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- Investors put money in a firm in order to generate return. Thus, the fundamental question of corporate governance

is: How to assure financiers that they get a return on their financial investment?

- The two essential elements of successful corporate governance are legal protection and concentrated

ownership. In underdeveloped financial markets, firms often fail to attract external finance and would have to

rely on internal finance.
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- Shleifer demonstrated the weights of the three elements in the world’s major markets
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- Shleifer model of noise trading: Arbitragers can lose money due to noise traders (impulsive and irrational

traders). If there are large number of noise traders and they have enough capital to move the stock price, the stock

will move away from its fundamental price. As a result, arbitragers might lose and only noise trader might win.

- Transition Economy describes the process of a certain economy developing from communism into capitalism.

Normal controversies of Transition Economy usually surround the country’s choice of Shock Therapy

or Progressive Reform.

- Shleifer argues that an essential part of transition to capitalism is the transition of government.
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Industrial economies before the reform:

Near-collapse of the governance

Launched Shock Therapy POLAND

Grew by 7%

RUSSIA

Caught in Stagnation

POLAND RUSSIA

Small business:

larger self-decision power

Regulators: 

exert high power

Citizens highly relied on 

government’s protection

Government failed basic market-

supporting functions
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