested corporate governance issue:
were also recommended in the Italian code of good governance (the Draghi
Report). Interestingly, the letter closes claiming that Hermes will monitor the
implementation of the suggested practices in the Italian companies it invests
in (see www.hermes.co.uk). Thus, we argue that:

H2c: Codes of good governance are more likely to be developed in countries
that receive more investment from foreign institutional investors than in
countries that receive less investment from foreign institutional investors.
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Research Design

Sample

We have built a comprehensive database of codes of good governance
developed worldwide from 1978 until the end of 1999. Our main sources
of information are the World Bank (2000) and the ECGN (2000). In order
to complete and cross-check information, we consulted Van den Berghe and
De Ridder (1999), the Commonwealth Association for Corporate Governance
(1999), and Gregory (1998, 1999). For reasons of consistency, our data-
base includes only codes of good governance per se. We exclude laws or
legal regulations, revisions and new editions of original codes, corporate
disclosure codes, reports on compliance with codes already issued, codes on
the behavior of top management, consulting-firm reports, and individual
company codes.

We selected the 49 countries included in the data set of La Porta et al.
(1998) for comparability reasons and so as to be able to use some of their
measures. These are countries with publielgled firmsexcluding'transition’
and socialist economies. By the end of 1999, 24 out of the 49 countries had
issued at least one code of good governance: Australia, Belgium, Brazil,
Canada, France, Germany, Greece, Hong Kong, India, Ireland, Italy, Japan,
Korea, Malaysia, Mexico, the Netherlands, Portugal, Singapore, South Africa,
Spain, Sweden, Thailand, the UK, and the USA. Table 1 summarizes the
database by country and type of issuer of existing codes from 1978 to 1999.
We have delimited our analysis to the period 1988-99 for two reasons. First,
from 1978 to 1987 only four codes were developed, all in the USA, and
second, because 1988 is the milestone after which there is a rapid growth in
codes and the number of countries issuing codes.

Variables and Measures

We codify our dependent variable, development of codes of good governance,
in two different ways to capture the event and its magnitude. The first is a
dummy variable measuring whether a country developed a code of good
governance between 1988 and 1999. The second is a count variable that
measures the total number of codes of good governance developed in a given
country between 1988 and 1999.

We measure the independent variables of a country’s endogenous
efficiency accounts to improve the corporate governance system in two
ways. First, we codify the legal system through a dummy variable that
indicates whether the legal system is a civil-law system (French, German, or
Scandinavian in origin) or a common-law system. We coded it as 1 for a civil-
law system and zero otherwise. Second, we measure shareholders’ rights
deficiencies in a given country with an index that denotes the strength of anti-
director measures available to that country’s shareholders (La Porta et al.
1998). The index ranges from 0—6, where zero represents the weakest anti-
director rights and 6 the strongest anti-director rights. For instance, within
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the countries with a civil-law tradition, the USA and UK have an anti-director
index of 5, while Israel and Thailand have an index of 3 and 2, respectively.

We measure the three independent variables of exogenous pressures tc
legitimate through a corporate governance system in three different ways. First,
we operationalize the degree of a country’s economic integration into the world
economy through the openness of its trade, as obtained from the CD-ROM of
the World Bank’aNorld Development Indicator$his is calculated using the
sum of exports and imports as a percentage of gross domestic product (GDP),
to control for the size of each country’s economy. Second, government
retrenchment from the economy is measured using an indicator of the reduction
in government consumption, ownership of assets, and economic output
(Gwartney et al. 1996; Holmes et al. 1997; Johnson et al. 1998, 1999). This is
a scale of 1-5, where lower scores represent a low level of government
intervention. Lastly, the influence of foreign institutional investors is measured
by the proportion of foreign portfolio investors in the country’s stock market,
as obtained from the International Financial Corporation.

We control for the importance of capital markets to account for differences
in the size of capital markets, since countries with larger capital markets are
more likely to develop rules and norms to improve the protection of
shareholders’ rights and promote effective corporate governance practices.
We take the logarithm of this control variable to prevent problems of multi-
colinearity with the independent variable for foreign institutional investors.
Table 2 summarizes these variables, explains their measurement in more
detail, and provides data sources.

Method of Analysis

We use probit models and Poisson regression to analyze the determinants of
the adoption of codes of good governance because our dependent variable is
constructed as both a binary variable (existence of at least one code per
country) and a count variable (number of codes per country). The results
of these analyses should be interpreted as factors influencing the likelihood
that codes of good governance will be developed in a given country. We
study the cumulative influence of the discussed endogenous and exogenous
independent variables on the country’s adoption of codes of good governance
by 1999.

The first model examines the likelihood that a code of good governance
will be developed in a given country by 1999. Since this is a dichotomous
variable (code or no code), we use a probit model with the following
specification:

Code of good governaneeﬁ + B, * Civil law legal system+ B, * Anti-
director rights + * EcOnomic integration + B, * Government

liberalization + B, * Fsorelgn institutional investors S % Control for size
of capital marketd+ e

When analyzing the number of codes of good governance adopted in a
given country by 1999, which is a count variable, we use a Poisson regression
with the following specification:
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Table 2. Summary of Variables, Measures, and Sources

Variable Measure Source

Code of good

governance Dummy: equals if the country developed at Database of codes of good
least one code of good corporate governance, governance by country based on
a set of recommendations or ‘best practice’ data from World Bank (2000),
about the structure and behavior of the board ECGN (2000), Van den Berghe and
of directors between 1989 and 1999, and De Ridder (1999), CAGN (1999),
zero otherwise. and Gregory (1998, 1999)
No of codes of good Number of codes of good corporate governance Database of codes of good
governance developed developed between 1989 and 1999. It includes governance by country based on
only the first issue of each code and not data from World Bank (2000),
subsequent revisions. ECGN (2000), Van den Berghe and

De Ridder (1999), CAGN (1999),
and Gregory (1998, 1999)

Civil-law legal system Dummy: 1 if the legal system is civil-law based La Porta et al. (1998) based on data
(French, German, or Scandinavian-origin), from Reynolds and Flores (1989)
zero otherwise.

Anti-director rights An index aggregating shareholder rights labeled La Porta et al. (1998)

as ‘anti-director rights’. The index is formed by
adding one when: (1) the country allows shareholders
to mail their proxy votes to the firm; (2) the
shareholders are not required to deposit their shares
prior to a General Shareholder Meeting;

(3) cumulative voting or proportional representation
of minorities on the board of directors is allowed;

(4) mechanisms for minority shareholders to
confront directors exist; (5) the minimum percentage
of share capital that entitles a shareholder to call an
Extraordinary Shareholders Meeting is less than or
equal to 10 percent; and (6) shareholders have
preemptive rights that can only be waived by a
shareholder vote. The index ranges from 0 to 6.

Economic integration  Sum of exports and imports as a percentage of gross  Data from World Bank (2000)

domestic product, all expressed in millions of databases

US dollars. Average for 1989-98.
Government Change in the indicator of governmental intervention Based on data from Gwartney et al.
liberalization in the economy. Equals one if the indicator dropped  (1996) and Holmes et al. (1997),

in value between 1989 and 1998, zero if there was Johnson et al. (1998, 1999)
no change, and minus one if the indicator increased

in value between 1989 and 1998. The indicator of
governmental intervention in the economy is a
composite of government consumption as a percentage
of gross domestic product, government ownership

of businesses and industries, and economic output
produced by the government. Scale from 1 to 5,

with lower scores for lower levels of governmental
intervention. Data for 1989 was transformed from a
scale of 0 to 10 to a scale of 1 to 5 in line with data

for 1998.
Foreign institutional Inward foreign portfolio investment flow in equity Data from IMF (2000)
investors as a percentage of gross domestic product, both
expressed in millions of US dollars. Average for
1989-98.
Importance of capital Logarithm of market capitalization expressed in IMF (1992), International Financial

markets millions of US dollars. Average for 1988-98. Corporation (1999)




434

Organization Studies 25(3)

Number of codes of good governanqu? + B, * Civil law system+ 8, *
n

Anti-director rights + B. * Economic ihtegration+ B, * Governnient
liberalization + B, * Forelgn institutional investors- B¢ * Control for size
of capital marketd+ e

Results

Table 3 provides the means, standard deviations, and correlation matrix
of the variables used in our analyses. The correlation matrix indicates that
there is a statistically significant negative correlation between the civil-law
system and anti-director rights, between the civil-law system and economic
integration, as well as between anti-director rights and foreign institutional
investors.

Table 4 shows the results of the analysis of the influence of endogenous and
exogenous factors on the likelihood of the development of codes of good
governance in a given country by 1999. The first model (probit analysis)
reveals that countries with a civil-law legal system are significantly less likely
to issue a code (.01 level). This result goes in the opposite direction to our
prediction. Consistent with our prediction (Hypothesis 1b), the presence of
strong anti-director shareholder rights in a country’s corporate governance
system decreases the probability of the development of a code of good gover-
nance, although this result is only marginally significant (.10). Regarding the
influence of exogenous pressures, as predicted, economic integration in
the global economy (Hypothesis 2a), degree of government liberalization
(Hypothesis 2b), and the presence of foreign institutional investors (Hypothesis
2c¢) increase the probability of the adoption of a code of good governance,
though only the coefficient of government liberalization is statistically
significant (.05). Therefore, the probit analysis yields statistically significant
support for Hypothesis 1b and marginal support for Hypothesis 2b.

The second model shown in Table 4 provides results from a Poisson
regression of the number of codes of good governance developed from 1988
to 1999. Results are in the same direction as the probit model, demonstrating
at least intuitively a linear relationship. This analysis corroborates that the
civil-law legal system and the anti-director shareholders’ rights are negatively
related to the development of codes of good governance at a statistically
significant level (.01 and .OBgspectively). As expecteglconomidntegration,
government liberalization, and foreign institutional investors are positively
related to the development of codes of good governance, although in this
count case only the coefficient of foreign institutional investors (Hypothesis
2c) is statistically significant (.01). Therefore, the Poisson regression provides
statistically significant support for Hypothesis 1b and Hypothesis 2c.

The results of our empirical analysis suggest that codes of good governance
compensate for deficiencies in the corporate governance system as they tenc
to be issued in countries with weak anti-director shareholder rights. Therefore,
we find some support for the theoretical efficiency (rational) account in
diffusion research, in that codes of good governance are developed to enhance
the effectiveness of national corporate governance systems. Our interpretation
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Table 4.
Analysis of the

factors influencing
the likelihood of the
development of

codes of good
governance
worldwide

Model 1: Model 2:
Hypotheses Probit model Poisson regression
Rational accounts  H1la: Civil-law legal system-2.263 *** —1.510 ***
(0.806) (0.385)
H1b: Anti-director rights ~ —0.8298 * —0.285 **
(0.490) (0.134)
Social legitimation H2a: Economic integration 0.003 0.001
(0.005) (0.001)
H2b: Government 0.917 ** 0.111
liberalization (0.448) (0.236)
H2c: Foreign institutional 0.174 0.047 ***
investors (0.146) (0.013)
Control Size of capital market 2.602 *** 1.587 ***
(0.601) (0.188)
Intercept —11.576 *** —8.013 ***
(2.418) (1.092)
Log likelihood —11.865 —47.271
Wald chi-square(6) 33.93 *** 196.61 ***
Number of observations 49 49

Note: *** ** and * indicate statistical significance at 1, 5, and 10 percent, respectively
White’s heteroskedasticity-consistent standard errors are given in parentheses

is that provided that legal systems cannot be modified easily, deficiencies can
be addressed through the adoption of codes of good governance.
Counterintuitively, our analysis suggests that codes are less likely to develop
in countries with a civil-law legal tradition and more likely to be developed in
countries with a common-law legal tradition. The latter legal system is
generally defined as having greater overall protection for minority shareholders
as well as higher liability standards for directors and managers (La Porta et al.
1998). We explain this unpredicted result in two ways. First, in order to deal
effectively with the changing global competitive environment, corporate
governance practices need to be continuously updated and aligned with global
standards. Practices and systems become obsolete as new conditions appe:
with the development of new business practices, which need to be accounted
for in the protection of shareholders via the adoption of codes. The widespread
introduction of contingent pay systems in the 1980s (Westphal and Zajac 1994)
that subsequently necessitated independent directors on the board’s remuner-
ation subcommittee is an illustrative example. Consequently, countries with
strong shareholder protection rights embedded in their legal system (such as
common-law) are likely to continue fostering effective governance practices
via codes of good governance. Second, the intrinsic characteristics of the
common-law legal system facilitate the enforceability of codes of good
governance. Although in the common-law legal system practices that are
‘good’ business practice tend to reach the level of enforceability in courts, in
civil-law systems such practices do not have enforceability through the courts
unless they become codified into law (Cuervo 2002). Thus, in countries with
a common-law legal system, the development of codes of good governance
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can provide additional mechanisms to protect shareholder rights, whereas this
is not automatically the case in countries with a civil-law legal tradition.

Our results show that codes of good governance are developed not only
because of the intrinsic intention to improve the effectiveness of corporate
governance systems, but also because there exist exogenous pressures to
legitimate the current system by introducing such practices regardless of their
degree of implementation. First, a country’s economic integration in the world
economy in terms of international trade is positively related to the adoption
of codes, as predicted — although the relationship is not statistically
significant. Country openness facilitates the transfer of ideas across countries
and the diffusion of codes of good governance, but according to our results,
it does not directly affect the governance of firms. Second, processes of
government liberalization in a given country are positively related to the
adoption of codes, as predicted. The withdrawal of government presence in
the economy and the subsequent need to redesign the governance structure
of newly privatized firms explains the adoption of codes. Thus, the transfer of
property rights from the government to private hands opens a window
of opportunity to promote sound governance principles in firms that used to
have strong ties to the government. Lastly, the presence of foreign institutional
investors is positively related to the number of codes adopted, as predicted.
Institutional investors need assurance that their investments are going to be
protected since they might not hold enough capital or information to influence
decision-making. In effect, we show that institutional investors are willing to
pay a premium for good governance (McKinsey & Company 2000), that is,
they will search for firms that have good governance practices and are eager
to promote the adoption of codes of good governance.

Conclusion and Discussion

This article examines the forces influencing adoption of codes of good
governance in countries around the world. We regard codes as a practice
adopted to improve national corporate governance systems. We argue that
codes are developed in response to a combination of endogenous and
exogenous pressures to solve deficiencies in a country’s corporate governance
system. Internal pressures aim to increase efficiency in the system, and
exogenous pressures seek to acquire legitimation. The identification of the
forces underlying adoption allows us to decouple the traditional explanations
of diffusion processes: efficiency and legitimation. This article is also an
important first step in the examination of the factors influencing the
development of new corporate practices around the world. It tests the work
of La Porta et al. (1997, 1998, 1999, 2000) on legal systems and corporate
control, and expands on their research by seeking to understand why corporate
governance practices that complement the legal system are adopted in some
countries and not others.

We describe the diffusion of codes of good governance worldwide
and empirically analyze the complementary endogenous and exogenous
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mechanisms influencing adoption. We find that, for a sample of 49 countries,
codes of good governance are more likely to occur when a country lacks
strong shareholder protection rights. That is, codes tend to be developed in
countries where the legal system has fewer protections for shareholders from
board misconduct. Moreover, we demonstrate that exogenous institutional
pressures influence the development of codes. Specifically, codes of good
governance are more likely to be issued in countries where there is high
government liberalization and a strong presence by foreign institutional
investors.

An interesting and unpredicted finding from our empirical research is that
countries with more effective governance systems in terms of the overall legal
system, that is, a common-law legal system, are more prone to continue
improving their systems and to develop codes. This finding may possibly
illustrate that some countries’ efforts to protect shareholder rights and
improve corporate governance is not a static action, but rather a dynamic
process in which corporate governance practices are revised and enhancec
contingent on new corporate realities.

These unpredicted results speak to the fact that corporate governance is
system of practices. Importing a practice to solve limitations in the overall
system is an improvement over the previous situation, but still requires
that these innovations fit with the existing system. Practices are generally
adapted to the characteristics of the system (Djelic 1998; Boyer et al. 1998;
Sorge 1991). For example, the adoption of just-in-time (JIT) by American
manufacturers is a good illustration of transformations that occur when
adopting foreign practices (Dyer and Nobeoka 2000). In the case of corporate
governance, codes tend to be adapted to the country’s economic environment
and address the country’s most salient governance problems. For instance,
codes developed by the Hong Kong Stock Exchange refer to the existence
of family-owned groups, while the Italian Draghi Report calls for the need
to bring more accountability to Italian pyramidal groups. However, despite
differences across countries, codes tend to have similar recommendations
regarding the behavior of the board, tackling primarily the transparency and
accountability of board practices through encouraging an increase in the
percentage of independent directors and the creation of board subcommittees.

Our research has important implications for organizational studies
of convergence. First, we show that there exists some convergence in the
adoption of governance practices across countries, at least at the structure anc
strategy level and generally toward emulating the Anglo-Saxon model (Mayer
and Whittington 1999). This convergence is partly explained by cross-border
mimetic isomorphism (Djelic 1998). Our research also indicates that despite
convergence patterns, countries have a say in what they decide to do (Whitley
2002) and who the instigators of the codes are, contingent on mechanisms
triggering adoption and the timing of adoption. We suggest that the impact
of the codes is related to the issuer’s ability to enforce changes in the corporate
governance of firms. On the one hand, codes developed by governments anc
stock markets, and to some extent investors, have the strongest enforceability,
since they can be established as norm for operation, and thus might have a
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Note

greater impact on promoting good governance. On the other hand, codes
developed by professional associations, director associations, and manage-
ment associations have lower enforceability, as many of them are voluntary
in nature and consequently are more litelgave a loweimpact onimproving
deficiencies in corporate governance.

In this article, we treat code adoption as a discrete phenomenon, neglecting
to examine variation in terms of the form of adoption itself or implementation.
A logical follow up to this research would be to investigate whether codes are
faddish cycles (Abrahamson 1991; Strang and Macy 2001) or end up being
entrenched in the system (Zeitz et al. 1999). Other interesting questions for
future research would be to disentangle whether the mechanisms triggering
adoption vary over time and to what degree we observe decoupling, in that late
adopters are pressured by efficiency accounts or symbolic pressures, as well
as to what degree codes are reshaped to fit different country characteristics.
Lastly, one avenue for future research should be a systematic comparative
analysis of the impact of codes of good governance on corporate governance
and firm performance.
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