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Product market competition and corporate governance
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2. Theoretical and existing evidence
2.1. Theoretical considerations

How does product market competition affect the quality of
corporate governance? Allen and Gale (2000) argue that com-
petition can be an option for corporate governance; competition
can substitute for corporate governance mechanisms directly.
Japanese companies are the most impressive examples that illus-
trate how intense competition produces successful companies,
such as Toyota and Honda. The boards of directors in these
Japanese companies are at least three times larger than simi-
lar companies in the United States and United Kingdom and
have a small ratio of independent directors. Takeovers also
rarely happen in the Japanese market (e.g. see Allen and Gale,
2000). Conventional wisdom is that these characteristics cannot
be classified as good governance practices, because Japanese
companies lack supervisory mechanisms from their boards of
directors and from the market for corporate control. However, in
reality, Japanese companies are successful and profitable. Their
products are the symbols of higher quality, cheaper prices, and
better designs. Most consumers favor Japanese products and
place them at the top of their shopping list. These are some
examples suggesting that quality corporate governance is not
a necessary component for strong performance. In other words,
product market competition can provide an effective monitoring
of management and is an alternative form of corporate gover-
nance mechanisms.
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