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(p. vii) Preface
Corporate law and corporate governance have been at the forefront of regulatory activi
ties and scholarly attention across the world for several decades, but the field has drawn 
increased public attention in light of the alleged role of corporate governance in the 
2007–2009 Global Financial Crisis. There is a growing need for a global framework 
through which to understand the aims and methods of legal research in this field. The 
aim of this Oxford Handbook of Corporate Law and Governance is to supply scholars, stu
dents, and the educated layperson with a comprehensive resource, a common point of en
try into cutting edge work in corporate law and governance while not giving priority to a 
particular view. The approach is cross-jurisdictional, interdisciplinary, and functional. In 
doing so, we are proud to say, this handbook is unique; a comparable resource for corpo
rate governance and law does not exist.

Experts and leading scholars on corporate law and governance from across the globe 
were given the mandate to contribute a critical reflection on scholarship in their respec
tive subfields. It turned out that the approaches used by the various contributors are as 
diverse as their substance: We are happy to assemble contributions that develop ground-
breaking new insights, provide critical literature reviews, explain scholarly developments 
and methodological controversies, and make policy contributions. In sum, the fruit of this 
approach is an extremely rich resource of the current state of play of scholarship in the 
field across a broad range of topics.

The task of putting together a volume of this ambition has been challenging. Our contrib
utors come from different disciplines and many different jurisdictions around the globe. 
They bring a broad variety of approaches and methodologies to corporate law and gover
nance, and they come with divergent cultural and historical traditions. That in itself poses 
a number of formidable challenges for the editors. But the greatest trial has been to cope 
with the dynamics and the internationalization of the field. Corporate law, as seen 
through an economic lens, is not anymore the simple, bi-polar conflict over power in the 
corporation as epitomized by the principal-agency conflict between managers and own
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ers. Research is mushrooming on different patterns of ownership, of different legal ap
proaches that are tested and dismissed, of competition between firms and between regu
lators, of standard-setting by international agencies, of trade integration and disintegra
tion, of different negotiations of the gap between sovereigns and the firm. Globalization is 
penetrating into the forays of the law with an unprecedented force. Non-legal issues, 
practices, and mechanisms are becoming more important for both scholarship and corpo
rate practice. This brings up a number of new challenges and poses questions of legitima
cy, of law enforcement, and of market pressure.

We can make advances on these questions only with a common canon of scholarship that 
is grounded in international and interdisciplinary dialogue. Only by listening to each oth
er, (p. viii) by understanding each other’s economic problems and legal solutions, will we 
learn from each other. The contributors to this volume are all leading scholars in their 
fields and provide an international, non-parochial approach to research that is indispens
able for deep dialogue. During the genesis of this Handbook, we held an authors’ confer
ence under the auspices of the Ira M. Millstein Center for Global Markets and Corporate 
Ownership at Columbia Law School, funding for which we acknowledge gratefully. This 
conference facilitated exchange and dialogue between the authors and helped to create a 
joint effort with a coherent trajectory.

We hope that this Oxford Handbook will provide a valuable resource for scholarship and 
research, but also for practitioners or students who seek to familiarize themselves with 
the latest findings from a particular field of interest. The consequence of our ambition has 
been a very hefty book of more than 1000 pages. But the book is also available on-line on 
a chapter-by-chapter basis at www.oxfordhandbooks.com.

  New York and Hamburg, October 2017

  Jeffrey N. Gordon

  Wolf-Georg Ringe
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Abstract and Keywords

In the 1960s and 1970s, corporate law and finance scholars gave up on their traditional 
approaches. Corporate law had become “towering skyscrapers of rusted girders, internal
ly welded together and containing nothing but wind.” In finance, the theory of the firm 
was recognized as an “empty box.” This essay tracks how corporate law was reborn as 
corporate governance through three examples of how we have usefully complicated the 
inquiry into corporate behavior. Part I frames the first complication, defining governance 
broadly as the company’s operating system, a braided framework of legal and non-legal 
elements. Part II adds a second complication by making the inquiry dynamic: corporate 
governance as a path dependent process that co-evolves with the elements of the broader 
capitalist regime. Part III considers unsuccessful efforts to simplify rather than compli
cate corporate governance analysis through static single factor models: stakeholder, team 
production, director primacy, and shareholder primacy. Part IV concludes by highlighting 
the tradeoff between a governance system’s capacity to adapt to change and its ability to 
support long-term investment.

Keywords: corporate law, corporate governance, comparative corporate governance, varieties of capitalism, team 
production, director primacy, shareholder primacy, stakeholders, path dependency, short-termism

1 Introduction
IN 1962, Bayless Manning, the Yale Law School corporate law scholar and later Stanford 
Law School dean, announced the death of corporate law. Writing evocatively about a sub
ject that was at the time deadly boring, Manning wrote:

[C]orporation law, as a field of intellectual effort, is dead in the United States. 
When American law ceased to take the “corporation” seriously, the entire body of 
law that had been built upon that intellectual construct slowly perforated and rot
ted away. We have nothing left but our great empty corporation statutes—tower



From Corporate Law to Corporate Governance

Page 2 of 30

ing skyscrapers of rusted girders, internally welded together and containing noth
ing but wind.1

Manning bemoaned that the corporate statute—the rusted girders of his metaphor that 
provided the formal structure of the enterprise—no longer was enough to understand 
what really mattered: how the corporation performed. Once the formalism of the statute 
was recognized as insufficient itself to explain the true matter of concern, the conclusion 
followed: nothing was left but wind.

Manning’s lament could be written off as just a law professor’s realization that his disci
pline no longer explained enough about actual corporation behavior. But the concern was 
not limited to legal scholars; the same realization was coming to the surface in financial 
economics. In 1976, Jensen and Meckling provided what became the canonical account of 
the corporation in “Theory of the Firm: Managerial Behavior, Agency Costs and the Theo
ry of (p. 4) the Firm.”2 Addressing a different literature, Jensen and Meckling educed a 
metaphor similar to Manning’s: the theory of the firm in economics was an “empty box.”3

While the literature of economics is replete with references to the ‘theory of the 
firm,’ the material generally subsumed under that heading is not a theory of the 
firm but actually a theory of markets in which firms are important actors. The firm 
is a “black box” operated so as to meet the relevant marginal conditions . . . Ex
cept for a few recent and tentative steps, however, we have no theory which ex
plains how the conflicting objectives of the individual participants are brought into 
equilibrium so as to yield this result.4

Jensen and Meckling focused centrally on the concept of agency costs—the cost of tech
niques to align the incentives of the different participants necessary to conducting the 
corporation’s business. From their perspective, the corporation was a “form of legal fic
tion which serves as a nexus for contracting relationships and which is also characterized 
by the existence of divisible residual claims on the assets and cash flows of the organiza
tion which can generally be sold without permission of the other contracting 
individuals.”5 Reframed in current Silicon Valley terminology, the corporation is a multi-
sided platform that integrates inputs on the one hand and customers on the other.

The intellectual impact of the agency cost characterization is hard to overstate: for the 
last 40 years, the mission of American corporate law, and of corporate scholarship more 
broadly, has taken the form of a search for the organizational Holy Grail, a technique that 
bridges the separation of ownership and control by aligning the interests of shareholders 
and managers through a series of techniques, over time highlighting the role of indepen
dent directors, hostile takeovers, and activist shareholders in this effort.6 This coales
cence around corporate law as a vehicle to produce shareholder profits hit its high point 
when Henry Hansmann and Reinier Kraakman, in an article confidently titled “The End of 
History for Corporate Law,” concluded that “in key commercial jurisdictions . . . there is 
no longer any serious competitor to the view that corporate law should principally strive 
to increase long-term shareholder value.”7
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The result of Jensen and Meckling’s seminal reframing of corporate law into something 
far broader than disputes over statutory language was that both Manning’s empty sky
scrapers and Jensen and Meckling’s empty box began to be filled. And it was no coinci
dence that the term “corporate governance” appeared at about this time.8 Over a reason
ably (p. 5) short period, corporate governance codes appeared, like that of the OECD,9

which ranged much more broadly than the limited coverage of a particular national (or 
state) corporate statute. Perhaps most aggressively, in 1997 during the East Asian finan
cial crisis the International Monetary Fund and the World Bank included corporate gover
nance reform as a condition to assistance alongside traditional macroeconomic restraints 
such as deficit reduction.10 Academic attention followed the same growth pattern. For ex
ample, more than a quarter of all articles published in the Journal of Financial Econom
ics, one of the two leading finance journals, from 1995 through August 29, 2013 were re
lated to corporate governance.11

But with what have the empty skyscrapers and boxes been filled? The short answer is 
that the new content has addressed the variety and interaction of contracts—formal con
tracts, implicit contracts,12 and the braiding of the two13—that Jensen and Meckling’s 
treatment of the corporation as a nexus of platforms invites. In the remainder of this 
chapter, I will address three somewhat idiosyncratically chosen but nonetheless related 
examples of the implications of the shift from corporate law to corporate governance, 
from legal rules standing alone to legal rules interacting with non-legal corporate 
processes and institutions. Of course, the point is not to be exhaustive, nor even to pro
vide a taxonomy covering the categories of the new content that is filling empty skyscrap
ers and boxes; the number and breadth of the chapters in this book make obvious that ei
ther effort necessarily exceeds my ambition here. Rather, my more limited goal is to pro
vide examples of how this shift from (p. 6) corporate law to corporate governance—from a 
largely legal focus to one that focuses on the corporation’s inputs, outputs and how they 
are managed and, ultimately, the manner in which governance interfaces with other insti
tutional elements that make up a capitalist system—complicates the problem corporate 
scholars, of whatever mix of disciplines, have to confront.14

The chapter proceeds by tracking how corporate law became corporate governance 
through three examples of how we have come to usefully complicate the inquiry into the 
structures that bear on corporate decision making and performance. Section 2 frames the 
first level of complication in moving from law to governance by defining governance 
broadly as the company’s operating system, a braided framework encompassing legal and 
non-legal elements. Section 3 then adds a second level of complication by treating corpo
rate governance dynamically: corporate governance becomes a path-dependent outcome 
of the tools available when a national governance system begins taking shape, and the 
process by which elements are added to the governance system going forward—driven by 
what Paul Milgrom and John Roberts call “supermodularity.”15 That characteristic reads 
importantly on both the difficulty of corporate governance, as opposed to corporate law, 
reform, and the non-intuitive pattern of the results of reform: significant reform leads to 
things getting worse before they get better. Section 3 then further complicates corporate 
governance by expanding it beyond the boundaries of the corporation, treating particular 
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governance regimes as complementary to other social structures—for example, the labor 
market, the capital market, and the political structure—that together define different va
rieties of capitalism.

Section 4 then considers commonplace, but I will suggest misguided, efforts to take a dif
ferent tack from sections 2 and 3: to simplify rather than complicate corporate gover
nance analysis by recourse to now familiar single-factor analytic models in academic cor
porate law and governance: stakeholder theory, team production, director primacy, and 
shareholder primacy. Section 4 suggests that these reductions are neither models nor par
ticularly helpful; they neither bridge the contextual specificity of most corporate gover
nance analysis nor address the necessary interaction in allocating responsibilities among 
shareholders, teams, and directors. In addition, these “models” are static rather than dy
namic, a serious failing in an era in which the second derivative of change is positive in 
many business environments and Schumpeter seems to be getting the better of Burke. 
Section 5 concludes by examining the importance of a corporate governance system’s ca
pacity to respond to changes in the business environment: the greater the rate of change, 
the more important is a governance system’s capacity to adapt and the less important its 
ability to support long-term, firm-specific investment.

(p. 7) 2 Corporate Governance as the 
Corporation’s Operating System
In teaching corporations, I ask at the beginning of the first class a seemingly simple ques
tion: what is a corporation? After a predictable series of ever more complicated and so
phisticated responses from very smart students, I dramatically display16 a copy of a Cali
fornia corporation’s articles of incorporation together with the Secretary of State’s certi
fying cover page, on which appear attractive pictures of the California state animal (the 
grizzly bear) and state flower (the California poppy).17 The corporation is nothing but a 
few pieces of paper I say, leading up to a point similar to that made by Jensen and Meck
ling: corporations are best understood not as a single thing but as the intersection of dif
ferent things—recall that Jensen and Meckling describe then as “legal fictions.”18 To be 
sure, the formalities are thin and incomplete, but they are nonetheless important. For ex
ample, the corporate statute gives the entity limited liability and unlimited life, features 
that caused the Economist in 1926 to equate the corporation’s invention with the indus
trial revolution’s most important technological innovations.19 But these are passive char
acteristics. Something more is necessary to bring the golem to life.

This sets the stage for my real point. A corporation should be defined functionally by ref
erence to the structure that allows a legal fiction to operate a business and makes it pos
sible for third parties to confidently do business with it. Some of these structures are le
gal rules that, in specified circumstances, allow the corporation to be treated, like Pinoc
chio, as if a real boy. However, the mass of the business operation, both in importance 
and in bulk, is not legal at all. It is processes of information flow, decision making, deci
sion implementation, and decision monitoring: how people operating the corporation (1) 



From Corporate Law to Corporate Governance

Page 5 of 30

obtain the information they need to make, implement, and monitor the results of business 
decisions (including information relevant to regulatory compliance); (2) distribute infor
mation from information originators to managers with sufficient expertise and experience 
to evaluate it; and (3) make decisions, communicate decisions to the employees who im
plement them, and then gather information about the consequences, for the next round.

It is obvious that the formal corporate legal skeleton covers only a very small part of how 
the corporation actually operates to carry out its business and continually adapts to its 
business environment. In Bernard Black’s terms, most of the legal rules concerning the 
corporation’s operations are “trivial,”20 in the sense that the rules are important only if 

(p. 8) they are ignored despite how easy they are to satisfy. The rest and obviously most 
important part of the governance structure—the dark matter of corporate governance—is 
the realm of reporting relationships, organizational charts, compensation arrangements, 
information gathering, and internal controls and monitoring, all largely non-legally dictat
ed policies, practices, and procedures that do not appear in the corporate statute or the 
corporation’s charter or bylaws. To be sure, non-legal governance processes can morph 
into the “legal” when legislatures conclude that self-generated governance is less effec
tive than social welfare demands. A familiar example: after the Enron/WorldCom account
ing scandals, Sarbanes–Oxley imposed a set of governance requirements over financial 
reporting, which included external monitoring of internal controls, a specified board com
mittee structure and composition, and mandatory officer responsibilities. But, in general, 
even where the board has compliance responsibilities, the implementation is for the firm 
to work out.

Put differently, corporate governance is the corporation’s operating system. This charac
terization of governance in operational terms is reflected in the description of corporate 
governance offered by the Business Roundtable, an organization composed of the CEOs 
of many of the largest US corporations:

A good corporate governance structure is a working system for principled goal 
setting, effective decision making, and appropriate monitoring of compliance and 
performance. Through this vibrant and responsive structure, the CEO, the senior 
management team and the board of directors can interact effectively and respond 
quickly and appropriately to changing circumstances, within a framework of solid 
corporate values, to provide enduring value to the shareholders who invest in the 
enterprise.21

The end of the odd journey from corporate law to a more complex corporate governance 
system would give Dean Manning solace. His skyscrapers have been filled to overflowing, 
but formal law—the corporate statute and cases interpreting it—occupy far fewer floors 
in the building. The outcome of this integration of law and managerial mechanisms puts 
law in an important but plainly subordinate role in the corporation’s operating system:

Investors provide to a corporation the funds with which it acquires real assets. 
The investors receive in return financial claims (securities) on the corporation’s 
future cash flows. The size of these future cash flows then depends importantly on 
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management’s choice of what real assets to acquire and how well these assets are 
managed over time. The capital market’s pricing of the financial claims acquired 
by investors is in effect a valuation of these future cash flows. Corporate law pro
vides a framework within which a firm’s managers make these investment and op
erating decisions. Properly designed, this legal framework helps spur manage
ment to choose and deploy assets in ways that maximize the value of the firm’s ex
pected future cash flows . . . The better corporate and securities law perform 
these tasks, the more valuable the corporation’s underlying business and corre
spondingly, the financial claims that the corporation issues.22

(p. 9) 3 Path Dependence: Corporate Governance, 
Complementarity, and Supermodularity
The second effort to complicate corporate governance adds a dynamic dimension. Corpo
rate governance is path dependent—history matters significantly.23 In a path-dependent 
environment with factors such as increasing returns and network externalities, an ob
served equilibrium may be inefficient compared to arrangements possible at the time of 
the comparison that were not available when the arrangements arose. Initial conditions, 
determined by fortuitous events or non-economic factors such as culture, politics, or ge
ography, can start the system down a specific path. For example, Silicon Valley’s develop
ment near to the San Francisco Bay next to Stanford University, as opposed to the shores 
of Lake Michigan where Northwestern and the University of Chicago are about the same 
distance from each other as Stanford and the University of California at Berkeley, depend
ed importantly on initial conditions. These included, importantly, Stanford’s hiring Fred
erick Terman as dean of the engineering school shortly after World War II. Terman had di
rected one of the Cambridge, Massachusetts wartime labs that sought to bring cutting-
edge science to bear in support of the war effort and so recognized the value of transla
tional research, that is, the link between university research and its practical 
application.24 Put simply, “history matters.”25

That history matters influences the dynamics of the system to be understood. In particu
lar, history’s shadow can make it difficult to reform existing institutions or adjust to 
changes in a company’s product market even if current alternatives exist that, absent 
transition costs, would be more efficient. In the context of corporate governance as de
fined here, the role of complementarities drives the system down a path from which it is 
difficult later to depart. By “complementarities” I have in mind governance elements that 
create value because they make the existing system work better as a whole, and the fact 
that the “efficiency” of an element cannot be separated from the question of “fit.”

One of the major corporate governance questions to which path dependence and comple
mentarity gives rise can be usefully framed in terms of the operating system metaphor: in 
a world of increasingly global product and capital markets, is there room for multiple cor
porate operating systems? Do particular corporate governance systems give rise to sus
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tainable competitive advantage in particular product markets? What happens if a particu
lar (p. 10) governance system is efficient until a change in the market renders it less effi
cient than that of new competitors and path dependency slows adjustment?26

3.1 The Japanese Example

The development of Japanese corporate governance exemplifies the influence of comple
mentarities on the persistence of corporate governance structure as broadly defined in 
section 2. Suppose one begins with an initial condition of a commitment to lifetime em
ployment for a large number of employees, as was the case in the development of post
war Japanese corporate governance.27 The next question relates to the influence of that 
initial condition on a corporation’s production process. Because the norm of lifetime em
ployment makes human capital a long-term asset, the company will sensibly make sub
stantial firm-specific human capital investments in its employees, thus developing a work 
force that supports team and horizontal coordination.28

In turn, the need to protect this long-term investment in human capital fits best with 
bank, as opposed to stock market-based, financing, to prevent the stock market from up
setting the company’s implicit commitments to labor. Bank-based finance elevates the 
role of the bank as the monitor of managerial performance, rather than the public share
holders; this means suppressing public shareholders’ rights and expectations relative to 
those of the bank. The need to monitor the performance of a management freed from 
stock market oversight thus led to the post-World War II Japanese main bank system. A 
single bank (typically leading a syndicate of banks) directly monitored a company’s in
vestment choice through the company’s need to borrow to fund new projects, and 
through the information about the company’s cash flow and performance that came to the 
bank through its provision of the company’s general banking services.29 Commonly, the 
main bank and the other banks that participated in providing loans to the company also 
held significant amounts of the company’s equity, again out of a concern that a hostile 
takeover might upset the company’s labor and financing arrangements.

(p. 11) Should the company fall on hard times, the main bank was expected to bail it out, 
through the provision of additional funds, but at the price of displacement of manage
ment with bank employees. The main bank bailout expectation was understood to be “an 
institutional arrangement complementary to the system of permanent employment.” 
Bailout “helps to preserve the firm-specific human assets accumulated in the framework 
of the lifetime employment system and hence provides incentives for them to be generat
ed in the first place.”30 In turn, this package of attributes and the related internal produc
tion methods are complementary to particular kinds of activity. The Japanese governance 
system, with its large investment in firm-specific employee human capital, is very effec
tive when innovation is linear, and depends importantly on team work, but it is much less 
effective when innovation is discontinuous—the Japanese structure does not lend itself to 
Schumpetarian (or Christensen-like31) disruption.32 The overall result has been a tightly 
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integrated system of production that has been difficult to change in response to changing 
business conditions and opportunities for innovation.

In Milgrom and Roberts’ terms, the relationship between these governance and associat
ed organizational characteristics is supermodular. By that term they mean that at each 
decision node where a new governance or characteristics must be added to the existing 
system, the corporation will choose from among the alternatives that which best “fits” 
with the already present elements. That fit, in turn, is a function not just of the efficiency 
of the new element standing alone—the increased productivity that results simply from its 
addition—but also of the new element’s capacity to improve the performance of the exist
ing elements—the extent to which it is supermodular.33

The complementarity among elements of the system, then, is a barrier to reform of the 
system because changing one element in the system results in degrading the perfor
mance of all other system elements to which that element was complementary. Just as 
adding a complementary element increased system performance by more than its own 
contribution, removing an element, by regulatory design or voluntarily in response to 
changed economic conditions, reduces performance of all elements. Like financial lever
age, supermodularity steepens the performance curve both on the upside and on the 
downside: short of changing all elements of the system at once, reform will result in re
duced system performance until enough of the system changes to recreate complemen
tarities among the new and remaining elements.

Continuing the Japanese example, the combination of allowing Japanese companies to ac
cess non-Japanese sources of capital through the Eurodollar market and the enormous 
success of Japanese companies such that projects could be financed through cash flow 
rather than bank-provided project finance, eroded the role of the main bank. The contem
poraneous drop in the value of the Nikkei reduced the value of the banks’ cross-holdings 
in its (p. 12) customer companies, which necessitated sales of significant amounts of those 
holdings to maintain bank compliance with capital requirements.34 At the same time, con
ditions in many product markets came to favor discontinuous innovation rather than lin
ear innovation. Reduced performance of any part of a governance system built on comple
mentarities reduced the performance of the entire Japanese governance system, yet the 
previously efficient complementarities create a barrier to reform.

This analysis provides background to understanding why the recent corporate gover
nance reform proposals of Prime Minister Shinzo Abe represent more than tinkering with 
the formal relationships between shareholders and managers. The main bank system has 
not functioned for years, cross-shareholdings are of lesser significance, and Companies’ 
Act revisions provide a better framework for activist investors and reflect a conscious ef
fort to use government intervention to overcome path dependencies that sustain a no 
longer advantageous system of governance and production. Nonetheless, there has been 
little change in the labor market, including especially the continued absence of an exter
nal market for managerial talent and the actual operation of Japanese corporate gover
nance—the Japanese corporation’s operating system—remains familiar.
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3.2 Expanding the Complementarity Concept: Varieties of Capitalism

The transformation of corporate law into corporate governance discussed in section 2 and 
the recognition of the impact of complementarities within a single country’s governance 
system were importantly expanded through a literature that has been styled “the vari
eties of capitalism.”35 A governance system experiences path-dependent complementari
ties, not only internally among a company’s factors of production, but also among a 
country’s corporate governance system and other social and economic institutions includ
ing, importantly, the state. Simplifying the more complex yet elegant structure of the lit
erature, different countries have different varieties of capitalism. A capitalist system nec
essarily has more or less coordination among labor markets, corporate governance 
arrangements, capital markets, and the educational system that provides worker training 
both outside and inside the firm consistent with the skill sets associated with firm organi
zation and production. The state’s political and social system—for example, the 
government’s role in the economy both directly through state ownership and also more 
indirectly through the regulatory structure—must fit with the overall structure dictated 
by the interaction of the other elements. In turn, the institutions through which govern
ment and social influences operate are both forged through the relationships among the 
various inputs to the particular form of capitalism, and serve as the field on which those 
controlling the input strategically interact.36

(p. 13) The result is a stylized typology of two general forms of economic and political or
ganization. Each displays, although the term is not used, supermodularity—the pieces 
evolve to facilitate the variety’s functioning and to reinforce each of its elements. In this 
account, the two rough forms of political economy are called “liberal market 
economies” (LME) and “coordinated market economies” (CME). In LMEs, firms coordi
nate their activities largely through hierarchies within the firm and through competitive 
markets outside the firm.37 The basic tools are said to be contracts and arm’s-length 
arrangements.38 In CMEs, firm activities operate importantly through non-market 
arrangements, relying on relational arrangements supported by reputation and, more 
generally, through incomplete contracting supported by public and private regulatory in
stitutions. Firms and markets are organized through strategic interaction among firms 
and other institutions. “In some nations, for instance, firms rely primarily on formal con
tracts and highly competitive markets to organize relationships with their employees and 
suppliers of finance, while, in others, firms coordinate these endeavors differently.”39 It 
will be obvious, for example, into which category the Japanese main bank system falls.

The last element in the analysis is dynamic: each system’s political, social, and corporate 
governance institutions evolve in a path-dependent fashion from an initial condition to a 
coordinated structure of complementary institutions driven by choices based on super
modularity and complementarities: “nations with a particular kind of coordination in one 
sphere of the economy should tend to develop complementary practices in other spheres 
as well.”40 For example, a stock-market-based capital market implies market-based insti
tutions in the financial sector consistent with the development of a vibrant venture capi
tal market not generally present in countries with a bank-centered capital market41 and a 
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labor market characterized by employment at will, while extensive employment protec
tion is associated with non-market coordination of industrial relations.42 Similarly, stock-
market-based capital markets are associated with market monitoring of company perfor
mance through control contests, while bank-centered capital markets are associated with 
bank-mediated monitoring and the absence of stockholder-driven control contests. On 
this account, the United States and the United Kingdom exemplify LME nations while 
Germany and Japan are CME nations.

My goal in this section was to further complicate our understanding of corporate law and 
corporate governance by embedding governance in a broader framework whose compo
nents are complementary and by highlighting the dynamics of that broader system. The 
“varieties of capitalism” approach takes us part of the way. On the one hand, it stresses 
how different systems came to their present form. On the other, however, it does not fully 

(p. 14) address the tension between path dependency and the need for a particular vari
ety to respond to changes in markets and products. For example, the capacity of global
ization and technology to disrupt existing industry and employment patterns highlights 
the importance of the extent to which particular varieties (and sub-varieties) of capitalism 
are adaptively efficient.43 The US system is said to be adaptively efficient but at the same 
time criticized for being too “short-term” oriented, while the Japanese system was praised 
for its capacity to credibly commit to long-term investment horizons, but appears to be 
slow in adapting to significant changes in markets and technologies.44

This poses what now may be the most interesting question—can a single system be both 
adaptive and committed? To close with a speculation, corporate governance serves to 
support risk transfer. As capital markets become more complete, additional mechanisms 
of transfer become available. The ability to transfer risk in slices through derivatives, in 
contrast to a broadband risk-bearing instrument like common stock, creates the option of 
a company remaining privately held as a commitment device to a particular investment 
horizon that matches its markets and skills.45 From this perspective, adaption takes place 
through self- selection at the company level, rather than at the system level.

A final qualification remains. The “varieties of capitalism” approach dates from the turn 
of the millennium. We now observe new governance patterns evolving from scratch where 
there is no prior path. Chinese state capitalism offers a form of coordinated system, but 
one in which the resolution of tensions among stakeholders more directly flows through 
the state and party apparatus rather than through the interaction between the company 
and other relational institutions, and where a question remains whether corporate gover
nance and its formal components serve the same function in the Chinese system that they 
do in other varieties of capitalism.46

4 Analytic Models in Corporate Governance
To this point, I have broadly summarized the evolution of corporate law into corporate 
governance and then from corporate governance as a stand-alone concept into a compo
nent of (p. 15) a particular capitalist system made up of complementary subsystems and 
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whose path dependency defines the characteristics of the broader system’s adaptive dy
namics. Like evolutionary systems more generally, the movement was towards greater 
complexity. Section 4 now further emphasizes complexity by critically assessing recent ef
forts to simplify, rather than complicate, our understanding of corporate governance 
through single-factor governance models. As can be predicted by my account in sections 

2 and 3, I view these models as interesting and intriguing, but inevitably partial, the 
equivalent of a painter’s studies for a larger work. For the kind of analytic non-formal 
models used by legal academics, the right methodological move is to complicate, not sim
plify. Perhaps most important, these single-factor models are largely static, immune in 
their positive and normative analysis to the influence of the broader concept of gover
nance addressed in section 3.

4.1 Models in Corporate Law

Some 40 years after economics began making important inroads into corporate law schol
arship, a significant amount of academic, but not judicial, attention is still directed at de
vising the right “model” of corporate law and governance.47 The “shareholder primacy” 
model contests with the “stakeholders” model, which in turn confronts the “team produc
tion” model and the “director primacy” model. In section 4 I argue that this debate, as en
gaging, interesting, and extended as it has been, is ultimately a blind alley, both theoreti
cally and practically. The reasons are not complicated, although as I have suggested in 
sections 2 and 3, we have come to understand that the behavior that this dialogue has 
sought to explain is quite complicated. Indeed, it is the very complexity of the phenome
non to be explained that allows a simple critique of singular static explanations.

Each of these “models” seeks to explain the structure and performance of complex busi
ness organizations—law is relevant only to the extent that it interacts with other factors 
in shaping the corporation’s operating system—by reference to a single explanatory vari
able. The single variable character of the contending accounts has resulted in an oddly 
driven circular debate that is prolonged because those proffering each model defend it by 
emphasizing the limits of the others—something like an academic perpetual motion ma
chine. In fact, each of the models is part of a more complicated description of a very com
plex phenomenon.

Stephen Bainbridge, whose entry into the single factor horse race I will address later in 
this section, invokes the fable of the blind men and the elephant in arguing that an over
arching concept of the corporation is needed.48 An account of corporate organization that 
does not feature prominently each of the contending model’s central features—sharehold
ers, managers, and employees, stakeholders and directors—is limited to explaining only 

(p. 16) part of the phenomenon. Elephants have trunks, tails, ears, and legs; corporations 
have shareholders, managers, and employees, stakeholders and directors. Making the 
elephant walk and the corporation function effectively requires that all of these parts 
work together—the task is organizational intelligent design or, as I have called the exer
cise more generally, transaction cost engineering.49 And that requires an explanation that 
focuses on more than one factor, however overarching. The problem of understanding 
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corporate organization is interesting and hard because it requires explaining the interac
tion of multiple inputs in a dynamic setting, a problem that vexes both formal and infor
mal modelers.

I should pause for a moment to clarify what I mean by a model. Of course, none of the ac
counts I address here involves a formal mathematical model of the sort familiar from the 
economic and finance literatures. They are more in the style of an informal analytic narra
tive,50 which persuades because its explanation rings true rather than because the equa
tions balance.51 This technique is a kind of verbal regression that restricts the degrees of 
freedom in explaining a phenomenon by complicating rather than simplifying. A real re
gression first simplifies the problem as the interaction of two variables, and then mea
sures the power of the explanation by the closeness of the data point—the dots—to the 
least square line.52 An analytic regression operates in exactly the opposite fashion: by in
creasing the number of dots that must be connected, but now by a narrative rather than 
by a regression line. A workshop question that asks “what about” a particular fact chal
lenges the verbal regression with a dot the presenter’s explanation of a phenomenon can
not explain, and so limits the degrees of freedom in constructing a narrative explanation.

In the remainder of this section I will briefly survey the contending models—stakeholders, 
team production, director primacy, and shareholder primacy—highlighting both why each 
model’s animating factor is important and why it is partial. In doing so I will not do jus
tice either to the extensive literature associated with each model or the sophistication of 
some of the debate.53 My point is simply that, standing alone, none of the single-factor 
models explain the complex phenomenon of the governance of corporations in a dynamic 
context.

4.1.1 Stakeholder Model
A stakeholder model of corporation law or governance recognizes that the corporation is 
a major social institution that is at the core of a capitalist system. In the United States, 
large public corporations produce the bulk of GDP, employ vast numbers of workers and 
so support the stability of families and communities, and pay taxes at every level of the 
nation—local, state, and federal. It has become commonplace to credit the corporate form 
with a (p. 17) significant role in economic productivity. For example, writing in 1926, the 
Economist magazine trumpeted this role:

Economic historians of the future may assign to the nameless inventor of the prin
ciple of limited liability, as applied to trading corporations, a place of honor with 
Watt and Stephenson, and other pioneers of the industrial revolution. The genius 
of these men produced the means by which man’s command of natural resources 
has multiplied many times over; the limited liability company the means by which 
huger aggregations of capital required to give effect to their discoveries were col
lected, organized and efficiently administered.54

It then follows simply enough that all those affected by the performance of the corpora
tion have an interest in its operation, which leads in turn to an economic measure of so
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cial welfare against which a corporation’s performance can be measured: as framed by 
economists Patrick Bolton, Marco Becht, and Alicia Roell, the net gain to all those doing 
business with the company, thereby requiring a netting of gains and losses among, for ex
ample, customers, suppliers, employees, and shareholders.55

Intertwined with this measure of overall productivity, however, is a distributional con
cern. If the gains arising from the corporation’s activity are not shared among stakehold
ers in a fashion perceived as equitable, the social legitimacy necessary to support effi
cient production breaks down, a framing that resonates with the current income equality 
debate and the populist themes now current in US politics across both the Democratic 
and Republican parties.56 In the more recent governance debate, the stakeholder model 
is situated as a response to the position Hansmann and Kraakman describe as now domi
nant: that the corporation should be run to maximize shareholder value.57

What is missing in the stakeholder account, however, is the link between the stakeholder 
model and production. While production may depend on a broad perception that the 
fruits of production are equitably distributed, in the absence of efficient production, that 
task is made more difficult because there is less to distribute. A fair criticism is that too 
little attention is given to the governance mechanisms through which stakeholder inter
ests can be taken into account consistent with efficient production. To be sure, stakehold
er board representation has been a matter of debate but hardly implementation in the 
United States, and co-determination is a familiar but narrow European phenomenon.58

And as Henry (p. 18) Hansmann pointed out some years ago, there is no legal reason why 
large corporations are capital rather than labor cooperatives.59

Yet the problem with a stakeholder model remains: it is a one-factor model, largely con
cerned with distributional issues as a counterpoint but not as an alternative to sharehold
er primacy. To be sure, behavioral economics provides evidence that perceptions of fair
ness may in some circumstances be complementary to, rather than in tension with, maxi
mizing production60 and that framing the corporate purpose only in terms of shareholder 
value may dissuade boards of directors from taking action that increases the size of the 
pie if it reduces the piece shareholders receive. However, what remains largely unad
dressed in the stakeholder discussion is how to hold accountable the corporate decision 
makers, composed largely of white, older men and, almost without exception, wealthy 
people, whatever their ethnicity or gender, for the size of the pie the corporation creates 
or for its distribution.

4.1.2 Team Production
A team production theory of corporate governance, energetically advanced by Margaret 
Blair and Lynn Stout, seeks to fill the gap in stakeholder theory by directly linking a con
cern with non-shareholder constituencies, especially employees, to firm productivity.61

The model, stated simply, is that efficient production is a function of firm-specific invest
ment by a wide range of stakeholders—a team, rather than a hierarchy. However, if the 
stakeholder’s firm-specific investment is subject to opportunistic grabbing by a different 
stakeholder—for example, the shareholders—the stakeholder will be less willing to make 
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the efficient level of investment. For example, employees may be reluctant to make firm-
specific human capital investments if shareholders can subsequently renege on the firm’s 
promise to pay the employee a return on that investment.62

(p. 19) The need to protect all stakeholders’ firm-specific investments gives rise to the 
team production model’s governance implications. The model calls for a decision maker 
who will coordinate the contributions of different stakeholders to protect their expecta
tions of a return on their investments, i.e., to see that the stakeholders play well together 
and so increase the size of the pie rather than squabble over the efforts of one stakehold
er group to expropriate a different group’s piece. Blair and Stout assign this function to 
the board of directors who operate, in their somewhat awkward term, as “mediating hier
archs,” balancing the various stakeholders’ interaction, and so facilitating the right ex 
ante level of specific investment by all parties.

The reader will recognize that the team production model closely tracks the efficiency 
analysis of the Japanese main bank governance model considered in section 3; Japanese 
horizontal organization of production is framed, as is the team production model, in con
trast to US vertical organization. In the Japanese governance model, lifetime employ
ment, protected by limited reliance on equity financing and main bank monitoring, en
courages employees to make firm-specific human capital investment by protecting them 
from opportunistic behavior by shareholders, and so provides a foundation for a very effi
cient manufacturing system that is built around horizontal planning, decision-making, and 
production processes. But the reader will also recall that the advantage of Japanese hori
zontal organization of production is contextual. First, it is more effective than US-style hi
erarchical organization when innovation is linear, as in precision manufacturing, but infe
rior to the US style when innovation is discontinuous. Second, team production’s stability 
depends on conditions in the capital and product markets—increasing alternative sources 
of capital, for example, degraded the critical role of the main bank, as did the success of 
the companies themselves, who then could avoid main bank monitoring by financing 
projects through internally generated funds.

Unlike Aoki’s development of “J form governance,”63 Blair and Stout’s claim for team pro
duction is largely acontextual. The problem is that, as analysis of Japanese governance 
shows, team production is a strategy, not the “right” way to organize governance or pro
duction; it fits some industries, some production techniques, and some clusters of comple
mentary elements of one variety of capitalism at particular times, but not others. Indeed, 
in some contexts, horizontal teams and vertical non-teams both may work. The difference 
in strategies between Costco and Sam’s Club, both US big-box-membership grocery and 
sundries stores, is a good example. They are direct competitors but they treat their work
ers quite differently. Costco pays higher wages, provides healthcare, etc. Costco’s posi
tion is that company profits are higher if their workers like their jobs and want to keep 
them (a business person’s account of an efficiency wage story). Sam’s Club (owned by 
Walmart) treats its workers materially worse than Costco, but nonetheless performs ade
quately.64
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A second problem is more directly governance related: who polices the behavior of the 
mediating hierarchs even in a team production context? In the US governance model, the 
only formal source of constraint is the right of only one stakeholder—the shareholders—to 
vote. However, as Blair and Stout stress, so long as the corporation resembles the Berle 
and Means pattern of widely distributed ownership, the right to vote and so the power to 
monitor the hierarchs, is dramatically diluted by coordination costs: proxy contests are 
expensive (p. 20) and while their costs are borne by the proponent of the fight, the gains 
are shared by all shareholders. This leaves the hierarchs on a very long leash indeed.

The problem with hierarchs, then, is that strategy and governance follow changes in the 
capital market rather than lead it.65 The wide discretion Blair and Stout claim for the hi
erarchs was first challenged by the development of junk bonds in the 1980s.66 The avail
ability of financing to corporate outsiders allowed a large increase in hostile takeovers 
that were used to take apart the residue of the failure of the 1970s conglomerate experi
ment. The result was to significantly shorten management’s leash. Non-statutory monitor
ing techniques, like tender offers, provided a shortcut around the coordination costs asso
ciated with widely distributed shareholdings: Even small shareholders could recognize a 
large premium when one was offered, although the need to secure financing to purchase 
the target limited the size of the companies that were potential targets. The debate over 
efforts to constrain capital market monitoring though target company defensive tactics—
the extent to which mediating hierarchs could prevent shareholders from accepting a 
hostile bid—then raged on for 30 years.

More recently, the capital market fault line shifted again—ownership of equity became in
creasingly intermediated through institutional investors holding stock as record owners 
for widely dispersed beneficial owners. Shareholdings in US public corporations are now 
quite concentrated as a result of equity intermediation—a number of institutions whose 
representatives could be seated around a large boardroom table collectively hold voting 
rights that effectively control most corporations—ushering in what Jeff Gordon and I have 
called “Agency Capitalism.”67 At this point, activist hedge funds and other specialized 
shareholder activists entered the fray as complements to the new ownership concentra
tion. Rather than buying targets themselves, such activists tee up strategic business 
choices for decision by “reticent” rather than passive institutional shareholders and in 
that way serve as a catalyst for the expression of institutional shareholder voice. This fur
ther erodes the coordination costs barrier to monitoring mediating hierarchs. Because an 
activist’s own stock purchase need be only large enough to credibly signal its conviction 
in its proposals, even the largest public corporations are potentially “in play.” Put differ
ently, the activist shareholders differ from the raiders of the 1980s in that instead of 
leveraging the target’s balance sheet to finance a takeover, they leverage the equity hold
ings of institutional investors to win a proxy contest conditional on convincing the institu
tional investors that the activist’s proposal is sound.68 And here context is again central. 
If the mediating hierarchs are largely walled off from capital market monitoring, now 
through proxy fights rather than takeovers, companies’ responses to changes in the busi
ness environment are slowed down, a very undesirable result if, as appears to be the 



From Corporate Law to Corporate Governance

Page 16 of 30

case, the rate of change in the business environment is increasing. Bad governance then 
leads to bad strategy.

(p. 21) 4.1.3 Director Primacy
Stephen Bainbridge proffers a director primacy model as a counterpoint to both the 
stakeholder and the team production models on the one hand, and as an element of a 
shareholder primacy model on the other.69 The differences among those models are nicely 
organized around two simple concepts proffered by Bainbridge: the corporation’s ends 
and the means by which those ends are achieved. Director primacy differs sharply from 
the stakeholder model and somewhat more obliquely from team production on the ends 
sought. It includes an undiluted commitment to “shareholder wealth maximization”70 as 
the measuring rod of a corporation’s performance. The significant difference between di
rector primacy and team production, conceptually but not necessarily operationally, con
cerns the means by which shareholder wealth maximization is achieved. Both team pro
duction and director primacy share a commitment to a very long leash for boards of direc
tors, relegating shareholders to a limited role as a vehicle for constrained capital market 
intervention. The shareholders’ cameo role is expected to be limited to those unusual cir
cumstances when the shortfall in corporate performance, whether in its use of existing 
assets or in its failure to reach out for new opportunities, exceeds the coordination costs 
of energizing shareholders either directly through a takeover or indirectly through elec
tions. In this important respect, team production and director primacy share a central 
feature of Aoki’s description of Japanese corporate governance discussed in section 3:71

capital market intervention, in Japan through main bank intercession and in the US 
through the stock market, should be triggered only by very poor performance.72

Thus, central to both models is the limited role of shareholders; under both team produc
tion and director primacy, management and directors are on a very long leash. Team pro
duction and director primacy differ, however, not only in the intellectual foundation of 
their respective models—Blair and Stout channeling Alchian and Demsetz73 and (p. 22)

Holstrom74, and Bainbridge building on Coase75 and Arrow76—but also in the breadth of 
their claim. Fairly assessed, team production is a particular production strategy, not a 
governance model for all seasons. Director primacy makes the broader claim: it purports 
to be a generally applicable governance structure. In striking the governance balance be
tween, in Arrow’s terms, “authority” and “responsibility,” it plainly favors authority—man
agement over shareholders. But this broader claim founders on the same rock that scup
pered team production’s broader claim.

Japan’s main bank primacy model, like director primacy protecting management save in 
dire circumstances, no longer worked when the structure of the Japanese economy 
changed as a result of Japanese corporations’ success and the contemporaneous opening 
of the Japanese capital market. Director primacy’s stability and its normative appeal de
pend on circumstances in the capital market: the cost of shareholder coordination sets 
the limit on director discretion, in Arrow’s terms again, setting the efficient trade-off be
tween authority and responsibility. The reconcentrated ownership of large public US cor
porations as catalyzed by activist investors dramatically reduced the shareholder coordi
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nation costs in challenging managements and boards; this shortened the leash. But the 
critical new feature of “coordination” was the activists’ role as credible information inter
mediaries. Insofar as the board’s claim to “authority” rested on both a purported informa
tional advantage and the cost of informing widely dispersed shareholders, the activists’ 
information-based counterview shifted the balance, as evidenced by the voting behavior 
of sophisticated institutional investors. Arrow himself anticipated that if smaller groups 
could assess specific claims of error on the part of those in authority, responsibility could 
be achieved without so general a scope of review that authority was dissipated and infor
mation costs multiplied.77

Stated most simply, the “right” governance model is contextual. It depends on what the 
particular company does and on conditions in the capital market; in other words, a gover
nance model must be dynamic. One-factor models that cannot accommodate changes in 
either the product market or the capital market are too simple to accommodate the com
plexity of the business environment in which corporations function.78

(p. 23) 4.1.4 Shareholder Primacy
Setting out the shareholder primacy model is somewhat more complicated than the de
scription of the stakeholder, team production, and director primacy models. In 
Bainbridge’s nice dichotomy, shareholder primacy is used as a label for both an end and a 
means; it is at once the corporation’s goal but also how that goal should be achieved. 
Thus, there is a need to be precise about the subject under examination. With respect to 
the end of corporate governance, I start with a broad definition of social welfare in the or
ganization of public corporations: the net impact on all those effected by the company, 
thereby requiring a netting of gains and losses among, for example, customers, suppliers, 
employees, communities, and shareholders, in effect Kaldor–Hicks efficiency with a broad 
reach of whose utility counts.79

With respect to means, my focus in this section is the role assigned to shareholders. For 
this purpose, we have to bring in another literature, beginning in the early 1980s and 
continued to date by the energy of Lucian Bebchuk among others, who argues for a much 
broader role for shareholders than contemplated by either Blair and Stout or Bainbridge.

In important but unfortunate respects, the debate over shareholder primacy was clouded 
by some of its early framing. Two characterizations are particularly regrettable: that the 
allocation of authority through the corporate governance system turns on shareholder 
ownership or, alternatively, on the specificity of different stakeholders’ contribution to the 
corporation. The ownership claim—that the corporation should maximize shareholder 
wealth because shareholders “owned” the corporation—was straightforward but far too 
simple. In fact, we have known better than that from the beginning of the debate. Owner
ship is a bundle of rights; which elements of the bundle we give to a particular party de
pends on what we want to accomplish; the inquiry is instrumental not normative. That 
distinction was drawn sharply in the corporate governance context as early as 1981. The 
shareholder’s governance role depends on the organizational design needed to give resid
ual claimants the power to assess management and the board’s performance. “[I]ndeed, if 
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the statute did not provide for shareholders we would have to invent them.”80 Debates 
about the specificity of different stakeholders’ contributions to the corporation were also 
little help; the relative character of those contributions depended on the particular and 
changing character of the corporation’s business environment, so it was difficult to gen
eralize based on this characteristic. (p. 24)

Table 1.1 A Stakeholder Income Statement

Line item Amount Stakeholder

Sales XXXXXX Customers

Wages XXXXXX Employees

Cost of goods sold XXXXXX Suppliers

Taxes XXXXXX Community

Net Income XXXXXX Shareholders

Once we recognize that the problem with the firm specificity branch of the shareholder 
primacy argument is that all stakeholders make contributions and the character of those 
contributions, and hence the various stakeholders’ investment in the corporation, depend 
on the firm’s strategy, the second characterization problem appears: it follows that the 
right governance structure is also going to depend on context. Sometimes the contribu
tions, driven by the nature of the business and the corporation’s strategic response sup
port horizontal team production; sometimes they support vertical hierarchical organiza
tion and sometimes a mix. This appears from Table 1.1 above, a stylized income state
ment. The figure illustrates that each line item in an income statement reflects the partic
ipation of a different category of stakeholders. And it requires little imagination to think 
of how all but the shareholders’ interests are conditional on circumstances. Different 
events will differentially affect the value of different stakeholders’ inputs. Only the share
holders have an incentive to adjust the returns other shareholders receive for their in
puts, because the residual returns will depend on the success of that adjustment. Put dif
ferently, one could substitute for the term “shareholder primacy” that of “Kaldor–Hicks 
efficiency” as a description of the operative governance model, and so match the label to 
the measure of social welfare.81

It is apparent that, as the reference to the blind men and the elephant fable reveals, cor
porate performance depends on the complex coordination of all stakeholder groups, tak
ing into account the particular context of the company’s business. We return to where we 
started this part: the corporate elephant needs customers, employees, suppliers, commu
nities, and shareholders to perform. That implies a basic structure of management moni
tored by directors, with shareholders in the position of residual owners and having the 
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vote—the right to disrupt existing management through their influence on the identity of 
the directors. It is at this point that the issue around shareholder primacy takes form. The 
team production and director primacy models, for different reasons, share the view that 
shareholders’ role in changing management should be formally limited—management’s 
leash must always be long. As we’ve seen, the two positions as so framed share a more 
than passing relation to Aoki’s description of Japanese management. The main bank in 
Japan (during its (p. 25) prominence) and shareholders in the US can replace manage
ment, but only when things get very bad.

But the Japanese experience also teaches that the efficient length of the leash depends on 
history, strategy, and conditions in the capital market. The evolution of complexity in our 
understanding of corporate governance highlights that the role of shareholders—and so 
the length of management’s leash—depends on the circumstances. In the 1970s, manage
ment and directors experimented with conglomerate strategies. Consistent with the team 
production and director primacy models, management and directors had the autonomy to 
carry out the experiment. In the end, the experiment failed and changes in the capital 
market—Michael Milken and Drexel Burnham’s development of junk bonds—shortened 
management’s leash by facilitating shareholder-dependent bust-up hostile takeovers. The 
length of management’s leash was shortened again in the new century by the growing in
termediation of equities and the rise of activist shareholders who levered institutional in
vestors’ equity holdings to extend capital market oversight to firms that were too big to 
take over in the 1980s.

The lesson of this section is that one-factor corporate governance models are too simple 
to explain the real-world dynamics we observe. Hansmann and Kraakman are descriptive
ly correct that there seems to be convergence around a governance structure that gener
ally contemplates shareholders as the residual owner. In equilibrium, directors oversee 
management’s efforts to coordinate the inputs of all stakeholders and their competing 
claims on corporate revenues, with the particular resolution depending on the 
corporation’s product market and strategy; shareholders have a limited function. When 
performance is lacking, management’s leash shortens based on the techniques available 
to shareholders through the capital market. Corporate governance matters when the 
leash shortening is triggered by changes in the product market in which the company 
participates, in the instruments the capital market provides, and in the pattern of share
holdings that results from conditions in the capital market.

5 Conclusion
In the end, governance is messy, complicated, and contextual because that is the charac
ter of dynamic markets. And that is the point of this chapter. The move from corporate 
law to corporate governance reflects a move from a simple legal view of the corporation 
to one that became increasingly complex and dynamic, hand in hand with the increased 
complexity and dynamics of the capital market, input markets, and product markets that 
corporations inhabit. And therein lies the problem with corporate governance models: at 
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best they are snapshots, stills of a moment in a motion picture. Corporate governance is 
part of the structure of an economy whose behavior, and hence whose architecture, is dic
tated by the interaction among all of the markets in which the corporation operates, each 
of which is itself in motion. In a sense we are confronted with a corporate governance 
version of the physicist three-body problem: the interaction of the bodies that influence 
the structure of corporate governance are too complex to allow a prediction of the opti
mal governance structure going forward.82

(p. 26) Is there a lesson from recognizing the complexity of real world corporate gover
nance? I think so. It is the centrality of change. As discussed in section 2, there is a trade-
off between a governance system that encourages long-term firm-specific investment and 
one that is mutable, quickly adapting to changes in the business environment.83 This ten
sion between stability and change is baked into a capitalist system, Change is a source of 
progress, but it is always risky since the established order more or less works, sometimes 
seemingly well.84 Reinier Kraakman and I characterized the tension as a debate across 
the years between Burke and Schumpeter:85 should we preserve what is working against 
a potentially disruptive innovation?

Burke cast this tension in terms that anticipate today’s tendentious long-term versus 
short-term debate. Remarking on the leaders of the French revolution, Burke stressed 
their short-term orientation: “Their attachment to their country itself is only so far as it 
agrees with some of their fleeting projects; it begins and ends with that scheme of polity 
which falls in with their momentary opinion.”86 In contrast, Burke has a great respect for 
the French aristocracy who were threatened by the purported short-termists: “Of my best 
observation, compared with my best inquiries, I found [the French] nobility for the 
greater part composed of men of high spirit, and of a delicate sense of honor, both with 
regard to themselves individually, and with regard to their whole corps, over who they 
kept, beyond what is common in other countries, a censorial eye.”87

Schumpeter’s riposte to the Burkean fear of chaos has become familiar:

The opening up of new markets—and the organizational development from the 
craft shop to such concerns as U.S. Steel illustrate the same process of industrial 
mutation— . . . that incessantly revolutionalizes the economic structure from with
in, incessantly destroying the old one, incessantly creating a new one. This 
process of Creative Destruction is the essential fact about capitalism.88

(p. 27) From this perspective, the governance trade-off—between stability and mobility—
depends on the predicted range of future change in a particular industry and company. If 
the second derivative of change is positive but whose direction is difficult to predict, then 
a governance system that privileges mutability over stability will outperform. And here 
path dependency raises its head a final, pessimistic time. In a governance system charac
terized by supermodularity, shifts from a commitment-based governance system to one 
that facilitates adaptation to changing conditions will be hard to accomplish. Again, 
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Japan’s slow progress at reforming the operation of its corporate governance system de
spite dramatic changes in its formal corporate law stands witness to the problem.

This is an appropriate point to conclude. The move from corporate law to corporate gov
ernance, and the resulting increase in complexity, allows us both to understand the prob
lems we need to solve and the difficulty of doing so.

Notes:

(1) Bayless Manning, “The Shareholders’ Appraisal Remedy: An Essay for Frank Coker”, 
72 Yale L. J. 223, 245 n. 37 (1962). Manning’s dirge for corporate law was hardly limited 
to the US. Speaking in broader geographic terms, Manning expanded his point. “Those of 
us in academic life who have specialized in corporation law face technological unemploy
ment, or at least substantial retooling. There is still a good bit of work to be done to per
suade someone to give a decent burial to the shivering skeletons. And there will be plenty 
of work overseas for a long time to come, for in Latin America, and to a lesser extent on 
the Continent, the ‘corporation’ yet thrives and breeds as it did in this country eighty 
years ago” (id.).

(2) Michael C. Jensen & William H. Meckling, “Theory of the Firm: Managerial Behavior, 
Agency Costs and the Theory of the Firm”, 3 J. Fin. Econ. 305 (1976).

(3) Id. at 306.

(4) Id. at 306–07.

(5) Id. at 311 (emphasis omitted).

(6) Ronald J. Gilson, “Corporate Governance and Economic Efficiency: When do Institu
tions Matter?”, 74 Wash. U. L. Q. 327, 330 (1996). The literature and the courts are now 
beginning to address what happens to this theory and the case law derived from it when 
corporations have increasingly concentrated ownership, albeit in the form of institutions 
as record holders for their beneficiaries, what Jeffrey Gordon and I have called “Agency 
Capitalism.” See Ronald J. Gilson & Jeffrey N. Gordon, “The Agency Costs of Agency Capi
talism: Activist Investors and the Revaluation of Governance Rights”, 113 Colum. L. Rev. 
883 (2013); Ronald J. Gilson & Jeffrey N. Gordon, Agency Capitalism: Further Implications 
of Equity Intermediation, in Research Handbook on Shareholder Power 32 (Jennifer Hill 
& Randall Thomas eds., 2015).

(7) Henry Hansmann & Reinier Kraakman, “The End of History for Corporate Law”, 89 
Geo. L. J. 745 (2001).

(8) Brian R. Cheffins, The History of Corporate Governance, in The Oxford Handbook of 
Corporate Governance (2013), nicely tracks the emergence of the term corporate gover
nance. He notes that the term only came into vogue in the 1970s in a single country—the 
United States. One outcome of this shift was that the “technological unemployment” that 
Manning feared did not arise. Hostile takeovers, a response to agency costs made broadly 



From Corporate Law to Corporate Governance

Page 22 of 30

possible by the development of junk bonds, generated enormous amounts of work and 
profits for fancy law firms. Lincoln Caplan, Skadden: Power, Money, and the Rise of a Le
gal Empire chap. 5 (1993) captures the phenomenon.

(9) A current compilation of current country and NGO corporate governance codes can be 
found at the European Corporate Governance Institute website: http://www.ecgi.org/
codes/index.php. For examples of the governance codes of large public and private insti
tutional investors, see, e.g., “Cal. Pub. Employees’ Ret. Sys., Global Principles of Account
able Corporate Governance” (2015), https://www.calpers.ca.gov/docs/forms-publications/
global-principles-corporate-governance.pdf; “BlackRock, Proxy Voting Guidelines for U.S. 
Securities,” available at http://www.blackrock.com/corporate/en-no/literature/fact-sheet/
blk-responsible-investment-guidelines-us.pdf.

(10) See, e.g., Timothy Lane, et al., “IMF-Supported Programs in Indonesia, Korea, and 
Thailand,” 72–73 (Int’l. Monetary Fund Occasional Paper No. 178, 1999); Asia Pacific 
Talks Vow Tough Action on Economic Crisis, N.Y. Times, Nov. 26, 1997, at A1.

(11) Out of a total of 1,533 articles published by the Journal of Financial Economics be
tween January 1, 1995 and August 29, 2013, 414 (27%) dealt with corporate governance. 
Author’s calculation.

(12) The term “implicit contract” comes out of the labor economics literature. The critical 
point is that, from a legal perspective, an implicit contract is not a contract at all: it has 
neither formal terms nor formal enforcement. Rather, it is a description of patterns of be
havior that are enforced by reputation markets. See Sherwin T. Rosen, “Implicit Con
tracts: A Survey”, 23 J. Econ. Lit. 1144 (1985).

(13) Ronald J. Gilson, Charles Sabel, & Robert E. Scott, “Braiding: The Interaction of For
mal and Informal Contracting in Theory, Practice and Doctrine”, 110 Colum. L. Rev. 1377 
(2010). The term “braiding” reflects the potential for complementarity between formal 
law and explicit contracts on the one hand, and implicit contracts on the other. In this ac
count formal law and explicit contracts facilitate the development and maintenance of im
plicit contracts; in effect, the formal components of the braid endogenize trust, the foun
dation for sustainable implicit contracts. Id. at 1384.

(14) Like Manning, I have a personal concern about the role of corporate law academics. 
On this front, the shift from corporate law to corporate governance and to the role of cor
porate governance in the larger structure of a capitalist economy, has had the desirable 
result of forcing corporate law academics to become interdisciplinary.

(15) Paul Milgrom & John Roberts, “Complementarities and Systems: Understanding 
Japanese Economic Organization”, 9 Estudios Economicos 3 (1994).

(16) At least I imagine that the students have that assessment of the gesture rather than a 
variety of less flattering characterizations ranging from showboating to simply strange.



From Corporate Law to Corporate Governance

Page 23 of 30

(17) This was how the document looked at the time my class exemplar was issued. Califor
nia, as of 2014 the world’s 8th largest economy (Samanta Masunaga, We’re Number 8: 
California Near the Top of World’s Largest Economies, Los Angeles Times, July 25, 2015), 
has statutorily designated not only a state animal and state flower, but also a state bird, a 
state amphibian, a state fossil, a state insect, and 28 other categories of designated state 
symbols. See California Governance Code Sections 420–429.8.

(18) Jensen & Meckling, supra note 2, at 310.

(19) Economist, Dec. 18, 1926.

(20) Bernard Black, “Is Corporate Law Trivial? A Political and Economic Analysis”, 24 Nw. 
U. L. Rev. 542 (1990).

(21) “Principles of Corporate Governance 2005,” Business Roundtable, November 2005, at 
6.

(22) Edward G. Fox, Merritt B. Fox, & Ronald J. Gilson, “Economic Crisis and the Integra
tion of Law and Finance”, 116 Colum. L. Rev. 325, 327–28 (2016).

(23) Among the efforts to apply path dependency to corporate governance, see Lucian A. 
Bebchuk & Mark J. Roe, “A Theory of Path Dependence in Corporate Governance and 
Ownership”, 52 Stan. L. Rev. 127 (1999); Marcel Kahan & Michael Klausner, “Path Depen
dence in Corporate Contracting: Increasing Returns, Herd Behavior and Cognitive Bias
es”, 74 Wash. U. L. Q. 347 (1996); See Ronald J. Gilson, “Corporate Governance and Eco
nomic Efficiency: When do Institutions Matter?”, 74 Wash. U. L. Q. 327 (1996).

(24) “[I]ndustrial districts are path dependent—an industrial district’s location may result 
not from the invisible hand of efficiency, but from ‘the details of the seemingly transient 
and adventitious circumstance’.” Ronald J. Gilson, “The Legal Infrastructure of High Tech
nology Industrial Districts: Silicon Valley, Route 128 and Covenants not to Compete”, 74 
N. Y. U. L. Rev. 575, 577 (1999), quoting Paul A. David & Joshua L. Rosenboom, “Marshal
lian Factor Market Externalities and the Dynamics of Industrial Localization”, 28 J. Urban 
Econ. 349, 368 (1990).

(25) Masahisa Fujita & Jacques-François Thisse, “Economics of Agglomeration”, 10 J. 
Japanese & Int’l. Econ. 339, 341 (1996); Paul Krugman, “Space: The Final Frontier”, 12 J. 
Econ. Perspect. 161 (1998).

(26) An early article, Rebecca M. Henderson & Kim M. Clark, “The Reorganization of Ex
isting Product Technologies and the Failure of Established firms”, 35 Admin. Sci. Qtly. 9 
(1990), illustrates this point by demonstrating that the market leader in one generation of 
product architecture loses out in the next, weighed down by having to unlearn all of the 
capabilities that made it succeed in the prior generation. For more recent analysis, see 

Steven Blader, Claudine Gartenberg, Rebecca Henderson & Andrea Prat, “The Real Ef
fects of Relational Contracts”, 105 Am. Econ. Rev. 452 (2015, Papers and Proceedings).



From Corporate Law to Corporate Governance

Page 24 of 30

The same analysis applies when the question is posed with respect to competition be
tween national governance systems. For the application of this analysis to the effect of 
changes in product markets on competition between national governance systems, see 
Gilson, supra note 23, at 329–34.

(27) A commitment to lifetime employment was itself a response to labor conditions in 
post-World War II occupied Japan manifested by labor occupation of factories and the be
lief that it was needed to constrain the communist movement in Japan. See Ronald J. 
Gilson & Mark Roe, “Lifetime Employment: Labor Peace and the Evolution of Japanese 
Corporate Governance”, 99 Colum. L. Rev. 508 (1999).

(28) See Masahiko Aoki, “Toward an Economic Model of the Japanese Firm”, 28 J. Econ. 
Lit. 1 (1990).

(29) The collection of articles in The Japanese Main Bank System: Its Relevance for Devel
oping and Transforming Economies (M. Aoki & H. Patrick eds., 1995) depicts the main 
bank system at its apogee.

(30) Masahiko Aoki, Hugh Patrick, & Paul Sheard, The Japanese Main Bank System: An In
troductory Overview 3, 18, in Aoki & Patrick, supra note 29.

(31) See Clayton M. Christensen, The Innovator’s Dilemma: When New Technologies 
Cause Great Firms to Fail (1997).

(32) See Peter A. Hall & David Soskice, An Introduction to Varieties of Capitalism, in Vari
eties Of Capitalism: The Institutional Foundations of Comparative Advantage 35 (Peter A. 
Hall & David Soskice eds., 2001); Aoki & Patrick, supra note 29.

(33) Milgrom & Roberts, supra note 15.

(34) See Hideaki Miyajima & Fumiaki Kuroki, The Unwinding of Cross-Shareholding in 
Japan: Causes, Effects, and Implications, in Corporate Governance in Japan: Institutional 
Change and Organizational Diversity 79 (Masahiko Aoki, Gregory Jackson, and Hideaki 
Miyajima eds., 2007).

(35) See generally, Varieties of Capitalism: The Institutional Foundations of Comparative 
Advantage (Peter A. Hall & David Soskice eds., 2001).

(36) Peter A. Hall & David Soskice, An Introduction to Varieties of Capitalism 3, in Hall & 
Soskice, supra note 35.

(37) Id. at 8.

(38) Later developments in contract theory complicate this formulation somewhat. In 
LMEs, formal and informal contracts can be complementary, supporting relational 
arrangements. See Gilson, Sabel, & Scott, supra note 13.

(39) Hall & Soskice, supra note 35, at 9.



From Corporate Law to Corporate Governance

Page 25 of 30

(40) Id. at 18. Mark Roe, for example, explores in detail the interaction between a 
country’s political institutions and its corporate governance practices. See Mark J. Roe, 
Political Determinants of Corporate Governance (2006).

(41) See Ronald J. Gilson & Bernard Black, “Venture Capital and the Structure of Capital 
Markets: Banks versus Stock Markets”, 47 J. Fin. Econ. 243 (1998).

(42) Hall & Soskice, Introduction, supra note 36.

(43) See Douglas C. North, Institutions, Institutional Change and Economic Performance 
36 (1990).

(44) This is a debate that goes back at least 25 years. See Gilson & Gordon, supra note 6, 
at 332–33.

(45) Ronald J. Gilson & Charles Whitehead, Deconstructing Equity, discusses the potential 
for this method of adaptive efficiency. See Ronald J. Gilson & Charles Whitehead, “Decon
structing Equity: Public Ownership, Agency Costs and Complete Capital Markets”, 108 
Colum. L. Rev. 231 (2008).

(46) Curtis Milhaupt raises the question of whether corporate governance in China serves 
the same function as in other systems, and so whether familiar comparative analysis is 
helpful. Curtis J. Milhaupt, “Chinese Corporate Capitalism in Comparative 
Context” (October 13, 2015). Columbia Law and Economics Working Paper No. 522. 
Available at SSRN: http://ssrn.com/abstract=2673797. Elsewhere, Milhaupt helpfully de
scribes the existing pattern and structures of Chinese government ownership of large 
companies, posing the question of whether the challenge is not the particular elements of 
Chinese corporate governance, but whether there is a span of control problem that sug
gests a conglomerate on steroids. See Li-Wen Lin & Curtis J. Milhaupt, “We Are the (Na
tional) Champions: Understanding the Mechanisms of State Capitalism in China”, 67 
Stan. L. Rev. 697 (2013).

(47) It is interesting that the Delaware judiciary appears to be more sensitive to the dy
namics of corporate governance. While the broad claim of the adaptive character of 
Delaware corporate law dates to the Supreme Court’s approval of an early variety of the 
poison pill in Unocal Corp. v. Mesa Petroleum, 493 A.2d 946 (Del. 1985), the Delaware 
courts appear to recognize the impact on governance of the intermediation of equity. See 
Gilson & Gordon, supra note 6.

(48) Stephan M. Bainbridge, “Competing Concepts of the Corporation (a.k.a. Criteria—Just 
Say No)”, 2 Berkeley Bus. L. J. 79, 83 (2005). Lynn Stout, whose competing model is also 
addressed in section 4, invokes the parable as well. Lynn A. Stout, “On the Nature of Cor
porations”, 9 Deakin L. Rev. 775 (2004).

(49) See Ronald J. Gilson, “Value Creation by Business Lawyers: Legal Skills and Asset 
Pricing”, 93 Yale L. J. 239 (1984).



From Corporate Law to Corporate Governance

Page 26 of 30

(50) See Robert H. Bates, Avner Grief, Margaret Levi, Jean-Laurent Rosenthal, & Barry R. 
Weingast, Analytic Narratives 3–23 (1998). Robert H. Bates, Beyond the Miracle of the 
Market: The Political Economy of Agrarian Development in Kenya (2005), provides an ex
cellent example of this approach.

(51) This genre characterizes most of my own work as well, with the exception of occa
sional efforts with more formally oriented colleagues. See, e.g., Ronald J. Gilson & Alan 
Schwartz, “Corporate Control and Credible Commitment”, 43 Int’l. Rev. L. & Econ. 115 
(2015).

(52) For present purposes, I do not address multiple variable analysis.

(53) In particular, I will keep the number of references in the footnotes limited to illustra
tive examples. Otherwise, I fear, the references will get in the way of the argument.

(54) Economist, supra note 19.

(55) Patrick Bolton, Marco Becht, & Alicia Roell, Corporate Governance and Control, 
Handbook of the Economics of Finance, vol. 1, 1–109 (2003). See Michael Magill, Martine 
Quinzil, & Jean-Charles Rochet, “A Theory of the Stakeholder Corporation”, 83 Economet
rica 1685 (2015). Roberta Romano traces recognition in the United States of corpora
tions’ need to orchestrate the competing demands of suppliers, customers, employees, 
and the community to Adolf Berle in Power Without Property (1959). Roberta Romano, 
“Metapolitics and Corporate Law Reform”, 36 Stan. L. Rev. 923 (1984).

(56) Mark J. Roe, “Backlash”, 98 Colum. L. Rev. 222 (1998), provides an interesting ac
count of the intersection of these forces in early twentieth-century Argentina.

(57) Hansmann & Kraakman, supra note 7. To be fair, Hansmann and Kraakman are typi
cally used as a trope for a position—all that matters is shareholders—that they explicitly 
do not take. See infra note 62.

(58) See, e.g., Romano, supra note 55 at 963–971. A flurry of US state statutes that al
lowed or obligated boards of directors to take stakeholders into account have been large
ly without substance. Most important, these statutes, as well as corporate charter provi
sions that mirrored the statutes, were not enforceable by their putative beneficiaries.

(59) Henry Hansmann, The Ownership of Enterprise (1996).

(60) The empirical evidence is collected in Gilson, Sabel, & Scott, supra note 13, at 1384–
86.

(61) The original statement of the model is found in Margaret M. Blair & Lynn A. Stout, “A 
Team Production Theory of Corporate Law”, 85 Va. L. Rev. 247 (1990).

(62) The converse will also be true. While shareholders can sell their shares if they are 
treated poorly, the sale price will reflect that treatment, in effect capitalizing the expect
ed reduced returns associated with other stakeholders’ opportunism. The drop in share 



From Corporate Law to Corporate Governance

Page 27 of 30

price then will reflect the stakeholders’ opportunism. The usual reference for the argu
ment to how shareholders can opportunistically shift returns from other stakeholders to 
themselves is Andrei Shleifer & Lawrence Summers, Breach of Trust in Hostile 
Takeovers, in Hostile Takeovers: Causes and Consequences 33 (A. Auerbach ed., 1988). 
For present purposes I note only that the analysis does not parse. In short form, Shleifer 
& Summers use post-airline deregulation as an examination of shareholder opportunism. 
The effect of deregulation was to allow entry of low-cost airlines with the result that the 
loss of the regulatory rents that had accrued to capital and labor resulted in losses to 
both. From this perspective, the takeovers that hit the industry were a process of allocat
ing that loss between labor and capital. While Shleifer and Summers argue that the re
sulting allocation violated an implicit contract between airline and management, they do 
not explain how one would identify the terms of an implicit contract concerning an event
—deregulation—that was not anticipated. They do suggest that the reallocation was only 
possible because post-takeover management did not value the prior management’s repu
tation and the resulting ability to enter into implicit contracts. However, they do not ex
plain why an asset that is valuable to prior management is not equally valuable to post-
takeover management. See Ronald J. Gilson & Bernard S. Black, The Law and Finance of 
Corporate Acquisitions 620–22 (1995).

(63) Aoki, supra note 28.

(64) This assessment is examined in Liza Featherstone, “Wage Against the Machine”, Slate 
(June 27, 2008), http://www.slate.com/articles/business/moneybox/2008/06/
wage_against_the_machine.html.

(65) Gilson & Gordon, supra note 6.

(66) See Ronald J. Gilson, “Catalyzing Corporate Governance: The Evolution of the United 
States’ System in the 1980s and 1990s”, 24 Corp. & Sec. L. J. 143 (2006).

(67) Gilson & Gordon, supra note 6.

(68) Ronald J. Gilson & Jeffrey N. Gordon, Agency Capitalism: Further Implications of Eq
uity Intermediation, in Research Handbook on Shareholder Power 32 (Jennifer Hill & 
Randall Thomas eds., 2015).

(69) Stephen M. Bainbridge, “Director Primacy: The Means and Ends of Corporate Gover
nance”, 97 Nw. U. L. Rev. 547 (2002).

(70) Id. at 580.

(71) Japan may actually illustrate how the stakeholder model, team production, and direc
tor primacy can all co-exist in one system (suggesting that they need not be distinct 
“models” at all). That is, the Japanese firm in its heyday favored employees over share
holders. Those employees engaged in a tournament to become directors, whereupon they 
would reap the largest rewards (partly through tenure) and play the role of Blair & 
Stout’s (supra note 61) mediating hierarchs. Because these senior managers were largely 



From Corporate Law to Corporate Governance

Page 28 of 30

insulated from capital market pressures, and due to the absence of a lateral market for 
managerial talent, the system was one of director primacy in the extreme. I am grateful 
to Curtis Milhaupt for making this connection.

(72) In the 1980s, when hostile takeovers were dismantling the failed conglomerate exper
iment, firms representing 1–3% of total stock market value underwent leveraged buyouts 
each year from 1985 to 1988. Bengt Holstrom & Steven Kaplan, “Corporate Governance 
and Merger Activity in the U.S.: Making Sense of the 1980s and 1990s”, 15 J. Econ. Persp. 
121 (2001). This volume of takeovers led to a report by the Council on Competiveness, 
headed by Harvard Business School strategy professor Michael Porter, extolling the 
Japanese governance system: “In general, the U.S. system is geared to optimize short-
term returns, the Japanese and German systems optimize long-term returns.” Michael E. 
Porter, “Capital Choices: Changing the Way America Invests in Industry”, 5 J. Appl. Corp. 
Fin. 4 (1992). The phenomenon generalizes: However long management and the board’s 
leash, when the capital market begins to tug on it, those being tugged don’t like it. See 
section 4.1.4.

(73) See Armen Alchian & Harold Demsetz, “Production, Information Costs, and Economic 
Organization”, 67 Am. Econ. Rev. 777 (1972), discussed in Blair & Stout, supra note 61, at 
266–68.

(74) See Bengt Holstrom, “Moral Hazard in Teams”, 13 Bell J. Econ. 324 (1982), discussed 
in Blair and Scott, supra note 61, at 268–69.

(75) See Ronald Coase, The Nature of the Firm, 386 (1937), discussed in Bainbridge, 
supra note 69, at 547.

(76) Kenneth J. Arrow, The Limits of Organization (1974), discussed in Bainbridge, supra
note 69, at 57–59.

(77) Arrow, supra note 76, at 78–79.

(78) As a style of proof that their model is right (and that others are wrong), both Blair & 
Stout and Bainbridge offer extended arguments that current and historical corporate law 
is consistent with their respective models. I do not discuss these efforts here for two rea
sons. First, they necessarily depend on some version of an older argument that the com
mon law, in this case corporate law, is efficient; without needing to rely on Alchian & 
Demsetz, Holstrom, Coase and Arrow, the process of case selection (and the structure of 
other lawmaking institutions) will result in efficient rules. This claim, whose intuition was 
understandable when first made, has not fared well. Absent a mechanism that leads to ef
ficient outcomes based on distributed incentives, the claim devolves into a belief that 
judges can be expected to get the answer right. My task here is instrumental, intelligent 
design rather than a blind belief in the operation of the judicial system. Put differently, a 
claim of survivorship in favor of an observable structure is a weak proof of efficiency. Se
cond, invocation of the consistency of statutory rules and judicial decisions with the prof
fered models is an “inside baseball” argument. The authors discussed in the text (and I) 



From Corporate Law to Corporate Governance

Page 29 of 30

are, with the exception of one economist whose appointment is in a law school, lawyers. 
Thus, tying a claim for a particular model back to legal arguments is understandable but 
backwards: In an intelligent design context, existing legal institutions and rules are a 
tool, not evidence of efficiency.

(79) See Bolton et al., supra note 55. Henry Hansmann and Reinier Kraakman point out 
that even this broad measure of social welfare is contestable. “For many individuals, in
creasing social stability may be worth sacrificing a meaningful amount of productivity as 
measured—as it conventionally is—in terms of the net value of market transactions . . . It 
is not crazy to feel that a leisurely daily walk to a dependable workplace in the well-pre
served medieval city of one’s birth is preferable to lower prices on smartphones.” Henry 
Hansmann & Reinier Kraakman, Reflections on the End of History for Corporate Law, in 
Convergence of Corporate Governance: Promise and Prospects (Abdul Rasheed & Toru 
Yoshikawa eds., 2012). Of course, this trade-off is hardly limited to corporate governance, 
as a moment’s reflection on the current debate over the desirability of lowering trade bar
riers reminds. Addressing the broader issue is beyond my ambitions here other than to 
note that there is nothing in a Kaldor–Hicks analysis that counsels against redistribution 
of gains and losses.

(80) Ronald J. Gilson, “A Structural Approach to Corporations: The Case Against Defensive 
Tactics in Tender Offers”, 33 Stan. L. Rev. 819, 834 n. 56 (1981). Easterbrook and Fischel 
made the same point in “Voting in Corporate Law”, 26 J. L. & Econ. 395 (1983).
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try leaders fail to anticipate an innovation that devalues their skills and products, and as 
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nor its customers initially see the new technology’s potential. When the disruptive tech
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nology develops so that it is generalized to the industry core, the dominant firms are then 
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of production. More recently, the concept has been extended to any change in technology 
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Abstract and Keywords

This chapter discusses the question of “convergence or persistence” in corporate law and 
governance. It first considers efforts to measure convergence directly by focusing on the 
evolution of law-on-the-books governance provisions before analyzing capital market evi
dence on convergence, with particular emphasis on capital market indicators such as the 
decline in “cross-listings” onto US stock exchanges by firms from jurisdictions with weak
er investor protection and the increase in initial public offerings (IPOs) on emerging mar
ket stock markets. The chapter proceeds by reviewing evidence of divergence, especially 
“divergence within convergence,” and the failure of the European Union to produce more 
convergent corporate governance. It also looks at the “End of History” debate over 
whether corporate governance has converged on a “shareholder value” model and con
cludes by asking whether “stability” will become a general objective of corporate gover
nance convergence.

Keywords: convergence, persistence, corporate law, cross-listings, initial public offerings, divergence, corporate 
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1 Introduction
ALMOST 15 years ago Jeff Gordon and Mark Roe co-edited a book, Convergence and Per
sistence in Corporate Governance1. In their introductory essay, Gordon and Roe (“G&R”) 
linked the convergence-persistence question to globalization in two distinct senses. The 
first is whether corporate governance is an element of comparative advantage in global 
product markets, which would imply that the corporate governance norms that tend to
ward efficient production would disseminate widely. The second sense is whether corpo
rate governance is an element of comparative advantage in global capital markets, either 
because (1) acquirers in cross-border mergers and acquisitions would want to use a stan
dardized “currency” or (2) equity capital suppliers such as institutional investors would 
push for a standardized corporate governance model. This source of comparative advan
tage would suggest a convergence toward an international standard of corporate gover
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nance because of its appeal to international capital markets and, generally, a lower cost 
of equity capital.

G&R also observed that a key feature of corporate governance is its embeddedness in na
tional legal systems and in particular in patterns of ownership, control, and monitoring 
that have national origin. In consequence, notwithstanding the impact of globalization, 
the rate and extent of convergence will be constrained by the forces of path-dependency, 
along two distinct dimensions. First, from an efficiency perspective, a particular national 
system might well be linked to a set of complementary institutions, so that a governance 
change to conform to the “international” model might well reduce the value of the firm 
and, indeed, its global competitiveness. For example, imagine a governance regime domi
nated by blockholders that included “affiliated” directors placed by the large bank that 
provided debt (p. 29) finance and the lead underwriters of the company’s public equity. 
These affiliated directors would have institutional backing for their efforts to check pri
vate benefit extraction and the misrepresentation of performance. Adoption of the conver
gent governance standard in favor of “independent” directors rather than affiliated direc
tors would likely undercut the monitoring capacity of the particular national system. Inde
pendent directors would be an efficient substitute only if the domestic court system be
came robust enough to control private benefit extraction and the domestic securities reg
ulation system became robust enough to protect against fraud. Substitution of the conver
gent standard without regard for these institutional complements could result in compa
nies that are less efficient and compete less well in global markets.2 In consequence, na
tional elites may defend the domestic corporate governance regime.

Second, an existing governance setup will inevitably create rents that incumbents will 
fight to preserve. Controllers in a blockholder regime may well resist a move toward con
vergent governance institutions that could impede various sorts of “tunneling”3 (as from 
genuinely independent directors) or that could facilitate the growth of public capital mar
kets that could finance rivals (as from an increase in minority shareholder protection). 
Unions may resist convergent measures that “empower” shareholders because of the con
cern that shareholder pressure could increase the likelihood of employee layoffs. The 
point is that even if corporate governance convergence was “efficient” in a macro-sense, 
important local actors might be disadvantaged and use their political tools to resist con
vergent legal and institutional change.

G&R conjectured that globalization could also affect the pace of convergence through its 
effect on complementarities. For example, if global competitive pressure forced banks 
away from a relationship model towards a transactional model, the mutual gains from 
“delegated monitoring” might well disappear. Alternately, global capital markets might 
give rise to large institutional investors that pursued a monitoring strategy that exploited 
different complementarities.

One convergent trend noted by G&R was the decline of state ownership, in light of the 
privatization waves of the 1990s and 1980s. These privatizations often catalyzed the 
strengthening of investor protection measures in service of the state’s goal of maximizing 
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the proceeds on the privatization.4 But the consequence was to strengthen public stock 
markets more generally.

The question is, what is the state of convergence versus persistence as of 2017? The not 
particularly informative answer is that there has been considerable convergence, and al
so considerable persistence. There has been convergence in many of the formal gover
nance rules but local applications reveal considerable divergence. Substantial differences 
in ownership structure persist. Even with improvements in minority shareholder protec
tion, the Anglo-American model of the diffusely-owned firm does not predominate. In
stead we see (p. 30) a proliferation of forms of ownership concentration, including family 
ownership, foundation ownership, and entrepreneur ownership. The rise of China in the 
post-2000 period has brought prominence to a new form of concentrated ownership, the 
state-owned enterprise, which has now taken on a pyramidal form.5 The success of this 
organizational form in spearheading China’s rapid economic growth has provided 
counter-evidence to the privatization trend.

G&R, writing in 2003, emphasized the role of global competition in promoting conver
gence. In 2017, it would also be right to add the role of “global governance,” the effort to 
set standards flowing from supranational public institutions. This has been propelled 
through three separate channels. First is the World Bank’s insistence on corporate gover
nance reform as a condition for receipt of financial assistance, particularly following the 
East Asian financial crisis but also part of its “development” agenda. Second is the formu
lation by the OECD of governance “principles” first in 1999 and then in subsequent ver
sions, most recently in 2015 (helpfully available on the OECD website in 10 languages). 
This in turn has led to the adoption of governance codes by dozens of countries. Third is 
the push for governance reforms as part of the post-financial crisis agenda of the G-20 
group of leading countries, with the Financial Stability Board both shaping the agenda 
and also providing for follow-up auditing of national adoption of appropriate measures.

From another perspective, it has become hard to separate out the convergence/persis
tence question from “financial globalization”—the development of worldwide capital mar
kets and a set of complementary actors that make it possible for firms from countries 
with persistently weak governance institutions to opt into higher governance regimes.6

Firms can issue stock in a “global” offering: cross-listing on an exchange with higher gov
ernance standards; submitting to a more rigorous, better policed disclosure system of the 
“borrowed” jurisdiction; making use of an international network of credible investment 
intermediaries, such as underwriters and accounting firms (applying globally accepted In
ternational Accounting Standards)7; enlisting high-reputation foreigners as independent 
directors,8 and selling into the portfolios of global asset managers who will bring a cer
tain level of monitoring.9 More specifically, careful examination of “what matters” in cor
porate governance suggests that (p. 31) the quality of the national disclosure regime is a 
critical variable.10 High-quality disclosure facilitates better monitoring internally and ex
ternally. Yet this is also the governance feature that is most readily borrowed through a 
global offering. The US disclosure pattern sets the general template because of the desire 
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to include US institutional investors as offerees. The reputations of global intermediaries 
as well as legal enforcement play a role in making the disclosure credible.11

Local complementarities may have eroded as cross-holdings unwind (e.g., in Germany12

and Japan13), but global complementarities have become stronger. The pace of strictly na
tional convergence may be slowed by the ability of local issuers to opt into the global gov
ernance system.

The “convergence” question also operates on what might be thought of as the teleological 
level. Have governance systems converged on “shareholder control” and “shareholder 
value” to the exclusion of stakeholder concerns? The assertion that we had reached the 
“End of History” in favor of shareholders14 produced an intense debate. Where are we 
now?

A final introductory thought: When the G&R book was put together, the questions about 
“convergence and persistence” related principally to developed market economies. Atten
tion was focused on differences among developed countries: The two-board/codetermina
tion structure of Germany and the main bank/keiretsu structure of Japan were signature 
preoccupations. More generally, the main difference was framed as between “outsider” 
and “insider” forms of corporate governance. Were these differences political, relating to 
the relative power of employees versus shareholders;15 functional, optimizing for certain 
forms of production, investment, and adaptability to changing conditions;16 or rather the 
result of strong path dependencies?17

(p. 32) The corporate governance convergence debate today focuses much more on 
emerging market economies. There are three reasons. First, the East Asian financial cri
sis of 1997–1998 was taken as showing that the corporate governance failures in such 
countries could produce financial instability with sharply negative consequences for de
veloped economies. The global externalities of poor corporate governance meant that 
countries could not be left to internalize costs and benefits. Thus corporate governance 
reform immediately rose to the top of the global governance agenda through the concert
ed efforts of the IMF and World Bank. Indeed, a 2016 IMF report reaffirms the financial 
stability connection, developing the case that emerging market economies with better 
corporate governance were better positioned to bear the financial shocks of the Global Fi
nancial Crisis of 2007–2008.18

Second, a group of scholars became convinced that better corporate governance would 
accelerate financial market development and that this in turn would produce faster eco
nomic development in emerging market economies.19 So improved corporate governance 
became part of the development agenda, also promoted by the World Bank. Third, institu
tional investors came to believe in both the portfolio value of international diversification 
and the possibilities in emerging market economies of a higher growth rate than in OECD 
countries. Corporate governance reform would facilitate pricing, cabin the risks of sud
den losses because of insider opportunism, and thus produce superior risk-adjusted re
turns. Institutional investors became advocates for corporate governance reform,20 
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operating through private organizations like the International Corporate Governance Net
work and important quasi-official bodies like the OECD.

The debate about convergence within developed countries is still interesting. For exam
ple, given the robust governance of the European Union, why is it that the corporate gov
ernance regimes of the EU Member States still exhibit significant divergence? Why isn’t 
there a fully harmonized company law after more than 20 years of trying?

This chapter explores the “convergence or persistence” question as follows: Section 2 

explores the efforts to measure convergence directly by observing the evolution of law-
on-the-books governance provisions. Section 3 looks at convergence through some capital 
market indicators: (1) the reduced incidence of “cross-listings” onto US stock exchanges 
by firms from jurisdictions with weaker investor protection; (2) the increase in IPOs on 
emerging market stock exchanges; and (3) the increase in cross-border mergers involving 
a US party in which the survivor is not a US corporation, a so-called “inversion.”

Section 4 looks at evidence of divergence, particularly “divergence within convergence,” 
which seems to describe the general state of play. In this regard, a 2017 compilation by 
the OECD of various national corporate governance provisions, the OECD Corporate Gov
ernance Factbook, is a valuable resource. One element that has driven measures of con
vergence over the past 20 years has been the increasing employment of independent 

(p. 33) directors across many countries. This section looks at divergent practices regard
ing the role and selection of the independents. It also looks at the divergent takeup of a 
governance innovation, shareholder votes on remuneration, “Say on Pay Policy” and “Say 
on Pay.” Metering convergence/divergence is methodologically challenging. Without de
tailed country analyses, we may be at risk of assuming “convergence” on the basis of for
mal similarities that mask important functional differences. In this spirit, a recent set of 
case studies on independent directors in Asia argues for “varieties” of independent direc
tors rather than a unitary institution.21 Do we emphasize the divergences, which may fade 
over time as the convergent features assert themselves, or will the divergences attain 
their own functional legitimacy?

Section 5 discusses the role of global governance in corporate governance convergence, 
focusing particularly on the role, post-East Asian financial crisis, of the IMF, World Bank, 
and OECD, and the additional impact of the global financial crisis in enlisting the G-20 
world leaders and the Financial Stability Board in promoting corporate governance con
vergence. One conclusion is that the convergence push through global governance is mo
tivated by financial stability concerns perhaps at least as much as by efficiency and pro
ductivity.

Section 6 asks why the EU, a supranational body empowered with governance authority, 
has not produced more convergent corporate governance. The asserted answer is not so 
much the efficiencies of local adaptations and institutions but the desire of the member 
states to throw sand in the gears of economic and political integration. Divergence makes 
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it harder to accomplish cross-border merger and acquisition activity, which otherwise 
would produce much tighter integration.

Section 7 briefly addresses the “End of History” debate: whether corporate governance 
indeed has converged on a “shareholder value” model. The terms of the debate have 
shifted, however. It’s not shareholders versus stakeholder in a straightforward sense. We 
may all be shareholder value proponents now. The current question is, which 

shareholders: the ones who will pursue “efficiency only” or others who may include “sta
bility” within their maximizing function? Stakeholders may fare differently depending on 
which shareholder objective function is predominant. Family shareholding groups that 
need political buy-in to protect their economic stakes are likely to see value in stability; 
large institutional investors that are subject to government regulation, or see themselves 
as permanent investors locked into the systemic risk of instability, may well have a similar 
perspective. Global governance institutions, which are accountable to governments, are 
also likely to have “stability” objectives. One important piece of evidence is the growing 
movement for “Stewardship Codes” and the concerted campaign against the purported 
“short-termism” of hedge funds, all designed to add stability to the shareholder maximiz
ing function. The chapter concludes by asking whether “stability” will become a general 
objective of corporate governance convergence.

(p. 34) 2 The Effort to Measure Convergence Di
rectly
How do we know if corporate governance systems are in fact converging? Can we break a 
corporate governance regime into discrete elements and measure them, and then sum 
them up in a reliable way?22 The first effort to do this is associated with the decade-long 
series of “legal origins” papers of Rafael La Porta et al., which devised various measures 
of investor protection that were in turn presented as explanatory elements of different 
ownership patterns and levels of financial development. The project initially focused on 
an “anti-director rights” index,23 which was effectively dismantled as a flawed coding ex
ercise by Holger Spamann,24 but then reclaimed through a more accurately coded “self-
dealing” index.25 The project was at its core “anti-convergence,” since it was heavily in
vested in the thesis of transnational “families” of corporate law, locked into their paths 
through their “legal origins.” But the data that fueled this argument was cross-sectional, 
not time series, so actually the “legal origins” project was not sufficiently powered to test 
its most interesting conjecture.

An alternative way to measure a critical dimension of corporate law and governance, 
“shareholder protection,” has been devised by a group of scholars associated with Math
ias Siems, developing “leximetric” measures and evidence.26 The most recent entry states 
its punchline in the title: “Disappearing Paradigms in Shareholder Protection, 1990–
2013.”27 The general strategy is similar to the La Porta et al. approach, devising a “share
holder protection” index with a somewhat different set of variables focused on sharehold
er powers only. Subjectivity and some arbitrariness are inevitable, as they acknowledge. 
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Figure 2.1  Katelouzou and Siems, p. 133, fig. 1.

Figure 2.2  Katelouzou and Siems, p. 148, fig. 7.

Coding requires quantification and an index requires summing, for which there is only 
questionable theoretical justification.28 With these inevitable caveats, the special contri
bution of Katelouzou (p. 35) and Siems is the coverage: 10 elements, 30 countries, and 24 
years of data; and the use of network analysis to assess country clusters. The authors also 
divide the variables into “enabling”—those that empower shareholders to take self-protec
tive action—and “paternalistic”—mandatory features.29

Their results come through in two charts (see Figures 2.1 and 2.2). Figure 2.1 shows sig
nificant convergence across the 30 countries over the period. The average level of share
holder protection as measured by their index advances in every country from the begin
ning of the period (1990) to the end (2013), and the countries that were lowest at the be
ginning of the (p. 36) period have made the biggest changes. Further analysis shows that 
the convergence occurs over roughly the same elements of shareholder protection, con
sistent with the evolution of a normative model of corporate governance that has interna
tional acceptance.30 Figure 2.2 puts paid to the La Porta et al. idea that “origins” are 
“destiny” by showing great convergence in shareholder protection among the purportedly 
distinct legal families. More controversially, Katelouzou and Siems seem to think that 
their results disprove the emergence of a paradigm based on the “American” model, since 
many of the convergent protections are mandatory rather than enabling.31 But the US has 
adopted many mandatory corporate governance elements over the time period. Indeed, 
adjustments in mandatory legal rules to reset the accountability of managers and share
holders have constituted an essential part of the American model.32
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There are three important limitations on such direct convergence measures. First, they 
are based on law-on-the-books coding. Explicit and implicit enforcement mechanisms can 
vary significantly. For example, the value of the right to bring a shareholder derivative 
suit for a breach of directors’ fiduciary duties will importantly depend upon the functional 
capacity of the local judicial system.

Second, nominally similar governance elements measures may function quite differently 
across national regimes, depending on ownership patterns and other complementary in
stitutions. For example, director “independence” in jurisdictions characterized by family 
and blockholder ownership ought to be defined differently than in the case of jurisdic
tions characterized principally by diffuse share ownership, in light of the different agency 
problems to be solved.33 Directors who are “independent” from management may help 
constrain managerial agency costs for the typical American firm, but independence from 
the controlling shareholders is crucial elsewhere for “good governance.” Moreover, cor
rectly-framed definitions of “independence” from controllers may be inadequate without 
public minority shareholders’ selection (or veto) rights. To take another example, govern
ment ownership presents distinct challenges to the value of “independence.” China’s 
state-owned enterprises are populated with “independent directors,” but their role pre
sumably is to advance rather than constrain the state’s employment of ownership prerog
atives. Thus some would argue that a coding methodology is inadequate and even mis
leading in its capturing (p. 37) of governance features, advocating instead for thick ac
counts of local governance evolution.34 The convergence picture becomes much more 
complex through this lens.

Third, direct convergence measures are often incomplete as a measure of a country’s cor
porate governance system. As is explained in Section 3.1, the separate elements of 
mandatory disclosure found in securities regulation may play a crucial governance role. 
Yet disclosure regimes and practices can vary widely, quite separate from formal share
holder protection. More generally, even if particular elements of governance are conced
edly important, such as board structure and disclosure, valid measures of these gover
nance elements may vary significantly across countries.35

3 Capital Market Evidence on Convergence
One important measure of the extent of corporate governance convergence is the behav
ior of firms seeking to raise equity capital in a globally competitive capital market. Evi
dence of convergence comes in (1) the decline of cross-listings by firms from purportedly 
lower investor protection jurisdictions onto US stock exchanges; (2) the increasing capac
ity of firms in emerging market economies to raise equity capital through IPOs; and (3) an 
increase in “inversion” transactions in which issuers switch their domicile from the US to 
a foreign jurisdiction. None of these developments suggest that investor protection is less 
robust in the US than previously; rather, that the gap between the highest and lowest in
vestor protection regimes has diminished so that countervailing factors might dominate 
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the listing or domicile choice. This is consistent with the convergence pattern reflected in 
the Katelouzou and Siems study.

3.1 The Decline in Cross-Listings

A substantial literature documents the existence of a valuation premium for foreign firms 
that cross-list on US stock markets, and the effect is strongest for firms whose primary 
listing is in a jurisdiction with weaker investor protection.36 One component of valuation 
creation (p. 38) is how the listing “bonds” the foreign issuer to the higher quality US 
regime, in particular the disclosure requirements of the federal securities laws, as en
forced by public and private litigation, and the stock exchange listing rules.37 This bond
ing effect shows the limits of efforts to measure governance convergence through coding 
corporate law, since a national regime of investor protection can be improved by opting 
into a more credible disclosure regime.38 The number of cross-listings began to decline in 
the mid-2000s, and various US business and political leaders claimed that the toughening 
US regulatory regime, reflected in the Sarbanes–Oxley law that followed the post-Enron/
WorldCom scandals, had undercut the value proposition.39 In consequence, the SEC liber
alized the “delisting” rules in the hope that easier exit would encourage more firms to 
cross-list.40 Recent papers suggest that the consequence was to reduce the cross-listing 
premium, especially for firms with weaker corporate governance, because the new rule 
undercut the credibility of the cross-listing bond.41 This would reduce the appeal of the 
US as a “bonding” regime.

But what accounts for the previous decline in cross-listings? It’s not that the US regime is 
so onerous; rather, the need for bonding has declined. As shown in the prior discussion of 
“convergence,” corporate governance has leveled up in many jurisdictions. Imperfect cod
ing may still reflect an underlying phenomenon. Firms can also credibly engage in gover
nance self-help through adoption of strong internal governance arrangements (such as 
credibly independent directors42) and through measures that make disclosure robust and 
reliable, such as reporting on international accounting standards and retention of high-
reputation external accountants. Firms can also hire internationally reputed underwriters 
in their IPO. Cross-listing may still be valuable for weakly governed firms (even if dimin
ished by the easier US exit), but the decline in cross-listings reflects reduced demand be
cause of reduced need. The willingness of foreign issuers to go public on foreign ex
changes rather than the US suggests that the governance-quality advantage of the US 
has dissipated. Leveling up means (p. 39) that issuers obtain an insufficient cost-of-capital 
discount for bonding the firm to the US governance regime, given the costs.43
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Figure 2.3  OECD Business and Finance Scorecard 
(2016), fig. 6.

Figure 2.4  Mats Isaksson and Serdar Çelik, “Adapt
ing Global Standards to a Changing World”, p. 3, fig. 
1.

3.2 Increased Emerging-Market IPOs

Another indication of “convergence” is provided by the ability of firms in emerging mar
ket economies to access capital markets through IPOs, whether on local exchanges or 
through cross-listing on an exchange at a global financial center. The OECD Business and 
Finance 2016 Scoreboard has a graphic, reproduced in Figure 2.3, that shows this, cover
ing the 2000–2015 period.44 Firms in emerging markets are able to raise an increasing 
amount of equity capital over the period, in dollar amount (correcting for the immediate 
run-up prior to the crisis) and as a percentage of the total amount raised. As shown by the 
graphic in Figure 2.4 from OECD researchers Mats Isaakson and Serdar Çelik, “advanced 
economies” dominated the IPO market early in the period; more recently the split with 
emerging economies has been 50:50.45 Moreover, most equity raising by non-OECD firms 
occurs in non-OECD capital markets. To a significant extent, of course, these changes re
flect the economic rise of (p. 40) China,46 but such changes do carry evidentiary weight on 
the governance setup, since public shareholders are directly exposed to frailties in gover
nance.47
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3.3 “Inversions”

An “inversion” is a merger in which the target is the formal corporate survivor of the 
transaction, which is so structured to shift the corporate domicile of the ongoing enter
prise. Often this is to take advantage of the more desirable governance regime of the new 
domicile. In the current mergers and acquisition environment, the term most particularly 
refers to transactions in which a US issuer, typically organized in Delaware, merges into a 
foreign (p. 41) target, choosing a non-US domicile for the ongoing enterprise. The motiva
tion is tax minimization: US-domiciled firms are subject to US corporate income tax on 
their worldwide earnings; non-US-domiciliaries are subject to US tax only on their US ac
tivities.48 Favorite destinations have been Ireland, the Netherlands, and the UK, but 
Bermuda, Switzerland, and Canada have been chosen as well. The firms retain their US 
stock-exchange listings and thus remain subject to the US federal securities laws. There 
are two messages relevant to the convergence debate. First, even though the governance 
regimes of these particular jurisdictions differ, at least formally, in most respects they are 
convergent. Or rather, if there is a decrement to governance quality, it is swamped by the 
immediate tax savings. Second, in considering what “counts” as corporate governance, 
the content of securities regulation and the exchange’s listing rules also must be includ
ed. The “inverted” firms were in the same position as any other cross-listed firm. Their 
US listing bonded themselves to the disclosure and other regulatory elements of the US 
federal securities laws and to the exchanges’ own rules, including the implicit and explic
it enforcement mechanisms.

4 Evidence of Non-Convergence or Divergence-
Within-Convergence
Notwithstanding indications of some convergence, there is also ample evidence of signifi
cant divergence. Indeed, the continuing (if reduced) cross-listing premium indicates this. 
Surveys of institutional investors indicate wariness about foreign firms in countries with 
relatively weak corporate governance, especially for firms whose ownership structure 
(such as family control) and internal governance indicate vulnerability.49 Empirical evi
dence on institutional investor investment behavior bears out the reliability of the sur
veys.50

Divergence takes two forms: The first is a non-following of the convergent norm—for ex
ample, not requiring independent directors. The second, far more common, is divergence 
within the convergent norm: “divergent convergence.” Evidence of both forms of diver
gence is found in the OECD Corporate Governance Factbook (2017), a readily accessible 
current guide to worldwide corporate law and governance.

For example, the OECD describes a divergent practice on board structure: One-tier 
boards are most common (19 jurisdictions), two-tier boards are also common (10 jurisdic
tions), but the optional choice between one-tier or two-tier boards is growing (12 jurisdic
tions, given the development of the Societas Europaea (SE) in the EU. And there are still 
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other variants in three important jurisdictions: Italy, Japan, and Portugal.51 The maximum 
term for board (p. 42) members varies from one year to indefinite terms, though the most 
common maximum term is three years.52

There is a convergent practice on the presence of independent directors on the board, 
whether in a two-tier board structure (for the supervisory board) or a one-tier structure.53

Yet the number of independent directors diverges: most common is two or three by law 
and 50% by voluntary measures (via a “comply or explain” Code). Jurisdictions vary on 
the numbers and ratios. Moreover, “national approaches on the definition of indepen
dence for independent directors vary considerably, particularly with regard to maximum 
tenure and independence from a significant shareholder.”54 These differences would pre
dictably result in divergence on the independence-in-fact of nominally “independent” di
rectors and, indeed, their putative function.

Similarly, there is convergence on “independent” audit committees, formally required for 
listed companies by 89% of jurisdictions; covered by Code in the rest.55 Yet there is diver
gence on whether this means “majority” independent directors or 100%.56 And there ap
pears to be no convergent practice on the relationship between the audit committee and 
the external auditors.

One fundamental divergence relates to the function of independent directors deriving 
from the divergent patterns of ownership.57 The stylized division is between diffuse own
ership (or ownership that is reconcentrated in institutional owners that represent diffuse 
beneficial owners) and family or blockholder ownership. Independent directors of diffuse
ly owned firms are called to protect the interests of shareholders vis-à-vis the manage
ment teams. In family-dominated firms, the controllers monitor management; indepen
dent directors are called to protect minority shareholders. This aims to monitor insider 
dealings of various types. On a count-the-countries basis, family ownership dominates 
throughout the world.58

Nevertheless, in a substantial fraction of jurisdictions (19 jurisdictions of 46), board ap
proval is not required for important related-party transactions, and, where required, inde
pendent directors’ review is not necessary (13 jurisdictions), nor is an opinion from an 
outside specialist (9 jurisdictions).59 Moreover, only seven of 46 jurisdictions have special 
arrangements designed to facilitate minority representation on the board.60 Within this 
group of seven, only Israel gives the public minority the right to veto the reelection of in
dependent directors. How genuinely convergent is the practice of director independence 
if (p. 43) (1) independent directors will not necessarily review important related-party 
transactions and (2) formally independent directors are elected by the controllers whose 
potential self-dealing they are supposed to monitor?61

Do these divergent elements within a convergent practice matter? The evidence is “yes, 
they should.” First, the particulars of a reform can determine whether it is “high impact” 
or not. In the case of the move to independent directors, for example, whether the frac
tion of independent directors is relatively high or low and whether they are given key 
governance roles predictably should affect investor protection. The importance of these 
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variations is borne out in a recent (2017) detailed cross-country analysis of board re
forms.62 The study finds that “high impact” measures that markedly change the fraction 
of independent directors, particularly if implemented quickly, will increase the value of 
the firm (measured by Tobin’s q), as will measures that assure audit committee and audi
tor independence.63

Second, governance elements commonly have country-specific effects because of country-
specific positive and negative complementarities, as well as substitution effects. For ex
ample, the level of enforcement resources available to a market regulator will affect the 
quality of disclosure. The efficiency of a court system will affect the impact of legal rules 
on investor protection. Independent boards staffed by high-quality directors may substi
tute for weaknesses in the formal legal system.64 The importance of country-specific 
analysis of “good corporate governance” is argued most forcefully in Bernard Black et al., 
which builds country-specific corporate governance indices for four emerging market 
economies covering critical governance variables such as board structure and 
disclosure.65 The index elements that measure “good disclosure” or “better board struc
ture,” for example, vary within each country; the divergences matter.

A good example of partial convergence and divergence-within-convergence is the experi
ence with “Say on Pay,” a shareholder vote on the company’s remuneration practices. The 
concept has had remarkably quick takeup as an element of global governance best prac
tice since its legislative adoption in the UK in 2002.66 Rapid diffusion shows convergence, 
yet the convergence has been partial. First, jurisdictions have divided on whether to re
quire (p. 44) (or recommend) shareholder votes on remuneration policy, a general ex ante 
view on the company’s pay strategy. As of the OECD’s 2017 survey, 29 of 46 countries 
(63%) had adopted such “Say on Pay Policy.”67 Yet a significant number still do not re
quire even disclosure of individualized pay and thus are far from empowering sharehold
ers in this way. The division is even sharper on shareholder votes on the level/amount of 
remuneration, “Say on Pay.” Only 24 countries (52%) require (or recommend) such a 
shareholder vote. Is the vote binding or advisory? For “Say on Pay Policy,”19 countries 
(41%) adopt the “binding approval” variant, making that the most widespread. For “Say 
on Pay,” 17 countries (37%) adopt the binding approval variant (versus seven, advisory 
only). Takeup of shareholder voting on remuneration policy and practices appears to be 
far more widespread in the OECD countries, especially the US and the EU member 
states, than emerging market economies. The EU, for example, promoted shareholder vot
ing on remuneration in the 2017 Shareholder Rights Directive.68 As an innovation on a 
core corporate governance question, there is more convergence on the thesis than on the 
implementation.

A more radical version of “divergence within convergence” is advanced in a recent vol
ume on independent directors in Asia,69 which argues both that (1) independent directors 
are “ubiquitous” in Asia, found in higher proportion across more firms than in the “West,”
and that (2), functionally, there are “varieties” of independent directors in Asia, differing 
substantially from the US variant and differing even within Asia.70 Adoption of a trans
plant, particularly under pressure of foreign investors or global governance institutions, 
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does not determine how the new institution will function. That emerges over time, as the 
transplant is contextualized within the local ecology, and can lead to significant diver
gence in practice.

5 Global Governance as Promoting Conver
gence

5.1 Origins

Reform of corporate governance has been on the global development agenda for nearly 
25 years. Nearly every country seeking access to external finance has undertaken major 
reform, as documented by Katelouzou and Siems (30 countries) and also by Fauver et al. 
(40 countries).71 This wave of activity is not simply the result of independent action by dif
ferent countries responding to the imperatives of the global capital market or acceding to 
letter-writing campaigns by institutional investors. Rather, this widespread adoption of 
corporate (p. 45) governance reforms has been stimulated through what might be thought 
of as global governance, in which the main actors have been the IMF, the World Bank, 
and the OECD. In the aftermath of the global financial crisis of 2007–2009, the G-20 
group of national leaders and the Financial Stability Board have joined the project.

Probably the origin of the global corporate governance reform movement was the Cad
bury Committee Report issued in 1992.72 Although aimed at the governance of UK firms, 
particularly the “control and reporting functions of boards, and on the role of auditors,” 
the Report became internationally influential both for the substance of its recommenda
tions and for the form that they took: a “Code of Best Practice” enforced on the “comply 
or explain” model. The recommendations were not mandatory, but, as a condition of list
ing on the London Stock Exchange, firms were required to state whether they “complied” 
with a recommendation, and if not, to “explain” why not. Codes of corporate governance 
best practice are now a common feature of stock-exchange listing rules or national corpo
rate law, generally following the “comply or explain” pattern, and have provided a chan
nel for convergence.73

5.2 East Asian crisis

The East Asian financial crisis of 1997–1998 propelled corporate governance to the realm 
of global governance. The Asian “Tigers” flourished in the 1990s, which led to a massive 
influx of Western finance, generally in the form of dollar-denominated credit to private 
companies whose earnings were principally in local currencies. This mismatch left these 
firms seriously exposed to exchange rate risk; depreciation in the value of the local cur
rency would undercut the firms’ ability to repay foreign creditors. Insofar as the entangle
ment of these firms with the government gave rise to an implicit government credit guar
antee, sovereign creditworthiness was also at risk. A devaluation of the Thai baht trig
gered competitive currency devaluations across many countries in the region and a “run 
on the bank” by Western lenders who anticipated default. The crisis exploded, threaten
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ing the economic stability of many countries and the region as a whole. Indeed, except for 
the Great Depression, it was “the crisis of the century.” The IMF stepped in with multi-bil
lion dollar rescue packages.

The IMF imposed many conditions on countries accepting aid (“conditionality”), including 
corporate governance reform. Financial crises are generally assumed to arise principally 
from macroeconomic considerations and policy mistakes and have been ubiquitous over 
time.74 The structure of many East Asian enterprises raised problematic gov- ernance 
concerns, however. Family groups owned vast business enterprises through control 

(p. 46) mechanisms that separated cash flows from control rights, and commonly received 
preferred access to credit in coordination with the economic growth plans of government 
elites. This setup provided many opportunities for private benefit extraction at the ex
pense of public shareholders and external creditors. An influential article by Simon John
son, later the chief economist of the IMF, described the importance of the corporate gov
ernance channel as follows:

The theoretical explanation is simple and quite complementary to the usual 
macroeconomic arguments. If expropriation by managers increases when the ex
pected rate of return on investment falls, then an adverse shock to investor confi
dence will lead to increased expropriation as well as lower capital inflow and 
greater attempted capital outflow for a country. These, in turn, will translate into 
lower stock prices and a depreciated exchange rate. In the case of the Asian cri
sis, we find that corporate governance provides at least as convincing an explana
tion for the extent of exchange rate depreciation and stock market decline as any 
or all of the usual macroeconomic arguments.75

Without sufficient protections for public shareholders and creditors:

[M]anagement [in firms that failed] was able to transfer cash and other assets out 
of company with outside investors, perhaps to pay management’s personal debts, 
to shore up another company with different shareholders, or to go straight into a 
foreign bank account. The fact that management in most emerging markets is also 
the controlling shareholder makes these transfers easier to achieve. The down
turns in these countries have been associated with significantly more expropria
tion of cash and tangible assets by managers.76

To elaborate some on the channel: Poor corporate governance enhanced the risks of pri
vate benefit extraction. One safeguard was for external credit providers to insist on short 
maturities. This increased the run risk (from non-rollovers) as creditors would anticipate 
an increased likelihood of default from (1) the exchange rate mismatch and (2) extra ex
tractions by controllers to protect their positions.

In its report on the crisis, the World Bank concluded that:

The poor system of corporate governance has contributed to the present financial 
crisis by shielding banks, financial companies, and corporations from market disci
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pline. Rather than ensuring internal oversight and allowing external monitoring, 
corporate governance has been characterized by ineffective boards of directors, 
weak internal control, unreliable financial reporting, lack of adequate disclosure, 
lax enforcement to ensure compliance and poor audit.77

Hence significant corporate governance reform became part of the IMF’s conditionality 
program and then, subsequently, associated with lending and more general development 
activity by the World Bank. Not to demean the development motives, but the impetus for 
this insistence on corporate governance came from “first world” concerns: In a regime of 

(p. 47) robust cross-border capital mobility, weak corporate governance in emerging mar
ket economies was a threat to global financial stability. A country’s corporate governance 
setup that internalized local economic and political costs and benefits could nevertheless 
produce global externalities. Thus corporate governance reform had a new imperative.

5.3 OECD Principles

But what “reforms” exactly? The Asian crisis prompted a call for the OECD to develop “a 
set of corporate governance standards and guidelines,”78 which resulted in the OECD 
Principles of Corporate Governance, issued in 1999.79 The Principles relied heavily upon 
the work of the business and legal community in the US that had been focusing on corpo
rate governance matters since the 1970s, including the American Law Institute project on 
corporate governance, as well as the insights and further discussion stirred by the Cad
bury Committee Report.80 The OECD Principles identified five specific elements: share
holder rights, equitable treatment of shareholders, the role of stakeholders, disclosure 
and transparency, and the responsibilities of the board. The Principles were somewhat 
elaborated, both in the text, and in a set of “annotations.” The investor protection thesis 
was supported by the work of economists pursuing the “law and finance” research pro
gram,81 but the Principles had both broader and more specific reach.

5.4 Promoting Governance Reforms

After the East Asian crisis, the World Bank and the IMF established the “Financial Sector 
Assessment Program,” which entailed a country-specific assessment of the soundness of 
the financial system, the “infrastructure, institutions and markets” needed for develop
ment, and the country’s adherence to “selected financial sector standards and codes.”82

The OECD Principles were immediately wrapped into this global governance project of 
the World Bank and the IMF. The Principles “underpin the corporate governance compo
nent of the World Bank/IMF Reports on the Observance of Standards and Codes” (ROSC) 
and were designated by the Financial Stability Forum (established in 1999, in the crisis 
aftermath) as “one of the 12 key standards for sound financial systems.”83 The Principles 
were intended to serve as a “reference point,” but, between the Principles and the Anno
tations, there was significant basis for a prescriptive agenda of corporate governance re
form and comparative evaluation.
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(p. 48) As part of its ROSC program, the World Bank prepares country “assessments” that 
highlight changes and “improvements,” make policy recommendations, and “provide in
vestors with a benchmark against which to measure corporate governance” in the studied 
country. In the case of non-OECD countries, the recommendations can be rather 
detailed.84 The corporate governance indicators also became important in the World 
Bank’s “Doing Business” measures of country-specific business-relevant factors. These in
dicators, presented in index form, are presumably relevant for foreign director invest
ment and portfolio investment, which becomes the reason that governments may pursue 
reform. The World Bank also prepares thematic reports arguing for particular “Doing 
Business” improvements in corporate governance; for example, enhancing investor pro
tection.85

In the aftermath of the Asian financial crisis, the World Bank, in cooperation with the 
Asian Development Bank and the OECD, embarked on a campaign to proselytize for high
er corporate governance standards in Asian economies.86 Among the tools were “roundta
bles” of business, government, and academic elites.87 Most notable has been the OECD-
Asian Roundtable on Corporate Governance, hosting its 18th meeting, October 2017, in 
Tokyo. Convergence onto an international standard was plainly the agenda. The 2003 
Roundtable produced agreement on an “action plan for improving corporate gover
nance,” viz., “The White Paper on Corporate Governance in Asia” (published in English, 
Chinese, and Japanese). The 2011 Roundtable updated the White Paper with specific re
form recommendations; it included an overview of corporate governance frameworks in 
13 Asian countries. The OECD Principles were used as the benchmark for developing the 
ASEAN Corporate Governance Scorecard in 2012, which ranks the top listed companies 
in six countries.

More generally, the OECD has recently (2017) produced a new OECD Corporate Gover
nance Factbook, a comparative report on 47 jurisdictions “hosting 95% of all publicly 
traded corporations in the world as measured by market value,” which is presented as “a 
unique source for monitoring the implementation” of the latest OECD Principles.88 The 

(p. 49) goal of this OECD venture is to promote, through the “soft law” of global gover
nance,89 a movement toward a convergent best practice.90

5.5 Global Financial Crisis: the Focus on Financial Firms

The global financial crisis of 2007–2009 produced another crisis in corporate governance, 
in particular the corporate governance of financial institutions. The prevailing gover
nance model was found to encourage excessive risk taking. The deficiencies included mis
aligned compensation schemes, insufficient board monitoring of the risk taking by the 
firm, and overly complex organizational structures that made it difficult to manage (or 
monitor) the business and which greatly complicated resolution planning. This led to revi
sion of the convergent corporate governance prescription for banks, undertaken by the 
Basel Committee on Banking Supervision. In “Principles for Enhancing Corporate Gover
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nance in 2010” (revised in 2014), the Basel Committee’s additions focused on risk moni
toring, including internal controls, compensation, and complexity.

With greater confidence in pursuing a distinctive governance agenda, the Basel Commit
tee revisited bank governance in 2015, with “Guidelines: Corporate Governance Princi
ples for Banks” (emphasis added). These “Guidelines/Principles” give considerable speci
ficity to the board’s role in a banking institution, especially the board’s role in risk moni
toring and assuring adequate internal controls. Moreover, the board is tasked with addi
tional attention to compliance monitoring in light of other issues that emerged about 
bank behavior before and after the crisis. The Guidelines/Principles are not meant to be 
regulatory, but to guide supervisors in assessing corporate governance regimes; never
theless, the degree of specificity is much greater than in the OECD Principles.

5.6 The G-20 and the FSB

The most important post-crisis global financial governance vehicle was a series of G-20 
Leader Summits which brought together presidents and prime ministers of a self-orga
nized group of 20 leading countries to deal with the crisis and its aftermath across a 
broad range of economic and regulatory items. In turn the G-20 empowered a recharged 
“Financial Stability Board,” which was tasked with charting out a common regulatory 
agenda to guard against a crisis recurrence.91 Obviously neither the G-20 nor the FSB 
has compulsory authority, but the relevant international organizations have pursued a 
compliance strategy of “peer assessment” of whether particular countries are pursuing 
agreed-upon reforms.

(p. 50) Corporate governance made its way to the G-20 agenda in 2015. The OECD exam
ined its Principles in the wake of the financial crisis and decided that the application 
rather than the Principles themselves were the flaw in the governance of financial 
firms.92 The ongoing second revision of the Principles focused mostly on the expanding 
significance of institutional investor ownership. The 2015 version of the Principles was 
submitted to the G-20 Leaders Summit in November 2015 and adopted there. They are 
now known as the G20/OECD Principles of Corporate Governance. In addition to the addi
tional weight they carry because of the G-20 imprimatur, country-specific compliance 
with the Principles will now become part of the FSB’s peer assessment process.93 This is 
important because it will permit the FSB to focus on the country-specific implementation 
of appropriate governance norms for financial firms.

5.7 Basel Committee and the FSB

Thus it appears that the corporate governance of financial firms will be subject to scruti
ny through two elements of the global financial regulatory system: the board focus of the 
Basel Committee, as transmitted through national supervisors, and the broader gover
nance elements that emanate from the national governance setup, per the FSB’s scrutiny. 
Yes, the Guidelines/Principles of the Basel Committee admit of diversity, as do the G20/
OECD Principles, but convergence pressure seems likely.
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The general point is this: To an extent that might surprise academics focused on the polit
ical economy of races to the top or bottom driven by local conditions, convergence on a 
common set of corporate governance principles and practices has been driven by various 
forms of global governance. One conclusion is that the convergence push through global 
governance is motivated by financial stability concerns at least as much as by efficiency 
and productivity. The global governance push has particularly affected less developed 
countries—“emerging market economies”—that are more sensitive to the certification of 
the World Bank and other development organizations. But it has affected OECD countries 
as well, as reflected in the quite common adoption of corporate governance “codes” as 
well as various elements of prescriptive reform.94 Moreover, after the financial crisis of 
2007–2009 (p. 51) the corporate governance of large banking organizations has become a 
particular global governance target.

6 Supranational Governance—the EU
When the G&R book was put together in 2002, the most salient questions of “conver
gence and persistence” related to the EU countries, Japan, and the United States. The 
main EU-specific questions were (1) the durability of codetermination in Germany and 
elsewhere in the EU and (2) the appeal of bank and blockholder monitoring, both ele
ments in opposition to the movement toward the diffuse shareholder-centric model asso
ciated with the UK and the United States. As noted in the introduction to this chapter 
(Section 1), the debate focused, structurally, on “outsider” versus “insider” governance, 
and whether the governance differences resulted from political stories, functional sort
ing, or simply strong path dependencies that had perhaps an internal efficiency dimen
sion even if not global efficiency. In any event, the divergent EU countries were member 
states in a transnational federation with legislative and executive authority, which on 
many dimensions sought to “harmonize” local regimes. Company law and corporate gov
ernance practices seemed a natural target.

So what happened? A recent analysis by Martin Gelter, which reviews the relevant history 
in some detail, reports that “there is no uniform assessment of company law harmoniza
tion in the European Union; views vary between characterizing company law as a ‘suc
cess story of European efforts to regulate’ and the claim that EU Company law is ‘triv
ial’.”95 From one perspective, the countries of the EU have converged on a high level of 
minority shareholder protection and robust disclosure, even if the particulars of such pro
tections are not “harmonized.” Within that convergence, lawmaking on company law in 
the EU generally has provided significant latitude for national variations, with the rare 
exception of some prescriptive post-financial crisis limits on executive compensation in 
banking organizations, which were linked to other financial stability regulation.96

An EU path to greater convergence seems stalled for three fundamental reasons. First, 
“top-down” harmonization applying to all firms in all Member States would produce sig
nificant inefficiencies because of diverse initial conditions, particularly diverse ownership 
patterns that produce different core agency problems. Provisions for shareholder empow
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erment that may be desirable where ownership is diffuse would have negative conse
quences for minority public shareholders where ownership is concentrated. Moreover, the 
complex (p. 52) EU politics of lawmaking would also conduce to significant inefficiencies 
in a top-down approach.97

Second, “bottom-up” harmonization in which companies could choose the corporate gov
ernance model most suited to their objectives would upset national decisions about the 
balance of power between shareholders and employees. For example, “regulatory compe
tition” on the US model could permit a German firm to shuck codetermination and its 
two-tiered board via a simple merger with a UK shell set up for purposes of the merger 
(assuming approval of such a transaction is for shareholders). There is also general con
cern among EU parties that permitting firms freely to move their “seats” to pursue the 
optimal company law would lead to a “race to the bottom,” though of course some would 
claim that Delaware, the winner of the US race, has produced a package of corporate law 
and judicial machinery that has many positive attributes.

The third factor that has produced corporate governance divergence in the EU is the pro
found ambivalence about the project of transnational economic and political integration 
that a convergent system would facilitate. The place where this is clearest is the discord 
over the 13th Company Law Directive, the Takeover Directive, a debate that raged in the 
late 1990s and early 2000s.98 A key sticking point was the “level playing field”: the need 
to avoid protectionist national company law that heightened defensive barriers for local 
firms while permitting acquisition of foreign targets. Firms needed to be mutually con
testable to guard against mercantilist behavior.

In the effort to break a deadlock, a representative group of “High Level Company Law Ex
perts” was convened in 2001. The Experts called for a “board neutrality” rule in the face 
of a hostile bid, a “breakthrough” rule that would permit the holder of at least 75% of the 
cash flow interest in a target to succeed in the bid, and an overcoming of “Golden Share” 
vetoes by governments in privatized former state-owned enterprises. The goal of the Ex
perts was to foster the EU’s project of transnational economic integration, which they un
derstood to be advanced by cross-border mergers in order to create companies of EU-
wide scale:

An important goal of the European Union is to create an integrated capital market 
in the Union by 2005. The regulation of takeover bids is a key element of such an 
integrated market.

. . .

Many European companies will need to grow to an optimal scale to make effective 
use of the integrating internal market. The same is true for companies which com
pete on global markets. Takeover bids are a means to achieve this for those en
gaged in the business of both bidder and target.

. . .
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In many parts of Europe on the other hand, takeover barriers existing in various 
Member States more often tend to result in control over listed companies being in
contestable. In the view of the Group, this is undesirable in the European context, 
as an integrated capital market has to be built up in order for business to fully 
benefit from and make effective use of the integrating internal market in 
Europe.99

(p. 53) There were various technical objections to the Experts’ proposal and the proposed 
follow-on directive from the European Commission, but the rejection came from a deeper 
source. Strong form convergence, which truly would have brought about free mobility of 
capital, people, and products—genuine transnational economic integration—was actually 
not what the Member States wanted, at least not the relevant business and political 
elites. Too much autonomy and national identity would be sacrificed. The barrier to adop
tion of the proposed Takeover Directive was not so much the efficiencies of local adapta
tions and institutions but the desire of the Member States to throw sand in the gears of 
economic and political integration. Divergence makes it harder to accomplish cross-bor
der merger and acquisition activity, which otherwise would produce much tighter integra
tion. The strength of national identity and the comparative weakness of European identity 
is the ultimate hindrance to corporate law convergence in the EU.

7 Convergence on “Shareholder Value,” but 
which Shareholders?
Twenty years (1997) ago Henry Hansmann and Reinier Kraakman wrote an essay for a 
Columbia Law School conference to address the question, “Are Corporate Systems Con
verging?” Their answer, “The End of History for Corporate Law,”100 identified a particular 
governance modality for large economic enterprises, the “standard shareholder-oriented 
model,” organized on these principles:

[First, t]he ultimate control over the corporation should rest with the shareholder 
class; the managers of the corporation should be charged with the obligation to 
manage the corporation in the interests of its shareholders; [second] other corpo
rate constituencies, such as creditors, employees, suppliers, and customers, 
should have their interests protected by contractual and regulatory means rather 
than through participation in corporate governance; [third] noncontrolling share
holders should receive strong protection from exploitation at the hands of control
ling shareholders; and [fourth] the market value of the publicly-traded 
corporation’s shares is the principal measure of its shareholders’ interests.101

They claimed that this model was superior to a state-oriented model, a labor- (or stake
holder-) oriented model, or a manager-oriented model. Subsequently, they would claim 
superiority to a model oriented around a powerful family tied to the state and largely free 
of regulation. The measures for superiority were all of: ideological (normative) appeal, 
comparative efficiency, and dominance as an empirical matter. The essay spawned a liter



Convergence and Persistence in Corporate Law and Governance

Page 22 of 33

ature with many interesting objections,102 some seeing the essay as a polemic and re
sponding in kind.

(p. 54) It seems to me that the current deep question of corporate governance teleology is 
not “shall the firm be run for the interest of shareholders?” but “which shareholders?” 
And the end pursued by many shareholders as well as global governance actors (includ
ing many governments) is not just “efficiency” but “stability.”

Around the same time as the Hansmann and Kraakman essay, Gordon argued that the 
linked regimes of trade liberalization, capital market liberalization, and a newly flexible 
labor market constituted a “new economic order,” and the interaction would produce an 
unprecedented level of economic adjustment costs.103 In particular, the interaction be
tween globalized trade, which heightens product market competition, and liberalized cap
ital markets, which provide additional ways for shareholder insurgents to pressure man
agements to cut costs, improve margins, and become more efficient, was likely to in
crease layoffs and flatten wage growth. Finding a new job is costly, and for a meaningful 
fraction of employees, wage loss after re-employment will be significant.

If adjustment costs are large, widespread, and persistent, social and political stability 
may be put at risk. “Which shareholders” will affect adjustment costs in important ways. 
Let us posit that there will be two types of shareholders, overlapping in most respects, 
but one type that is purely efficiency-minded, and the other, stability-minded as well. 
First, efficiency-only shareholders may push firms to respond quickly to a changed com
petitive environment, heedless of adjustment cost issues (to the extent not required by 
law). A rapid response by one firm in a competitive environment will evoke rapid respons
es from its competitors, leading to a change in the rate of economic change, an increase 
in the second derivative, which will much increase the realization rate of adjustment 
costs. Thus change driven by efficiency-only shareholders will have a redoubling effect on 
adjustment costs and thereby heighten stability concerns.

Governments are certainly likely to see strong reasons for concern about stability, be
cause of electoral consequences in some countries or simply to retain popular support. 
But some shareholders will be stability-minded as well, because their interests require at
tending to stability-preserving objectives. Family shareholding groups that need political 
buy-in to protect their economic stakes are likely to see value in social and political stabil
ity, particularly if their planning horizon is multi-generational. Large institutional in
vestors may well have a similar perspective. First, they are subject to the regulation of 
stability-preferring governments. But further: a large institutional investor that is diversi
fied across the economy and is a permanent investor will have stability concerns irrespec
tive of implicit government pressure. An efficiency-only investor can opt out of instability 
by holding cash or gold. A large institutional investor cannot and therefore must internal
ize instability costs. Global governance institutions, which are accountable to govern
ments, are also likely to have stability objectives. This is demonstrated by the growing 
global governance movement for “Stewardship Codes” and the concerted campaign 
against the purported “short-termism” of hedge funds.
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(p. 55) The irony, of course, in the “which shareholder” question, is that stakeholder con
cerns enter through the side door. Worrying about downsizing and depressed wages thus 
reframed through the stability channel is still about maximizing shareholder value, but 
for “which shareholder?” To say that we are at “the end of history” only begins the analy
sis.

8 Conclusion: Convergence and Stability
Corporate governance “convergence” first entered the agenda as a growth and develop
ment question. At a time of worry about performance of the US corporate governance 
model, would “strong monitors” of insider systems prove superior to “weak owners”? The 
East Asian financial crisis injected corporate governance into the machinery of global fi
nancial stability as well as economic development. Perhaps the reconcentration of weak 
owners in outsider systems into institutional investors will produce another sort of con
vergence: special attention to the interests of stability-minded shareholders, including the 
social implications of corporate governance. Stability concerns already exist where family 
ownership is high. Will stability be added as a first-order element in corporate gover
nance convergence?
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Abstract and Keywords

In this chapter, we analyze three instances that illustrate the political economy of corpo
rate governance. First, we examine how the politics of organizing financial institutions af
fects, and often determines, the flow of capital into the large firm, thereby affecting, and 
often determining, the power and authority of shareholder-owners. Second, we show how 
continental European nations have been slow in developing diffusely owned public firms 
in the years after World War II. The third political economy example deals with manage
ment in diffusely owned firms. The chapter also looks at the historical organization of 
capital ownership in the United States, noting how the country’s fragmented financial 
system limited the institutional blockholders and increased managerial autonomy over 
the years. Finally, it discusses the power of labor in postwar Europe, political explana
tions for the continuing power of the American executive and the board in recent 
decades, other political economy channels for corporate governance, and the limits of a 
political economy analysis.
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1 Introduction
IN this chapter, we analyze three instances that illustrate the political economy of corpo
rate governance. First, we examine how the politics of organizing financial institutions af
fects, and often determines, the flow of capital into the large firm, thereby affecting, and 
often determining, the power and authority of shareholder-owners. Second, we show how 
continental European nations have been slow in developing diffusely owned public firms 
in the years after World War II. The third political economy example deals with manage
ment in diffusely owned firms. The chapter also looks at the historical organization of 
capital ownership in the United States, noting how the country’s fragmented financial 
system limited the institutional blockholders and increased managerial autonomy over 
the years. Finally, it discusses the power of labor in postwar Europe, political explana
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tions for the continuing power of the American executive and the board in recent 
decades, other political economy channels for corporate governance, and the limits of a 
political economy analysis.

To fully understand the modern corporation’s ownership, shape, and distribution of au
thority, one must attend to politics. Because basic dimensions of corporate organization 
can affect the interests of voters, because powerful concentrated interest groups seek 
particular outcomes that deeply affect large corporations, because those deploying corpo
rate and financial resources from within the corporation to buttress their own interests 
can affect policy outcomes, and because the structure of some democratic governments 
fits better with some corporate ownership structures than with others, politics can and 
does determine core structures of the large corporation.

Douglass North captures something close to the idea we use in this chapter: “institutions 
[for us here, the institutions of corporate governance] are not necessarily or even usually 
created to be socially efficient, rather they . . . are created to serve the interests of those 
with (p. 57) the bargaining power to devise [the] new rule.”1 Interest groups often seek to 
obtain via politics both immediate results and enduring institutions that promote their 
own current interests and preferences. They do so generally and they do so in ways that 
can determine corporate governance. The results may be economically efficient, ineffi
cient, or neutral.2

Figures 3.1 and 3.2 illustrate the first generality of our argument here: the firm is embed
ded in financial, labor, and product markets, each of which affects the shape of the large 
firm and each of which attracts considerable political attention. The polity shapes the 
firm directly and, through these three markets, indirectly, as Figure 3.1 illustrates.

Moreover, the principal players inside the firm—corporate owners, executives, and em
ployees—can themselves project power into the polity. Owners seek mechanisms that 
minimize agency costs, managers seek autonomy and prestige, and workers seek job sta
bility and good wages; each group seeks rules that favor themselves in contested transac
tions. They are at the three vertices in the triangle in Figure 3.2, with each side of the tri
angle representing a potential coalition between two of these actors. These three actors 
interact inside the firm3 and in the economy, and contend or coalesce in the political are
na. Corporate governance arrangements inside the firm among these three main corpo
rate actors interact deeply with a nation’s politics through party systems, political institu
tions, political orientations of governments and coalitions, ideologies, and interest 
groups.4

A major part of the differences among corporate governance regimes in advanced indus
trial countries is determined by policies concerning labor protection, orientation to share
holder value, and product market conditions. How a polity decides to organize capital, la
bor, and product markets can deeply affect the firm’s corporate governance structure.
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Figure 3.1  The corporate governance environment.

Figure 3.2  The “triangle” of political theory and cor
porate governance.

Complications abound. A simple map from politics to economics to corporate governance 
cannot be drawn because causation is bidirectional, as the dotted arrows in Figure 3.2 

illustrate. Sometimes causation is circular, with several economic, institutional, and politi
cal features determined simultaneously. Sometimes there are multiple equilibria due to 
path-dependence phenomena, making the original conditions—which may result from 
chance, contestable events—determinative. Thus, the present corporate governance 

(p. 58) (p. 59) structure is the consequence of past politics and is also a cause of future 
politics and economic institutions.* * *

***

Corporate structures around the world5 and over time6 have been heterogeneous, with 
the differences seen as most important being “the structure of rights and responsibilities 
among the parties with a stake in the firm.”7 We focus on the large, usually public, firm, 
partly because the largest firms are the “most politically salient firms in every jurisdic
tion”8 and the institutional differences in corporate governance are more evident in the 
largest business firms than in medium or small firms. “The different connotations of capi
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talism that spice political debates in different countries so differently are mainly due to 
differences in who controls countries’ large corporations.”9

In this chapter, we examine three instances of vital intersections between politics and the 
organization of the modern corporation. In the first, we look at how the politics of orga
nizing financial institutions affects the flow of capital into the large firm and, hence, the 
power and authority of shareholder-owners. The channels through which capital flows in
to the large firm can determine ownership structure and, hence, the distribution of gover
nance authority in the large firm. If financial institutions are barred from owning stock or 
from operating on a large, national scale, to take an extreme example, then they will be 
unable to serve as a counterweight to managerial and board authority. Concentrated own
ership with institutional blockholding will be difficult or impossible. Its opposite, diffuse 
ownership with strong managerial control, can readily become the only alternative if the 
polity prevents financial institutions from growing large or having a role in stock owner
ship and corporate governance. Powerful financial institutions will produce more of the 
former—blockholding—than of the latter—diffuse ownership with strong managerial con
trol.10

(p. 60) Because the flow and organization of capital attracts political attention, corporate 
structure can be, and often has been, a consequence of politics. The United States histori
cally kept financial institutions small and without authority to own stock and influence 
large firms, coming close to the extreme instance just mentioned. As a consequence, 
when American industry went national at the end of the nineteenth century, the conti
nent-spanning industrial firms could not raise capital from a nation-spanning financial 
market. Capital had to come from disparate institutions and individuals. In other nations 
tight relationships between large-scale industry and large-scale finance were possible. As 
a result, in the United States, the large public firm with diffuse ownership and powerful 
managers became more important, more widespread, and more persistent earlier than in 
other nations with more concentrated financial institutions and more concentrated own
ership. Some of these patterns persisted to the end of the twentieth century. Only in re
cent years have we seen the rise of stockholding financial firms with noticeable corporate 
governance authority.

In the second instance, we examine the slowness of continental European nations to de
velop diffusely-owned public firms in the decades after World War II. While the decades-
long persistence of concentrated ownership was surely due in important part to economic 
forces,11 micro- and macro-politics strongly shaped the structure of the European firm. In 
particular, during the reconstruction after World War II, powerful labor movements in 
Western Europe made strong claims on firms’ cash flows. Diffuse ownership in a strongly 
social democratic political environment was dangerous for dispersed shareholders. When 
labor made these strong claims on firm value, shareholders needed more and stronger 
mechanisms to keep executives loyal to shareholders. But because the polity would not 
provide such mechanisms readily, or at all, owners had reason to stay close to the firm to 
handle managerial agents themselves—either by directly running the firm’s day-to-day 
operations or by keeping a close eye on the managers who did. Shareholders could con
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tain labor’s claims on large firms’ cash flows better if stock was in the hands of a close 
owner than with diffuse owners, which would lead to independent managers and an inde
pendent board running a diffusely held firm. Hence, to keep the firm’s operating man
agers more loyal to shareholders, close ownership persisted.12

The third example concerns management in diffusely owned firms. Managers wield con
siderable political influence, which they use to shape the rules governing corporate fi
nance and capital markets. In the 1980s, for example, American capital markets created 
the hostile takeover, by which an investor or another firm bought enough dispersed stock 
to control the targeted firm. Managers and directors sought to disrupt those hostile 
takeovers transactionally and legislatively, with poison pills, staggered boards, anti
takeover legislation, and court rulings, all of which made takeovers harder to accomplish.

The first two instances of the politics of corporate governance have the firm (or players 
inside the firm) reacting to the political environment. If the polity keeps capital channels 
fragmented, such as they were in the United States for the nineteenth and much of the 
twentieth centuries, then the firm learns how to deal with diffuse ownership. In the sec
ond instance, when labor (p. 61) makes particularly powerful claims on the firm’s value, 
executives and owners of the firm learn how to create countervailing power inside the 
firm. In contrast, in the final example that we investigate here, we see players inside the 
firm—executives and boards—proactively seeking public policies that favor themselves. 
Those in command of the firm can project power into the polity and will use that power to 
maintain, and sometimes to obtain, corporate law and other supports that favor them and 
maintain their authority inside the firm.

In section 2, we examine how the fragmented financial system in the United States histor
ically limited the institutional blockholders and heightened managerial autonomy. In sec
tion 3, we analyze the relationships between owners and labor in polities where labor is 
strong—a corporate governance result well exemplified by German codetermination. In 
section 4, we examine political explanations for the continuing power of the American ex
ecutive and the American board during recent decades. In section 5, we briefly look at 
other political economy channels for corporate governance. And in section 6, we consider 
the limits of a political economy analysis before we conclude.

We do not assert that these three political channels exhaust all important political chan
nels of corporate governance and, for completeness, we describe at the end of this chap
ter several other channels, including some that need further research. Nor do we assert 
that analysis of economics, law, finance, contracts, institutional capacity, and lawmakers’ 
sensibility of what is right and appropriate should be abandoned—i.e., we do not assert 
that behind each such perspective is a political economy story. Our aim is rather to devel
op the perspective that corporate governance often reflects political choice and that this 
channel can complement other efforts to explain the shape of the modern public corpora
tion in the United States and around the world. More sharply, we claim that without polit
ical economy analytics, the shape, structure, and extent of the corporation, its ownership, 
and its place in an economy, cannot be understood.
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2 The Historical Organization of Capital Own
ership in the United States
When the large firm became technologically possible at the end of the nineteenth century, 
the types of capital providers were few: banks, insurers, governments, and individuals. 
There were no institutional investors such as modern-day hedge funds, mutual funds, or 
pension funds. Individuals were major capital providers to, and owners of, the large firm, 
but the largest firms in the United States outstripped the financial capacity of even the 
richest individuals. John D. Rockefeller, the richest person in the United States at the 
time, owned only a fraction of Standard Oil’s stock.

The question to consider here is why deposit-gathering banks (and large life insurers), 
which were the major financial players of the time, were not then major players in Ameri
can corporate governance. The answer seems on the surface simple—banks were barred 
from stock ownership throughout the era (and the insurers were barred eventually as 
well). Equally or more importantly, American banks were too small to play a role in major 
firm ownership anyway.13

(p. 62) A political economy explanation underlies the organization of American capital 
markets at the end of the nineteenth century.14 The United States had its unusual, frag
mented financial system largely because the small banks were politically dominant in the 
United States and made sure that Congress would not disrupt their local monopolies. 
That history begins with Andrew Jackson’s 1830s destruction of the Second Bank of the 
United States, a large, nation-spanning bank that could have been the model for a conti
nent-spanning financial system. Alexander Hamilton had sought in the 1790s to create a 
truly national banking system. Several Congresses chartered, at Hamilton’s urging at 
first, and then re-chartered a Bank of the United States, with branches in the major 
American cities of the time. But the smaller banks found themselves stressed and pressed 
by the Second Bank’s quasi-regulatory efforts.15 In a Congress that was organized locally, 
district by district, the small, local bankers could be quite influential and they wanted 
Congress to rein in the Bank of the United States. Voter sentiment favored the small 
banks, making it easier for them to prevail. Jackson’s famous veto message tapped into 
populist sentiment that wanted finance small, local, and weak.16

Those forces—local banker power, American congressional structure, and American anti-
big-bank populism—combined to keep the financial system weak (as compared to what 
was possible and to what emerged in other nations) for well over a century.17 The United 
States during the nineteenth century and much of the twentieth had the most unusual 
banking system in the industrialized world: banking rules barred banks from operating on 
a national scale—and sometimes even a state-wide scale.18 Thus, by the end of the nine
teenth century, although American industry spanned the continent, banks were small and 
local. Hence, industry could not gather capital from one or a few large deposit-gathering 
banks that provided one-stop financing. There was a major mismatch between the scale 
of American industry and the scale of American banking.
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Insurers sought to fill the financing gap left by fragmented, local banking. And life insur
ers, whose obligations were long-term, were even better suited structurally for long-term 
big stockholdings than banks. The life insurers moved to fill the gap that American bank
ing regulation created by taking large stock positions, initially in railroads and utilities. 
But the then-famous Armstrong investigation (which nearly propelled Charles Evans 

(p. 63) Hughes, its protagonist, to the presidency) culminated by barring life insurers 
from stock ownership.19 The consequence was that the weak and local structure of Ameri
can banking, combined with barring large life insurers from owning equity, raised the de
mand and need for securities markets.

Although regulators intermittently sought to permit nation-wide banking, the small local 
bankers and their allies in Congress blocked their efforts. The National Bank Act, for ex
ample, passed to help finance the Civil War, created entities called “national” banks, but 
they were national only in the sense that Washington provided the charter and legal basis 
for them to operate. Their operations were largely local, as they were barred from operat
ing from more than a single location. At the end of the nineteenth century, when industry 
was becoming national, the Treasury Department sought to allow banks to operate more 
widely geographically. Congress, presumably under the influence of the local bankers 
(and perhaps with public opinion still moved by an anti-big-bank animus) blocked these 
changes.20

Banks and insurers were the core financial institutions when industry went national and 
continued to be core for much of the twentieth century. With banks and insurers restrict
ed in size and from stock ownership, financial institutions could thus not play a strong 
role in corporate governance. But with money to be made in industry by achieving large-
scale economies or sufficient market power to raise prices, firms found ways to raise 
money from bondholders and stockholders in diffuse securities markets. That result then 
created groups—small-town bankers with local monopolies—that wanted to preserve that 
status quo. Consequently, as the founders of nation-spanning industrial firms left their po
sitions, with no blockholder or influential financial institution replacing the founders, dif
fuse ownership shifted power from capital providers to executives and boards, and these 
managerial players then also became interests that wished to preserve their authority rel
ative to others inside the firm. With the firm lacking concentrated owners, these man
agers became freer to act in the policy-making environment than close owners would 
have allowed them to be.

True, banks’ and insurers’ capacity to improve firm value is limited. Such financial institu
tions are not entrepreneurs or CEOs. For some industrial firms, financial blockholders 
may do little of value, and the costs to the financial firm of holding big concentrated 
blocks may induce even legally authorized, large financial institutions to choose their 
blocks carefully. Yet, with the rise in recent years of blockholding hedge funds, we know 
that some investors will find blocks to be worth acquiring.21 The only question is one of 
extent. Overall the normative idea is that corporate governance value is probably lost if 
an organizational form is barred. The normative question then is (1) the size of the value 



Corporate Governance and Its Political Economy

Page 8 of 34

lost and (2) whether better rules could have channeled institutions to the most value-en
hancing results and away from value-diminishing channels.

If the corporate governance consequences here had limited impact on firm value, then 
the normative story becomes less important but the explanatory story more important. If 
not (p. 64) much operational value separated the various corporate governance choices, 
then even small political restraints could sharply shift power inside the firm. That is, if 
concentrated ownership and diffuse ownership are value-neutral choices for all firms, 
then political choices are easier for the polity to make, because the economic cost of the 
choice would be low, or zero. The political choices may be serendipitous or depend on 
ephemeral political alignments. But if little value is lost from a modest political push, then 
the explanatory power of politics even more strongly explains the shape of authority in
side the firm.22

The bottom line here in terms of the structural outcome, apart from any normative eco
nomic story, is that these interest group and popular configurations left the United States 
with severe limits to national financial operations: The United States long lacked a nation
al banking system, American banks lacked the power to engage in commerce and, gener
ally, to own any stock at all, and insurance companies lacked the authority to own com
mon stock for most of the twentieth century.

Although other nations have had some of these limits on banks and insurers, few have 
had them all. Banks and insurers in other countries historically played a role in corporate 
governance that was more vigorous than the role they played in the United States. 
Britain, for example, has had powerful insurers that owned or controlled significant stock 
positions, and continues to have such influential institutional stockholders.23 Germany 
has had universal banks with substantial stock ownership and even more powerful con
trol of their brokerage customers’ votes.24 Japan has had nation-spanning banks with sig
nificant stock ownership.25 The latter two channels of universal banks and main banks 
have narrowed in importance in the past several decades, although they have not disap
peared.

(p. 65) 3 The Power of Labor in Postwar Europe
If labor makes powerful claims on large firms’ cash flows, such that how the firms handle 
these pressures deeply affects shareholder value, then that labor power will affect corpo
rate governance players’ choices as to structure, ownership, and power allocations. More
over, if labor is powerful across the polity, then its power can even more directly deter
mine corporate governance. German codetermination, by which labor gets about half of 
the seats on public firms’ boards, is an explicit instance. And more generally, labor power 
in Germany and elsewhere in social democratic countries affects ownership structure by 
making diffuse ownership considerably less valuable for stockholders than close owner
ship. There is good reason to think that in the immediate postwar decades in Western Eu
rope this impact of labor’s power was a large determinant of corporate governance.26
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The general principle here is this: if labor makes strong claims on large firms’ cash flows, 
then shareholders have reason to limit those claims. But executives who are not subject 
to strong shareholder control can readily “defect” from shareholder value, as the execu
tives’ preferred agenda for the firm often overlaps with labor’s. Thus, labor and manage
ment of a diffusely held firm may have similar agendas in polities with strong labor pres
sures, and that combined agenda may more sharply differ from that of owners in strong 
labor environments than in weak labor environments. That difference makes the diffusely 
owned firm costlier for owners in strong labor environments.

For diffuse stock markets to arise and persist, the diffuse capital owners must see their 
firms as managed well enough for stockholders, as compared to close ownership’s value 
for stockholders. The public firm provides liquidity and diversification for the original in
vestors and brings in professional managers to run the firm. But for the original dominant 
shareholders to turn their firm’s ownership over to liquid stock markets and, hence, to 
managerial control, they must expect value from turning over control. If the benefits to 
stockholders of shareholder liquidity and professional management are exceeded by the 
costs of turnover due to increased managerial disloyalty because the polity will not sup
port the institutions and rules that facilitate managerial loyalty to shareholders, then few
er dominant stockholders will turn their firms over to managers than otherwise.

3.1 Labor Power and Managerial Agency Costs

Consider the range of agency costs that explained widespread hostile takeovers in the 
United States in the 1980s: a managerial tendency to expand the firm beyond its efficient 
boundaries, a managerial tendency to spend the firm’s free cash flow instead of returning 
it to shareholders, a managerial preference for low-risk operations that do not threaten 
the firm and managers’ positions, and a managerial tendency to use up capital in place 
even when the firm no longer was profitable rather than move the capital elsewhere. 
Michael Jensen’s 1986 analytic is the (p. 66) iconic one of the time.27 These managerial 
agency costs (if one considers the managers to be working primarily for shareholders) 
map closely onto the goals of powerful labor: to avoid risky operations that threaten jobs 
and factories, and to avoid closing down factories even if they are no longer profitable. In 
such a pro-labor environment, shareholders would have a high demand for the tools that 
would keep managers pro-shareholder. Their demand for such tools presumably would ex
ceed shareholders’ demand for such tools in the United States in the 1980s, as the United 
States lacked such strong labor pressures. That is, even without such labor pressures, 
managerial agency costs in diffusely owned firms have been sufficiently important that 
shareholders sought tools to reduce those costs. Labor pressures like those in Germany 
would have made those costs even higher in the United States.

For shareholders to count on executives being satisfactorily loyal to shareholder goals, 
shareholders need institutions and norms that reward that loyalty and that give them 
means to detect and punish disloyalty. But if a polity will not provide those institutions, or 
if it denigrates such shareholder-value norms, then dominant stockholders can obtain 
more shareholder value for themselves by keeping control of the firm. Managerial control 
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will not ordinarily appear in such a political environment and will be unstable if it does. 
Stock markets will not be strong in such nations, because managerial agency costs will be 
too high and too hard to lower to levels that stockholders would find acceptable.28

More texture: A polity in which labor was often the decisive political player would not fa
cilitate managerial shareholder-loyalty mechanisms, such as takeovers, incentive compen
sation, and corporate transparency for shareholders, as these tools would not be in 
labor’s interest. Without shareholders having those tools, the costs to shareholders of la
bor power could be large. Consider a firm that contemplates a major expansion into a 
new market or contemplates whether to take advantage of a new technology to re-orient 
its production. If the expansion fails or the technology backfires in a weak labor environ
ment, the firm contracts and reverses the expansion. The contraction and reversal are 
costly, but achievable, limiting the losses to shareholders. Such expansions and, if need
ed, contractions are common in the United States. But if a pro-labor environment makes 
contraction and reversal even more costly because it would trigger government inquiry 
and costs, or if contraction is functionally impossible because the polity and its labor 
rules will not allow layoffs or make them very costly, then the downside costs to share
holders of misdirected expansion rise.29 Yet, a basic agency managerial cost is posited to 
be that managers seek larger firms for prestige, power, and often compensation. In a pro-
labor environment, shareholders would be especially wary of the firm expanding and 
would therefore want the upside to be particularly strong and the probability of the down
side low. Shareholders with weak corporate governance tools could readily find that the 
best way to prevent unwarranted expansion is for them to keep a close eye on managers. 
For them to keep a close eye on managers, they would have to keep close ownership of 
the firm. And that is approximately what we saw in Western Europe in the immediate 
postwar decades.

(p. 67) 3.2 German Codetermination

German codetermination, as noted above, provides the most direct labor-oriented corpo
rate governance mechanism here, with German law requiring that half of the seats on the 
supervisory board be reserved for employees. It resulted from political compromises: 
Codetermination of labor and shareholders arose just after World War II in the coal and 
steel industry. In one rendition of the postwar explanation, labor’s presence in the board
room would weaken the wartime industrialists’ influence and, hence, the victorious Allies 
would not need to dismantle the steel and coal industry so as to demilitarize Germany.30

Later political events, such as labor unrest, led to settlements to have the rest of German 
industry codetermined.31

Codetermination is best seen as an amalgam of political objectives, like the goal of indus
trial and political leaders for labor peace, and the realpolitik that labor had considerable 
voting power in the polity. Either way—whether by compromise or power play—codeter
mination directly determines core aspects of German corporate governance, namely the 
composition of the board of directors, and it is a political economy result. The German su
pervisory board has a major labor presence and, because the supervisory board appoints 
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the management board (which runs the firm day to day), there is a major difference in 
power and governance in the German firm as compared to, say, the American firm. Ger
man senior managers typically need some level of labor support, or acquiescence.32

The logic of the incentives that codetermination creates should foster concentrated own
ership as well, in the manner suggested above for pro-labor polities. With employees 
wielding power in the supervisory board, shareholders would typically do better for them
selves overall if they maintained strong countervailing power in the boardroom, as well as 
having the means to monitor managers directly outside of the boardroom. The obvious 
way to do both would be to maintain concentrated ownership.

3.3 Data on Correlation of Labor Power and Close Ownership: Bidi
rectional Causation

Figure 3.3 illustrates the relationship between labor power (quantified by union and job 
security rules33) and the degree to which large firms had large blockholders in the year 
1995. Greater labor power coincides with greater ownership concentration, weaker labor 
power (p. 68) with more diffuse ownership.34 Wealthy nations with high employment pro
tection and high labor power lack diffuse stock markets; conversely, nations with high 
stock market diffusion and fewer large controlled firms do not vigorously protect employ
ees with jobs in place. Essen, Oosterhout, and Heugens bring forward evidence that rela
tional blockholders are better than other owner types at handling powerful labor pres
sures.35
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Figure 3.3  Correlation between labor protection and 
corporate ownership diffusion.

The 27 countries represented are Argentina (ARG), 
Australia (AUS), Austria (AUT), Belgium (BEL), Cana
da (CAN), Denmark (DNK), Finland (FIN), France 
(FRA), Germany (DEU), Greece (GRC), Hong-Kong 
(HKG), Ireland (IRL), Israel (ISR), Italy (ITA), Japan 
(JPN), Mexico (MEX), the Netherlands (NLD), New 
Zealand (NZL), Norway (NOR), Portugal (PRT), 
South Korea (KOR), Singapore (SGP), Spain (ESP), 
Sweden (SWE), Switzerland (CHE), the United King
dom (GBR), and the United States (USA). y = –0.55x 
+ 0.75; R-squared= 0.47; p-value <.02; n=27. We in
clude here all nations for which the ownership data 
is available. One sees that the sample includes a 
handful of less developed nations, whose inclusion 
would not change the relationship. Sources and 
background to the figure can be found in Roe, Legal 
Origins, supra note 26, at 497, tbl. 7.

The negative correlation between labor power and shareholder power is striking, making 
this a good spot to raise the possibility, indeed the likelihood, of bidirectional causation. 
Thus far, the thesis of this part has been that blockholding persistence is a reaction to la
bor power. It’s of course possible, indeed even likely, that some of labor’s power comes 
from the polity reacting negatively to blockholding.

(p. 69) Concentrated ownership may induce workers to seek employment protection pri
vately via unions and contracting, as well as publicly via employment and anti-layoff 
rules; that is, ownership concentration may induce employees to call for protection via
politics:

[E]arly in the twentieth century, the visible power of Germany’s large banks, 
people’s envy and resentment of rich industrialists, and the disorientation and 
anomie induced by Germany’s rapid transformation from an agricultural nation in
to an industrial one helped to call forth codetermination to tame the bankers and 
industrialists, and to give the workers a voice in the strange new industrial enter
prises.36
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3.4 Institutional Complementarity

This reverse causation between corporate ownership and labor protection corresponds to 
the literature on institutional complementarity.37 Briefly, in some economies labor train
ing and skills better complement ownership structures that facilitate labor stability than 
other ownership systems. Choices in one domain, such as labor protection, act as exoge
nous parameters in other domains (e.g., the corporate ownership), and vice versa.

Similarly, innovation systems are complementary to ownership systems,38 and determin
ing one economic piece of the corporate governance structure via politics can lock in oth
er elements of the large firm. Corporate governance with large shareholders and highly 
protected workers supports incremental innovation that requires more cooperation 
among stakeholders than sharp, radical innovation, as noted above, whereas diffuse own
ership and weak employee protection facilitate radical innovation by allowing new pro
duction technologies and new products to quickly disrupt labor arrangements.39 

Whatever innovation system is in place then interacts with political demands for corpo
rate governance, as noted in section 5. Incremental innovation systems call forth labor 

(p. 70) protection and, consequently or directly, blockholder ownership. Radical innova
tion fits best with corporate governance systems with limited commitments to labor and 
ongoing trading partners.

Overall, as long as institutional complementarities are deep and strong, they can affect, 
or conceivably determine, the institutional equilibrium, and that system will differ de
pending on which local complement dominates.

3.5 Coalitions and Rents

Thus far in this section, we have considered the possibility that owners seek to keep man
agers loyal in high-labor-power environments. This roughly corresponds to the line link
ing employees and owners in the triangle in Figure 3.2. Next, we consider another such 
linkage between owners and employees.

Consider first Rajan and Zingales’s showing that blockholders will often want to suppress 
financial market development, particularly if product market competition is weak, be
cause easier access to financing for upstarts would more likely erode blockholders’ mo
nopoly rents.40 Hence, poor shareholder protection should correlate with trade protec
tionism.41

Although this is not prima facie a labor-oriented explanation, it could become so. Indeed, 
since in a functioning democracy the blockholders do not necessarily get their way with 
the polity if voters do not agree,42 labor can play a role in buttressing the incumbent 
blockholders.43 If labor obtains a portion of the rents that accrue to firms that lacks sharp 
competition, then this sector of labor also disfavors financial development, which would 
threaten their rents. They ally with the blockholders, either directly or more likely via 
coalition voting in parliament to defeat financial liberalization. In this way Rajan and 
Zingales’s blockholder interest explanation can be deepened and extended with labor 
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Figure 3.4  Correlation between product market reg
ulation and corporate ownership diffusion.

The 23 countries are Australia (AUS), Austria (AUT), 
Belgium (BEL), Canada (CAN), Denmark (DNK), Fin
land (FIN), France (FRA), Germany (DEU), Greece 
(GRC), Ireland (IRL), Italy (ITA), Japan (JPN), Mexico 
(MEX), the Netherlands (NLD), New Zealand (NZL), 
Norway (NOR), Portugal (PRT), South Korea (KOR), 
Spain (ESP), Sweden (SWE), Switzerland (CHE), the 
United Kingdom (GBR), and the United States (USA). 
y = –0.3047x + 0.7374; R-squared= 0.33; p-value <.
02; n=23. Sources: product market regulation comes 
from Giuseppe Nicoletti, Stefano Scarpetta, & Oliver 
Boylaud, “Summary Indicators of Product Market 
Regulation with an Extension to Employment Protec
tion Legislation”, OECD Econ. Dep’t Working Paper 
no. 226, at 79, tbl. A3.6 (2000). Nicoletti, Scarpetta 
and Boylaud measure how deeply product markets 
are regulated, which presumably causes or is corre
lated with weaker product market competition. Dif
fuse ownership is from Rafael La Porta, Florencio 
Lopez-de-Silanes & Andrei Shleifer, Corporate Own
ership around the World, 54 J. Fin. 471, 494 tbl. 3 
(1999), which tabulates the portion of the 10 firms 
with a December 1995 stock market capitalization of 
common equity of just above $500 million that lack a 
20% blockholder.

power in the postwar European democracies. In this amendment to the blockholder pow
er theory, labor at established firms allies with incumbent blockholders to influence in the 
polity to protect their mutual interests.44 (p. 71)

Blockholders and incumbent workers may ally to create or maintain monopoly rents, 
which can be split between them; the two can influence the polity to keep trade barriers 
high and financial competition weak:

[W]ith the monopolies in place in a democracy, the benefited owners have to get 
other players’ political support. Union and employee benefits, instead of being 
“grabs”, could be “pay-offs” from owners, to keep political and internal support 
strong for hampering competitors. Or, slightly differently, employees and owners 
can coalesce politically, aiming to weaken competitors, both domestic and foreign, 
via blocking rules, subsidies, and trade barriers.45
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Figure 3.4 provides evidence of the negative correlation between product market compe
tition and the diffusion of corporate ownership.

(p. 72)

Weaker product markets and the concomitant monopoly rents can affect corporate gover
nance by loosening constraints on managers and/or by setting up a fertile field where 
shareholders can cooperatively split rents with incumbent workers.46 Large owners and 
incumbent workers can ally politically in order to frustrate competition policy and its re
lated financial market policy.* * *

***

Related but differing political economy explanations for corporate governance have 
emerged, which we discuss further in section 5.

In this section, we have argued that the structure of markets that the large firm faces, the 
power of labor in the polity overall, and the power of labor vis-à-vis the large firm all 
deeply affect the large firm. Some ownership structures can do better than others in the 
face of muscular labor. When labor is powerful, it can determine corporate structures di
rectly, as is the case for German codetermination. The degree of labor power also affects 
structures pervasively. Managerial agency costs need to be contained, or so shareholder 
interests demand, and those managerial agency costs in public firms are harder to con
tain in pro-labor environments. Hence, shareholders have less reason to favor diffuse 
ownership when labor is powerful. The postwar European evidence suggests that they in 
fact disfavored diffuse ownership and preferred concentrated ownership.

4 The Continuing Power of the American Cor
porate Executive
Managers of large diffusely owned firms have reason to disrupt their shareholders’ capac
ity to aggregate their stock ownership in ways that would project more shareholder pow
er into the firm’s boardroom. The executives may not own much of the firm’s capital 
themselves, but they control the firm and they seek to maintain their control; powerful 
stockholders would limit executive autonomy. Managers thus seek laws that impede or 
bar hostile takeovers and that make large, active shareholder positions costly for share
holders. They oppose voting rules that would make it easier for shareholders to elect di
rectors other than those whom incumbent managers support. Such rules are more likely 
to arise and persist in countries like the United States, where diffuse ownership prevents 
blockholders from vetoing managerial influence in lawmaking, because there are fewer 
blockholders. In countries in which concentrated blockholders tightly control the firm, 
managers could not readily seek such rules, because the powerful stockholder would be 
unhappy with such managerial lobbying.
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These managerial efforts to affect the terms of basic corporate and securities law have 
been significant in the United States historically and continue today. Managers success
fully opposed the strongest proposals in this past decade to allow shareholders easy ac
cess to the firm’s proxy statement, which would allow dissidents to more easily elect di
rectors.47 Prior (p. 73) outbreaks of the shareholder voting reform efforts in the United 
States, starting in the 1940s, also died after managers successfully opposed the propos
als. The literature on the spillover of managerial preferences and authority into the politi
cal sphere is thinner.48

The economic circumstances of the 1980s presented a powerful twin challenge to senior 
American executives’ autonomy. Large manufacturers were challenged by the rise of in
ternational competition, mostly from Germany and Japan. Simultaneously, the hostile 
takeover rose to prominence: a takeover entrepreneur would acquire the funding to buy a 
target firm’s stock and then appeal over the heads of executives and the board to the 
firm’s shareholders. If the shareholders sold their stock to the takeover entrepreneur—of
ten a person, investor group, or another large firm—the takeover entrepreneur would 
own the company and, often enough, replace the firm’s managers.

Managers reacted swiftly and ferociously, building up antitakeover transactional tactics 
and, when those failed—several were barred by courts in early decisions—the managers 
sought changes in the law to strengthen their ability to fend off hostile takeovers. The 
typical antitakeover transactional tool became the poison pill, which would dilute the val
ue of the takeover entrepreneur’s stake. The tactic needed validation from courts and leg
islatures that it was a permitted managerial tool. Eventually, the managers got that au
thorization and (along with other antitakeover tools) beat back the hostile takeover 
wave.49 As a consequence of the political battles over takeovers, power shifted further to 
the board of directors in large American firms by the 1990s.50

Some of the managers’ success in beating back hostile takeovers was due to the strength 
of their lobbying organizations (such as Chambers of Commerce and the Business Round
table) in influencing state legislatures to validate antitakeover tools and leave court deci
sions in place that permitted poison pills. Two political economy aspects ought to be not
ed. First, the managers’ lobbying organizations did well on their own, but acquired even 
more heft by the fact that employees and voter opinion were mostly on their side in seek
ing stability and slowing corporate change. This roughly corresponds to an alliance be
tween employees and managers, one side of the Figure 3.2 triangle. Moreover, public 
opinion was against the hostile takeover, even if it wasn’t for the manager.51

One can see a managerial–labor coalition as decisive in making for some state anti
takeover law.52 When a Pennsylvania corporation was targeted for a hostile takeover, it 
sought strong (p. 74) antitakeover law from the state’s legislature. For many Pennsylvania 
legislators, voting for the legislation was easy, as both the Chamber of Commerce and the 
AFL-CIO supported the legislation. Consider a contemporary comment: “[The] lobbying 
effort is the product of teamwork between . . . Pennsylvania labor unions and a coalition 
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of over two dozen corporations working for the passage of the bill under the well-orga
nized direction of the Pennsylvania Chamber of Business and Industry.”53

Many states also contemporaneously enacted constituency statutes, which formally au
thorized boards to weight the impact of hostile takeovers on corporate constituencies, 
such as employees, when deciding whether to reject or accept an outside bid. In time, 
boards successfully defeated hostile takeovers when the poison pill was fully validated. 
When they did, constituency statutes played a limited role thereafter in takeovers.

True, economic circumstances eventually undercut the hostile takeover in that the 1980s 
hostile takeover was most efficacious for breaking up the conglomerates of the 1960s. 
Once most were broken up and their separate businesses spun off, there were fewer 
sweet spots for easy money takeovers. And in time, the takeover machinery monetized in
cumbent managers’ positional advantage, with hostile takeovers ceasing but “friendly” 
takeovers proceeding. Nominally, these takeovers were “friendly” and the managers, who 
often departed, departed very rich.54

We can combine this section’s focus on managerial political power with section 2’s focus 
on the historical weakness of nation-spanning financial institutions in the United States. 
With managers historically controlling large firms early on in the twentieth century, due 
to the lack of a strong financial counterweight to managerial authority, they were freer to 
use political levers to maintain their authority. By weakening proxy fights in the 1950s, by 
beating back takeovers in the 1980s, and by more generally reducing or reversing re
formers’ success in creating rules that would strengthen shareholders and weaken man
agers, managers maintained their position of authority. If blockholders had been in place, 
managers could not as readily have lobbied for rules that extend or maintain managerial 
autonomy and authority.

That is, path dependence affects the corporation and some of that path dependence oper
ates through political channels.55 Once there is diffuse ownership and managerial autono
my, for whatever reason, those with power in the firm can project that power into the 
polity to resist new laws that would reduce their autonomy. That chain of events makes a 
first- and second-order, path-dependent political economy explanation plausible: autono
my first developed because American politics independently made banks and insurers, 
the institutional investors of their time, too weak to play a corporate governance role. Dif
fuse ownership ensued, without controlling institutional shareholders. If there had been 
controlling shareholders, one assumes they would have looked askance at their CEOs and

(p. 75) senior executives seeking to cut back on shareholder power. Managers thus had 
substantial power to operate in the political arena independently of shareholders, and 
they used that freedom to act in that political arena (a freedom that came from an ab
sence of controlling shareholders) to bolster their autonomy. As in other path-dependent 
settings, an early decision and structure affect a later decision, tending to preserve the 
earlier structure.
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Moreover, one can see the ongoing importance of political economy explanations for cor
porate governance through another political channel. Substantial managerial power may 
simply originate from the baseline efficiency of separating ownership from control. That 
separation then gives managers authority in the firm, which they can project into the po
litical sphere, further enhancing their authority beyond that which would have prevailed 
in an efficient, politically neutral setting.

The converse is also true. Once controlling shareholders are dominant across most firms 
in a given polity, they will tend to use their resulting political power to maintain their con
trolling positions. For example, in some polities, controlling shareholders can shift value 
to themselves more easily than in other jurisdictions. Reformers might want to change 
these rules, lowering the private benefits of control to controllers—by devising rules and 
processes by which small shareholders can reverse related-party transactions between 
the firm and the controlling insiders, and restricting the ease with which controlling 
shareholders can squeeze out minority stockholders at an unfair price. But once a player 
controls a public firm, it has an interest in maintaining (or expanding) its capacity to shift 
value to itself.56 When many controlling shareholders are in place in an economy, they be
come influential in the polity. This feature seems to have been important in recent 
decades in several Western European nations.57

5 Further Political Channels
In this section, we examine further interactions between politics and corporate gover
nance in developed countries.

5.1 The Median Voter and the Elites

Politicians seek out the median, pivotal voter, who determines elections in a democracy.58

In particular, Perotti and von Thadden show how the preferences of the pivotal voter can 
depend on the size and form of the returns to human capital relative to the voter’s return 
from financial assets.59 If the median voter has substantial financial assets, then she will 
support financial development and securities markets. But if the median voter has rela
tively low financial savings and relatively high human capital, then she will prefer low-
risk, (p. 76) go-slow economic policies overall and will have little personal interest in sup
porting securities markets. That preference arises because a financially weakened middle 
class is largely concerned about the labor income risk associated with freer markets and 
supports a more corporatist financial system characterized by dominant banks. Banks are 
dominant because they profit from low-risk loans and their strong presence in corporate 
governance keeps firms less risky, which is what employees want. In Germany, firms with 
stronger labor have more bank debt, with the explanation being “that both employees and 
debt providers have a strong interest in the long-term survival and stability of the firm,”60

with other profit-maximizing goals presumably subordinate.
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This median voter thesis relates to the idea that labor, if powerful, prefers block owner
ship to diffuse ownership.61 True, workers might well prefer weakened, dispersed share
holders to strong blockholders. Indeed, if the shareholder side becomes weaker, then the 
corporation is more likely to follow more of labor’s preferences. But, workers, particularly 
if they own only small financial stakes, would prefer risk-reducing banks or large family 
shareholders to diffused shareholders if they believe that the former will typically choose 
safer, incremental operational strategies. In contrast, a strong equity market would pre
sumably lead to more pro-equity, risky ventures that disrupt workers’ lives and jobs. This 
abstraction largely describes Western Europe in the latter part of the twentieth century.

Culpepper analyses how corporate actors have been able to influence the development of 
corporate governance law in France, Germany, the Netherlands, and Japan.62 When an is
sue has low political salience to the median voter, then it will likely be decided through 
“quiet politics,” in which corporate actors are preeminent. This is particularly so for those 
issues that strongly affect corporate actors’ interests, such as laws on hostile takeovers. 
In contrast, where political salience is high, companies are not able to rely on quiet poli
tics, and must instead seek partisan political protection more directly, and try to counter 
or change public opinion. “Business [elites] frequently lose . . . political battles when the 
general public pays attention to them [regulatory politics], because when the public pays 
attention to issues, political parties start paying attention to the opinion of the median 
voter and stop paying attention to powerful interest groups.”63

In this perspective, median voter theory explains the corporate governance outcomes for 
issues that are salient for the average voter, but fails when the issue is not salient for vot
ers. When it is not salient, the institutions of corporate governance will follow the elite’s 
preferences. Rajan and Zingales argued that controlling shareholders had little reason to 

(p. 77) support corporate governance reform that would undermine their interests, partic
ularly if the reform would foment better access to funding for upstart competitors of in
cumbent elites.64

5.2 Geopolitics

A related, geopolitical conceptualization may be also in play. The looming presence of the 
Soviet Union in the second half of the twentieth century was the central geopolitical fact 
for continental Europe. In the initial postwar elections, the Communist Party did well in 
France (about 20% of votes from the 1950s to 1970s) and Italy (about 25% of the vote 
from the 1950s to 1980s), making it important for centrist and conservative parties to co-
opt the communist program, which they did. The result was policy that favored incum
bent labor and incumbent owners.65

5.3 Ideology

We should not ignore the power of ideas and ideologies (or culture in a broad sense). For 
instance, Aguilera and Jackson report that cross-national differences in managerial be
havior depend on differences in managers’ world-views, with the differences in world-



Corporate Governance and Its Political Economy

Page 20 of 34

view highly influenced by education. Specifically, managers in the United States are typi
cally well educated in finance and socialized in business schools to have a shareholder-
value orientation. In contrast, German managers more typically hold advanced degrees in 
technical fields such as engineering, and thus tend to adopt a corporatist view of the firm 
as serving multiple interests and constituents.66 Finally, Allen documents that in Japan 
even junior-high-school textbooks stress that companies should be managed in the inter
ests of all stakeholders.67

Ideology can affect corporate governance in ways that go beyond the ideas and training 
patterns for senior managers, because ideology, whether or not tied tightly to material in
terests, can affect the organization of finance and the rules that govern the large firm. As 
we saw above, anti-power populism in the United States favored the fragmentation of the 
banking system, while in Europe social democratic ideologies68 supported empowering 
employees more and pressured managers to side with employees instead of owners, 
thereby creating conditions conducive to the concentration of corporate ownership in re
sponse.

While ideologies surely often correspond to material interests, we should not discount the 
possibility that some societies and some polities conceptualize how to handle problems 

(p. 78) and conflicts and that some of these conceptualizations have a life independent of 
material interests. For example, the widespread belief in social democracy prevailing in 
Europe for several decades after World War II was partly due to the shared experience of 
the world war and the economic devastation it had wrought.69

The strength of these European social democratic views has diminished in recent 
decades. Presumably, underlying interests have changed—basic manufacturing has shift
ed to a service-oriented economy, reducing the size of the blue-collar vote. Savings have 
increased, altering the median voter’s interests.70 Moreover, other influences can affect 
ideas without necessarily being based only or primarily on narrow self-centered interest. 
Until the 2008–2009 financial crisis, market-oriented economies performed well; Euro
pean communism collapsed with the Berlin Wall in 1989, making socialist policies less 
likely to be seen as successful.

Whatever the underlying explanations, the broad shift in the polity toward a market ori
entation, at least until the financial crisis, and a weakening of social democratic thinking 
has been recently measured and documented.71

That political shift in opinion and interests allows for more complex political configura
tions in recent years. Left parties that once opposed financial market development came 
to promote it.72 The left of the 1990s did not have the same policy views as the left of the 
1960s or 1970s. That shift can be seen in the data of mutating party ideologies73 and can 
be grasped intuitively by comparing Tony Blair’s market-friendly Labour Party to 
Callaghan’s hard-left Labour Party of the 1970s.
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Unstated is the possibility that as the economy shifted from basic manufacturing to ser
vices, there were simply fewer labor voters for the left parties to appeal to. More general
ly, when the power of the left subsided, corporate owners and executives could more 
readily obtain their policy preferences. Culpepper so argues for recent decades.74

5.4 The Nature of Political Representation

Pagano and Volpin show that corporate governance regimes may be the result of the po
litical mechanisms of preference aggregation rather than of political preferences.75 They 
suggest (p. 79) that a proportional system predicts weak shareholder protection and 
strong employment protection, while a majoritarian system predicts the opposite: strong 
shareholder protection and weak employment protection. The intuition behind these re
sults is that proportional voting pushes political parties to cater more to the preferences 
of social groups with homogeneous interests such as one party for managers and another 
for employees, whose party representatives can ally and make deals in the parliament.76

Mueller shows further how first-past-the-post electoral systems, such as those in the Unit
ed States, can affect corporate governance outcomes.77 In such political systems, a na
tional interest group, such as labor, needs to persistently recapture a working majority in 
the legislature, working district by district, legislator by legislator. This process is costly 
for interest groups. But in a party-list system, the identity of the particular legislator is 
not vital to the interest group getting that legislator’s vote: the legislator follows party 
discipline, thereby facilitating national deal-making in which national labor institutions 
can be quite influential. First-past-the-post territorial elections make national coalitions 
harder to create and maintain. It’s thus no accident that Tip O’Neill’s famous aphorism—
that all politics is local—came from an American national politician, the locally elected 
leader of the House of Representatives, a legislative body that is a collection of locally 
elected representatives who make national policy.

Persson and Tabellini have developed an analogous argument.78 The state sector will be 
smaller in majoritarian than in proportional representation systems because competition 
for votes is in marginal districts rather than nationwide. Politicians accordingly will make 
smaller commitments in majoritarian systems, because they only need support from vot
ers in the marginal districts. Broader interest groups will therefore get larger support in 
proportional than majoritarian systems.

5.5 Government Authority

A basic political economy feature is the allocation of authority between the government it
self and private sector players who command capital. Government often seeks to obtain 
for itself capital that it lacks, or seeks to command its use in the private sector, often in 
ways that favor a dominant governing coalition. In extreme form, a non-democratic, dicta
torial government could prefer directly to allocate capital itself, stifling the development 
of a private sector in general, which might become a counterweight to that dictatorial 
government, and determining corporate results.
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Governmental authority can be a mask for private interests. But we mean something 
more. Governmental authorities can build, shape, or destroy capital markets and econom
ic institutions for their own reasons and not just as tools of other interests or ideologies. 
One (p. 80) can recast the concept as a variant of Weingast’s dilemma under which a gov
ernment that is “strong enough to protect property rights . . . is also strong enough to 
confiscate the wealth of its citizens.”79 Governmental authorities may denigrate a rival 
power center.

Moreover, governmental authorities could be susceptible to beliefs that capital markets 
will not produce social welfare and that government needs to direct and control capital 
flows to better produce wealth or justice.80 In this conceptualization, governmental au
thorities are themselves an interest, seeking power and enhanced authority.

Finally, governmental authorities may see government action as the vanguard of econom
ic and social development; in pursuing policies to implement their goals, they can crowd 
out private capital markets and thereby prevent them from developing nicely.81 As an ex
ample, consider the following statement from William O. Douglas, the well-known 1930s 
chair of the Securities and Exchange Commission (SEC): people who dominate financial 
markets, he said, have “tremendous power . . . Such [people] become virtual governments 
in the power at their disposal. [Sometimes it is] the dut[y] of government to police them, 
at times to break them up.”82 True, Douglas’s view on governmental power may simply 
reflect that he favored the underlying interests that such a policy would favor. But one 
should not neglect the possibility that government authorities are themselves an interest 
group seeking to forward its own interests and ideology, with its own interests distinct 
from those in the civil, nongovernmental society. Their own direct interests and beliefs 
can motivate their actions vis-à-vis capital markets. This sub-category may be more vivid 
in authoritarian nations, but one should not assume its absence in the governments of the 
rich democracies.

5.6 Cross-Class Coalitions

We have seen conflicts and coalitions among different classes. Here, we describe sectoral 
and cross-class divisions, which have captured the attention of political scientists who 
consider corporate and related issues. Hall and Soskice, as well as Iversen and Soskice, 
emphasize that preferences and interests may follow the production technologies and, 
hence, can be dissimilar for owners in different sectors and for labor in different 
sectors.83 Blockholding and employment protection fit well with incremental innovation, 
they argue, and accordingly owners, managers, and employees in incremental sectors 
prefer political and corporate institutions that protect employees and facilitate blockhold
ing, each of which supports incremental technical improvement. Owners, workers, and 
employees are all committed in (p. 81) such sectors to working with specific assets.84 The 
German economy represents an example of this system.
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In contrast, corporate governance with dispersed owners and weak employee protection 
fits well with radical innovation, limited commitments, and flexible assets. Assets are 
more likely to be general-purpose. The American economy exemplifies this system.

5.7 Democratic versus Aristocratic Roots

Ugo Pagano argues that the diversity of corporate governance systems rests on political 
conditions existing when “big business” emerged in a country.85 If a robust democratic 
system had already developed when large firms emerged, then democratic politics would 
likely have challenged the concentration of economic power. With democratic politics lim
iting the power of large firms and their owners, there was less intensity in the demand 
from employees for counterbalancing, powerful unions. These democratic roots, hence, 
supported the public company with diffused corporate ownership, because neither side in 
the corporate power balance needed to concentrate excessively.

In contrast, if a robust democratic system had not emerged before large firms developed, 
then social democratic power and unions were more likely to have arisen as a counterbal
ance to owners’ political and economic power. These non-democratic roots explain a pat
tern different from the one illustrated for democratic roots.86 In this perspective, the 
United States and Switzerland are two modern economies that had democratic systems at 
the time of industrialization and, hence, had diffused corporate ownership as a byprod
uct. Most continental European countries, in contrast, are generally economies that were 
not democracies when they industrialized and, hence, they did not limit concentrated cor
porate ownership.

6 The Limits of a Political Analytic
Without a political economy analytic, one can neither fully understand the structure of 
the modern corporation nor account for international differences. The way capital is orga
nized and how those with authority in the firm project their power into the political 
sphere to maintain their internal authority are both basic determinants of the modern 
corporation.

But there are limits to the political economy analytic. First off, while it gives us insight in
to the broad patterns, it does not give us granularity and precision in understanding 

(p. 82) specifics. It is not a substitute for the practice of law, for comprehending judicial 
opinions, and constructing the corporate statutes. It is big picture, not transactional.

Second, even the broad patterns are sometimes applicable only to subsets of nations. The 
social democratic analytic set forth above broadly explains the situation in the wealthy 
West in the decades after World War II, but is less good at explaining corporate struc
tures and the (lack of) public markets in less developed and/or more authoritarian poli
ties. But even here, a political economy analytic is needed to fully explain the financial 
and corporate phenomena. Financial markets and ownership separation cannot and do 
not develop well in politically unstable environments, with that political instability having 
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economic inequality as a primary determinant (because the unequal have much to con
test). Such politicized explanations have been brought forward and hold promise.87

Third, political economy explanations often lack predictability,88 because the political 
process is often dominated by local,89 geographic, and historical specifics. Some aspects 
that seem unpredictable, when properly analyzed, strongly fit with a political theory. For 
example, some have raised the idea that European social democratic parties, particularly 
in the 1990s, promoted investor protection, calling this shift a political paradox.90 

However, the European polity had shifted sharply from the 1950s, moving from polities 
that were not attuned to markets to polities that grudgingly accepted market-oriented 
policies. Data is consistent. Again, a comparison illustrates: Tony Blair’s Labour Party was 
much more market-oriented than, say, the 1970s Labour Party of James Callaghan and 
Harold Wilson. To equate the 1990s Labour Party with that of the 1960s in order to con
clude that politics is unpredictable is a comparison that risks conceptual error. Data is 
broadly consistent: polities moved pro-market as financial markets deepened.91

Fourth, the political economy analytic lacks strong normative content. It does not tell us 
what the best corporate policies are, other than perhaps to warn one off policy initiatives 
that would lack political support.

Lastly, and importantly from an academic perspective, some—perhaps too many—political 
explanations are susceptible to a narrative but not a test and regression. In (p. 83) econo
metric terms, political events are often low-frequency occurrences—one nation, one era, 
one political deal. Some political processes happen once, in one nation, and then become 
embedded in institutions, politics, and corporations. One cannot readily test how impor
tant the one-off decision was and what would have happened if contingent decisions came 
out differently.

The American history of banking is one such instance. The impact of social democracy on 
the corporation is more susceptible to testing since multiple nations went through the ex
perience.

7 Conclusion
We have here pushed forward a main thesis with three subsidiary examples. The main 
thesis is that the shape of the public corporation will attract political attention in wealthy 
democracies, and democratic politics will accordingly affect the allocation of authority in 
the large public corporation in a major way. First, politics can determine and indeed has 
determined the ways in which capital flows into the large firm, shattering financial chan
nels into weak tributaries in the United States for the nineteenth and much of the twenti
eth century. The consequence of shattered financial channels is that the large public firm 
could not readily have major and powerful shareholders. Boards and executives had more 
autonomy than they otherwise would have had. The Berle–Means corporation with diffuse 
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ownership and powerful managers was a political construct as much as it was an econom
ic one.

Second, when labor makes powerful claims on a large firm’s cash flow, shareholders have 
reason to keep large offsetting blocks to reduce the strength of those claims. Postwar Eu
ropean polities had such a setting, and one major reason that blockholding by financial in
stitutions like banks and insurers and by stockholding families persisted in the postwar 
decades seems to have been because they offset labor’s claims.

And third, once a corporate governance system is in place, corporate players can project 
power into the polity and can use that political power to maintain their corporate authori
ty. Managers in the United States fit that example, as they have repeatedly blocked trans
actions and legal changes that would confine their authority and shift power from them
selves to others, typically shareholders, in the large public firm.
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Abstract and Keywords

This chapter examines the theoretical and empirical validity of the “contractarian” theory 
of corporate governance Beginning with an overview of the contractarian theory and its 
conceptualization of the relationship between managers and shareholders of a public 
company, it explains how the theoretical assumptions of the contractarian theory have 
turned out to be invalid and how the empirical predictions of the theory have not been 
borne out. The process by which “corporate contracts” develop do not fit the neoclassical 
model of atomistic competition. As a result, the customization and innovation that the 
contractarian theory predicts do not occur—either at the IPO stage or at the “midstream” 
stage when companies are publicly traded.

Keywords: corporate governance, contractarian theory, IPO stage, midstream stage, managers, shareholders, pub
lic company, corporate law, corporate charters, corporate contract

1 Introduction
1LED largely by the work of Frank Easterbrook and Daniel Fischel in the 1980s, a “con
tractarian” theory of corporate governance and corporate law dominated thinking among 
US corporate law scholars for many years.2 The notion was that a public company’s 
shareholders and managers enter into a relationship with one another voluntarily on 
terms that are reflected in the company’s share price, and that managers, as agents in 
the relationship, have incentives to adopt governance arrangements that minimize agency 
costs and maximize firm value. The contractarian theory was a positive theory, positing 
that market forces would lead to optimal governance arrangements in firms. It also had a 
clear (p. 85) normative implication, which was that there is little, if any, need for law to 
impose rules on the manager–shareholder relationship.3

Today, the status of the contractarian theory is unclear. Few would deny that when in
vestors buy shares in a public company, they enter into a relationship with management 
that can reasonably be conceptualized as “contractual.” The key question, however, is 
whether the “corporate contract” is socially optimal, as the contractarian theory holds?4
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Theoretical and empirical doubts have been raised over the years regarding the theory’s 
validity. We no longer hear the contractarian refrain in opposition to any and all corporate 
law reform proposals—that any particular proposal cannot possibly be value enhancing, 
because if it were, firms would have already adopted it in their charters, at least at the 
IPO stage. We do, however, hear a weaker variant of the contractarian claim, largely from 
advocates for management opposing legal rules that would shift power to shareholders. 
This modern-day variant of the contractarian theory is more of a slogan than a theory—
that “one size does not fit all.”5

This chapter will evaluate the substantive validity of the contractarian theory in light of 
theoretical and empirical developments since the 1980s. As I explain in the remainder of 
this chapter, the contractarian theory was really two theories: one of the IPO stage and 
one of the “mid-stream” stage, when a company is publicly held.

The theory of the IPO stage suffered from a few theoretical flaws, but most fundamentally 
it assumed that the relationship between shareholders and managers was captured by the 
neoclassical model of atomistic contracting, with no interdependencies across firms in the 
terms adopted. This was the basis of the theory that market equilibria must be socially 
optimal—and therefore the basis of the theory’s non-intervention prescription.6 The IPO 
theory also depended on the validity of the mid-stream theory, since any arrangement put 
in place at the IPO stage could be undone at the mid-stream stage. With respect to empir
ical (p. 86) validity, contractarian theorists never attempted to investigate their claims em
pirically, and when some of us did later on, we discovered that the facts did not fit.7

The contractarian theory of the mid-stream stage was recognized from the start as weak. 
It relied on the existence of market forces to drive managers to adopt and maintain gover
nance arrangements that promote shareholder interests. No proponent of the theory, 
however, convincingly explained how this would occur, and experience with management 
resistance of shareholder demands casts serious doubt on the theory as an empirical mat
ter.

Beginning roughly in the mid-2000s, however, legal and nonlegal institutional changes 
have occurred in the US that one could characterize as a new contract between share
holders and managers. Today’s contract is not an explicit contract written into a corpo
rate charter, as the contractarian theory envisioned. It is instead an implicit contract in 
the sense that economists use that term—a contract that is not legally enforceable, but 
that is self-enforcing as a result of carrots and sticks that the parties hold. This new im
plicit contract reflects a shift in power from managers to shareholders compared to earli
er decades. While one can make judgments regarding whether the current balance of 
power is better or worse than alternatives, there is no analytic basis on which to claim 
that the current equilibrium is either optimal or suboptimal.
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2 The Contractarian Theory
Built on the work of Jensen and Meckling and ultimately that of Ronald Coase, the origi
nal contractarian theory of the corporation characterized the relationship between man
agers and shareholders of a public company as one of contract mediated through the se
curities market. The implication of conceptualizing the shareholder–manager relationship 
as contractual was that, in the absence of transaction costs, externalities, or other market 
imperfections, market forces could be relied upon to create governance arrangements 
that minimize agency costs and thereby maximize firm value.

The theory was clearest and most promising at the point a company goes public. When a 
company goes public, its charter is in effect a contract between its management and its 
public shareholders. The charter confers legally binding rights on shareholders and oblig
ations on managers. It can commit the company to separate the positions of CEO and 
board chair, to forgo a poison pill, to have a staggered board, to limit directors’ exposure 
to liability risk, to require managers to hold a certain amount of stock, to compensate 
management in a certain way, and so on. There are few, if any, legal limits to this free
dom.8 Pre-IPO managers (p. 87) and shareholders write the firm’s post-IPO charter and 
sell shares to the public. As public investors purchase those shares, the market sets their 
price, and that price is expected to reflect the effectiveness of the firm’s governance 
structure in reducing agency costs. Pre-IPO shareholders—venture capitalists, angel in
vestors, managers, employees, and others—reap the benefit of a high share price and the 
detriment of a low share price. Hence, the contractarian theory posits, pre-IPO sharehold
ers reap the benefit and detriment of good or bad governance structures. Consequently, 
the contractarian theory posited that pre-IPO shareholders would design governance 
mechanisms that maximize the value of their firm, given the particular circumstances of 
each firm, and that pre-IPO shareholders would make legally enforceable commitments to 
those mechanisms by drafting them into their charters—the document that reflects the 
“corporate contract.”9 This is the simple, yet compelling, contractarian logic of how gov
ernance arrangements formed at the IPO stage.

Once shares of a company are dispersed among public shareholders, the concern became 
whether management could take advantage of its control to loosen the constraints adopt
ed at the IPO stage or to decline to adopt new contractual constraints in response to 
agency cost-increasing changes in the business environment.10 Here, the contractarian 
theory held that market forces would induce management to maintain and update optimal 
governance arrangements, proposing charter amendments to shareholders where appro
priate.11 The claim was that managers would ultimately reap rewards—through higher 
compensation or longer-term career success—for increasing firm value by adopting good 
governance arrangements. This post-IPO or “mid-stream” element of the contractarian 
theory was viewed as its weakest, even by advocates of the theory.12

The contractarian theory’s normative claim followed from its positive claim that market 
forces would drive firms to adopt optimal, legally enforceable governance arrangements. 
If this were true, and there were no costs externalized on parties other than a firm’s man
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agers and shareholders, then it would follow that corporate law should stay out of the 
way and impose no mandatory legal rules on the shareholder–manager relationship. Ad
vocates of the theory viewed contractual governance as superior to legally imposed gov
ernance because firms vary along numerous dimensions, and market forces were expect
ed to induce firms to customize their own governance arrangements in ways that suited 
their particular circumstances. In addition, market pressure was expected to spur innova
tion in governance mechanisms over time. In the contractarian view, mandatory legal in
tervention would prevent customization, and state legislatures (let alone Congress) would 
be a weak source of innovation compared to the governance ingenuity present in individ
ual firms.13

The proper role of corporate law in the original contractarian view was fairly minor. It 
was to provide default rules that firms could take “off the rack” and incorporate into their

(p. 88) governance arrangements, and to enforce whatever terms firms adopted.14 

Furthermore, in the United States, choice of corporate law is itself a matter of contract. 
When a firm goes public, its pre-IPO managers and shareholders select the state in which 
to incorporate, and in so doing, opt into that state’s body of corporate law. Once public, 
the firm can reincorporate with the approval of the firm’s board and its shareholders. 
Consequently, the contractarian expectation was that firms would initially incorporate, 
and later re-incorporate, in states whose corporate law best reduce agency costs in each 
particular firm.15

The conceptualization of the shareholder–manager relationship as “contractual” is rela
tively uncontroversial. Shareholders voluntarily enter into the relationship and in doing 
so they accept the terms of the deal. The securities markets price securities, so it is rea
sonable to expect that governance terms will be priced—though whether they are or not 
is an empirical question. But the fact that shareholders and managers come together vol
untarily—even if we call the relationship “contractual”—does not mean that the terms of 
the contract will be socially optimal, as the contractarian theory maintains. There could 
be a market imperfection that breaks the neoclassical connection between market equi
librium and social optimality.

If the original contractarian theory had been valid, we would expect to see the following:

• firms, at least at the IPO stage, adopting diverse and innovative governance arrange
ments in their charters;

• governance arrangements tending to maximize firm value; and

• once firms are publicly held, managers proposing value-increasing charter amend
ments for shareholder approval.

As discussed in the remainder of this chapter, we observe none of the above. In section 3, 
I explain how the contractarian theory’s claim about the IPO stage are invalid, and in sec
tion 4, I address its invalidity with respect to the mid-stream stage—once companies are 
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publicly held. Finally, in section 5, I discuss what appears to be a newly emergent unwrit
ten implicit contract that reflects a shift in power from managers to shareholders.

3 The Contractarian Theory of the IPO Stage 
Does Not Hold Up to the Facts
In the discussion below, I first report the results of empirical studies of two questions. 
First, do firms customize and innovate governance-related charter terms when they go 
public? Second, do IPO charters appear to maximize firm value? The contractarian theory 
of the IPO implies a positive answer to both questions. The data, however, answer the 
questions primarily in the negative. After discussing these empirical findings, I explain 
how the contractarians went wrong as a theoretical matter.

(p. 89) 3.1 Customization and Innovation, or Plain Vanilla IPO Char
ters?

The contractarian theory implied that firms would customize and innovate governance 
arrangements that minimize agency costs to suit their particular business environments, 
and that firms would make legally binding commitments to those arrangements in their 
charters. Describing the “corporate contract,” a term they coined, Easterbrook and Fis
chel stated: “Agreements that have arisen are wonderfully diverse, matching the diversity 
of economic activity carried on within corporations.”16 But is this true? Do corporate 
charters contain customized and innovative governance terms?

In a study published in 2013, I investigated this question by collecting data from a ran
dom sample of 373 companies that went public during the period from 2000 through 
2012.17 I searched their charters (and bylaws) for examples of governance customization 
and innovation.18 I searched for any nonstandard governance mechanism. In order to 
structure the search, however, I specifically looked for arrangements that have been the 
focus of corporate governance debates since the 1980s. Some of these governance 
arrangements became mandatory under the Sarbanes–Oxley Act or the Dodd–Frank Act: 
majority independent board, independent board committees, and say on pay. One mecha
nism, proxy access, was briefly mandated by the SEC and is now explicitly permitted but 
not mandated. A fifth innovation, majority voting in shareholder elections of directors, 
has been widely adopted by publicly held firms, and has been shown in some studies to be 
value enhancing. For each governance innovation that ultimately became legally re
quired, I investigated whether the innovation had previously appeared in IPO charters (or 
bylaws).19 For purposes of this chapter, I supplemented these data on these governance 
innovations with data on a sixth innovation—exclusive forum provisions for shareholder 
litigation. I obtained these data from Roberta Romano and Sarath Sanga, who have stud
ied the diffusion of these provisions in IPO charters. Exclusive forum provisions require 
that all corporate-law-related disputes be brought in a single forum—typically the forum 
of the state in which the company is incorporated, which for companies adopting these 
provisions is nearly always Delaware. Romano and Sanga found that these (p. 90) provi
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sions appear in IPO charters beginning in 2010, when they were endorsed in an opinion 
of the Delaware Chancery court.20

A finding that these six innovations commonly appear in IPO charters would support the 
contractarian theory that the economics of the IPO stage promotes governance innova
tion and customization. Conversely, a finding that they never or rarely appear in IPO char
ters would cast substantial doubt on the theory. Although it is possible that the particular 
innovations for which I searched are not value enhancing for any firm, this would be a far-
fetched interpretation.21

Table 4.1 presents my findings. Of the innovations described above, only exclusive forum 
provisions were adopted to any significant extent. Of 373 firms sampled, no firm had any 
of the five other provisions in their charters, and only nine firms had bylaws containing 
one or more of the five arrangements. Because management could amend these bylaws 
unilaterally, this handful of provisions are not contractual in the contractarians’ sense of 
the term.22

Where do these data leave us regarding the contractarian claim that IPO charters are a 
locus of innovation and customization in corporate governance? The claim is largely in
consistent with the data. The experience with exclusive forum provisions is unique and, at 
best, can be generalized only to charter terms that are directly beneficial to management
—presumably along with shareholders. Unlike the other provisions that potentially en
hance firm value by enhancing shareholder rights, exclusive forum provisions potentially 
do so by protecting directors and officers from burdensome litigation in multiple jurisdic
tions. Whether or not they enhance share value, they are attractive to management and 
could well be adopted for that reason alone. Protecting directors and officers from litiga
tion risk is in the wheelhouse of the lawyers advising management of firms going public. 
A lawyer (p. 91) would readily understand the provision and how it could benefit manage
ment and perhaps increase firm value. This is not necessarily true of innovations that in
crease firm value by enhancing shareholder rights.
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Table 4.1 Incidence of governance innovations or customization in IPO bylaws (2000–2012)

Relevant Period Yes No Total

Majority Independent 
Board

1/1/2000 to 4/1/2004 0 127 128

Independent Compen
sation Committee

1/1/2000 to 4/1/2004 1 127 128

Independent Nominat
ing Committee

1/1/2000 to 4/1/2004 0 128 128

Independent Gover
nance Committee

1/1/2000 to 4/1/2004 0 128 128

Proxy Access 1/1/2000 to 12/31/2012 0 224 373

Majority Vote 1/1/2000 to 12/31/2012 4 220 373

Say on Pay 1/1/2000 to 1/21/2011* 0 143 314

Separation of CEO and 
Board Chair

1/1/2000 to 12/31/2012 4 369 373

Exclusive Forum 1/1/2000 to 12/31/2012 30** 373 373

(*) These periods end when the independence requirements of the Sarbanes–Oxley Act became effective.
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(**) This period ends when the SEC adopted its mandatory say-on-pay rule. Differences in totals reflect shorter and longer time peri
ods relevant for each mechanism.

(***) All 30 of these IPOs occurred after the Delaware Chancery Court decision endorsing these provisions.
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The lack of governance diversity evident in charters is also evident in firms’ incorporation 
choices. A large and increasing majority of firms incorporate in Delaware, and nearly all 
others incorporate in their home states for reasons apparently unrelated to value-maxi
mizing choices of corporate.23

The most plausible explanation for these findings is that the contractarian claims about 
the IPO stage are incorrect or at least drastically overstated. But how could the theory be 
incorrect when it is undeniable that shareholders enter into a relationship with managers 
voluntarily, and that they do so in a setting that can be reasonably described as contractu
al? I address that question in section 3.3.

3.2 Are IPO Charters Suboptimal?

The near absence of customization and innovation in IPO charters poses a serious chal
lenge to the contractarian claim that the economics of the IPO stage promotes value-max
imizing (p. 92) contracting. Additional evidence weighing against this claim is the pres
ence of staggered boards in the charters of many firms going public. Although some re
cent studies have found that staggered boards are associated with higher firm value in 
certain situations,24 the bulk of the research finds that staggered boards are value-reduc
ing mechanisms that management uses to protect itself from the market for corporate 
control.25 This was certainly the prevailing view when the contractarian theory was devel
oped. The contractarian theory, therefore, implied that staggered boards would not ap
pear in IPO charters. Easterbrook and Fischel expressed this expectation as a statement 
of fact: “[Takeover defenses] are not included [in IPO charters]. Instead firms go public in 
easy-to-acquire form: no poison pill securities, no supermajority rules or staggered 
boards. Defensive measures are added later, a sequence that reveals much.”26

Whether IPO charters contain takeover defenses was an empirical question that was not 
investigated for another decade. Easterbrook and Fischel apparently made the factual 
statement above based on theory alone, and for the next decade, no one thought it was 
worth reading actual charters to validate the theory empirically or even anecdotally.

Three articles published in 2001 and 2002 presented data on the charters of firms going 
public. Each found that IPO charters commonly contain takeover defenses, including 
staggered boards.27 The studies covered different sample periods between 1988 and 1999 
and found that between 34% and 82% of sample firms had staggered boards, with higher 
frequencies in later years.

Two of these articles analyzed whether there were efficiency explanations for the pres
ence of staggered boards in IPO charters. Both Laura Field and Jonathan Karpoff and 
Robert Daines and I analyzed whether the adoption of staggered boards was explained by 
the need for extra bargaining power in the event of a hostile bid.28 Neither study found 
support for this explanation. Daines and I also tested whether staggered boards were ex
plained by asymmetric information regarding firm value, which would create the possibil
ity of undervaluation by the market and hence a vulnerability to bids lower than true val
ue. We found no support for this explanation either. In fact, Daines and I found that stag
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gered boards tended to be present when both these efficiency theories suggested that 
they would be least needed. We concluded that, contrary to the contractarian theory, man
agement entrenchment was the best explanation for staggered boards in IPOs.29

(p. 93) John Coates investigated the influence of lawyers in the adoption of staggered 
boards. He found that firms that were advised in their IPOs by law firms with extensive 
M&A transactional or litigation work tended to adopt staggered boards more frequently 
than did other firms. He inferred that those law firms instill in their lawyers, or in the 
form charters that their lawyers use, a preference for takeover defenses. As Coates ex
plains, this is hardly evidence of value maximization at work.

There is, however, some recent research supporting the proposition that staggered 
boards can enhance firm value for a subset of firms under limited circumstances.30 I 
therefore cannot rule out the possibility that some day we will have a satisfactory efficien
cy-based explanation for staggered boards in IPO charters. At this point, however, their 
presence certainly appears to further undermine the contractarian theory of the IPO 
stage.

3.3 Where Did the Contractarian Theory Go Wrong Regarding the IPO 
Stage?

The contractarian theory’s application to the IPO stage was its most convincing. Neoclas
sical theory, coupled with the undeniable fact that shareholders and managers enter into 
their relationship voluntarily, seemed unequivocally to imply that market forces would 
produce socially optimal governance arrangements. Yet the facts do not fit the theory. 
With the exception of exclusive forum provisions, there has been no governance innova
tion or customization at the IPO stage, and the common use of staggered boards raises 
serious doubts about the theory’s optimality claims, independent of the lack of customiza
tion or innovation. What was the flaw in the logic? Theoretical developments and some 
further thought have yielded at least two theoretical explanations for the failure of the 
IPO stage to conform to contractarian expectations. This section provides those explana
tions.

3.3.1 Customization and Innovation
Two explanations have emerged to explain why the IPO stage does not generate cus
tomized or innovative governance arrangements. The first explanation is well grounded in 
economic theory, but not the neoclassical model on which the contractarian theory was 
based. Consistent with neoclassical economics, the contractarian theory assumed that 
each firm’s decision to adopt a particular governance arrangement is independent of oth
er firms’ decisions—that firms were atomistic actors in that one firm’s choice of a gover
nance structure has no effect on another firm’s choice. For at least some corporate gover
nance arrangements, however, this assumption is not valid. There are interdependencies 
among firms’ choices of governance arrangements. The value of a governance mechanism 
can be dependent on the number of firms that use the mechanism. If few firms use a gov
ernance mechanism, the mechanism will not be as valuable as if many firms use it. The 
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underlying dynamic is the same dynamic that is present in product markets with network 
externalities, such as the market for computer operating systems, word processing and 
spreadsheet applications, and social network platforms such as Facebook. In each of 
these markets, the (p. 94) value of a product increases with the volume of use. (Imagine 
Facebook with one user or even 1,000.)

When network benefits are present, market forces will not necessarily yield socially opti
mal equilibria. In this type of market, theory shows that there are multiple, socially sub
optimal equilibria. In one suboptimal equilibrium, excess uniformity emerges in the prod
ucts produced. Note that there are very few computer operating systems, word process
ing and spreadsheet applications, and social network platforms and that each has a large 
number of users—in contrast, say, to the markets for office supplies, skis, and restau
rants. This appears to be the case with respect to corporate governance—there is little 
variety in the corporate governance arrangements; firms’ governance arrangements are 
fairly uniform.31

Corporate governance arrangements have some of the same qualities as network prod
ucts. The more firms there are that use a governance mechanism or that operate under 
the same legal or contractual rule, the more valuable the arrangement becomes. One 
source of these network benefits stems from judicial precedents that interpret the 
arrangement in varied settings, thereby reducing legal uncertainty. One can think of each 
new judicial opinion in a new setting as analogous to a software update for Windows or 
Word. The more firms there are that operate under, say, a particular state’s fiduciary duty 
standard, the more precedents there will be—today and into the future. Firms will there
fore be attracted to incorporate in that state, and to adopt its default fiduciary duty rule.

Judicial precedents are especially valuable when a governance arrangement entails a le
gal or contractual rule that is framed as an open-ended legal standard, as opposed to a 
detailed, specific rule. Open-ended standards are pervasive in corporate law and gover
nance. Fiduciary duties are classic, open-ended legal standards, as are concepts of direc
tor disinterestedness and materiality in the disclosure context. They are given content as 
courts interpret them in a variety of contexts. A firm that adopts, for example, its own 
unique fiduciary duty, definition of director disinterestedness, or disclosure rule would 
not have the benefit of ongoing judicial interpretations. The customized arrangement 
would remain static, unless it is amended (which entails a separate set of problems dis
cussed below). In contrast, a commonly used arrangement will evolve with judicial inter
pretations. As a result, a firm with a customized arrangement will face greater uncertain
ty regarding how its own arrangement will apply in unanticipated settings.

Other network benefits associated with corporate governance arrangements are familiari
ty among lawyers advising firms and familiarity among investors. A lawyer who is familiar 
with a legal rule can provide advice based on his or her experience, independently of le
gal precedents. That advice will be more valuable in reducing legal uncertainty than ad
vice regarding a governance arrangement the lawyer has never seen before. Similarly, all 
other factors being equal, familiarity among investors will be a benefit for a firm. In
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vestors considering the securities of a firm with a unique governance arrangement will 
have to figure out what the arrangement means in terms of value to the investor. All other 
factors being (p. 95) equal, this will deter investment and could drive down the liquidity 
and value of a company’s securities.

Network benefits associated with corporate governance arrangements tend to make de
fault rules attractive. It is not that default rules are inherently more attractive from the 
start than alternatives, but rather that they typically are expected to be widely adopted in 
the future. This may be due to a focal quality that default rules have or to the state 
legislature’s endorsement. Governance rules and structures provided by statute as menu 
options—such as staggered boards, voting by written consent, shareholders calling a spe
cial meeting, exculpatory charter provisions, and more—have a similar quality. Once 
statutory terms, whether default or menu, have been used and litigated, their attraction 
to new firms is even greater.

Delaware corporate law, specifically its default rules and statutory menu options, has ben
efited from network effects. The large installed base of firms incorporated in Delaware 
ensures a constant supply of judicial decisions applying Delaware law to many situations. 
There also is a large supply of lawyers with expertise in Delaware law and an investment 
community familiar with the workings of key governance arrangements.32 The expertise 
of Delaware judges is certainly a major attraction as well, but that too is a result of the 
large number of firms incorporated in Delaware, which produce a large volume of corpo
rate litigation. This volume of litigation has both made the job of the Delaware judge at
tractive to talented Delaware corporate lawyers and enhanced their expertise while in the 
job.

Network benefits do not necessarily preclude customization, innovation, or incorporation 
in a state other than Delaware. If the inherent value of an innovative or customized gover
nance arrangement outweighs the network benefit of a widely used arrangement, a firm 
could well adopt the former. This would tend to occur with respect to governance 
arrangements that do not entail open-ended standards, like Delaware fiduciary duties, or 
a high degree of complexity, like that of disclosure rules under the securities laws. An ex
ample of a governance term the attraction of which is not significantly affected by net
work benefits might be a charter provision that separates the CEO and board chair. This 
is clear and simple, with no great need for interpretation by courts or expertise in appli
cation by lawyers. The network quality of many corporate governance arrangements, 
however, creates a bias—and apparently a very large bias—in favor of conformity along 
many dimensions of corporate governance.33

Accordingly, the theory of network externalities tells us that while a firm going public 
may maximize its own value by adopting Delaware default rules, all other factors being 
equal, this does not mean that it is socially optimal for large numbers of firms to adopt 
Delaware default rules. Accordingly, from a societal point of view, there could well be a 
suboptimal level of innovation and customization. Moreover, any given default rule may 
be inherently (p. 96) suboptimal in the sense that an alternative rule might increase ag
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gregate firm value across all firms if it were widely adopted. Similarly, greater hetero
geneity in incorporation choices could be socially beneficial. Thus, network externalities 
inherent in corporate governance arrangements may explain why there is so much unifor
mity in corporate governance and further explain that, contrary to the contractarian theo
ry, there is no reason to believe this market outcome is socially optimal.

A second explanation for the lack of governance customization or innovation at the IPO 
stage lies in the acknowledged weakness of the contractarian theory of the mid-stream 
stage. The dependence of the IPO leg of the theory on the weaker “mid-stream” leg was 
overlooked by the original contractarians, but there is an important link. Optimal gover
nance arrangements for a firm can change over time. Moreover, as a firm lives with a par
ticular governance arrangement for a period of time, problems may become apparent. If 
the pre-IPO shareholders and investors can be sure that a suboptimal arrangement will 
be modified later on, perhaps they would be more inventive at the IPO stage. But if such a 
change would impair management’s discretion or reduce its perqs, there can be no assur
ance that management will agree to modify the arrangement when it becomes optimal to 
do so. That is, shareholders cannot count on a midcourse correction. Consequently, an in
novative or customized arrangement adopted at the IPO stage could last as long as the 
firm exists, which could well make it inherently unattractive at the IPO stage.

3.3.2 Staggered Boards at the IPO Stage
Network benefits do not explain why firms adopt staggered boards at the time they go 
public. Both annually elected and staggered boards are well defined by statute, common
ly used, and addressed by a large body of case law ruling on board conduct with each 
type of board. No-one has come up with a satisfying explanation for the widespread, but 
not universal, adoption of staggered boards among companies going public, but there are 
a few candidates.

First, while the bulk of the research suggests that staggered boards tend to reduce firm 
value, it may be that staggered boards increase shareholder value for some firms. Se
cond, while staggered boards may reduce share value, they could provide more than off
setting private benefits to managers, in which case they could increase the total value of 
a firm. Perhaps the managers of firms that go public with staggered boards enjoy espe
cially high private benefits and perhaps the cost to shareholders is low.34 Daines and I 
tested this hypothesis and found no support, but private benefits are not directly observ
able and proxies for their presence are imperfect. Therefore, we could not exclude this 
explanation of the data. Either of these explanations, if borne out, would eliminate the in
consistency between the contractarian theory and the common use of staggered boards.

A third potential explanation that would pose a moderate threat to the contractarian theo
ry is that, even if pre-IPO managers and shareholders incur costs by having their firms go 
public with staggered boards, they can recoup those costs later by having their boards 
de-stagger before they selling their shares. So long as pre-IPO shareholders can coordi
nate with (p. 97) one another and control the firm’s board before any wants to sell, a stag
gered board provides an implicit option on an annually elected board in the future. Public 
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shareholders will gladly vote to de-stagger a board if the incumbent board gives them the 
opportunity. On the other hand, an annually elected board is permanent. Public share
holders cannot be expected to adopt a staggered board later on. Thus while this interpre
tation of staggered boards at the IPO stage is plausible in the abstract, it has no empirical 
support. Until recent years, firms did not de-stagger their boards after going public, and 
many firms’ pre-IPO shareholders sold shares not long after their IPO. Moreover, even in 
recent years, the de-staggering that has occurred has been in response to public share
holder demands, not the interest of insiders who want to sell their shares.

A fourth explanation that does call into question the contractarian theory—indeed one 
that amounts to heresy among economics-oriented scholars—is that governance arrange
ments adopted at the IPO stage may not be priced. John Coates raised this possibility in 
his study of staggered boards at the IPO stage, stating: “A lack of pricing penalty is also 
consistent with anecdotal reports from IPO participants, including investment bankers, 
venture capitalists, and lawyers from Wilson Sonsini (among other lawyers), who all uni
formly report in conversations that conventional defenses do not affect IPO pricing.”35 A 
difficulty with this explanation is that since most pre-IPO shareholders, including venture 
capitalists, continue to own shares after the IPO, the pricing explanation for the presence 
of takeover defenses would have to extend to pricing in secondary market trading after 
the IPO as well. This is more difficult to believe, especially in light of studies showing that 
staggered boards have an impact on price.36

In sum, the weight of the evidence suggests that the widespread adoption of staggered 
boards at the IPO stage is inconsistent with the contractarian theory. But we still lack a 
satisfying explanation for why a large number of firms would adopt an apparently subop
timal governance arrangement when they go public.

4 The Contractarian Theory of the Mid-stream 
Stage also Misses the Mark
In the foreword to a widely read issue of the Columbia Law Review in 1989, Lucian Be
bchuk stated: “The debate on contractual freedom in corporate law should be viewed as 
two debates, not one. The questions of contractual freedom in the initial charter and in 
mid-stream (that is, after the corporation is publicly held) are different and require sepa
rate examination.”37 In (p. 98) the same issue, Easterbrook and Fischel acknowledged 
that “[t]he difference between governance provisions established at the beginning and 
provisions added later suggests some caution in treating the two categories alike.”38

Once a company goes public, the conceptualization of the manager–shareholder relation
ship as “contractual” is less accurate than at the IPO stage. The board can make substan
tial changes to a company’s governance structure unilaterally—for example, it can adopt 
a poison pill or change executive compensation. It can also decline to accede to a value-
enhancing charter amendment that disfavors management.
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Contractarians nonetheless had faith that market forces would yield optimal governance 
arrangements once a company is publicly held. They supported their position in two ways. 
First, they expected that IPO charters would contain provisions that constrain manage
ment from changing corporate governance arrangements to the disadvantage of share
holders—limits on management’s freedom to adopt a poison pill, for example.39 Second, 
they believed that market forces would pressure boards to initiate value-increasing gover
nance arrangements. Their logic was that poor governance structures would lead to high 
costs of capital, which in turn would lead to a lack of competitiveness in the product mar
ket, which ultimately would lead to a takeover or bankruptcy and the loss of managers’ 
jobs.40 There was a division in the ranks of the contractarians with respect to mid-stream 
adoption of governance arrangements related to takeover defenses—for example, a char
ter provision that disallowed the adoption of poison pills. Easterbrook and Fischel be
lieved that boards should pre-commit to remain passive in response to a takeover bid and 
allow shareholders to tender their shares. They were doubtful, however, that boards 
would actually initiate charter amendments imposing such a restriction on themselves, 
and were thus inclined toward a mandatory legal rule requiring passivity.41 This sole in
stance of a lack of faith in their own contractarian logic in such an important area of cor
porate governance was surprising. David Haddock, Jonathan Macey, and Fred McChesney 
cried foul. Market forces, they believed, would indeed induce management to adopt val
ue-maximizing charter amendments, including arrangements that limited management’s 
defense against hostile bids. Although Haddock et al. did not explain what market mecha
nisms would provide such (p. 99) discipline, and they did not provide any examples of 
managers whom the market punished for failing to promote shareholder interests in this 
way, they nonetheless expressed this faith based on “overwhelming [though uncited] em
pirical evidence from various aspects of corporate governance suggest[ing] that faithful 
managers are rewarded while the faithless are punished.”42

The contractarian claims for the mid-stream stage raise two empirical questions: First, do 
IPO charters constrain management-initiated mid-stream governance changes, as the 
contractarians expected? Second, after a company goes public, do managers tend to initi
ate value-enhancing charter amendments to improve governance—regarding takeover de
fenses or otherwise?

Empirical studies of IPO charters address the first question unequivocally: IPO charters 
do not constrain management’s initiation of mid-stream governance changes.43 Indeed, in 
contrast to the contractarian expectation, IPO charters commonly restrict shareholders
from initiating governance changes by requiring supermajority shareholder votes to 
amend bylaws—particularly bylaw provisions that protect management.44

Regarding the second question—whether management initiates value-enhancing charter 
amendments—there is no evidence of such a contractarian invisible hand driving manage
ment to initiate such charter amendments. On the contrary, until recent years, when 
shareholders have exerted pressure on management to improve governance, manage
ment resisted. From the late 1980s to the mid-2000s, shareholders and managers battled 
over takeover defenses.45 Shareholder proposals to redeem poison pills or to subject 



The “Corporate Contract” Today

Page 16 of 27

them to shareholder approval received substantial and increasing support throughout this 
period, as did shareholder proposals to destagger boards.46 Nonetheless, management 
declined to accede to either demand.47

In sum, the experience of the period from the mid-1980s to the mid-2000s does not sup
port the contractarian expectation that management would initiate agency cost-reducing 
charter amendments.

(p. 100) 5 Corporate Governance since the 
Mid-2000s: A New (Implicit) Corporate Con
tract?
In the wake of the Enron and WorldCom scandals of the early 2000s and the passage of 
the Sarbanes–Oxley Act in 2002,48 dramatic changes occurred in the US that shifted pow
er from management to shareholders. Some of these were changes in the law. Others 
were nonlegal institutional changes. Still others were norms that directors appear to have 
adopted.

These changes have created a new implicit contract in the economists’ sense of that term
—a self-enforcing arrangement in which parties have carrots and sticks that keep their in
terests aligned. The central weakness of the contractarian theory of the mid-stream stage 
was that the market mechanisms envisioned as aligning shareholder and management in
terests were largely just that—envisioned, with little if any theoretical or empirical sup
port. The ultimate connection between weak governance structures and market forces 
leading to managers being fired was conceivable, but the connection needed to be 
proved. It wasn’t. Beginning in the mid-2000s, however, new mechanisms emerged that 
have induced managers of public companies to act in the interest of shareholders. The 
new implicit contract thus turns the contractarian theory on its head. It works at the mid-
stream stage, while the IPO stage remains largely moribund from a contracting perspec
tive.

There is no basis for claiming that the new implicit contract is optimal. To the extent that 
agency costs were a significant concern in the past, the shift in power toward sharehold
ers could well be a change for the good. On the other hand, critics of the new regime cor
rectly point out that the newly powerful institutional shareholders are run by agents, and 
that the proxy advisers on which they rely may well offer ungrounded judgments.49

5.1 Legal Changes

The Sarbanes–Oxley Act and the stock exchange rules issued in the aftermath of the En
ron and WorldCom scandals imposed several requirements on firms regarding the inde
pendence and role of outside directors. A majority of directors must satisfy the stock ex
changes’ criteria for independence.50 Independent directors must meet at least once a 
year in executive session without members of management present, and they must name 
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a director to lead those meetings.51 In many companies, the result has been the establish
ment of an ongoing position of lead director.52 In addition, Sarbanes–Oxley expanded the 
role (p. 101) of the audit committee and strengthened its independence requirements.53

The New York Stock Exchange required that boards create compensation, nominating, 
and governance committees, each comprised entirely of independent directors.54 The 
NASDAQ did not require firms to form those committees, but it required that CEO pay 
and other executives’ pay be approved by either a majority of independent directors or a 
compensation committee comprised of independent directors. The NASDAQ imposed a 
similar requirement for the nomination of directors.55 These requirements imposed for
mal independence on boards. But how independently directors would actually conduct 
themselves remained to be seen, and of course would necessarily vary across firms.

5.2 Nonlegal Changes

Heading into the mid-2000s, non-legal changes were also developing in the US gover
nance environment. These changes involved executive pay, the composition and attitude 
of shareholders, and the ability of shareholders to overcome the collective action problem 
that shareholders had faced in the past. In combination with the legal changes that had 
occurred, the result appears to be a greater alignment of management interests with 
shareholder interests.56

From the 1980s to the 2000s, executive pay became increasingly stock-based. John Core 
and Wayne Guay found that, between 2004 and 2008, the median holdings of company 
stock by CEOs ranged from $59 to $79 million (accounting for stock options by convert
ing them into stock equivalents).57 This was ten times the amount of stock CEOs held in 
1993. CEOs’ increased share ownership is the carrot that is expected to lead them to act 
in the interests of shareholders.

Institutional shareholdings also increased dramatically from the 1990s to the 2000s. Total 
institutional stock ownership increased from 37% in 1990 to 50% in 2008.58 This in
creased concentration of shareholdings created an inchoate stick in the new implicit cor
porate contract. In order for shareholders to wield that stick effectively, however, addi
tional forces would be helpful.

One development that enhanced the power of institutional shareholders was the advent of 
the proxy advisory services—Institutional Shareholder Services (ISS) and Glass Lewis. 
ISS and Glass Lewis emerged well before the 2000s, but their power grew as institutional 
shareholdings grew. These organizations communicate information and substantive judg
ments to institutional shareholders and, in effect, coordinate voting on everything from 
board elections to merger approvals to approvals of stock option plans. A second (p. 102)

development in the mid-2000s was the emergence of the activist hedge fund. Although 
the shareholdings of hedge fund activists are relatively small, traditional institutions have 
supported their challenges of management.59 As a result of these developments, the col
lective action problem long associated with shareholder voting is not an impediment to 
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shareholders exerting power over management. Institutions are able to use the stick that 
their increased shareholdings gave them.

The stick was arguably enhanced further in the mid-2000s by firms’ adoption of majority 
voting in place of plurality voting. Under majority voting, a director running unopposed 
needs to garner a majority of votes in order to keep his or her board seat.60 From the be
ginning of 2006 through 2007, the percentage of S&P 500 firms that adopted majority 
voting rose from 16% to 66%,61 and from 2003 to 2009, the number of S&P 100 firms that 
adopted majority voting rose from ten to 90.62 This rapid adoption of majority voting both 
reflected the growing power of shareholders and potentially increased their power. Al
though few directors have lost their seats by failing to receive a majority of votes,63 

majority voting and “just vote no” campaigns seem to augment the power of the share
holders’ stick. A recent study found that majority voting increases firms’ responsiveness 
to shareholder concerns, and that the adoption of majority voting was associated with an 
increase in share price.64

At least as dramatic as the rapid spread of majority voting was the de-staggering of 
boards in the mid-2000s—after two decades in which boards refused shareholder de
mands to de-stagger. According to one study of the period from 2003 to 2010, approxi
mately 60 firms per year de-staggered their boards—compared to an average of four 
firms per year from 1987 and 2002.65 Like majority voting, the de-staggering of a board 
both reflects increased shareholder power and further adds to their power. Not only does 
a de-staggered board mean a lower barrier to a takeover, it also exposes all directors 
every year to the danger of becoming the target of a “just vote no” campaign, especially 
in combination with majority voting.

(p. 103) Marcel Kahan and Edward Rock, who have reported on these changes in a series 
of articles,66 conclude that the consequence of these legal and institutional developments 
has been a change in directors’ conception of their role: independent directors became 
not just nominally independent but “substantively” independent.67 As Kahan and Rock ex
plain, this substantive independence is evident in surveys regarding how much time di
rectors devote to their board responsibilities, how directors spend their time, and how 
they view their roles.68

In sum, by roughly the mid-2000s a system of carrots and sticks arose that created what 
economists would call an implicit contract between management and shareholders. 
Greater stock-based pay and stock holdings shifted CEOs’ interests more toward share
holder interests, and the potential for collective action among institutional shareholders 
has kept CEOs’ feet to the fire in terms of satisfying shareholder demands.

Is this the contract the contractarians originally had in mind? No. First, it took two 
decades to come together, and even then only after key legal changes occurred. More
over, it happened at the mid-stream stage, which was the weakest leg of the contractari
an theory. The IPO stage, which was the core of the contractarian claims and which relied 
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on legally enforceable commitments, remains largely moribund as a source of innovation 
or customization.

Moroever, as legal and nonlegal institutional changes in the 2000s have increased share
holder power, there has been a mild resurgence of contractarian-like rhetoric against the 
changes. This opposition has come from advocates for management, most visibly 
Wachtell, Lipton, Rosen & Katz and the Business Roundtable, and from some academics, 
with Professor Stephen Bainbridge providing the most sweeping criticism of these 
changes. The battle cry of these opponents is “one size does not fit all.” They leveled this 
rhetorical weapon at Sarbanes–Oxley’s requirements concerning independent directors, 
Dodd–Frank’s requirements regarding executive compensation, the SEC’s proxy access 
proposal, and ISS’s approach to some governance issues.69

With respect to proxy access, the Business Roundtable and Wachtell Lipton took the posi
tion that the proposed mandatory rules should instead be default rules, and that share
holders should be permitted to vote to have their corporations opt out of them. This is 
quite different from the approach of the original contractarians, who believed that man
agement would have incentives to do right by the shareholders. Bainbridge, however, has 
maintained the original contractarian line, advocating “board-centric” corporate gover
nance.70

(p. 104) 6 Conclusion
This chapter has addressed two questions. The primary question is whether the contrac
tarian theory is a valid positive theory of corporate governance. The answer to that ques
tion is no. The theory does not fit the facts uncovered in empirical studies of the content 
of corporate charters at the IPO stage—the primary focus of the contractarian theory. 
Corporate charters at the IPO stage are not the fount of innovation and customization 
that the contractarian theorists imagined them to be, and there is no reason to believe 
that pre-IPO shareholders customize their charters to maximize firm value. With the ex
ception of the sui generis case of exclusive forum provisions, essentially no innovation or 
customization occurs in charters. On the contrary, charters are boilerplate documents 
that overwhelmingly adopt default rules or statutory menu options. Furthermore, the pri
mary menu option that has been adopted is the staggered board, which the weight of evi
dence suggests reduces firm value. The essentially uniform adoption of default rules and 
menu options—primarily those of Delaware—is instead consistent with the theory that 
network economics drive the adoption of corporate governance arrangements. The impli
cation of this alternative theory is that legal rules are important to maintaining effective 
corporate governance. In contrast to the claims of the contractarian view, decentralized 
contracting between management and shareholders will not get us there.

The contractarian theory was always viewed as weak with respect to the mid-stream 
stage. Are managers of public companies truly subject to strong incentives to adopt gov
ernance structures that enhance firm value? The contractarians of the 1980s and 1990s 
did not make a convincing case that they were, and the mid-stream theory was not sup
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portable. But by the mid-2000s, a set of legal and institutional changes had led manage
ment to respond to shareholder interests as never before. Firms have de-staggered their 
boards, adopted majority voting, faced withhold-the-vote campaigns, responded to ac
tivist demands, and increased stock-based pay for management so that management’s fi
nancial interests have shifted toward shareholder interests. This is not a result of any sort 
of charter-based, legally enforceable contract that the contractarians imagined. Nor is it 
the result of managers simply responding to market forces as the contractarians envi
sioned. It is instead the result of legal and nonlegal changes that occurred over twenty 
years. These institutional changes have created a new implicit contract in the economists’ 
sense of that term—a self-enforcing set of legal and nonlegal carrots and sticks that has 
emerged to shift managements’ interests toward (but not necessarily into perfect align
ment with) shareholders’ interests. Of course, one does not have to use the term “con
tract” to describe the system of carrots and sticks that shapes corporate governance. I 
use that term here simply to draw at least a linguistic connection with the original theory 
of market-driven corporate governance. One could instead describe the relationship sim
ply as one in which legal rules and market forces have engendered a set of institutions 
and norms that constrain management to be responsive to shareholder interests to an ex
tent that may or may not enhance firm value.
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Abstract and Keywords

This chapter focuses on the competition by states for incorporations. More specifically, it 
examines three scholarly debates over state competition for incorporations: the “direc
tional” debate, centered around the question of whether firms, if given a choice, will opt 
for corporate law rules that maximize shareholder value, corporate rules that maximize 
managerial benefits, something in between, or something else entirely; the “competition” 
debate, which is concerned with whether, how, and which states compete for incorpora
tions; the “federalism” debate, which deals with the desirability of federal corporate law 
as an alternative to the present regime, where many corporate law rules are determined 
by the law of the firm’s state of incorporation. It also analyzes the empirical evidence in 
relation to all three debates.

Keywords: competition, states, directional debate, corporate law, rules, shareholder value, competition debate, 
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1 Introduction
1THE competition by states for incorporations has long been the subject of extensive 
scholarship.2 Views of this competition differ radically. While some commentators regard 
it as “the genius of American corporate law,”3 others believe it leads to a “race to the bot
tom,”4 and still others have taken the position that it barely exists.5 Despite this lack of 
consensus among corporate law scholars, scholars in other fields have treated state com
petition for incorporations as a paradigm case of regulatory competition.6

(p. 106) In this chapter, I will try to deconstruct the state competition debates by showing 
that, in fact, scholars are engaged in three separate debates that are only loosely con
nected to each other. The first, “directional” debate concerns whether firms, if given a 
choice, will choose corporate law rules that maximize shareholder value, maximize man
agerial benefits, something in between,7 or something else entirely.8 Resolution of this 
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question is relevant regardless of whether states “compete.” All it takes to make this 
question important is for firms to have a meaningful choice among legal rules.

In the US, a firm can incorporate in any state (or, for that matter, in a foreign country) re
gardless of where it is headquartered and have its “internal affairs” governed by the laws 
of its state of incorporation. An existing firm can also change its state of incorporation 
with the approval of the board and its shareholders without triggering major conse
quences other than the change in governing law.

As a result, even in the absence of state competition, firms have a choice among legal 
regimes as long as states offer different legal rules. For that matter, firms can have mean
ingful choices even if they have no choice of where to incorporate as long as the state’s 
legal regime offers firms flexibility in devising their governance rules.

The second “competition” debate concerns whether, how, and which states compete for 
incorporations. Depending on what is meant by “competition,” competition can exist even 
in a regime where firms have no choice over where they incorporate9 and may not exist in 
a regime where firms have free choice.

The third “federalism” debate concerns the desirability of federal corporate law as an al
ternative to the present regime, where many corporate law rules are determined by the 
law of the firm’s state of incorporation. How such a law would stack up in absolute terms 
along various dimensions—pro-shareholder versus pro-manager, concern for other con
stituents such as creditors and employees, speed of adopting innovations, and so on—is a 
question that is entirely separate from the earlier two debates.

(p. 107) 2 The Directional Debate: To the Bottom or 
to the Top?
The issue in the state competition debate that has been the subject of the fiercest contro
versy is whether the “race” that state competition supposedly engenders leads to the 
“bottom”—to laws favoring managers at the expense of shareholders10—or to the “top”—
to laws that maximize firm value.11 That this is the issue most analyzed by commentators 
is, on the one hand, not surprising: the direction of the “race” is clearly very important 
from a policy perspective.12 On the other hand, however, the factors that determine 
whether the “race” is to the top or to the bottom have virtually nothing to do with state 
competition. Rather, these factors are internal to the firm.

“Race to the bottom” theorists, in effect, posit that, when given a choice between laws fa
voring managers that reduce overall value and laws disfavoring managers that increase 
overall value, firms will choose the former. “Race to the top” theorists posit that firms will 
choose the latter. Viewed from this perspective, the theoretical debate about direction is 
more closely connected to the debate about the need for mandatory rules than it is to 
state competition more generally.13
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As I will discuss here, the positions taken by the partisans, properly understood, are 
much closer to each other than the literature lets on. At the same time, the theoretical 
underpinnings make the question of firm choice significantly more complex than the “to 
the top” and “to the bottom” monikers suggest.

2.1 Extreme versus Nuanced Versions in the Directional Debate

The extreme claim that state competition has resulted in a race to the bottom is clearly 
false and was probably never seriously asserted. At the very bottom, managers have ap
propriated all shareholder wealth. The combined market capitalization of stock in US 
publicly traded companies is (and the returns that investors have earned from stock own
ership are) sufficiently high that it is safe to conclude that we have not arrived at the very 
bottom. Indeed, Lucian Bebchuk, the contemporary scholar most identified with the “race 
to the bottom” view, argues that firms will choose a law favoring managers which reduces 
firm value over a (p. 108) law favoring shareholders which increases firm value only if the 
reduction in firm value, relative to the benefit to the managers, is not excessive.14

The extreme “race to the top” claim is also difficult to maintain. If firms, when given a 
choice, always choose the law that maximizes value, it must be either that managers have 
no power over that decision or that the interests of managers and shareholders regarding 
the choice coincide perfectly.

A more nuanced version of the “race to the top” claim would admit that firms may some
times choose a law that reduces firm value and benefits managers. This more nuanced 
“race to the top” claim differs from Bebchuk’s more nuanced version of the “race to the 
bottom” claim only in degree (and perhaps not at all). For example, Easterbrook and Fis
chel, among the most prominent early “to the top” scholars, share Bebchuk’s view15 that 
managers regularly choose rules that entrench them against hostile bids even though 
they lower firm value.16 So, possibly, the main difference between the two camps has less 
to do with their views on the directional debate and more to do with their (less well-ar
gued and articulated) views on the federalism debate: how good (or bad) would a federal 
corporate law be.

2.2 The Multiplicity of Settings for Choice

Firms chose their domicile, and thereby the legal rules that govern them, in a multiplicity 
of settings. Specifically, firms can make this choice prior to an IPO or mid-stream; they 
can make it explicitly (by reincorporating) or implicitly (by failing to reincorporate); and 
managers, at the time of the choice, can hold a small fraction (“outside managers”) or a 
significant fraction (“large shareholder managers”) of the firm’s voting power. But the di
rection of firm choice depends on the power and incentives of managers and of share
holders. Because these factors will vary systematically among the settings for choice, 
there is no a priori reason why the directions of firm choices in different settings should 
be identical.
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2.2.1 The Power to Effect Mid-Stream Incorporation Decisions
To change its state of incorporation, a firm typically merges with a wholly-owned sub
sidiary incorporated in a different state, with the subsidiary surviving the merger. Merg
ers generally require a recommendation by the board of directors and the approval of at 
least a majority of the shares entitled to vote.17 According to Guhan Subramanian, 373 
firms effected mid-stream reincorporations over the 1991 to 2001 period.18

To effect a mid-stream reincorporation that benefits them at the expense of shareholder 
value, manager thus need to both dominate the board of directors sufficiently to get the 
board to recommend the merger and either own sufficient shares to approve a merger or 

(p. 109) induce sufficient other shareholders to vote for the merger. To block a reincorpo
ration that benefits shareholders at the expense of managers, managers merely need to 
dominate the board of director sufficiently to get the board not to recommend a reincor
poration merger or have sufficient shares to block the merger. Obviously, large sharehold
er managers will have greater power than outside managers to effect or block a reincor
poration as they own a greater fraction of shares and as they are more likely to dominate 
the board.

2.2.1.1 Board Domination
“Race to the bottom” scholars have generally assumed that even outside managers have 
sufficient influence over board decisions to block a reincorporation that runs counter to 
their interests and “race to the top” scholars have not directly challenged this assump
tion.19 While this assumption may be justified for many companies, the degree to which 
managers control boards is not uniform and has declined over the years.20 As Ed Rock 
and I have shown elsewhere, the percentage and the relative power of outside directors 
on corporate boards have increased substantially over the last 40 years.21 Thus, at least 
in some companies, managers may not have the power to block a reincorporation on the 
board level.

Whether outside managers in many companies have sufficient sway over their boards to 
get them to recommend a reincorporation that favors managerial interest at the expense 
of shareholder interest is questionable. The fact that there is no widespread shareholder 
opposition to reincorporation recommendations (unlike, say, to board decisions to adopt a 
poison pill and retain a staggered board) suggests that managerial power in this regard is 
limited.

2.2.1.2 Shareholder Approval
That shareholders must vote in favor of a reincorporation would seem to indicate that 
reincorporations ought to benefit shareholders as long as managers do not control the 
shareholder vote. “To the bottom” theorists have countered that shareholders have imper
fect information about the effect of a reincorporation on the value of the firm and may 
vote in favor of reincorporations that run counter to their interest.22
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Whatever the merits of this argument may have been23 in the past, it has lost much of its 
currency in light of the increased power of institutional investors. Institutional investors 
(such as mutual funds and pension funds) hold much larger stakes in specific firms than 

(p. 110) the individual investors of lore.24 They also hold shares in many more different 
companies. This generates economies of scope to the extent that they vote on recurring 
issues that have similar effects on companies (such as decisions to reincorporate). More
over, institutional investors can pool their resources by hiring proxy advisory firms to give 
them voting advice.25 It is thus highly doubtful that institutional investors have signifi
cantly less information about the effect of a reincorporation than managers do and regu
larly approve of reincorporations that reduce company value.

A second argument put forth by “to the bottom” scholars is that firms will propose rein
corporations that maximize managerial benefits, but subject to the constraint that they do 
not reduce shareholder value.26 The result of such a process could be characterized as a 
“crawl upwards,” as firm value increases whenever a firm reincorporates (if only by a lit
tle). As discussed in greater detail below, the “crawl upwards” model has significant im
plication for the optimal competitive strategy of states trying to attract reincorporations.

2.2.2 Conflicts of Interest in Mid-Stream Decisions
Mid-stream, various forces outside of legal rules (e.g., incentive compensation, the man
agerial labor market, the product market, etc.) align the interests of managers with those 
of shareholders.27 Some “race to the top” scholars have suggested that these forces are 
sufficient to induce managers to prefer rules than maximize firm value.28 But since these 
market forces do not work perfectly, residual conflicts of interest are likely to persist. In
deed, if outside market forces worked to align shareholder and managerial interests per
fectly, there would not be much need for corporate law.

Individual managers, however, will have incentives to seek pro-manager rules only to the 
extent that they themselves profit from these rules. The ability of outside managers to 
profit from pro-manager rules is a function of their expected tenure. The longer their ex
pected tenure, the larger the benefits they derive, for example, from rules insulating man
agers from hostile takeovers.29

This has two significant implications. First, since expected managerial tenure is limited,30

incumbent managers will obtain only a fraction of the aggregate managerial benefit of a 
pro-management rule. Second, because managers differ in their expected remaining 
tenure, they (p. 111) will differ in their incentives to favor a pro-management rule. Indeed, 
the incentives of a CEO close to retirement to seek rules that maximize share value (and 
thereby the value of her stock and stock options) through reincorporations are likely to 
exceed the incentives to seek pro-management rules.

Large shareholder managers, however, may reasonably expect to sell their shares as a 
block. If such blocks sell for a higher price as a result of pro-manager legal rules, large 
shareholder managers can appropriate to themselves the benefits generated by such 
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rules beyond the duration of their managerial tenure.31 At the same time, large equity 
holdings by large shareholder managers reduce conflicts of interests.

2.2.3 The Power over Pre-IPO Incorporation Decisions
Pre-IPO firms generally have few shareholders. It is thus likely that pre-IPO boards will 
reflect the wishes of the pre-IPO shareholders. Pre-IPO, the power to change (and not to 
change) the state of incorporation therefore effectively rests with the pre-IPO owners of 
the firm.

The extent to which the pre-IPO owners are identical to the post-IPO managers of the 
firm varies from firm to firm. At one extreme, there may be a firm where the founding en
trepreneur owns or controls most of the stock and plans to continue managing the firm 
post-IPO. At the other extreme, the pre-IPO owners may plan not to be involved in the 
management at all. In between are firms where both the managers and other pre-IPO in
vestors (such as venture capitalists) own substantial shares and jointly exercise the pow
er to make the pre-IPO incorporation decision.

2.2.4 Conflicts of Interest in Pre-IPO Incorporation Decision
In the IPO, the pre-IPO owners will sell a significant fraction of the equity in the firm. The 
pre-IPO owners—including pre-IPO managers to the extent they are owners—will thus 
have an incentive to make an incorporation decision that increases the price at which the 
firm shares can be sold at the IPO. To the extent that the market accurately values the ef
fect of the incorporation state, this gives pre-IPO owners strong incentives to choose a 
domicile that maximizes firm value.

“Race to the bottom” theorists have made two retorts to this argument. First, they sug
gest that the market may not value the effect of the incorporation state correctly.32 

Second, they argue that, whatever the incentives for pre-IPO incorporation decisions, it 
will be post-IPO decisions that will drive the direction of state competition.33 The second 
retort relates to the competition debate, rather than the directional debate, and will be 
taken up in the next section.

Whether incorporation decisions are accurately priced in the IPO is essentially a debate 
about stock market efficiency. Since the firm’s state of incorporation and its laws are pub
lic information, believers in market efficiency would argue, their import is reflected in the 
stock price. “To the bottom” theorists, by contrast, would have to argue that the market 

(p. 112) systematically undervalues features of the incorporation law that protect share
holders against various forms of entrenchment and overreaching by managers.34

“To the bottom” theorists, however, have failed to present a cogent argument as to why 
the market would systematically mis-value companies in that fashion.35 Indeed, theoreti
cally, the market should be likely to price standard terms like the incorporation regime 
reasonably well. While small pricing inaccuracies may persist, it is unlikely that prices 
would fail to reflect legal rules that had a significant effect on company value.
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2.2.5 Summary
Because of these systematic differences related to the multiplicity of settings, and be
cause firms and managers will differ in less systematic ways (e.g., with respect to the de
gree of influence managers have over the board), it is unlikely that all firm choices follow 
the same paradigm. Rather, both across settings and, to a lesser extent, within settings, 
firms may choose different sets of rules.

2.3 Empirical Evidence on the Directional Debate

I now turn to some of the empirical evidence relevant to the directional debate. At the 
outset, it is important to note that this evidence is almost necessarily inconclusive. It is 
virtually impossible to distinguish the nuanced versions of the “to the top” and “to the 
bottom” positions empirically. Heterogeneity among settings and firms further compli
cates the empirical analysis.

The earliest empirical studies related to the directional debate are event studies that ex
amine the effect of mid-stream decisions to reincorporate on firm value. There have been 
several such event studies and they generally find a slight (in the range of 1%) statistical
ly significant positive effect on the stock price upon the announcement of a reincorpora
tion.36 “To the top” scholars point to these reincorporation studies as evidence for their 
hypothesis.37 Alas, these event studies at most show that mid-stream reincorporations 
tend to benefit shareholders. This result would be consistent with the view by “race to the 
bottom” scholars that the requirement for shareholder approval constrains managers in 
this setting and would have no direct implications for pre-IPO incorporation decisions or 
mid-stream failures to reincorporate. Moreover, the event studies do not distinguish be
tween companies with outside and large shareholder managers.

(p. 113) Another set of studies looks directly at the factors influencing incorporation deci
sions of firms. In separate studies, Guhan Subramanian38 and Lucian Bebchuk and Alma 
Cohen39 present evidence that firms are more likely to be incorporated in their home 
state than in Delaware if their home state has adopted anti-takeover statutes. If these 
statutes reduce firm value, this result would be consistent with the “to the bottom” view 
in the directional debate. However, most anti-takeover statutes are rendered redundant 
by poison pills, so it is unclear why these statutes should matter at all. Indeed, in a differ
ent study, I have shown that judicial quality and state law flexibility significantly affect 
IPO decisions and that, if one controls for these variables, anti-takeover provisions are in
significant.40

Another set of studies looks at anti-takeover charter provisions (ATPs) of IPO firms. The 
selection of charter provisions and the selection of domicile represent similar decisions of 
firms choosing among legal rules (or sets of legal rules). The first of these studies, by 
Robert Daines and Michael Klausner,41 compares IPOs by firms that went public with ven
ture capital backing, firms controlled by LBO specialists, and other firms. Daines and 
Klausner found that many IPO charters contained ATPs, with about 43% of the firm char
ters providing for staggered boards and 6% opting for dual-class voting stock. Dual-class 
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stock was less common in firms with VC or LBO fund backing, but the incidence of stag
gered boards did not vary significantly between the three groups of companies.

The results found by Daines and Klausner pose questions for both camps. If staggered 
boards reduce firm value, as believed by several (though not all) “to the top” commenta
tors, IPO charters should not provide for them and should instead (but do not) contain 
provisions limiting the board’s authority to adopt takeover defenses. But if ATPs reflect 
managerial self-interest, as “to the bottom” scholars tend to believe, why are they not 
more universal? In particular, the small percentage of firms with a dual-class share struc
ture is consistent with strong entrenchment provisions being priced at the IPO and being 
avoided by most firms for that reason. However, the fact that VC and LBO fund backed 
IPOs are as likely to adopt staggered boards as other firms (even though managers in 
these firms wield less power),42 as well as anecdotal evidence, suggests that these weak
er provisions may not affect the IPO price, arguably because their effect on firm value is 
not clear cut.43

(p. 114) 3 The Competition Debate: Who Competes 
and How?
The second debate concerns the actions of states: do they in fact compete for incorpora
tions and, if they do, what is their competitive strategy? I refer to this prong as the com
petition debate.

Until recently, most state competition scholars have regarded the notion that many states 
compete for incorporations as a premise for their other arguments, without bothering to 
inquire much into whether this premise is correct.44 Starting with Bill Cary, state compe
tition scholars have asserted that states stand to earn substantial franchise taxes by firms 
incorporated in them, which provides an incentive for many states (especially the smaller 
ones) to actively seek incorporations.45 Other scholars have noted that incorporations 
generate business for local lawyers, which enhances the incentives provided by the fran
chise tax.46

Whether states in fact compete has only recently become a focus of the academic debate. 
In two articles from 2001 and 2002, Ehud Kamar and I have argued that only Delaware 
actively competes for incorporations.47 Since our articles, three different positions on 
whether states compete have emerged. Kamar and I attribute the failure of states other 
than Delaware to compete to political as well as economic factors. Lucian Bebchuk and 
Assaf Hamdani basically agree that only Delaware competes for incorporations, but they 
attribute the failure of other states to do so to other states having realized that competi
tion with Delaware would be futile.48 Romano maintains that several states are trying to 
attract incorporations. Notably, all camps in this debate agree that Delaware competes; 
the debate only concerns states other than Delaware.
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3.1 Do States Compete?

The claim by Kamar and me that states other than Delaware do not actively compete for 
incorporations rests on two grounds: their lack of meaningful incentives to compete and 
their failure to take meaningful measures to compete. At the time our article was written, 
most states either charged a low, flat franchise tax on in-state firms or a tax based on the 
amount of business conducted in the state that was also charged on firms incorporated in 
other states. Other than Delaware, no state stood to derive substantial revenues, even if it 
attracted a large portion of all public companies. Therefore, contrary to the claims in the 

(p. 115) earlier state competition literature, franchise tax revenues do not drive competi
tion by other states.49

Kamar and I further show that the benefits states stand to gain from attracting (or retain
ing) legal business through incorporations are modest.50 These modest benefits may ac
count for the fact that states periodically revise their corporation law or take other low-
cost measures.51 States, however, have not taken any more substantial—and possibly 
more effective—measures to compete, such as replicating Delaware’s highly regarded 
Chancery Court which specializes in resolving corporate disputes.52 Given the at best 
modest economic incentives to compete and the at best half-hearted measures to com
pete, Kamar and I conclude that only Delaware makes significant efforts to attract incor
porations.

Consistent with our argument, Rob Daines has shown that most firms incorporate either 
in Delaware or in their headquarter state.53 If states competed, Daines’s findings would 
imply that states other than Delaware either do not try, or do not succeed, in attracting 
firms headquartered elsewhere. It is, however, unclear what competitive strategy other 
states would follow to produce such a result. It is more likely, as Daines argues, that the 
pre-existing relationships between managers and (locally-based) lawyers account for the 
“Delaware or headquarter state” incorporation pattern.

More recently, Michal Barzuza has presented evidence that Nevada competes for, and at
tracts, some firms who seek extremely lax laws.54 Nevada, which had raised its maximum 
franchise tax from $85 to $11,100 in 2003, accounts for about 6–7% of incorporations by 
firms not incorporated in their home state and could be seen as a niche competitor.55

Barzuza’s argument supports our notion, discussed in the next section, that competition 
(and the lack thereof) is politically contingent, rather than futile, and hence may emerge.

3.2 Why Don’t States Compete?

The prevailing franchise tax structure, which accounts for the fact that only Delaware 
(and perhaps Nevada) stand to gain substantial revenues from attracting incorporations, 
is endogenous. States can revise their franchise tax structure, as Nevada did, to give 
them greater incentives to compete. Why have states not done so?
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Bebchuk and Hamdani argue that unerodable economic entry barriers account for the 
lack of competition. Drawing on Michael Klausner’s prior work,56 they argue that 
Delaware has competitive advantages over any other state attributable principally to 
“network benefits” (more on that later) derived from the fact that a large percentage of 
public companies are incorporated in the state. No competing states could compensate 
for these advantages because (p. 116) Delaware would quickly copy any “improvement” in 
the law offered by that state. Other states, understanding this dynamic, have realized that 
competition would be futile.57

For Bebchuk and Hamdani’s argument to work, the entry barriers generated by network 
benefits must be steep. Delaware earns profit margins from the incorporation business 
that are, in economic terms, of a stupendous magnitude.58

As Michael Klausner, on his own and with me, has argued, legal rules in general (and 
Delaware corporate law in particular) generate possible network benefits since the mar
ket is more familiar with Delaware law (making the law easier to price); lawyers are more 
familiar with Delaware law (and it is therefore easier to obtain legal advice); and there 
are more judicial precedents (clarifying Delaware law). Importantly, because Delaware is 
expected to continue to have a large market share, network benefits derive from the ex
pectation that market familiarity and lawyer familiarity will continue in the future and 
that additional judicial precedents will be generated.59 Given their somewhat intangible 
nature, it is difficult to estimate the magnitude of these benefits with precision. But it 
seems a stretch to suggest that the entry barriers generated by these benefits are so high 
as to make competition futile.60

Moreover, Bebchuk and Hamdani’s argument that competition is futile because Delaware 
would copy any innovation is premised on the notion that all firms are attracted to the 
same legal regime. But as discussed before, due to the multiplicity of settings and the 
heterogeneity of firms, different firms may be attracted to differing regimes. Further
more, outside managers and large shareholder managers will differ in the kind of legal 
rules that bestow benefits on them. Outside managers will be interested in rules that en
trench them vis-à-vis shareholders (such as rules on takeover defenses), while large 
shareholder managers will be interested in rules that make it difficult to sue them for 
breaches of fiduciary duties (e.g., if they engage in self-dealing transactions). Even if 
Delaware enjoys substantial network benefits, it would thus seem feasible for states to of
fer a differentiated product attractive to a subset of public corporations, as Nevada does 
according to Barzuza, and as Maryland does for regulated investment companies.61

Rather than purely economic factors, Kamar and I argue that political ones account for 
the lack of more significant competition. For one, states are not firms. Entry is limited 
(one cannot form a new state) and the notion that existing states will generally try to 
maximize their profits in designing their corporate law is unsupported. Indeed, both Ro
mano, and (p. 117) Bebchuk and Hamdani acknowledge that economic benefits from at
tracting incorporations are unlikely to induce larger states to compete. But even most 
smaller states have probably never given serious thought to competing for incorporations 
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or taken actions like hiring a consultant to explore whether competition would be prof
itable.

Moreover, seriously competing for incorporations entails substantial political costs. For 
example, in most states, establishing a court modeled after Delaware’s Chancery Court 
would require a constitutional amendment and attract political opposition, e.g., from the 
plaintiffs’ bar worried about undermining the right to a jury trial. If established, the most 
qualified potential judges would probably not be residents of the state. Small-firm 
lawyers, who would stand to gain little from attracting public incorporations, may oppose 
a wholesale change in the state’s corporate law. And so on.62

While more costly reform is difficult, states still revise their law. But as Bill Carney has ar
gued, in some states these revisions are driven by the influence of political interest 
groups—lawyers and management—rather than by a desire to attract incorporations, 
while other states try to reduce the cost of lawmaking by adopting the Model Business 
Corporation Act.63

Whether it is just economic or whether it is also political factors that explain the present 
state of (non-)competition bears on the stability of that state. For Bebchuk and Hamdani, 
it would take a significant economic upheaval to permit states to compete effectively. For 
Kamar and me, competition may emerge spontaneously, more states may start pursuing 
niche strategies, and some niche players may start aiming at a greater market share, as 
the political dynamics in a state change.

3.3 Competitive Strategy

Though the directional debate and the competition debate are in many ways separate, 
they are linked with respect to one issue: what competitive strategy should Delaware 
(and other competing states) adopt?

The discussion of the competitive strategies for Delaware in this section will be somewhat 
stylized. In reality, it is of course difficult for anyone—and surely for amorphous political 
entities like states—to devise and implement a strategy. One important aspect of this diffi
culty is that a significant portion of Delaware corporate law is judge made. And while the 
judiciary may not be oblivious to a state’s goals in attracting incorporations, it is also not 
the stooge of the state budget and economic development office. Moreover, the interests 
of lawyers, an important interest group even in Delaware,64 may lead to deviations from 
the profit-maximizing strategy. Thus, whatever a state’s maximizing strategy is in theory, 
in practice it will be implemented imperfectly.

A starting point to the analysis of Delaware’s optimal strategy is to determine the forces 
that shape the law of other states. One possibility is that states will neglect their corpo
rate laws. This is indeed what several very large and very small states seem to be doing. 
The laws of states like New York, California, Alaska, and West Virginia and the District of 
Columbia (p. 118) contain, or did until recently, antiquated provisions requiring, for exam
ple, a supermajority to approve a merger or cumulative voting for directors. One can 
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speculate that, in these states, corporate laws are not regularly updated either because 
the corporate bar takes no interest (because it is small or because it is dominated by 
firms specializing in Delaware law) or because the state legislature has bigger fish to fry.

Another possibility is that managers of in-state public firms will lobby for pro-managerial 
laws. Bill Carney, among others, has argued that such lobbying accounts for the adoption 
of anti-takeover laws.65 In addition, labor groups may sometimes affect corporate law pro
visions, as is the case with the notorious section in New York’s law imposing personal lia
bility on the ten largest shareholders for unpaid wages.

Third, the local corporate bar may induce states to adopt a relatively decent, and relative
ly up-to-date, statutory law, either by adopting the Model Business Corporation Act (and 
updating it regularly) or by devising and updating their own code.66 Members of the local 
bar may do so for a variety of reasons, such as benefiting closely-held companies incorpo
rated in the state or enhancing their reputation. Such updating could also reflect a low-
cost attempt to retain and attract incorporations by public firms.

Finally, some states may pursue a niche competition strategy. Such a strategy would not 
be designed to replicate Delaware’s high-quality judiciary and would not significantly 
erode Delaware’s network benefits, but might attract a significant share of firms in a cer
tain market segment.67

The resulting laws of states other than Delaware can be mapped along two dimensions. 
The first dimension concerns the degree to which the law contains pro-management or 
pro-shareholder rules. The second dimension concerns the overall quality (including the 
content of rules where shareholder and manager interest do not conflict, judicial quality, 
and network benefits). The laws of states other than Delaware will differ along both di
mensions, because states will differ in their susceptibility to managerial lobbying, in the 
degree of attention the corporate bar devotes to updating the law, in the influence of the 
local bar on the political process, in the niche strategy they may pursue, etc.68

Delaware’s problem then becomes one of positioning its product optimally relative to 
both the demand by firms and to the products offered by its competitors. If all firms pre
ferred the same position on the pro-management/pro-shareholder dimension, as posited 
by the more extreme “race to the top” and “race to the bottom” positions, Delaware’s 
strategy would be simple. But if, as argued above, firm choices are heterogeneous, 
Delaware’s positioning choice becomes more complex. To position its law optimally, 
Delaware would have to take account of the effect on whether existing Delaware corpora
tions migrate out of the state, whether non-Delaware corporations move to Delaware, 
where companies incorporate at the IPO stage, and how high a franchise tax it could 
charge.69 Moreover, to the extent that it does not reduce network benefits, Delaware 
would want to provide firms with a choice of rules along the pro-management/pro-share
holder dimension.
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Return now to the argument that firms will try to maximize shareholder value at the IPO 
stage (to the extent that the rules of the state of incorporation are priced). “To the bot
tom” (p. 119) theorists have argued in response that, since the stock of already existing 
companies is larger than the flow of IPOs, a state trying to compete for incorporations 
will focus on the latter rather than the former segment of the market.70 But if Delaware 
caters to existing companies (which prefer relatively pro-management rules), why does 
Delaware attract a high percentage of companies at the IPO stage (which prefer rules 
that maximize company value)?71 The answer presumably is that Delaware is superior 
from the company value perspective, despite its hypothesized pro-management rules.

But such a conclusion raises questions for “race to the bottom” theorists. If states com
pete, at least some of them should have adopted a niche strategy of catering to IPO firm 
demand for pro-shareholder rules. And if states do not compete, it must be that, however 
distorted Delaware law allegedly is by the dynamics of state competition, the product of 
non-competing states is even worse for shareholders.

Rather, it is more plausible that Delaware positions its law to appeal to both IPO firms 
and existing companies by pursuing a middle ground on the pro-manager/pro-shareholder 
dimension and otherwise focusing on maximizing quality (by having an up-to-date law, a 
good court system, quickly correcting court decisions that reduce firm value, etc.). Since 
no other state offers a product that is superior for both shareholders and managers, few 
firms would migrate out of Delaware (and firms from some other states may migrate in). 
And because the combination of balanced rules and high general quality results in rela
tively high firm value (possibly higher, or at least not significantly lower, than the rules of 
any other state), many IPO firms will choose Delaware law.

3.4 Refinements

The preceding discussion of Delaware’s competitive strategy can be refined in several 
ways. First, whether or not other states are actively competing with Delaware, Delaware 
has market power. The presence of such market power is suggested by Delaware’s sub
stantial market share and confirmed by the supra-competitive profits Delaware earns 
from its chartering business.72

Commentators have examined several ways in which market power may affect Delaware’s 
strategy. Most notably, Ehud Kamar has suggested that Delaware’s use of fact-intensive 
standards serves to protect its competitive advantages. A competing state can easily copy 
Delaware’s law. But without an expert judiciary to interpret that law, a law based on fact-
intensive standards is less valuable. By using standards, in conjunction with an expert 
court, it becomes harder for other states to replicate Delaware.73

(p. 120) A relationship between federal lawmaking and Delaware corporate law has given 
rise to other refinements to the competition debate. Congress has the power, and to some 
extent has exercised the power, to adopt corporate law rules. Thus, federal law governs 
issues like insider trading, the right to have shareholder proposals included in the 
company’s proxy statement, and whether a company can make loans to officers. In theory, 
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federal law could completely supplant the present regime of state-based corporate law. 
Such a move would be harmful to Delaware, which derives substantial revenues from the 
franchising business.74

Commentators have taken different positions on how the threat of federal intervention af
fects Delaware law. On one extreme, Mark Roe has argued in a 2003 article that Delaware 
either mimics the rules favored by federal lawmakers or gets preempted by federal law.75

In Roe’s world, Delaware is basically a federal implementation agent that enjoys little au
tonomy. Put in our earlier terms, the threat of federal intervention forces Delaware to 
place its law at a certain position along the pro-management/pro-shareholder dimension.

On the other extreme, Roberta Romano has argued that states compete largely unimped
ed by federal threats because states correlatively exercise power over Congress. As evi
dence, Romano points out that the key components of state corporate law—fiduciary du
ties and the allocation of authority between managers and shareholders—are largely gov
erned by state law.76

Ed Rock and I have taken an intermediate position.77 We argue that the possibility of fed
eral preemption constitutes a threat to Delaware, but that this threat is significant only in 
times when systemic change can generate a significant populist payoff. At other times, as 
long as the interest groups representing managers and investors are reasonably satisfied, 
the built-in inertia of federal legislation makes federal intervention unlikely.78

To minimize its exposure to a populist attack, Rock and I argue, Delaware has adopted a 
classical or nineteenth-century common law model of lawmaking that makes Delaware 
law less overtly political. Specifically, most important and controversial legal rules are the 
product of judge-made law. Delaware’s judiciary has technocratic expertise on corporate 
law and is appointed on a non-partisan basis. Its opinions are filled with quasi-determinis
tic reasoning. Statutory amendments to the corporation law are initially drafted by a bar 
committee, are adopted without debate or change by the legislature, and address largely 
technical matters.79

(p. 121) 3.5 Empirical Evidence

There is relatively little statistical evidence as to whether states compete. In an early, 
seminal article on state competition, Roberta Romano found that there is a statistically 
significant correlation between the percentage of a state’s total tax collections derived 
from franchise taxes and the speed at which the state enacts corporate law innovations.80

However, since most states do not stand to gain material franchise tax revenues from at
tracting incorporations, this correlation does not provide evidence that states adopt inno
vations to increase revenue.

Another approach in the competition debate is to examine the law of Delaware, the state 
that is clearly most successful in attracting incorporations. Indeed, several commentators 
have also tried to resolve the directional debate based on Delaware’s actions. For exam
ple, Bill Cary, who wrote the first significant modern article on state competition in corpo
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rate law, examined several then-recent decisions by the Delaware Supreme Court, found 
that they were unduly pro-management, and concluded that the race must be heading “to 
the bottom.”81 Cary’s conclusion, of course, depends on knowing how the optimal law 
compares to Delaware law.

A more systematic and elaborate study in a similar vein by Brian Cheffins, Steven Bank, 
and Harwell Wells (CBW) tracks the development of shareholder rights under Delaware 
law, Illinois law, and the Model Business Corporations Act (MBCA) from 1899 to the 
present using three different rights indexes.82 CBW reason that, if competition has result
ed in an erosion of shareholder rights, the index scores they study should decline. They 
find a modest downward trend for two of the three indexes and a mixed trend for the 
third index for each of the three bodies of law.

There are some inherent limitations in the CBW approach: reasonable minds can differ as 
to what items to include in a rights index and how to score an item. In particular, one may 
question whether the shareholder rights score should be based on a state’s default rules, 
the approach taken by CBW, or only on mandatory rules.83

It is also unclear how CBW’s results should be interpreted. For much of the period of 
analysis, Illinois and the drafters of the MBCA did not compete intensely, if at all, for 

(p. 122) incorporations. The impact of competition would then be reflected in differential
trends in the index for Delaware compared to Illinois, and the MBCA. If the Delaware in
dices show a similar trend to the ones for Illinois and the MBCA, as found by CBW, this 
could indicate that competition did not drive the index changes.

The most significant statistical analysis of Delaware law is a study by Robert Daines. 
Daines shows that firms incorporated in Delaware have a higher value (as measured by 
Tobin’s Q) than similar firms incorporated elsewhere, and argues that this Delaware pre
mium is due to Delaware’s relatively takeover-friendly corporate law.84 In a follow-up 
study employing a different methodology, Guhan Subramanian confirms the results re
ported by Daines, but finds no statistically significant Delaware premium after 1996.85

That Delaware firms have higher value is consistent with the notion that Delaware is com
peting for incorporations. That Delaware is trying to attract incorporations is, of course, 
undisputed. So the noteworthy result in Daines is that he was able to show that Delaware 
law contributes sufficient value to be reflected in a statistically significant difference in 
Tobin’s Q.

Daines’s results have also become enmeshed in the directional debate. While “to the top” 
scholars have embraced Daines’s findings as confirmation of their view,86 “to the bottom” 
scholars have pointed to the disappearance of a significant Delaware premium after 
1996.87 This controversy illustrates once again the conceptual confusion engendered by 
the failure to separate the various strands within the state competition debate. About half 
of all firms are not incorporated in Delaware. Thus, it is hard to see how a Delaware pre
mium can be proof that firms chose a legal regime that maximizes firm value.
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Rather, the results by Daines suggest that other states either do not try to compete (or do 
not compete effectively). In the presence of effective competition, neither the “to the top” 
nor the “to the bottom” theories would predict a sizeable Delaware premium. If states 
raced “to the top,” it would be hard to see how Delaware could have earned such a signif
icant lead. And if states raced “to the bottom,” then Delaware would, at most, have to be 
as good as or slightly better on the shareholder value front than other states. But if other 
states do not compete and thus offer an inferior product, Delaware becomes able to de
sign its law to appeal to both managers and shareholders.

4 The Federalism Debate: What Would Federal 
Law Look Like?
Although the arguments are least well worked out, the federalism debate lurks in the 
background of many disagreements among state competition scholars. If we had a 
mandatory federal corporate law that replaced the current regime that gives corporations 
a choice (p. 123) among different bodies of state law, what would it look like and how 
would it compare to state corporate law?

For adherents to the more extreme positions in the directional debate, it is not necessary 
to devote much energy to this issue. However, for proponents of the more nuanced ver
sions, the quality they expect federal corporate law to take may be a key determinant of 
their normative views of the present regime.

But even though one can make some sensible predictions on how federal law would differ 
from state law, it is hard to arrive at firm conclusions on whether a mandatory federal 
law, on the whole, would be better or worse than the current regime. This difficulty is 
compounded by the fact that, in the current regime, only about half of the public compa
nies are incorporated in Delaware, and governed by Delaware law, while the other half 
are incorporated in other states with a hodge-podge of different laws.

4.1 The Pro-Management/Pro-Shareholder Dimension

As several commentators have noted, federal law would be influenced by political factors, 
rather than by the desire to attract incorporations.88 “Race to the bottom” theorists have 
acknowledged that federal law may have a pro-management bias as a result of lobbying 
of managerial interest groups. But they argue that at least such lobbying would be made 
against a neutral baseline. By contrast, the argument goes, in a state competition regime, 
pro-management lobbying may also take place, but would occur against a baseline that is 
already excessively pro-management as a result of states’ interests in attracting incorpo
rations.89 Therefore, they claim, federal law would be less pro-management than current 
state law.

This argument is problematic in two respects. First, unlike federal lawmakers, Delaware 
lawmakers would have strong incentives to resist lobbying for laws that would reduce 
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Delaware’s attractiveness as an incorporation domicile. As a result, in Delaware (and any 
other state that is actively competing), lobbying would be less influential than it would be 
in a system where attracting incorporations would not be a countervailing objective for 
lawmakers. If both lobbying and competition introduce a pro-managerial bias, it is a pri
ori unclear when the bias is stronger. At least under some versions of the nuanced “to the 
bottom” theory (that takes account of the fact that shareholders also have power over in
corporation decisions), it is possible that the pro-management bias resulting from lobby
ing is the stronger one.

Second, not all states actively compete for incorporations. The law of non-competing 
states, like federal law, would be determined by political factors.90 To be sure, the politi
cal (p. 124) dynamic on the federal level may work differently than on the state level. In 
particular, interest groups would have very different incentives to lobby at the federal lev
el, where they would be dealing with a large, monopolistic rulemaker,91 than they 
presently do at the state level, where they are dealing with a much smaller lawmaker and 
may be able to escape any laws by reincorporating.92 But it is not evident whether federal 
law would therefore be more or less pro-management than the laws of non-competing 
states.

On the other side, commentators have suggested that federal law may impose excessive 
regulations that are purportedly in the interest of shareholders, but in fact reduce compa
ny value. In particular, such overregulation may be the political response to corporate 
scandals.93 Thus, Roberta Romano has analyzed various corporate governance mandates 
in the Sarbanes–Oxley Act (SOX) and concluded that the empirical literature does not 
support the view that they enhance corporate value.94

However, many of the studies cited by Romano also do not show that SOX mandates re
duce company value. In any case, it would be possible that federal law overreacts to cor
porate scandals, but at other times provides reasonably efficient regulation. Thus, SOX 
may not be emblematic of a wholesale federal corporate law. In sum, neither “to the top” 
nor “to the bottom” scholars have succeeded in establishing that federal law would be, re
spectively, inferior or superior to state laws on the pro-management/pro-shareholder di
mension.

4.2 Other Considerations

4.2.1 Other Interest Groups
Several commentators have argued that groups representing labor, creditor, and similar 
interests may be more influential on the federal level than they are in Delaware.95 To the 
extent that federal law will cater to such other interest groups, it may result in lower ben
efits to shareholders or managers (or both). This may, or may not, enhance overall wel
fare.96

One particular interest group—lawyers—requires differentiation. According to Bill Car
ney, lawyers have a significant effect on the corporate law of states other than 
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Delaware,97 and even Delaware law probably caters significantly to the interest of the 
bar.98 Unlike other interest groups, lawyers may thus have less influence in a federal 
regime than they do presently.

(p. 125) 4.2.2 Judicial Quality and Network Effects
Delaware has an expert corporate law judiciary and, according to many commentators, 
Delaware law generates network benefits. A federal corporate law would presumably be 
adjudicated to a large extent by federal courts. Although federal judges are generally 
highly regarded, they would lack the specialized expertise of Delaware’s judiciary. How
ever, companies incorporated in states other than Delaware may see a benefit in a 
greater opportunity to have corporate law disputes resolved by federal courts rather than 
state courts.

A uniform federal corporate law is also likely to generate network benefits. However, to 
the extent that the network benefits generated by Delaware law are dependent on the 
fact that Delaware corporate law disputes are resolved by Delaware’s small judiciary, 
they may exceed the network benefits arising under federal law.

4.2.3 Innovation
A federal lawmaker would lack incentives to update its law and adopt useful innovations 
in order to attract incorporations. As a result, the speed of innovation may be lower than 
it currently is for Delaware.99 This is likely true regardless of whether Delaware’s market 
power generates monopoly’s slack, as argued by some commentators,100 or increases its 
incentives to develop innovations, as argued by others.101 Other states, of course, 
presently adopt innovations at a lesser pace than Delaware does, and federal law may 
compare favorably to at least some of such other states.

4.2.4 Rules versus Standards
To the extent that a regulatory agency would have authority to promulgate federal corpo
rate law, federal law may be substantially rule based. Some commentators have suggest
ed that Delaware law relies on open-ended standards more than is optimal.102 To the ex
tent that this is correct, a more rule-based approach may be superior at the margin. 
There is, however, no particular reason to believe that federal law would be optimally 
rule-based or, for that matter, that it would be superior in this respect to the law of 
Delaware and other states.

4.3 Summary

While the specific parameters of federal law are unclear, there are some weak reasons to 
believe that federal law would be superior to the laws of non-competing states. Federal 
law would likely be superior in some respects—like the generation of network benefits 
and judicial quality—and there are no particular reasons to predict how it would differ in 
others. (p. 126) Whether federal law would be superior or inferior to Delaware law is not 
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clear. Moreover, unlike in the present regime, firms would have no alternative to monopo
listic federalist regulation if federal law turns out to be substantially suboptimal.103

5 A Note on Competition for Incorporations 
Elsewhere
The notion that jurisdictions may compete for incorporations is not confined to the United 
States. There is a significant literature and debate about jurisdictional competition in the 
European Union104 and, to a lesser extent, in Canada.105 If there is one take-away point 
from this chapter, it is that the dynamics of how firms chose rules, whether and how juris
dictions compete, and how the resulting product would compare with a mandatory 
regime can play out differently, depending not only on the formal requirements for choos
ing the corporate domicile, but also the institutional and economic context.

As to firm choice, the factors that will affect whether it will trend to the top or the bot
tom, and by how much, include the extent to which firms have controlling shareholders; 
whether shareholdings among non-controlling shareholders are highly dispersed or more 
concentrated; the presence of information intermediaries; the prevalence of non-law-
based devices that align the interests of managers and shareholders; and the degree to 
which legal rules are reflected in the IPO price.

Predicting whether and how jurisdictions will compete is even harder. We do not have a 
good model that explains when jurisdictions will act as profit maximizers rather than as 
political actors. Perhaps the only factor one can identify with reasonable confidence is 
size: smaller jurisdictions are more likely to compete actively than larger ones. The extent 
to which jurisdictions will face political costs can also not be generalized. Finally, geo
graphic and language barriers may impede competition. Thus, for example, some of the 
smallest countries in the European Union, such as Cyprus and Estonia, may make unlike
ly competitors.

Finally, multi-jurisdictional bodies can differ in the power and the political economy of the 
central government. Even just considering the constitutional structure, there are major 
differences. Thus, for example, Canada, like the United States, is a federal state; but as a 
parliamentary democracy with a weak upper house, it is much easier to pass legislation 
than it is in the US. The European Union is a treaty-based union of sovereign member 
states, where the governments of member states have much more influence over EU-wide

(p. 127) legislation than state or provincial governments have over federal legislation in 
the US or Canada.

Thus, the main lesson that other jurisdictions should draw from the US experience is that 
it is difficult to draw any lessons. It is not only that different scholars have come to widely 
different conclusions regarding the three debates that make up the larger state competi
tion debate. More importantly, however one views the dynamics that evolved in the Unit
ed States, they may evolve differently elsewhere.
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6 Conclusion
Absent clear evidence that federal law would be superior to the current system, one may 
be inclined not to advocate any major changes. For one, the devil we know may be better 
than the devil we don’t know. Delaware law works at least tolerably well, so why take a 
chance and replace it with some unknown federal rules. Moreover, the current system 
has at least the feature that, if the political process for some reason produces a deficient 
law, companies can opt into a different regime.

This suggests that commentators should focus on how to improve the present regime of 
state competition, rather than on how to replace it. To the extent that firm choice has fea
tures that cause firms to choose suboptimal law, can these features be changed? To the 
extent that states do not compete (and more competition would be desirable), can more 
states be induced to compete?

Perhaps the most interesting proposal in this vein has been advanced by Lucian Bebchuk, 
writing with various co-authors. They suggest that, as a matter of federal law, sharehold
ers should be permitted to initiate and approve a reincorporation from one state to anoth
er without board approval.106 Although their premise is that the current system trends to 
the bottom, their proposal should also appeal to commentators who take a nuanced “to 
the top” position.

There are various complications and details with Bebchuk et al.’s suggestion that would 
still need to be worked out. Should large shareholders have a fiduciary duty to minority 
shareholders in pushing for a reincorporation? Should there be a built-in delay between 
the time shareholders first vote for a reincorporation and the time the reincorporation be
comes effective? What would be the status of charter provisions that are invalid in the 
state that a company migrates to? Should shareholder power to initiate reincorporations 
be mandatory or should companies have the ability to opt out?

On the other hand, the proposal has some intriguing elements. The present requirement 
that boards recommend a reincorporation, together with the possibility that managers at 
least sometimes use their position on and relationship with the board to advance their 
personal interest, will bias firm choice at the margin downwards. This, in turn, will in
duce Delaware to position its law to cater more to managerial interests than it would if 
managers had less power over incorporation decisions. A shake-up in the rules on rein
corporation may (p. 128) also induce other states to enter the competitive fray. Finally, 
even for “to the top” scholars, it is easy to think of reasons why Delaware would not, on 
its own, change its law to permit this option.107 Thus, even though at present it looks as if 
shareholders would not avail themselves of a power to initiate reincorporations on a regu
lar basis,108 giving shareholders this power could improve the competitive dynamic and 
make the present regime more attractive.
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Abstract and Keywords

This chapter explores the relationship between culture and law, especially corporate law, 
and its implications for corporate governance. It begins with an overview of the basic 
concepts in cultural analysis as well as prevalent theories of cultural dimensions and of 
social networks as social capital. It then summarizes research findings regarding the con
sequences of culture for corporate governance on issues ranging from executive compen
sation to legal transplants and the objectives of the corporation (corporate social respon
sibility). It also discusses relations with investors and other stakeholders by way of disclo
sure and dividend distribution, along with the operation, composition, and network struc
ture of the board of directors. Finally, the chapter considers how the relationship between 
culture and law affects diversity and persistence in corporate governance.

Keywords: culture, corporate law, corporate governance, executive compensation, legal transplants, investors, 
stakeholders, disclosure, dividend distribution, board of directors

1 Introduction
1UNDERSTANDING the role of culture in corporate governance has been a subject of 
growing importance since the latter concept emerged in the late 1980s and even more so 
since the advent of research on comparative corporate governance during the 1990s.2 In 
the beginning, references to culture—when they were made—tended to be impressionis
tic. Even those references, however, evinced a newly found awareness of the idea that 
corporate governance is a complex system whose structure and functioning depend on 
more than law and economics. Today, no institutional analysis of corporate governance 
systems would be complete without considering the potential role of the cultural environ
ment in which such systems are embedded. This sea change is largely due to the adoption 
of dimensional models of culture—an analytical framework developed primarily in social 
psychology. This chapter provides an overview of the different accounts of how culture in
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teracts with the law (especially corporate law) to shape corporate governance and of how 
this may help explain diversity and persistence in corporate governance.

To motivate the discussion, consider the People’s Republic of China. Better yet, consider 
China together with its Hong Kong SAR, and then Taiwan, South Korea, Japan, and Viet
nam for good measure. These countries, on whose significance in today’s world economy 
one need not elaborate, share a deepseated Confucian tradition which goes back up to 
twenty-five hundred years ago. With inevitable differences and to various degrees, Confu
cian values and beliefs—namely, culture—permeate all aspects of life in this region of the 
world. Notwithstanding past attempts to suppress Confucian traditions in China, Confu
cianism is (p. 130) on the rise and is taken pride in.3 Numerous questions thus may war
rant analysis. First, are Confucian values also liable to affect the working of corporate 
governance?4 Does the all-important concept of guanxi (“relationship” is an imprecise 
translation) entail implications similar to those that director networks have in US and UK 
firms?5 What to make of the fact that both Korea and China have introduced US-inspired 
“fiduciary duties” of board members into their corporate laws?6 Should one expect legally 
mandated independent directors in these countries to resemble their American counter
parts—if not now then after some period of adjustment?7

The list of questions could go on. In addressing such issues of culture, law, and corporate 
governance, two kinds of responses are helpful only to a degree. On the one hand, one 
may point out that “even Confucian managers respond to incentives,” as Bernard Black 
has noted with regard to Korea.8 On the other hand, a common admonition emphasizes 
“the need to adapt implementation to varying legal economic and cultural circum
stances,” as the OECD does with regard to its Principles of Corporate Governance.9 Both 
points are well taken, but they do not inform policy- and law-makers how to take culture 
into account short of ignoring it or just paying it some lip service. What is needed for a 
meaningful consideration of cultural factors in corporate governance analysis is a 
tractable framework for comparing cultures. Such an analytical framework could indi
cate, for instance, whether board members’ affiliation with a social network of school 
alumni may entail similar implications for deeming them independent directors in differ
ent countries.10 Without such a framework, cultural analysis of corporate law and gover
nance runs the risk of being little more than mere hand waving or telling “just-so 
stories.”11

(p. 131) 2 What is Culture and How Do We Know It?

2.1 Basic Concepts

Social scientist Raymond Williams has noted that “[c]ulture is one of the two or three 
most complicated words in the English language.”12 A definition proposed by the pioneer
ing scholar Geert Hofstede considers culture as “the collective level of mental program
ming that is shared with some but not all other people” or the “software of the mind.”13

Another simple yet insightful definition of culture would hold that culture defines “what 
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goes with what.” This definition reflects the fact that culture refers to implicit knowledge 
that people have about a wide variety of social practices, ranging from the conduct of 
leaders and lay people to clothing and food. Only rarely can one find reliable advice on 
“what goes with what” in guidebooks or in other formal sources.14 What is “not 
done” (“faux pas”) belongs in the unwritten and unspoken but still widely known in the 
society.

These definitions may suggest intuitions about what culture is, yet they do not provide an 
analytical framework for cross-cultural analysis of law and governance. According to a 
definition by the preeminent anthropologist Clifford Geertz, culture “denotes an histori
cally transmitted pattern of meaning embodied in symbols, a system of inherited concep
tions expressed in symbolic forms by means of which men communicate, perpetuate, and 
develop their knowledge about and attitudes toward life.”15 But what are these “symbolic 
forms”? Social scientists usually mention values, beliefs, and norms as the major compo
nents that constitute culture. Shalom Schwartz thus defines culture as “the latent, norma
tive value system, external to the individual, which underlies and justifies the functioning 
of societal institutions.” 16

With a meaningful definition of culture at hand, the next step is to identify the ways in 
which culture may influence individual conduct and social structure. The literature has 
pointed out two major mechanisms: constraints and motivations. The view of culture as a 
source of constraints is shared by economists and psychologists. The economic approach 
deserves some elaboration.17

(p. 132) Culture became an issue of central interest with the advent of New Institutional 
Economics.18 In a canonical definition of social institutions, Douglas North states: “Insti
tutions are the rules of the game in a society or, more formally, are the humanly devised 
constraints that shape human interaction.”19 Oliver Williamson has elaborated this notion 
with a model of stratified social institutions.20 The analysis of culture and law deals with 
the informal institutions (culture) located at Level 1 and their relations with formal insti
tutions (law) at Level 2 in his model. According to Williamson, “Level 1 is taken as given 
by most institutional economists.” He further postulates that Level 1 informal institutions 
are “pervasively linked with complementary institutions,” both formal and informal. The 
resulting institutions “have a lasting grip on the way a society conducts itself.”21

In this view, the constraining effect of informal institutions is exogenous. Alternatively, in
formal institutions are modeled as endogenously appearing self-enforcing rules that are 
the equilibrium of a repeated game, in which the content of such institutions is common 
knowledge.22 Social players thus interact with partners assumed to share the same priors 
(beliefs) and to be guided by a similar set of motivational goals (values). The constraining 
effect of culture as societal common knowledge in equilibrium stems from the shared con
viction that it is in everybody’s self-interest to adhere to these values and beliefs unless 
and until an exogenous shock upsets the equilibrium.

2.2 Cultural Value Dimensions
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The thorniest challenge perhaps in introducing culture into institutional analysis stems 
from its complexity, which makes it difficult to derive tractable, and testable, hypotheses 
about its role. Cultures are rich, multi-faceted institutions with protracted histories. On 
the one hand, this richness enables everyone to find, in a particular culture, something to 
their liking and to tell a just-so story about it. On the other hand, culture’s complexity 
may lead an observer to avoid the details and treat culture as a “black box” but such an 
approach is, at bottom, similar to the former. A meaningful, rigorous analysis of informal 
institutions requires a methodology for operationalizing culture, i.e., identifying factors 
with which cultures could be represented and compared.

(p. 133) Cross-cultural psychology has made considerable progress toward developing an 
analytical framework for comparing cultures. A common postulate in cross-cultural psy
chology is that all societies confront similar basic issues or problems when they come to 
regulate human activity. The cultural responses to the basic problems that societies face 
are reflected, among other things, in prevailing value emphases of individuals.23 Because 
values vary in importance, it is possible to characterize societies by the relative impor
tance attributed to these values in society using dimensional models. This yields unique 
cultural profiles for societies or countries.24

Among the dimensional models for cross-cultural analysis, by far the more important ones 
are the models advanced by Hofstede and by Schwartz. Hofstede’s pioneering and still in
fluential dimensional framework for characterizing cultures was first published in 1980 
using data that were collected from IBM employees around the world during 1968–
1973.25 Hofstede identified four, and later five, value dimensions: individualism/collec
tivism, power distance, uncertainty avoidance, masculinity/femininity,26 and long-term ori
entation.27 His framework has been used in hundreds of studies; it is widely used in stud
ies on management and accounting and, in recent years, it has gained traction in econom
ics. Table 6.1 provides definitions of the cultural value dimensions distinguished by Hofst
ede.

Schwartz developed a cultural-level theory during the 1990s and validated it in survey da
ta that covered some 67 nations.28 Schwartz derives three bipolar cultural value dimen
sions from three basic issues he identifies as confronting all societies: embeddedness/au
tonomy, hierarchy/egalitarianism, and mastery/harmony. In coping with these issues, soci
eties exhibit greater or lesser emphasis on the values at one or the other pole of each di
mension. (p. 134) Seven value orientations on which cultures can be compared derive 
from the analysis of the bipolar dimensions (due to a distinction between intellectual au
tonomy and affective autonomy). The theory also specifies the structure of relations 
among these types of values. Table 6.2 provides definitions of the cultural value dimen
sions distinguished by Schwartz. Figure 6.1 presents graphically the relations among the 
value dimensions and orientations as well as values that are prominent in each orienta
tion.

Table 6.1 The Hofstede Cultural Value Dimensions
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Individual
ism/Col
lectivism

Valuing loosely knit social relations in which individuals are expected to 
care only for themselves and their immediate families versus tightly 
knit relations in which they can expect their wider in-group (e.g., ex
tended family, clan) to look after them in exchange for unquestioning 
loyalty

Power Dis
tance

Accepting an unequal distribution of power in institutions as legitimate 
or illegitimate

Uncertain
ty Avoid
ance

Feeling uncomfortable or comfortable with uncertainty and ambiguity 
and therefore valuing or devaluing beliefs and institutions that provide 
certainty and conformity

Masculini
ty/Femi
ninity

Valuing achievement, heroism, assertiveness, and material success ver
sus relationships, modesty, caring for the weak, and interpersonal har
mony

Long-Term 
Orienta
tion

Having a long-term time orientation; emphasizing traits of Confucian 
work ethic, such as thrift and persistence

Both the Hofstede and Schwartz models retain their usefulness notwithstanding a genera
tion gap between them. The dimensions of each model bear some conceptual similarity 
and empirical convergence yet they do not fully overlap. Individualism might exhibit sig
nificant relations in a particular study while autonomy would not, whereas in another 
study egalitarianism may feature highly while power distance would not.29 Each dimen
sion thus likely captures a somewhat different social institutional feature. Between the 
two models, Schwartz’s model is currently considered more advanced for a number of 
reasons. First, the model is theory-drive; its central elements having been derived from 
earlier work in the social sciences. Second, and most important, the model uses value 
measures shown to have cross-culturally equivalent meanings at the individual level to 
operationalize the cultural dimensions. Finally, validating data for this model were col
lected more recently.30 In addition to the Hofstede and Schwartz frameworks, a handful 
of other dimensional models (p. 135) and datasets that share a similar impetus also allow 
for cross-cultural analysis. Because they are less frequently used and suffer from various 
limitations that cannot be discussed in the present scope, I abstract from them here.31

Table 6.2 The Schwartz Cultural Value Dimensions

Embed
ded
ness/

This dimension concerns the desirable relationship between the individual 
and the group. Embeddedness represents a cultural emphasis on mainte
nance of the status quo, propriety, and restraint of actions or inclinations 
that might disrupt the solidary group or the traditional order. The oppo
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Autono
my

site pole describes cultures in which the person is viewed as an au
tonomous, bounded entity who finds meaning in his or her own unique
ness.

Hierar
chy/
Egali
tarian
ism

This dimension refers to guaranteeing responsible behavior that will pre
serve the social fabric. Hierarchy represents a cultural emphasis on obey
ing role obligations within a legitimately unequal distribution of power, 
roles, and resources. Egalitarianism represents an emphasis on transcen
dence of selfish interests in favor of voluntary commitment to promoting 
the welfare of others.

Mas
tery/
Harmo
ny

This dimension refers to the relation of humankind to the natural and so
cial world. Mastery stands for a cultural emphasis on getting ahead 
through active self-assertion whereas Harmony represents an emphasis 
on fitting harmoniously into the environment.

2.2.1 Social Capital
A different vantage point for considering culture and corporate governance draws on so
cial capital theory. While there is no agreed upon definition of social capital, much of the 
discourse about it is dominated by the views of James Coleman and Robert Putnam.32 

Social (p. 136) capital consists of shared values, beliefs, and norms—hence the conceptual 
proximity to culture. The most prominent norm is a norm of generalized trust, defined as 
the shared belief that most others are trustworthy and therefore have benign intentions 
or, more technically, the probability that two randomly chosen people will trust each oth
er in a one-time interaction. According to Coleman, a group within which there is exten
sive trustworthiness and extensive trust is able to accomplish much more than a compa
rable group that lacks them. A social norm of generalized trust entails wide-ranging im
plications, including implications for corporate governance, as this norm implies lesser 
concern with, and perhaps lesser incidence of, opportunistic behavior in firms. This, in 
turn, may be conducive to economic growth and other beneficial effects.33
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Figure 6.1  The Schwartz Model of Relations among 
Cultural Orientations.

Operationalizing and measuring generalized trust—especially with the “generally speak
ing question” in Inglehart’s World Values Survey and in similar surveys in Europe and the 
United States—is not free of issues, however.34 Indeed, the very notion of trust is current
ly debated and is anything but stable even as a concept.35 Nevertheless, social capital 
theory goes beyond theories of cultural value dimensions in pointing out the centrality of 

(p. 137) social networks, in which social relationships and interactions are embedded.36

Ties in social networks function as information channels for observing, monitoring, advis
ing, and consulting with others, etc.

These observations point to various structural features of social networks as factors that 
may affect their functioning, including in corporate governance. For example, a network’s 
density, defined as the number of ties between actors in a network, may positively affect 
the flow of information. Dense networks thus may discourage opportunistic behavior 
within the network because defection is more likely to be observed due to lower informa
tion asymmetry. A separate line of social network scholarship initiated by Ronald Burt em
phasizes a structural feature dubbed “structural holes.” A structural hole denotes weaker 
connections between groups that impede the flow of information between them, while 
providing those who can bridge a hole with opportunities to derive private benefits from 
such brokerage.37

2.2.2 Causality
Culture used to have a bad name among economists. It was not particularly popular 
among lawyers either. One reason probably was that culture is very difficult to observe. 
One may therefore fear that people would resort to cultural explanations when they run 
out of good ones, as the former would be impossible to disprove—what was referred to 
above as “just-so stories.” This problem can be addressed by using data on cultural di
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mensions that derive from rigorous operationalization methodologies. Integrating cultur
al factors into institutional analyses faces another challenge, however—of showing 
causality. Because culture comprises values and beliefs and these factors are usually as
sessed using survey data, one might fear that cultural observations might be either mere
ly epiphenomenal—namely, reflections of more fundamental factors—or endogenous with 
other institutional factors or policy outcomes. These concerns are well taken.

To argue that “culture matters” one therefore needs to go beyond showing significant 
correlations to adducing evidence for causal effects of culture. Using panel data that in
clude observations over time may not be informative because, barring major shocks, cul
tures evolve over very long timespans, ranging from decades to millennia. To assess the 
causal role of culture on institutions and policy outcomes, scholars in the last decade thus 
have relied on a different approach that employs instrumental variables, some of them 
quite imaginative. Briefly, a good instrument should relate to culture in a meaningful way 
and relate to the dependent factor only through its relation to culture. Luigi Guiso, Paula 
Sapienza, and Luigi Zingales used historical data on wars and genetic data to gauge the 
impact of trust on economic exchange.38 In a joint study with Chanan Goldschmidt and 
Shalom Schwartz, we (p. 138) introduced linguistic variables on grammar of the dominant 
language to establish an effect of embeddedness/autonomy on the rule of law, corruption, 
and democratic accountability in nations.39 Another joint study, with Jordan Siegel and 
Shalom Schwartz, used past war experience, religion, and societal fractionalization to as
sess the role of egalitarianism on international investment.40 Recent studies exploit data 
on the natural environment such as parasite and pathogen prevalence and on rainfall as 
instruments for individualism.41

3 Culture’s Consequences for Corporate Gover
nance

3.1 Relevance

So culture matters. But (how) does it matter for corporate governance? (How) does it in
teract with corporate laws to affect corporate governance? According to Beugelsdijk & 
Maseland, “many scholars struggle with the concept of culture. It is unclear whether le
gal origin is seen as culture (it is, just like culture, an exogenous factor) or whether there 
is a relationship between legal origin and culture.”42

A key insight here is that culture, as an informal institution, can address the very issues 
that governance, including corporate governance, calls for regulating. Formal social insti
tutions and formal private arrangements—that is, laws and contracts, respectively—must 
rely on shared understandings among societal members about persons and property, 
about interpersonal relations, or about the dynamics of life. I have argued that in a corpo
rate governance setting, cultural orientations regarding these issues would bear on a 
broad set of questions, including modes of corporate finance, primary approaches to 
stakeholders, shareholding structures, self-dealing, executive compensation, disclosure, 
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and so forth.43 The cultural value dimension framework allows for opening the “black 
box” of culture and forming testable hypotheses about which cultural orientation may be 
related to a particular corporate governance issue in light of the content meaning of that 
issue.44 Moreover, with an appropriate methodology, causal claims about culture’s conse
quences for corporate governance can be made and tested.

(p. 139) To get a flavor of how culture might impact corporate governance, consider CEO 
succession—one of the most significant challenges faced by every company, its board, and 
its shareholders. Early references to culture in this regard tended to be highly impres
sionistic.45 Granted, the culture of some countries may engender rather idiosyncratic 
practices for ensuring the quality of controlling persons. For instance, Vikas Mehrotra et 
al. report that, in Japan, controlling families may adopt a brilliant executive with an aver
age pedigree with a view to handing him (it’s him all right) the family firm.46 This is a fas
cinating example that powerfully drives home the point that culture matters for corporate 
governance, but from this it is hard to generalize a lesson for other countries. Drawing on 
Hofstede’s dimensions, these authors propose in a separate study that the spread of mar
riage for love helps undermine the family firm as a dominant business institution in many 
countries by depriving those firms of suitable heirs. This tendency is linked to cultural 
emphases on power distance, collectivism, and uncertainty avoidance.47 These authors 
further find that family firm dominance in the economy interacted with arranged mar
riage norms and also correlates with lower economic development, suggesting that cul
tural inertia may also impede convergence to more efficient economic organization.

At the most general level of analysis of the structure of economic systems—sometimes re
ferred to as “varieties of capitalism”48—culture has been linked to large-scale variation in 
such structures. Using the Schwartz dimensions, Frederic Pryor has shown that certain 
combinations of cultural orientations match the particular economic systems of OECD 
countries and in fact exert a causal effect on these systems.49 Wolfgang Breuer and Astrid 
Salzmann observe that stronger cultural emphases on embeddedness, egalitarianism, and 
harmony in the Schwartz model correlate with bank-based corporate governance sys
tems, whereas opposite cultural emphases correlate with market-based systems.50 Their 
results are robust to legal origin, which has separately been linked to varieties of capital
ism.51 Chuck Kwok and Solomon Tadesse have related the prevalence of bank-based ver
sus (p. 140) market-based corporate governance systems to cultural emphases on 
Hofstede’s uncertainty avoidance.52

3.2 General Relations between Law and Culture

The following sections review the relations between cultural orientations and particular 
subjects of corporate governance. Prior to that, this section discusses the general rela
tions between culture and law, especially corporate law. As Williamson’s model of social 
institutions explicates, in a standard setting, culture and law may interact. Culture sets 
informal constraints and provides motivations for developing the law in a culturally com
patible fashion. In tandem, societal patterns of compliance with, or deviance from, cultur
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ally compatible laws inculcate in societal members the value emphases that these laws re
flect.

On a deeper level than formal legal rules there lies the institution of legality—the rule of 
law or, more roughly, property rights, quality of institutions, or simply institutions. A so
cial norm of legality functions as an interface between the informal and formal institution
al level. For any law, including corporate law, to operate as designed there must exist a 
widely shared social norm of law abidingness and law enforcement. Such a norm of legali
ty means that the legal entitlements of societal members are respected—namely, their 
personal safety, tangible and intangible property (e.g., shares and other cash-flow rights 
in firms), and other legal interests (e.g., voting rights). Every legal system by definition 
calls on people to obey the law, yet countries vary greatly in the degree to which laws are 
followed. A social norm of legality can ensure that formal laws are followed by drawing its 
injunctive force from its compatibility with certain cultural values—in particular, values 
that underscore the legitimacy of personal interests and the moral equality of 
individuals.53

A study with Goldschmidt and Schwartz confirms that cultural emphases primarily on 
Schwartz’s autonomy and on Hofstede’s individualism cause countries to have higher lev
els of legality and lower levels of corruption (which are related).54 A follow-up study with 
Amnon Lehavi extends this finding to greater protection of both tangible property and in
tellectual property in countries.55 Claudia Williamson and Carrie Kerekes show that when 
both formal and informal institutional components are included in the analysis, the im
pact of formal constraints in explaining the security of property is greatly diminished, 
while informal constraints are highly significant.56

Exogenous shocks may take place at either or both levels of institutions. For example, a 
major war or conquest experience can affect cultural orientations. Such is the case, for 

(p. 141) example, with regard to a heritage of state-formation wars during the nineteenth 
century that promoted an ethos of equality of sacrifice, which today associates positively 
with egalitarianism.57 This is also the case with regard to a communist-rule experience, 
which is negatively linked to egalitarianism.58 The level of egalitarianism in a country in 
turn may affect, among other things, legally mandated board representation of non-share
holder constituencies as well as other features that are conceptually compatible with 
egalitarianism. At the formal institutional level, the most well-known exogenous shock in 
the social institutions and corporate governance literature is British rule, either colonial 
or in other modes, which nearly invariably entailed the transplantation of a common law 
legal system; other colonial powers tended to implement a similar transplantation ap
proach with regard to their home legal system. This heritage has affected a massive set of 
legal rules, including those on investor rights.59

In an exploratory study with Goldschmidt and Schwartz, we observe that countries’ affili
ation with a common-law origin is associated with lower uncertainty avoidance in 
Hofstede’s model, and with lower harmony in Schwartz’s model. Moreover, the scores of 
legal rules of investor protection constructed by La Porta, Lopez-de-Silanes, Shleifer, and 
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Vishny (LLSV) correlate negatively with these cultural orientations, whereas LLSV’s 
scores of formalism in the court system correlate positively with these orientations.60

These results are consistent with the view that a history of British rule has left an impact 
on both the culture and on the general “legal style,” with the result that these nations are 
more receptive to uncertain and open-ended, even entrepreneurial, mechanisms. Another 
set of analyses shows that classifications of countries according to legal origin and cultur
al region correlate with one another, in line with Williamson’s theory.

In a joint study with Siegel and Schwartz, we document positive correlations between 
egalitarianism and a set of legal rules that support the weak in the society, especially em
ployees, the sick, and the elderly, thus reflecting a societal stance against abuse of 
power.61 Hao Liang and Luc Renneboog show that an index of country-level regulatory 
framework in relation to sustainability—a facet of corporate social responsibility (CSR)—
correlates robustly with countries’ legal origin and also with their scores on some of 
Hofstede’s dimensions.62 These findings together indicate that neither legal nor cultural 
classifications, when considered in isolation, may sufficiently account for variations in 

(p. 142) countries’ legal regimes of corporate governance. Both levels of social institutions 
should be taken into consideration.63

3.2.1 A Note on Legal Transplants
The idea that formal laws and the functioning of the entire legal system may depend on 
cultural values in turn implicates the transplantation of legal rules—possibly the most 
prominent means for policy reform, especially in corporate governance. Legal transplan
tation is explored in detail in other chapters of this volume. Here, it will suffice to make a 
brief note on the role of culture.

Legal transplantation may occur through different channels. Transplantation may occur 
involuntarily, as already noted, consequent to colonial occupation. Japan thus received a 
version of the Illinois business corporation law because the legal team at the headquar
ters of General Douglas MacArthur, the Supreme Commander of the Allied Powers after 
World War II, comprised of lawyers from Chicago.64 Legal transplantation often takes 
place voluntarily through importation of legal mechanisms by legislators—as Korea did 
with regard to independent directors and US-like fiduciary duties of board members65—
or by courts—as Israel did with regard to US-like fiduciary duties of controlling share
holders.66

Whatever may be the channel of legal transplantation, the cultural environment of the re
ceiving country plays a significant role in determining the manner and extent to which 
the transplant integrates with the receiving legal system.67 People are more likely to com
ply with the law voluntarily to the extent that a social norm of legality prevails in general 
and to the extent that the transplant is conceptually compatible with the values that the 
local law reflects. Young Jeong, in a sober assessment of Korea’s corporate governance 
reform program, thus implicates different facets of Korea’s Confucian culture for the lim
ited success with which the US-oriented legal amendments have met.68 A similar rejec
tion of a legal transplant could take place even when the graft is synthetic rather than 
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harvested from a real (p. 143) legal-system donor. Bernard Black, Reinier Kraakman, and 
Anna Tarassova thus attributed the colossal failure of a corporate law statute for Russia, 
which was designed to be more immune to the weaknesses of the court system there, to 
the country’s culture of extreme self-dealing and corruption.69 One may note that the lat
ter two norms reflect lower autonomy and egalitarianism.

3.3 The Objectives of the Corporation

The debate over the objectives of the business corporation is one of the oldest and proba
bly the most fundamental in corporate law. The proposition that shareholders are the pri
mary beneficiaries of the corporation and hence directors’ duties run to them is generally 
interpreted as calling on corporate fiduciaries to maximize (long-term) shareholder 
value.70 The literature often refers to this proposition in shorthand as the “shareholder 
primacy norm” or the “shareholder wealth maximization norm.” In contrast to sharehold
er primacy there stands an opposite view—the “stakeholder approach”—which calls on 
corporate fiduciaries to take into account, in addition to shareholders’ interest, also the 
interests of other constituencies, including employees, creditors, customers, and the com
munity.71

Legal doctrine regarding the objectives of the corporation varies among jurisdictions. Al
though common law and civil law jurisdictions often have been characterized as, respec
tively, shareholder-oriented and stakeholder-oriented,72 even a cursory analysis chal
lenges such a clear distinction. Thus, the laws of the state of Delaware and of the United 
Kingdom endorse the shareholder-oriented approach. In Delaware, the ruling in Gheewal
la73 underscored shareholder primacy and dispelled any possible ambiguities in the wake 
of Credit Lyonnais.74 UK law authorizes board members to consider the interests of non-
shareholder constituencies but subordinates the latter to a primary objective of promot
ing “the success of the company for the benefit of its members [shareholders] as a 
whole.”75 In Canada, however, the Supreme Court’s ruling in BCE76 endorsed an ap
proach that balances the interests of different (financial) constituencies. Finally, Indian 
law is a chimera requiring (p. 144) directors “to promote the objects of the company for 
the benefit of its members as a whole, and in the best interests of the company, its em
ployees, the shareholders, the community and for the protection of environment.”77

In the civil law tradition things are not clearer. German law famously vests the managing 
board with the responsibility “to manage the corporation as the good of the enterprise 
and its retinue and the common wealth of folk and realm demand.”78 In China, the 2005 
revision of its corporate law requires companies to comply with “social morality” and to 
“bear social responsibilities.”79 In Sweden, however, the objective of business corpora
tions is to generate profits for shareholders.80

The decades-long debate on this subject shows no sign of abating. Meanwhile, recent re
search provides several insights with regard to the role of values and culture that shed 
new light on it. First, whatever the law might say on the objectives of the corporation, 
board members and top executives may adopt strategies that stray from that injunction. A 
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joint study with Renée Adams and Lilach Sagiv finds that in Sweden, a social-democratic 
economy with a shareholder-oriented company law, board members and CEOs vary sys
tematically in their willingness to endorse strategic actions that benefit shareholders at 
the expense of other stakeholders or balance the interests of several stakeholders.81 This 
individual “shareholderism” stance is linked to directors’ personal value profile; the more 
one endorses entrepreneurial values as guiding principles in one’s life, the more one sup
ports shareholder-oriented strategies, and vice versa. Managers apparently draw on their 
personal values in deciding what is the right thing for the firm, the law notwithstanding.

This finding at the individual level of analysis points to culture at the societal level of 
analysis as an institution that, in tandem with the law, can exert substantial influence on 
corporations’ strategic behavior in shareholder–stakeholder dilemmas. The cultural orien
tations that prevails in a country may affect the individual value preferences of managers 
and thus tilt their strategic decisions in a culturally compatible direction. In addition, and 
regardless of their personal values, managers may also assess the public expectations of 
the surrounding social environment, what would be considered publicly legitimate, and so 
forth, and opt for compatible strategies.82 Specifically, firms in more egalitarian societies 
would endorse more stakeholderist strategies, as this cultural orientation expresses a 
moral equality of all people. Higher harmony may also be related to stakeholderist strate
gies as it reflects lesser tolerance toward exploitation of the social and natural environ
ment. In the Hofstede model, individualism may relate to shareholderism as the former 

(p. 145) connotes selfishness at the expense of others, but this conjecture is qualified by 
the fact that the opposite orientation, collectivism, focuses on the in-group.

Recent empirical studies provide some support for these hypotheses. A study by Siegel 
and Barbara Larson finds that subsidiaries of a large multinational company adjust their 
employment practices to the host countries’ egalitarianism levels.83 In a study with Siegel 
and Schwartz, we show positive correlations between cultural egalitarianism and national 
averages of a series of firm-level CSR practices such as paying greater firm surplus to 
employees, voluntary (i.e., non-legally mandated) nonfinancial (CSR) disclosure, and orga
nizational practices that consider human rights in the process of selecting or terminating 
suppliers or sourcing partners and which take the general community into consideration 
more generally.84 Kurt Desender and Mircea Epure present a more systematic analysis, 
finding robust relations between egalitarianism and a set of indexes for corporate social 
performance (CSP).85 Although highly suggestive, limitations of current data on CSR, 
among other things, render these findings tentative at this stage.86

3.4 Relations with Investors (and Other Stakeholders)

Defined as the institutional framework that regulates the division and exercise of power 
in the corporation,87 corporate governance addresses the multiple relations among corpo
rate stakeholders, including shareholders, managers, employees, creditors, and others. 
This section demonstrates the role that culture may play with regard to key issues in the 
relations with investors and other stakeholder—namely, earnings management, as a facet 
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of the informational regime that governs public companies, and dividend policy, as a facet 
of firms’ financial relations with its stakeholders.

(p. 146) 3.4.1 Disclosure: Earnings Management
Information asymmetry is pivotal in engendering agency problems. Societies, firms, and 
individual actors may respond to the challenge posed by agency problems through differ
ent measures of disclosure with a view to mitigating these information asymmetries. A 
disclosure regime regulates the way in which firms communicate with their stakeholders 
and with market participants more generally. Much of this communication takes place 
through highly formatted financial statements that are regulated by formal legal rules 
and accounting standards. Within this formal straitjacket, insiders may still have some 
wiggle room to massage the financial statements a little bit (short of cooking the books). 
At the heart of this endeavor lies the financial bottom line—the firm’s earnings numbers. 
Since accounting scholars pioneered the implementation of the cultural value dimension 
framework, we now have a good deal of research on culture’s consequences for various 
accounting issues,88 including earnings management.

Earnings management is the practice of exercising judgment in financial reporting to mis
lead some stakeholders about firm performance or to influence contractual outcomes.89

Corporate insiders may want to manage earnings numbers in order to be eligible to con
tingent remuneration, or to meet financial covenants in debt instruments, or to meet ana
lysts’ expectations to avoid an embarrassment, and so forth. Earnings can be managed to 
reduce intertemporal variability in reported earning (“smoothing”) or to meet certain tar
gets. In a study of earnings management around the world, Christian Leuz, Dhananjay 
Nanda, and Peter Wysocki have found a significant negative relation between earnings 
management and two measures of investor protection through the legal system—namely, 
legal enforcement (rule of law) and outside investor rights, proxied with LLSV’s index.90

This finding is consistent with the idea that legal systems that better protect investor 
rights do this also through increasing transparency about “unpleasant” information and 
reducing insiders’ discretion in their communication with the market.

Against this backdrop, Timothy Doupnik has found that Hofstede’s uncertainty avoidance 
correlates positively and individualism correlates negatively with earnings management 
across a broad cross-section of countries. Culture was found to have greater explanatory 
power with regard to earnings smoothing and to explain more variation than Leuz et al.’s 
legal factors.91 Several subsequent studies corroborate Doupnik’s results and also docu
ment a negative relation between earnings management and Schwartz’s egalitarianism, 
with some observing that formal legal measures lose significance altogether as predictors 
for earnings management when culture is entered in the regressions.92

(p. 147) These findings suggest that societies whose culture emphasizes individual initia
tive and responsibility to one’s actions would channel corporate managers to communi
cate with stakeholders in a way that does not obfuscate information. Importantly, man
agers exercise this discretion in reporting above and beyond the call of legal duty. The 
positive correlation with egalitarianism similarly expresses a shared view that all stake
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holders and market participants deserve candor. The findings for uncertainty avoidance 
suggest that in cultures that perceive uncertainty as threatening, managers may have a 
stronger inclination to present financial results in a way that conceals actual variability 
and conveys an image of stability and control. Others in the market tolerate and even ex
pect such behavior as they share the same discomfort with random fluctuations.

When the findings for formal and informal institutions are considered together, the pic
ture that emerges is one of institutional affinities and complementarities, consistent with 
Williamson’s model. Neither law nor culture alone is sufficient for understanding how 
corporate governance systems function with regard to the informativeness of financial 
disclosure. Leuz, in another study that uses cultural groupings of countries based on 
Schwartz dimensions, generalizes this point with regard to investor protection and self-
dealing regulation.93 The upshot is that regulatory regimes that appear similar or even 
identical, such as IFRS accounting standards or EU directives, may nonetheless exert a 
differential impact depending on the cultural environment.

3.4.2 Distribution: Dividend Policy
Several theories purport to explain dividend policies.94 Agency theory holds that divi
dends may serve to discipline insiders from behaving opportunistically by denying them 
free funds that could be extracted as private benefits or allow for managerial slack. In 
this view, discretionary dividend payouts may substitute for legal rights that ensure in
vestor protection. LLSV, however, have documented a positive relation between share
holder rights and dividend payouts around the world.95 This finding arguably supports an 
outcome theory of dividends—namely, that minority shareholder rights support pressures 
to release free cash (p. 148) to shareholders. Dividend payout increases default risk and 
might limit future investment such that it affects additional stakeholders like creditors 
and employees.

Jana Fidrmuc and Marcus Jacob have used empirical specifications similar to LLSV’s, 
which they augmented by entering variables for cultural dimensions from Hofstede and 
Schwartz in addition to the legal environment variables. These tests revealed strong rela
tions between culture and dividend payouts—specifically, positive for individualism and 
negative for power distance and uncertainty avoidance, and positive for autonomy and 
egalitarianism (negative for embeddedness and hierarchy). Among the legal factors, only 
some exhibited significant relations—namely, public enforcement of securities laws and 
(weakly) an anti-self-dealing index from Djankov et al.’s study.96

Several other studies have looked at the relations between culture and dividend payouts, 
with some obtaining results in line with Fidrmuc and Jacob and others finding differently. 
Unfortunately, certain studies raise methodological issues that make it difficult to com
pare their findings, such that the empirical evidence on this subject is in some disarray. 
Due to scope limitations, I refer to these studies only briefly. The fuller discussion that 
they deserve is relegated to another occasion.
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Dara Khambata and Wei Liu, indeed pioneering this line of inquiry, have reported that a 
propensity to pay dividends in the Asia-Pacific region associates negatively with uncer
tainty avoidance and long-term orientation.97 Sung Bae, Kiyoung Chang, and Eun Kang 
find that dividend payout in general correlates negatively with uncertainty avoidance, 
masculinity, and long-term orientation, but the signs flip to significantly positive in a sub
sample of countries with a high anti-self-dealing legal regime (which is significant but un
stable).98 Liang Shao, Chuck Kwok, and Omrane Guedhami report negative relations with 
dividend payouts for mastery but, in contrast to other studies, positive relations for em
beddedness; shareholder rights, per LLSV’s early anti-director rights index, are positively 
related to dividends only in firm-level tests.99 Finally, in an interesting paper, Wolfgang 
Breuer, Oliver Rieger, and Can Soypak introduce behavioral measures intended to cap
ture patience, loss aversion, and ambiguity aversion to explain dividend policies.100 For 
robustness checks, these authors enter some dimensions from Hofstede and Schwartz 
and various legal protection measures, with uneven results.

The decidedly mixed empirical findings on culture, the legal environment, and dividends, 
combined with the theoretical puzzle that such policies still pose, defy any coherent 

(p. 149) interpretation of culture’s role in this setting. One thing is clear at this stage: 
When corporate insiders use their discretion to decide on dividend distributions, they 
comply with implicit injunctions of informal cultural institutions just as much, and per
haps even more strongly, as they respond to formal legal constraints.

3.5 Executive Compensation

Few issues of corporate governance trigger heated debates and (sometimes frenzied) reg
ulatory intervention in the way that executive compensation does. Executive compensa
tion is a complex issue and corporate governance is only one aspect of it.101 Whether one 
subscribes to the “managerial power” theory of executive pay or to the “optimal contract
ing” theory, there is no denying that executive compensation is set by corporate insiders 
who enjoy discretionary power. This may call for institutional regulation. This section fo
cuses on the role that culture may play in this setting.

In a speech given by the Governor of the Bank of England, Mark Carney, at the World 
Economic Forum’s annual meeting in Davos, stated: “[W]hile regulators . . . can deter
mine the appropriate split of remuneration between fixed and variable elements to limit 
risks to financial stability, only society, not regulators, can determine whether the ab
solute and relative levels of compensation are acceptable.”102 Like a good shepherd, Mr. 
Carney knows his flock. Basing his point on in-depth interviews with UK FTSE100 CEOs, 
John Hendry observes that these CEOs emphasize values of professional achievement and 
competitiveness more than the wealth aspects of their pay, which they do not consider as 
an incentive.103 Anna Zalewska has found that in British companies, the greater the pay 
dispersion within the board, the worse firm performance is, in contrast with findings for 
the US—a result she relates to British boards being less individualistic and hierarchical 
then their American counterparts.104
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Separately from asking whether firms pay their top executives for performance, the de
bate over executive compensation revolves around the question whether managers are 
paid “too much.” As Carney’s remarks indicate, societal stances may implicate both the 
level of pay and, perhaps more acutely, the relative level of executive pay in comparison 
to some benchmark. Cultural orientations may influence executive pay packages through 
the channels discussed in this chapter: first, through individual value preferences and be
liefs about the “right” pay of the people who are parties to the bargain—namely, the exec
utive herself, the board, the board’s compensation committee, and compensation consul
tants;105 second, (p. 150) through widely shared beliefs and values about what is accept
able in executive pay, such that straying too far from that consensus would instigate pub
lic reaction adverse to the firm;106 third, indirectly, through culturally consistent legal 
regulation that affects executive pay.107 Director networks work to disseminate informa
tion (namely, beliefs) about pay practices among connected firms.108

There is now substantial evidence that cultural orientations are indeed associated with 
the structure of executive compensation, in line with the hypothesized mechanisms. Hen
ry Tosi and Thomas Greckhamer have found that total CEO pay, the proportion of variable 
pay to total compensation, and the ratio of CEO pay to the lowest level employee pay cor
relate positively with power distance. The first two factors also related positively with in
dividualism.109 Greckhamer later expanded that analysis, observing more nuanced rela
tions between configurations of cultural dimensions from Hofstede and differences in 
compensation level and compensation inequality.110 Consistently with these findings, in a 
joint study with Siegel and Schwartz, we document negative correlations between egali
tarianism and the ratio between CEO wage and average production worker wage.111

Natasha Burns, Kristina Minnick, and Laura Starks find that CEO tournament pay struc
ture—measured by the gap or ratio between CEO pay and the pay of the next highest-
paid executives—associates positively with power distance and with measures of a 
society’s perceived desirability of income inequality and competition from the World Val
ues Survey.112 Stephen Bryan, Robert Nash, and Ajay Patel examine another prominent 
feature of executive compensation that focuses on incentivizing executives.113 These au
thors observe, while controlling for the legal environment, that the relative use of equity-
based compensation associates with individualism (positively) and with uncertainty avoid
ance (negatively)—namely, with a cultural environment that is compatible with sharehold
ers’ interests and entrepreneurship more generally.

(p. 151) 3.6 The Board of Directors

The board of directors is the epicenter of power relations in the corporation. It is there
fore a key component in firms’ corporate governance. At first glance, the board is a uni
versal phenomenon. Companies have invariably had boards at least since the East India 
Company was chartered in 1600. Doctrinally, the board of directors holds the power to 
manage or direct the management of the company’s business. With various secondary dif
ferences, this is the law in virtually all common-law jurisdictions as well as in other legal 
systems.114 The OECD Principles of Corporate Governance provide a modern rendition of 
the board’s dual mission—namely, to provide strategic advice and monitor the manage
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ment.115 Although they lack legal force and may not precisely reflect the corporate laws 
of all countries, the OECD Principles do reflect a universal consensus on the board’s re
sponsibilities.116

This image of universality may be misleading, however. When one examines national laws 
in more detail, numerous differences emerge, especially with regard to the structure of 
the board (e.g., unitary or two-tiered) and its composition (e.g., worker representation in 
the board).117 Recent research indicates that formal legal differences, regardless of 
whether they are consequential or not, may be just the tip of the iceberg. Both the func
tioning of the board and its structure may also be shaped by informal, cultural orienta
tions. This section reviews current evidence on these issues.

3.6.1 Operation: Board–CEO Relations
Of the two limbs that constitute the board’s dual mission, the responsibility to monitor 
the management has attracted more scholarly attention than has strategic advice. This 
special interest in monitoring likely stems from the prominence of agency theory, which 
underscores the need to monitor corporate insiders lest they utilize their discretionary 
power opportunistically for their personal benefit. Other theories, however, provide dif
ferent accounts of the relations between the board of directors and the top management 
team. These theories adopt perspectives beyond agency, including perspectives based on 
resource dependence, upper echelons, stewardship, social networks, and institutional.118

Among the latter, several theories draw on insights from behavioral science and institu
tional analysis to highlight the role of values, shared beliefs, social norms, and, at bottom, 
cultural orientations in (p. 152) molding the interactions between the board and the CEO 
with regard to both monitoring and strategy setting.119

Craig Crossland and Donald Hambrick have examined the impact that formal and infor
mal institutions exert on discretion at the top management team, particularly by CEOs.120

Managerial discretion exists when managers can choose a line of action from a set of vi
able options. It is a joint product of stakeholder open-mindedness about executive actions 
and stakeholder inability to block objectionable actions. The scope of discretion thus is af
fected by what firm stakeholders perceive as possible and acceptable—in other words, on 
shared beliefs about “what goes with what” or what is “done” or “not done.”

Crossland and Hambrick’s results indicate two underlying institutional factors (“themes”) 
that are positively linked to managerial discretion. One factor consists of individualism 
and looseness; the other factor combines informal and formal institutions as well as factu
al circumstances—namely, uncertainty tolerance (reversed uncertainty avoidance), com
mon law legal origin, employer flexibility, and ownership dispersion. These factors reflect 
the degree to which a country allows individuals to take unilateral, idiosyncratic actions 
and the degree to which a country tolerates bold, deviant, and risky actions.121

Drawing on these insights, Crossland and Guoli Chen examine the institutional factors 
that may lead to greater executive accountability in the form of CEO dismissal in the 
wake of poor financial performance.122 These authors find that CEOs are more likely to 
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be thus dismissed in countries where managerial discretion is higher, where financial per
formance measures are more meaningful, for example due to lower earnings manage
ment, and also where the legal system has a common-law origin.

These findings weave together several threads that this chapter has already identified. 
Corporate governance operates differently in different institutional environments in one 
of its most important tasks. Post-failure CEO dismissal is a particular social norm of ac
countability that serves to regulate agency problems in firms in a context that is notori
ously resilient to formal legal regulation.123 This norm depends on another social norm 
regarding managerial discretion, on yet another social norm dealing with earnings man
agement, and on the general style of the legal system. The latter institutions in turn draw 
on fundamental cultural orientations that promote entrepreneurship as they emphasize 
individual autonomy and tolerance of uncertainty. Thus, we have here a pyramid of norms 
in which each stratum interacts with and is conceptually compatible with strata above 
and below it.124

(p. 153) 3.6.2 Composition: Board Diversity
Until not too long ago, a typical US board was dominated by white, mid-fifties, wealthy 
male executives who were predominantly Protestant and Republican.125 From a contem
porary comparative perspective, however, boards around the world today exhibit at least 
some diversity in terms of non-executive (independent) members, gender composition, or 
employee representation, often due to legal requirements. The composition of boards has 
attracted special attention, and diversity in board composition is subject to heated de
bates.126 Social activists have been calling for even greater gender and ethnic diversity, 
and policy makers have not been oblivious to these calls, especially in Europe.127 To para
phrase von Clausevitz on war, legal regulation of board composition has been and re
mains the continuation of politics by other means.128 The political skirmishes in Europe 
over board diversity echo a stream in the corporate governance literature that argues 
that political forces have stood behind many major corporate governance reforms.129 

Legal reforms in Europe with regard to gender diversity in fact were not confined to 
boards but have also encompassed political parties.

Culture’s role in shaping board composition should be analyzed against this backdrop. Ex
tensive research, both theoretical and empirical, shows that the ways boards fulfill their 
mission are endogenous. What the board in fact does and how it is structured in a partic
ular firm may be both a cause and an outcome of other factors, including the firm’s indus
try, its stage of development, its financial needs, the individuals in the top management 
team and on the board itself, and so forth.130 Informal institutions would be a potentially 
important part of this setting—again, functioning both as constraints and as motivators 
(“isomorphic pressures” in the sociological parlance) for molding board composition to 
accommodate shared values and beliefs.

From a comparative vantage point, cultural orientations thus stand out as factors that 
may exert a differential effect on board composition in different countries. For example, a 
cultural emphasis on egalitarianism likely will buttress social norms on gender equality 
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that would facilitate a higher female presence on boards as well as in other institutions—
e.g., (p. 154) parliaments. Western Europe indeed provides a good example for such an in
stitutional environment, as it scores particularly high on egalitarianism on average and 
boasts several interventionist pro-gender-diversity initiatives. Similarly, higher egalitari
anism may encourage employee representation in boards as a constituency that is also 
vulnerable to firm performance, in addition to shareholders. Western Europe again comes 
to mind.131 In societies that emphasize entrepreneurship more, which would be reflected 
in higher individualism, lower uncertainty avoidance, and lower harmony, we would ex
pect board composition to be aligned with (outside) shareholder interests—e.g., by having 
more independent directors.

Plausible as these hypotheses may seem, relatively little research thus far has addressed 
the role that culture might play in determining board composition. Jiatao Lee and Richard 
Harrison find that the percentage of outside directors in boards of multinational firms 
from 15 countries correlates positively with uncertainty avoidance, individualism, femi
ninity, and power distance.132 (Except for femininity, similar links were observed for a ten
dency to consolidate the CEO and Chair positions.) Consistent with the view of boards as 
endogenous institutions, these findings suggest that the structure of the corporate lead
ership body also conforms to cultural orientations. These authors did not control for legal 
requirements, however. That the observed correlations differ from those hypothesized 
above may suggest that in the sample firms, outside directors do not care solely for out
side shareholders but rather for a broader set of stakeholders, who might be less enthusi
astic about entrepreneurial strategies.

Johanne Grosvold reports that the percentage of women in the boards of firms from some 
50 countries correlates positively with power distance and negatively with uncertainty 
avoidance, controlling for a set of country- and firm-level factors, though not for legal 
ones.133 Grosvold and Stephen Brammer separately examine national average percent
ages of women on boards across regions classified by culture, legal origin, or other insti
tutions.134 Although these authors claim that cultural and legal factors appear to play the 
most significant role in shaping board diversity, their findings do not lend themselves to 
coherent interpretation.

3.6.3 Structure: Director Networks
In recent years, there has been a flurry of studies on corporate governance and social 
capital as embodied in social networks. Research thus far has focused on director net
works, in which board members also serve as CEOs or as board members in additional 
companies.135 It appears that director networks work as advertised, according to social 
capital theory, to (p. 155) facilitate information exchange as well as mutual commitment 
and trust.136 In some cases this may prove helpful for attaining strategic resources such 
as information on growth opportunities or outside managerial talent.137 More extensively 
connected, and hence more powerful, independent directors are economically and statis
tically positively correlated with shareholder valuations, possibly because more socially 
powerful independent directors have better information and more influence.138
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The upshot may also be detrimental to the interest of the company and of its outside 
shareholders, however. Several studies have associated more extensive director inter
locks with higher CEO pay and with less performance-sensitive CEO pay and tenure, indi
cating reduced monitoring.139 Among other things, social acquaintances may engender 
these adverse effects through compromising the efficacy of formally though not actually 
independent directors140 or through propagation of bad practices such as option backdat
ing.141

Assessing the relations between culture and board structure in terms of social network 
configuration begins with the observation that social networks undergird groups. Social 
networks constitute one’s location in the group and one’s linkages with other group mem
bers. Social networks, however, are merely a structural concept. They are devoid of con
tent meaning, shorn of any normative implications. In the corporate governance context 
of board structure, individual board members have power that calls for social regulation. 
They can follow several lines of action that may sustain multiple equilibriums. This is 
where (p. 156) culture comes into play. When one is embedded in a particular cultural en
vironment, one takes for granted “what goes with what” in light of the values and beliefs 
that one shares with other societal members. Holding a position with a high level of cen
trality in a network of board members or being located in a structural hole of such a so
cial network thus may entail different implications in different cultures. In sum, social 
capital is also culturally contingent for board members.

The relations between the individual and the group are the primary issue that every soci
ety needs to address. Societal stances on this issue consitute the most fundamental social 
institution. These stances are captured by their location on Hofstede’s individualism/col
lectivism dimension and in Schwartz’s autonomy/embeddedness. As noted, the autonomy/
embeddedness and individualism/collectivism dimension overlap conceptually to a de
gree. Both concern relations between the individual and the collective and both contrast 
an autonomous with an interdependent view of people. However, the dimensions also dif
fer. For instance, individualism implies self-interested pursuit of personal goals while self
ishness is not a characteristic of cultural autonomy. Collectivism more than embedded
ness highlights ingroup boundaries as delineating the scope of unquestioning loyalty. The 
correlation between these dimensions is substantial but far from complete.142

Research on culture’s consequences for social networks is in its infancy at this stage. 
Scholars have pointed out the importance of individualism versus collectivism for social 
network analysis, contrasting Western (usually North American) culture with East Asian 
(usually Chinese) culture. A related concept is the very elaborate set of relational norms 
known as guanxi, which traces its roots to Confucian philosophy and calls on individuals 
to cultivate the right guanxi through extensive, continuing exchanges.143 For instance, 
the scope of people that one might trust seems to be substantially narrower in Confucian 
countries than in Western countries.144 This is consistent with a collectivist view of in
group members only as trustworthy, whereas people in individualistic cultures are less 
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likely to hold such a bifurcated view of “most others” for purposes of the “generally 
speaking question” on trust.145

Business organization scholars are beginning to investigate whether the wisdom of social 
capital in terms of centrality and structural holes (or similar concepts from the current 
terminological thicket) applies equally in collectivist cultures.146 The basic idea, as Zhix
ing Xiao and Anne Tsui put it, is that “[p]eople who stay at the boundary of two ingroups 
tend to be distrusted by both groups—both ingroups are likely to regard them as out
group members who do not deserve ingroup treatment . . . Simple and dense networks 
that represent clear group membership, rather than networks full of structural holes, 
constitute resources for social actors.”147

(p. 157) Applying these insights to corporate governance implications of board structure 
may require careful consideration before extant evidence of the sort mentioned above 
could be extended to other cultural settings. In doing so, attention should be paid to the 
dual mission of the board—namely, of strategic advice and of monitoring. The strategy 
task revolves around board members serving as sources of out-of-firm information and 
similar resources thanks to external background or linkages. The monitoring task crucial
ly hinges on a certain detachment between directors—especially independent directors—
and firm insiders. As the very notion of being “independent” or “external” entails differ
ent repercussions in cultures high on collectivism and embeddedness, we should expect 
such directors to fulfill their tasks differently. Furthermore, since boards are endogenous 
institutions, we should expect their composition too to reflect the different cultural envi
ronment. Outside board members with multiple directorships may not be able to provide 
valuable information because nobody will supply them with such information, which is re
served for ingroup members. The Japanese family firm practice of adopting adult execu
tives suggests the extent to which societies might go to “familiarize” managers with the 
firm and its controlling shareholders.148 On the other hand, such board members might 
prove to be better monitors if they feel less pressure to socialize within the firm and be
come part of the ingroup.149

The above conjectures are preliminary hypotheses that warrant further theoretical devel
opment and empirical testing. In tandem, these cultural differences call for careful as
sessment of legal measures intended to improve corporate governance by imposing “true 
and tested” fiduciary duties inspired by common-law sources.150 A standard common-law 
duty of loyalty requires any fiduciary, directors included, in the strongest of terms, to act 
in absolute disinterestedness. Practical issues of implementation aside, such a duty is 
premised on a view of people as autonomous entities, in line with cultural individualism 
and autonomy. Such a legal duty may not sit well with a social norm of guanxi in a board 
whose members maintain extensive relations with other members in the company.
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4 Conclusion
This chapter has surveyed the literature on culture, law, and corporate governance with a 
view to establishing the importance of considering both formal (legal) and informal (cul
tural) institutions in the analysis of corporate governance systems. It is hoped that that 
goal has been met with some success. In an early paper that called for adopting the cul
tural value dimension framework for such analyses, I referred to culture as “the mother 
of all path dependencies.”151 The body of scholarship that has since accumulated seems 
to support the contention made at that time: “At the risk of stretching the mother 
metaphor a little bit, it can be argued that culture may indeed be perceived as an old 
mother. It knows a lot, but some of (p. 158) this knowledge might be obsolete today; it is 
sometimes nagging; it will resist change unless absolutely required. Most importantly, it 
must not be ignored.”

More work can be done toward revealing additional facets of the relations between corpo
rate governance and culture. Institutional environments in Asia (again, think China) and 
even in Europe differ markedly from those that prevail in English-speaking countries. Un
derstanding these environments will help policy- and lawmakers to develop corporate 
governance systems more effectively. To achieve this goal we will need to advance our 
knowledge beyond observing correlations of the sort that was reviewed here toward a 
more elaborate understanding of the relations between law and culture. Looking to the 
road ahead, it is fitting to conclude this chapter with a contemporary quotation from 
Michael Bond, who together with Hofstede and Schwartz, is among the founders of mod
ern cross-cultural research:

Hypothesizing that this or that Chinese population should be higher (or lower) 
than mainstream Western norms on this or that construct because this particular 
Chinese societal context is higher (or lower) than that other comparison context 
on Hofstede’s, House’s, Schwartz’s, Inglehart’s, or Leung and Bond’s national-lev
el “cultural” dimension of X will not make the cut—there are simply too many 
ways to challenge such results, even if confirmed. . . This kind of simplistic, 
straightforward work informed the earlier cataloguing period of diverse phenome
na, which was characterized as the “Aristotelean” era of the cross-cultural disci
pline. . . That was a time for documenting differences in organizational phenome
na across cultural groups, a time for establishing the potential of the cross-cultur
al enterprise. That agenda was met and, in our opinion, that time has now 
passed.152
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Abstract and Keywords

This chapter examines corporate law and governance from a behavioral perspective. It 
begins with an overview of the growing body of behavioral knowledge and its impact on 
the core assumptions of the agency theory. It then goes on to consider a number of specif
ic areas of corporate law and governance where behavioral perspectives are particularly 
relevant, with particular emphasis on rule making. The chapter also explores how the 
board of directors performs, along with modern executive compensation systems, often in 
the form of performance-based pay. Finally, the chapter turns to the interaction between 
executives, non-executives, and (institutional) investors in corporate governance.
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1 Introduction
LAW and lawyers traditionally have been rather self-occupied. The study of law focuses on 
the law as a world in and of itself. To understand it, one must understand key legal con
cepts that have specific meaning within the law, that generate consequences in law, but 
also how law and rules are made and applied in specific circumstances, and the funda
mental, immovable principles as well as the dependent, context-sensitive principles that 
govern these processes. Unalienable legal notions such as justice and fairness form part 
of this understanding of law upon which specific rules and decisions are based and which 
can even limit the application of specific rules. Lawyers, courts, and legal scholars en
gage in a constant process of ordering these legal concepts, deducing appropriate rules 
and decisions, seeking consistency and predictability or criticizing the lack thereof, and 
sometimes pleading or deciding to change course fundamentally because reality has 
moved on and requires a new approach. In those latter cases one can see a glimpse of the 
connection between law and reality that the legal process itself often obscures.
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In such an inwardly looking legal environment there is little need for lawyers, lawmakers, 
judges, and legal scholars to have a deep understanding of the reality that is touched by a 
legal rule or decision. Legal education and legal research as a result also primarily focus 
on (deepening the) understanding (of) law, legal concepts, and practices from this intrin
sic perspective. The economic analysis of law (“Law & Economics”) has forced the law to 
open up to an outside-in perspective. The economic analysis of law questions whether fea
tures of the law are economically efficient in terms of maximizing social wealth. Legal 
rules and case decisions may be consistent, predictable, and even fair, but if they do not 
facilitate that goods and services end up with those who value them the most, these rules 
and decisions are not economically efficient and therefore, from an economic perspective, 
should be changed. (p. 160) This has forced lawyers to rethink what the objectives of the 
law actually are and how it can be demonstrated that these objectives are met.

The economic analysis of law has been criticized severely by lawyers (“economic efficien
cy is not the only or most important end of law,” “economic analysis of law requires a set 
of simplifying assumptions that determine the results of the analysis and therefore cannot 
be applied to real-life situations,” “economic analysis cannot value properly such intrinsi
cally legal notions as fairness and justice,” and “economic analysis of law reduces law to 
an instrument to achieve objectives outside law, destroying the built-in integrity of law”).1

Nonetheless it has become the dominant approach to law, particularly in the field of cor
porate law and corporate governance.

Much of the economic analysis of corporate law and corporate governance that we have 
seen is methodically mathematical, seeking to establish significant correlations between 
data. This may blind us from seeing that economics is basically an attempt to understand 
human behavior. At its core is the presumption that human beings act as rational econom
ic agents acting in their self-interest. Theories are based on this presumption that have 
had a profound influence on the understanding of corporate law and corporate gover
nance, the most significant of which is the agency theory. This theory positions managers 
of a company as agents on behalf of shareholders, who, as residual claimants, are the 
principals. As rational actors, managers will pursue their own interests, which are not 
necessarily in line with the interests of the principals, and this perspective has created 
the dominant approach to corporate law and corporate governance. Agency theory sug
gests that it is the purpose of corporate law and corporate governance to deal with this 
“agency problem” in order to ensure that the interests of shareholders as principals are 
sufficiently protected. The focus has been on the rights shareholders should be able to ex
ercise, on the monitoring of executive directors by non-executive directors and by exter
nal auditors, on executive remuneration that seeks to align the interests of executive di
rectors with the interests of shareholders, and on takeover bids as a mechanism to disci
pline executives. These have also become the dominant themes in the legal analysis of the 
corporate setting. This, in its turn, has determined to a large extent the extensive regula
tory agenda in the field of corporate law and corporate governance of the last decade and 
a half.
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In more recent years the key assumption of the homo economicus acting rationally in his 
self-interest has been challenged by academics from other behavioral fields and also by 
economists who have taken on the insights from these other fields to develop the study of 
behavioral economics. Academics from fields such as psychology, neuropsychology, neu
rology, evolutionary psychology, sociology, and philosophy have started to challenge the 
assumptions underlying economic as well as legal theorizing.

The field of behavioral studies is enormous and quickly expanding. In this chapter I will 
not make an attempt to capture all behavioral insights that potentially are relevant for 
corporate law and corporate governance. I will first set out how the growing body of be
havioral knowledge affects the core assumptions of the agency theory, which renders it at 
best an incomplete approach to corporate law and corporate governance (section 2). I will 
then address a number of specific areas of corporate law and corporate governance 
where (p. 161) behavioral perspectives are particularly relevant. In section 3, I will ad
dress behavioral perspectives relevant to rulemaking in corporate law and corporate gov
ernance. These are particularly relevant as after the governance crisis and financial crisis 
we saw a general tendency to increase (mandatory) rules to enforce responsible human 
behavior in corporate and financial affairs. The regulatory push completely ignores what 
rulemaking does to people’s sense of responsibility for their behavior. In section 4, I take 
a closer look at how to understand board performance. The agency theory has triggered 
an expanding field of financial economics, seeking to correlate elements of boards and 
their composition as regulated in law to company performance. This is one of the core is
sues of the current corporate governance debate. However, none of this research can tru
ly explain how boards perform. This would require opening the black box of the board 
and asks for different, behavioral methods of research.

Section 5 will deal with modern executive remuneration systems, typically in the form of 
performance-based pay. This seeks to align interests of executives with those of share
holders but is based on flawed mechanical assumptions about human performance.

2 Agency Theory and its Defects
The core idea of agency theory, that managers as agents for shareholders as principals do 
not necessarily have the interests of shareholders at heart when they take decisions as 
managers of the company, comes across as sensible. It is a relevant insight for anyone 
who is interested in relationships within the corporation and it poses relevant regulatory 
questions on how to deal with the principal–agent conflicts in corporations. In fact, corpo
rate law has dealt with agency problems since its incubation and well before anybody 
framed the potential conflicts of interests between managers and shareholders, or be
tween controlling shareholder and minority shareholders, as agency problems. Econo
mists have sought to understand and calculate the agency costs triggered by these 
agency relationships, for example the costs of measuring a manager’s performance, the 
costs of monitoring and bonding activities, the costs of receiving information on the 
manager’s behavior, etc. Elements of corporate law are then judged by their tendency to 
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reduce these agency costs. The more they do, the more efficient in economic terms they 
are. In order to be able to make those calculations, the theory in an effort to simplify 
things, takes two crucial starting points: (1) a manager as agent makes rational decisions, 
and (2) a manager always maximizes his own economic gains.2 This is where the econom
ic approach, for the sake of being able to build a model that allows for more or less 
straightforward calculations, takes an absolute turn that does not reflect how people real
ly behave.

From a behavioral perspective criticism can be raised against the agency theory.

(p. 162) 2.1 Not that Rational

A vast and expanding body of research suggests that we are not the rational decision 
makers that agency theory assumes. Our rationality is bounded. Our judgment and think
ing, based on information that we are aware of, are limited and biased in systemic, pre
dictable ways.3 But our awareness is bounded as well, which prevents people from notic
ing or focusing on useful, observable, and relevant information. Finally, our ethicality is 
similarly bounded by psychological processes, leading to questionable behavior by indi
viduals who contradict their own preferred ethics.4

People rely on a number of simplifying strategies, or heuristics, when making decisions. 
Heuristics help us to make sense of complex situations in which we need to make deci
sions. Most of the time we do this intuitively, without any special thought. Kahneman and 
others have made the distinction between System 1 and System 2 in the mind.5 System 1 
operates automatically and quickly, with little or no effort and no sense of voluntary con
trol. System 2 allocates attention to the effortful mental activities that demand it, includ
ing complex computations. In most situations our System 1 thinking is quite sufficient. 
System 1 thinking, among others, allows us to detect that one object is more distant than 
another, orient the source of a sudden sound, answer 2 + 2 = ?, and drive a car on an 
empty road. Errors in our thinking occur frequently in System 1 thinking. These errors 
are called biases. Numerous cognitive biases have now been identified.6 Some of the best 
known, and also relevant to decision making by managers and boards, are the overconfi
dence bias (the tendency to underestimate risks and overestimate own abilities)7; the es
calation of commitment bias (the tendency to increase investment in a decision based on 
cumulative prior investment despite evidence that the cost of continuing outweighs its ex
pected benefit)8; the availability bias (the tendency to believe that events in vivid memory 
have a higher probability of occurring than they actually have)9; the self-serving bias (the 
tendency to attribute success to personal factors and failures to external factors)10; the 

loss-aversion bias (the tendency to value avoiding losses more than the prospect of 
gains)11; and the confirmation bias (the tendency to search (p. 163) for and accept as valid 
or true information that confirms prior held beliefs or preferences).12 Some of the System 
1 biases are so strong that they prevent attentive, effortful System 2 thinking to correct 
them. Kahneman says: “The best we can do is a compromise: learn to recognize situations 
in which mistakes are likely and try harder to avoid significant mistakes when the stakes 
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are high. The premise of this book is that it is easier to recognize other people’s mistakes 
than our own.”13

People are constantly at risk of finding themselves overwhelmed by too much informa
tion. To protect themselves against this overload, people consistently engage in informa
tion filtering, much of which is carried out unconsciously and automatically. Sometimes 
this leads to inattentional blindness. A popular example is the clip of the “moonwalking 
bear” passing through two teams of basketball players that goes unnoticed to the vast 
majority of viewers.14 Similarly, people have a tendency not to notice change in their 
physical environments, as is shown by the “colour-changing card trick.”15 Inattentional 
and change blindness are likely also to occur in realms outside visual perception.16 

Focalism or the focusing illusion is the tendency of people to overestimate the degree to 
which their future thoughts will be occupied by an event on which they focus. Or as Kah
neman says it: “Nothing in life is as important as you think it is when you are thinking 
about it.”17

Our moral judgments are also subject to flaws in our thinking process. People have an in
nate ability to maintain a belief while acting contrary to it. There is also a tendency to 
evaluate one’s own moral transgressions differently than those of others, applying a self-
serving double standard. People tend to focus more on their contribution to a joint effort 
than on the efforts of others. Organizational practices and language can contribute to eth
ical fading, framing decisions, for example, as business decisions rather than ethical deci
sions. Cognitive busy participants in a study were more likely to cheat on a task than less 
overloaded participants.18 As long as we cheat by only a little, people also tend to ratio
nalize their behavior so as to benefit from cheating and still maintain a view of them
selves as honest people.19

It is good to note that not only managers as agents are subject to bounded rationality, 
bounded perception, and bounded ethicality, but also those who take positions as moni
tors of managers on the basis of the argument of agency theory, such as non-executive di
rectors and external auditors. The same systemic biases and social pressures may cloud 
the professional judgment of non-executives.20

(p. 164) Cognitive errors may have played a crucial role in governance and financial 
crises. Ben-David, Harvey, and Graham found that companies with overconfident CFOs 
apply lower discount rates to value cash flows, use more debt, and are less likely to pay 
dividends.21 Schrand and Zechman found that overconfident executives are more likely to 
initially overstate earnings which start them on the path to growing intentional misstate
ments or frauds.22 The availability bias makes us forget after a while that every now and 
then a big crisis will happen and think that now it is different, which is confirmed by 
every day and year of good financial performance.23 The loss aversion bias may have con
tributed to the collapse of Lehman Brothers. Dick Fuld, CEO of Lehman Brothers, held a 
capital interest in Lehman Brothers that at one time was valued at $475 million. In the 
last year leading up to the collapse of Lehman Brothers, Fuld decided to increase the ex
posure of Lehman Brothers to toxic mortgage-backed securities, at the same time spend
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ing hundreds of millions on share buybacks, exposing the company and its shareholders 
to ever more risks.24 Kahneman and Tversky found that people are risk-seeking when all 
the options are bad. If given the option to choose between getting €900 for sure or having 
a 90% chance of getting €1,000, most people would choose to get €900 for sure. The sub
jective value of a gain of €900 is more than 90% of the value of a gain of €1,000. But if 
given the option to choose between losing €900 for sure or having a 90% chance of losing 
€1,000 most people choose the 90% chance of losing €1,000. The sure loss is very aver
sive and this drives us to take the risk.25 Skin in the game may be a good thing when all 
the options are good, but may lead to disaster if the options all become bad.

2.2 Not that Selfish

The assumption that the agent always maximizes his own wealth has also been criticized 
in behavioral studies. Numerous studies point out that in given situations where a ratio
nal self-interested choice would lead to taking a certain decision, the majority of people in 
fact take the opposite decision. The well-known prisoner’s dilemma is a case at hand. Two 
suspects are put in separate prison cells. Each is told that if neither of them confesses 
they will both be charged with the crime and be sentenced to one year in jail. Each pris
oner is also made an offer: if he decides to confess and to implicate the other, he will go 
free while the non-confessing partner will be sentenced to 15 years in jail. Finally each of 
them is told that if they both confess both will be convicted and sentenced to ten years in 
jail. A rational choice for each of the two prisoners is to defect and get a lower sentence 
than when not defecting, which is true regardless of whether the other prisoner defects 
or not. But in reality people often choose to cooperate. This has been demonstrated in 
hundreds of studies.26 Similarly, (p. 165) in ultimatum games two players need to decide 
how to divide a sum between the two. The first player makes a proposal to the second 
player who can either accept or refuse. If the second player rejects, neither receive any
thing. If the second player accepts, the money is split according to the proposal. If the 
proposer would be a rational and purely selfish homo economicus he would offer the low
est amount possible. If the responder would act as a true homo economicus he would ac
cept the lowest amount that can be offered. But in reality the proposer often offers a sub
stantial portion of the stakes, most frequently half. And the responder often rejects the of
fer when it does not provide him with a substantial portion of the stakes, typically reject
ing offers below 30%.27

Many of these and other social dilemma games have been played and studied under a 
wide variety of conditions. They show that people routinely act unselfishly, sometimes 
sacrificing their own payoffs to increase others’ (altruism), sometimes to hurt others 
(spite).28 The cooperative behavior of people has been studied at length, by academics 
from different fields. For example, the volume Moral Sentiments and Material Interests, 
edited by Herbert Gintis and others,29 provides an overview of research in economics, an
thropology, evolutionary and human biology, social psychology, and sociology dealing with 
the theoretical foundations and policy implications of cooperative behavior. It is clear that 
forms of reciprocity play a crucial role. Weak reciprocity may occur in the case of repeat
ed interactions between people, when factors such as individual reputation and punish
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ment of norm violators play a role. Under those conditions reciprocity may actually be 
seen as a form of self-interest. But numerous experiments indicate that people also dis
play strong reciprocity in non-repeated sessions: acting kindly to actions that are per
ceived to be kind and in a hostile way to actions that are perceived to be hostile, both at 
the cost of personal gain. Many people exhibit strong reciprocity but not everybody. Most 
studies indicate that a substantial number, but not the majority, of people behave in a 
purely selfish way.30 The results of these experimental studies are also culturally robust in 
the sense that in no culture is the canonical model of self-regarding behavior supported. 
The level of behavioral variability across cultures, however, is considerable. Differences 
between societies in levels of market integration and cooperation in production may ex
plain about half of this behavioral variation.31 These authors dryly note that the Law & 
Economics analysis, with its abstraction from reciprocity and other non-self-regarding 
motives, limits its general relevance.

Many economists have now accepted that the assumption of the rational, personal wealth 
maximizing homo economicus may help economic modeling but has at best only limited 
relevance for understanding human behavior and developing policy decisions.32 Jensen 
and (p. 166) Meckling themselves have said that “the economic model is, of course, not 
very interesting as a model behavior. People do not behave this way. In most cases use of 
this model reflects economists’ desire for simplicity in modeling; the exclusive pursuit of 
wealth or money income is easier to model than the complexity of actual preferences of 
individuals”.33

2.3 Social Context Matters

In yet another aspect, the agency theory is too limited a theory on which to base a full un
derstanding of human interaction in the corporate environment. The agency theory focus
es on the pursuit and control of individual agency, not taking into account the social con
text in which such agency takes place. Individuals operating in that social context form 
interpretations of the social context, which in turn are socially constructed or constituted. 
Westphal and others have undertaken extensive research on the social situations in which 
corporate governance actually takes place, such as social relationships, networks, and in
stitutions that shape individual agency, which becomes contingent on this social context. 
They note also that an individual’s socialization and cumulative personal experiences de
fine what the individual conceives as situationally possible, thus both enabling and con
straining the agency of the individual.34 Westphal, for example, found that increases in a 
board’s social and structural independence from management motivated CEOs to engage 
in ingratiating behavior toward independent directors, essentially neutralizing the effects 
of board independence on a variety of corporate policies ranging from the level and form 
of executive compensation to corporate diversification strategy.35 Similarly, research has 
demonstrated that increases of institutional investor ownership prompted CEOs to en
gage in ingratiatory behavior toward institutional fund managers, which in turn alleviated 
pressure from institutional owners to adopt a variety of corporate governance reforms.36

Others claim that the greater the CEO’s power over the board, the greater the demo
graphic similarity between the CEO and his/her successor, while board power over the 
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CEO predicted demographic similarity between the CEO’s successor and outside direc
tors.37 Westphal and Bednar found a systemic tendency for outside directors to underesti
mate the extent to which fellow directors shared their concerns about the firm’s corpo
rate strategy when firm performance had been relatively poor.38 This pluralistic igno
rance would be especially severe when the board was relatively diverse. Likewise, more 
recent scholarship establishes that security analysts systemically underestimated the ex
tent to which fellow analysts shared their reservations about (p. 167) stock repurchase 
plans, inhibiting them from responding negatively to the adoption of new plans, despite 
accumulating evidence that repurchase plans are often not implemented.39 The impact of 
the gradual acceptance of the agency theory as the dominant theory in corporate gover
nance has also been studied by these researchers. For example, they find that relatively 
negative appraisals by security analysts in the form of less optimistic earnings forecasts 
and less positive stock recommendations prompted powerful corporate leaders to symbol
ically conform to the agency theory prescriptions by increasing the board’s formal inde
pendence from management without increasing the board’s social independence (i.e., ap
pointing directors who lacked formal ties to top managers but who were friends of the 
CEO).40 Another study comes to the same result following negative media coverage.41

None of these social factors that impact the way executives, non-executives, investors, 
and analysts interpret the relevant context for their decision making and their actual be
havior are taken into account in agency theory based on individual agency of a rational 
self-regarding agent.

2.4 Groups Matter Too

A specific social context that is key in corporate governance is the context of the group or 
team within which individuals function. In particular, the board of directors plays a key 
role in corporate governance and is typically thought of as, and in reality consists of, mul
tiple participants. Also at executive level, although there is a wide variety in size of execu
tive teams and single person (CEO) dominance across countries, to a large extent the ex
ecutive function is a team effort. Key corporate decisions, therefore, are typically not the 
result of individual decision making but of group decision making. Agency theory does 
not shed light on the particularities in decision making by groups.

Cognitive psychologists have long studied the benefits of group decision making versus 
individual decision making, recognizing that in real life many decisions are taken by 
groups.42 In a number of studies, groups appear to be better decision makers than indi
viduals. Groups have advantages in information processing, by having superior memories 
for information, by having access to more information, which is then exchanged through 
discussion, and by processing information more thoroughly through discussion. These ad
vantages of groups over individuals may in particular help to overcome the bounded ra
tionality, bounded perception, and bounded ethicality problems that individuals face. On 
the other hand, the (p. 168) group context creates its own dynamics as a result of which 
the quality of decision making can deteriorate. Groups typically spend more time on ex
amining information that two or more members have in common than on examining infor
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mation that only one member brings (shared information bias). Groups tend to suffer 
even more than individuals from the confirmation bias, the tendency to search for and ac
cept as valid or true information that confirms prior held beliefs or preferences. Groups 
often do not urge restraint but polarize; they amplify either riskier or more cautious 
strategies. Pluralistic ignorance occurs in groups: members believe their own views or 
concerns deviate from the rest of the group’s views and then seek to conform to what 
they believe to be the group’s views. Within groups, conflicts may arise, which prohibits 
the group from taking the best decision. Finally groupthink may arise where the group 
values consensus and unanimity more than reaching the best possible decision. Symp
toms of groupthink are overestimation of the capabilities of the group, closed-minded
ness, and pressure toward uniformity.

Looking at all the evidence of behavioral studies, undermining the absoluteness of the 
principal elements of agency theory of rational self-interested wealth maximization, and 
adding the social and group contexts as additional influences on behavior and decision 
making, it should be clear that agency theory is indeed an incomplete model for the be
havior and decision making of key actors in the corporate setting. Agency theory captures 
an essential but limited part of the complexity of the behavior of corporate actors that 
corporate law and corporate governance seek to regulate. The conflict of interest that is 
central to the agency theory is real in the sense that in every corporate setting the 
agents’ behavior may be determined more by their self-interest than the interest of the 
corporation or its shareholders. That, however, does not mean to say that this is always 
the case, and that their behavior will always be to the detriment of corporate well-being. 
Agency theory cannot explain when, under what circumstances, and why it is more or less 
likely that the inherent conflict of interests indeed leads to the detrimental behavior of 
the agent. Nor can it explain when, under what circumstances, and why certain corporate 
regulatory mechanisms that seek to contain this conflict work well or not so well. It 
should therefore not be the sole theoretical basis for perceiving governance problems and 
designing regulatory or non- regulatory solutions to those perceived problems. Agency 
theory is incomplete and should be supplemented, at least, with insights from behavioral 
studies.

By unconditionally accepting the agency theory and its principal components, lawyers 
may make the same mistake economists made when they borrowed from physics to shore 
up the scientific level of their studies. Economists borrowed from nineteenth-century 
physics notions such as equilibrium and compared value in economics to energy in 
physics in order to be able to make mathematical predictions of economic behavior. 
Physics moved on in the twentieth century, challenging equilibrium thinking with com
plexity notions and complementing Newtonian action-and-reaction concepts with quan
tum mechanical perceptions of the world. Mainstream economics did not follow the evolu
tion in physics but kept on bending, stretching, and updating its theories to keep them 
running, and by doing so became ever further removed from real life. Over the last five 
decades a number of academics from various academic disciplines, such as Herbert Si
mon, Daniel Kahneman, Amos Tversky, Richard Thaler, Herbert Gintis, George Akerlof, 
and Dan Ariely, have studied and amended our understanding of human behavior and de
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cision making, developing the field of behavioral economics. However, in the field of cor
porate law and corporate governance, much of the behavioral insights developed seem to 
remain unnoticed, with some (p. 169) exceptions.43 Instead, the economic approach to cor
porate law and corporate governance is based on the traditional, outdated model of man 
as the rational, self-interested actor. It may be that legal scholars are particularly attract
ed to applying the agency theory to corporate law and corporate governance because law 
is often and predominantly concerned with preventing things going wrong and seeking 
redress (punishment, compensation) when they do. This naturally fits with the agency 
theory, which presumes that agents are out there acting for themselves, to the detriment 
of principals. Oliver Wendell Holmes in his famous speech “The Path of the Law” put it 
like this: “If you want to know the law. . . you must look at it as a bad man, who cares only 
for the material consequences which such knowledge enables him to predict, not as a 
good one, who finds his reasons for conduct. . . in the vaguer sanctions of conscience.”44

The agency model fits nicely with this bad man presumption. That notion as something 
that the law particularly is interested in is not the problem in itself. But when corporate 
law and corporate governance mechanisms are then evaluated or promoted solely on the 
basis of models applying full rationality and self-interest maximization as assumptions, 
the analysis becomes flawed. This runs the risk of corporate law and corporate gover
nance regulation that precisely does not strengthen but weakens corporate decision mak
ing and responsibility.45

3 Rulemaking in Corporate Law and Corporate 
Governance
The governance crisis of 2001–2003, with a number of high-profile scandals due to gover
nance failures of large listed companies, and the financial crisis of 2007–2009, with finan
cial institutions failing and putting the whole financial system at risk, have led to a surge 
in regulation in the field of corporate governance, through corporate, securities, and fi
nancial regulation. Much of this regulation was promulgated on the basis of the belief 
that irresponsible behavior in the corporate sector and financial sector had caused these 
crises and needs to be addressed through regulation in order to prevent another crisis. 
Much can be said about the forces that push us to respond to every crisis with new regu
lation seeking to fix the system. A large part can be addressed to our need to have control 
over our world or at least have the feeling of control. An illusion of control is preferred 
over a sense of being out of control. Lawmakers feel urged to respond to the outcry of the 
public, falling victim quickly to the perceived need that “something must be done.” Any
thing that validly presents itself as such a “something,” therefore, by some logic of action 
must be done. There is also a strong, often implicit belief that we can indeed cure things, 
improve matters, prevent future mistakes through new rules and processes that we put in 
place. And so every crisis leads to new regulation, piled upon previous regulation that ap
parently was not enough to prevent (p. 170) this crisis from happening. As a result, in 
many areas of society, whether it be education, academia, health care, legal practice, or 
the financial-corporate system there is a sense of being overburdened by regulation, of 
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the primary human practice being overshadowed by the regulations that seek to keep 
those that practice it in the right place, and that actually things are getting worse instead 
of better as a result.

There are a number of problems with this belief in social engineering through regulation 
as the solution to problems in our society.

3.1 Regulatory Crowding Out Effect

Rules have a paradoxical effect on people. More and more rules replace the responsibility 
we feel for our behavior and for the consequences of our behavior to others by the re
sponsibility to comply with the rules. It generates a sense that anything that is not forbid
den or covered by the rules is free territory where anything is permissible and where it is 
not necessary to ponder the consequences to others of one’s behavior. In this way, a regu
latory intervention of certain aspects of the financial or corporate reality through more 
mandatory rules shifts these aspects into a different mental category outside the scope of 
moral reflection. This perverse effect is similar to the crowding out effect of monetary in
centives replacing intrinsic motivation for behavior. This effect was established in the 
well-known case of day care centers that fined parents for coming late to pick up their 
children, which had the effect of more parents coming late. The social norm, including 
feelings of guilt, was replaced by a market norm, the fine became a price to pay so par
ents could decide for themselves whether or not to be late.46 The crowding out effect of 
incentives has also been established in economic relations47 and in relation to legal incen
tives.48 We can speak of a regulatory crowding out effect when new rules and procedures 
seek to address certain specific forms of problematic behavior that were revealed in the 
crisis but then lead people to believe that anything not covered by the rules must be ethi
cally permissible.49 A consequence of this effect is that the more rules apply to the prac
tice we engage in, the more we experience a sort of outsourcing of our responsibility to 
those that make the rules. If our behavior in the not-yet-regulated space is challenged, we 
respond by saying the lawmaker should have made better or more complete rules. The 
same applies to more and more regulatory supervision by, for example, security regula
tors seeking to enforce the rules, which may lead us to believe that if the regulator does 
not intervene, we no longer have to worry about the consequences of our behavior.50 The 
result of the regulatory crowding out effect is that people actually feel less (p. 171) re
sponsible for (the consequences of) their behavior, while the reason for regulatory inter
vention in the first place was the lack of responsibility by various actors in the field re
vealed by the crisis.

3.2 Weakening of our Ability to Make Moral Judgments

A related effect of the increase of rules and procedures, particularly after a crisis, is that 
more and more rules and procedures reduce our ability to make moral judgments. In an 
environment where what we should and should not do is described in detail by rules and 
governed by strict procedures, we run the risk of becoming automatons who mindlessly 
follow the rules and procedures. In doing so we lose the ability to make moral judgments 
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ourselves about the actions we are about to engage in and their consequences for our 
own organization, for its clients, customers, shareholders, and others who are affected by 
these actions. We no longer train our moral muscle, as all we need to know apparently 
has been described in the applicable rules and procedures. We no longer have to think 
about the consequences of our actions; what is not filtered out by application of rules and 
procedures is apparently all right. Thus we lose our practical wisdom.51 One key element 
of the notion of practical wisdom that was developed by Aristotle, who referred to this as 
φρόνησις, is sensitivity to context. In most human practices conflicting demands, inter
ests, principles, circumstances, responsibilities, and views are relevant to deciding what 
action to take. Sound decision taking requires constant balancing of these demands, in
terests, principles, circumstances, responsibilities, and views. There is no way that any 
set of rules can predict in advance how decisions should be taken in each and every con
text that may occur. This requires discretion to balance each of the relevant factors in or
der to decide what the right outcome is in the particular context. The thrust to regulate 
extensively after a crisis reduces this discretion. It imposes certain outcomes from the 
start, typically with only one of the multiple aims or concerns in mind that may be rele
vant. The discretion required to balance these multiple and sometimes conflicting aims 
disappears.52

3.3 Another Paradox: We Like the Rules We Say We Hate

Complaints of overregulation abound in many fields of human practice. Our typical re
sponse to failures and crises appears to be to try to identify causes and design rules and 
procedures that seek to ensure that they will not occur again. In the process, we destroy 
our sense of responsibility, our ability to make moral judgments, and the discretion re
quired to come to balanced decisions. The outcries that the modern regulatory frame
works undermine the professionalism of teachers, academics, doctors, and judges are ex
pressions of these concerns. Yet at the same time, new rules and procedures are designed 
in all these human practices. Often the request to regulate matters more closely comes 
from practitioners themselves. I have experienced this once myself in the field of corpo
rate governance. I was (p. 172) a member of the Dutch Corporate Governance Committee 
that drafted the Dutch corporate governance code in 2003. A first draft was published for 
consultation in the summer of 2003. I discussed the draft with many executives and non-
executives. The general response was that the draft presented an excessively regulatory 
approach to governance and board practices. It contained no less than 113 best practices 
and that was seen to be way over the top. At one point, however, the executives in partic
ular took a fully opposite view. In the draft code we had provided that the board of man
agement as a matter of best practice should declare in the Annual Report that the inter
nal risk management and control systems operated effectively. We were criticized heavily 
for not providing any further rules and processes on the basis of which it would be rea
sonable for a board of management to make such a statement, as a result of which the 
provision created an unacceptable level of uncertainty. They demanded more detailed 
rules before they would accept this provision. The Governance Committee did not yield 
and the provision was included in the final code as best practice provision II.1.4. The pro
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vision continued to raise concerns, partly because of the potentially broad scope of the 
statement. In 2008 it was amended to reflect that the statement relates only to financial 
reporting risks and that only a reasonable measure of certainty was required that the fi
nancial report did not contain mistakes of material substance—current best practice II.
1.5.53

A core psychological concept may explain what happened here. In psychology a distinc
tion is made between a real object and the object representation in the mind. Real objects 
can be observed or understood with day vision; we clearly see or understand them. Real 
objects are for example a car or an iPad, but also relationships such as marriage or team 
membership. Object representations are the representations we make in our mind of 
these real objects, the interpretations and the narratives we generate about them. These 
interpretations and narratives are generated not only on the basis of what we observe 
and understand but also on the basis of our past experiences, the beliefs we build on 
them, and the contexts that we believe to be relevant. These interpretations and narra
tives act as filters, influencing interpretations of future experiences with these real ob
jects. The interpretations and narratives we generate of the objective world are often un
conscious; we are not consciously aware of them. It may take deliberate effort and night 
vision to become aware of these interpretations and narratives.54 The core insight is that 
it is not the objective world that influences us and determines our behavior but how we 
represent and interpret the world.55

Rules as real objects seen with day vision can be described as guidelines, orders, or pro
hibitions relating to our behavior: they tell us what to do and what not to do and some
times how to do it. At a deeper level of understanding, with night vision, we can expose 
that rules offer certainty and comfort. To the extent they take out our personal judgments 
and discretion (rules simply tell us what to do), they also take away our responsibility for 
getting it right when we exercise our judgment and discretion. Rules reduce our fear of 
responsibility, of having to explain to our peers, those that rely on us, and the public that 
we got it (p. 173) wrong when we made a judgment. Rules provide safety in a world full of 
risk. The executives that opposed the in-control best practice provision detected a new re
sponsibility that was imposed on them without the safety of rules and procedures that in
formed them on what they could rely in making such statements. Clear rules would have 
reduced their responsibility. This effect may also explain the general and mechanical ap
plication of many best practice provisions in corporate governance codes: better to sim
ply (without actually doing anything with the provision beyond formal compliance) apply 
these provisions, even if they are irritating, than to have to explain why they are not ap
plied and to be challenged on this explanation.56 We may like freedom of choice and judg
ment, but when this also creates risky responsibility we often prefer rules to tell us what 
to do. By allowing the rules to take over, we effectively hand over our responsibility.

A key notion to grasp from a behavioral perspective is that regulatory intervention itself 
has behavioral effects that may differ entirely from the effects that the intervention seeks 
to achieve. This behavioral perspective is not an argument against any regulation per se 
but should caution us, particularly after a crisis, to analyze carefully whether new rules 
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and procedures can truly be expected to work before they are launched or whether any 
positive effect expected of them is outdone by the weakened sense of responsibility, the 
weakened ability to make moral judgments, and the eroded discretion that also result 
from the new rules.

4 Understanding Board Performance
Building on the agency theory, economic and finance research has focused on trying to 
establish a link between the performance of the firm and aspects of the regulation of 
boards, in particular requirements of independence, expertise, and diversity.57 The prob
lem with this research is that it only looks at input variables of board demographics and 
tries to establish a link between those variables and the outcome variable of firm perfor
mance. This assumes a causational relation between board composition and board perfor
mance on the one hand and between board performance and firm performance on the 
other. Both are very difficult to establish. A wealth of research indicates that research in
to board demographics in relation to firm performance must remain inconclusive if the in
termediating process within the board itself is not researched.58 Agency-based economic 
and finance research has so far ignored the black box of the board process and interac
tion as a key factor in board performance. It typically also focuses solely on the perspec
tive of the non-executive gatekeepers as an indicator of board performance and leaves 
out the primary contribution of the executives who are being monitored. By ignoring the 
internal board interaction among (p. 174) non-executives and between non-executives and 
executives, this research also ignores the human interaction that is the essence of the 
board process. The board as a combination of executive and non-executive directors59 is a 
social, organizational structure allowing people in different roles to cooperate, debate, 
and take decisions in order to achieve specific corporate objectives. Both at the level of 
individual executive and non-executive directors as well as at the level of dynamics of the 
group as a whole, behavior is driven by factors that cannot be discerned or explained by 
the agency theory. They can only be investigated and understood by looking into the black 
box of board interaction, requiring different methodologies, techniques, and concepts. 
Erik van de Loo and I have developed and described a number of concepts and tech
niques for this purpose.60 I summarize them here.

4.1 Board on Task and Board Interaction

In order to appreciate board performance, one has to have an idea of what the board is 
supposed to be doing. A board is on task when it is doing the right things and doing them 
right. Precisely on this matter corporate law and non-binding corporate governance regu
lation, even after a good decade of substantial regulation relating to boards, remain sur
prisingly vague. The notions described in legislation and governance codes typically use 
very broad terms, not clarifying what they in fact require of executives and non-execu
tives. In the absence of clear guidance from the law, boards need to develop and define 
their own role with precision.61 Many organizational theories distinguish two or three ba
sic roles for the board: control, service, and sometimes as a separate role strategy.62
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These theories primarily take the perspective of non-executives to describe the roles of 
the board. In stewardship theory the role of the board is to facilitate and empower man
agement and the CEO to lead the company, rather than to monitor and control them.63

This theory takes the role of the executives as the primary role with the board consisting 
primarily of executive directors. A full understanding of board performance requires ad
dressing both the roles of executives and of non-executives and how these roles relate to 
one another. We have developed a “matrix of board interaction” to discern with more pre
cision in what fields of interaction executives and non-executives can be expected to in
teract and what types of involvement can be distinguished. Corporate hygiene (internal 
risk and control, financial statements), strategy (future (p. 175) direction of the company, 
risks, rewards under uncertainty), performance (current performance monitoring, finan
cial and otherwise), people (role of non-executives as employers toward executives, ap
pointment, dismissal, remuneration), and stakeholders (shareholders, employees, credi
tors, others) are areas where non-executives interact with executives. The involvement of 
non-executives may vary from ratifying (non-executives blessing the outcome of the analy
sis of executives, not supposed to say no), probing (challenging the analysis and outcome, 
substantively and procedurally), and engaging (contributing beyond probing and chal
lenging, adding specific knowledge or experience to the analysis), to directing (non-exec
utives as owners of the process and the content of the decision). These types of involve
ment, each requiring different behaviors from both non-executives and executives, can be 
plotted in a matrix against the fields of interaction. In the field of people, referring to the 
role of non-executive directors as employers of executives, codes and regulation typically 
require non-executives to take a directive involvement. In other fields the minimum re
quired involvement of non-executives is probing, while in practice non-executives may 
still be much more ratifying than probing. In some instances non-executives may have to 
take a directive role in these fields as well, for example in case of suspicion of financial 
fraud or when executives are conflicted, as may be the case in takeover bids. Sometimes 
non-executives can engage beyond probing when they have particular expertise or knowl
edge that may help the executives. This engaging role typically is for non-executives indi
vidually in specific areas rather than as a group.

The matrix of board interaction does not provide a static description of the fields of inter
action and the types of involvement of non-executives. On the contrary, the interaction is 
dynamic by nature from field to field, from time to time, and from company to company.

4.2 Organizational Role Analysis

Distinguishing different fields of interaction and different levels of involvement is a first 
step to bringing the interaction between executives and non-executives into vision. That 
in itself, however, does not explain what boards, non-executives, and executives really do. 
In practice we find that board members may still have different expectations, interpreta
tions, views, and perceptions of what the board, non-executives, and executives do or 
should be doing. As set out in section 3.3, these personal narratives to a large extent de
termine how board members act in their roles. A valuable framework to deepen our un
derstanding of these board realities is organizational role analysis (ORA). ORA is a rela
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tively new model, which conceives of the organization as a system of interrelated tasks, 
roles, and role-holders.64 The concept of “role” comprises the “place” or “area” that is the 
interface between a person and an organization, or between personal and social 
systems.65 It represents a space impacted on the one hand by the organization and its de
finitions (tasks, other roles, system boundaries, resources, etc.) and on the other by the 
way this specific person/role holder fills up and shapes this space, fueled by the specific 
needs, aspirations, values, attitudes, and perceptions of that person. (p. 176) From this 
perspective the “role” is the place where the formal role (as defined by the organization/
system) blends with the informal role (the specific way a specific person takes up his or 
her role). Crucial in all of this is that the role holder assumes what the role requirements 
are: what is the primary task and how is it to be fulfilled? Individual role holders con
struct implicit and explicit task ideas. These task ideas will to a large extent determine 
how an individual will take up his role. Taking up one’s role represents a complex and in
terrelated configuration of interpretations: of the system, of the tasks to be fulfilled, of 
one’s role, of oneself in one’s role, and of others in their roles. For a meaningful explana
tion of the functioning of a system, it is important to map out how the various role holders 
interpret their own as well as one another’s roles in it. These can be referred to as role 
ideas. As a consequence, for any group with a joint task or with interrelated tasks it is es
sential to become aware of both one’s own and of others’ role and task ideas. This re
quires role awareness and role dialogues.66

From the matrix of board interaction we can develop role definitions and distinguish role 
ideas from both the perspective of non-executives and executives. The probing involve
ment, for example, requires non-executives to receive information from the executives, to 
review this information critically, to invest time to understand and prepare for a discus
sion on the basis of the information received and to engage in that discussion in order to 
truly understand, to distinguish what is known and what is believed, and to grasp what 
the risks and opportunities are in light of the inevitable uncertainties. If they in fact are 
not doing so, their efforts do not go beyond a ratifying involvement. Their actual role idea 
(of being ratifying) does not fit with the role definition (of being probing). Furthermore, a 
probing role for non-executives requires executives to provide them with all relevant in
formation. But if executives only bury non-executives with all information available with
out discerning the key elements, the core questions to address and the essential factors 
to balance, or if they provide information only at a very late stage, they in fact reduce the 
role of non-executives to merely ratifying. The actual role idea that executives have of the 
role of non-executives (only being ratifying) again does not fit with the formal role defini
tion (of being probing). Different fields of interaction also require different role defini
tions and role ideas. For example, in corporate hygiene a certain critical, strict attitude 
and healthy suspicion of non-executives is required. If a non-executive feels the need to 
be seen as nice, this will hinder him in being truly probing. At the same time, executives 
will need to be able to deal with the critical and robust probing attitude of non-execu
tives. If they perceive criticism as a failure or a sign of distrust and develop a practice of 
delaying or hiding crucial information from non-executives, they frustrate the probing 
role of non-executives. In the field of strategy, on the other hand, the nature of the inter
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action is more of a partnering kind, ensuring that best choices are made. Non-executives 
can improve the thinking process of executives by providing external perspectives and 
specific expertise. But if executives or non-executives believe that the lack of specific 
company knowledge on the part of non-executives means that they cannot contribute to 
the development of strategy in depth, nothing will come of this added value. Again, the 
role definition requiring a probing involvement is reduced to the role idea of ratifying.

(p. 177) 4.3 Board GPS

In law and in economics the formal system of rights and duties is often taken as a given. 
A behavioral perspective deepens the scope of the inquiry to what the formal, systemic 
requirements lead to in the actual behavior of individuals in their roles. The matrix of 
board interaction seeks to describe the interaction of non-executives and executives in 
the board at a more granular level, distinguishing fields of interaction and types of in
volvement. This produces more accurate role definitions. The ORA then provides an ap
proach that helps to identify what role ideas non-executives and executives hold. These 
internal narratives determine their actual behaviors in their roles as non-executives and 
executives. In this way the ORA connects the System to the Persons in the board as a 
Group. If we are to understand board performance in a comprehensive way, we have to 
apply and combine these three perspectives: Group, Person, and System. This approach, 
which we call Board GPS, allows us to address behavioral characteristics and factors at 
personal and group levels, looking into formal and informal leadership in a group, cohe
sion, conflict resolution, information sharing, reflection, group biases and groupthink,67

and personal styles, parrhesia,68 empathy, humility, and biases at personal level.

It is clear that reaching into the black box of a board to uncover the reality of the interac
tion of non-executives and executives requires different techniques and methodologies. 
Many empirical techniques such as interviews, questionnaires, and observations from 
various social and behavioral sciences have not yet been applied to boards that often re
main closed environments for external academics to research. However, the corporate 
governance wave that has rolled on for the last two decades has sharpened the focus on 
board performance. Many boards are moving beyond formal compliance with rules and 
best practice standards and seek to enhance their performance by internal and externally 
facilitated board reviews. Researchers in the Netherlands, some of whom are conducting 
board reviews themselves, are in the process of connecting academic research into board 
performance with the practice of board reviews in order to make private information on 
particular boards available for academic research on an anonymous (both individual 
board members and companies) basis. Erik van de Loo and I have developed a specific 
questionnaire, the “Board Reality Questionnaire” (BRQ), in order to collect relevant sam
ples of perceived behavioral and emotional interactions in the board. We use the BRQ 
when we conduct board reviews. The BRQ asks board members and outsiders who can 
observe (parts of) the board interaction whether they have observed a series of behaviors 
and events during the last year. These behaviors and events have been formulated in 150 
items, based on the concept of Board GPS and asking about the prevalence of behaviors 
and events relevant from the perspective of the Group, Person, and System. Participants 
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can indicate whether the behaviors have occurred never, regularly, or consistently, or that 
they cannot say for the particular behavior or event. The first findings of the BRQ with 
four boards in 2013 show that non-executives and executives as groups regularly report 
different and sometimes completely opposing (never versus consistently) scores, and that 
sometimes the scores also vary strongly within the (p. 178) groups of non-executives and 
executives. Where these differences occur this indicates that there is no common percep
tion of behaviors and events. This may cause different narratives and interpretations of 
the reality of the board to exist or continue, weakening the board’s performance. By us
ing the BRQ in board reviews we plan to build up a dataset of observations of board reali
ties. This may help us to uncover in what areas it is more likely that differences of percep
tion and interpretation are to occur, potentially weakening board performance.

5 Executive Remuneration Built to Fail
The agency theory postulates that managers of companies as agents have different inter
ests than shareholders as principals and that managers as rational self-interest maximiz
ers seek to further their interests as much as they can, also when this does not serve the 
interests of shareholders. One strategy that has been designed and enthusiastically ap
plied to deal with this problem is to align the interests of managers with those of share
holders by various remuneration mechanics. The key element of these is that remunera
tion should not be fixed but should depend on results achieved that are also in the inter
est of shareholders. Cash bonuses that depend on profits reported are an example. Stock 
options that give the right to acquire shares in the company for an exercise price equal to 
the share price of the day of the grant of the options provide an incentive to enhance 
company performance that should result in a higher stock price, which makes exercising 
the stock option profitable. Share grants typically vest depending on the position the com
pany holds in a peer group of companies based on total shareholder return (share price 
increase plus dividends), usually over a period of three years. Shares held after exercise 
of stock options or vesting of share grants continue to align the interests of managers 
with the interests of shareholders.

Earlier criticism by scholars indicated that the design and governance of executive remu
neration systems are often poor.69 Governance regulation, through corporate governance 
codes and for financial institutions also in EU binding regulation, has attempted to ad
dress design and governance problems. But a more fundamental problem remains: mod
ern behavioral research indicates that people cannot handle performance-based variable 
play, for a number of reasons that I have set extensively elsewhere.70 I summarize the gist 
of the arguments.

5.1 Incentives and Behavior

A growing body of research raises serious questions about the effects of monetary incen
tives. In section 3.1 I mentioned the crowding out effect of monetary incentives. (p. 179)

Monetary incentives have the effect that the intrinsic motivation of people and any social 
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reasons they may have to perform a certain task well are displaced by the extrinsic mone
tary incentive, as a result of which the performance may actually become worse. James 
offers an alternative explanation, holding that an extrinsic incentive may provide intrinsic 
satisfaction if the incentive indicates competence, but will not do so if it is perceived as 
controlling.71 When the size of the incentive is large it will primarily be perceived as con
trolling as it rationally compels the agent to attribute its efforts to the incentive rather 
than his own preferences. This latter effect is also demonstrated when the incentive is 
withdrawn or substantially reduced, leading the agent to question why he would continue 
to work hard to reach a certain result. This effect was also demonstrated in the case of 
day care centers where the number of parents that kept coming late did not decrease.72

Ariely says: “Once the bloom is off the rose—once a social norm is trumped by a market 
norm—it will rarely return.”73

An even more damaging research result is that monetary incentives appear to have a neg
ative effect on performance when a creative, non-mechanical task needs to be executed.74

Amabile and others have shown consistently that extrinsic rewards stifle creativity.75

Glucksberg reported that participants who were told they would receive a reward for 
solving the cognitive complex candle problem faster were actually slower in solving the 
problem.76 Other researchers have found that a higher bonus does lead to better results 
when the job at hand involved only clicking two keys on a keyboard.77 However, once the 
task required even rudimentary cognitive skills, the higher incentives led to a negative ef
fect on performance.78 These results are consistent with the meta-analytical study that 
Jenkins and co-authors conducted in 1998 on the results of 47 studies known then on the 
relation between incentive and performance.79 They found that financial incentives have a 
significant relationship to the quantity of work delivered, but not with the quality of the 
work.80 It is clear that the work of executives is not merely to perform mechanical func
tions. They constantly need to take decisions in uncertainty, gathering information, 
weighing pros and cons and risks and rewards. Research indicates that large financial in
centives are not helping them to make better decisions, but rather the opposite.

(p. 180) 5.2 Target Setting and Cheating

A key element of variable pay systems is that the targets on the achievement of which the 
incentives depend are set in advance. The payout is then related to the actual achieve
ment of these targets. Jensen refers to this system as a game that pays people to lie 
twice. “Tell a manager that he or she will get a bonus when targets are realized and two 
things are sure to happen. First, managers will attempt to set targets that are easily 
reachable, and once the targets are set, they will do their best to see that the targets are 
met even if it damages the company to do so.”81 Performance indicators corrupt immedi
ately when they become targets that need to be met in order to receive a certain award. 
This was illustrated in the case of Chicago public schools, where a change in how schools 
were held accountable for student learning led to an increase in cheating by teachers.82

Target setting in advance for financial incentive purposes was designed on the belief that 
this would help to base remuneration on objective and measurable factors, thereby limit
ing the scope for rigging by managers. The opposite is likely to happen. At the same time 
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most managers will maintain that they are honest. The ability to combine cheating with a 
view of oneself as honest increases when the manager can categorize his actions and find 
rationalizations that allow him to reinterpret his actions in a self-serving manner.83

5.3 (Bad) Luck

The self-serving bias also causes us to systematically overestimate our influence on suc
cess and to ignore factors that are often more relevant: timing, circumstances, and pure 
luck.84 We tend to create narratives to find meaning in events and we tend to do so in a 
self-serving way, ignoring that reality is mostly more complex, fuzzy, and messy. As a re
sult we also tend to underestimate our influence on failure and are quick to blame cir
cumstances outside our control. This correlates to an opportunistic shift of perception of 
what is supposed to be rewarded. When times are good, the creation of value is perceived 
as the performance that needs to be rewarded, regardless of how much value was actual
ly created by the specific performance of executives. When times are not so good and lit
tle or no value has been created, the extraordinary efforts of the executives need to be re
warded. This is confirmed by research indicating that executive pay is most sensitive to 
industry or market benchmarks when such benchmarks are up, but much less so when 
they are down. Executives are paid for good luck, but not punished for bad luck.85 The ba
sis for this self-serving tendency is (p. 181) the motive to affirm self-worth. People react to 
negative information about themselves by making more self-serving attributions that af
firm their worth.86 When performance targets have not been met, the need to affirm our 
self-worth creates cognitive dissonance. We will look for other reasons outside our own 
performance to explain the failure to reach targets.

5.4 Benchmarking for Fairness and Status

Another mechanism that seeks to make the system objective and measurable and less 
subject to rigging by executives is the process of benchmarking remuneration to remu
neration received by executives of companies in a peer group. This benchmarking is an 
expression of the human reality that we perceive the fairness of our income in relative 
terms, as compared to what others make for similar or different jobs. Benchmarking of 
executive pay typically is combined with a policy to reward one’s own executives above 
the median or sometimes in the top quartile of the peer group. If all companies in a peer 
group apply this policy (and they mostly do), the remuneration of all executives of all peer 
group companies predictably goes up in a race to be in the top 50% or 25% of remunera
tion, unrelated to the underlying performance of their companies. A German executive 
once said at a conference I attended: “I know I am being overpaid, but the benchmark 
shows I am not being overpaid enough!” The cause of this is probably not the desire to re
ceive more remuneration as such. Benchmarking is also an expression of social status. 
High remuneration signals high social status among peers. Status is a zero-sum game. If 
my status moves up by receiving more pay, then the status of others comes down.87 

Research also indicates that the only situation where we may accept a pay cut is when 
others do so too.88
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The behavioral research summarized here indicates that substantial executive remunera
tion through variable pay, target setting in advance, and benchmarking that seeks to 
solve the agency problem in fact delivers fundamental problems in return which discredit 
modern executive pay techniques as an effective mechanism to align interests with share
holders.

6 Conclusion
This chapter only addresses a fraction of the behavioral research that could be relevant to 
aspects of corporate law and corporate governance. It is also only fair to note that much 
of the behavioral literature cited here does not directly relate to corporate settings but is 
based on studies of behavior in experimental situations. Some elements of the corporate 
setting may provide a counter-balance to detrimental behavior that appears to result from 
these experiments.89 Nonetheless, the evidence is more than sufficient to merit at least 
paying careful attention to it in corporate law and corporate governance. This chapter al
so only touches upon some elements of corporate law and corporate governance, such as 

(p. 182) rulemaking, board performance, and executive remuneration. Many other areas 
could be studied from a behavioral perspective. Shareholders play a key role in corporate 
law and corporate governance. The role of institutional investors in the corporate gover
nance of listed companies has been debated extensively recently, in particular in relation 
to the question of whether they should be more engaged in the governance of investee 
companies and what stops them from doing so. The investment model as such seems to 
be a key driver for the lack of engagement that we see.90 Behavioral sciences also influ
ence the investment model in all aspects of bounded rationality, bounded perception, and 
bounded ethicality.91 In addition, the interaction between executives, non-executives, and 
(institutional) investors in the governance of the company is often difficult. Each of these 
three players is under scrutiny to contribute to proper governance relations, but what is 
to be expected of them in this triangle is in practice often unclear.92

Conflicts of interests are a key topic in corporate law and corporate governance. Conflicts 
may relate to dominating shareholders who may force the company into related party 
transactions that are detrimental to minority shareholders. Directors may engage in 
transactions in which they have a personal interest. A typical legal response to conflicts 
of interest is to require transparency of interest. Research, however, indicates that disclo
sure may make matters worse. Persons who disclose conflicts may actually feel freer to 
act selfishly because counterparties have been warned of the risk.93 Another topic where 
behavioral insights are crucial is director liability. The personal liability of directors to 
pay damages has been a cornerstone of corporate law since its inception. In some coun
tries criminal liability plays an additional role. Liability for damages is imposed as a sanc
tion in case of improper managerial behavior through which third parties are compensat
ed. However, beyond compensation the function of sanction is that of deterrence. In cor
porate law debates this deterrence factor is often assumed to be self-evident. Clearly, 



A Behavioral Perspective on Corporate Law and Corporate Governance

Page 22 of 28

whether, to what extent, and under what conditions deterrence through personally liabili
ty actually works is a behavioral question beyond mere rational calculation.94

Corporate law and corporate governance in the end are all about human behavior in cor
porate roles. We would learn more about how corporate law and corporate governance 
function in practice by broadening our perspective from the legal intuitions and (p. 183)

assumptions behind corporate laws and corporate governance regulations, beyond the 
economic analysis assuming rational self-regarding behavior into other behavioral disci
plines that can explain how we truly behave. We both are rational and make cognitive er
rors, we can be pro-social but also selfish. Regulating corporate law and corporate gover
nance on the assumption of the one-sided notion of rational self-regarding behavior may 
actually prove counterproductive.95 Opening up to these insights can help us to improve 
corporate law and corporate governance regulation.
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Abstract and Keywords

This chapter examines the empirical literature on corporate law and governance in the 
United States. Four areas of the US corporate governance literature are discussed: (i) 
state competition to produce corporate law, (ii) independent boards, (iii) takeover defens
es, and (iv) the use of corporate governance indices. The chapter concludes that these ar
eas of research reflect varying degrees of success. The literature on state competition has 
been a major success. We know much more in this area as a result of empirical analysis in 
this area than we did on the basis of theory alone. At the other extreme is the literature 
on takeover defenses and the related literature that uses governance indices as measures 
of governance quality. Those empirical literatures are plagued by misunderstandings of 
how takeovers and takeover defenses work, and many results are therefore not as infor
mative as they appear to be. In between is the literature on the impact of an independent 
board. Here, empiricists faced perhaps insurmountable challenges in proving causation, 
but nonetheless exposed informative associations.

Keywords: empirical literature, corporate law, corporate governance, state competition, independent boards, 
takeover defenses, corporate governance indices, state incorporation, institutional shareholders, poison pills

1THEORY often does not get us very far in understanding corporate law and governance. 
Competing plausible theories offer conflicting answers on many questions. For most ques
tions, therefore, we would ideally seek answers based on empirical analysis. But empiri
cal analysis entails its own challenges. Causation is difficult to prove. Reverse causation 
is often a plausible interpretation of results, as are other endogenous relationships. In ad
dition, unobservable factors are pervasive and the inability to control for them can make 
results unreliable. Consequently, to address many empirical questions, an exogenous 
shock would be needed in order to infer causation. But exogenous shocks can be uncoop
erative in targeting interesting corporate governance questions. Finally, many economists 
who engage in empirical research on corporate governance lack the knowledge of institu
tional and legal facts that is needed to carry out empirical analysis of corporate gover
nance questions.
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Nonetheless, there are certainly areas of corporate law and governance in which we have 
learned a lot from empirical analysis. Even where imperfect, if econometric analysis re
veals a theoretically reasonable correlation between a corporate governance structure 
and an outcome variable, and the analysis goes as far as one can go toward controlling 
for extraneous variables and alternative channels of causation, we can learn from the 
analysis. Over time, other less-than-perfect analyses may confirm the analysis, or fail to 
confirm it, so that in the aggregate we have a reasonably good answer to the question we 
are trying to answer.

On the other hand, a finding of a theoretically implausible correlation should not be taken 
seriously. Regrettably, along with the good empirical work that has been done on corpo
rate governance, there have been too many instances of work by economists who (p. 185)

do not understand the underlying institutional and legal arrangements. As a result, their 
hypotheses and tests have generated implausible results. Regrettably, other economists 
have followed and entire literatures have developed based on an incorrect understanding 
of the underlying facts. The literature on takeover defenses and state antitakeover 
statutes is an example—dating back 30 years and continuing today.2 The use of gover
nance indices, which I have discussed elsewhere and which I discuss below, is another.3

It is obviously not feasible to survey the entire empirical literature on corporate law and 
governance in one chapter, so I will adopt two somewhat arbitrary constraints. First, I 
will only discuss the literature on US corporate law and governance.4 Second, I will ad
dress just four areas of the US corporate governance literature—state competition to pro
duce corporate law, independent boards, takeover defenses, and the use of corporate gov
ernance indices—to illustrate the good and the bad in empirical work on corporate gover
nance.

Studies of state competition have been the most productive. They have taken our knowl
edge of the world well beyond where it was when legal academics debated this topic on 
the basis of theory alone. Studies of board independence are more problematic. Econo
metric challenges are pervasive, but they are generally acknowledged and while few pa
pers can convincingly claim to have identified causal relationships, some have done so, 
and the literature as a whole is large and collectively informative. The takeover defense 
topic is the most problematic area of the empirical corporate governance literature. It is 
here where economists’ lack of knowledge of basic institutional and legal facts has result
ed in numerous studies that simply cannot tell us anything because the research design is 
so out of line with the underlying processes being modeled. The design and use of corpo
rate governance indices are a specific and pervasive instance of economists’ lack of 
knowledge in this area. These indices do not measure corporate governance quality, and 
have been widely employed with no awareness of what they do or do not measure. The E 
Index, in fact, is a by-product of an article showing that three quarters of the elements in
cluded in the G Index are irrelevant. As I explain in section 4 of this chapter, the same is 
true of three of the six elements retained in what became the E Index.
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1 State Competition to Provide Corporate Law
One of the longest running debates regarding corporate law in the US was the question 
whether there is a “race to the bottom” or a “race to the top” among the 50 states in the 
enactment of corporate law.5 Does the evolution of state corporate law result in improve
ment or (p. 186) degradation? Plausible competing theories supported each of these 
propositions. So, if the question can be answered, it would be with empirical analysis.

When a company in the US goes public, its pre-IPO management and shareholders to
gether choose a state in which to incorporate and in doing so, they choose the corporate 
law of that state to govern the relationship between its post-IPO managers and sharehold
ers. The incorporation decision is thus a choice of corporate law. Once the company is 
publicly held, its board decides on an ongoing basis whether to remain incorporated in its 
initial state of incorporation or to reincorporate in another state. Reincorporation re
quires the approval of both the board and shareholders. But at the time this debate start
ed, public shareholders were viewed as passive followers of management preferences, 
and boards were seen as controlled by CEOs.

As of the mid-1970s, the prevailing view was that the states were racing to the “bottom” 
to convince management to choose them as a state of incorporation—meaning that they 
were viewed as enacting pro-management, anti-shareholder laws that we would charac
terize today as suboptimal. States enacted these laws, the theory went, in order to bring 
fees associated with incorporation into state coffers and income into a state’s corporate 
lawyers’ pockets. The content of the laws then perceived to serve managers’ parochial in
terests was primarily protection of management from liability risk—for example, the busi
ness judgment rule and rules allowing for a wide scope of indemnification.6

The competing view, held by most economics-oriented legal scholars beginning in the late 
1970s, accepted the premise that states were racing to attract incorporations, but reject
ed the view that states did so by enacting suboptimal, pro-management laws. In the view 
of this more economically oriented group of legal academics, managers would gain by 
maximizing the value of their firms and thereby increasing the value of their sharehold
ings and compensation. Therefore pre-IPO managers and investors would initially incor
porate their firms in states whose corporate law regimes maximized firm value. Then, af
ter going public, firms’ managers would continuously monitor changes in corporate law 
around the country and reincorporate if a better choice arose.7 Advocates of this view 
theorized that state competition, therefore, must be a race to the “top.”8

A third view, which entered the debate later, raised doubts about the competitiveness of 
the race. Although this view, also adopted by economically oriented scholars, was framed 
as a challenge to the theory that the race would reach the top, its logic applied as well to 
the race-to-the-bottom proposition. This challenge was based on the concept that corpo
rate laws have network externality qualities, as discussed in Chapter 4. One would expect 
the network externalities present in an entire corporate law regime—court decisions, le
gal expertise, and investor familiarity—to be even more important than those associated 
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with a particular legal rule or a charter or bylaw term, which was the focus of Chapter 4. 
If, in fact, state corporate law regimes provide network benefits, then once Delaware led 
the race one would expect its lead to widen and potentially become so dominant that no 
state would have a chance of gaining significant market share. If this occurred, why 
would another state run (p. 187) the race at all? The network externality theory implies 
that once Delaware acquired a substantial lead, as it had well before the “race” debate 
started in the 1970s, it would maintain that lead. There would be no point in other states 
challenging Delaware, and there was no reason to believe that Delaware would reach the 
“top.” The outcome, therefore, would not necessarily be an optimal corporate law regime, 
as the race-to-the-top theory maintained. This is not to say that Delaware could ignore the 
care and maintenance of its corporate law; if the law’s inherent quality were to fall too far 
behind that of other states, the network benefits that Delaware provides could be insuffi
cient to attract additional incorporations or to deter exit to other states. There was a pos
sibility that Delaware could be overtaken in the incorporation market. But Delaware 
would not have to run very fast to keep its leading position, and it would not have to pro
duce an optimal corporate law, independent of the network benefits it provides.9

Roberta Romano provided the first major empirical analysis of state competition in the 
market for corporate law.10 In this path-breaking article, she found support for the race-
to-the-top theory. She found that Delaware was the most common destination among pub
lic corporations that changed their state of incorporation. She further found that reincor
poration in Delaware was associated with an increase in share price. This result is consis
tent with Robert Daines’s later finding that Delaware firms are valued more highly than 
firms incorporated elsewhere,11 a finding that Guhan Subramanian has contested.12

Looking at the supply side of the corporate law market, Romano found that state legisla
tures adopt legal innovations over time in an S-shaped pattern similar to that of firms 
adopting product innovations in competitive markets. This suggested a competitive mar
ket for the states’ provision of corporate law. Romano further found that a state’s respon
siveness to corporate law innovations by other states was correlated with the state’s de
pendence on corporate franchise fee revenues, again supporting the race-to-the-top theo
ry. Delaware, for which franchise fees comprise a higher proportion of state revenues 
than they do in any other state, was the quickest to imitate other states’ legal innova
tions. Importantly, however, Delaware was not an innovator. It maintained its lead by just 
keeping up with the competition.

Romano concluded that state competition in corporate law does, in fact, exist. She de
scribed Delaware’s success as a self-reinforcing “first-mover advantage” stemming from 

(p. 188) a number of sources: the importance of franchise taxes to Delaware’s budget; a 
large body of case law; experienced judges; and the familiarity of lawyers nationwide with 
Delaware law. These findings, however, are somewhat in tension with one another. If 
Delaware has these first-mover advantages in promoting shareholder interests, and it al
ready held a commanding share of the incorporation market as of the mid-1980s, how 
much state competition is there likely to be? Why would a state bother to compete with 
Delaware? Why would any firm incorporate in a state other than Delaware? Does the 
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Delaware legislature have slack with which to respond to the lobbying efforts of man
agers and others seeking to promote parochial interests that are not consistent with the 
maximization of firm value? If other states do not compete vigorously head-to-head with 
Delaware, will Delaware ever get to the “top”?

A series of articles published between 2002 and 2006 addressed the question whether 
there really is a race of any sort—to the top or the bottom.13 One startling finding was 
that, contrary to the expectations of commentators on both sides of the race debate, there 
was no nationwide race among the 50 states. Instead, nearly all firms incorporate either 
in the state in which they are headquartered or in Delaware. Thus, if there is competition 
among states it would take the form of each state competing with Delaware for the incor
poration of firms headquartered in that state. Putting Delaware aside, between 1978 and 
2000, the four most successful states at attracting incorporation by out-of-state firms at 
the IPO stage garnered a total of only 3.5% of firms going public.14 For firms already pub
lic as of 1999, only two states other than Delaware had more than 1% of total out-of-state 
incorporations. Delaware had 58%.15 Consequently, there is little out-of-state franchise 
tax revenue at stake for any state other than Delaware. There may be more potential in-
state revenues in large states, but large states are likely to have large budgets in which 
potential franchise taxes do not make a dent. These findings suggest that states may have 
no incentive to compete with Delaware.

In an article entitled “The Myth of State Competition in Corporate Law,” Marcel Kahan 
and Ehud Kamar concluded that the amount of franchise tax revenue at stake for any 
state other than Delaware is too small to matter. Moreover, they found that no state other 
than Delaware takes significant steps to attract incorporations or to gain significant rev
enues from incorporation.16 They based their conclusions on an analysis of states’ fran
chise tax structures, their tax receipts, patterns by which laws are adopted across states, 
and states’ marketing efforts.17 This paper was not empirical in the sense of compiling 
statistics and running regressions, but it was deeply empirical in the sense of delving into 
facts in 50 states in order to determine whether they are participating in any sort of race. 
Kahan and Kamar’s (p. 189) analysis essentially ended the debate. The states are not rac
ing against one another to attract incorporations—neither by trying to appeal to man
agers’ parochial interests nor by trying to appeal to their joint interest with shareholders 
in maximizing firm value.

As Kahan and Kamar’s article was going to press, Nevada was preparing to make a play 
for incorporation revenue by offering a corporate law that Michal Barzuza has termed “li
ability-free” for officers and directors. As Barzuza explains and documents, Nevada has 
targeted a niche of firms whose managers want to be largely free of liability risk in their 
exercise of fiduciary duty. She and David Smith further find that firms attracted to incor
porate in Nevada make good use of the liability-free environment; they are disproportion
ately more likely than other firms to engage in accounting misstatements.18 Nevada’s 
market share, however, is in the single digits. Perhaps Nevada will attract more firms 
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seeking liability-lite. We will see. But Nevada’s efforts do not challenge the overall story 
of the race that never was.

Even if there is no race, however, all states have corporate law, and firms still choose be
tween incorporating in Delaware or in their home state. There is still the demand side of 
the market for corporate law. What factors influence firms’ decisions? Are firms choosing 
between Delaware and their home state based on differences in corporate law or some
thing else?

The choice of Delaware incorporation provides law and legally-related network benefits—
a large and continuously growing body of case law, a specialized judiciary that has a 
steady flow of corporate law cases with which to maintain its skills and knowledge, a 
large number of lawyers with expertise, and more. But what about firms choosing to in
corporate in their headquarters state? Some states keep more in-state incorporations and 
some states keep fewer. What drives these differences? The fact that the location of a 
firm’s headquarters plays such an overwhelming role in incorporation decisions suggests 
that differences in state law are not the primary focus of firms’ incorporation decisions. 
As Robert Daines said in a paper on state competition, Oregon retains almost 70% of IPO 
firms headquartered there, but in 20 years only three out-of-state firms incorporated in 
Oregon when they went public.19 If the attraction of Oregon were its corporate laws, then 
out-of-state firms would presumably see the attraction and incorporate there. There must 
be other explanations.

In three articles, Daines, Bebchuk and Cohen, and Kahan offer some other empirically 
based explanations for in-state incorporation, most of which are not based on the content 
of a state’s corporate law. One is that local lawyers who advise firms on their IPOs have 
their clients incorporate in-state, perhaps in order to retain their business. A second ex
planation is that in-state firms want to be in a position to influence the corporate law un
der which they operate. They may believe that if they incorporate at home they will be 
able to influence their state legislature to enact laws that favor them. This is consistent 
with Romano’s finding, in 1987, that the enactment of state antitakeover statutes was re
sponsive to domestically incorporated firms.20 Daines finds evidence that firms concerned 
about future takeovers tend to incorporate in-state and suggests that they may expect to 
find favor in the state legislature or in the courts when they seek to ward off hostile bid
ders. Bebchuk and Cohen find that (p. 190) large firms headquartered in small states tend 
to incorporate in-state, from which they infer that such firms expect to have influence 
over future changes in corporate law. Kahan, on the other hand, finds some support for 
the proposition that in-state incorporation is influenced by the quality of state law at the 
time of incorporation. Specifically, he finds that flexibility to opt out of statutory rules 
tends to attract more in-state incorporations, and the quality of a state’s courts does as 
well.21

In sum, empirical work on state incorporation has moved us well beyond the theory-based 
“race” debate. We have learned that a race among the states may have occurred at one 
time, but that by the time the debate got started the race was long over and Delaware 
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dominated the market. We have also learned that while Delaware incorporation may be 
value-enhancing compared to incorporation elsewhere, Delaware’s incentive to reach the 
“top” is weak as a result of its self-perpetuating lead in the market. A reasonable infer
ence from the empirical work is that much of Delaware’s value comes from its network 
benefits, or what Romano had earlier called “first-mover advantages”—its high volume of 
case law, expert judiciary, expert bar, and familiarity among investors—and that these 
benefits unique to Delaware render useless efforts by other states to compete. Nonethe
less, Romano found that Delaware is not complacent. Its legislature is quick to follow 
when other states enact a new law to respond to a new situation.

2 Independent Directors
Another battle that raged at a theoretical level in the corporate governance arena was 
about independent boards. This was not so much a battle among academics but rather a 
battle between institutional shareholders and advocates for management. Institutional 
shareholders viewed boards as monitors of management and therefore in need of inde
pendence. Management advocates, on the other hand, viewed boards as part of a cohe
sive management team that could be disrupted by too much independence. One could 
imagine either role for a board, and hence reasonably view independence as either a 
virtue or a vice. One could also imagine some boards performing both roles well. More
over, one could have different views for different companies, depending on the presence 
of other monitoring mechanisms. Legal academics took positions on one side or another 
based on a mix of theory, intuition, and ideology.22

(p. 191) Congress, the SEC, and the stock exchanges settled this debate by fiat in 2002 
and 2003. In 2002, Congress enacted the Sarbanes–Oxley Act (SOX), which imposed inde
pendence requirements on audit committees, and in 2003, the SEC approved New York 
Stock Exchange and NASDAQ rules requiring that a majority of public company board 
members be independent and that all compensation, nominating, and governance com
mittee members be independent.23 The stock exchange rules specified criteria by which 
director independence would be determined. They also required independent directors to 
meet regularly without management present.

At the time these rules were adopted, there was no basis in empirical research to support 
the proposition that board independence was value-enhancing as a general matter. For 
that reason, among others, Roberta Romano referred to the SOX-mandated governance 
requirements as “quack corporate governance.”24

The lack of evidence was not due to a lack of effort. Many empiricists had tried to mea
sure the impact of independent boards on firm conduct and performance. Empirical 
analysis of whether independent boards were beneficial to corporations was plagued by 
inherent methodological problems. Even if an association between independent boards 
and firm value or performance were found, causation was difficult if not impossible to 
prove.
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Prior to the stock exchange mandates, a firm’s choice to have an independent board was 
an endogenous choice. There are any number of potential causal relationships between 
board independence and firm performance. CEOs of firms that performed well might 
have had greater confidence than those at firms that performed poorly, and might there
fore have been more likely to give in to institutional shareholder pressure to nominate 
more independent directors. Or CEOs of firms that performed well may not have wanted 
to rock the boat by bringing on more independent directors, and shareholders may not 
have pressured them to do so because performance was good. Conversely, CEOs of firms 
that performed poorly might have been more likely to add independent directors to their 
boards, either in response to shareholder pressure or in order to get more strategic ad
vice. Or CEOs of firms that performed poorly may have opposed nomination of indepen
dent directors in order to avoid the pressure and risk to their careers that could ensue. 
The nature and direction of causation were thus ambiguous. Furthermore, additional 
problems arise as a result of the inability to observe true independence among directors. 
A director who meets the legal requirements of independence could well have a relation
ship with a CEO or a personality that makes him or her an unlikely monitor.25

(p. 192) It is also possible that the benefit of an independent board differs across such fac
tors as industry, firm size, geography, and other less observable factors. The value of an 
independent board would likely vary as well with the presence of other monitoring mech
anisms. Yet another complication is the danger that an independent director, say a CEO 
from another company, may have conflicts of interest that compromise the contributions 
he can make to the board. This danger could vary across firms and the fields in which 
they operate.

In light of these methodological challenges it is not surprising that studies that attempted 
to uncover a relationship between board independence and firm value or performance 
failed to yield a clear result. Studies by Bhagat and Black,26 Hermalin and Weisbach,27

and Baysinger and Butler28 all found no correlation. Of course this does not mean there 
was no relationship. It just means that econometric methods could not be used to reject 
the null hypothesis that independent boards are unrelated to firm value or performance.

One study, however, used the SOX and stock exchange independence requirements as an 
exogenous shock in order to analyze the value of board independence for firms that had 
not voluntarily adopted an independent board before doing so became mandatory. For 
these firms, the adoption of independent boards was not an endogenous choice; it was im
posed on them by the enactment of SOX and the adoption of the related stock exchange 
rules. This study, by Chhaochharia and Grinstein, found that the board independence 
mandates had a positive effect on firms that were forced to accept independent boards. 
Among firms that scored lowest on the authors’ measure of board and committee inde
pendence prior to SOX and the stock exchange rules, there was a statistically significant 
and economically substantial increase in abnormal returns when the rules went into ef
fect.29
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It is difficult to know the extent to which Chhaochharia and Grinstein’s results are gener
alizable to other firms. By the time the stock exchange independence rules went into ef
fect, a large majority of firms already had independent boards. Linck, Netter, and Yang 
find that as of the end of 2003, when the SEC approved the stock exchange rules, fewer 
than 10% of boards did not have a majority of independent directors, and those that did 
not were disproportionately small firms.30 The firms on which the Chhaochharia and Grin
stein study is based, therefore, may well have been systematically atypical, and the rea
sons behind their (p. 193) having non-independent boards prior to SOX could explain why 
the mandatory imposition of independent boards on them had a positive impact.

Other studies looked at the relationship between board independence and performance of 
specific tasks. These studies produced some evidence that independent boards were 
slightly better, for example, at firing poorly performing CEOs than were non-independent 
boards, but the evidence was not strong.31 Studies also found that, among firms that re
ceived tender offers and offers of management buyouts, those with independent boards 
realized higher returns than those with non-independent boards.32 Yet another group of 
studies looked at returns to bidders in tender offers, and found evidence that bidders 
with independent boards were less likely to overpay in a tender offer.33 Each of these 
studies, however, faced the inevitable methodological difficulties affecting those focused 
on firm value and performance.34

In sum, empirical studies of independent boards faced what, for the most part, may be in
surmountable empirical challenges. Perhaps future studies can test more precise hy
potheses regarding where and when independent boards are valuable. It remains to be 
seen whether one can observe and collect data that reflect the differences relevant to 
that sort of refinement. Within the limits of what has been done, however, researchers 
have generated some useful information—hints that independent boards performed some 
jobs well.

3 Takeover Defenses
Takeover defenses have been a third topic of intense debate in corporate governance 
since the 1980s. Institutional shareholders have battled management over the adoption of 
defenses. Management lobbied state legislatures for, and institutional shareholders lob
bied against, the adoption antitakeover statutes. Firms continue to litigate management’s 
use of takeover defenses when bidders mount hostile takeovers. And academics continue 
to debate the value of takeover defenses in law journals and finance journals.

As is true of other corporate governance debates, theory can only go so far. Empirical re
search has long shown that target shareholders reap substantial gains from hostile acqui
sitions.35 Takeover defenses, therefore, would reduce target shareholder value to the 

(p. 194) extent they deter bids or allow management to defeat value-increasing bids. 
Moreover, if managers feel less pressure from the takeover threat, then all shareholders 
in the aggregate may be worse off even in the absence of an actual takeover bid. On the 
other hand, to the extent management uses takeover defenses to reject low bids or to ne
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gotiate higher bids, then the presence of the defense could promote shareholder value in 
firms that receive bids.

Legal academics initially lined up on one side of the debate or the other with only theory 
to offer, and there were plausible theories on both sides.36 The question whether takeover 
defenses tend to be value-enhancing or value-decreasing in the hands of management is 
therefore an empirical question. It is a question as much about the behavior of target 
management when using defenses, which of course will vary, as it is a question about the 
mechanical impact of a takeover defense. From an empirical perspective, when we look at 
the impact of defenses on firm value, the two are combined—the mechanical potential of 
a defense and management’s use of the defense.

Many economists have tried to analyze the empirical relationship between takeover de
fenses and firm value. Those efforts began in the 1980s and continue today. But the insti
tutional and legal setting of takeovers and takeover defenses is complex, and few econo
mists have mastered the complexity. As a result, much of the empirical literature in this 
area is fatally flawed.

In a nutshell, the institutional and legal facts one must understand in order to analyze 
takeover defenses empirically are the following:

• A poison pill, also known as shareholder rights plans, is a complete bar to a takeover 
so long as a target board keeps it in place.37

• Poison pills were validated by the Delaware Supreme Court in 198538 and in most 
other states by 1990.39

• A board can adopt a pill unilaterally at any time, including after a hostile bid has 
been made.40 No shareholder approval is required, and the legal treatment of a pill is 
the same regardless of when it is adopted.

(p. 195) • A board can withdraw a pill unilaterally at any time, and often announces 
that it will do so if a bid is high enough.

• A board can keep a pill in place indefinitely in response to bid.41

• If a bidder cannot convince a target board to withdraw a pill, its only option is to ini
tiate a shareholder vote to replace the board with new directors of its own choosing 
(who will likely withdraw the pill and allow the takeover to go forward).

• It follows therefore that a takeover defense that could have an impact at the margin, 
given that all firms have or can have a pill, is one that impedes a shareholder vote to 
replace a majority of the board of directors with a new board that will withdraw a pill. 
This is the key point on which the rest of this discussion hinges.

• The following defenses can impede that shareholder vote:

o A staggered board provided for in a firm’s charter can delay the replacement of a 
target board for up to two years.42



Empirical Studies of Corporate Law and Governance: Some Steps Forward 
and Some Steps Not

Page 11 of 37

o A restriction on shareholders’ ability to vote in between annual meetings, either 
by calling a shareholder meeting or voting by written consent in lieu of a meeting, 
can delay the replacement of a target board for up to one year.43

o A prohibition on the removal of directors without cause can also delay the replace
ment of a target board for up to one year.44

(p. 196) These institutional and legal facts imply certain limitations regarding empirical 
studies of poison pills, staggered boards, and other defenses—limitations that many stud
ies violate and thus produce results that are uninformative. (I use the term “facts” rather 
than the more common term, “institutional detail” to make clear that these points are not 
details and that designing studies inconsistent with these points is not an option.)

3.1 Poison Pill Studies

Between 1986 and 1996, twelve event studies were published on the impact the adoption 
of a poison pill had on share value.45 There is an inherent problem with all of these stud
ies—and with any effort to measure the impact of a poison pill. A board of directors can 
adopt a pill unilaterally at any time. If a firm does not have a pill at the moment, it can 
have one later today. All that must be done is for the firm’s board to adopt one. If a firm 
does not already have a pill, it certainly will adopt one if and when it receives an unwant
ed bid. Even if the target management is amenable to a sale, it needs a pill in place in or
der to negotiate a price if there is any chance that a target will “go hostile” in the lingo of 
M&A lawyers. One study confirmed that among targets of hostile takeover attempts, 
every target had adopted a pill either before the bid was made or in response to the bid.46

Consequently, while a poison pill is an effective defense against a hostile takeover, the 
adoption of a pill is a nonevent, and an event study will not measure its impact. Coates ex
plained this point in a critique of the empirical corporate governance literature on 
takeover defenses as of 2000.47 As he explained the point, all firms have a “shadow pill” 
in the sense that all firms can adopt a pill at any time. Consequently, the fact that a pill 
will be in place whenever it is needed is baked into the price of all shares continuously. As 
will be evident below, Coates’s explanation made little impression on economists writing 
in this field.

Not surprisingly, the results of pill-adoption event studies ranged from finding no signifi
cant abnormal returns to finding statistically significant but economically small returns, 
both negative and positive.48 The studies that found a statistically significant negative ef
fect on share prices were those that used the earliest sample period.49 Robert Comment 
and William Schwert’s study, which was the largest at the time, found statistically signifi
cant negative effects only in 1984 (when only nine pills were adopted).50 As the authors 
suggested, this may have reflected the market’s initial lack of understanding regarding 
how the pill would work.51

More recently, there have been additional studies of poison pills. These have been moti
vated by studies based on corporate governance indices, discussed in section 4, which in
clude poison pills among their scoring elements. In a broad study of takeover defenses, 
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(p. 197) Cremers and Ferrell found that firms that had adopted poison pills had a lower 
value than those that did not.52 For reasons described above, it is doubtful that the direc
tion of causation runs from pill adoption to firm value. Such a relationship would mean 
the market does not understand that all firms have “shadow pills” despite the fact that 
the law has been clear on this point for many years. Cremers and Ferrell recognize that 
the direction of causation could run in the opposite direction, reporting “very modest” 
support for an inference that firms with low valuation tend to adopt pills.

Emiliano Catan has recently looked more closely at the relationship between poison pills 
and firm value—cross-sectionally and within-firm over time using quarterly data—in a 
sample period of 1996 to 2014.53 In order to separate the adoption of a pill from the an
nouncement of a takeover offer, he focuses only on the adoption of “clear-day” pills—pills 
adopted when there is no publicly known takeover bid in the offing. Catan finds that firms 
adopt clear-day pills after their value has fallen. Moreover, his firm fixed effects results 
suggest that this dynamic drives cross-sectional differences in value between firms with 
and without pills. This empirical finding is consistent with the fact that pill adoption is a 
nonevent and should not affect share value. The inference is further supported by Catan’s 
second finding—that when firms drop their pills, there is no impact on firm value.

One might still ask why firms adopt poison pills on a clear day rather than waiting until a 
hostile bid is made. The answer is that there is no harm in doing so, and no harm in wait
ing. Some firms adopt pills on a clear day and some wait. Since all firms will adopt a pill if 
it is needed, it does not matter when they adopt it. Catan found that after 2004, when ISS 
threatened to recommend “withhold” votes for members of boards that adopted clear-day 
pills (or re-adopted them after they expired), clear-day pill adoptions nearly vanished, 
even though an ISS threat is highly unlikely to result in a board member losing his or her 
seat, and even though there was no good reason for ISS to make the threat.54 So even a 
small threat apparently pushed the balance against adopting pills on a clear day.

3.2 Studies of Staggered Boards

Since a poison pill allows a board to resist a takeover bid indefinitely, if it chooses to do 
so, a bidder’s only response is to give target shareholders an opportunity to remove and 
replace at least a majority of the target’s directors. In a company with dispersed share
holders and dispersed votes, a staggered board is the strongest impediment to doing so.55

With a staggered board in place, two shareholder elections must occur at two consecutive 
annual meetings in order to replace a majority of the target’s board. This can take two 
years to occur. It is generally understood that a staggered board is a near bulletproof de
fense if the target board continues to resist a hostile takeover. In the case of Air Products 
and Chemicals, Inc (p. 198) v. Airgas, Inc, William Chandler, former Chancellor of the 
Delaware Court of Chancery stated, “no bidder to my knowledge has ever successfully 
stuck around for two years and waged two successful proxy contests to gain control of a 
classified board in order to remove a pill.”56
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Is a staggered board value-decreasing or value-enhancing? Once again, there is theory on 
both sides. With a staggered board, directors can prevent a takeover from occurring, 
even if the takeover would be beneficial for shareholders. Since at least 1990, it has been 
clear that courts will not interfere.57 A staggered board may therefore deter a would-be 
acquirer from attempting to take over a target in the first place. Furthermore, with this 
protection from the takeover threat, a company’s board and management may feel less 
pressure to perform and thus may fail to maximize share value on an ongoing basis. On 
the other hand, if a board is diligent and loyal, and management is motivated to promote 
shareholder interests, a staggered board can allow a company to make long-term invest
ments without concern that the market will undervalue those investments and thereby ex
pose the company to a takeover at too low a price. In addition, a staggered board might 
enhance a target’s bargaining power in negotiating a sale with an acquirer. So a stag
gered board could increase or decrease firm value, depending on how a firm’s board and 
management are expected to respond to an acquisition offer. One’s view on the question 
in general depends on one’s view of how boards and management tend to respond to hos
tile bids—and of course boards and managers differ, so the empirical question is about av
erages.

Despite the fact that economists had been studying takeover defenses since the 1980s, 
the first empirical study of staggered boards was not published until 2002 (by law profes
sors). This study, by Bebchuk, Coates, and Subramanian, found that staggered boards had 
a negative impact on shareholder value for a sample of firms that received hostile 
takeover bids between 1996 and 2000.58 The authors found that firms with staggered 
boards were more likely to reject bids and remain independent, and that remaining inde
pendent meant lower returns to shareholders as compared with companies that were ac
quired. They found no evidence of greater bargaining power for targets with staggered 
boards; when companies with staggered boards were sold, the premiums they command
ed were no different from those of firms without staggered boards. The aggregate result 
of these impacts for firms that received hostile bids meant an average loss of 8% to 10% 
in share value attributable to a staggered board. In another study, Bebchuk and Cohen di
rectly compared the value of companies with and without staggered boards between the 
years 1995 and 2002 and confirmed this conclusion, finding that staggered boards were 
associated with lower Tobin’s Q than firms with annually elected boards.59

To a large extent, these findings have been confirmed and refined by others. Faleye con
firmed that staggered boards are associated with lower firm value and further found that 
staggered boards are worse at firing poorly performing CEOs than are annually elected 

(p. 199) boards.60 Masulis, Wang, and Xie found that firms with staggered boards make 
value-destroying acquisitions more than do firms with annually elected boards.61

In general, staggered boards thus seem to reduce firm value—or more precisely, target 
boards have used them to reduce firm value, on average, and the market has expected 
them to do so, at least during the sample periods of these studies. As in other areas of 
corporate governance research, there are methodological challenges. Each of the studies 
described above considers the possibility that the choice of a staggered board is endoge
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nous—that low value, poorly performing firms may adopt staggered boards to protect 
management. Each responds to the possibility in reasonable but inevitably imperfect 
ways. First, they note that shareholders must approve the adoption of staggered boards, 
and that this is unlikely to happen if a firm is performing poorly. Second, they analyze 
firms that had had staggered boards at least several years before the years in which val
ue was measured. Another methodological concern is the use of Tobin’s Q to measure and 
compare firm values. Although widely used, this measure is considered by many econo
mists to be an unreliable measure of firm value.62

There are, however, recent studies that find a positive relationship between a staggered 
board and firm value for certain types of firms. Johnson, Karpoff, and Yi analyze stag
gered boards adopted at the IPO stage and infer that they are used as commitment de
vices by firms that have important long-term relationships with suppliers or customers.63

They find that the use of staggered boards by firms that have those relationships en
hances value. Cremers, Litov, and Sepe analyze public companies over a 33-year period, 
from 1978 to 2011, and reach a similar conclusion.64 They infer that staggered boards are 
used by firms to maintain commitments to long-term investments and long-term relation
ships. Emiliano Catan and I, however, have recently taken a closer look at this result and 
found that it is spurious.65 Daines, Li, and Wang also find that staggered boards have a 
positive effect on firm value. They focus on smaller firms, using as a natural experiment a 
1990 Massachusetts statute that imposed staggered boards on all companies incorporat
ed in that state.66 They found that the statute caused an increase in firm value over the 
next 15 years for small firms and firms with relatively high R&D investment.

(p. 200) All in all, studies of staggered boards have advanced our understanding beyond 
the realm of theory. As a matter of mechanics, staggered boards give a board the power 
to thwart value-increasing takeovers. In the 1990s, the market seems to have believed 
that boards would exercise that power—hence, the negative correlation between stag
gered boards and firm value. Evidence from the 2000s that Catan and I analyzed sug
gests (through a null result) that the market no longer believes boards will use the power 
that a staggered board provides to thwart the interests of shareholders.

3.3 Studies of Other Takeover Defenses

As explained above, a poison pill is freely available to a board facing a takeover threat, 
and so long as it is in place it is a complete bar to a takeover. To succeed in acquiring a 
target, a hostile acquirer must either convince a target board to agree to an acquisition, 
or it must mount a proxy contest to have target shareholders replace their board with one 
that will agree to be acquired. The only additional takeover defense that is useful, there
fore, is one that impedes the ability of the acquirer to have target shareholders replace 
their board—with a staggered board being the primary example. Any other defense is, at 
best, redundant with the pill, and in fact other defenses are less effective than a pill.

Due to a lack of understanding regarding how takeover defenses work, however, many 
economists have published empirical analyses of other apparent defenses that have no 
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impact on shareholders’ ability to replace a board at the margin. Once the pill was held to 
be legally valid, these defenses could have no additional impact on a firm’s exposure to a 
hostile takeover. Some examples are fair price charter provisions and supermajority vote 
requirements to approve a merger. These studies began in the late 1980s and continue to 
be published today. Early studies of takeover defenses were problematic in several ways. 
Some considered only ineffective defenses; some combined ineffective defenses with stag
gered boards to create a single takeover-defense or “charter amendment” variable; and 
some considered staggered boards prior to the advent of the pill, when staggered boards 
did not provide meaningful takeover protection.67 Yet others counted up how many de
fenses a firm had and used that number as a measure of its takeover exposure—more de
fenses were understood to mean less exposure.68 None of these approaches makes sub
stantive sense, and therefore the results of these studies are uninformative. More recent 
articles continue to refer to the conflicting results of the 1980s and 1990s as a puzzle, as 
opposed to a reflection of methodological errors.69 The confusion thus continues—most 
rampantly in the use of (p. 201) corporate governance indices, discussed in section 4, 
which include multiple takeover defenses that have no impact.

There are, however, two other takeover defenses that can have an impact at the margin. 
The first is a combination of two charter provisions that prevent shareholders from voting 
to replace a board in between annual shareholder meetings: (a) a prohibition on share
holders calling a special meeting and (b) a prohibition on shareholders acting by written 
consent in lieu of a meeting.70 If both these limitations on shareholder voting are present, 
an acquirer must wait until the target’s next annual meeting to mount a proxy contest to 
replace the target board. The second defense is a charter provision that allows sharehold
ers to replace board members only for cause, which means wrongdoing that goes beyond 
a difference in judgment regarding whether to allow a takeover to occur. In effect, this 
provision also requires an acquirer to wait until the next annual meeting to have share
holders replace their board. This delay is not as severe as the delay created by a stag
gered board, but it could be meaningful. Interestingly, no one has yet studied the actual 
impact of these restrictions on shareholder voting.

3.4 Studies of State Antitakeover Statutes

Studies of the impact of state antitakeover statutes entail the same types of errors as do 
studies of firm-level takeover defenses other than staggered boards. Emiliano Catan and 
Marcel Kahan have recently provided a detailed analysis of this literature, with a focus on 
the most common and most commonly studied statutes—business combination statutes, 
fair price statutes, and control share acquisition statutes.71 As they say, “[c]orporate 
lawyers and academics generally dismiss these antitakeover statutes as irrelevant.”72 

Regarding empirical studies of antitakeover statutes, they state: “The way financial econ
omists approach takeover defenses results in a highly distorted view of takeover protec
tions supplied by state law.”73
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Catan and Kahan’s explanation is the same as that provided here with respect to charter-
based takeover defenses. Once the poison pill was validated, the only statutory defense 
that could have an impact would be one that impeded shareholder votes to replace a tar
get board. With the exception of a few states that mandate staggered boards, state anti
takeover statutes do not do that, and never did. Therefore, after the advent of the pill and 
the states’ validation of the pill, state antitakeover statutes had no impact on a firm’s ex
posure to hostile takeovers.74 They were irrelevant. Catan and Kahan explained the point 
well:

Business combination, fair price, and control share acquisition statutes apply once 
a raider has become a major shareholder. . . . But if, as a result of the flip-in pill, a 
raider never acquires a significant stake, any statute that deals with what a raider 
can do once it becomes a major shareholder becomes moot. Similarly, flip-over 
pills, which make business combinations once a raider has acquired a large stake 
prohibitively expensive, render business combination and fair (p. 202) price 
statutes superfluous [because they do the same thing]. Control share acquisition 
statutes, moreover, do not even purport to offer meaningful protection against 
hostile bids that are opposed by the board of the target but are favored (as most 
“hostile” bids are) by a majority of the target’s shareholders.75

The Delaware Supreme Court held pills to be valid in 1985. For a few years after that, 
other state courts split on the validity of the pill, but by 1990, 24 states had validated the 
pill and none had invalidated it. Those states that validated the pill accounted for the vast 
majority of firms’ states of incorporation.76 Consequently, even if one assumes that the va
lidity of the pill was still in doubt in the other 26 states, which would be an unrealistic as
sumption, the window of time and the scope of firms that can be used to study the impact 
of state antitakeover statutes is very narrow. None of the studies performed to date focus
es on state antitakeover statutes within these constraints.

Nonetheless, empirical studies that purport to show impacts of state antitakeover 
statutes are numerous77 and continue to be written today.78 These studies are so flawed 
as to be utterly uninformative. Catan and Kahan use the term “nonsensical.”79 Catan and 
Kahan replicated a study by Marianne Bertrand and Sendhil Mullainathan to determine 
whether the firms they identified as being subject to business combination statutes were 
also incorporated in states that had validated the poison pill, in which case the business 
combination statute would have no impact at the margin. They found that this was true of 
over 50% of the firms whose takeover protection Bertrand and Mullainathan had attrib
uted to business combination statutes.80 For this reason and others, Catan and Kahan 
found that Bertrand and Mullainathan’s analysis of the impact of business combination 
statutes was fatally flawed. This mistake was a result of their misunderstanding of how 
business combination statutes and poison pills work and how they relate to one another.

In sum, the empirical literature on takeover defenses is a mixed bag. Studies of staggered 
boards have been relatively well conceived and informative. They face inevitable method
ological challenges but these studies have moved us beyond intuition, theory, and ideolo
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gy. (p. 203) Other studies of takeover defenses have been fundamentally flawed and unin
formative. Beginning with early event studies of the poison pill and extending to studies 
of state antitakeover statutes today, these studies reflect a regrettable (and avoidable) 
failure on the part of economists to learn the institutional and legal facts of the takeover 
context. As discussed in section 4, this problem is present as well in the design and use of 
corporate governance indices.

4 Corporate Governance Indices
The use—or, as I will explain, misuse—of corporate governance indices has reached epi
demic proportions.81 The “Governance” or “G” Index created by Gompers, Ishii, and Met
rick (GIM),82 and the “Entrenchment” or “E” Index created by Bebchuk, Cohen, and Fer
rell (BCF)83 are used in hundreds of articles covering a wide range of corporate gover
nance topics.84 Yet the G and E Indices reflect the same mistakes described above, with 
some additional mistakes that similarly reflect a failure to understand institutional 
arrangements and legal rules. For the most part, the elements of the G and E Indices 
have no impact on entrenchment, or on anything else of importance to corporate gover
nance.

It is doubtful that anyone familiar with the details of corporate charters, bylaws, and state 
corporate law would have initiated a research program with the hypothesis that the ele
ments contained in the G Index would correlate with firm value or firm performance, let 
alone the possibility of a causal relationship. The elements of the G Index are a hodge
podge of provisions that range from trivial to important, and from theoretically positive to 
theoretically negative to theoretically ambiguous in their impact on corporate gover
nance. GIM purposefully did not select the elements of their index based on a substantive 
judgment regarding their functionality. Instead, as they explained, they took a list of gov
ernance provisions that the Investor Responsibility Research Center (IRRC), a nonprofit 
organization with an interest in corporate governance, tracked for a sample of firms over 
time, and they combined the provisions that the IRRC tracked into 24 elements that be
came the G Index. A firm received one point for each IRRC element that it had adopted 
directly or through operation of state law, and the sum of the firm’s points was its G Index 
score. GIM then performed an econometric analysis that produced surprising results: 
Firms with low scores (supposedly better governance) had higher value and higher in
vestment returns than firms with high scores (supposedly worse governance). A few years 
later, BCF analyzed the (p. 204) GIM results and showed that three quarters of the G In
dex elements were empirically irrelevant to those results. The fact that 18 elements of the 
G Index were not correlated with firm value or performance was not surprising to those 
of us familiar with the Index. But the fact that six elements were correlated was 

surprising. As discussed in detail in section 4.2, there is no functional reason why most of 
those six elements should have any relationship to firm value or investment performance. 
BCF nonetheless reported correlations and christened these six elements the “E Index.” 
From there, the G and E Indices took on lives of their own and became embedded in the 
empirical corporate governance literature as a measure of governance quality. None of 
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the economists who have used the indices in this way have questioned their validity, nor 
have they attempted to understand what the indices mean.

Before explaining why the G and E Indices do not measure management entrenchment or 
any other aspect of governance quality—a discussion that is necessarily detailed and may 
challenge the attention span of some readers—I will review the empirical findings regard
ing the relationship between the G and E Indices and firm value, including recent studies 
that have begun to look for explanations for the GIM and BCF results. While those of us 
familiar with the IRRC provisions included in these indices would not have headed down 
this path at the start, now that we are here, GIM and BCF have presented us with a puz
zle: What lies behind the GIM and BCF correlations?

4.1 Empirical Findings Regarding the G and E Indices

As a threshold matter, what did the governance indices intend to measure? GIM describe 
the G Index as measuring the extent to which a firm has “reduce[d] shareholder rights,”85

and at another point as measuring “the balance of power between managers and share
holders.”86 Neither of these descriptions is very precise, but in setting the context of their 
study, they explain: “The rise of the junk bond market in the 1980s [ . . . ] enable[ed] hos
tile-takeover offers for even the largest public firms. In response, many firms added 
takeover defenses and other restrictions of shareholder rights.”87 So it seems GIM 
thought they were measuring a firm’s exposure to hostile takeovers. BCF describe their E 
Index more precisely as containing elements that “appear to provide incumbents at least 
nominally with protection from removal or the consequences of removal”88—again, 
through a hostile takeover or the threat of one. By using the words “appear to” and “at 
least nominally,” BCF hint at the point I make here.

GIM analyzed the correlation of the G Index with firm value and investor returns. Their 
results were startling and drew the attention of everyone involved in corporate gover
nance research. If an investor had shorted firms in the worst decile of G Index score and 
held shares in the best decile, he or she would have reaped a return of 8.5% per year 
from 1990 to 1999. GIM further found that in each sample year firms with bad scores—a 
lot of supposed protection—had substantially lower value than those with good scores. 
For example, in 1999, a one-point increase in a firm’s G Index score (meaning one more 
supposedly entrenching element), was associated with an 11.4% lower value, as mea
sured by Tobin’s Q. GIM were (p. 205) careful not to attribute a causal explanation to 
these differences. They investigated alternative explanations and concluded that the evi
dence was insufficient to draw a conclusion regarding causation. One thing they did not 
do, however, was to analyze the function of the G Index elements—what do these ele
ments actually do? Doing so would have led them to exclude the possibility of a causal re
lationship with respect to nearly all G Index elements.

BCF took the first step toward looking more closely at the GIM analysis. They found that 
out of the 24 elements of the G Index, 18 are empirically irrelevant. Six elements, dis
cussed in section 4.2, account for GIM’s results. Using those six elements, BCF’s long-
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short strategy would have yielded a 7.4% annual return in equal-weighted portfolios, and 
a 14.8% return in value-weighted portfolios. Like GIM, BCF also found a strong correla
tion between the E Index and firm value, measured by Tobin’s Q. BCF went a step beyond 
GIM in analyzing causation by looking at the correlation between E Index scores as of 
1990 and firm value between 1998 and 2002, thereby reducing the possibility of reverse 
causation. They find that the higher a firm’s E Index score in 1990 the lower its value be
tween 1998 and 2002 (controlling for value in 1990), from which they suggest a causal re
lationship between the E Index and firm value.

The literature has gone in two directions with the G and E Indices. A large and growing 
number of papers blindly add one or both indices to regressions as a measure of good or 
bad corporate governance. A few, however, have tried to analyze the GIM and BCF results 
more deeply. The latter path is well worth following. The starting point, as I explain in de
tail in section 4.2, should be that there can be no causal relationship between the indices 
and firm value or firm performance—assuming an efficient market and reasonably knowl
edgeable market participants. The relevant research question, therefore, is: If not causa
tion, what explains the GIM and BCF results? A few papers have shed important light on 
this question, but the mystery remains unsolved.89

A paper that is not directly about the indices but that nonetheless may answer much of 
the puzzle is Catan’s recent paper on poison pills, discussed in section 3.1. He finds that 
poison pills—an element of both the E and G Indices—tend to be adopted after a firm’s 
value declines.90 This finding is consistent with the nature of poison pills, discussed in 
section 3.1. A board can adopt a pill unilaterally at any time. If a firm is performing poor
ly, its board could decide to adopt a pill just in case it attracts a hostile acquirer. It could 
of course wait until a hostile acquirer appears, but there is no harm (and no benefit) to 
doing so in advance. Catan’s finding and the inherent nature of pills together dispel any 
notion that a pill causes a drop in firm value.91 Thus, to the extent poison pills are driving 
the empirical correlation between the G and E Indices and firm value, the explanation is 
not that a change in index score causes a change in firm value.

(p. 206) Cremers and Ferrell have provided further refinement of the GIM and BCF re
sults, also focusing on poison pills.92 Their sample period runs from 1978 to 2006, which 
allows for more within-firm variation and therefore more power in their firm fixed effects 
models.93 In addition, they cluster standard errors at the firm level, which is a method
ological advance that has become standard practice since the time BCF published their 
article. Cremers and Ferrell find that the presence of a poison pill explains much of the 
negative correlation between the G and E Index and firm value. They show this in both 
cross-sectional regressions and time series regressions with firm fixed effects. For firms 
that have adopted poison pills, no other element of the indices has a significant correla
tion with firm value. Taking this result together with Catan’s, the implication is that for 
firms that adopted a poison pill, the negative relationship that GIM and BCF find between 
firm value and the G and E Indices is not causal. (Cremers and Ferrell report some evi
dence of reverse causation as well.)
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Cremers and Ferrell, however, also find that for firms that have not (yet) adopted a poison 
pill, the E Index (minus the pill) is associated with lower firm value—though with statisti
cal significance of only 10%. This warrants further investigation for two reasons. First, 
since firms that have not adopted a pill can and will do so if they receive a hostile bid, it is 
not apparent why they should be different with respect to the impact of the G Index ele
ments. Second, in firm fixed effects models Cremers and Ferrell find no statistically sig
nificant relationship between firm value and three E Index elements: supermajority vote 
requirements to amend a charter, to amend bylaws, and to approve a merger. Moreover, 
they find a positive relationship between staggered boards and Q. This leaves only golden 
parachutes to explain the negative relationship between firm value and the E Index for 
firms that have not adopted poison pills. More work is needed to untangle these relation
ships. Nonetheless, Cremers and Ferrell have moved us considerably closer to under
standing the GIM and BCF results in a way that is consistent with what we know about 
how the elements of the E Index work.

Fox, Gilson, and Palia have also weighed in recently with a draft paper that attempts to 
explain the GIM results for just two years following the Enron scandal in terms of signal
ing theory.94 But the signal Fox et al. see in a firm’s index score is not costly to low quali
ty firms—precisely because nearly all elements carry no consequence. Therefore, a good 
index score sends no signal.

4.2 Why the G and E Indices Fail to Measure Entrenchment or Gover
nance Quality

The G Index comprises firm-level provisions and six provisions of state antitakeover 
statutes, which are combined into 24 elements.95 A firm is scored based on how many of 

(p. 207) these elements are present in its charter, bylaws, or the law of the state in which 
the firm is incorporated. The assumption underlying the index is that the more elements a 
firm has in its charter, bylaws, or elsewhere, the more it is protected from hostile 
takeovers.

It is implausible that, as a general matter, a firm with a larger number of G Index ele
ments protects management from hostile takeovers more than a firm with a smaller num
ber of G Index elements. Particular elements of the index provide protection (notably, a 
staggered board), but the vast majority do not. Moreover, the G Index suffers from the 
flawed conception that more elements matter more—that the accumulation of individually 
entrenching elements layers on more protection at the margin from hostile takeovers or 
worse governance in some other sense. As explained in section 3, this is simply not true.

The E Index consists of six G Index elements that BCF found to be the underlying empiri
cal drivers of the GIM results.96 By omitting 18 G Index elements, which were not only 
empirically irrelevant to governance but also functionally irrelevant, the E Index is an im
provement on the G Index. But the E Index suffers from the same flaws as the G Index on 
a (p. 208) smaller scale. Five of the six E Index elements are either entirely or nearly irrel
evant as measures of entrenchment or governance quality more generally.
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So what exactly is wrong with the elements of the G and E Indices? Since the E Index is a 
subset of the G Index, I will answer this question with respect to the broader G Index and 
in doing so cover the subset of G Index elements that constitute the E Index. For clarity, 
in the discussion below, each E Index element will be in bold type initially. I will also re
cap with a summary of why the E Index is fundamentally flawed.

The flaws in the G Index fall into the following categories, each of which is explained fur
ther below: (1) Some elements can have no impact on management entrenchment; (2) 
nearly all other elements can have no impact on entrenchment if a firm has a staggered 
board; (3) some elements can have an impact on entrenchment only under limited and un
usual circumstances; and (4) some elements are either of no relevance to entrenchment 
or they have an affirmatively beneficial impact on governance. Consequently, neither the 
G Index nor the E Index is a plausible measure of management entrenchment (or any oth
er governance quality).

4.2.1 Takeover-Related Elements with No Takeover-Related Impact
As explained in section 3, the following elements of the G Index have no impact on a 
firm’s exposure to a hostile takeover:

•Poison pill in advance of an actual bid

• Coverage by a business combination statute

• Coverage by a fair price statute or charter provision

• Coverage by a control share acquisition statute

• Coverage by a cash-out statute (which is equivalent to a fair price statute).

The presence of a pill at any point in time before a hostile takeover bid is made is of no 
consequence, as discussed in section 3. What matters is that when a hostile bid occurs, 
the target firm has a pill. Once a bid is made, the target board has plenty of time to adopt 
a pill. All it takes is a board resolution. Therefore at any time prior to the point at which a 
bid is made, a firm without a pill is no more exposed to a takeover threat than a firm with 
a pill. As explained above, all firms have a “shadow pill.” Consequently, inclusion of a poi
son pill in the G and E Indices is incorrect.

Once a firm adopts a poison pill, the pill provides complete protection from a hostile 
takeover so long as it is in place. Consequently, the other provisions listed above have no 
impact on entrenchment (or anything else). Each provides protection that is not only re
dundant with that of a pill but less powerful than a pill as well.

Because a pill provides complete protection as long as it is in place, the only governance 
measures that affect a firm’s exposure to a hostile takeover are those that impede a 
shareholder vote to replace a firm’s board with a new board that will disable the pill. 
None of the elements listed above do that.
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The G Index also includes the following provisions:

•A supermajority shareholder vote to amend a charter

•A supermajority shareholder vote to approve a merger

(p. 209) The first of these—a supermajority to amend a charter—is of no consequence with 
respect to takeover exposure. As a matter of law, a charter amendment requires both 
board approval and shareholder approval. Since board approval is needed, there is no 
way for shareholders to amend a charter regardless of whether a majority or supermajori
ty vote is needed. If there is anything in the charter that entrenches management—a stag
gered board, for example—it will stay there unless the board decides to amend the char
ter to eliminate it, in which case a shareholder vote of approval is sure to follow with or 
without a supermajority requirement.97

A supermajority vote to approve a merger is also of no consequence and does not belong 
in the indices. A shareholder vote on a merger can come up in the context of a hostile 
takeover only after a bidder has succeeded in a tender offer for a majority of the target’s 
shares—that is, a majority of the target’s shareholders have already sold their shares to 
an acquirer. (No shareholder vote is needed for this to happen.) If the acquirer wants to 
buy the remaining shares, which is typically the case, it must conduct a “back-end merg
er.” This requires a vote of the target shareholders. A majority of the target’s votes are al
ready held by the acquirer, and they will obviously be voted in favor of the merger, but if 
there is a supermajority vote requirement, it is theoretically possible that a large enough 
minority of shareholders will hold out so that the supermajority threshold (say, 80%) will 
not be met. But who would hold out? Target insiders, perhaps. But to what end? Their 
firm is already controlled by the acquirer and they are either out of their jobs or they cer
tainly will be out of jobs if they vote against the merger. Perhaps there is an outside 
blockholder unrelated to management. But if so, an acquirer will have gotten that 
blockholder’s support in advance. Perhaps a hedge fund could buy up the target’s shares 
after the tender offer in an effort to shake down the acquirer for a higher back-end price. 
Theoretically, this could happen but it never has. And for a supermajority vote require
ment to entrench management, an acquirer must be deterred from the start, which 
means it must foresee this happening. Not too likely, especially during the period of the 
GIM and BCF studies.

Neither of these supermajority vote requirements, therefore, belongs in a governance in
dex.

4.2.2 Treatment of Firms with Staggered Boards
As explained above, a staggered board in conjunction with a pill is a nearly complete de
fense to a hostile takeover. It imposes a roughly two-year delay on an acquirer seeking to 
have target shareholders replace their board with a board that will disable the target’s 
pill. For firms with staggered boards, no other takeover defense can have a protective im
pact at the margin.98 This means that for all firms with staggered boards, the presence of 
other elements just runs up the score without adding additional protection from hostile 
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takeovers. On the other hand, it would make no sense to give firms a total score of only 1 
for having the strongest takeover mechanism in place and none of the remaining ones 
that provide no (p. 210) protection at the margin anyway. This is just one respect in which 
the premise of tallying up a score for takeover-related elements that are not additive 
makes no sense.

4.2.3 Takeover-Related Elements with an Impact Only Under Limited Cir
cumstances
Some takeover-related elements of the G Index can have an impact on management en
trenchment, but only under limited circumstances. Two of these elements, discussed in 
section 3, are those that prevent shareholders from voting to replace board members be
tween annual meetings, and thereby delaying an acquirer for up to one year. These ele
ments are (a) a prohibition on shareholders calling a special meeting and (b) a prohibition 
on their voting by written consent in lieu of a meeting (or, equivalently, a requirement 
that such votes be unanimous). These provisions are relevant, however, in only two cir
cumstances. First, they are relevant only for firms without staggered boards. The law 
governing staggered boards requires that directors be elected at annual meetings only.99

Second, each is relevant only if the other is present; one alone is useless.100 Therefore, 
one point for either provision alone is not appropriate, nor is assigning two points for 
both.

Another element that is relevant only under certain circumstances is a supermajority 
vote requirement for bylaw amendments. The analysis here is complicated. As a 
threshold matter, this provision can be relevant only if the combination of the supermajor
ity threshold and inside share ownership is such that it would be difficult to get a suffi
cient number of outside shareholder votes to amend a firm’s bylaws. For example, if an 
80% vote is required to amend a firm’s bylaws, and management (or outside shareholder 
allies) hold over 20% of the firm’s shares, then management can effectively veto changes 
to the bylaws. If management holds 15% it would still be difficult to get enough votes to 
amend. Since inside ownership changes over time and could change specifically in the 
context of a takeover-related event, this is not a straightforward item of data.

Assuming that the supermajority threshold is high enough to matter, the next condition 
that must be met for the supermajority to be relevant to entrenchment is that there is 
something in the bylaws that entrenches management in the first place, or equivalently, 
that there is something in the relevant state default rules that is entrenching. In either 
case, to the extent the supermajority provision prevents the shareholders from amending 
the bylaws to undo (p. 211) the entrenchment, the offending protective mechanism will re
main present. A staggered board is the primary example.101 Occasionally, bylaws rather 
than charters provide for a staggered board. If a firm’s bylaws provide for a staggered 
board and that bylaw provision is protected by a supermajority provision, then the super
majority provision is relevant to management entrenchment. But BCF report both that 5% 
to 7% of firms in their sample have staggered boards provided for in their bylaws102 and, 
separately, that 32% to 40% of firms have supermajority provisions applicable to bylaw 
amendments.103 Unless these additional supermajority provisions protect an entrenching 
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bylaw provision, they should not be included in the index. Moreover, including this super
majority provision in the index means that a firm with both a staggered board provision in 
its bylaws and a supermajority requirement for amending its bylaws will receive two 
points, and a firm with a staggered board provided for in its charter will receive only one 
point, yet the level of entrenchment is the same.104

Even if there is no entrenching provision in a firm’s bylaws at a particular time (or an 
equivalent provision adopted by default from state law), most firms’ charters allow their 
boards to amend bylaws unilaterally—along with shareholders, who always have a unilat
eral right as well. Consequently, one might ask whether a supermajority vote requirement 
for shareholder amendments exposes shareholders to such unilateral amendments by 
boards with no opportunity for shareholders to undo the damage with their own amend
ment. This scenario is possible but not with respect to seriously entrenching amend
ments. In Delaware, a board cannot amend bylaws to create a staggered board, and in 
states that have adopted the Model Business Corporation Act in its original or revised 
form, a staggered board must be provided for in the charter, not the bylaws.105 In addi
tion, any other board-imposed amendment must be in line with the board’s fiduciary duty 
to shareholders and consistent with the corporate statute and the firm’s charter.106 Its im
pact must also be fully disclosed. If an amendment somehow shields management from a 
hostile takeover, a court will subject it to serious scrutiny. Consequently, a board’s oppor
tunity to amend bylaws this way is not substantial. Therefore if there is nothing in the by
laws (or a state default rule) to protect, a supermajority requirement to amend bylaws 
should not be given credit in an index as entrenching.

Golden parachutes could well be included in section 4.2.1, among the E Index provi
sions with no impact on entrenchment. Since 1984, golden parachutes are subject to a 
tax if they are greater than three times an executive’s base compensation.107 

Consequently, most golden parachutes are at this level. Golden parachutes alone, there
fore, will not impose a high enough cost to deter a hostile bid. It is possible that, when 
added to other forms of change-of-control payments, such as accelerated options, golden 
parachutes happen to become an important deterrent to a takeover at the margin for 
some firms. It is also true that some golden parachutes are larger than the tax-penalty 
limit. So it is technically possible that a (p. 212) golden parachute of the right size relative 
to the gains available to an acquirer could deter an acquirer. But if this were the basis for 
including golden parachutes in the G or E Index, one would have to include only very 
large ones—perhaps larger than those that actually exist.

A second potential reason to consider golden parachutes as a negative factor in corporate 
governance is that they may make management indifferent to a takeover at a low price. 
This seems to be what BCF had in mind. If a golden parachute makes management indif
ferent to a hostile takeover at a low price and as a result relieves management of pres
sure to manage the company well, then the golden parachute would be detrimental to 
shareholders. But will three times base salary have this incentive effect on CEOs and oth
er senior managers? It seems unlikely.
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Finally, a golden parachute is generally expected to have a positive impact on governance 
because it will reduce management’s resistance to a value-increasing takeover bid. That 
is, it has an anti-entrenchment impact.108 It therefore does not belong in an index that 
supposedly measures negative governance quality.

In sum, golden parachutes can be either a positive or negative influence on corporate 
governance and firm value—and they may have no influence in either direction. Their im
pact at the margin depends on other factors. To score a golden parachute as entrenching, 
especially without considering other factors, is incorrect.

4.2.4 Elements that are Unrelated to Takeover-Defense and Affirmatively 
Good for Corporate Governance
The G Index also contains several elements that are not takeover defenses, that have no 
bearing on management entrenchment whatsoever, and that are widely understood to be 
beneficial from a governance standpoint. Three such elements protect board members 
and managers from litigation and liability risk: (i) director indemnification provided for in 
bylaws; (ii) director indemnification provided by agreement; and (iii) exculpation of out
side directors for monetary liability for violation of the duty of care. All of these protec
tions have exceptions for actions that directors or officers have taken in bad faith.109 They 
are not licenses to steal. It is widely agreed that directors and officers should be protect
ed from the expense of shareholder lawsuits, which are often non-meritorious, even if this 
protection can also extend to individuals who have engaged in misconduct. Indeed, with
out such protection, it would be difficult to attract outside directors and perhaps even 
top-level officers to public companies, and those who are attracted would take few risks, 
regardless of the rewards to shareholders.

4.2.5 The E Index
The E Index contains the following elements of the G Index:

• Staggered board

• Supermajority to amend bylaws

• Golden parachute
(p. 213) • Supermajority to amend charter

• Supermajority to approve a merger

• Poison pill

Summarizing what has just been explained above, a staggered board is the primary ele
ment of the Index with a potential for entrenchment. A supermajority requirement to 
amend bylaws can, under highly limited circumstances, be entrenching. But treating 
them as entrenching without taking account of those circumstances is inaccurate. The im
pact of golden parachutes is even more contingent, and possibly positive. The two other 
supermajority requirements are not entrenching. And finally, the presence or absence of a 
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poison pill at any point in time is of no consequence and therefore should not be in the in
dex.

So the final tally of E Index elements that can potentially have an impact on entrench
ment is three out of six. And of those three, two are highly contingent, and one of those 
two—golden parachutes—is expected to have positive impact on governance. If re
searchers want to know whether these three elements have an impact on governance, or 
if they believe they do ex ante in a particular circumstance, there is no reason to combine 
them into an index. Each can enter a regression separately and each can be refined to 
capture situations in which they matter.

While a governance index must simplify complex relationships, the simplification must re
flect an understanding of how the elements of the index work. This is not the case with 
the G Index or the E Index. Their elements do not have any justification in terms of how 
corporate governance works. These problems, coupled with the fact that researchers me
chanically use the indices without understanding them, has resulted in widespread and 
ongoing confusion in the empirical governance literature.

5 Conclusion
Empirical analysis of corporate governance has taken the field beyond the exchange of 
theoretical assertions and ideological pronouncements that often characterize legal schol
arship, and it has the potential to take us farther. There are methodological barriers that 
warrant modesty with respect to the interpretation of results and even more so to policy 
prescriptions. But econometricians will continue to develop methods that reduce those 
barriers.

A greater problem, though one that can (in theory) be corrected, is the fact that many 
economists working in this area do not understand the institutional and legal context of 
their research. This is not only a problem with individual economists who write these arti
cles, it is a problem in the finance and economics research infrastructure. The editors and 
the referees are no better informed than the authors submitting papers for publication, 
nor are business school and economics department colleagues who are impressed by pub
lications in top journals.

Catan and Kahan described the situation well: “[J]ust like managers suffer from agency 
costs that distort behavior, academics (in finance, but also in law—ourselves included) 
have incentives that can distort behavior. And for empiricists, one of the potential distor
tions is to embrace variables that can be easily employed in an empirical test and to pay 
little heed to arguments that the variable has no theoretical validity.”110
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Abstract and Keywords

This chapter reviews the benefits and costs of using indices, in particular the G- and E-in
dices, in empirical corporate governance research. As with corporate governance itself, 
the widespread use of corporate governance indices have both costs and benefits. The lit
erature has identified a number of concerns with the use of these indices including con
cerns over measurement error, endogeneity, reverse causation, omitted variables and 
proper identification of the actual mechanisms by which corporate governance might 
matter. On the other hand, these indices enjoy several important benefits that explain 
their continued and widespread use. It concludes that event study methodology and the 
utilization of legal shocks/regulatory discontinuities for identification will likely play an 
ever greater role in future research.

Keywords: corporate governance, E-index, G-index, corporate governance indices, reverse causation, endogeneity

1 Introduction
INTEREST in corporate governance, whether on the part of academics, governmental 
agencies, shareholder activists, or market commentators, has never been greater. Sh
leifer and Vishny define corporate governance as “the ways in which suppliers of finance 
to corporations assure themselves of getting a return on their investment.”1 So defined, 
few issues could be more fundamental to the operation of the capital markets and the fi
nancing of corporations.

Given the diversity of differing, and reasonable, views on which aspects of corporate gov
ernance should matter to investors, how they matter and when they matter, the resolu
tion of what constitutes good corporate governance practices is ultimately an empirical 
question. This chapter will focus on the benefits and costs of the empirical literature’s re
liance on using corporate governance indices to measure corporate governance in explor
ing these issues.
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2 Measuring Corporate Governance

2.1 Corporate Governance Indices

Measuring firm characteristics related to firm corporate governance for large numbers of 
firms over substantial periods of time is one of the most important challenges facing 

(p. 215) corporate governance research. The issues that must be confronted in such an en
deavor include whether there are plausible reasons to believe that whatever firm charac
teristics are being measured could reasonably be expected to matter in the first place, ad
equate breadth of coverage (both temporally and cross-sectionally), consistency with pri
or literature, and standardization. Not all these desirable outcomes are always achievable 
to researchers at the same time, such as the potential trade-off between breadth of cover
age and one’s preferred measure of corporate governance. As with corporate governance 
itself, the measurement of corporate governance will also involve debatable trade-offs.

A common approach in measuring corporate governance is to use corporate governance 
indices. These indices typically sum the number of a particular set of arrangements a firm 
has and assigns the firm a score based on this summation. Indices therefore ignore 
weighting particular combinations of arrangements differently from other combinations 
in the score assigned to a firm. In so doing, the empirical corporate governance literature 
has followed the approach adopted in other areas such as the use of indices in exploring 
the effect of country-level legal rules on various outcome measures of interest.2 It is 
therefore not surprising that some of the issues that have arisen with respect to indices 
measuring the quality of country-level legal rules have also arisen in the context of mea
suring firm-specific governance arrangements.

Of all the indices, the G-Index measure of corporate governance, first introduced in the 
seminal paper of Gompers, Ishii, and Metrick,3 has had the most profound impact on em
pirical corporate governance research. The G-Index is based on how many of 24 possible 
corporate governance provisions, each of which purportedly restricts shareholder rights 
in some manner, a firm has at a particular point in time. A higher G-Index therefore indi
cates fewer shareholder rights. The G-Index provisions include the presence of anti
takeover provisions (such as staggered boards and poison pills), certain types of compen
sation arrangements that might arguably help insulate management (such as golden 
parachutes), and various types of supra-majority shareholder voting requirements. Some 
of these provisions can be found in a corporation’s bylaws or corporate charter, some in a 
firm’s contracts with management, and still others are a function of the law of the state 
the firm is incorporated in.

Building on Gompers, Ishii, and Metrick, another triplet, Bebchuk, Cohen, and Ferrell, 
construct another widely used corporate governance index, the E-Index, which consists of 
six of the 24 G-Index provisions.4 They argue that these six provisions in particular can 
matter in furthering managerial entrenchment, particularly that of target management 
facing a hostile takeover. As with the G-Index, a higher E-Index score is indicative of few
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er shareholder rights. They document that the negative association of the G-Index with 
firm value and lower stock returns is accounted for by the E-Index.

To be sure, besides the widely used G- and E-Indices other corporate governance indices 
have been proposed in the literature, though they are generally used less frequently. For 
example, Gillan, Hartzell, and Starks construct a board index intended to capture the 
strength (p. 216) of board monitoring (based on board size, separation of chair and CEO, 
separate independent board committees).5 Brown and Cayler introduced a corporate gov
ernance index based on the sum of 51 firm-level provisions.6 Cremers and Nair utilize an 
antitakeover index intended to measure a firm’s takeover exposure, which consists of 
summing whether a firm has a staggered board, blank check preferred stock, and restric
tions on shareholders’ ability to call a special meeting or act through written consent.7

Coates proposes an index carefully constructed to track the legal impact of various provi
sions on a firm’s takeover exposure.8 Unlike the typical index approach, his approach con
siders the interaction of different types of arrangements. In the commercial and advising 
context, additional corporate governance indices have been used such as the Institutional 
Shareholder Services’ Corporate Governance Quotient Index; the Governance Metrics 
International’s GMI Index; and the Corporate Library’s TCL Index, though there are acad
emic concerns regarding these indices’ utility.9

There are at least three important reasons that can account for the influence of the G- 
and E-Indices on empirical corporate governance research, at least insofar as the re
search has focused on the type of provisions tracked by the G- and E-Indices.

First, and perhaps most importantly, these indices are readily calculable from the widely 
used RiskMetrics database (formerly maintained by the Institutional Responsibility Re
search Center (IRRC)) covering between 1,400 and 1,800 firms starting in 1990 until 
2008 (updated at either two- or three-year intervals). All the firms of the S&P 500 are in
cluded as well as a number of others. These firms represent more than 90% of total US 
stock market capitalization in any given year. As of 2008 and onwards, however, only a 
subset of the G-Index provisions are covered in the RiskMetrics database rendering it 
currently impossible to calculate a firm’s G- or E-Index scores for more recent years us
ing this database. Given this important and growing gap in the data, and in light of the 
central role of the G- and E-Indices in empirical corporate governance research, Cremers 
et al. will be providing this data to researchers for each year starting in 2008 for a large 
sample of firms while also correcting for some coding issues in the RiskMetrics 
database.10 Besides the RiskMetrics database, some of the G-Index provisions are also 
available from the SharkRepellent database.

Second, readily available indices capturing a range of governance provisions enable re
searchers to examine the impact of particular corporate governance provisions while ac
counting for a wider universe of corporate governance provisions. A corporate gover
nance index can readily be broken into its component parts and analyzed in the context of

(p. 217) exploring the particular effect of a provision or sub-portion of the index that is of 
interest. In contrast, much research prior to Gompers, Ishii, and Metrick11 tended to fo
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cus on just one particular provision or a small set of provisions12 without accounting for 
the other provisions tracked by these indices.

Third, despite significant skepticism, particularly in the legal academy, concerning the 
construction of these indices, it is nevertheless the case that an impressive number of 
academic papers utilizing the G- and E-Indices in a variety of settings, including a num
ber of papers published in top peer-reviewed finance journals, consistently report finding 
that these indices are associated with various outcome variables of interest, typically 
some metric of firm performance. For instance, in an interesting paper, Masulis, Wang, 
and Xie explore the effect of corporate governance, using the G- and E-Indices, on re
turns experienced by bidders when making an acquisition announcement.13 They hypoth
esize that bidders with poor corporate governance will experience greater negative stock 
returns as these firms are likely to engage in poor acquisitions. Consistent with this hy
pothesis, they report that “bidder returns decrease by 0.290% (0.435%) per one-standard 
deviation increase in the [G-Index (E-Index)] . . . ”14 To take another example, Dittmar and 
Mahrt-Smith investigate whether the market’s valuation of a firm’s cash holdings de
pends on the quality of corporate governance.15 They report that whether one uses the G- 
or E-Index, the “results show that having less entrenched managers (good governance) 
substantially and significantly increases the value of a dollar of cash, as evidenced by the 
positive and significant coefficient on the interaction between governance and cash.”16 As 
a final example, Giroud and Mueller document that firms with weak corporate gover
nance, using the G- and E-Indices as the measure, have lower labor productivity, make 
more value-destroying acquisitions, and experience worse operating performance, lower 
equity returns, and lower firm value when the firm is in a noncompetitive industry.17 The 
importance of governance in noncompetitive industries might be the result of firms in 
these industries facing less pressure from product competition to adopt value-maximizing 
practices.

While many of these studies focus on the relationship between corporate governance and 
various metrics for firm performance (typically Tobin’s Q), one of the interesting findings 
from Gompers, Ishii, and Metrick that has generated its own literature is the association 
between good corporate governance and positive abnormal stock returns.18 Economically,

(p. 218) the reported results are striking, with a portfolio that buys (sells) firms with 
strong (weak) shareholder rights having an annualized abnormal return of 8.7% over 
1990–1999. This is deeply puzzling as any impact corporate governance has on stock 
prices would presumably be a one-time event assuming that the firm does not change its 
corporate governance, and the market salience of corporate governance does not change 
over time. In other words, the value of the firm might be lower as a result of poor corpo
rate governance, but this firm value effect should not also generate a different return pro
file going forward over significant periods of time. Various theories have been proposed 
for the stock return effect, including the market learning of the importance of good cor
porate governance over long stretches of time, a lack of robustness, and the relationship 
between takeover exposure (as reflected in the G- or E-Index) and systematic risk.
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Whether all these and similar findings in the literature are due to the direct causal im
pact of the provisions tracked by the G- and E-Indices (or some subset of these), a corre
lation of these indices with other more difficult to measure aspects of corporate gover
nance, coding issues, or simply reflect some form of endogeneity inadequately controlled 
for has been and remains an interesting topic of corporate governance research.

2.2 Measurement Error

While the success of these indices is easy to understand, these indices also have impor
tant limitations. I will focus on concerns centered on the construction of the indices in 
this portion of my discussion.

The theoretical underpinnings of the G-Index, and, in particular, why these 24 provisions 
in particular might plausibly impact the corporate governance of a firm in a meaningful 
way, have typically been left at a quite abstract level. For instance, Gompers, Ishii and 
Metrick themselves argue that the G-Index provisions could create agency costs through 
“some combination of inefficient investment, reduced operational efficiency, or self-deal
ing.”19 These types of managerial agency concerns stated at this level of generality, of 
course, have a long provenance in the literature beginning with Berle and Means,20 

concerns developed by Manne in the corporate control context,21 and reflected in the vast 
agency cost literature beginning with Jensen and Meckling.22 The E-Index has a some
what more granular justification as it focused on managerial defenses against unwanted 
changes in corporate control (or at least unwanted by the target’s board). In this context, 
Bebchuk, Cohen, and Ferrell23 also point out that the presence of some entrenching pro
visions, such as poison pills, might provide an informational signal to the market as was 
pointed out by Coates.24 Managerial (p. 219) entrenchment in the context of a hostile bid 
has been a prominent concern in the literature since Manne.25

The issue that such an abstract justification for an index, whether it be the G-Index or 
some other corporate governance index, does not lie in the fact that a researcher could 
reasonably take the opposite view. For example, managerial entrenchment under certain 
conditions might result in beneficial effects such as empowering managers to negotiate 
higher acquisition premiums26 or reducing distortions in incentives to invest in long-term 
projects.27 After all, this competing view can also be put to the test using these same in
dices assuming that it is measuring, even if imperfectly, managerial entrenchment.

Rather, the more powerful critiques have focused on the a priori plausibility of a particu
lar index accurately capturing a firm’s corporate governance profile. In short, the claim 
focuses on whether it is measuring anything at all of importance. For instance, Bebchuk, 
Cohen, and Ferrell argue that their analysis fails to reveal any basis for viewing 18 of the 
24 G-Index provisions as significant.28 To take an important example, antitakeover 
statutes (such as business combination statutes) were arguably rendered largely irrele
vant once target boards had the ability to block unwanted takeovers with a poison pill so 
long as the directors remained in office. If directors could ward off an unwanted takeover 
by this means, the additional incremental protections provided to a target board by an an
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titakeover statute are rendered superfluous.29 If correct, this calls into question the nu
merous corporate governance studies that have focused on the presence of an anti
takeover statute important to the corporate governance of firms incorporated in that 
state.30 Klausner goes one step further and argues that the only antitakeover provisions 
that are likely to matter are poison pills and staggered boards (along with dual class 
shares, which are not one of the 24 G-Index provisions).31 Romano, Bolton, and Bhagat 
argue for the superiority of just one corporate governance variable: the dollar value of 
the median independent director’s stockholding.32

Indeed, an even further paring back of the firm characteristics that should arguably be in
cluded in a measure of corporate governance is possible. As has been clearly recognized 
since Coates, poison pills can clearly matter a great deal to a firm’s corporate governance 
profile but the extent to which actually having one at any particular point in time should 
matter is questionable given the unilateral ability of any firm to quickly adopt a poison 
pill if and when it is desired.33 In other words, all firms in effect have a “shadow poison 
pill.” Of course, this view is entirely consistent with the fact that a firm’s adoption of a pill 
might well (p. 220) constitute an important signal to the market concerning the firm’s 
management, such as the management’s receptivity to a takeover or private information 
about the likelihood of the firm facing a takeover bid.

Offsetting these objections to the use of corporate governance indices are two considera
tions. First, while the indices are undoubtedly noisy measures of corporate governance, 
they are arguably deployed in a manner reflective of this fact. In Gompers, Ishii, and Met
rick itself,34 for instance, the empirical analysis focuses on the extreme ends of the G-In
dex distribution (labeled the “democracy” and “dictatorship” firms). That is to say, even 
with a noisy proxy for corporate governance, firms at either end of the distribution are 
more likely to have an acceptable noise/signal ratio, thereby at least somewhat mitigating 
a concern over mismeasurement. Needless to say, whether this is a satisfying response 
will depend on the extent of one’s concerns over mismeasurement (or non-measurement).

Second, the claim that corporate governance has been substantially mismeasured as a re
sult of the literature’s reliance on corporate governance indices does not by itself imply 
that the typical regressions one sees in the literature are necessarily invalid or uninfor
mative. It is worth noting at the outset that in the literature the corporate governance 
variable, such as an index, is typically (although not inevitably) on the right-hand side of 
the regressions, i.e. serves as an explanatory variable. On the left-hand side—the depen
dent variable—there is very often (although not inevitably) some metric related to firm 
performance, such as Tobin’s Q, return on assets, accounting restatements, cost of equity, 
and excess stock returns. This reflects the simple fact that researchers are usually inter
ested in investigating the potential association of corporate governance, controlling for 
other variables, to metrics related to firm performance.

In such a regression framework, as is well understood, any measurement error becomes 
part of the regression error. Assuming the measurement error is correlated with the cor
porate governance measure being used as an explanatory variable (or, equivalently, is un
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correlated with the “true” unobserved corporate governance), this gives rise to a stan
dard errors-in-variables problem with any ordinary least square regressions that are run 
using this measure. Specifically, any coefficient from a regression using the corporate 
governance measure, say the G-Index, will suffer from attenuation bias, meaning the coef
ficient on the index will be biased toward zero.35 As a result, if a positive statistically sig
nificant coefficient on corporate governance were in fact found, then a researcher could 
simply note that even despite this bias working against such a finding they were never
theless able to find one. There is nothing particularly problematic in any of this. Potential
ly far more troubling is the further fact that if other explanatory variables (of which there 
might be a significant number) in a regression besides the corporate governance measure 
are also measured with error, then the bias on the corporate governance coefficient can 
go either way, i.e. could be biased away from or toward zero. In such a situation, it may 
be impossible to draw any inferences from the regression, whether or not the coefficients 
in the regression are statistically significant.

To the extent the critique of corporate governance indices can be translated into an 
econometric concern over the impact of measurement error (putting aside the argument 
that the indices in fact do not measure anything), to what extent is such a critique in fact 
specific to (p. 221) the use of any particular corporate governance index? After all, it is the 
potential measurement error in the non-corporate governance right-hand-side variables, 
regardless of how corporate governance is measured or whether an aggregate index is 
used, that can rise to the problematic situation discussed earlier where the bias can be 
away from or toward zero. But this is an issue that can arise for other measures of corpo
rate governance, even assuming a perfect measure for corporate governance (i.e. no mea
surement error) could be constructed. Presumably, using an accurate measure of corpo
rate governance, whatever this might consist of, would not remove the measurement er
ror in other standard right-hand side variables.

Consider by way of illustration variables that reflect executive compensation that are of
ten used in the corporate governance literature, such as the value of executive compensa
tion,36 or the sensitivity of managerial wealth to stock price.37 To construct these vari
ables, one needs to estimate the value of management’s stock options which usually in
volves approximation, such as using the Black–Scholes pricing theorem.38 Given these are 
approximations, these variables will involve measurement error, an issue that would re
main even assuming no measurement error in the corporate governance metric. Alterna
tively, to take another example, variables related to corporate ownership, which are often 
included on the right-hand side, have known measurement error issues.39

3 Endogeneity
Of course, empirical corporate governance research, as is true for empirical corporate fi
nance more generally, must deal with the endogeneity of corporate governance, irrespec
tive of how it is measured.40 One particular endogeneity concern in the literature has 
been reserve causation: the possibility that low-valued firms tend to adopt poor corporate 
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governance with any association between corporate governance and firm valuation there
by not being attributable to the causal impact of corporate governance.41 More generally, 
researchers are concerned about the potential for omitted variable bias. This arises when 
a variable is both correlated with a right-hand-side variable (such as corporate gover
nance) and also correlated with the left-hand-side variable (say some metric of firm per
formance) but is not included in the regression. Obviously the list of potential omitted 
variables in the context of studying explanatory variables for firm performance is a daunt
ing one.

(p. 222) I will first focus on the reverse causation issue before turning to the issue of omit
ted variable bias writ large.

3.1 Reverse Causation

Cremers and Ferrell comprehensively collected G- and E-Index data for panels of firms 
for the 1978–1989 period, enabling them to study these indices from 1978 to 2007 after 
combining their data with the standard Riskmeterics/IRRC data that begins as of 1990.42

They therefore can directly test the reverse causation hypothesis by examining whether 
changes in corporate governance (many of these changes occurring in the 1980s) can be 
attributed to the firm having a low valuation. They find little evidence in support of re
verse causation for the G-Index, albeit with an economically modest reverse causation ef
fect with respect to the decision to adopt a poison pill.

On the other hand, with respect to staggered boards, using the same data, Cremers, 
Litov, and Sepe do report finding reverse causation.43 The latter finding raises the ques
tion as to whether the well-documented association between staggered boards and lower 
firm valuation is due to reverse causation. It is important to emphasize, however, that this 
finding, by itself, does not establish that for firms with staggered boards adopted long 
ago causation does not run from staggered boards to lower firm valuation. For instance, 
the ability to remain a low-valued firm over time could be a function of having adopted a 
staggered board. Indeed, this could potentially have been the motivation behind the deci
sion to adopt in the first place. Another related issue is whether the mere fact that low-
valued firms adopted staggered boards 20 or 30 years earlier can adequately explain the 
current association between low-valued firms and staggered boards today without at
tributing some causal role to staggered boards.

The stability of the corporate governance indices for the 1990s and early 2000s has pre
sented both opportunities and challenges in addressing endogeneity concerns. In explor
ing the reverse causation issue other papers have exploited the stability of corporate gov
ernance during this period. For instance, Bebchuk, Cohen, and Ferrell examine whether a 
firm’s E-Index score as of 1990 has a negative association with firm valuation in the 
1998–2002 period.44 The rationale is that while a firm’s 1990 E-Index score is highly cor
related with its score in the 1998–2002 period given this stability, a firm’s 1990 E-Index 
score cannot itself be the result of low firm valuation during the 1998–2002 period. To 
control for the possibility that poor management as of 1990 is responsible for both the ex
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istence of entrenching provisions in 1990 and the firm’s low valuation in the 1998–2002 
period, they further control for firm valuation as of 1990 given that poor management 
would tend to result in low valuation. They find that the E-Index as of 1990 is negatively 
associated with firm valuation in the 1998–2002 period. Using similar reasoning, Masulis, 
Wang, and Xie examine whether for firms that went public prior to 1990 there was a neg
ative association between bidder returns (p. 223) and the firm’s G- and E-Index scores for 
bidder acquisitions in the 1990s.45 They report that the negative association is even 
stronger for this subsample of firms.46

A second issue that has arisen given the stability of corporate governance is when the de
pendent variable of interest relates to some metric of the firm’s future operating perfor
mance. Larcker, Richardson, and Tuna point out that given the persistence of corporate 
governance combined with the documented persistence of firm operating performance, 
controlling for a firm’s current operating performance in a regression could have the re
sult of simply removing the impact of governance that one is attempting to estimate.47

While the persistence of corporate governance for much of the period for which re
searchers have data can be helpful, it has come at the cost of limiting the ability of inves
tigating the impact of within-firm variation in corporate governance through using fixed 
effects, as there is relatively little within-firm variation to work off. The Gompers, Ishii, 
and Metrick regressions, for instance, are cross-sectional in nature, i.e. work off differ
ences across firms. This leads directly to the omitted variable concern of the possibility 
that there are uncontrolled for differences across these firms with the same G-Index 
scores. Indeed, Cremers and Ferrell document that firms with the same G-Index scores 
vary widely in terms of their market betas.48 Firm-fixed effects have the benefit of con
trolling for any unobserved time-invariant firm-specific characteristics and so, to this ex
tent (but only to this extent), can partially address this concern. With this in mind, Cre
mers and Ferrell examine within-firm variation in their G- and E-Index scores and docu
ment that in fact the G- and E-Indices are negatively related to firm valuation with fixed 
effects.49

It is worth pointing out that the critique that corporate governance has been mismea
sured has particular salience in the context of firm-fixed-effects regressions given that po
tentially useful information from across-firm variation is being discarded. This could in
crease the noise associated with any mismeasurement of corporate governance. More
over if the mismeasurement of corporate governance is worse in terms of identifying 
changes in corporate governance at a firm than comparing corporate governance across 
firms, then the attenuation bias discussed earlier becomes potentially even more 
severe.50

3.2 Omitted Variables
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3.2.1 The Problem
Putting aside the specific concern with reverse causation, omitted variable bias remains 
an important issue given that firms make a decision to change or not change their corpo
rate governance provisions at every point in time in a sense. This firm decision could be 

(p. 224) influenced by any number of factors, some of which might be difficult or impossi
ble to observe. Moreover, some of these factors might not be constant over time and 
therefore would not be removed via a fixed effects regression. This is likely to be particu
larly true over long stretches of time. Without adequately controlling for all these possi
ble factors, the concern is that any association found between corporate governance and 
some metric of firm performance is in reality driven by these omitted variables. Unlike 
measurement error in one variable, if there is omitted variable bias, it is often impossible 
to know in which direction the bias in any estimated coefficient is, such as the coefficient 
on corporate governance, without having some information about the omitted variables.

One particular omitted variable bias concern is the quality of management. Coles and Li 
emphasize the importance in some settings of controlling for managerial fixed effects.51

Perhaps poor management is more likely to adopt poor corporate governance so as to in
sulate itself. Some papers, following the approach in Morck, Shleifer, and Vishny,52 

control for this factor using industry-adjusted operating performance as a proxy for the 
quality of management. While certainly informative, limiting the research question to 
what is the impact of corporate governance conditional on a given level of managerial 
quality might be unduly restrictive, as an important effect of poor corporate governance 
might in fact be poor management and the persistence of poor management. This is the 
same concern already touched upon in the context of addressing reverse causation by ex
amining within-firm variation in corporate governance.

One standard way to address omitted variable bias (as well mismeasurement of corporate 
governance and reverse causation) is to find a variable that (i) affects the corporate gov
ernance variable but (ii) not the left-hand-side variable except through its effect on corpo
rate governance. While (i) is easily tested, (ii) cannot be directly tested (putting aside 
over-identification and Hauseman tests for reverse causation that must assume that one 
(or more) of the instruments is in fact valid). Larcker and Rusticus propose some helpful 
tests to explore whether an IV (instrumental variables) regression is preferable to a sim
ple OLS (ordinary least squares) regression.53

Unfortunately, it is difficult to find plausible instruments in the corporate governance lit
erature. Firm-specific characteristics for these purposes can easily prove problematic. 
For instance, managerial stock ownership could directly impact firm performance given 
its effect on managerial incentives (mechanism 1), firm performance could impact deci
sions concerning managerial stock ownership (mechanism 2), and managerial stock own
ership could impact a firm’s choices concerning its corporate governance profile, as mea
sured, say by the G- or E-Index, and thereby firm performance (mechanism 3). Mecha
nisms 1 and 2, which are quite plausible, are problematic from the standpoint of satisfy
ing condition (ii) for instrumental variables.
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Moreover, to further compound the difficulty, there are at least two further generic is
sues. First is the so-called problem of “weak instruments.” If the instrument is only weak
ly (p. 225) correlated with the endogenous variable, this can lead to biased and therefore 
unreliable estimates. This can be a particular problem in the corporate governance con
text given the difficulty of finding suitable instruments in the first place. A weak instru
ment might be worse than having no instrument at all.54

Second, even assuming a valid instrument with sufficient power, one must be careful in 
generalizing the results to an overall claim. IV estimates will work off the variation in the 
endogenous variable that is being instrumented that is correlated with the instrument. As 
a result, one should keep in mind that IV regression results do not necessarily imply that 
for other sources of variation in the endogenous variable the same results would neces
sarily hold.

3.2.2 The Literature and Omitted Variables
Given all this, the most promising approach in the literature has been to focus on exoge
nous legal shocks or regulatory discontinuities that alter the impact of corporate gover
nance for some firms. Atanasov and Black have a useful survey on the use of shocks, and 
in particular legal shocks, as a way of tackling endogeneity concerns.55

For instance, Cremers and Ferrell use the Delaware Supreme Court’s 1985 decision in 

Moran v. Household which authorized the use of the powerful antitakeover defense of poi
son pills and indicated judicial acceptance, to some significant extent, of antitakeover de
fenses more generally.56 As a result, any harmful effects of antitakeover provisions on 
firm valuation should be more pronounced after Household. Moreover, for firms for which 
the Household decision is irrelevant, there should be no firm valuation effects associated 
with the decision (the “control group”). Cremers and Ferrell use the G- and E-Indices as 
their proxy for antitakeover provisions and dual class share firms as their control group. 
Dual class share companies already had a powerful antitakeover effect that would render 
superfluous any additional takeover protection approved in Household.57 They find that 
the G- and E-Indices do have a more powerful negative firm valuation effect post-House
hold. The same finding, however, does not hold for dual class shares.

The paper by Cohen and Wang58 is particularly interesting in terms of examining legal 
shocks. They also use Delaware legal decisions as a way of addressing endogeneity but 
use an event study methodology. They focus on the market’s reaction to the Delaware 
Chancery Court’s decision in the Airgas decision (which casted significant doubt on the 
antitakeover effectiveness of some companies’ staggered boards) and the Delaware 
Supreme Court’s reversal of that decision (removing this doubt). Specifically, their event 
study measures market reactions for firms with staggered boards impacted by these deci
sions (both the Delaware (p. 226) Chancery Court and the Delaware Supreme Court deci
sions). Importantly, these decisions were not fully anticipated by the market.

This event study approach is a powerful way of addressing omitted variable bias for three 
important reasons: (1) firms already incorporated in Delaware were impacted by these 
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decisions whether they liked it or not (i.e. no endogeneous firm decision); (2) the court 
decisions had substantially differential impact within the universe of companies with stag
gered boards thereby enabling them to use as a control group firms with staggered 
boards but unaffected by the Airgas decisions; and (3) observing the immediate market 
reaction to these decisions provides important evidence as to what the market thought 
(i.e., provides an unbiased, objective ex ante measure of the expected impact of effective 
staggered boards). Given all this, this approach provides useful insights beyond simply 
looking at the effects of a firm deciding to adopt or remove a staggered board (within-
firm variation) or the cross-sectional effects associated with staggered boards (firms with 
versus firms without staggered boards) given the omitted variable bias issue that exists 
even with firm-fixed effects.

There are two potential criticisms of the event study approach to assessing corporate 
governance provisions. One is the fact that the market might be reacting to an informa
tion signal as well as to any direct causal effects of corporate governance. For instance, 
an event study of a firm’s endogenous decision concerning its corporate governance pro
file might well carry both negative and positive signals relevant to an assessment of firm 
value. Such a concern, while often present in the context of event study analysis of firm 
corporate governance decisions, is absent in the context of a legal shock that applies to a 
number of firms such as in the Cohen and Wang paper.59 Second, some claim that the 
market is unable to fully evaluate the effect on managerial incentives of the legal shock.60

This critique should not be given undue weight, however, without further specific reasons 
for concluding that the market would somehow be incapable of providing an unbiased es
timate of such effects. After all, concerns and market attention over the issue of manager
ial incentives, and managerial incentives in the context of takeovers, have been actively 
debated and commented upon for many decades.

4 Corporate Governance Mechanisms
In combination with the search for plausible legal shocks or discontinuities, current re
search has increasingly focused on identifying the exact mechanisms by which corporate 
governance impacts the performance of the firm. Consider antitakeover defenses. A num
ber of important questions can be asked that go beyond whether there is an association 
between an index adding up some provisions and some metric of firm performance. Do 
antitakeover defenses matter to shareholders in terms of reducing the probability of re
ceiving an attractive bid? Do they matter because it removes the disciplinary effect of 
hostile takeovers thereby resulting in poor operating performance? Or what is the rela
tionship between the importance of takeover exposure and the size and identity of the 
firm’s shareholders? How does the (p. 227) identity of the shareholders interact with and 
impact corporate governance and the operation of the firm?

For instance, John and Kadyrzhanova investigate the effect of a staggered board (and G-
Index scores) on the probability of a takeover when the firm is in an industry experienc
ing a merger wave.61 They find that firms without a staggered board are more than three 
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times as likely to receive a takeover bid. Given this, they conclude that the relevance of 
this aspect of corporate governance is time-varying given the time-varying nature of 
merger waves. Cremers and Nair focus on the interaction of ownership structure and the 
types of provisions tracked by the G- and E-Index.62 They find that public pension fund 
ownership is important only in the presence of takeover vulnerability and that the market 
for corporate control is important only in the presence of an active shareholder. Masulis, 
Wang, and Xie specifically focus on the effect of the G- and E-Index on value-reducing ac
quisitions.63 Identifying specific mechanisms, and when those mechanisms might be rele
vant, is a critical step in moving from broad associations to how corporate governance 
might actually matter and when.

5 Conclusion
Corporate governance indices will undoubtedly continue to play an important role given 
their ease of use and their acceptance in the literature. That being said, much recent re
search has moved beyond measuring associations between these indices and some out
come variable of interest. Increasing importance is being placed on generating testable 
hypotheses where the causal impact of corporate governance arrangements can be in
ferred. This tends to align with a research focus on the impact of a particular set of cor
porate governance arrangements in a specific setting. Event study methodology and legal 
shocks or regulatory discontinuities will likely play an ever greater role in the future.
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Abstract and Keywords

This chapter focuses on taxonomies that are commonly applied to corporate law and gov
ernance. It begins with an overview of the main rationales for and types of such corporate 
taxonomies before turning to a discussion of four types of typologies: limited typologies 
dealing with either legal or non-legal questions, and general typologies having either a le
gal or a non-legal focus. It then outlines challenges to these taxonomies, with particular 
emphasis on the criticism against the quantitative research on “legal origins” and how 
“leximetrics” can be used to address the question of whether or not there are distinct le
gal families in corporate law. It also presents a cluster analysis of investor protection data 
of the World Bank’s Doing Business Report.

Keywords: corporate taxonomies, corporate law, corporate governance, legal origins, leximetrics, legal families, 
investor protection, World Bank, Doing Business Report

1 Introduction
1THE division of the world into distinct legal families is frequently seen to be one of the 
cornerstones of comparative law.2 The corporate law literature also uses taxonomies that 
divide the world into more or less distinct models, as this chapter will discuss in detail. To 
set the scene, this introduction will start with an overview of the main rationales for and 
types of such taxonomies.

One of its main purposes is to understand the complexity of the world. In this respect, 
“classifying legal systems is similar to reorganizing the books in our library, or the knives 
in our kitchen.”3 Taxonomies may also help us in describing similarities and differences 
between countries: to start with, we outline the common features that units of one model 
share, but subsequently we explain possible complications and overlaps.4 Taxonomies can 
also have a more normative dimension. Such a rationale can derive from the taxonomies 
themselves. For example, it may be shown that mixing models by way of transplanting le
gal rules from one model to another leads to inconsistent results.5 There may also be 
more emotional forms of attachment to a particular model: for example, the belonging to 
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a particular legal family can be a “matter of self-identity” or even an attempt of “insula
tion” from foreign (p. 229) influence.6 Normative statements can also go further. Some of 
the research discussed in the following claims that the Anglo-American model of corpo
rate law is more conducive to financial development than that of other legal traditions 
(i.e., it “works better”). But this is not the only possible relationship to be examined. For 
example, it may also be analyzed how spatial, institutional, cultural, organizational, and 
relational proximity are related to each other.7

These different rationales are reflected in different types of taxonomies. At a general lev
el, one can distinguish between those based on “ideal” and “real” types.8 Starting with 
ideal types may be more typical for the “what works” rationale, whereas research aiming 
to understand differences may typically focus on real types. However, in practice, these 
starting points are often less different than they may appear: any ideal types are devel
oped so as to capture actual differences and similarities. Focusing on real types starts 
with such features but, to avoid the conclusion that all units are unique, it also needs to 
identify more general “ideal” elements that apply to multiple units.

There is also a link between different rationales and research methods. Research that 
aims to identify “what works” tends to have a preference for quantitative methods, 
whereas research aiming to understand differences may prefer qualitative tools. Yet, 
again, this is not always the case, as quantitative data can also be used for descriptive 
purposes, and qualitative data too may indicate possible causal relationships. This blur
ring of different tools can also be seen in the legal scholarship in this field. Since, tradi
tionally, legal scholars did not use quantitative methods, the dominant paradigm was that 
of understanding similarities and differences in a textual or socio-legal qualitative way. 
But with the emergence of “leximetrics,” the aim for understanding now also includes 
quantitative data. Economists, by contrast, have long been more willing to use quantita
tive methods and, since the 1990s, have also frequently included quantitative legal data 
in their regressions (e.g., in order to determine what stimulates financial development).9

A further distinction is between limited taxonomies (i.e., those being concerned with spe
cific topics) and more general ones. Using this distinction as a starting point, section 2 of 
this chapter outlines common taxonomies in corporate law and governance. In addition, it 
distinguishes taxonomies which are mainly focused on the law from those which also in
corporate non-legal topics (see the overview in Table 10.1). The subsequent Section 3 

discusses challenges to these taxonomies. It presents general counter-arguments but also 
addresses the more specific criticism directed against the quantitative research on legal 
origins. This is not meant to reject the possibility of quantifying legal differences. Indeed, 
Section 4 discusses how “leximetric” tools can contribute to the question of whether there 
are distinct legal families in corporate law. It outlines research conducted at the Centre 
for Business Research of the University of Cambridge on this topic. In addition, it 
presents a new leximetric analysis based on investor protection data of the World Bank’s 
Doing Business Report. Section 5 concludes. (p. 230)

Table 10.1 Examples of Taxonomies in Corporate Law and Governance
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Law-focused Beyond law

Limited 
classifi
cations

(section 2.1)
sources of corporate law types 
of companies one/two tier 
board shareholder primacy

(section 2.2)
ownership dispersion insider/outsider 
models shareholder/stakeholder focus

General 
classifi
cations

(section 2.3)
English, French, German, 
Nordic, socialist legal origins 
origin/transplant countries

(section 2.4)
Anglo-Saxon, Germanic, Latin, and 
Japanese models of corporate gover
nance regional and cultural models; 
emerging economies

2 Taxonomies in Corporate Law and Gover
nance

2.1 Limited Classifications: Law-Focused

Some of the limited and law-focused taxonomies differentiate countries according to the 
relevant sources of corporate law. This often leads to a divide between common and civil 
law countries similar to the classifications in other areas of law. For example, this distinc
tion may relate to the established view that civil law is based more on statute and com
mon law more on case law.10 Of course, in corporate law all countries have legislation but 
it can still be suggested that there are differences: for example, in common law countries 
the case law on directors’ duties tends to be very extensive, with courts often taking ac
count of the case law of other common law jurisdictions. By contrast, the role of case law 
in the corporate law of civil law countries is more varied; while in bigger jurisdictions 
such as France and Germany courts have engaged with many questions of corporate law, 
in smaller jurisdictions statute law is often the sole legal basis.11

A more pronounced difference may be that the corporate law of common law countries is 
said to be less strict than that of civil law countries. A clear version of a strict law can be 
found in the German law on public companies which states that the entire Companies Act 
is mandatory unless explicitly stated otherwise.12 In substance, French and Chinese cor
porate (p. 231) law have a similar tendency toward comprehensive regulation, leaving 
scarcely any room for contractual freedom.13 By contrast, in the US, the influential law of 
Delaware is an example of a “business friendly” law that does not impose many hurdles 
on companies and their directors. This is often related to the role of regulatory competi
tion in US corporate law,14 though listed companies also need to comply with the manda
tory rules of federal securities law that deal with some topics that in other countries 
would be seen as rules of corporate law (e.g., proxy voting rules). In the UK, on the one 
hand, the codified corporate law is more detailed and prescriptive than in Delaware, not 
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least due to the influence of EU directives.15 On the other hand, it can be said that the UK 
relies less on “hard law” than the US since many topics of corporate governance are ad
dressed in a voluntary code of best practice, which has also inspired such codes in other 
countries.16

This broad difference between common and civil law countries can also be related to “ide
al type” taxonomies. The common law model may be said to be similar to contractual the
ories of corporate law. In particular, this is the case for the view of the company as a 
“nexus of contracts” as this is seen to imply only default rules of statute law in order to 
reduce transaction costs as well as a belief in the efficient forces of capital markets.17 The 
civil law model can be associated with counter-views that refer to the statutorily fixed na
ture of the company, for instance, that the company is an institution, fiction, or real per
son, and that the articles too constitute not a simple contract but an objective rule.18

Also related to the sources of law is the question of how many forms of business organiza
tions countries provide. Common law countries typically start with the view of a unitary 
type of company. Distinctions between closely and publicly held corporations in the US, 
and between private and public companies in the UK, are therefore seen as two different 
versions of a single company form. To be sure, there are also some new forms of business 
organizations, such as limited liability companies and limited liability partnerships, which 
are addressed in special laws, though often with many references to general corporate 
law.19 German law, by contrast, provides two distinct forms of company. The initial form of 
company, the Aktiengesellschaft, is the equivalent of the public company in other coun
tries. The small company form, the GmbH, was created in 1892 in order to provide small
er and less capital-intensive firms with a more simple legal form that also excludes the 
personal liability of the shareholders. In the twentieth century, this idea was taken up by 
a number of (p. 232) other European (and non-European) civil law countries, though not 
always in two separate companies acts.20

Other taxonomies are more closely focused on specific legal rules. In particular, compar
ing and classifying those rules is useful as far as they have some relevance beyond the 
particular problem they are aiming to address.21 For example, a frequent distinction ex
ists between countries with one and two boards. The model with just one board of direc
tors (“one-tier model”) was the original one, and this is still the one used in common law 
countries. When state supervision of companies was reduced in the Germany of the nine
teenth century, it was, however, decided that public companies should have two boards: a 
management board and a supervisory board (“two-tier model”). This German model has 
spread to some fellow civil law countries, while others, such as France, Italy, and Japan, 
allow companies to choose between different board models.22

Many questions of corporate governance depend on the availability and choice between 
those two models. This topic is also related to the role of employees in corporate law 
since some of the two-tier countries require employee representatives on the supervisory 
board.23 A similar question, often used for taxonomic purposes, is whether directors pri
marily have to consider the interests of shareholders or whether they can also consider 
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those of other stakeholders. A typical statement is that in common law countries share
holder interests legally take primacy. The sole or at least primary object of the company is 
seen as lying in achieving a rise in the share price and high dividends. By contrast, in civil 
law countries a pluralist, stakeholder approach is often seen as prevailing since it also 
takes account of the social and financial interests of employees, consumers, and credi
tors.24

2.2 Limited Classifications: Beyond Law

The main focus of this chapter is on legal taxonomies in corporate law. Yet classifications 
that go beyond legal questions cannot be ignored, not least since legal and non-legal mat
ters often overlap. The following examples aim to illustrate this point.

(p. 233) The corporate governance literature often makes a major distinction according to 
the ownership structure of large public companies: in the UK and the US, dispersed 
shareholder ownership is relatively common, whereas in other parts of the world owner
ship is more concentrated as other firms, financial institutions, families, or the state hold 
major blocks of shares.25 A frequent point of discussion is whether these factual differ
ences are the result of legal ones, say differences in shareholder protection.26 Ownership 
structures can also impact on the way corporate law operates. For example, in companies 
with concentrated shareholdings it is easier to attain supermajority requirements than in 
those with dispersed ownership. Thus, it can be suggested that the relatively high majori
ty requirements and the strictness of corporate law in continental Europe compensate for 
the greater freedom to contract out of statutory corporate law in the UK and the US.27

Related to ownership structures is the distinction between “insider” and “outsider” mod
els.28 As far as companies have concentrated ownership, the dominant shareholders are 
likely to appoint board members who act on their behalf: e.g., in a family firm, members 
of that family. Thus, here, the directors are “insiders,” in contrast to firms with dispersed 
shareholder ownership where newly appointed directors tend to be “outsiders” to the 
company in question. The link to corporate law is that one would expect that in insider 
systems the main aim is to protect minority against majority shareholders, whereas in 
outsider systems it is to protect all shareholders against possible misconduct by 
directors.29 This corresponds to the distinction that shareholders may be protected by ei
ther “voice” or “exit”:30 to some extent this depends on the available legal tools, but the 
ownership of companies also plays a role, since dispersed owners are more likely than 
blockholders to be able to be protected by “exit,” i.e. by just selling their shares.

Section 2.1 has already raised the discussion of whether directors’ duties should be tar
geted toward shareholders only. Yet, the distinction between shareholder and stakeholder 
models is not primarily a legal one. For example, Japan is usually seen as a stakeholder 
country, but this is due to cultural and social factors accounting for the role of stakehold
er interests, not provisions of its corporate law.31 The literature also frequently discusses 
ideal-type models of the relationship between management, capital, and labor. For exam
ple, such ideal-type thinking not only refers to a “stakeholder model” but also to an “or
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ganic” or a “social entity” model putting emphasis on the interests of the corporation as a 
whole.32

(p. 234) 2.3 General Classifications: Law-Focused

Going beyond limited classifications, the challenge is that classifying countries means 
making a decision about some common aspects that matter while disregarding others.33

With respect to legal taxonomies it may help that comparative lawyers often refer to legal 
families as relatively coherent “bundles.”34 Thus, it may not be necessary to scrutinize all 
aspects of the law, but to identify legal rules that are good proxies, at least for a particu
lar area of law.

For corporate law, a group of financial economists has conducted such research, using a 
quantitative comparative method. The first study by Rafael La Porta et al.35 was based on 
a small set of variables for shareholder and creditor protection. The core measurement of 
shareholder protection was an index on anti-director rights, consisting of six variables: 
proxy by mail allowed, shares not blocked before the meeting, cumulative voting, op
pressed minorities mechanism, preemptive rights to new issues, and the right to call a 
special shareholder meeting. These topics were coded according to a binary scheme (“1” 
for yes, and “0” for no), and the corresponding numbers were aggregated for 49 coun
tries. The second study by Simeon Djankov et al.36 examined the corporate laws of 72 
countries. The index of this study was based on a hypothetical case of a self-dealing trans
action: specifically, four variables on ex-ante private control, six on ex-post private con
trol, and four variables on public enforcement. The description of the variables specified 
that some intermediate score (such as 0.5) could also be awarded, and the main analysis 
was based on aggregates of the three main categories (i.e., ex-ante/ex-post private con
trol; public control).

In both studies, the authors’ main aim was to establish whether the strength of sharehold
er protection matters for financial development. Using variables such as ownership dis
persion and stock market capitalization as dependent variables, it was confirmed that le
gal rules on shareholder protection have a quantifiable effect on financial development. A 
secondary finding—but of major importance for the current chapter—was that the quality 
of legal rules varied systematically with the “origin” of a country’s legal system, that is, 
whether it fell into the English “common law” or the French, German, or Scandinavian 
“civil law” systems. In particular, it was found that countries of English legal origin pro
vided considerably better shareholder protection than those of the other legal origins, in 
particular French legal origin countries.

Other studies by the La Porta/Djankov et al. group have examined further areas of law.37

Some of those studies cover most countries of the world and some also include a category 
of socialist legal origin.38 Why exactly a particular country belongs to a particular legal 
origin (p. 235) is not explained in detail. Rather, to classify countries, the main considera
tion is whether, according to a book on foreign law,39 the main codes of these legal sys
tems are based on a particular foreign model.
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Section 3.3 of this chapter discusses the problems with these studies, but at this stage it 
is useful to refer to a refinement of the legal origin taxonomy by Daniel Berkowitz et al.40

This latter study re-examined the results of the La Porta et al. study, but also distin
guished between origin and transplant countries41 and then identified whether transplant 
countries had subsequently transplanted laws from either their original or one of the oth
er origin countries. This classification was used to show that “countries that have devel
oped legal orders internally, adapted the transplanted law, and/or had a population that 
was already familiar with basic principles of the transplanted law have more effective le
gality than countries that received foreign law without any similar predispositions.”42

This finding is particularly important for legal reforms in transition economies, which 
have also been the subject of further quantitative legal studies.43

2.4 General Classifications: Beyond Law

The corporate governance literature uses categories that, at least for Western countries, 
mirror those of common and civil law. On one side, one finds the Anglo-Saxon model. This 
is seen as pursuing a market-based approach according to which the shareholders’ indi
vidual interests are to the fore. Moreover, in these countries capital markets are seen as 
more developed, so that interest in shares is broader and shareholder ownership is often 
dispersed. Markets more generally are also very competitive with firms often pursuing 
short-term strategies. In continental Europe, by contrast, what counts more are relations 
within the company than control through the markets. Management cooperates with the 
dominant shareholders, and the company’s banks and employees also hold a strong posi
tion. Accordingly, capital markets are less developed and companies rely more on debt fi
nance and support by the state.44

(p. 236) But researchers have also suggested further distinctions. A frequent one is be
tween Anglo-Saxon, Germanic, Latin, and Japanese systems of corporate governance. 
Here, for example, it is said that the Latin and Japanese models are more network-orient
ed than the Germanic one, that stock markets are more important in the Germanic and 
Japanese models than in the Latin one, that the government plays a greater role in the 
Latin model than in the Germanic and Japanese ones, and that ownership concentration is 
lower in the Japanese model than in the Germanic and Latin ones.45

These categories have also been linked to the research in political science on “varieties of 
capitalism.” The broad distinction is here between liberal and coordinated market 
economies,46 but there are also more refined taxonomies that can then be related to top
ics of corporate governance. For example, it may be said that there are four categories: 
liberal-market economies that follow a model of shareholder capitalism (e.g., the UK, the 
US); business-coordinated market economies with employee inclusion that follow a model 
of stakeholder capitalism (e.g., Germany, Sweden); government-coordinated market 
economies that follow a model of state-led capitalism (e.g., France, South Korea); and 
loosely coordinated market economies with strong employee protection that follow a mod
el of family/state capitalism (e.g., Italy, Spain).47 Moreover, the varieties-of-capitalism lit
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erature is helpful in pointing toward “institutional complementarities,” thus justifying the 
notion of general classifications.48

Up to now, this subsection has mainly focused on developed countries, in particular from 
the West. Of course, this is not the full picture. In terms of economic differences, for ex
ample, researchers have often examined the specific problems of transition economies 
and emerging markets in corporate governance,49 but it is also possible to consider on a 
global scale how corporate governance and categories of economic policy and wealth50

are related (p. 237) to each other. In terms of geographic scope, Flores et al. discuss how 
well regional grouping schemes fit international business research models. They also 
elaborate on various grouping schemes developed in the literature, some solely based on 
geographic proximity, others including cultural traits and investment patterns.51

Cultural and political factors are also of interest for taxonomies in comparative law. The 
general comparative-law literature sometimes distinguishes between legal systems of 
professional law, political law, and traditional law—with the latter two categories seen as 
being more prevalent in non-Western legal systems.52 Specifically for the relationship be
tween corporate governance and law, the legal-origin view has been criticized for its dis
regard of culture, arguing, for example, that the role of the law in the corporate gover
nance of East Asian companies cannot be assessed in isolation from its cultural environ
ment.53 Thus, while some of the “beyond-law” categories support the general legal classi
fications (see section 2.3), others contest the relevance of Western-based legal origins.

3 Challenging the Value of Taxonomies

3.1 Introduction: Forms of Criticism

The taxonomies discussed in this chapter are relatively diverse. However, it is also possi
ble to present and discuss some common challenges. In particular, classifications are of
ten bound to raise the objection that, on the one hand, they overemphasize differences 
between categories and, on the other hand, they underemphasize differences within these 
categories (i.e., in this respect they overemphasize similarities). In the words of Patrick 
Glenn (writing about legal traditions), it is clear that: “the separation we seek to bring 
about, for purposes of clarity and recognition, is immediately challenged by information 
which is inconsistent with the separation we have chosen.”54

Section 3.2 discusses the problem of overemphasizing differences and similarities. Sec
tion 3.3 turns to the more specific problems with the taxonomies that try to quantify legal 
information about legal origins (i.e., the La Porta/Djankov et al. studies). Overall, this will 
lead us to doubt the relevance of many of these categories. In addition, Section 4 presents 
a “bottom-up” leximetric analysis on whether it is possible to identify distinct legal fami
lies in corporate law.
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(p. 238) 3.2 Overemphasizing Differences and Similarities

In the general literature on comparative law it is today widely held that the distinction be
tween civil and common law countries is often misleading as it overemphasizes differ
ences. While some legal scholars doubt whether this distinction can be justified from a 
historical perspective, a more frequent view is that we have seen a recent convergence 
between civil and common law countries.55 For example, this can refer to the sources of 
law: common law countries are said to have now also reached the “age of statutes,”56 and 
it has been said that it is “fundamentally incorrect” to assume that the civil law judge sim
ply applies a set of complete and self-explanatory rules in a mechanical way.57

It can also be objected that there is an overemphasis on the similarities within legal fami
lies. For example, the differences between French and German law are said to be “as 
great, or even greater, than those between French and English, or German and English 
law,” and England and the US are said to be two legal systems “separated by a common 
law.”58 The established categories are also often seen as misleading due to the frequency 
of mixed forms of legal systems. This is not only the case for “classical” mixed legal sys
tems such as those of Scotland and South Africa: for example, treating Italy and Portugal 
as simply part of the Romanist-French legal family ignores the German influence on these 
legal systems. With respect to Japanese law, treating it as civil law is misleading as it 
would miss the US influence, but treating it as common law—or Asian law—would also be 
misleading as it would miss the legal transplant of some of the main German codes.59

For corporate law in particular there are good reasons to be even more skeptical. Here, 
differences tend to be less pronounced than, say, in land and property law. It has even 
been said that due to the influence of international trade and legal transplants, a strict di
vision between legal families never really fitted with commercial and corporate law.60

More specifically, the development of corporate law has been fairly similar across Euro
pean countries, namely, in its beginnings, the establishment of colonial corporations, then 
the trend to make the corporate form more widely available, going hand in hand with a 
codification of corporate law, and subsequently its interpretation and application by 
courts.61 It has also been found that by the end of the nineteenth century the most impor
tant features of corporate law were already relatively uniform across countries.62

(p. 239) In addition, corporate laws have converged to a significant extent. A research 
monograph by the author of this chapter examined the convergence of the corporate laws 
of the UK, the US, France, Germany, Japan, and China.63 Other scholars have also identi
fied various types of convergence in corporate law. Even without formal convergence, 
there is said to be functional convergence,64 for example because incompetent directors 
may be removed but along different statutory paths. There can also be contractual (or in
stitutional) convergence where private arrangements have a similar effect to statute 
law.65 An example is the distinction between one- and two-tier board models because 
committees with wholly independent members in a one-tier system make this system akin 
to a two-tier structure, and an executive committee with a CEO in a two-tier structure 
makes it akin to a one-tier structure.
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Legal family classifications in corporate law may also overemphasize similarities. The EU 
has harmonized some aspects of corporate law and many related topics of securities 
law.66 This has meant that, for instance, English corporate law has diverged from the cor
porate law of non-European common law countries such as India and Australia. The par
tial “Americanization” of some foreign corporate laws has also diluted the legal family 
classifications. Such US transplants have not led to an “end of history” with just one mod
el of corporate law;67 rather, lawmakers typically follow a strategy of “cherry picking,” 
with different elements of various legal systems being adopted.68 As a possible conse
quence, the group of civil law countries may have diverged in corporate law because 
some, but not all, of those countries are relatively open toward US influences.69

With respect to taxonomies “beyond law,” it is also frequently noted that established cate
gories do not fit reality. For example, Ruth Aguilera and Gregory Jackson refer to many 
studies showing that the distinction between Anglo-Saxon and continental models “only 
partially account for governance realities in Japan, East Asia, a wide range of European 
countries, and the new emerging markets.”70 Research by Stephen Letza and colleagues 
emphasizes the complex, pluralist, and fuzzy nature of corporate governance and recom
mends that one should stay away from making “permanent, absolute and taken-for-grant
ed” assumptions.71 For example, this “fuzziness” may challenge the distinction between 
shareholder and stakeholder models: today, cross-border mergers and investments mean 
that many larger firms do not simply belong to one of these models but have to accommo
date elements of both of them.

(p. 240) Thus, as far as such taxonomies are still used in the corporate governance litera
ture, they are often treated as mere “ideal types.” For example, in an introductory book 
on comparative corporate governance it may be useful to outline typical features of, say, 
the German and the Japanese model of corporate governance, but this is not meant to im
ply that this is how all actual German and Japanese firms are structured. Thus, talking 
about such models is more akin to the use of words such as “French fries”: the reference 
to the country in question may have some historical justification but may be of little rele
vance today.72

3.3 Challenging the Quantitative Research on Legal Origins

The La Porta/Djankov et al. studies on “legal origins” have been highly influential,73 but 
also highly controversial. Thus, it is worth discussing three main problems of these stud
ies in some detail.

First, these studies assume that the quality of a country’s corporate law can be expressed 
in numbers. The initial La Porta et al. study mainly used a six-variable index on “anti- di
rector rights” coding 49 countries.74 However, subsequent research has identified many 
coding errors of the legal rules of various countries.75 But just correcting these numbers 
would not be sufficient. Scholars have also raised concerns about the simple aggregation 
of six variables. Here, one problem is that the same indicator may play a completely dif
ferent functional role in different countries, or different indicators may play the same 
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role, with their relative importance varying from one context to another.76 The most se
vere problem is the selection of variables: not only is the number of variables very limit
ed, it also suffers from a US bias (or, more generally, a common law one) since it does not 
capture important aspects of the corporate law of other countries. Thus, this index cannot 
be seen as a meaningful tool to compare the strength of shareholder protection across 
countries.77

The more recent Djankov et al. study on self-dealing78 may be seen as more advanced:79

yet, here too, the precise numbers raise various concerns. This study includes (p. 241)

more variables and more care has been taken in the coding of the law. It also identifies 
the principal components of the sub-indices, thus aiming to address the problem of simply 
aggregating all variables. Yet the coding of some of the sub-indices can be criticized. For 
example, the sub-index on public enforcement simply asks whether “jail sentences” and 
“fines” are available, not considering how severe these may be or whether these sanc
tions are used at all. A potential advantage of the Djankov et al. study could be that it is 
based on a hypothetical case, thus potentially addressing the home bias of the La Porta et 
al. study. However, this method too is problematic as it has to assume that the same type 
of problem exists in all of the legal systems examined. This is unlikely to be the case since 
social and economic structures differ widely between countries. Thus, in comparative law 
a strict functional approach is today widely criticized, given that societies differ from 
each other in their priorities and preferences.80

Second, having coded the legal rules, the La Porta/Djankov et al. studies calculate the av
erage scores of the English, French, German, and Scandinavian legal origins. This is 
based on the belief that the laws of the origin countries spread to all countries of the 
world through conquest, colonization, and imitation.81 However, this disregards the ongo
ing influence of pre-transplant laws, the mixtures and modifications at the moment when 
copying of foreign law occurs, and the post-transplant period in which the transplanted 
laws and institutions may be altered or applied differently. For example, the law and fi
nance literature assumes that the transition economies of Eastern Europe are either Ger
man or French legal origin countries, whereas in practice they have been influenced by a 
number of different traditions. Similarly, it is assumed that Japan, South Korea, and China 
are of German legal origin, whereas a more nuanced analysis would have to take into ac
count the indigenous legal cultures of these legal systems as well as more recent Anglo-
Saxon influence. Furthermore, there is a complete disregard of non-Western legal tradi
tions: thus, the legal origin categories also suffer from a Eurocentric bias.82

The way these studies use legal origins also shows a conceptual misunderstanding. La 
Porta/Djankov et al. refer to the mainstream literature on comparative law. However, this 
overlooks the fact that comparative lawyers emphasize that these categories only have a 
very modest function. For instance, legal traditions are said to be just “a loose conglomer
ation of data,” and the idea of legal families is said to be “no more than a didactic device” 
that “merely serve[s] our need to maintain a rough overview.”83 It is therefore doubtful of 
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whether such (p. 242) deliberately fuzzy and fluid classifications are reconcilable with 
quantitative research that relies on well-defined data points.84

Third, there are good reasons to doubt the claim that the high quality of shareholder pro
tection in common law countries explains their more developed financial markets.85 The 
main problem is whether it can really be said that there is a clear one-way link between 
law and financial development. It seems more likely that law influences society in multi
ple ways and with various feedback mechanisms.86 There has also been research on the 
evolution of corporate law in the UK and the US showing that financial market develop
ments preceded legal change as the former precipitated the emergence of interest groups 
prepared to lobby for changes in the law.87 To capture these dynamics, it would be neces
sary to use legal data that have a time dimension,88 as opposed to the mere cross-section
al data of the La Porta/Djankov et al. studies.

Getting these causal relationships right is also crucial for the understanding of legal ori
gins. The La Porta/Djankov et al. research treats these as time-invariant causal variables, 
i.e. the core of the legal system is seen as immune from economic influence. Yet it does 
not seem likely that legal systems are locked into particular developmental paths. Thus, 
here too, it is better to think of a co-evolving, though possibly asynchronic and dynamic 
interaction between law, politics, and society. This also implies that following the model of 
another legal origin may not have the desired effect. For example, assuming with La Por
ta/Djankov et al., that common and civil law countries use distinct legal models, it can be 
argued that institutions in civil law systems may be well matched to local economic condi
tions, and that following those of the common law would turn out to be either ineffective 
or counterproductive.89

(p. 243) 4 Leximetrics: Are There Distinct Legal 
Families?

4.1 Introduction: Calculating Differences without a priori Categories

The general comparative-law literature sometimes complains that the assessment of 
whether groups of legal systems are similar or different is just too subjective.90 A likely 
response is that one should apply quantitative tools to law (“leximetrics”)91 since those 
may, in principle, be able to provide a more objective assessment.

Quantitative methods have already been mentioned in previous sections of this chapter. 
But in the studies mentioned, these quantifications of the law were just a side topic of 
other research questions, such as whether law matters for financial development. More
over, studies such as those by La Porta/Djankov et al. just calculate the average of certain 
aggregate values for particular groups of countries.

By contrast, the research discussed in the following starts without such a priori cate
gories in order to find out whether particular countries seem to belong together. This re
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search is based on legal variables related to topics of corporate law, yet, not simply, for 
example, the aggregate of shareholder protection, since different variables can lead to 
the same score at the aggregate level. Rather, to highlight the differences between the 
countries, the differences between each variable in the law of a particular legal system, 
and the same variable in the law of the other countries have been calculated; subsequent
ly, the absolute values of these differences were added together. Thus, these numbers 
provide the differences between each pair of countries,92 which can then be analyzed fur
ther with tools of network analysis, for instance.

The following uses this “bottom-up” approach with examples from two comparative 
datasets on corporate and securities law:93 section 4.2 outlines research conducted at the 

(p. 244) University of Cambridge, and section 4.3 is based on investor protection variables 
of the World Bank’s Doing Business Report.

4.2 The CBR Research on Differences and Similarities in Corporate 
Law

Since 2005, researchers at the Centre for Business Research (CBR) of the University of 
Cambridge have constructed indices for shareholder, creditor, and worker protection. The 
corresponding datasets are available online, including detailed explanations of the re
spective legal codings.94 With respect to shareholder protection, the dataset comprises 
two indices. The first one has 60 variables, coding the laws of France, Germany, India, the 
UK, and the US for the years 1970 to 2005. The second one reduces the number of vari
ables to ten, but codes 25 countries, initially for the years 1995 to 2005, and then for the 
years 1990 to 2013.

Calculating the differences between the five countries of the first CBR index, it was found 
that legal families have lost some importance.95 In 1970, French law was still relatively 
similar to German law but more different from UK, US, and Indian law. But this changed 
in 2005, since here the data show that the French law on shareholder protection is closer 
to UK law than it is to German law. Throughout the 35 years covered by this study, the US 
law of shareholder protection has been very different from the other four countries, in
cluding the two common law ones—while Indian law has remained relatively close to UK 
law.

As a general trend, it was found that the five countries of this first index have converged 
in shareholder protection law. Likewise, the calculations based on the second CBR index, 
which covers fewer years but more countries, show convergence of the law. Here too, this 
trend does not involve an Americanization of corporate law since the US was and has re
mained relatively different from the other countries. Further trends also show that 
changes have not occurred along legal family lines.96

Another paper97 focused on the final year of the second dataset with tools of social net
work analysis (for this technique see section 4.3). The resulting network had some plausi
ble (p. 245) close ties (e.g., China, Germany, and Latvia; Italy, Brazil, and Spain) whereas 
others were more counter-intuitive (e.g., Pakistan and the Czech Republic; Spain and In
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dia). In addition, this study used more advanced tools to classify the 25 countries of this 
network. Yet the resulting groups were also not entirely plausible: for example, calculat
ing “factions”98 led to one faction with three civil law countries (Argentina, Czech Repub
lic, Netherlands), one with Japan, Russia, and three common law countries (US, India, 
Canada), one with four transition and developing countries (Pakistan, Chile, Mexico, 
Latvia), one with South Africa and two Western European countries (Germany, France), 
and one with ten countries from various legal origins and regions (UK, China, Malaysia, 
Italy, Spain, Brazil, Switzerland, Slovenia, Sweden, Turkey).

Overall, according to the CBR research, differences and similarities between corporate 
laws are largely unrelated to alleged differences between legal families. A possible re
sponse could be that perhaps there is just something wrong with the CBR indices. The fol
lowing section therefore applies leximetrics to data of the World Bank’s Doing Business 
Report which is associated with the La Porta/Djankov et al. research.99

4.3 Applying the Leximetric Method to the DBR Data on Investor Pro
tection

The Doing Business Report (DBR) includes an index on “protecting investors,” dealing 
with three broad topics: disclosure, director liability, and ease of shareholder suits.100 In 
total, it has 18 variables.101 The following analysis is based on the first 14 variables of 
this index since those address topics of company and securities law (the final four vari
ables are entirely about civil procedure).102 It was the aim to cover the 25 most populous 
countries of the world; however, Myanmar had to be excluded as it was not included in 
the DBR. Thus, Figure 10.1 and Table 10.2, below, cover the remaining 24 most populous 
countries.

Like the research summarized in the previous section, the analysis of this section is based 
on the paired country differences of each of the investor protection variables. Figure 10.1
shows the closest country pairs, i.e. the most similar legal systems, in a network figure. It 
was decided to display the closest 37 of the 276 pairs, with the size of the lines deter
mined (p. 246) by the tie strength. The network visualization program (NetDraw) has also 
shifted the position of countries according to the strength of their relationships, i.e. coun
tries whose shareholder protection is relatively similar are moved closer together. In ad
dition, this program has identified “factions,” based on these 37 pairs.103
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Figure 10.1  Network Presentation of Differences in 
Investor Protection (Basis: DBR 2013).

A benevolent reading of Figure 10.1 may identify some similarities between some of the 
common law countries: a link between Pakistan and the UK, and a clique between Nige
ria, Bangladesh, and South Africa. But many of the other similarities are counter-intu
itive, for example the clique of Iran, Italy, Turkey, and Mexico, as well as most of the fac
tions.

The network analysis program (UCINET) can also identify “factions” using the entire in
formation of the network, i.e. all 276 valued country-pairs.104 Table 10.2 presents the re
sults for two to six factions. Again, these categories challenge conventional views. For ex
ample, both of the two factions include civil and common law, as well as developed and 
developing countries. Interpreting the six factions is not easier; for example, it does not 
seem intuitive what makes, say, India and France, the UK and Turkey, or Germany and 
Congo (DR) very similar. (p. 247)
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Table 10.2 Factions of Investor Protection (Basis: DBR 2013)

Factions Countries

6 Philippines US, Indonesia, 
Brazil, Pak
istan, Egypt

South Africa, 
Nigeria, 
Bangladesh, 
Japan, Mexico, 
Turkey, UK, 
Italy

China, India, 
Russia, Viet
nam, Iran, 
France

Ethiopia, Ger
many, Congo 
(DR)

Thailand

5 Philippines US, Indonesia, 
Brazil, Pak
istan, Egypt

South Africa, 
Nigeria, 
Bangladesh, 
Japan, Mexico, 
Turkey, UK, 
Italy

China, India, 
Russia, Viet
nam, Ethiopia, 
Germany, Iran, 
Congo (DR), 
France

Thailand

4 Nigeria, 
Bangladesh, 
Philippines

China, India, 
South Africa, 
Russia, Japan, 
Vietnam, 
Ethiopia, Ger
many, Iran, 
Turkey, Congo 
(DR), France, 
Italy

US, Indonesia, 
Brazil, Pak
istan, Mexico, 
Egypt, UK

Thailand
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3 Nigeria, 
Bangladesh, 
Philippines

China, India, 
South Africa, 
Russia, Japan, 
Vietnam, 
Ethiopia, Ger
many, Iran, 
Turkey, Congo 
(DR), France, 
Italy

US, Indonesia, 
Brazil, Pak
istan, Mexico, 
Egypt, Thai
land, UK

2 India, South 
Africa, Nigeria, 
Bangladesh, 
Russia, Philip
pines, Vietnam, 
Germany, Iran, 
Congo (DR), 
Italy

China, US, In
donesia, Brazil, 
Pakistan, 
Japan, Mexico, 
Ethiopia, 
Egypt, Turkey, 
Thailand, 
France, UK
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(p. 248) As a result, the DBR data on investor protection confirm the skepticism outlined 
in the previous sections as regards the relevance of legal families in corporate law. Thus, 
leximetrics has a destructive potential as it may show that established taxonomies do not 
stand up to scrutiny. However, it may also be constructive as far as it may illuminate un
expected similarities, and thus motivate the conceptualization of new taxonomies.

5 Conclusion
This chapter started with an overview of the different aims that taxonomies can pursue. 
Given these diverse rationales, it is plausible that there is some variety in the taxonomies 
used in corporate law and governance. Yet this chapter also explained that some of the 
classifications have shaped the current debate, notably the “legal origins” research con
ducted by a group of financial economists.

The idea of “legal origins” is closely related to the discussion in comparative law about 
“legal families.” Categories such as common and civil law—or English, French, German 
and Scandinavian legal origin—may initially have had a certain plausibility, but at least to
day there are also good reasons to be skeptical. In particular, leximetric research has 
shown that, in reality, differences and similarities between legal systems do not fit with 
these categories. The use of the legal origin categories is therefore highly problematic as 
far as they take on a life of their own and become mere stereotypes about country charac
teristics and alleged group differences.

A possible response could be that, in a similar way to some of the corporate governance 
taxonomies,105 we may observe a shift from “real” to “ideal” types. Thus, talking, for ex
ample, about, “English legal origin” might not necessarily mean that Anglo-Saxon coun
tries tend to have certain commonalities, but would rather describe certain characteris
tics that any possible group of countries may have in common.

In addition, this chapter suggests that comparative researchers often do not need such a 
priori categories. As far as a researcher examines a limited group of countries, such as 
the UK, the US, Germany, and Japan, it is perfectly possible to explain similarities and dif
ferences without the use of potentially misleading categories such as English and German 
legal origin. But even when more countries are examined, the researcher should resist 
the temptation to classify too early: here, at best, she may try to identify categories with a 
“bottom-up” approach,106 being prepared to find the unexpected.
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Abstract and Keywords

This chapter analyzes the economic consequences of external and internal asset partition
ing, and it considers implications of this analysis for creditor remedies. External partition
ing refers to the legal boundaries between business firms and their equity investors, 
while internal partitioning refers to the legal boundaries within corporate groups. The 
chapter begins by cataloguing the benefits and costs of corporate partitioning; it then em
ploys this catalogue to analyze the relative economics of external and internal partition
ing. Non-partitioning functions of subsidiaries are also identified. The chapter then con
siders whether cost-benefit analysis predicts how courts actually apply de-partitioning 
remedies, with particular emphasis on veil piercing and enterprise liability. The chapter 
concludes by arguing that courts should employ the distinction between external and in
ternal partitioning when applying creditor remedies that disregard corporate partitions, 
and it identifies factors—in addition to whether a partition is internal or external—that 
courts should consider when deciding whether to de-partition.

Keywords: asset partitioning, corporations, subsidiaries, corporate groups, external partitioning, internal parti
tioning, creditor remedies, veil piercing, enterprise liability

1 Introduction
ASSET partitioning is the use of standard-form legal entities, such as the business corpo
ration, to set boundaries on creditor recovery rights.1 The corporate form partitions as
sets in two ways. First, it provides owner shielding, meaning that it protects the equity
holders’ personal assets from the business’s creditors. The corporation’s particular type 
of owner shielding is the principle of limited shareholder liability.2 Second, the corpora
tion provides entity shielding, meaning that it protects the business’s assets from the eq
uityholders’ personal creditors.3 Entity shielding is not as celebrated as limited liability, 
but we believe it is the more fundamental type of asset partitioning, because it would be 
harder to achieve by contract alone, without use of legal enties. By combining entity 
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shielding with owner shielding, the corporation partitions assets from the perspectives of 
both the business and its owners.4

Scholars have identified several economic benefits of corporate asset partitioning. But 
corporate partitioning also generates costs, and courts have developed equitable reme
dies (p. 252) that allow unpaid creditors to reach across corporate boundaries to recover. 
In American law, the most important de-partitioning remedies are veil piercing, enter
prise liability, and substantive consolidation, all of which have analogues in the laws of 
other nations.5

Creditors are especially likely to seek a de-partitioning remedy when the debtor is a mem
ber of a corporate group, by which we mean a firm organized as a parent entity plus one 
or more wholly owned subsidiaries. A creditor might ask a court to disregard the bound
ary separating the parent from its shareholders, which we call an external partition. Alter
natively, the creditor might seek to cross a boundary that separates one group member 
from another, which we call an internal partition. Several scholars have argued that exter
nal partitions provide greater economic benefits than internal partitions and therefore de
serve more protection. Most prominently, Frank Easterbrook and Daniel Fischel argued in 
their 1985 article “Limited Liability and the Corporation” that courts should be more will
ing to hold a parent entity liable for a subsidiary’s debt than to hold a parent’s sharehold
er liable for the parent’s debt.6

Easterbrook and Fischel’s article is deservedly influential. Its analysis of asset partition
ing in corporations is, however, incomplete in two important respects. First, it considers 
only half the story: it analyzes the benefits of owner shielding (that is, limited liability), 
but not the benefits of entity shielding. Adding entity shielding to the picture reveals sev
eral additional benefits of corporate partitioning that de-partitioning remedies could jeop
ardize. Second, Easterbrook and Fischel did not consider two important characteristics of 
most corporate groups: their neglect of subsidiary-level accounting and their heavy re
liance on intra-group guarantees, which are contractual arrangements in which group 
members agree to stand behind each other’s debts to outside creditors. The presence of 
these characteristics reveals which potential benefits of corporate partitioning a group’s 
subsidiaries actually provide, and which potential costs they actually generate.

In this chapter, we compare the economic benefits and costs of external and internal cor
porate partitioning, and we consider our comparison’s implications for de-partitioning 
remedies. Like previous commentators, we argue that the case for enforcing external par
titions is stronger than the case for enforcing internal partitions. We add to the previous 
literature by identifying factors—other than whether a partition is internal or external—
that courts should consider when deciding whether to de-partition. We are able to identi
fy these factors because our fuller list of corporate partitioning’s costs and benefits 
makes clearer the relevant trade-offs. For example, we argue that a corporate group’s use 
of intra-group guarantees weighs in favor of disregarding the group’s internal partitions. 
Intra-group guarantees are both evidence of, and contributors to, the agency costs of 
debt, which de-partitioning remedies can reduce. Because intra-group guarantees are, in 
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essence, de-partitioning by contract, their use in a particular corporate group indicates 
that the group’s subsidiaries serve functions unrelated to asset partitioning’s potential 
economic advantages.

In section 2, we update the standard catalogue of corporate partitioning’s costs and bene
fits to include those identified since Easterbrook and Fischel’s article. In section 3, we 
use this catalogue to analyze the relative economics of external and internal partitioning. 
In section 4, we identify non-partitioning functions of subsidiaries, which are functions 
that (p. 253) de-partitioning remedies do not undermine. Finally, in section 5, we consider 
whether our cost–benefit analysis predicts how courts actually apply de-partitioning 
remedies, and we propose general principles for reforming legal doctrine to better reflect 
the economics of corporate partitioning. In that discussion, we limit our comments to the 
de-partitioning remedies of veil piercing and enterprise liability, reserving for later work 
a discussion of substantive consolidation, a remedy that presents unique doctrinal com
plexities.

2 The Benefits and Costs of Corporate Parti
tioning
In this section, we review the main benefits and costs of corporate asset partitioning that 
scholars have identified. We begin with the benefits that are apparent when owner shield
ing—meaning, in the business corporation, limited shareholder liability—is considered in 
isolation. We then expand the list to include three benefits that become evident when the 
other important aspect of corporate partitioning—entity shielding—is considered. Finally, 
we describe corporate partitioning’s two main costs.

Although our aim is to describe the economics of corporate partitioning generally, in the 
discussion that follows we focus on the economic consequences of an incorporated firm’s 
external partition. We do so because we believe that the benefits of internal partitioning 
are a subset of those of external partitioning. Put another way, there is no potential bene
fit of internal partitioning that is not also a benefit of external partitioning. It thus makes 
sense to begin by listing external partitioning’s benefits; in section 3, we consider 
whether, and to what extent, each benefit can also arise from the partitions within a cor
porate group.

We define an external partition as the legal barrier dividing a corporation from its ulti
mate owners: its human and institutional equityholders. And we define an internal 
partition as a legal barrier within a corporate group, by which we mean a parent corpora
tion plus all corporations it wholly owns, directly or indirectly. Under these definitions, if 
a corporate entity has one or more human shareholders, then the partition separating it 
from its shareholders is external. Conversely, if a corporation has only one shareholder, 
and that shareholder is another corporation, then the two entities are members of the 
same corporate group, and the partition separating them is internal. Finally, if a corpora
tion has multiple corporate shareholders and no human shareholders, then the partition 
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separating it from its shareholders is external unless those shareholders are wholly 
owned, directly or indirectly, by a common corporate parent.

One more note on terminology before we turn to our catalogue of benefits and costs: The 
act of incorporating a business firm, and thus introducing an asset partition between it 
and its owners, can shift value from some creditors to others. For example, if the firm has 
a high debt–equity ratio, then incorporating it could shift risk from the owners’ personal 
creditors to the firm’s creditors. When, however, we speak of corporate partitioning’s 
benefits and costs, we do not mean the offsetting consequences of such a zero-sum trans
fer. Rather, we define a benefit as a source of economic efficiency: something that in
creases the sum of social wealth. And we define a cost as a consumption of resources or a 
deadweight loss— something that reduces social wealth.

(p. 254) We begin our list with the benefits of corporate partitioning that are evident when 
limited liability is considered in isolation. Because these benefits are well described in 
prior literature, we merely summarize them here.

2.1 Reduced Need for Equityholders to Monitor Each Other

In the general partnership, partners bear joint-and-several liability for partnership debt, 
and a partner sued by a partnership creditor can seek contribution from her co-partners.7

Partners therefore prefer rich co-partners to poor ones, and for this reason might restrict 
who can become a partner, and also might monitor each other’s personal affairs.8 

However, monitoring is expensive, and restricting membership hinders growth and makes 
partnership shares less liquid. Limited liability eliminates these costs by permitting equi
tyholders to be indifferent to each other’s personal fortunes. Pro rata equityholder liabili
ty for the firm’s debts—a weaker form of owner shielding—provides the same benefit.9

2.2 Facilitating Control Transfers

Without limited liability, investors would, by purchasing equity in a firm, make all of their 
personal wealth available to its creditors. Therefore, transferring ownership from a poor 
investor to a rich one would confer a windfall on the firm’s creditors, at the rich investor’s 
expense. This surcharge on wealthy investors would discourage transfers of control to 
parties who might be able to run a firm (or monitor its managers) more effectively.10 

Limited liability eliminates the surcharge by making the value of an equity share indepen
dent of its owner’s wealth. This benefit is distinct from the previous one—reduced need to 
monitor other shareholders—because it arises even if a firm has, at any particular time, 
only one owner.

An alternative way to avoid a windfall for a firm’s creditors when the firm is sold to a 
wealthy investor would be to refinance all of the firm’s debt, upon the sale’s completion, 
at lower interest rates. Refinancing would, however, entail transaction costs, especially if 
the old debt agreements contained prepayment penalties. Limited liability makes refi
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nancing unnecessary because it allows ownership to change hands without altering the 
amount of wealth backing the firm’s debts.

2.3 Liquid Shares

Limited liability promotes a liquid market in equity shares, in two ways. First, by making 
shareholders less concerned about who else owns shares, limited (or pro rata) liability al
lows (p. 255) firms to relax or eliminate restrictions on share transfers. Second, by making 
a share’s value independent of who owns it, limited liability increases the informational 
value of market prices.11 An investor can decide whether to buy at the market price with
out concern that the price results from trading among investors who are poorer than she 
is.

2.4 Equityholder Diversification

As Henry Manne first observed, limited liability enables shareholders to diversify.12 In 
particular, it reduces the volatility of share values by preventing them from dropping be
low zero. Limited liability therefore makes it easier for investors to reduce the overall 
riskiness of their portfolios by adding shares of different companies.13 Moreover, when a 
firm’s shareholders are diversified, its managers can ignore unsystematic risk when de
ciding how to invest the firm’s funds, widening the range of positive-value projects from 
which they may select.14

2.5 Reduced Information Costs for Personal Creditors

Limited liability narrows the factors a prospective creditor must analyze when evaluating 
a borrower’s creditworthiness.15 The borrower might own shares in a business firm and 
therefore—without limited liability—be answerable for its debts. The creditor would then 
have to consider the firm’s insolvency risk when analyzing the borrower’s credit risk. If, 
however, the firm is a corporation, then the creditor knows he will not have to compete 
with its creditors for the borrower’s assets. Limited liability thus simplifies lending deci
sions, which will translate, in a competitive market, into a lower cost of credit.

At first blush, limited liability also seems to reduce information costs for corporate credi
tors. By denying them access to the shareholders’ personal assets, it seems to let corpo
rate creditors ignore those assets when assessing the risk of lending to the corporation. 
Limited liability is not, however, sufficient to make corporate creditors indifferent to 
shareholders’ personal affairs. Without entity shielding, corporate creditors might be 
forced to share the corporation’s assets with the shareholders’ personal creditors. There
fore, corporate creditors will still need to assess the shareholders’ personal assets and li
abilities when evaluating the corporation’s creditworthiness. For this reason, limited lia
bility provides large informational benefits to creditors only when combined with entity 
shielding—that is, when partitioning is symmetrical rather than asymmetrical.16

(p. 256) There are three other benefits of corporate partitioning that also depend on entity 
shielding, which are as follows:
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2.6 Bankruptcy Simplification

Just as symmetrical partitioning can reduce creditor information costs, it also can simpli
fy bankruptcy proceedings. A public company’s bankruptcy would be unmanageable if the 
bankruptcy court had to take into account not only the company’s balance sheet but also 
each shareholder’s personal assets and debts.17 The symmetrical partition between the 
company and its owners—blocking creditors in both directions—divides assets and liabili
ties into legally tractable bundles. It restricts the bankruptcy estate to the assets and lia
bilities of the company, excluding those of its shareholder. With fewer assets to valuate 
and proofs of claim to validate, the bankruptcy process can determine the ratio of assets 
to debts more quickly, permitting faster payouts to unsecured creditors.18 Faster bank
ruptcy proceedings are more efficient because they redeploy debtor assets to better uses 
more quickly and generally have lower administrative costs.19

2.7 Protection of Going-Concern Value

An important component of the type of entity shielding provided by the corporation is liq
uidation protection.20 Although a shareholder’s unpaid personal creditors can seize her 
shares, they cannot force the corporation to liquidate, a process that in most jurisdictions 
requires a board resolution followed by shareholder ratification.21 Liquidation is there
fore unlikely unless in the best interests of shareholders generally, such as when the cor
poration is solvent but its liquidation value exceeds its going-concern value.22 Without liq
uidation protection, shareholders could agree to forbid unilateral equity withdrawals, but 
courts might not enforce such agreements through specific performance, especially 
against personal creditors who are not parties to the agreements.23 We see a contrast in 
the general partnership, whose assets are available for immediate seizure by partners’ 
unpaid personal creditors. For this reason, the traditional rule is that a partner’s bank
ruptcy dissolves the partnership.24

Liquidation protection also promotes share transferability. Without liquidation protection, 
equityholders would wish to prevent sales of equity shares to indebted investors whose 
creditors could force liquidation of the firm’s assets. Conversely, share transferability 

(p. 257) complements liquidation protection by giving shareholders an alternative way to 
convert shares to cash.

2.8 Correcting Debt Overhang

Corporate partitioning makes it easier for indebted entrepreneurs to raise funding to 
start new businesses. Without the option to form a corporation, an indebted entrepreneur 
might be unable to borrow to fund a prospective business, even if the business has a posi
tive net present value. If the prospective business were to fail, the lender who funded it 
might have to share its assets with the entrepreneur’s prior creditors. Anticipating this, 
the lender will demand a higher interest rate, which could make the prospective business 
unprofitable for the entrepreneur. Entity shielding solves this debt-overhang problem.25 If 
the entrepreneur commits the new business to a distinct corporate entity that borrows 
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the needed funds, the new lender will have the first claim to the business’s assets and 
therefore will demand less interest, potentially making the undertaking worthwhile for 
the entrepreneur.26

Corporate partitioning also generates two types of cost:

2.9 Higher Agency Costs of Debt

Debt distorts how managers run a business. A firm with debt can take actions that enrich 
equityholders not by increasing the firm’s total value but by shifting risk onto creditors. 
Termed from the creditors’ perspective, such acts of “debtor misconduct” take a variety 
of forms, including asset shifting, asset substitution, involuntary subordination, debt dilu
tion (for fixed debt), and correlation seeking (for contingent debt). The anticipation of 
debtor misconduct induces creditors to incur monitoring costs to prevent it and firms to 
incur bonding costs to reassure creditors that they will not engage in it. If debtor miscon
duct is undeterred, the value transfers it brings about induce firms to overinvest in risky 
projects.27 As defined by Michael Jensen and William Meckling, the direct costs of debtor 
misconduct, (p. 258) plus the monitoring and bonding costs incurred to prevent such mis
conduct, constitute the “agency costs of debt.”28

Because every debtor is, at some level of debt, judgment-proof, all debtors face an incen
tive to engage in misconduct. The incentive increases, however, if business owners can in
cur debt through corporations to which they have committed only a portion of their 
wealth. Limited liability shifts business risk from equityholders to creditors, which in
creases the expected benefit to equityholders of debtor misconduct and thus raises the 
agency costs of debt.29

Incorporating a firm to reduce recoveries for tort creditors can be characterized as a type 
of debtor misconduct. Whether it actually destroys social wealth depends on the quality 
of the tort system. If the system is otherwise effective at deterring wealth-destroying 
torts, then limited shareholder liability leads to underdeterrence. Incorporated firms will 
overproduce, and they will underinvest in precautions.30 If, however, the tort system over-
deters— perhaps because juries are biased against defendants—then corporate 
partitioning’s judgment-proofing effect could be socially beneficial.31

2.10 Accounting Costs

A court cannot enforce an asset partition unless it knows which assets and debts belong 
on each side. When a corporation fails, the proper division of assets and debts among the 
corporation, its affiliates, and its shareholders may not be obvious, especially if there is a 
controlling shareholder. The bankruptcy trustee may have to hire an accountant, whose 
fees will deplete the estate and thus reduce total creditor recoveries. And creditors might 
challenge the accountant’s conclusions, introducing delay and driving up the estate’s le
gal bills.
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Accountants also are hired to confirm or demonstrate compliance with loan covenants 
and statutory creditor-protection measures such as distribution constraints and fraudu
lent-transfer law. In this way, accounting costs are monitoring or bonding costs and thus 
components of the agency costs of debt. Even, however, if a firm scrupulously refrained 
from debtor misconduct, it probably would still pay accountants to prepare financial 
statements to reduce information costs for its creditors.

(p. 259) 3 Internal Partitioning: Legal Boundaries 
within the Firm
We now consider whether, and to what extent, each of corporate partitioning’s benefits 
and costs arises from internal partitioning in particular. The economics of internal parti
tioning are important, as most publicly traded companies are corporate groups with elab
orate subsidiary networks.32 In 2010, the 100 largest US public companies by revenues 
had, on average, 245 major subsidiaries.33 Corporate groups are also the norm in other 
developed countries: For example, in 2005, large Japanese public companies averaged 
108 subsidiaries,34 and large French firms averaged 68.35

In section 2, we identified eight potential benefits of corporate partitioning. In this sec
tion, we argue that internal partitioning cannot generate three of these benefits: reduced 
need to monitor other equityholders, liquid shares, and protection of going-concern val
ue. Four others—reduced creditor information costs, bankruptcy simplification, share
holder diversification, and the correction of debt overhang—are benefits that internal par
titioning can provide, but seems rarely to do so in practice. That leaves efficient control 
transfers as the only common asset-partitioning benefit of subsidiaries. Moreover, sub
sidiaries seem to provide this benefit only temporarily, until the debts of the acquired en
tity are paid off or rolled over.

Besides providing fewer economic benefits than external partitioning, internal partition
ing also tends to generate higher costs. Accounting costs are higher because subsidiary 
boundaries often fail to track the firm’s real internal divisions. In addition, internal parti
tions increase the agency costs of debt by facilitating several types of debtor misconduct, 
including asset shifting, involuntary subordination, and correlation seeking through intra-
group guarantees. The implication, which we develop in section 5, is that courts should 
be less reluctant to disregard the legal partitions within firms than those surrounding 
them.

We address first the three benefits of corporate partitioning that internal partitioning 
cannot provide. These are lower inter-shareholder monitoring costs, liquid shares, and 
protection of going-concern value. External partitioning generates these benefits by pre
venting conflicts among shareholders who differ in personal wealth and needs for liquidi
ty. These benefits therefore cannot result from internal partitioning, as shareholder con
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flict cannot (p. 260) arise if a corporation—such as a subsidiary in a corporate group—has 
only one shareholder, or if all its shares are under common control.

There are four other potential benefits of corporate partitioning that internal partitioning 
could provide in theory but seems rarely to provide in practice. One is bankruptcy simpli
fication. If the members of a bankrupt corporate group operated separately, rarely trans
acted with each other, and had little overlapping debt, then it might make sense to assign 
their bankruptcy cases to different judges. Their cases could then proceed in parallel, po
tentially enabling them to conclude more quickly. In practice, however, we almost never 
see affliated debtors assigned to different courts. Instead, when a corporate group fails, 
its constituent members’ cases are administratively consolidated and assigned to a single 
judge. A collective proceeding makes sense because the affiliated entities often have 
guaranteed each other’s major debts and therefore have common creditors, and because 
their managers have typically failed to maintain accurate subsidiary-level records, ob
scuring the proper allocation of assets and debts among them.36 In such a case, there is 
no procedural advantage to creating a distinct bankruptcy estate for each constituent en
tity. On the contrary, the lack of reliable entity-level accounting slows down proceedings 
and consumes administrative resources. For this reason, enforcing the firm’s internal par
titions will typically complicate the bankruptcy proceeding rather than simplifying it.

A similar story applies to creditor information costs. Like bankruptcy simplification, lower 
information costs are a benefit that internal partitioning could, in theory, supply.37 Just as 
external partitioning enables a prospective creditor to disregard shareholders’ personal 
affairs when assessing a firm’s creditworthiness, so might internal partitions permit a 
prospective creditor to focus his credit analysis on the particular entity with which he will 
transact.38 The cost savings could be considerable if the group’s subsidiary boundaries 
track its real geographical and functional divisions.39 In practice, however, most firms do 
not maintain informationally relevant internal partitions. Instead of preparing subsidiary-
level financial records and sharing them with creditors, firms neglect entity-level ac
counts and (p. 261) report results only on a consolidated basis.40 Indeed, bankruptcy 
courts cite sloppy or indifferent entity-level accounting and tangled internal affairs as 
their main reasons for applying the de-partitioning remedy of substantive consolidation.41

Another practice that undercuts the capacity for subsidiaries to reduce information costs 
is the widespread use of intra-group guarantees.42 To see why, suppose that Subsidiaries 
A and B are members of a corporate group, that Bank One lends to Subsidiary A, and that 
Subsidiary B guarantees the loan. The guarantee makes the boundary between the sub
sidiaries irrelevant to Bank One, as both subsidiaries’ assets and liabilities will determine 
the bank’s payout if the group becomes bankrupt. In addition, the guarantee widens the 
exposure of Subsidiary B’s creditors beyond Subsidiary B’s own operations. They now 
bear some of Subsidiary A’s credit risk: If A defaults, they will have to share Subsidiary 
B’s assets with Bank One.

It is predictable that a corporate group which relies on intra-group guarantees will not 
bother to prepare accurate entity-level financial reports. The reports would have little val



External and Internal Asset Partitioning: Corporations and Their Sub
sidiaries

Page 10 of 30

ue to the group’s shareholders, who care only about consolidated results. The reports’ on
ly potential audience would be creditors who have extended credit to particular entities 
within the group. If, however, the creditors have also received intra-group guarantees 
that tie their (p. 262) payouts to the performance of the group as a whole, then they too 
will have little reason to concern themselves with the division of value among entities 
within the group.43

Shareholder diversification is a third economic benefit that internal partitions provide in 
theory but not often in practice. In a true conglomerate, each subsidiary is a distinct com
pany, making the group akin to an investment portfolio assembled by the parent entity on 
behalf of its shareholders. Internal partitioning reduces the portfolio’s volatility by pre
venting one company’s insolvency from pulling down the others’ equity values. However, 
true conglomerates are rare, as investors have cheaper and more flexible options for di
versifying shareholdings, such as mutual funds. Moreover, a group’s subsidiaries will ef
fectively diversify risk only if they refrain from lending to each other and from issuing in
tra-group guarantees, which is unusual. In fact, the typical corporate group is a single 
business firm organized as a collection of legal entities.

Finally, corporate subsidiaries could serve to correct debt overhang, but, again, firms 
seem rarely to use them for this purpose. The debt-overhang problem arises when an in
debted firm wishes to invest in a new project. If the project is less risky than the firm’s 
existing projects, it will decrease the firm’s overall default risk by reducing the variance 
of the distribution of the firm’s potential net asset values. As a result, the project will con
fer a windfall on the firm’s existing creditors at the expense of equityholders. This value 
transfer could make the new project unprofitable from the shareholders’ perspective even 
if it has a positive net present value. The firm could overcome this problem by organizing 
itself as a corporate group that houses each investment project, along with the debt used 
to fund the project, in a separate subsidiary. In reality, however, most corporate groups do 
not structure themselves this way. Instead, the parent does most of the borrowing and 
distributes the proceeds to the subsidiaries, which in return issue upstream guarantees. 
If debt overhang were a problem, this structure would exacerbate it by giving the 
parent’s creditors a claim on the proceeds from any new projects undertaken by the sub
sidiaries.44

The remaining benefit of corporate partitioning identified in section 2 is the facilitation of 
efficient control transfers. Unlike the others on our list, this benefit is one that corporate 
subsidiaries do seem to provide with some frequency. However, the benefit is temporary, 
lasting only until the acquirer pays off or rolls over the target’s preexisting debts. Thus, 
when two firms combine, they typically engage in a “triangular” merger that makes the 
target firm a subsidiary in the acquirer’s corporate group.45 Maintaining the target as a 
separate entity denies the target’s pre-merger creditors recourse to the acquirer’s assets. 
Such recourse would benefit those creditors at the expense of the acquirer’s equityhold
ers,46 producing a value transfer that would act like a tax on corporate acquisitions, dis
couraging some wealth-creating combinations.47 One commonly offered explanation for 
subsidiaries is a legacy of (p. 263) mergers and acquisitions,48 and we believe that this 
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goal of preventing a windfall for the target firm’s preexisting creditors is indeed an im
portant reason that most acquisitions are structured to maintain the target as a distinct 
entity.

It must be noted, however, that intra-group guarantees undermine this potential benefit 
of subsidiaries. If a subsidiary results from a merger, and one or more of its creditors sub
sequently receive downstream or cross-stream guarantees, then those creditors thereby 
gain access to the acquirer’s pre-merger assets, seemingly defeating the purpose of main
taining the target as a distinct legal entity.49 How then can we reconcile the widespread 
use of intra-group guarantees with the practice of triangular mergers? One possibility is 
that acquirers maintain targets as separate entities for some of the non-partitioning rea
sons for subsidiaries we will discuss in the next part. A second possibility is that the sepa
rate subsidiary is meant to prevent a value transfer to the target’s creditors at the time of 
the acquisition, but not later. Thus, as time passes and the subsidiary rolls over its debts, 
we can expect its lenders to bargain for cross-stream and downstream guarantees that tie 
their expected payouts to the performance of the group as a whole. These guarantees will 
reduce those lenders’ information costs given the unlikelihood that the group maintains 
accurate subsidiary-level records. In addition, the guarantees will protect the lenders 
against value-shifting within the group. Alternatively, the group will replace the 
subsidiary’s debt with new borrowing at the parent level that the subsidiary guarantees. 
In either case, the subsidiary will cease to serve its positive asset-partitioning function. 
The group may nonetheless continue to maintain the subsidiary as a separate entity be
cause it serves non-partitioning functions, or because there is no reason to incur the 
transaction costs of absorbing it into another entity in the group.

In summary, we find that subsidiaries tend to provide only one of corporate partitioning’s 
eight potential benefits with meaningful frequency: the promotion of efficient control 
transfers. Moreover, they provide this benefit only temporarily, until the newly acquired 
subsidiary rolls over its debt, at which point intra-group guarantees are issued that pierce 
the partitions between the subsidiary and the rest of the group.

Turning to the cost side of the ledger, we find that it too is unfavorable to internal parti
tioning. A subsidiary network facilitates several types of debtor misconduct, including as
set shifting, judgment proofing against tort creditors,50 and involuntary structural subor
dination. As an example of the last, imagine that HoldCo, the parent entity in a corporate 
group, takes out a loan from Bank One. Shortly afterward, the group’s managers shift all 
of HoldCo’s assets into its wholly owned subsidiary, SubCo. SubCo then uses its increased 
creditworthiness to borrow at a favorable interest rate from Bank Two. This maneuver 
harms Bank One by subordinating its claim on HoldCo’s assets to Bank Two’s claim. It al
so encourages overinvestment by reducing HoldCo’s borrowing costs through an asset 
transfer (p. 264) that, from the perspective of HoldCo’s shareholders (as contrasted with 
its creditors), is costless.51

Bank One could insist on a debt covenant forbidding such acts of structural subordina
tion. But monitoring for compliance would be costly, especially because the group could 
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shroud asset shifting in sloppy entity-level accounting.52 Moreover, the shifting of assets 
from HoldCo to SubCo would not normally be considered a constructive fraudulent trans
fer, as a court would probably hold that HoldCo received a reasonable equivalent value 
through the appreciation in its equity claim in SubCo that the transfer produced.53

A more cost-effective way for Bank One to protect itself against involuntary subordination 
would be to demand an upstream guarantee from SubCo. The guarantee would leave the 
bank largely indifferent to the division of assets between the two entities.54 In this way, 
the widespread use of intra-group guarantees evinces that internal partitioning increases 
the risk of debtor misconduct. It does not follow, however, that intra-group guarantees 
produce an overall reduction in the agency costs of debt. Although an intra-group guaran
tee protects its recipient against asset shifting, it also, though correlation seeking, trans
fers risk onto the guarantor’s preexisting unsecured creditors.55 Thus, while an upstream 
guarantee from SubCo would insulate Bank One against asset transfers from HoldCo to 
SubCo, it simultaneously would take value from SubCo’s preexisting general creditors. 
The value transfer will occur because the probability that the guarantee will be triggered 
correlates positively with SubCo’s insolvency risk,56 concentrating the guarantee’s bur
den on SubCo’s creditors rather than on the group’s equityholders. Those creditors will 
suffer a net reduction in the expected value of their claims even if Bank One pays SubCo 
a premium equal to Bank One’s (p. 265) full expected recovery on the guarantee.57 

Therefore, rather than reducing the total agency costs of debt, intra-group guarantees 
merely shift the impact of debtor misconduct from creditors who receive guarantees to 
those who do not.

Table 11.1 Comparison summary: external and internal partitioning

External Partition
ing

Internal Partition
ing

Benefits

Reduced need for inter-equityholder 
monitoring

Yes No

Efficient control transfers Yes Yes (temporarily)

Liquid shares Yes No

Shareholder diversification Yes Rarely

Reduced creditor information costs Yes Rarely

Overcoming debt overhang Yes Rarely
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Liquidation protection Yes No

Bankruptcy simplification Yes Rarely

Costs

Agency costs of debt Moderate High

Accounting costs Moderate High

The enforcement of internal partitions also tends to entail high accounting costs. Where
as an external partition can be enforced if a firm prepares only one consolidated set of fi
nancial statements, enforcing internal partitions depends on the firm’s preparing sepa
rate balance sheets and income statements for each of its constituent entities. In addi
tion, internal partitioning encourages disputes over the company’s internal accounting 
and pricing of intra-group transfers and loans. Such disputes are common in bankruptcy 
because the debtor’s managers will have had little incentive to price internal transfers ac
curately. The managers’ duties are to the group’s shareholders, whose claims are unaf
fected by the pricing of intra-group transfers and loans.58

Table 11.1 summarizes our comparison of external and internal partitioning. We have ital
icized three “yes” entries in the external-partitioning column to indicate benefits that 

(p. 266) external partitioning provides only if a corporation has shareholders who differ in 
their levels of personal wealth or liquidity requirements. If a corporation has only a sin
gle, human shareholder, then its external partition will not provide these benefits, even 
though it could provide the others in the table.

Table 11.1 Comparison summary: external and internal partitioning

External Partition
ing

Internal Partition
ing

Benefits

Reduced need for inter-equityholder 
monitoring

Yes No

Efficient control transfers Yes Yes (temporarily)

Liquid shares Yes No

Shareholder diversification Yes Rarely
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Reduced creditor information costs Yes Rarely

Overcoming debt overhang Yes Rarely

Liquidation protection Yes No

Bankruptcy simplification Yes Rarely

Costs

Agency costs of debt Moderate High

Accounting costs Moderate High

As Table 11.1 indicates, cost–benefit analysis favors external partitioning. Using a firm’s 
outer boundary to demarcate creditor recovery rights can provide numerous benefits to 
both creditors and shareholders. By contrast, internal partitioning provides fewer bene
fits, and its costs are higher, especially if—as is typical—the group neglects subsidiary-
level accounting. Such neglect indicates that the group’s creditors did not use subsidiary 
boundaries to economize on credit analysis. It also means that using the internal parti
tions to delimit creditor recoveries in bankruptcy would require the estate to hire accoun
tants, whose fees would be paid at the expense of the group’s general creditors.

4 Non-Partitioning Functions of Subsidiaries
Table 11.1 raises a question. If internal partitioning is costly to enforce and increases the 
agency costs of debt, and its benefits are either temporary or rare, why do firms have so 
many subsidiaries? The apparent answer is that subsidiaries serve non-partitioning func
tions whose benefits outweigh the net costs of internal partitioning, or at least the net 
costs borne by shareholders. We call these “non-partitioning” functions because, for the 
most part, de-partitioning remedies such as veil piercing do not compromise them.

One non-partitioning function of a subsidiary is to establish a legal domicile in a particu
lar jurisdiction. For example, a multinational firm might form a corporate entity in a par
ticular country to take advantage of its low tax rate.59 Similarly, regulated firms such as 
banks might be required to maintain distinct entities in each state in which they operate. 
De-partitioning remedies do not interfere with these jurisdictional functions. If a bank
rupt company liquidates, disregarding its internal boundaries when calculating creditor 
payouts will not nullify the tax and regulatory benefits its subsidiaries provided pre-bank
ruptcy. If the company instead reorganizes, it can maintain its internal entity structure 
post-bankruptcy even if that structure was not used in bankruptcy to determine payout 
entitlements.60
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Another function of subsidiaries is to reduce the transaction costs of spin-offs by preserv
ing transferable bundles of contracts.61 To see why, suppose that BuyCo acquires Target
Co but wants the option to spin it off cheaply later. During a spin-off, reassigning 
TargetCo’s executory contracts—which might comprise much of TargetCo’s real economic 
value—could be difficult. Most executory contracts contain non-assignment clauses, and 

(p. 267) non-assignment is the default rule for most employment contracts. These assign
ment restrictions protect each party to a contract against the risk that the counterparty 
will transfer its obligations to a third party who will default or otherwise underperform.62

Most assignment restrictions do not, however, forbid the sale of the entire counter-party 
to a new owner. Likewise, the common law rule is that the sale of some or all of a 
corporation’s shares does not constitute an assignment of the corporation’s contracts. 
This rule makes economic sense, because a sale of a corporation’s shares does not dis
rupt complementarities among the corporation’s contractual positions and its other as
sets. In other words, changing a firm’s ownership is less risky to its counterparties than 
individual assignments of their contracts would be. Therefore, by preserving TargetCo as 
a separate subsidiary, BuyCo can later sell it without having to negotiate for waivers from 
all of its contractual counterparties, which might create holdout problems.

Once again, de-partitioning remedies do not undermine this function of subsidiaries. If a 
bankrupt company liquidates, its contracts will be cancelled regardless of how creditor 
payouts are calculated. If it instead reorganizes, any executory contracts (or leases) it 
chooses to honor will remain with their original entities after the bankruptcy 
proceeding,63 preserving the company’s contract bundles. Although the subsidiaries 
might be ignored in the calculation of creditor payouts, including payouts to contractual 
counterparties whose claims have come due, the subsidiaries can continue to operate as 
distinct legal persons post-bankruptcy. For this reason, the reorganized company will not 
be hampered in spinning off any divisions it maintained pre-bankruptcy as separate enti
ties.

5 Legal Implications: Patterns and Presump
tions
We now consider our analysis’s descriptive and prescriptive implications for creditor 
remedies that disregard corporate partitions. Descriptively, the distinction between exter
nal and internal partitioning corresponds to some, but not all, of the patterns we observe 
in how courts apply de-partitioning remedies. Prescriptively, our analysis suggests how 
courts could increase social wealth by bringing doctrine more in line with the economics 
of corporate partitioning.

The general implications of our analysis are consistent with those of the work of other 
scholars, beginning with Easterbrook and Fischel. Courts should be less willing to disre
gard an external partition than an internal one. And they should be especially loath to dis
regard the external partition of a company with tradable shares, the setting in which 
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shareholders are likely to be most heterogeneous in terms of personal wealth and liquidi
ty needs, and therefore where external partitioning is especially beneficial.

(p. 268) Turning to more specific implications, our analysis suggests that courts should be 
more willing to disregard an entity’s partition when the entity’s managers have failed to 
keep an accurate record of its assets and liabilities. When such records are absent, asset 
partitioning does not reduce creditor information costs, correct debt overhang, simplify 
bankruptcy proceedings, promote share trading, facilitate efficient control transfers, or 
provide liquidation protection. Therefore, a court can apply a de-partitioning remedy 
without fear that doing so will undermine these various potential benefits of asset parti
tioning.

Accurate accounting is also essential for asset partitioning to reduce the agency costs of 
debt. Legislatures have created creditor-protection measures to reduce those costs. In 
corporations, the most important measures are fraudulent-transfer law and distribution 
constraints, both of which rely on accurate recordkeeping. Under fraudulent transfer law, 
relief is typically available only if a creditor (or bankruptcy trustee acting on creditors’ 
behalf) can show that the debtor did not receive “a reasonably equivalent value” when it 
transferred an asset or incurred an obligation, and that the debtor was insolvent when 
the transaction occurred.64 These are factual showings that require accounting records, 
including a balance sheet for the time of the transaction. Similarly, distribution con
straints presuppose a balance sheet that accurately records the corporation’s surplus. 
Without a balance sheet to cite, creditors cannot prove that a corporation paid dividends 
out of shareholder capital, which is supposed to remain in the corporation as a cushion 
against insolvency. Therefore, if managers have failed to keep the accounts necessary for 
enforcing these boundary-policing measures, courts should be willing to let creditors 
cross boundaries, especially when equityholders (on whose behalf the managers act) 
rather than other creditors would bear the consequences.

Our analysis also suggests that courts should be more willing to disregard a corporate 
partition if the corporation’s managers or shareholders have already perforated it by issu
ing guarantees. A guarantee is voluntary de-partitioning, a waiver of either entity shield
ing or owner shielding (or both) on behalf of a particular creditor. Therefore, the pres
ence of a guarantee suggests that partitioning’s costs outweigh its benefits, at least with 
respect to the creditor receiving the guarantee.65 Moreover, if the cost–benefit analysis of 
enforcing a corporate partition is unfavorable for one creditor, it is likely to be unfavor
able for other creditors, even if—perhaps because they are unsophisticated or have small 
claims—they did not negotiate for guarantees for themselves.66

We have already described how intra-group guarantees undercut several potential bene
fits of internal partitioning. Besides evincing that the recipient creditor did not rely on 
subsidiary boundaries to economize on information costs, an intra-group guarantee sug
gests that a subsidiary is no longer serving to facilitate an efficient control transfer or to 
correct debt overhang. The former is true if a subsidiary’s creditor received a cross-
stream or downstream guarantee, while the latter is true if the subsidiary itself issued a 
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guarantee. Courts therefore (p. 269) should treat intra-group guarantee as a factor weigh
ing in favor of de-partitioning remedies within corporate groups.

We anticipate an objection. Courts that selectively ignore corporate partitions could dis
appoint investor expectations and introduce uncertainty into business affairs. We note, 
however, that this objection does not argue against de-partitioning remedies per se; 
rather, it argues against applying remedies unpredictably. If courts made clear the cir
cumstances under which they will allow creditors to cross corporate boundaries, expecta
tions and interest rates would adjust accordingly. As discussed below, we believe that de-
partitioning criteria can be adopted that promote economic efficiency and that give par
ties reasonable notice as to when an asset partition will be disregarded.

With these observations in mind, we now address the particular de-partitioning remedies 
of veil piercing and enterprise liability. Because our expertise is American law, we focus 
on doctrine developed by American common-law courts. We do, however, offer a few com
parative observations about European and Japanese law.

5.1 Veil Piercing

The remedy of veil piercing suspends the rule of limited liability by allowing a corporate 
creditor to recover from a controlling shareholder. Under American law, the creditor must 
satisfy both parts of a two-prong test: He must show (1) that the corporation served as 
the shareholder’s mere “alter ego,” and (2) that liability for the shareholder is necessary 
to avoid some injustice.67 The Japanese Supreme Court has adopted a similar test, permit
ting recovery from a controlling shareholder if the corporation’s legal personality is a 
“mere formality” that has been “abused.”68 In the United Kingdom, courts occasionally al
low a creditor to pierce the veil if the corporation is a “mere façade concealing the true 
facts.”69

As these various quoted terms suggest, courts tend to articulate veil-piercing doctrine in 
vague and conclusory language, making it difficult to evaluate the remedy’s economic 
consequences. If, however, we look at case outcomes, we see that judges—at least in the 
United States—do often employ the remedy in a manner that protects corporate 
partitioning’s economic benefits and reduces the agency costs of debt. Courts typically 
consider the first, “alter ego” prong of the veil-piercing test satisfied upon a showing that 
the corporation failed to follow procedures such as holding board meetings, electing di
rectors, keeping accurate records, and maintaining separate bank accounts.70 Several of 
these procedures—especially the last two—bear directly on the agency costs of debt.71 As 
noted above, statutory creditor protections such as fraudulent transfer law and distribu
tion constraints presuppose an accurate corporate balance sheet. Therefore, by empha
sizing (p. 270) sound recordkeeping in their alter-ego analyses, courts deter practices that 
drive up the agency costs of debt.

Regarding the second prong of the American veil-piercing test—the presence of some sort 
of injustice—studies show that courts are particularly likely to deem it satisfied if the 
creditor was misled, even if the deception fell short of common-law fraud.72 We again see 
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an implicit concern with the agency costs of debt, and also with one of the primary bene
fits of external partitioning: reducing creditor information costs. Creditors are more vul
nerable to debtor misconduct and can rely less on the integrity of entity boundaries, if 
they cannot count on a debtor’s attestations about its financial condition and compliance 
with loan covenants.

In terms of the specific contexts in which courts pierce the veil, the distinctions we have 
drawn in this chapter predict some, but not all, of the patterns in case outcomes. Thus, 
courts never pierce the veil to reach the personal assets of public shareholders,73 which 
is consistent with our view that corporate partitioning is most beneficial when in the form 
of an external partition separating a firm from multiple shareholders. On the other hand, 
there is evidence that, in the context of close corporations, courts are slightly more likely 
to pierce an external partition (to reach a controlling human shareholder) than an inter
nal partition (to hold a parent liable for the debt of a subsidiary).74 This observation is un
expected given that, even in a close corporation, external partitioning can provide greater 
economic benefits. We hypothesize that confounding variables are at work: Courts are 
perhaps more likely to find that a creditor was misled by a human shareholder than by a 
corporate entity, or they might consider it more egregious if a firm as a whole, rather 
than one entity within a corporate group, has failed to respect corporate formalities.

We now consider doctrinal reforms implied by our analysis. We are not the first commen
tators to notice that the vague terms in which courts articulate veil-piercing doctrine 
make it difficult for parties and their attorneys to predict when shareholders will be held 
liable.75 With respect to the American law of veil piercing, we believe that the first prong 
in particular could usefully be re-conceptualized and re-articulated. As argued above, the 
corporate formality that is most important to creditors is the maintenance of accurate en
tity-level accounts. Other formalities, such as enacting bylaws and holding shareholder 
meetings, are less relevant. The implication is that courts should ground veil piercing’s 
first prong explicitly, and perhaps exclusively, in accurate accounting, with the dispositive 
question being (p. 271) whether the corporation maintained records adequate to support 
enforcement of standard creditor-protection measures.

Regarding the distinction between external and internal partitioning, we propose that 
courts employ it to assign evidentiary burdens. When a creditor of a subsidiary seeks the 
parent’s assets, courts should require the defendant to produce annual balance sheets for 
the subsidiary that are accurate over the span of the plaintiff’s loan. Assigning this bur
den to the defendant makes sense given that internal partitioning has fewer potential 
benefits than external partitioning and raises a greater debtor-misconduct risk. If the de
fendant cannot meet the burden, the plaintiff should recover, even if veil-piercing’s tradi
tional second prong is not met. Allowing recovery on such facts would reduce the agency 
costs of debt by penalizing defendants for failing to maintain the records that underpin 
statutory creditor-protection measures. If, on the other hand, the defendant can produce 
accurate accounts, courts should presume that the normal creditor-protection measures 
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were effective. The plaintiff should then prevail only upon a clear showing of misrepre
sentation or deception.

When, by contrast, a plaintiff seeks to pierce a corporation’s external partition to reach a 
controlling shareholder’s assets, we suggest that the burden lies initially with the plain
tiff. Even when shares are not freely tradable, external partitioning often provides bene
fits that internal partitioning does not, including shareholder diversification, reduced 
creditor monitoring costs, bankruptcy simplification, and correction of debt overhang. 
Therefore, when seeking to pierce an external partition, the plaintiff should have to show 
that the corporation’s records are not complete enough to permit enforcement of statuto
ry remedies. In addition, the plaintiff should have to show either that he was deceived or 
that the partition did not serve external partitioning’s main benefits and therefore should 
be accorded no more respect than a poorly maintained internal partition.

In support of this last type of showing, a plaintiff should be permitted to cite the 
defendant’s grant of a personal guarantee to one of her corporation’s creditors. A person
al guarantee reduces the degree to which the external partition diversifies the sharehold
ers’ equity portfolio, as it puts the shareholder’s personal assets—including her invest
ments in other firms—at risk. The guarantee also suggests that the external partition is 
no longer serving to preserve the benefits of an efficient control transfer. That benefit 
arises when limited liability prevents an acquired firm’s creditors from reaching the 
acquirer’s personal wealth, and yet such access is exactly what a personal guarantee pro
vides. In addition, a personal guarantee suggests that the external partition did not help 
creditors economize on their information costs, for reasons discussed in section 3. There
fore, if a controlling shareholder has guaranteed any of her corporation’s debts, we pro
pose that the inquiry should be the same as in a case involving an internal partition, with 
the plaintiff prevailing unless there was no deception and the defendant can show that ac
curate corporate records were maintained.

Why, one might object, should a contractual creditor who has failed to bargain for a per
sonal guarantee enjoy the same remedy—access to the shareholder’s personal assets—as 
the creditor who did? One response is that this objection proves too much: All creditor- 
protection measures are substitutes for contractual provisions that creditors could, in 
theory, bargain for (and pay for, through lower interest rates) themselves. If, however, the 
goal is economic efficiency, then the relevant question is not whether a creditor could 
have obtained protection contractually but whether a statutory or equitable remedy 
would more effectively lower the agency costs of debt. Remedies that lower agency costs 
increase the surplus from credit arrangements, making both lenders and borrowers bet
ter off. We note in this regard (p. 272) that the common practice of giving a personal guar
antee to a small firm’s most important lender—typically a bank—creates perverse incen
tives, as banks would otherwise charge higher interest rates to firms with greater tort 
risk. Moreover, bargaining for guarantees entails transaction costs, which is why share
holders almost never give personal guarantees to trade creditors, who have small claims 
governed by standard-form contracts. To be clear, our argument is not that the issuing of 
one personal guarantee should invalidate a firm’s external boundary for all creditors. 
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Rather, courts should treat the guarantee as evidence that the boundary does not provide 
most of corporate partitioning’s potential economic benefits. The defendant could still 
prevail by showing that the corporation maintained accurate records and distinct ac
counts and by rebutting any claim that the plaintiff was deceived.

5.2 Enterprise Liability

Traditional veil piercing is a vertical de-partitioning remedy: It renders shareholders li
able for corporate debt. Sometimes, however, the shareholder has committed most of her 
wealth to other corporations, which may or may not form a corporate group with the orig
inal debtor entity. In that situation, American courts sometimes allow the plaintiff to “re
verse pierce” and assert claims against these other corporations.76 To reach their assets, 
however, the plaintiff must first establish the elements of a piercing claim against the de
fendant shareholder.

Rather than requiring plaintiffs to take this circuitous route through the shareholder’s 
personal estate, some courts have authorized the alternative de-partitioning remedy of 
enterprise liability. That remedy allows the creditor of one member of a corporate group 
to pierce horizontally to reach the assets of other members. The remedy does not, howev
er, open the gates to the shareholder’s personal assets: It abrogates internal partitions, 
not external ones.

The factors that courts consider when deciding whether to impose enterprise liability are 
much like those that govern the first prong—the alter-ego test—of veil-piercing doctrine. 
However, while the courts of every US state have endorsed some version of veil piercing, 
courts in only a handful of states have recognized enterprise liability. Moreover, the list 
became shorter in 2008 when Texas’s highest court repudiated the remedy, holding that 
mere unity of control or function cannot make one corporation liable for the debt of an
other.77 As a result, veil piercing became the only equitable remedy in Texas for abrogat
ing corporate partitioning. Notions of enterprise liability can also be found in British and 
German company law.78

We suspect that enterprise-liability cases are rare in the United States primarily because 
failed corporate groups typically end up in bankruptcy court, where judges employ a dif
ferent doctrine—substantive consolidation—to disregard internal partitions.79 It (p. 273)

therefore is unsurprising that the most prominent judicial opinion to endorse enterprise 
liability in one state (Louisiana) is from a case involving an insurance company,80 as state 
regulators rather than federal bankruptcy judges oversee insolvency proceedings involv
ing insurers.81

We recognize the need for a doctrine of enterprise liability in collective insolvency pro
ceedings. Our analysis here, however, suggests that courts should more consciously di
rect the doctrine toward the goals of reducing administrative costs and the agency costs 
of debt. It follows that courts should be inclined toward imposing enterprise liability 
when a corporate group has failed to keep accurate entity-level records, especially if the 
group has also issued intra-group liabilities. Such doctrinal reform would require courts 
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to amend their lists of relevant factors. Currently, American courts do include shoddy in
ternal accounting among the factors weighing in favor of collective liability within the 
group.82 But they also consider formalities, such as whether the entities had overlapping 
directors and officers,83 that matter little for creditor protection or for the broader ques
tion of whether the benefits of enforcing an internal asset partition exceed the costs. 
Judges also do not weigh the presence of intra-group guarantees in favor of enterprise lia
bility, perhaps because they may be unaware of how such guarantees, via correlation 
seeking, contribute to the agency costs of debt.

6 Conclusion
In this chapter, we have introduced what we believe is a useful distinction between two 
types of corporate asset partitioning: external partitioning versus internal partitioning. An 
external partition is the legal boundary that separates a business corporation from its ul
timate, real equityholders: its human and institutional shareholders. Internal partitions 
are the legal boundaries within a corporate group, meaning a parent entity and its net
work of wholly owned subsidiaries.

We have argued that distinguishing external partitioning from internal partitioning has 
both descriptive and prescriptive utility. Descriptively, external partitioning provides more 
benefits than internal partitioning, and it generates lower costs. External partitioning 
provides at least eight potential benefits: reduced need for equityholders to monitor each 
other; liquidation protection; liquid shares; shareholder diversification; reduced creditor 
information costs; bankruptcy simplification; overcoming debt overhang; and efficient 
control transfers. Internal partitioning, by contrast, cannot provide the first three bene
fits on this list, and it rarely provides the next four. Conversely, corporate partitioning’s 
two main costs—accounting costs and the agency costs of debt—tend to be higher when 
partitioning is internal rather than external.

Prescriptively, our analysis suggests that courts should employ the distinction between 
external and internal partitioning when applying creditor remedies that disregard corpo
rate partitions, such as veil piercing and enterprise liability. To be sure, to some extent 
they already do. Studies show that courts are especially unlikely to allow a creditor to 
pierce a (p. 274) public company’s external partition, the type of corporate partition with 
the most favorable cost–benefit analysis. Similarly, courts use the remedy of enterprise li
ability only to disregard internal partitions, never external ones. The congruence between 
theory and doctrine is incomplete, however, perhaps because courts often frame de-parti
tioning doctrine in terms of whether the corporate form has been adequately “respected” 
rather than whether the economic benefits of partitioning outweigh its costs. We there
fore have proposed ways that de-partitioning doctrines could, in light of our analysis, be 
reformed to increase social wealth.

We are not the first commentators to argue that courts should respect the partition 
around a firm more than they respect the partitions within it. Thirty years ago, Easter
brook and Fischel argued that courts should be more willing to allow a creditor to pierce 
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the boundary between a corporate subsidiary and the parent than the boundary between 
the parent and its shareholders. On this point, our conclusions are consistent with theirs. 
However, the only form of corporate partitioning that Easterbrook and Fischel considered 
was limited shareholder liability. We have offered a broader analysis that also considers 
the benefits and costs of entity shielding—the rule that shields a corporation’s assets 
from the shareholders’ personal debts. And we have factored into our analysis two impor
tant observations about corporate groups: their lack of subsidiary-level financial records 
and their heavy reliance on intra-group guarantees. For these reasons, we have been able 
to identify a more complete set of considerations that bear on whether a corporate 
boundary should be disregarded. For example, we have shown how the presence of intra-
group guarantees or personal shareholder guarantees—which are forms of voluntary de-
partitioning—evinces that a corporate partition is not providing certain economic bene
fits, and also that enforcing the partition at the expense of creditors without guarantees 
is likely to increase the agency costs of debt.

By necessity, our reform suggestions have been broad and summary. We have identified 
factors we think courts should consider, as well as factors they currently consider but 
should ignore, when deciding whether to grant a de-partitioning remedy. We have also 
identified presumptions, based on whether a partition is internal or external, that courts 
could apply in such cases. A more complete treatment of de-partitioning remedies would 
consider particular areas of doctrinal conflict, such as the tendency for American bank
ruptcy courts to apply substantive consolidation more often than appellate courts seem to 
believe is appropriate.84 With respect to such issues, we believe that using the economics 
of asset partitioning generally, and the distinction between internal and external parti
tioning specifically, to study de-partitioning doctrines is a promising area for future schol
arship.
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110 Yale L. J. 387, 390 (2000) (defining asset partitioning).

(2) Henry Hansmann, Reinier Kraakman, & Richard Squire, “Law and the Rise of the 
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Abstract and Keywords

This chapter explores issues relating to the board of directors. Focusing on the formal 
model of corporate governance, it considers why corporate decisions are made through 
the exercise of hierarchical corporate authority instead of consensus. Specifically, it ex
amines the survival advantage that a bureaucratic hierarchy confers on a large corpora
tion and which of its constituencies should elect the board. It first outlines the key func
tions of the board of directors drawing on the unitary and dual board models. It then asks 
why corporations are run by boards of directors rather than by shareholders or the chief 
executive officer. It discusses why ownership and control are separated in the corporate 
form, with special emphasis on the US experience, along with the economic rationale for 
vesting control in a group rather than in an individual. Finally, it analyses how boards fail 
and looks at the reforms that have been implemented to improve their performance.

Keywords: board of directors, corporate governance, corporate authority, unitary board, dual board, corporations, 
ownership, control, shareholders, chief executive officer

1 Introduction
1WHEN recognizably modern corporations emerged in Anglo-American law in the early 
nineteenth century, the board of directors was already deeply embedded in their DNA. 
New York’s 1811 Act Relative to Incorporations for Manufacturing Purposes, for example, 
vested the power to manage the corporation in a board of directors (albeit using the term 
trustees).2 Likewise, the United Kingdom’s Joint Stock Companies Act of 1844 broadly 
empowered the board of directors to, inter alia, “conduct and manage the Affairs of the 
Company.”3 In neither case, moreover, was the statute an innovation. On the contrary, 
board of directors-like bodies were routine among the modern corporation’s antecedents, 
such as the trading companies created by charters granted by the English crown as far 
back as the Muscovy Company of 1554.4
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Similar developments were taking place contemporaneously in Europe. Although many 
large European businesses of the time remained organized as partnerships, with no gov
erning board, there were emerging entity forms such as the Dutch East India Company 
that were governed by boards.5 Interestingly, even though autocratic rule was in its hey
day amongst continental governments during much of this period, the antecedents of 
modern European corporations—like their English counterparts—opted for consensus 
governance in a board or board-like committee.6

(p. 276) Although realworld practice often differs from the statutory ideal, modern corpo
ration statutes still vest ultimate managerial power in neither the corporation’s officers 
(the so-called C-suite) nor its shareholders. Although the differences detail across nation
al boundaries, corporation codes (a.k.a. company laws) establish the board of directors as 
the key player in the formal decision-making structure. As the influential Delaware code 
puts it, for example, the corporation’s business and affairs “shall be managed by or under 
the direction of a board of directors.”7

The formal model of corporate governance thus contemplates a pyramidal hierarchy sur
mounted neither by a large electorate nor an individual autocrat, but rather by a small 
collaborative body. This model raises a number of questions: Why are corporate decisions 
made through the exercise of authority rather than by consensus? Why is corporate au
thority exercised hierarchically? Put another way, what survival advantage does a large 
corporation gain by being structured as a bureaucratic hierarchy? Why is the firm’s ulti
mate decision maker a collective rather than an individual? Who, among all the 
corporation’s constituencies, should elect the board?

Section 2 begins the process of answering those questions by looking at the key functions 
of the board of directors. Although the precise mix of functions varies across national bor
ders, the US unitary board and the German dual board models provide sufficiently useful 
paradigms that our attention will focus on them. Section 3 turns to the question of why 
corporations are run by boards of directors rather than, say, by either shareholders or the 
CEO. It begins by focusing on the separation of ownership and control, discussing how 
and why the two separated in the corporate form. The focus in this section is mainly on 
the US experience. Section 3 then turns to developing an economic rationale for vesting 
control in a group rather than an individual. Section 4 returns to the comparison between 
the US and German models, exploring the question of which constituencies should be em
powered to choose the board of directors. Section 5 discusses the perennial question of 
whether director independence is to be desired. Finally, while the bulk of this chapter fo
cuses on the theory behind the statutory model, no discussion of the board of directors 
would be complete without a discussion of how boards so often fail to perform as intend
ed. Section 6 therefore examines how boards fail and the reforms that have been tried to 
improve their performance.
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2 Board Functions
The roles and functions of the board depend in the first instance on the structure given 
the board by national (or, in the case of the USA, state) legislation. Although the details 
vary widely among nations, the US unitary board and the German dual board stand as ex
emplars of the basic statutory options for board governance. Beyond these statutory re
quirements, of course, best practice norms and other nonlegal considerations further re
fine the expected functions of the board.

(p. 277) 2.1 The Unitary Board

In the USA’s federal system, primary responsibility for creating and regulating corpora
tions is a matter for the states rather than the national government. Among the 50 states, 
of course, Delaware is far and away the most important. More than half of the corpora
tions listed for trading on the New York Stock Exchange and nearly 60 percent of the For
tune 500 corporations are incorporated in Delaware. Because of the so-called “internal af
fairs doctrine”—a conflicts of law rule holding that corporate governance matters are 
controlled by the law of the state of incorporation—Delaware law thus controls the forma
tion and governance of the vast bulk of important public corporations. The most impor
tant alternative to Delaware law is the American Bar Association’s Model Business Corpo
ration Act (MBCA), which has been adopted in whole by about half the states and in part 
by many others.

Despite the resulting potential for diversity, there is remarkable uniformity on the basics 
of board structure. A single board of directors is elected by the shareholders and charged 
with ultimate decision-making authority within the corporation. Beyond this statutory 
minimum, there are few housekeeping rules and those are mostly enabling. In most 
states, for example, there are no rules on board size, term limits, and similar issues.

Instead, the role and functions of the board have been defined mainly by nonlegal norms 
and expectations. Although the board’s functions have therefore varied over time, today 
they can be sorted into three basic categories. These are management, oversight, and 
service. Although all three remain important aspects of a board’s work, the recent trend 
has been to elevate the importance of monitoring at the expense of the others.

2.1.1 Management
If one looked solely to corporation statutes for guidance, one would assume that the 
board of directors plays a very active role in the corporation’s management. Besides the 
general allocation of the conduct of the corporation’s business and affairs to the board, 
corporation statutes include many specific mandates that only the board can fulfill. Ap
proval by the board of directors is a statutory prerequisite, for example, to mergers and 
related transactions such as sales of all or substantially all corporate assets, the issuance 
of stock, distribution of dividends, and amendments to the articles of incorporation. Ap
proval by the board of directors of related party transactions involving top managers or 
board members is a statutory option for substantially insulating such transactions from 
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judicial review for fairness. The board typically has non-exclusive power to amend by
laws. And so on.

In fact, of course, the typical modern public corporation is too big for the board to man
age on anything resembling a day-to-day basis. As discussed in Part 6.2, moreover, these 
days most board members are outsiders who have full-time jobs elsewhere and therefore 
can devote relatively little time to the running of the business for which they act as direc
tors. As early as 1922, the Delaware Chancery Court therefore acknowledged that the di
rectors’ principal role was one of supervision and control, with the detailed conduct of 
the business being a matter that could properly be delegated to subordinate employees.8

(p. 278) The formulation of typical modern corporation statutes reflects this shift. MBCA § 
8.01(b), for example, provides that the “business and affairs of the corporation” shall be 
“managed under the direction of” the board.9 This formulation is intended to make clear 
that the board’s role is to formulate broad policy and oversee the subordinates who actu
ally conduct the business day-to-day. In addition, the statute also provides that corporate 
powers may be exercised “under the [board’s] authority.”10 This formulation allows the 
board to delegate virtually all management functions to senior corporate officers, who in 
turn of course will delegate most decisions to subordinate employees.

Even so, modern boards typically retain some managerial functions. Indeed, courts have 
held that some decisions are so important that the board of directors must make them.11

In some states, such basic matters as filing a lawsuit12 or executing a guarantee of anoth
er corporation’s debts are viewed as extraordinary decisions reserved to the board.13 In 
recent years, courts also have imposed substantial managerial responsibilities on the 
board of directors—especially its independent members—in connection with shareholder 
derivative litigation, conflict of interest transactions, and mergers and acquisitions.

Best practice also assigns important managerial roles to the board. Broad policy making 
or, at least, review and approval of major policies, for example, are board prerogatives. 
Boards are also responsible for hiring the top management team, especially the CEO, and 
setting their compensation.

2.1.2 Service
A diverse board that includes outsiders can provide a number of services to the top man
agement team. Outsiders can provide access to networks to which insiders do not belong, 
thereby assisting the firm in gathering resources and obtaining business. Outside direc
tors affiliated with financial institutions, for example, facilitate the firm’s access to capi
tal. In addition to simply providing a contact between the firm and the lender, the finan
cial institution’s representative can use his board membership to protect the lender’s in
terests by more closely monitoring the firm than would be possible for an outsider. In 
turn, that reduction of risk should result in the lender accepting a lower return on its 
loans, thereby reducing the firm’s cost of capital.
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Another example is the politically connected board member, whose access to legislators 
and regulators may aid the firm in dealing with the government. Such board members not 
only assist with obtaining government contracts, but also with clearing red tape and pro
viding the firm with political cover in times of trouble.

(p. 279) A core service provided by boards of directors, especially its outside members, is 
providing advice and counsel to the CEO. By virtue of being outsiders, the board mem
bers can offer the CEO alternative points of view. In particular, the board can serve as a 
source of outside expertise. Complex business decisions require knowledge in such areas 
as accounting, finance, management, and law. Members who possess expertise them
selves or have access to credible external experts play an important role in the board’s 
service function.

2.1.3 Monitoring Managers
Modern public corporations are characterized by a separation of ownership and control, 
which “produces a condition where the interests of owner and of ultimate manager may, 
and often do, diverge and where many of the checks which formerly operated to limit the 
use of power disappear.”14 Economists Michael Jensen and William Meckling later formal
ized this concern by developing the concept of agency costs,15 which is now widely recog
nized as “the fundamental concern of corporate law” and governance.16

Agency costs arise because a firm’s agents have incentives to shirk. Specifically, the prin
cipal reaps part of the value of hard work by the agent, but the agent receives all of the 
value of shirking. In a classic article, economists Armen Alchian and Harold Demsetz of
fered the useful example of two workers who jointly lift heavy boxes into a truck.17 The 
marginal productivity of each worker is difficult to measure and their joint output cannot 
be separated easily into individual components, which makes obtaining information about 
a team member’s productivity and appropriately rewarding or punishing it difficult and 
costly. In the absence of such information, however, the disutility of labor gives each team 
member an incentive to shirk because the individual’s reward is unlikely to be closely re
lated to conscientiousness.

Although agents have strong incentives to shirk once they enter into a contract with the 
principal, from an ex ante perspective they have strong incentives to agree to contract 
terms designed to prevent shirking. Bounded rationality and the potential for renegotia
tion, however, preclude firms and agents from entering into the complete contract neces
sary to prevent shirking by the latter. Instead, there must be some system of ex post gov
ernance by which firms detect and punish shirking. Accordingly, an essential economic 
function of management is monitoring the various inputs into the team effort: Manage
ment meters the marginal productivity of each team member and then takes steps to re
duce shirking.

The process just described, of course, raises a new question, namely, who will monitor the 
monitors? In any organization, one must have some ultimate monitor who has sufficient 
incentives to ensure optimal productivity without having to be monitored. Otherwise, one 
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ends up with a never-ending series of monitors monitoring lower level (p. 280) monitors.18

Alchian and Demsetz solved this dilemma by consolidating the roles of ultimate monitor 
and residual claimant.19 According to Alchian and Demsetz, if the constituent entitled to 
the firm’s residual income is given final monitoring authority, he is encouraged to detect 
and punish shirking by the firm’s other inputs because his reward will vary exactly with 
his success as a monitor.

Unfortunately, this elegant theory breaks down precisely where it would be most useful. 
Because of the separation of ownership and control, it simply does not describe the mod
ern publicly held corporation.20 As the corporation’s residual claimants, the shareholders 
should act as the firm’s ultimate monitors. But while the law provides shareholders with 
some enforcement and electoral rights, these are reserved for fairly extraordinary situa
tions.21 In general, shareholders of public corporations lack the legal right, the practical 
ability, and the desire to exercise the kind of control necessary for meaningful monitoring 
of the corporation’s agents.22 As a result, the legal system evolved various adaptive re
sponses to the ineffectiveness of shareholder monitoring, establishing alternative ac
countability structures to punish and deter wrongdoing by firm agents, most notably the 
board of directors.23

2.1.4 Shifting Priorities
The relative balance between these functions has shifted over time. Survey data and oth
er forms of fieldwork in the 1970s suggested that boards had a mainly advisory role. Sur
vey data from the 1990s, by contrast, showed an emphasis on managerial functions in the 
sense (p. 281) of broad policy making and setting strategy. By the end of the 1990s, survey 
data showed that boards were becoming active and independent monitors of the top man
agement team.24 What drove this shift?

Although the modern understanding of the board’s role and function has no single parent, 
if one were to insist on finding someone to whom to give the bulk of the credit—or blame
—the leading candidate would be Professor Melvin Eisenberg. In The Structure of the 
Corporation,25 “perhaps the most important work on corporate law since Berle and 
Means’s The Modern Corporation and Private Property,”26 Eisenberg argued that boards 
were essentially passive, with most of their functions captured by senior executives. Ac
cording to Eisenberg, the board’s principal remaining function was selection and supervi
sion of the firm’s chief executive. Eisenberg contended, moreover, that most boards failed 
adequately to perform even that residual task.

As a solution, Eisenberg articulated a corporate governance model that explicitly separat
ed the task of managing large publicly held corporations from that of monitoring those 
who do the managing. In this monitoring model, directors did not undertake decision 
making or policy making, which were assigned to senior management. Instead, the 
board’s principal function was to monitor the performance of the company’s senior execu
tives. Other functions such as advising the CEO, authorizing major corporate actions, and 
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exercising control over decision making were of minor importance or were merely pro 
forma.

Eisenberg’s model proved highly influential. It informed the role set out for boards of di
rectors in the American Law Institute’s Principles of Corporate Governance: Analysis and 
Recommendations.27 Aspects of his proposals, such as shifting responsibility for interact
ing with the auditor from management to the audit committee, have long been incorpo
rated into stock exchange listing standards.28 As early as the late 1970s, guides to corpo
rate governance best practices had widely adopted the monitoring model.29 Indeed, the 
monitoring model (p. 282) quickly “became conventional wisdom, endorsed by the Chair
man of the SEC, the corporate bar, and even the Business Roundtable.”30 By 1997, Eisen
berg thus was able to declare that “key structural elements of the monitoring model—in
cluding a board that has at least a majority of independent directors, and audit, nominat
ing, and compensation committees—[were] already well-established.”31

The monitoring model of the board’s function received further boosts in the major federal 
corporate governance laws passed in the wake of the Enron scandal and the subsequent 
financial crisis of 2007–2008. In the wake of the former and the concurrent bursting of 
the dot-com bubble, Congress passed the Sarbanes–Oxley Act, much of which was intend
ed to require directors to be more effective monitors of corporate management.32 The 
post- financial crisis Dodd–Frank Act likewise “includes significant governance reforms 
designed to enhance director oversight of compensation and risk.”33

2.1.5 Critiquing the Monitoring Model
There is an inherent conflict among these roles. Suppose the CEO comes to the board for 
advice on a proposed project. The board advises the CEO to go forward with the propos
al, but the project thereafter fails miserably. The board’s role in the original decision in
evitably compromises its ability to evaluate and, if necessary, discipline the CEO. The 
monitoring model seeks to avoid this problem by giving primacy to the board’s oversight 
role.

Yet, in doing so, the monitoring model raises its own set of problems. Do we really want 
to block boards from playing advisory and service roles? Can we really disentangle those 
roles from monitoring? Does a focus on monitoring bring its own costs?

2.1.5.1 The Overlap between Monitoring and Management
Eisenberg’s somewhat unique theory of corporate law treats it as a species of constitu
tional law.34 If we pursue the analogy, his monitoring model can be understood as a sepa
ration of powers doctrine. The board and management are individual branches of the cor
porate government, with clearly delineated duties, which must be kept strictly separate in 
order to maintain the system of checks and balances on which organizational accountabil
ity and thus organizational legitimacy depend.

In practice, however, the line between management and monitoring is fuzzy at best. This 
is so because while monitoring the performance of senior executives is the board’s major 
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function, that task necessarily involves activities best described as managing the corpora
tion.

If the board terminates the CEO due to lagging corporate performance, we might call 
that a pure example of the monitoring function. If the board terminates the CEO because 

(p. 283) it believes the lagging performance resulted from bad policy decisions by the 
CEO, that action still fairly could be called monitoring but it also begins to take on man
agerial aspects. If finding a new CEO whose policy preferences are aligned with those of 
the board drives the recruitment process, that action takes on an even greater manageri
al aspect. Providing leadership and guidance to an interim CEO during the interregnum 
before a new permanent CEO is found also is a common board role, but again is more 
managerial than oversight in nature.

Not all disciplinary actions rise to the level of termination, of course. In fact, it seems cer
tain that most do not. This is critical because lesser punishments can become almost im
possible to distinguish from management. If the board instructs the CEO to change from 
one policy to another, for example, that order is just as much a management decision as 
when the CEO instructs a subordinate to do so.

Not only are the two roles almost impossible to untangle, but it also seems clear that per
forming a management role improves the board’s oversight function. On the one hand, 
the very presence of independent directors who must give their approval to major corpo
rate decisions should go a long way toward encouraging managers to make better and 
more faithful decisions.

The mere fact that the top executives know they have to make formal presenta
tions about key issues on a regular basis to an audience that may probe and criti
cize, and that has the power to remove them, elicits a great deal of valuable be
havior. Executives gather facts more carefully and completely, make ideas and 
judgments more explicit, anticipate and deal with competing considerations, and 
find modes of articulation that can withstand scrutiny outside the inner circle. The 
consequence of all these efforts to better “explain and sell” the executive view
point may well be to clarify strategic thinking and improve decision-making. . . . 
Similarly, the fact the top executives know they have to present a proposed major 
financing, business acquisition, or compensation plan to a board that will ask 
questions and has power to say “yes” or “no” will tend to limit the range of pro
posals that the executives dare propose and push them somewhat closer and more 
reliably toward plans that benefit shareholders. The impact is valuable, even if 
clearly imperfect.35

On the other, managing also makes directors better informed. When the board engages in 
policy and business strategy decisions, the information the board must gather to make an 
informed choice inevitably also is relevant to the board’s overall evaluation of 
management’s performance.
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In the real world, management and monitoring thus are inextricably intertwined. As we 
have seen, both corporation statutes and case law assign a multitude of managerial func
tions to the board, with best practice assigning even more. Boards are thus involved in a 
host of basic corporate decisions, including entering and exiting major lines of business, 
approving securities offerings or major borrowing, mergers and acquisitions, payment of 
dividends, risk management, disclosure, auditing, and so on. In many of these cases, of 
course, the board is reviewing proposals made by management. Because the power to re
view is the power to decide, the board in these cases is effectively deciding whether the 
proposal has enough merit to go forward. The board’s role in these decisions is thus an 
executive and (p. 284) managerial one, rather than one of mere oversight. As a result, 
even Eisenberg concedes “the board also has important decision-making functions.”36

2.1.5.2 Focusing Solely on Monitoring Undermines Other Board Functions
A slightly different concern arises because the monitoring model contemplates a sort of 
juridical role for the board, which implies a more formal relationship between the board 
and management than should or does take place in the real world. Rather than focusing 
on hiring and firing the CEO, boards typically have a much more richly textured role. In
dividual directors pass concerns onto the CEO, for example, who in turn bounces ideas off 
board members. Indeed, even when it comes to discipline, real-world practice likely dif
fers from the formality of the monitoring model. Rather than struggling to overcome the 
collective action problems that impede firing a CEO, for example, an individual director 
may try to obtain better performance through a private reprimand. Such seemingly mild 
sanctions often can be effective without the shaming aspects associated with more for
malized disciplinary actions.

2.1.5.3 Monitoring Can Result in Adversarial Relations
Finally, requiring boards to focus almost exclusively on monitoring encourages directors 
to engage in adversarial forms of oversight. Information is the coin of the realm in the 
world of corporate boards. The more information boards have, the better they are able to 
carry out their quasi-managerial functions such as advising senior managers, making ma
jor policy decisions, and providing networking services. More and higher quality informa
tion, of course, also empowers directors to be more effective in their oversight capacity.

The trouble is that the increasing use of independent directors—as explained in section 

6.1 below—means that outsiders dominate modern boards. Because these outsiders lack 
the sort of informal information networks that employment by or routine business dealing 
with the firm would provide, there is an inherent information asymmetry between modern 
boards and the top management team. As we will see, outsiders increasingly can rely on 
external sources of information for some of what they need, but they still remain depen
dent on management for much key information.

Because information can be used to management’s detriment in the board’s oversight ca
pacity, however, management has an incentive to use strategically its position as an infor
mational chokepoint. This inherent incentive for managers to withhold information from 
the board may force the latter to make the difficult decision of whether their firm’s 
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unique circumstances counsel weaker oversight and better managerial services by board 
members or stronger oversight and a less effective managerial role on the board’s part. 
By demanding a strong monitoring role by the outside directors, however, the monitoring 
model impedes boards from making such tradeoffs. Instead, it pushes the board toward 
an adversarial relationship with management, which further incentivizes the latter to ex
ercise discretion with respect to the information allowed to reach the board. Obviously, 
managers will be loath to pass on bad news. Even good news, however, will be massaged, 
phrased, and packaged, not so as to aid the board in making decisions but to cast man
agement in the best possible light. Ironically, the adversarial relations potentially arising 
from adherence to the monitoring (p. 285) model thus not only make it more difficult for 
the board to carry out its managerial functions; they also make it harder for the board to 
serve as an effective monitor.

The aggressive oversight contemplated by the monitoring model may have even more 
deleterious effects on the management-board relationship than just the perpetuation of 
information asymmetries. A certain amount of cognitive tension in the board–top manage
ment team relationship is beneficial to the extent that it promotes the exercise of critical 
evaluative judgment by the former. Groups that are too collegial run the risk of submit
ting to groupthink and various other decision-making errors.37 If aggressive monitoring 
fosters an adversarial relation between directors and managers, however, this beneficial 
form of conflict may transform into more harmful forms. At best, rigid adherence to the 
monitoring model may transform a collaborative and collegial relationship into one that is 
cold and distant. At worst, it can promote adversarial relations that result in destructive 
interpersonal conflict. Adversarial relations between two groups tend to encourage each 
group to circle the wagons and become defensive vis-à-vis the other. They encourage zero 
sum gamesmanship rather than collaboration. They divert energies into unproductive ar
eas.

2.1.5.4 Summary
In sum, one size does not fit all. The preceding assessment does not deny that the moni
toring is a key board function. It does not even deny that monitoring is first among 
equals. Instead, it simply shows that one size does not fit all.

Firms differ. Every firm has a unique culture, traditions, and competitive environment. A 
startup with inexperienced entrepreneurs needs an advisory board more than a monitor
ing one. A company in crisis needs board leadership more than oversight. A well-run, ma
ture corporation staffed by managers with a penchant for hard, faithful work benefits 
most from a board that provides benevolent oversight and a sympathetic sounding board.

Likewise, different firms have differing arrays of accountability mechanisms. The moni
toring board, after all, is not the only mechanism by which management’s performance is 
assessed and rewarded or punished. The capital and product markets within which the 
firm functions, the internal and external markets for managerial services, the market for 
corporate control, incentive compensation systems, auditing by outside accountants, are 
just some of the ways in which management is held accountable for its performance. The 
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importance of the board’s monitoring role in a given firm depends in large measure on 
the extent to which these other forces are allowed to function. For example, managers of 
a firm with strong takeover defenses are less subject to the constraining influence of the 
market for corporate control than are those of a firm with no takeover defenses. The for
mer needs a strong monitoring board more than does the latter.

2.1.6 Unitary Boards Elsewhere
In addition to the US, the unitary board is the exclusive form or predominant form in a 
majority of European Union member states.38 Board functions in EU states following the 

(p. 286) unitary board model tend to be similar to that of boards in the US. The UK’s Cor
porate Governance Code, for example, provides that:

The board’s role is to provide entrepreneurial leadership of the company within a 
framework of prudent and effective controls which enables risk to be assessed and 
managed. The board should set the company’s strategic aims, ensure that the nec
essary financial and human resources are in place for the company to meet its ob
jectives and review management performance. The board should set the 
company’s values and standards and ensure that its obligations to its shareholders 
and others are understood and met.39

Although that description seems to contemplate a more managerial role than is the case 
in US practice, the Code makes clear that the primary role of outside directors is one of 
monitoring management:

Non-executive directors should scrutinise the performance of management in 
meeting agreed goals and objectives and monitor the reporting of performance. 
They should satisfy themselves on the integrity of financial information and that fi
nancial controls and systems of risk management are robust and defensible. They 
are responsible for determining appropriate levels of remuneration of executive 
directors and have a prime role in appointing and, where necessary, removing ex
ecutive directors, and in succession planning.40

As is increasingly the case with US boards of directors, moreover, UK boards typically 
have a number of key committees—such as audit, executive remuneration, and nominat
ing—consisting of non-executive directors.41 These committees serve to separate the 
managerial and monitoring functions.

In contrast, Japan also follows a unitary board model, but the functions and composition 
of Japanese boards differ significantly from the US model. Directors of Japanese corpora
tions typically are insiders, chosen from the ranks of top and middle management.42 As 
one might therefore expect, the board’s role is less one of monitoring management and 
more one of achieving consensus on strategic and managerial planning.43 We have al
ready discussed the advantages and disadvantages of a board focus on monitoring. The 
advantages and disadvantages of independent-dominated versus insider-dominated 
boards are discussed infra section 5.2.
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Many other East Asian economies exhibit high concentrations of corporate control by 
family groups. In these economies, the controlling shareholder group generally chooses 
board members.44

(p. 287) 2.2 The Dual Board

There are a number of countries whose corporate governance regime departs from the 
unitary board model, but the best known and most highly developed version is part of the 
German system known as codetermination. German law in fact has four different statuto
ry models of codetermination, each regulating a different class of corporations.45 

Although some other member states of the European Union also have some form of em
ployee representation, unless otherwise indicated, discussion of codetermination in this 
section focuses on the 1976 German codetermination statute, which applies to corpora
tions having more than 2,000 employees.

2.2.1 The German Dual Board
Codetermination actually has two principal components: the dual board and works coun
cils. Only the former is of interest for our purposes.46 The dual board structure consists of 
a supervisory board that appoints a managing board, with the latter actively operating 
the firm. Workers are represented only on the former.

The supervisory board concept is difficult to translate into terms familiar to those trained 
exclusively in US forms of corporate governance. Its statutory mandate is primarily con
cerned with the appointment and supervision of the managing board.47 In theory, employ
ees and shareholders are equally represented on the supervisory board. In practice, how
ever, the board is often controlled either by the firm’s managers or a dominant sharehold
er.48 One of the employee representatives must be from management, and shareholders 
are entitled to elect the chairman of the board, who has the power to break tie votes.49 If 
push comes to shove, which it reportedly rarely does, shareholders thus retain a slight 
but potentially critical edge.50

The powers of the supervisory board are limited. It appoints the members of the 
corporation’s management board and its outsider auditors, calls shareholder meetings, 
and has the right to inspect the company’s books and records. It must approve conflict of 
interest transactions involving members of the management board, but otherwise has no 
power to make either operational or strategic decisions.51

(p. 288) Although the dual board structure thus formally separates management and moni
toring by assigning these functions to two different boards, there are in fact many com
monalities between unitary and dual board systems. Just as the unitary board appoints 
the top management team, the supervisory board appoints the top managers making up 
the management board. Just as a unitary board supervises and monitors the top manage
ment team, the supervisory board oversees the managerial board. Just as the unitary 
board is ultimately responsible for the accuracy of the corporation’s financial disclosures 
and oversight of internal controls, so is the supervisory board.52 As a result, it has been 
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suggested that “much of the German dual-board structure can be seen as a mere varia
tion on the basic locus of authority in firms, creating management and supervisory boards 
where American firms create officers and directors.”53 It is for this reason that much of 
the discussion below of the economics of boards should apply equally well to the dual 
board structure as to the unitary board model on which the discussion focuses.

2.2.2 Dual Boards Elsewhere
Dual board structures are most common in continental Europe. Besides Germany, Aus
tria, Denmark, and the Netherlands mandate dual boards. A number of other EU member 
nations, most notably France, allow companies the option of choosing either a unitary or 
dual board.54

2.2.3 Why a Dual Board?
Given the commonalities between unitary and dual board systems, why did dual boards 
come into existence and why do they persist? At least in the case of Germany, politics ap
pears to be part—if not the complete—answer. Specifically, the German system of code
termination of which the dual board is a key component reflects a political bargain be
tween labor and capital.55 This bargain has several dimensions. In an earlier era, when 
the German economy was capital-poor, codetermination represented a means of encour
aging workers to invest in firm-specific human capital despite comparatively low wages. 
At present, codetermination reflects a political bargain in which employees’ pensions are 
not well funded, but employees have some voice in corporate governance.

Having said that, however, there may be an economic rationale for the dual board. Renée 
Adams and Daniel Ferreira argue that while the monitoring and service functions of a uni
tary board appear to “complement each other, board uses any information the CEO pro
vides both to make better recommendations and to implement better decisions.”56 In 
practice, however, because the CEO is less likely to provide information to actively moni
toring boards, “shareholders may optimally elect a less independent or friendlier board 
that does (p. 289) not monitor the CEO too intensively” so as to promote the board’s other 
roles.57 The dual board structure eliminates the need for boards to make trade-offs be
tween their various roles by limiting the supervisory board’s role to monitoring, while 
managerial and service functions are assigned to the management board.

Yet, this argument does not justify favoring the dual over the unitary board structure. As 
Adams and Ferreira note, “the role of the audit committee in the sole board systems of 
the United States and the United Kingdom may be similar to that of supervisory 
boards.”58 Accordingly, the choice between unitary and dual boards appears to be mainly 
a function of historical accident, inertia, or political bargaining rather than one of eco
nomic advantage.
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3 Why a Board?
Ownership and control rights typically go hand in hand. A homeowner may eject tres
passers, for example, even using force in appropriate cases. A principal is entitled to con
trol his agent. Each partner is entitled to equal rights in the management of the partner
ship business.

In the corporation, however, ownership and control are decisively separated. As we have 
seen, for example, the Delaware General Corporation Law provides that the corporation’s 
“business and affairs . . . shall be managed by or under the direction of the board of direc
tors.”59 In contrast, the firm’s nominal owners—the shareholders—exercise virtually no 
control over either day-to-day operations or long-term policy. Shareholder voting rights 
are limited to the election of directors and a few relatively rare matters such as approval 
of charter or bylaw amendments, mergers, sales of substantially all of the corporation’s 
assets, and voluntary dissolution. As a formal matter, moreover, only the election of direc
tors and amending the bylaws do not require board approval before shareholder action is 
possible. In practice, of course, even the election of directors (absent a proxy contest) is 
predetermined by virtue of the existing board’s power to nominate the next year’s board. 
The shareholders’ limited control rights thus are almost entirely reactive rather than 
proactive.

These direct restrictions on shareholder power are supplemented by a host of other rules 
that indirectly prevent shareholders from exercising significant influence over corporate 
decision making. Three sets of statutes are especially noteworthy: (1) disclosure require
ments pertaining to large holders; (2) shareholder voting and communication rules; and 
(3) insider trading and short swing profits rules. These laws affect shareholders in two re
spects. First, they discourage the formation of large stock blocks. Second, they discour
age communication and coordination among shareholders.60

Shareholders not only lack significant managerial rights, they also lack most of the other 
categories of rights associated with control. Shareholders have no right to use or possess 
corporate property, for example. As one court explained, “even a sole shareholder has no 
independent right which is violated by trespass upon or conversion of the corporation’s 

(p. 290) property.”61 Indeed, to the extent that possessory and control rights are the indi
cia of a property right, the board of directors is a better candidate for identification as the 
corporation’s owner than are the shareholders. As an early New York opinion put it, “the 
directors in the performance of their duty possess [the corporation’s property], and act in 
every way as if they owned it.”62

This raises two distinct questions. First, why do we separate ownership and control in the 
corporate form? Second, why is control ultimately vested in a board of directors rather 
than, say, the CEO? Taken together, the answers to those questions help us understand 
the economic logic of the laws mandating that corporations have boards of directors.

3.1 Why Separate Ownership and Control?
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3.1.1 An Historical Perspective
According to the widely accepted Berle and Means’s account, ownership and control sep
arated as a consequence of the development of large capital-intensive industrial corpora
tions during the late nineteenth century. These firms required investments far larger than 
a single entrepreneur or family could provide, which could be obtained only by attracting 
funds from many investors. Because small investors needed diversification, even very 
wealthy individuals limited the amount they would put at risk in any particular firm, fur
ther fragmenting share ownership. The modern separation of ownership and control was 
the direct result of these forces, or so the story goes.

Professor Walter Werner aptly referred to Berle and Means’s account as the “erosion doc
trine.” According to their version of history, there was a time when the corporation be
haved as it was supposed to:

The shareholders who owned the corporation controlled it. They elected a board of 
directors to whom they delegated management powers, but they retained residual 
control, uniting control and ownership. In the nation’s early years the states creat
ed corporations sparingly and regulated them strictly. The first corporations, run 
by their proprietors and constrained by law, exercised state-granted privileges to 
further the public interest. The states then curtailed regulation . . ., and this Eden 
ended. The corporation expanded into a huge concentrate of resources. Its opera
tion vitally affected society, but it was run by managers who were accountable on
ly to themselves and could blink at obligations to shareholders and society.63

The erosion doctrine, however, rested on a false account of the history of corporations. 
Werner explained that economic separation of ownership and control in fact was a fea
ture of American corporations almost from the beginning of the nation:

Banks, and the other public-issue corporations of the [antebellum] period, con
tained the essential elements of big corporations today: a tripartite internal gov
ernment structure, a share market that dispersed shareholdings and divided own
ership and control, and tendencies to (p. 291) centralize management in full-time 
administrators and to diminish participation of outside directors in management.64

In contrast to Berle and Means’s account, which rests on technological changes during 
the nineteenth century, this alternative account rests on the early development of sec
ondary trading markets. Such markets existed in New York and Philadelphia by the begin
ning of the nineteenth century. The resulting liquidity of corporate stock made it an espe
cially attractive investment, which in turn made selling stock to the public an attractive fi
nancing mechanism. Stocks were purchased by a diversified and dispersed clientele,65 

including both institutions and individuals. The national taste for speculation also played 
a part in the early growth of the secondary trading markets and, in turn, to dispersal of 
stock ownership. As a result of these economic forces, ownership and control separated 
not at the end of the nineteenth century, but at its beginning.
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If this version of history is correct, there never was a time in which unity of control and 
ownership was a central feature of US corporations. To the contrary, it appears that own
ership and control separated at a very early date. In turn, this analysis suggests that the 
separation of ownership and control may be an essential economic characteristic of such 
corporations.

3.1.2 A Contractarian Rationale for Separating Ownership and Control
The dominant model of the corporation in legal scholarship is the so-called nexus of con
tracts theory. “Contract,” as used in this context, is not limited to relationships constitut
ing legal contracts. Instead, contractarians use the word contract to refer generally to 
long-term relationships characterized by asymmetric information, bilateral monopoly, and 
opportunism. The relationship between shareholders and creditors of a corporation is 
contractual in this sense, even though there is no single document we could identify as a 
legally binding contract through which they are in privity.

In a sense, the corporation is the nexus of the various contracts among the factors of pro
duction comprising the firm. This standard account has a considerable virtue—it empha
sizes that the firm is not an entity but rather a set of explicit and implicit contracts estab
lishing rights and obligations among various factors of production. Yet, the standard ac
count fails to capture the more important sense in which the corporation has a nexus. Put 
another way, the standard account understates the role of fiat in corporate governance.

(p. 292) 3.1.2.1 The Corporation Is a Nexus
Corporate constituents contract not with each other but with the corporation. A bond in
denture thus is a contract between the corporation and its creditors,66 an employment 
agreement is a contract between the corporation and its workers,67 and a collective bar
gaining agreement is a contract between the corporation and the union representing its 
workers.68 If the contract is breached on the corporate side, it will be the entity that is 
sued in most cases rather than the individuals who decided not to perform. If the entity 
loses, damages typically will be paid out of its assets and earnings rather than out of 
those individuals’ pockets.

One cannot dismiss all of this as mere reification, as some have done. If there were no 
nexus, employment contracts would cascade—looking rather like a standard hierarchical 
organization chart—with each employee contracting with his superior. (Debt contracts 
would be even more complex.) Such a cascade would be costly to assemble, if not impos
sible.69 Indeed, most corporate constituents lack any mechanism for communicating with 
other constituencies of the firm—let alone contract with one another. Instead, each con
stituency contracts with a central nexus. Accordingly, constituencies must be (and are) 
linked to the nexus and not each other.

3.1.2.2 The Corporation Has a Nexus
Alchian and Demsetz famously claimed that the firm “has no power of fiat, no authority, 
no disciplinary action any different in the slightest degree from ordinary market contract
ing between any two people.”70 Accordingly, they argued, an employer’s control over its 
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employees differs not at all from the power of a consumer over the grocer with whom the 
consumer does business.

If fiat is not an essential attribute of “firm-ishness,” the firm would be just a legal fiction 
describing the space within which the set of contracts are worked out. Power exists with
in firms, however, and it matters. The corporation has a nexus—and that nexus wields a 
power of fiat different from that of a consumer over a grocer. Indeed, fiat is the chief 
characteristic that distinguishes firms from markets. As Ronald Coase explained, firms 
emerge when it is efficient to substitute entrepreneurial fiat for the price mechanisms of 
the market.71 One team member is empowered to constantly and, more important, unilat
erally rewrite certain terms of the contract between the firm and its various constituents. 
By creating a central (p. 293) decision maker—a nexus—with the power of fiat, the firm 
thus substitutes ex post governance for ex ante contract.

Coordination need not imply fiat, as illustrated by the democratic decision-making 
processes of many partnerships and other small firms. In the public corporation, however, 
fiat is essential. All organizations must have some mechanism for aggregating the prefer
ences of the organization’s constituencies and converting them into collective decisions. 
In his important work The Limits of Organization,72 Kenneth Arrow observed that such 
mechanisms fall out on a spectrum between “consensus” and “authority.” A consensus-
based decision-making process is one that uses “any reasonable and acceptable means of 
aggregating [the] individual interests” of the organization’s constituents.73 An authority-
based decision-making system is one in which the organization creates a central agency 
to which all relevant information is transmitted and empowers that agency to make deci
sions binding the organization as a whole.

The choice between consensus and authority is driven by three considerations: access to 
information, member interests and preferences, and severity of collective action prob
lems. Consensus-based governance systems work best when each decision maker has 
comparable access to information and shared interests and their decision-making process 
is unencumbered by serious collective action issues. In contrast, authority-based decision-
making structures tend to arise where there are information asymmetries among poten
tial decision makers, those decision makers have different interests, and the group suf
fers from significant collective action concerns.

With these criteria being specified, it should be self-evident that efficient corporate gover
nance requires an authority-based decision-making structure. Consider the problems 
faced by shareholders, who are conventionally assumed to be the corporate constituency 
with the best claim on control of the decision-making apparatus. At the most basic level, 
the mechanical difficulties of achieving consensus amongst thousands of decision makers 
impede shareholders from taking an active role. Put another way, in large corporations, 
authority-based decision-making structures are desirable because of the potential for divi
sion and specialization of labor. Bounded rationality and complexity, as well as the practi
cal costs of losing time when one shifts jobs, make it efficient for corporate constituents 
to specialize. Directors and managers specialize in the efficient coordination of other spe
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cialists. In order to reap the benefits of specialization, all other corporate constituents 
should prefer to specialize in functions unrelated to decision making, such as risk-bearing 
(shareholders) or labor (employees), delegating decision making to the board and senior 
management. This natural division of labor, however, requires that the chosen directors 
and officers be vested with discretion to make binding decisions. Separating ownership 
and control by vesting decision-making authority in a centralized nexus distinct from the 
shareholders and all other constituents is what makes the large public corporation feasi
ble.

Even if one could overcome the seemingly intractable collective action problems plaguing 
shareholder decision making, the shareholders’ widely divergent interests and distinctly 
different levels of information would still preclude active shareholder participation in cor
porate decision making. Although neoclassical economics assumes that shareholders 

(p. 294) come to the corporation with wealth maximization as their goal, and most pre
sumably do so, once uncertainty is introduced it would be surprising if shareholder opin
ions did not differ on which course will maximize share value. More prosaically, share
holder investment time horizons are likely to vary from short-term speculation to long-
term buy-and-hold strategies, which in turn is likely to result in disagreements about cor
porate strategy. Even more prosaically, shareholders in different tax brackets are likely to 
disagree about such matters as dividend policy, as are shareholders who disagree about 
the merits of allowing management to invest the firm’s free cash flow in new projects.

As to Arrow’s information condition, shareholders lack incentives to gather the informa
tion necessary to actively participate in decision making. A rational shareholder will ex
pend the effort necessary to make informed decisions only if the expected benefits of do
ing so outweigh its costs. Given the length and complexity of corporate disclosure docu
ments, the opportunity cost entailed in making informed decisions is both high and appar
ent. In contrast, the expected benefits of becoming informed are quite low, as most share
holders’ holdings are too small to have significant effect on the vote’s outcome. Corporate 
shareholders thus are rationally apathetic. Instead of exercising their voting rights, dis
gruntled shareholders typically adopt the so-called Wall Street Rule—it’s easier to switch 
than fight—and sell out.74

The efficient capital markets hypothesis provides yet another reason for shareholders to 
eschew active participation in the governance process. If the market is a reliable indica
tor of performance, as the efficient capital markets hypothesis claims, investors can easi
ly check the performance of companies in which they hold shares and compare their cur
rent holdings with alternative investment positions. An occasional glance at the stock 
market listings in the newspaper is all that is required. Because it is so much easier to 
switch to a new investment than to fight incumbent managers, a rational shareholder will 
not even care why a firm’s performance is faltering. With the expenditure of much less 
energy than is needed to read corporate disclosure statements, he will simply sell his 
holdings in the struggling firm and move on to other investments.75
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Consequently, it is hardly surprising that the modern public corporation’s decision-mak
ing structure precisely fits Arrow’s model of an authority-based decision-making system. 
Overcoming the collective action problems that prevent meaningful shareholder involve
ment would be difficult and costly, of course. Even if one could do so, moreover, share
holders lack both the information and the incentives necessary to make sound decisions 
on either operational or policy questions.76 Under these conditions, it is “cheaper and 
more efficient to transmit all the pieces of information to a central place” and to have 

(p. 295) the central office “make the collective choice and transmit it rather than retrans
mit all the information on which the decision is based.”77 Accordingly, shareholders will 
prefer to irrevocably delegate decision-making authority to some smaller group.

3.1.2.3 Locating the Nexus
Under conditions of asset specificity, bounded rationality, and opportunism, the ability to 
adapt becomes the central problem of organization. Contrary to Alchian and Demsetz’s 
argument, in large public corporations, adaptation is effected by fiat.78 This is so be
cause, as we have seen, the necessity for a literal nexus—a center of power capable of ex
ercising fiat—within the corporation follows as a matter of course from the asymmetries 
of information and interests among the corporation’s various constituencies.

If the corporation has a nexus, however, where is it located? As we have seen, the 
Delaware code, like the corporate law of virtually every other state, gives us a clear an
swer: the corporation’s “business and affairs . . . shall be managed by or under the direc
tion of the board of directors.”79 Put simply, the board is the nexus.

Indeed, we can think of the corporation as a vehicle by which the board of directors hires 
capital by selling equity and debt securities to risk bearers with varying tastes for risk. 
The board of directors thus can be seen as a sui generis body serving as the nexus for the 
various contracts making up the corporation and whose powers flow not from sharehold
ers alone but from the complete set of contracts constituting the firm. As an early New 
York decision put it, the board’s powers are “original and undelegated.”80

3.1.3 Consequences of Separating Ownership and Control
Modern scholars refer to the consequences of separating ownership and control as 
agency costs,81 but Berle and Means had identified the basic problem over 40 years be
fore the current terminology was invented: “The separation of ownership from control 
produces a condition where the interests of owner and of ultimate manager may, and of
ten do, diverge.”82 To ask the question, “Will the board of directors use its control of the 
corporation to further the selfish interest of the board members rather than the best in
terests of the corporation’s shareholders and other constituencies?,” is to answer it. Giv
en human nature, it would be surprising indeed if directors did not sometimes shirk or 
self-deal. Consequently, much of corporate law is best understood as a mechanism for 
constraining agency costs.
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(p. 296) A narrow focus on agency costs, however, can easily distort one’s understanding. 
In the first instance, corporate managers operate within a pervasive web of accountabili
ty mechanisms that substitute for monitoring by residual claimants. The capital and prod
uct markets, the internal and external employment markets, and the market for corporate 
control all constrain shirking by firm agents.

In the second, agency costs are the inescapable result of placing ultimate decision-mak
ing authority in the hands of someone other than the residual claimant. Because we could 
substantially reduce agency costs by eliminating discretion, but do not do so, one infers 
that discretion has substantial virtues. In a complete theory of the firm, neither discretion 
nor accountability can be ignored because both promote values essential to the survival 
of business organizations.83 At the same time, however, the power to hold to account is ul
timately the power to decide.84 Managers cannot be made more accountable without un
dermining their discretionary authority. Establishing the proper mix of discretion and ac
countability thus emerges as the central corporate governance question.

Given the significant virtues of discretion, one ought not lightly interfere with manage
ment or the board’s decision-making authority in the name of accountability. Because the 
separation of ownership and control mandated by US corporate law has a substantial in
sulating effect, by constraining shareholders both from reviewing most board decisions 
and from substituting their judgment for that of the board, that separation has a strong 
efficiency justification.

3.2 Why a Board? Why Not a CEO?

At the apex of the corporate hierarchy stands not a single individual but a collective—the 
board of directors. The legal rules governing the board of directors, moreover, put consid
erable emphasis on the need for collective rather than individual action.85 A director “has 
no power of his own to act on the corporation’s behalf, but only as one of a body of direc
tors acting as a board,”86 to cite just one example.

Why this emphasis on collective action? Put another way, why not vest the ultimate power 
of fiat in an individual autocrat rather than a collegial group?

The commentary to the MBCA’s provisions on board meetings provides one answer:

A well-established principle of corporate common law accepted by implication in 
the Model Act is that directors may act only at a meeting unless otherwise ex
pressly authorized by statute. The underlying theory is that the consultation and 
exchange of views is an integral part of the functioning of the board.87

(p. 297) The drafters’ argument runs afoul of the old joke that a camel is a horse designed 
by a committee, yet their “underlying theory” is pervasively reflected in the statutory 
rules governing corporate boards.88 The implicit preference for group decision making al
so finds support in two basic economic principles: bounded rationality and agency 
costs.89
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3.2.1 The Board as an Adaptive Response to Bounded Rationality
Vesting decision-making authority in a group rather than a single individual is a high val
ue-added adaptive response to the problem of bounded rationality. Decision making re
quires the use of scarce resources for four purposes: (1) observation, or the gathering of 
information; (2) memory, or the storage of information; (3) computation, or the manipula
tion of information; and (4) communication, or the transmission of information.90 How do 
groups minimize these transaction costs vis-à-vis individual decision makers? Multiple 

(p. 298) sources of information may make it less costly to gather information, but it seems 
unlikely that directors qua directors do much to facilitate the observation process. Any 
such savings, moreover, likely are offset by increased communication costs. By decentral
izing both access to information and decision-making power, group decision making re
quires additional resources and imposes additional delays on the decision-making 
process.

The relevant advantages of group decision making therefore likely arise with respect to 
either memory and/or computation. As to the former, groups develop a sort of collective 
memory that consists not only of the sum of individual memories but also an awareness of 
who knows what. Consequently, institutional memory is superior when the organization is 
structured as a set of teams rather than as a mere aggregate of individuals. There is some 
laboratory evidence, moreover, that the collective memory of groups leads to higher qual
ity output.91 Group members, for example, seem to specialize in memorizing specific as
pects of complex repetitive tasks.

As to the relationship between group decision making and computation-based costs, an 
actor can economize limited cognitive resources in two ways. First, by adopting institu
tional governance structures designed to promote more efficient decision making. Se
cond, by invoking shortcuts, i.e., heuristic problem-solving decision-making processes. 
Here we focus on the former approach, positing that group decision making provides a 
mechanism for aggregating the inputs of multiple individuals with differing knowledge, 
interests, and skills. Numerous studies suggest that groups benefit from both the pooling 
of information and from providing opportunities for one member to correct another’s er
rors.92 In the corporate context, the board of directors thus may have emerged as an in
stitutional governance mechanism to constrain the deleterious effect of bounded rational
ity on the organizational decision-making process.

3.2.2 The Board as a Constraint on Agency Costs
Individuals are subject to the temptations to shirk or self-deal. The internal dynamics of 
group governance, however, constrain self-dealing and shirking by individual team mem
bers. In this regard, group decision making has a bi-directional structure. In the vertical 
dimension, a group may be superior to an individual autocrat as a monitor of subordi
nates in the corporate hierarchy. In the horizontal dimension, intra-group governance 
structures help constrain shirking and self-dealing at the apex of the hierarchy.
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3.2.2.1 Vertical Monitoring
Suppose an individual autocrat rather than a board of directors capped the corporate hi
erarchy. Under such circumstances, a bilateral vertical monitoring problem arises. On the 
one hand, the autocrat must monitor his/her subordinates. On the other hand, someone 
must monitor the autocrat. In theory, if corporate law vested ultimate decision making au
thority in individual autocrats, chief executives could be monitored by their subordinates. 

(p. 299) Economist Eugene Fama contends, for example, that lower level managers moni
tor more senior managers.93

It seems unlikely, however, that such upstream monitoring happens often or in a suffi
ciently systematic way to provide a meaningful constraint on upper management. In any 
case, this monitoring mechanism does not take full advantage of specialization. Fama and 
Jensen elsewhere point out that one response to agency costs is to separate “decision 
management”—initiating and implementing decisions—from “decision control”—ratifying 
and monitoring decisions.94 Such separation is a defining characteristic of the central of
fice typical of M-form corporations. The monitoring mechanisms described herein could 
be accomplished through a simple pyramidal hierarchy of the sort found in U-form corpo
rations. The M-form corporation adds to this structure a rationalization of decision-mak
ing authority in which the central office has certain tasks and the operating units have 
others, which allows for more effective monitoring through specialization, sharper defini
tion of purpose, and savings in informational costs.95 In particular, the central office’s key 
decision makers—the board of directors and top management—specialize in decision con
trol. Because low- and mid-level managers specialize in decision management, expecting 
them to monitor more senior managers thus requires them to perform a task for which 
they are poorly suited.

A different critique of Fama’s hypothesis is suggested by evidence with respect to meet
ing behavior. In mixed status groups, higher status persons talk more than lower status 
members. Managers, for example, talk more than subordinates in business meetings.96

Such disparities result in higher status group members being more inclined to propound 
initiatives and wielding greater influence over the group’s ultimate decision. Consequent
ly, a core board function is providing a set of status equals for top managers.97 As such, 
corporate law’s insistence on the formal superiority of the board to management begins 
to make sense. To the extent law shapes social norms, admittedly a contested 
proposition,98 corporate law empowers the board to more effectively constrain top man
agement by creating a de jure status relationship favoring the board.

3.2.2.2 Horizontal Monitoring
Who watches the watchers? Because all members of the corporate hierarchy—including 
our hypothetical autocrat—are themselves agents of the firm with incentives to shirk, a 
mechanism to monitor their productivity and reduce their incentive to shirk must also be 
created or one ends up with a never-ending series of monitors monitoring lower level 
monitors. As we have seen, Alchian and Demsetz purported to solve this dilemma by re
quiring that the (p. 300) monitor be given the residual income left after all other workers 
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have been paid, but their otherwise quite useful model has limited relevance to the public 
corporation.99

Consequently, corporate law and governance must provide alternatives to monitoring by 
the residual claimants. A hierarchy of individuals whose governance structures contem
plate only vertical monitoring, such as that hypothesized above, cannot resolve the prob
lem of who watches the watchers. By adding the dimension of horizontal monitoring, how
ever, placing a group at the apex of the hierarchy provides a solution to that problem. 
Where an individual autocrat would have substantial freedom to shirk or self-deal, the in
ternal dynamics of group governance constrain self-dealing and shirking by individual 
team members and, perhaps, even by the group as a whole. Within a production team, for 
example, mutual monitoring and peer pressure provide a coercive backstop for a set of in
terpersonal relationships founded on trust and other noncontractual social norms. Of par
ticular relevance here are effort and cooperation norms.100

While the old adage opines “familiarity breeds contempt,” personal proximity to others in 
fact deeply affects behavior. As people become closer, their behavior tends to improve: 
“something in us makes it all but impossible to justify our acts as mere self-interest when
ever those acts are seen by others as violating a moral principle”; rather, “[w]e want our 
actions to be seen by others—and by ourselves—as arising out of appropriate motives.”101

Small groups strengthen this instinct in several ways. First, they provide a network of 
reputational and other social sanctions that shape incentives. Because membership in 
close-knit groups satisfies the human need for belongingness, the threat of expulsion 
gives the group a strong sanction by which to enforce compliance with group norms. Be
cause close-knit groups involve a continuing relationship, the threat of punishment in fu
ture interactions deters the sort of cheating possible in one-time transactions.102 Second, 
because people care about how they are perceived by those close to them, communal life 
provides a cloud of witnesses whose good opinion we value. We hesitate to disappoint 
those people and thus strive to comport ourselves in accordance with communal norms. 
Effort norms will thus tend to discourage board members from simply going through the 
motions, but instead to devote greater cognitive effort to their tasks. Finally, there is a 
transaction costs economics explanation for the importance of closeness in trust relation
ships. Close-knit groups know a lot about one another, which reduces monitoring costs 
and thus further encourages compliance with group norms. Members of close-knit groups 
therefore tend to internalize group norms.103

(p. 301) Taken together, these factors suggest that group decision making is a potentially 
powerful constraint on agency costs. It creates a set of high-powered incentives to com
ply with both effort and cooperation norms. This analysis thus goes a long way toward ex
plaining the formalistic rules of state corporate law governing board decision making.104
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4 Who Should Elect the Board?
Is it curious that only shareholders get the vote? What about the corporation’s other con
stituencies, such as employees, creditors, customers, suppliers, etc.? Why do they not get 
a voice in, say, the election of directors? The traditional answer is that shareholders own 
the corporation. Ownership typically connotes control, of course. Consequently, despite 
the separation of ownership and control characteristic of public corporations, sharehold
ers’ ownership of the corporation might be deemed to vest them with unique control 
rights. But the nexus of contracts theory of the firm demonstrates that shareholders do 
not in fact “own” the corporation in any meaningful sense. By throwing the concept of 
ownership out of the window, the contractarian model eliminates the obvious answer to 
our starting question—why are only shareholders given voting rights?105

(p. 302) Recall that Arrow identified two basic modes of decision making: consensus and 
authority. Consensus requires that each member of the organization have identical infor
mation and interests so that preferences can be aggregated at low cost. In contrast, au
thority-based decision-making structures arise where group members have different in
terests and information.

The analysis that follows proceeds in three steps. First, why do corporations not rely on 
consensus-based decision making? In answering that question, we begin by imagining an 
employee-owned firm with many thousands of employee shareholders. (Employees are 
used solely for purposes of illustration—the analysis would extend to any other corporate 
constituency.) After demonstrating that Arrow’s conditions cannot be satisfied in such a 
firm, we then turn to the more complex public firm in which employees and shareholders 
constitute separate constituencies to demonstrate that Arrow’s conditions are even less 
likely to be met in this type of firm. Second, why do corporations not permit multiple con
stituencies to elect directors? Finally, why are shareholders the favored constituency?

4.1 The Necessity of Authority

4.1.1 Information
Assume an employee-owned corporation with 5,000 employee shareholders. Could such a 
firm function as a participatory democracy? Not if we hoped that each participant would 
make informed decisions. As a practical matter, of course, our employee shareholders are 
not going to have access to the same sorts of information. Assuming at least some em
ployees serve in managerial and supervisory roles, they will tend to have broader per
spectives, with more general business information, while line workers will tend to have 
more specific information about particular aspects of the shop floor.

These information asymmetries will prove intractable. A rational decision maker expends 
effort to make informed decisions only if the expected benefits of doing so outweigh its 
costs. In a firm of the sort at bar, gathering information will be very costly. Efficient par
ticipatory democracy requires all decision makers to have equal information, which re
quires that each decision maker have a communication channel to every other decision 
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maker. As the number of decision makers increases, the number of communication chan
nels within the firm increases as the square of the number of decision makers.106 

Bounded rationality makes it doubtful that anyone in a firm of any substantial size could 
process the vast number of resulting information flows. Even if they were willing to try, 
moreover, members of such a firm could not credibly bind themselves to reveal informa
tion accurately and honestly or to follow prescribed decision-making rules. Under such 
conditions, Arrow’s model predicts that the firm will tend toward authority-based deci
sion making. Accordingly, the (p. 303) corporation’s employer-owners will prefer to irrevo
cably delegate decision-making authority to some central agency, such as a board of di
rectors.

Now introduce the complication of separating capital and labor. Nothing about such a 
change economizes on the decision-making costs outlined above. Instead, as described 
below, labor and capital can have quite different interests, which increases decision-mak
ing costs by introducing the risk of opportunism. In particular, capital and labor may be
have strategically by withholding information from one another.

4.1.2 Interests
Again, begin by assuming an employee-owned firm with 5,000 employee shareholders. Is 
it reasonable to expect the similarity of interest required for consensus to function in 
such a firm? Surely not. In some cases, employees would differ about the best way in 
which to achieve a common goal. In others, individual employees will be disparately af
fected by a proposed course of action. Although the problems created by divergent inter
ests within the employee block are not insurmountable, such differences at least raise the 
cost of using consensus-based decision-making structures in employee-owned firms.

Empirical evidence confirms the existence of such divergent interests within the employ
ee group. Labor-managed firms tend to remain small, carefully screen members, limit the 
franchise to relatively homogeneous groups, and use agenda controls to prevent cycling 
and other public choice problems.107 All of these characteristics are consistent with an at
tempt to minimize the likelihood and effect of divergent interests.

Now again complicate the analysis by separating capital and labor. Although employee 
and shareholder interests are often congruent, they can conflict. Consider, for example, 
the downsizing phenomenon. Corporate restructurings typically result in substantial re
ductions in force, reduced job security, longer work weeks, more stress, and diminished 
morale.108 From the shareholders’ perspective, however, the market typically rewards re
structurings with substantial stock price increases. The divergence of interest suggested 
by this example looms large as a bar to the use of consensus in capitalist firms.

4.2 The Inefficiency of Multiple Constituencies

The analysis to this point merely demonstrates that corporate decision making must be 
made on a representative rather than on a participatory basis. As yet, nothing in the 
analysis dictates the US model in which only shareholders elect directors. One could 
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plausibly imagine a board of directors on which multiple constituencies are represented. 
Indeed, imagination is not required, because the supervisory board component of German 
codetermination provides a realworld example of just such a board. Empirical evidence, 
however, suggests that codetermination does not lead to efficiency or productivity 
gains.109

(p. 304) Why not? In Arrow’s terminology, the board of directors serves as a consensus-
based decision-making body at the top of an authority-based structure. Recall that for 
consensus to function, however, two conditions must be met: equivalent interests and in
formation. Neither condition can be met when employee representatives are on the 
board.

The two factors are closely related, of course. Indeed, it is the potential divergence of 
shareholder and employee interests that ensures employee representatives will be de
prived of the information necessary for them to function. Because of the board’s position 
at the apex of the corporate hierarchy, employee representatives are inevitably exposed 
to a far greater amount of information about the firm than is normally provided to em
ployees. As the European experience with codetermination teaches, this can result in cor
porate information leaking to the workforce as a whole or even to outsiders. In the 
Netherlands, for example, the obligation of works council representatives to respect the 
confidentiality of firm information “has not always been kept, causing serious concerns 
among management which is required . . . to provide extensive ‘sensitive’ information to 
the councils.”110

Given that providing board level information to employee representatives appears clearly 
contrary to shareholder interests,111 we would expect managers loyal to shareholder in
terests to withhold information from the board of directors in order to deny it to employ
ee representatives, which would seriously undermine the board’s ability to carry out its 
essential corporate governance roles. This prediction is borne out by the German experi
ence with codetermination. German managers sometimes deprive the supervisory board 
of information, because they do not want the supervisory board’s employee members to 
learn it.112 Alternatively, the board’s real work may be done in committees or de facto 
rump caucuses from which employee representatives are excluded. As a result, while 
codetermination raises the costs of decision making, it may not have much effect on sub
stantive decision making.113

Although Arrow’s equality of information criterion is important, in this context the critical 
element is the divergence of shareholder and employee interests. The interests of share
holders will inevitably differ as amongst themselves, as do those of employees, but indi
vidual constituents of the corporation nevertheless are more likely to share interests with 
members of the same constituency than with members of another constituency. Allowing 
board representation for employees thus tends only to compound the problem that gives 

(p. 305) rise to an authority-based hierarchical decision-making structure by bringing the 
differing interests of employees and shareholders directly into the boardroom.114 The re
sulting conflicts of interest inevitably impede consensus-based decision making within the 
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board. Worker representatives on corporate boards tend to prefer greater labor advocacy 
than do traditional directors, no doubt in large part because workers evaluate their repre
sentatives on the basis of labor advocacy, which also results in role conflicts.115 The prob
lem with codetermination thus is not only that the conflict of employee and shareholder 
interests impedes the achievement of consensus, but also that it may result in a substan
tial increase in agency costs.116

(p. 306) Although it is sometimes asserted that employee representation would benefit the 
board by promoting “discussion and consideration of alternative perspectives and argu
ments,”117 the preceding analysis suggests that any such benefits would come at high 
cost. In addition, there is reason to doubt whether those benefits are very significant. 
Workers will be indifferent to most corporate decisions that do not bear directly on work
ing conditions and benefits.118 All of which tends to suggest that employee representa
tives add little except increased labor advocacy to the board.

4.3 Why Only Shareholders?

The analysis thus far demonstrates that public corporation decision making must be con
ducted on a representative rather than a participatory basis. It further demonstrates that 
only one constituency should be allowed to elect the board of directors. The remaining 
question is why shareholders are the chosen constituency, rather than employees. An
swering that question is the task of this section.

The standard law and economics explanation for vesting voting rights in shareholders is 
that shareholders are the only corporate constituent with a residual, unfixed, ex post 
claim on corporate assets and earnings.119 In contrast, the employees’ claim is prior and 
largely fixed ex ante through agreed-upon compensation schedules. This distinction has 
two implications of present import. First, as noted above, employee interests are too 
parochial to justify board representation. In contrast, shareholders have the strongest 
economic incentive to care about the size of the residual claim, which means that they 
have the greatest incentive to elect directors committed to maximizing firm 
profitability.120 Second, the nature (p. 307) of the employees’ claim on the firm creates in
centives to shirk. Vesting control rights in the employees would increase their incentive 
to shirk. In turn, the prospect of employee shirking lowers the value of the shareholders’ 
residual claim.

At this point, it is useful to once again invoke the hypothetical bargain methodology. If the 
corporation’s various constituencies could bargain over voting rights, to which con
stituency would they assign those rights? In light of their status as residual claimants and 
the adverse effects of employee representation, shareholders doubtless would bargain for 
control rights, so as to ensure a corporate decision-making system emphasizing monitor
ing mechanisms designed to prevent shirking by employees, and employees would be will
ing to concede such rights to shareholders.
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Granted, collective action problems preclude the shareholders from exercising meaning
ful day-to-day or even year-to-year control over managerial decisions. Unlike the employ
ees’ claim, however, the shareholders’ claim on the corporation is freely transferable. As 
such, if management fails to maximize the shareholders’ residual claim, an outsider can 
profit by purchasing a majority of the shares and voting out the incumbent board of direc
tors. Accordingly, vesting the right to vote solely in the hands of the firm’s shareholders is 
what makes possible the market for corporate control and thus helps to minimize shirk
ing. As the residual claimants, shareholders thus would bargain for sole voting control, in 
order to ensure that the value of their claim is maximized. In turn, because all corporate 
constituents have an ex ante interest in minimizing shirking by managers and other 
agents, the firm’s employees have an incentive to agree to such rules.121 The employees’ 
lack of control rights thus can be seen as a way in which they bond their promise not to 
shirk. Their lack of control rights not only precludes them from double dipping but also 
facilitates disciplining employees who shirk. Accordingly, it is not surprising that the de
fault rules of the standard form contract provided by all corporate statutes vest voting 
rights solely in the hands of common shareholders.

To be sure, the vote allows shareholders to allocate some risk to prior claimants. If a firm 
is in financial straits, directors and managers faithful to shareholder interests could pro
tect the value of the shareholders’ residual claim by, for example, financial and/or work
force restructurings that eliminate prior claimants—all of which raises the question of 
why employees do not get the vote to protect themselves against this risk. The answer is 
twofold. First, as we have seen, multiple constituencies are inefficient. Second, as ad
dressed below, employees have significant protections that do not rely on voting.

Suppose a firm behaves opportunistically toward its employees. What protections do the 
employees have? Some are protected by job mobility. The value of continued dealings 
with an employer to an employee whose work involves solely general human capital does 
not depend on the value of the firm because neither the employee nor the firm have an in
centive to preserve such employment relationship. If the employee’s general human capi
tal suffices for him to do his job at Firm A, it presumably would suffice for him to do a 
similar job at (p. 308) Firm B. Such an employee resembles an independent contractor 
who can shift from firm to firm at low cost to either employee or employer.122 Mobility 
thus may be a sufficient defense against opportunistic conduct with respect to such em
ployees, because they can quit and be replaced without productive loss to either employ
ee or employer. Put another way, because there are no appropriable quasi-rents in this 
category of employment relationships, rent seeking by management is not a concern.

Corporate employees who make firm-specific investments in human capital arguably need 
greater protection against employer opportunism, but such protections need not include 
board representation. Indeed, various specialized governance structures have arisen to 
protect such workers. Among these are severance pay, grievance procedures, promotion 
ladders, collective bargaining, and the like.123
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In contrast, shareholders are poorly positioned to develop the kinds of specialized gover
nance structures that protect employee interests. Unlike employees, whose relationship 
to the firm is subject to periodic renegotiation, shareholders have an indefinite relation
ship that is rarely renegotiated, if ever. The dispersed nature of stock ownership also 
makes bilateral negotiation of specialized safeguards difficult. The board of directors thus 
is an essential governance mechanism for protecting shareholder interests.

If the foregoing analysis is correct, why do we nevertheless sometimes observe employee 
representation? An explanation consistent with our analysis lies close at hand. In the 
United States, employee representation on the board is typically found in firms that have 
undergone concessionary bargaining with unions. Concessionary bargaining, on average, 
results in increased share values of 8–10 percent.124 The stock market apparently views 
union concessions as substantially improving the value of the residual claim, presumably 
by making firm failure less likely. While the firm’s employees also benefit from a reduc
tion in the firm’s riskiness, they are likely to demand a quid pro quo for their contribution 
to shareholder wealth. One consideration given by shareholders (through management) 
may be greater access to information, sometimes through board representation. Put an
other way, board of director representation is a way of maximizing access to information 
and bonding its accuracy. The employee representatives will be able to verify that the 
original information about the firm’s precarious financial situation was accurate. Employ
ee representatives on the board also are well positioned to determine whether the firm’s 
prospects have improved sufficiently to justify an attempt to reverse prior concessions 
through a new round of bargaining.

(p. 309) 5 Should Directors Be Independent?
As the monitoring model came to dominate thinking about the board’s role, the board’s 
composition inevitably came to the fore. A board comprised of insiders is poorly posi
tioned to monitor the CEO. Research on group decision making shows that in mixed sta
tus groups, higher status persons talk more than lower status members. Managers, for 
example, talk more than subordinates in business meetings. Such disparities result in 
higher status group members being more inclined to propound initiatives and having 
greater influence over the group’s ultimate decision. Group dynamics thus help ensure 
the CEO’s dominance over inside directors. As a practical matter, moreover, the CEO typi
cally serves as the chairman of the board, giving him substantial control over both the se
lection of new directors and the board’s agenda. Not surprisingly, director independence 
therefore is a longstanding goal of corporate reformers, especially those affiliated with 
the monitoring model school of thought.

5.1 Mandating Director Independence
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5.1.1 Director Independence in USA State Law
State corporation statutes are silent on the issue of board composition. Issues such as 
board size, director qualifications, and independence are left to private ordering. If state 
statutory law were all that mattered, firms would thus be free to select the board struc
ture and composition optimal to their unique circumstances.

The state common law of corporations does provide some incentives for corporations to 
include at least some independent directors on the board. It has long been the case, for 
example, that approval of related party and other conflicted interest transactions by vote 
of a majority of the disinterested and independent directors effectively immunizes such 
transactions from judicial review by invoking the defendant-friendly business judgment 
rule as the standard of review.125 In connection with going private transactions initiated 
by a controlling shareholder, the Delaware Supreme Court called upon boards to create 
“an independent negotiating committee of its outside directors to deal with [the buyer] at 
arm’s length.”126 Indeed, the Court went on to equate “fairness in this context” to the 
conduct that might be expected from “a theoretical, wholly independent, board of direc
tors acting upon the matter before them.” Similarly, with respect to antitakeover defens
es, the Court has held that the validity of such defenses is “materially enhanced . . . 
where, as here, a majority of the board favoring the proposal consisted of outside inde
pendent directors.”127 Taken together with similar decisions in other areas of corporate 
law, these judicially created safe (p. 310) harbors provide substantial incentives for both 
boards and managers to favor director independence.

Having said that, however, state law typically is far more concerned with director disin
terestedness than independence. Consider, for example, the Delaware law on excusal of 
demand in shareholder derivative litigation. In Grimes v. Donald,128 the Delaware 
Supreme Court identified three reasons for excusing demand: “(1) a majority of the board 
has a material financial or familial interest; (2) a majority of the board is incapable of act
ing independently for some other reason such as domination or control; or (3) the under
lying transaction is not the product of a valid exercise of business judgment.”129 As to the 
first prong, directors are interested if they have a personal financial stake in the chal
lenged transaction or otherwise would be materially affected by the board’s actions. Con
sequently, for example, the Delaware Chancery Court excused demand on director inter
est grounds where five of nine directors approved a stock appreciation rights plan likely 
to benefit them.130

Although the second prong is framed in terms of independence, it is not concerned with 
whether a director is generically independent of management. While being employed by 
the corporation would preclude a director from being deemed independent for all purpos
es under Sarbanes–Oxley and Dodd–Frank, for example, it does not preclude a finding 
that the director is independent under state law. This is so, in part, because state law 
views independence from a transactional perspective rather than one of status. The other 
critical difference is that state law links independence to self-interest in the underlying 
transaction. Accordingly, demand is not excused simply because the plaintiff has named a 
majority of the board as defendants.131 Indeed, it is not enough even to allege that a ma
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jority of the board approved of, acquiesced in, or participated in the challenged transac
tion.132 In other words, merely being named as defendants or participants does not ren
der the board incapable, as a matter of law, of objectively evaluating a pre-suit demand 
and, accordingly, does not excuse such a demand. Instead, demand typically is excused 
under this prong only if a majority of the board was dominated or controlled by someone 
with a personal financial stake in the transaction.133

State law thus fails to satisfy the more exacting standards of independence pursued by 
reformers like Ralph Nader or Melvin Eisenberg. Instead, the reformers want indepen
dence to be defined by status. In general, any material relationship between the director 
and the corporation or its top management team would be regarded as disabling the di
rector from being deemed independent as they wished it to be defined.

(p. 311) 5.1.2 Director Independence in the Stock Exchange Listing Standards 
and the Sarbanes–Oxley Act
The Sarbanes–Oxley Act did relatively little to reform boards of directors. Besides some 
minor tweaking of rules like those governing disclosure of stock transactions by directors 
and so on, the only substantive changes worked by Sarbanes–Oxley dealt with the audit 
committee of the board of directors.

Instead, Congress and the SEC left the heavy lifting on board reform to the stock ex
changes. All three major exchanges—the NYSE, NASDAQ, and the American Stock Ex
change (AMEX)—amended their corporate governance listing requirements to require 
that a majority of the members of the board of directors of most listed companies must be 
independent of management. All three also adopted new rules defining independence us
ing very strict, bright-line rules. Finally, all three significantly expanded the duties and 
powers of independent directors.

The NYSE long required that all listed companies have at least three independent direc
tors.134 A director was treated as independent unless, inter alia, (1) the director was em
ployed by the corporation or its affiliates in the past three years; (2) the director had an 
immediate family member who, during the past three years, was employed by the corpo
ration or its affiliates as an executive officer; (3) the director had a direct business rela
tionship with the company; or (4) the director was a partner, controlling shareholder, or 
executive officer of an organization that had a business relationship with the corporation, 
unless the corporation’s board determined in its business judgment that the relationship 
did not interfere with the director’s exercise of independent judgment.

The NYSE’s pre-SOX listing standards also required that listed companies have an audit 
committee comprised solely of independent directors. The committee had to have at least 
three members, all of whom must be “financially literate.” At least one committee mem
ber had to have expertise in accounting or financial management.

As the Enron crisis was peaking, the NYSE appointed a blue ribbon panel of Wall Street 
Brahmins to evaluate whether the new environment called for changes in the exchange’s 
corporate governance listing standards. The panel reported back with a number of pro
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posed new governance standards, including a mandate that independent directors com
prise a majority of any listed corporation’s board of directors.135 The exchange forwarded 
the proposals to the SEC for approval. At that point, however, the listing standards pro
posal was caught up in the larger legislative process surrounding Sarbanes–Oxley and fi
nal action on the proposal was deferred until that process was completed.

The Sarbanes–Oxley Act expressly addressed the question of board composition only in § 
301, which required the SEC to require that the exchanges adopt new rules for audit 
committees. The specified duties and powers of that committee will be addressed in 
Chapter 5. Suffice it for present purposes to note that § 301 requires each member of the 
audit committee to be independent, which was defined therein to mean that the director 
could not “(i) accept any consulting, advisory, or other compensatory fee from the issuer; 
or (ii) be an affiliated person of the issuer or any subsidiary thereof.”

(p. 312) Section 301’s focus on the audit committee is broadly consistent with the general 
thrust of the Sarbanes–Oxley Act, which as a whole is mainly concerned with accounting 
and auditing issues. Congress was well aware of the pending exchange rulemaking pro
posals and presumably was content to leave the details to the SEC and the exchanges so 
long as the final listing standards met the specified minimum requirements regarding the 
audit committee. In November 2003, the process concluded when the SEC gave final ap
proval to revised exchange listing standards on director independence.136

5.1.2.1 The Majority Independent Board
As approved by the SEC, the NYSE listing standards now require that all listed companies 
“must have a majority of independent directors.”137 In addition, as we will see below, the 
NYSE has mandated the use of several board committees consisting of independent direc
tors. Finally, the NYSE’s Listed Company Manual provides that: “To empower non-man
agement directors to serve as a more effective check on management, the non-manage
ment directors of each listed company must meet at regularly scheduled executive ses
sions without management.”138 The listed company’s Form 10-K must disclose the identi
ty of the independent director who chairs the mandatory executive sessions. Although the 
rule does not indicate how many times per year the outside directors must meet to satisfy 
this requirement, emerging best practice suggests that there should be such a meeting 
held in conjunction with every regularly scheduled meeting of the entire board of direc
tors.

The NASDAQ and AMEX standards are substantially similar. One wrinkle is that NASDAQ 
expressly states an expectation that executive sessions of the outside directors will be 
held at least twice a year. Note that all three exchanges exempt controlled companies—
those in which a shareholder or group of shareholders acting together control 50 percent 
or more of the voting power of the company’s stock—from the obligation to have a majori
ty independent board.
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5.1.2.2 Who Is Independent?
As we saw, Delaware state corporate law asks a very simple question to determine 
whether a director is independent; to wit, whether “through personal or other relation
ships the directors are beholden to” management.139 In contrast, the exchange listing 
standards use multipart bright line standards to determine whether a director is indepen
dent. The NYSE, for example, has five such standards looking at the relationships be
tween the listed company and a director and his immediate family members. A director 
will not be independent, for example, if that director “is, or has been within the last three 
years, an employee of the listed company, or an immediate family member is, or has been 
within the last three years, an executive officer, of the listed company.”140 The NASDAQ 
and AMEX have substantially similar tests.

The trouble with economic tests is that they fail to capture the myriad of other ways in 
which individuals can be biased toward others. Many nominally independent directors 
have full-time jobs as executives at other firms or as partners in business service compa
nies such (p. 313) as law firms or financial institutions. Directors tend to be white males, 
educated at top-20 schools, and share a host of other social ties. When their fellow direc
tors get into trouble, the reaction of these nominally independent directors may be one of 
leniency, motivated by a “ ‘there but for the grace of God go I’ empathy.”141

The problem is not just one of undue empathy, however. Social ties have a deterrent ef
fect on director behavior that can be just as important, if not more so, than economic re
lationships. As Delaware Vice Chancellor Leo Strine observes:

To be direct, corporate directors are generally the sort of people deeply enmeshed 
in social institutions. Such institutions have norms, expectations that, explicitly 
and implicitly, influence and channel the behavior of those who participate in their 
operation. Some things are “just not done,” or only at a cost, which might not be 
so severe as a loss of position, but may involve a loss of standing in the institution. 
In being appropriately sensitive to this factor, our law also cannot assume—absent 
some proof of the point—that corporate directors are, as a general matter, persons 
of unusual social bravery, who operate heedless to the inhibitions that social 
norms generate for ordinary folk.142

Unfortunately, operationalizing this insight proves quite problematic.

The NYSE definition of independence perhaps seeks to address this problem of structural 
bias by providing that “[n]o director qualifies as ‘independent’ unless the board of direc
tors affirmatively determines that the director has no material relationship with the listed 
company.”143 The commentary to that section explains that:

It is not possible to anticipate, or explicitly to provide for, all circumstances that 
might signal potential conflicts of interest, or that might bear on the materiality of 
a director’s relationship to a listed company . . . Accordingly, it is best that boards 
making “independence” determinations broadly consider all relevant facts and cir
cumstances. In particular, when assessing the materiality of a director’s relation
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ship with the listed company, the board should consider the issue not merely from 
the standpoint of the director, but also from that of persons or organizations with 
which the director has an affiliation. Material relationships can include commer
cial, industrial, banking, consulting, legal, accounting, charitable and familial rela
tionships, among others.

The commentary thus contemplates an inquiry broad enough to encompass social ties as 
well as economic relationships (“broadly consider all relevant facts”). Yet, one suspects 
such inquiries tend to be superficial, at best, and mainly focused on objective factors 
rather than the sort of soft biases of social ties.

The key problem, of course, is that the board of directors rather than some outside impar
tial adjudicator is making the independence determination. These directors presumably 
have at least ties of class, and probably social relations, amongst themselves and with the 
candidate whose independence is to be determined. The finder of fact is thus structurally 
biased against making a finding of structural bias. No workable solution to this problem 
has been forthcoming.

(p. 314) 5.1.2.3 Board Committees
The NYSE Listed Company Manual mandates the establishment of three committees of 
the board of directors: a Nominating and Corporate Governance Committee (§ 303A.04), 
a Compensation Committee (§ 303A.05), and an Audit Committee (§ 303A.06). All three 
must be comprised solely of independent directors. As such, they significantly extend the 
mandate for a board dominated by directors independent of management.

5.1.3 Director Independence Requirements outside the USA
In dual board jurisdictions, director independence is a natural consequence of the board’s 
structure. Top managers are limited to the management board and are excluded from the 
supervisory board.144 On the other hand, the employee representatives on the superviso
ry board are typically not independent of the labor sponsors and the shareholder repre
sentatives often are beholden to large block holders.145 Accordingly, the norm of truly in
dependent board members—beholden to no one—is absent.

In EU states in which the unitary board model dominates, the sole pertinent statutory 
mandate is the EU Audit Directive, which requires that boards include at least one inde
pendent director with financial expertise.146 The question of director independence is oth
erwise left to national best practice codes.

In the UK, for example, the Corporate Governance Code provides that “at least half the 
board, excluding the chairman, should comprise non-executive directors determined by 
the board to be independent.”147 The Code recommends that the board consist of “an ap
propriate combination of executive and non-executive directors (and, in particular, inde
pendent non-executive directors) such that no individual or small group of individuals can 
dominate the board’s decision taking.”148 This recommendation presumably is intended to 
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curb any tendency toward Imperial CEOs, as is the Code’s provision that the board should 
select a lead independent director.149

In Asia, a number of key economies have adopted statutory requirements that public com
panies have at least a specified number of independent directors. In Hong Kong, Singa
pore, India, and the Philippines, for example, UK-like corporate governance codes recom
mend that companies have independent directors, although none requires a majority of 
board members be independent. Korea, Thailand, and China all mandate appointment of 

(p. 315) independent directors.150 Whether directors in those countries are actually inde
pendent of management, however, is a matter of debate.151 Japan is regarded as the prin
cipal outlier in this regard, as neither law nor best practice require director indepen
dence to any extent.152

5.2 Outsiders on the Board: The Uncertain Case for Director Indepen
dence

As we have seen, the board of directors has three basic functions. First, while boards 
rarely are involved in day-to-day operational decision making, most boards have at least 
some managerial functions. Second, the board provides networking and other services. 
Finally, the board monitors and disciplines top management.

Independence is potentially relevant to all three board functions. As to the former two, 
outside directors provide both their own expertise and interlocks with diverse contact 
networks. As to the latter, at least according to conventional wisdom, board indepen
dence is an important device for constraining agency costs. On close examination, howev
er, neither rationale for board independence justifies the sort of one size fits all mandate 
adopted by the exchanges at the behest of Congress and the SEC.

5.2.1 Independence, Interlocks, and Decision Making
Putting outside directors on the board can create valuable relationships with a variety of 
potential strategic partners. This is relevant not only to the board’s resource gathering 
function, but also to its monitoring and service functions. Complex business decisions re
quire knowledge in such areas as accounting, finance, management, and law. Providing 
access to such knowledge can be seen as part of the board’s resource gathering function. 
Outside board members may either possess such specialized knowledge themselves or 
have access to credible external sources thereof.

Reliance on outside specialists is a rational response to bounded rationality. The expert in 
a field makes the most of his limited capacity to absorb and master information by limit
ing the amount of information that must be processed by limiting the breadth of the field 
in which the expert specializes. As applied to the corporate context, more diverse boards 
with strong outsider representation likely contain more specialists, and therefore should 
get greater benefits from specialization.153
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(p. 316) Having said that, however, a full-time senior employee has other informational ad
vantages over outsiders who devote but a small portion of their time and effort to the 
firm. At the minimum, the presence of outsiders on the board increases decision-making 
costs simply because the process takes longer. Outsiders by definition need more infor
mation and are likely to take longer to persuade than are insiders.154 More subtly, and 
perhaps more importantly, long-term employees make significant investments in firm-spe
cific human capital. Any employee who advances to senior management levels necessarily 
invests considerable time and effort in learning how to do his job more effectively. Much 
of this knowledge will be specific to the firm for which he works, such as when other 
firms do not do comparable work or his firm has a unique corporate culture. In either 
case, the longer he works for the firm, the more firm-specific his human capital becomes. 
Such an employee is likely to make better decisions for the firm than an outsider, even as
suming equal levels of information relating to the decision at hand. The insider can put 
the decision in a broader context, seeing the relationships and connections it has to the 
firm as whole.

Insider access to information is particularly significant due to the nature of decision mak
ing within large corporations. Recall that the corporation is a classic example of an au
thority-based decision-making structure characterized by the existence of a central 
agency to which all relevant information is transmitted and which is empowered to make 
decisions binding on the whole. Unlike many other organizations, the corporation’s cen
tral agency is not a single autocrat, but rather a multimember body—the board of direc
tors—that usually functions by consensus. Put another way, the board of directors is best 
understood as a collegial body using consensus-based decision making. Because consen
sus works best where team members have equal information and comparable interests, 
insiders may find it easier to reach consensus than would a diverse body of outsiders. In
siders are more likely to have comparable access to information and similar interests 
than are outsiders. Insiders have many informal contacts within the organization, which 
both promote team formation and provide them with better access to information. Hence, 
insofar as efficient decision making is the goal of corporate governance, independence 
may not be desirable. On the contrary, these factors suggest that an all-insider board 
might be preferable.

5.2.2 Independence and Agency Costs
Corporate law provides a number of accountability mechanisms designed to constrain 
agency costs. Chief among them is the board of directors, especially the independent di
rectors. To be sure, outsiders have neither the time nor the information necessary to be 
involved in the minutiae of day-to-day firm management. What outsiders can do, however, 
is monitor senior managers and replace those whose performance is sub par. Accordingly,

(p. 317) proponents of the monitoring model have always been among the strongest pro
ponents of director independence.

It is not clear, however, why one would expect independent directors to be an effective 
constraint on shirking or self-dealing by management. Monitoring the performance of the 
firm’s officers and employees is hard, time-consuming work. Moreover, most outside di
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rectors have full-time employment elsewhere, which commands the bulk of their attention 
and provides the bulk of their pecuniary and psychic income. Independent directors 
therefore may prefer leisure or working on their primary vocation to monitoring manage
ment. As Adam Smith observed three centuries ago,

The directors of [joint stock] companies, however, being the managers rather of 
other people’s money than of their own, it cannot well be expected, that they 
should watch over it with the same anxious vigilance with which the partners in a 
private co-partnery frequently watch over their own. Like the stewards of a rich 
man, they are apt to consider attention to small matters as not for their master’s 
honour, and very easily give themselves a dispensation from having it. Negligence 
and profusion, therefore, must always prevail, more or less, in the management of 
the affairs of such a company.155

Other factors impede an independent director from monitoring management, even if he 
wishes to do so. Although boards meet more often and longer now than they did pre-SOX, 
board meetings are still few and short relative to the amount of time insiders spend with 
one another. Moreover, outside directors are generally dependent upon management for 
information.

Collective action problems also impede the board’s ability to effectively monitor and disci
pline managers. Even though faithful monitoring may be in an individual director’s inter
est, he or she may assume that other directors will do the hard work of identifying sub-
par performances, permitting the free rider to shirk. As in any free-riding situation, this 
will tend to result in suboptimal levels of monitoring. Even in cases of clearly sub-par 
management performance, moreover, other collective action problems may prevent the 
board from taking necessary remedial steps. Some director must step forward to begin 
building a majority in favor of replacing the incumbent managers, which again raises a 
free-rider problem. Furthermore, if an active director steps forward, he or she must not 
only overcome the forces of inertia and bias, but also must likely do so in the face of ac
tive opposition from the threatened managers who will try to cut off the flow of informa
tion to the board, co-opt key board members, and otherwise undermine the disciplinary 
process. Board members are likely to have developed warm personal relationships with 
the CEO and other managers, who will in turn have cultivated that type of sentiment. 
Those relationships make it hard for boards to fire senior managers, especially when per
sonal friendships of long standing are in play. Lastly, some board members will have been 
responsible for hiring the managers and will need to make the cognitively difficult admis
sion of their error in order to fire the managers.

Finally, the insiders may effectively control nominally independent directors. As we’ve 
seen, it has long been common practice for a corporation’s outside directors to include 
lawyers and bankers (of both the investment and commercial varieties) who are currently 
providing services to the corporation or may wish to provide services in the future. 

(p. 318) University faculty or administrators, to take another common example, may be be
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holden to insiders who control corporate donations to their home institutions. None of 
these outsiders are likely to bite the hand that feeds them.

Even if the independent directors are not actually biased in favor of the insiders, more
over, they often are predisposed to favor the latter. As noted above, outside directors tend 
to be corporate officers or retirees who share the same views and values as the insiders. 
Because outside directors are nominated by the incumbent board members and passively 
elected by the shareholders, structural bias remains one of the key insoluble riddles of 
corporate governance.

5.2.3 Pre-Crises Empirical Evidence
The logic of the Sarbanes–Oxley Act and the stock exchange board composition rules is 
that independent directors will be an effective constraint on the agency costs inherent in 
the corporate separation of ownership and control. As we have just seen, however, theory 
predicted that independent directors were unlikely to be effective in doing so. Before in
dependent directors can become effective monitors of management, the system must in
cur costs to remedy the information asymmetry between outsiders and insiders. It also 
must incur costs to prevent outside board members from shirking. Put another way, hir
ing agents to watch other agents may compound instead of reducing agency costs.

The empirical evidence on the relationship between board composition and firm perfor
mance available when Sarbanes–Oxley was adopted was inconclusive, at best. If indepen
dent directors effectively constrain agency costs, one would have expected the evidence 
to show a correlation between the presence of independent outsiders on the board and 
firm performance. But it did not.

True, some early studies found positive correlations between independence and perfor
mance. Rosenstein and Wyatt, for example, found that shareholder wealth increased 
when management appointed independent directors.156 Weisbach studied board decisions 
to remove a CEO, finding that boards comprised mainly of independent directors were 
more likely to base the removal decision on poor performance, as well as being more like
ly to remove an underperforming CEO, than were insider-dominated boards. He also 
found that CEO removals by outsider-dominated boards added to firm value, while CEO 
removals by insider-dominated boards did not.157 Baysinger and Butler found that corpo
rate financial performance tends to increase (up to a point) as the percentage of indepen
dent directors increases.158 Cotter found that boards dominated by outsiders generate 
higher shareholder gains from tender offers.159

(p. 319) Other studies, however, such as that by MacAvoy, found that board composition 
had no effect on profitability.160 Klein likewise found little evidence of a general associa
tion between firm performance and board composition, but found a positive correlation 
between the presence of insiders on board finance and investment committees and firm 
performance.161 Rosenstein and Wyatt found that the stock market experienced a signifi
cantly positive price reaction to announcements that insiders had been appointed to the 
board when insiders owned more than 5 percent of the firm’s stock.162



The Board of Directors

Page 39 of 71

A 1999 meta-analysis of numerous studies in this area concluded that there was no con
vincing evidence that firms with a majority of independent directors outperform other 
firms. It further concluded that there was some evidence that a “moderate number” of in
siders correlates with higher performance.163 A 1998 meta-analysis likewise found no evi
dence that board composition affects financial performance.164

A literature review by Wagner et al. further complicated the empirical landscape by effec
tively splitting the baby.165 Their meta-analysis of 63 correlations found that, on average, 
increasing the number of outsiders on the board is positively associated with higher firm 
performance. On the other hand, increasing the number of insiders on the board had the 
same effect. In other words, greater board homogeneity was positively associated with 
higher firm performance, which is not what the Sarbanes–Oxley Act’s proponents would 
have predicted.

There is some evidence that the post-SOX regulatory changes and the new market forces 
affecting independent directors have had an impact. Robert Felton’s review of studies of 
post-SOX boards of directors found that the average number of companies on whose 
board a director sits has gone down, presumably because boards and committees meet 
more often and have to process more information. The amount of time required for board 
service has especially gone up for members of audit committees, who have a host of new 
duties. Overall, “the average commitment of a director of a U.S. listed company increased 
from 13 hours a month in 2001 to 19 hours in 2003 (and then fell to 18 hours in 
2004).”166 Whether this strengthens the case for director independence is questionable, 
however, because many of the factors discussed in the preceding sections likely would 
have produced similar increases in effort by insider-dominated boards.

(p. 320) Somewhat stronger evidence that the fetish for independence has had at least 
some beneficial effects is provided by Michael Useem and Andy Zelleke’s survey of gover
nance practices. They found that boards of directors increasingly view delegation of au
thority to management as properly the subject of careful and self-conscious decision mak
ing. The surveyed board members acknowledged that they do not run the company on a 
day-to-day basis, but rather are seeking to provide stronger oversight and supervision. In
creasingly, boards are establishing written protocols to allocate decision-making rights 
between the board and management, although the protocols vary widely, ranging from 
detailed and comprehensive to skeletal and limited in scope. Useem and Zelleke conclude 
that executives still set much by the board’s decision-making agenda. At the same time, 
they found that boards have been increasingly asserting their sovereignty in recent years 
and that an emergent norm requires management to be mindful of what information 
boards want to hear and what decisions boards believe they should make.167

A critical issue, of course, has always been board access to information. Indirect evidence 
that independent directors now have good access to information is provided by a study by 
Enrichetta Ravina and Paola Sapienza of independent directors’ trading results. The au
thors found that independent directors earn substantial positive abnormal returns when 
trading in their corporation’s stock. Even more interestingly, the difference between their 



The Board of Directors

Page 40 of 71

results and those of the same firm’s executive officers is relatively small, although it 
widens in firms with weaker governance regimes.168 It seems reasonable to infer from 
this evidence that outsiders now have good access to material information about firm per
formance—indeed, that their access to such information is comparable to that of execu
tive officers.169

5.3 Does One Size Now Fit All?

The post-SOX regulatory environment rests on the conventional wisdom that board inde
pendence is an unalloyed good. As the preceding sections demonstrated, however, the 
empirical evidence on the merits of board independence is mixed. Accordingly, even 
though there is some reason to think independent board members are finally becoming 
properly incentivized and, as a result, more effective, the clearest take-home lesson from 
the preceding analysis is still that one size does not fit all.

This result should not be surprising. On one side of the equation, firms do not have uni
form needs for managerial accountability mechanisms. The need for accountability is de
termined by the likelihood of shirking, which in turn is determined by management’s 
tastes, which in turn is determined by each firm’s unique culture, traditions, and competi
tive environment. We all know managers whose preferences include a penchant for hard, 
faithful (p. 321) work. Firms where that sort of manager dominates the corporate culture 
have less need for outside accountability mechanisms.

On the other side of the equation, firms have a wide range of accountability mechanisms 
from which to choose. Independent directors are not the sole mechanism by which 
management’s performance is monitored. Rather, a variety of forces work together to 
constrain management’s incentive to shirk: the capital and product markets within which 
the firm functions; the internal and external markets for managerial services; the market 
for corporate control; incentive compensation systems; auditing by outside accountants; 
and many others. The importance of the independent directors’ monitoring role in a given 
firm depends in large measure on the extent to which these other forces are allowed to 
function. For example, managers of a firm with strong takeover defenses are less subject 
to the constraining influence of the market for corporate control than are those of a firm 
with no takeover defenses. The former needs a strong independent board more than the 
latter does.

The critical mass of independent directors needed to provide optimal levels of account
ability also will vary depending upon the types of outsiders chosen. Strong, active inde
pendent directors with little tolerance for negligence or culpable conduct do exist. A 
board with a few such directors is more likely to act as a faithful monitor than a board 
that has many nominally independent directors who shirk their monitoring obligations.

The post-SOX standards, however, strap all listed companies into a single model of corpo
rate governance. By establishing a highly restrictive definition of director independence 
and mandating that such directors dominate both the board and its required committees, 
the new rules fail to take into account the diversity and variance among firms. The new 
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rules thus satisfy our definition of quack corporate governance. The one size fits all mod
el, they mandate, should be scrapped in favor of allowing each firm to develop the partic
ular mix of monitoring and management that best suits its individual needs. This conclu
sion becomes even stronger when one considers the adverse albeit unintended conse
quences of the movement for director independence, as discussed in the next Part.

5.4 A Note on CEO/Chairman Duality

The exchange listing standards require appointment of an independent lead director if 
the listed company’s CEO serves as the chairman of the board of directors. The lead di
rector presumably chairs the executive sessions of the independent board members. Be
cause the lead director’s identity and contact information must be disclosed, he also acts 
as a point person for shareholder relations. The lead director should have a voice in set
ting the board’s agenda, as a check on the CEO/Chairman’s control of board meetings. 
The lead director should serve as a rallying point for the other independent directors in 
times of crisis, especially those involving CEO termination or succession.

The lead director position was a compromise with those commentators who wanted the 
exchanges to mandate a non-executive chairman of the board of directors. The propo
nents of splitting the CEO and board chairman role, however, continued to press the idea 
and sought to use Dodd–Frank as a vehicle for doing so. In the end, however, Dodd–Frank 
Section 973 merely directed the SEC to adopt a new rule requiring reporting (p. 322) com
panies to disclose whether the same person or different persons hold the positions of 
CEO and Chairman of the Board.170 In either case, the company must disclose its reasons 
for doing so.

The legislative history expressly states that the Act “does not endorse or prohibit either 
method.”171 This is just as well, because neither method has compelling support in the 
empirical literature. To be sure, an independent chairman of the board is becoming more 
common:

Approximately 16 percent of S&P 500 companies now have an independent chair; 
among S&P Mid and Small Cap companies the figure is higher (23 percent and 27 
percent, respectively). In 2008, 95 percent of S&P 500 boards had an independent 
lead or presiding director, compared with only 36 percent in 2003.172

The latter figure represents the impact of exchange listing standards, of course, and thus 
should not be taken as evidence in favor of a non-executive chairman. The real question is 
whether the relatively modest number of companies with such an independent chair is 
due to market failure or reflects optimal board design.

A study by Olubunmi Faleye finds support for the hypothesis that firms actively weigh the 
costs and benefits of alternative leadership structures in their unique circumstances and 
concludes that requiring a one size fits all model separating the CEO and chairman posi
tions may be counterproductive.173 A study by James Brickley, Jeffrey Coles, and Gregg A. 
Jarrell found little evidence that combining or separating the two titles affected corporate 
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performance.174 A subsequent study by the same authors found “preliminary support for 
the hypothesis that the costs of separation are larger than the benefits for most firms.”175

As John Coates summarizes the field, the evidence is mixed, at best:

At least 34 separate studies of the differences in the performance of companies 
with split vs. unified chair/CEO positions have been conducted over the last 20 
years, including two “meta-studies.” . . . The only clear lesson from these studies 
is that there has been no long-term trend or convergence on a split chair/CEO 
structure, and that variation in board leadership structure has persisted for 
decades, even in the UK, where a split chair/CEO structure is the norm.176

(p. 323) Although Coates concludes that splitting the CEO and chairman positions by legis
lation “may well be a good idea for larger companies,” he further concludes that mandat
ing such a split “is not clearly a good idea for all public companies.”177

Proponents of a mandatory non-executive Chairman of the Board have overstated the 
benefits of splitting the positions, while understating or even ignoring the costs of doing 
so. Michael Jensen identified the potential benefits in his 1993 Presidential Address to the 
American Finance Association, arguing: “The function of the chairman is to run the board 
meetings and oversee the process of hiring, firing, evaluation, and compensating the 
CEO. . . . Therefore, for the board to be effective, it is important to separate the CEO and 
Chairman positions.”178 In fact, however, overseeing the “hiring, firing, evaluation, and 
compensating the CEO” is the job of the board of directors as a whole, not just the Chair
man of the Board.

To be sure, in many corporations, the Chairman of the Board is given unique powers to 
call special meetings, set the board agenda, and the like.179 In such companies, a dual 
CEO-Chairman does wield powers that may impede board oversight of his or her perfor
mance. Yet, in such companies, the problem is not that one person holds both posts; the 
problem is that the independent members of the board of directors have delegated too 
much power to the Chairman. The solution is to adopt bylaws that allow the independent 
board members to call special meetings, require them to meet periodically outside the 
presence of managers, and the like.

Indeed, the influence of an executive chairman may not even be a problem. Brickley, 
Coles, and Jarrell concluded that the separation and combination of titles is part of the 
natural succession process. A successful CEO receives a variety of rewards from the com
pany, one of which may be a fancier title. If the power that comes with the combined title 
came as a reward for sustained high performance, that power may actually redound to 
the company’s benefit.

Turning from the benefit side to the cost side of the equation, even if splitting the posts 
makes it easier for the board to monitor the CEO, the board now has the new problem of 
monitoring a powerful non-executive chairman. The board now must expend effort to en
sure that such a chairman does not use the position to extract rents from the company 
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and, moreover, that the chairman expends the effort necessary to carry out the post’s du
ties effectively. The board also must ensure that a dysfunctional rivalry does not arise be
tween the chairman and the CEO, both of whom presumably will be ambitious and highly 
capable individuals. In other words, if the problem is “who watches the watchers?,” split
ting the two posts simply creates a second watcher who also must be watched.

In addition, a non-executive chairman inevitably will be less well informed than a CEO. 
Such a chairman therefore will be less able to lead the board in performing its advisory 
and networking roles. Likewise, such a chairman will be less effective in leading the 
board (p. 324) in monitoring top managers below the CEO, because the chairman will not 
know those managers as intimately as the CEO.

6 How and Why Boards Fail
Boards of directors have long had bad press. In the eighteenth century, Adam Smith fa
mously complained that one could not expect that the directors of a joint stock company, 
“being the managers rather of other people’s money than of their own, . . . should watch 
over it with the same anxious vigilance with which the partners in a private copartnery 
frequently watch over their own.”180 Almost two centuries later, William O. Douglas com
plained that there were too many boards whose members did “not direct”181 and dis
missed directors as “business colonels of the honorary type—honorary colonels who are 
ornamental in parade but fairly useless in battle.”182

More recently, the SEC in 2009 complained that the financial crisis had “led many to 
raise serious concerns about the accountability and responsiveness of some companies 
and boards of directors.”183 In the same time frame, prominent Canadian corporate gov
ernance commentator Stephen Jarislowsky argued that corporate “boards ‘have enor
mous responsibility for’ ” the financial crisis of 2007–2008.184

Despite this long history of complaints about board performance, there seems little doubt 
that the rise of the monitoring model has been accompanied by important improvements 
in board behavior. In 1995, only one in eight CEOs was fired or resigned under board 
pressure; by 2006, almost a third of CEOs were terminated involuntarily.185 Over the last 
several decades, the average CEO tenure has decreased, which also has been attributed 
to more active board oversight.186 In sum, boards of directors, “which once served largely 
as rubber stamps for powerful CEOs, have become more independent, more powerful, 
and under more pressure to dump leaders who perform poorly.”187

In addition to the evidence from CEO terminations, other studies confirm a general im
provement in board performance. Studies of post-SOX boards of directors find that aver
age board size has increased, presumably because companies are adding more indepen
dent directors rather than replacing incumbent insiders.188 Conversely, the average num
ber of (p. 325) companies on whose boards a director sits has gone down, presumably be
cause boards and committees meet more often and have to process more information.189
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Michael Useem and Andy Zelleke’s survey of governance practices provides additional ev
idence for improved board performance.190 They found that boards of directors increas
ingly view delegation of authority to management as properly the subject of careful and 
self-conscious decision making.191 The surveyed board members acknowledged that they 
do not run the company on a day-to-day basis, but rather are seeking to provide stronger 
oversight and supervision.192 Increasingly, boards are establishing written protocols to al
locate decision-making rights between the board and management, although the proto
cols vary widely, ranging from detailed and comprehensive to skeletal and limited in 
scope.193 Useem and Zelleke conclude that executives still set much of the board’s deci
sion-making agenda.194 At the same time, they found that boards are increasingly assert
ing their sovereignty in recent years and that a norm is emerging among managers that, 
at the very least, they must be mindful of what information boards want to hear and what 
decisions directors believe the board should make.195

6.1 Room for Improvement

While many modern boards demonstrably outperform their predecessors, it would be 
Pollyannaish to deny that there is still much room for improvement. The financial crisis of 
2007–2008, for example, revealed widespread board failures in areas such as enterprise 
risk management. According to a 2002 survey of corporate directors, 43 percent said that 
their boards had either an ineffective risk management process or no process for identify
ing and managing risk at all.196 According to the same survey, 36 percent of directors felt 
they had an incomplete understanding of the risks faced by their companies.197

A 2008 Towers Perrin survey of CFOs suggests that risk management remained underde
veloped when the financial crisis hit. Seventy-two percent of the respondents, for exam
ple, “expressed concern about their own companies’ risk management practices and abili
ty to meet strategic plans.”198 Instructively, 42 percent “foresaw more energized involve
ment by boards of directors in risk management policies, processes and systems,”199

which implies that (p. 326) pre-crisis boards were inadequately engaged with risk manage
ment. This inference finds support in a 2006 observation that risk management was still 
“a work in progress at many boards.”200

Respondents to the Towers Perrin survey pointed to these failures as a root cause of the 
financial crisis. Sixty two percent of respondents blamed “poor or lax risk management at 
financial institutions as a major contributor to the current financial mess.”201 

Instructively, surveyed CFOs were more likely to point to risk management failures by 
boards as a reason for the financial crisis than either the complexity of financial instru
ments or speculation (55 percent and 57 percent, respectively).202

Still another widely asserted criticism is that boards have failed to rein in allegedly run
away executive compensation. In an influential critique, for example, Lucian Bebchuk and 
Jesse Fried argued that “directors have been influenced by management, sympathetic to 
executives, insufficiently motivated to bargain over compensation, or simply ineffectual in 
overseeing compensation.”203 As a result, they claim, executive pay has greatly exceeded 
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the levels that would prevail if directors loyal to shareholder interests actually bargained 
with managers at arm’s-length.204 Many other commentators have leveled similar criti
cisms at boards.205

6.2 Why Boards Fail

The reasons boards continue to struggle include the outsider status of most directors, in
adequate time, misspent time, inadequate information, improper skill sets, and insuffi
cient incentives. Ironically, while many of these concerns are longstanding, they have al
most all been compounded by recent reforms, especially those focusing on increasing di
rector independence.

As a result of the repeated reforms increasing the number of independent directors, 
boards today are dominated by part-timers, the vast majority of whom have full-time em
ployment elsewhere, which commands the bulk of their attention and provides the bulk of 
their pecuniary and psychic income.206 This has had a number of unintended adverse con
sequences.

(p. 327) 6.2.1 Time Constraints
Historically, moreover, directors did not spend much time together working as a group.207

Board meetings were few and short. According to one survey, for example, during the 
1980s directors in large manufacturing companies averaged a total of 14 board and com
mittee meetings per year, with the average board meeting lasting only three hours.208

To be sure, as we have seen, the legislative and regulatory fallout from the financial 
crises of the last decade resulted in directors devoting greater time to board service. Yet, 
independent directors by their very nature remain part-timers, which has very real costs:

Independent directors are part time participants in a corporation’s affairs. By defi
nition they are outsiders. However intelligent, hardworking or strong minded they 
may be they do not have the time or the mandate to challenge management’s 
judgments except as to a discrete number of issues. If they spend all of their time 
trying to audit the auditors and assure that executive compensation is reasonable, 
they will have no time for focusing on important business and strategy matters.209

It appears, moreover, that much of the time directors do spend directing is misspent. Giv
en that time is a scarce resource—especially for the sort of successful individuals likely to 
be tapped for board memberships—this is a potentially serious problem with contempo
rary board governance.

Much of the additional time appears to be devoted to oversight activities, which is hardly 
surprising given that both the Sarbanes–Oxley and Dodd–Frank Acts reinforced the moni
toring model’s influence.210 If so, the additional time and effort being expended by direc
tors may have important costs. The rise of the monitoring model long has threatened to 
generate unproductive adversarial conflict between boards and management. A certain 
amount of cognitive tension in the board–top management team relationship is beneficial 
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to the extent that it promotes the exercise of critical evaluative judgment by the 
former.211 Groups that are too collegial run the risk of submitting to groupthink and vari
ous other decision-making errors.212 If aggressive monitoring fosters an adversarial rela
tion between directors and managers, however, this beneficial form of conflict may trans
form into more harmful forms. At best, rigid adherence to the monitoring model may 
transform a collaborative and collegial relationship into one that is cold and distant.213 At 
worst, it can promote (p. 328) adversarial relations that result in destructive interpersonal 
conflict.214 As noted above, adversarial relations promote conflict rather than collabora
tion and divert energies into unproductive areas.215 Unfortunately, as Peter Wallison ob
serves, the “congressional imprimatur” Sarbanes–Oxley put on the monitoring model has 
compounded the problem by encouraging “an adversarial relationship between manage
ments and boards that will, over time, impair corporate risk-taking and thus economic 
growth.”216

Even if a firm’s board and management maintain an appropriately balanced relationship, 
the additional time and effort elicited by the Sarbanes–Oxley Act may not be directed pro
ductively. Boards today “are more focused on compliance with standards and regulations 
than they are on obtaining a competitive advantage.”217 This leaves boards with less time 
to devote to their traditional functions, including management oversight.

6.2.2 Compounding the Board’s Inherent Information Disadvantage
At the minimum, the presence of outsiders on the board increases decision-making costs 
simply because the process takes longer. Part-time outsiders by definition need more in
formation and are likely to take longer to persuade than are full-time insiders.218 In addi
tion to having greater access to formal intra-firm information flows by virtue of being full-
timers, insiders have lots of informal contacts within the firm, which provide even better 
access to information than are available to outsiders whose interactions with firm employ
ees is limited.219 More subtly, and perhaps more importantly, long-term employees make 
significant investments in firm-specific human capital.220 Any employee who advances to 
senior management levels necessarily invests considerable time and effort in learning 
how to do his job more effectively. Much of this knowledge will be specific to the firm for 
which he works, such as when other firms do not do comparable work or his firm has a 
unique corporate culture.221 An employee who has made significant investments in firm-
specific human capital is likely to make better decisions for the firm than an outsider, 
even assuming equal levels of information relating to the decision at hand. The insider 
can put the decision in a broader context, seeing the relationships and connections it has 
to the firm as whole.

(p. 329) 6.2.3 Compounding the Generalist Problem
In contrast to insiders, independent directors have little incentive to invest in firm-specif
ic human capital. As noted, they typically have full-time jobs elsewhere and often serve on 
multiple boards simultaneously. As a result, they tend to be generalists with little firm-
specific knowledge, skills, or expertise.222 Modern boards thus tend to be “composed of 
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individuals who are not qualified to assess the strategic viability of the corporations they 
direct.”223

Corporate casualties in the most recent crisis represent instances of board mem
bers lacking expertise. In years past, some of Merrill Lynch’s board members 
were leaders of prestigious colleges and universities. However, nothing would in
dicate that these individuals had meaningful accounting or financial expertise. 
Their backgrounds and lack of corresponding expertise raise concerns as to their 
ability to effectively monitor an investment bank such as Merrill. Similarly, Citi
group has been criticized for a board that had a dearth of independent directors 
with a financial background. Critics have attributed the independent board mem
bers’ lack of financial skill as a major contributing factor to the company’s prob
lems.224

Unfortunately, the rules mandating director independence virtually ensure that this prob
lem will remain insoluble. The standards defining what constitutes independence effec
tively rule out “just about anybody who has firsthand knowledge of the company and its 
industry.”225 While independent directors can develop such knowledge over time, doing 
so can be a very lengthy process.226 Many independent directors thus never develop more 
than a “rudimentary understanding of their companies’ workings.”227

While at least some long-serving directors may develop a reasonable knowledge of the 
company’s inner workings, long service can give rise to close friendships between nomi
nally independent directors and the managers with whom they serve.228 This can compro
mise the director’s ability to take strong action when management falters. In some cases, 
but not all, long-serving directors “may find it difficult to be truly independent in deciding 
what’s in the shareholders’ best interests.”229

6.2.4 Compounding the Improper Incentives of Independent Directors
The most basic way of incentivizing people to do a good job is to pay them for doing so.230

Oddly, however, it long was against the law for corporations to compensate directors at 
all.231 Because boards at that time consisted mainly of people associated with the firm, 
such as founding entrepreneurs, insiders, or representatives of major shareholders, their 
stake in the (p. 330) company provided alternative incentives for good performance.232 As 
independent directors with no such stake in the company became more common, howev
er, legislatures and courts recognized that compensation now was a necessary incentive 
and changed the law to allow it.233 By the mid-1970s, almost all public corporations paid 
their directors, and the amount of director compensation grew rapidly in the following 
years.234

Unfortunately, the combination of growing cash compensation and management’s control 
of the board nomination process acted “to align the interests of the outside directors with 
current management rather than with the shareholders. . . . Directors whose remunera
tion is unrelated to corporate performance have little personal incentive to challenge 
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their management benefactors.”235 In response, Charles Elson proposed a radical change 
in the form of director compensation:

To ensure that directors will examine executive initiatives in the best interest of 
the business, the outside directors must become substantial shareholders. To facil
itate this, directors’ fees should be paid primarily in company stock that is re
stricted as to resale during their term in office. No other form of compensation, 
which serves to compromise their independence from management, should be per
mitted. The goal is to create within each director a personally based motivation to 
actively monitor management in the best interest of corporate productivity and to 
counteract the oversight-inhibiting environment that management appointment 
and cash-based/benefit-laden fees create.236

In 1996, a NACD blue ribbon panel adopted many of Elson’s ideas, recommending the use 
of stock-based compensation and further opining that directors should personally invest 
an amount in company stock sufficiently large so as to decouple the director’s financial 
interests from those of management.237 The core idea rapidly caught on, although few 
firms went so far as to eliminate all cash compensation and benefits. According to a 2007 
report by the Conference Board, 90 percent of surveyed companies made some form of 
stock-based compensation to directors, with 38 percent paying all or part of the basic re
tainer in stock.238

In theory, this change in board compensation practices should align director incentives 
with the interests of shareholders. If directors have skin in the game, their interests will 
be more closely aligned with those of the shareholders. The problem is that the practice 
of paying directors in stock occurred simultaneously with a dramatic increase in the use 
of (p. 331) stock options to pay management.239 There’s some evidence that stock-based 
compensation is associated with an increase in managerial manipulation of financial re
sults.240

The incentives of directors with substantial stock holdings or in-the-money options are 
more closely aligned with managers than those of shareholders.241 As a result, if man
agers inflate the company’s stock prices by manipulating financial data or otherwise 
cooking the books, “directors may go along because they also stand to benefit.”242 There 
is thus an inherent tension between the competing goals of ensuring director indepen
dence and incentivizing them to perform at a high quality level. The more stock a director 
owns, the less independent the director becomes.243

6.2.5 The Lost Benefits of Insider Representation
Oliver Williamson suggests that one of the board’s functions is to “safeguard the contrac
tual relation between the firm and its management.”244 Insider board representation may 
be necessary to carry out that function. Many adverse firm outcomes are beyond 
management’s control. If the board is limited to monitoring management, and especially 
if it is limited to objective measures of performance, however, the board may be unable to 
differentiate between acts of god, bad luck, ineptitude, and self-dealing. As a result, risk-
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averse managers may demand a higher return to compensate them for the risk that the 
board will be unable to make such distinctions. Alternatively, managers may reduce the 
extent of their investments in firm-specific human capital, so as to minimize non-diversifi
able employment risk. Insider representation on the board may avoid those problems by 
providing better information and insight into the causes of adverse outcomes.

Insider representation on the board also will encourage learned trust between insiders 
and outsiders. Insider representation on the board thus provides the board with a credi
ble source of information necessary to accurate subjective assessment of managerial per
formance. In addition, however, it also serves as a bond between the firm and the top 
management team. Insider directors presumably will look out for their own interests and 
those of their fellow managers. Board representation thus offers some protection against 
dismissal for adverse outcomes outside management’s control.

(p. 332) Such considerations likely explain the finding by Klein of a positive correlation be
tween the presence of insiders on board committees and firm performance.245 They also 
help explain the finding by Wagner et al. that increasing the number of insiders on the 
board is positively correlated with firm performance.246

6.3 Boards-R-Us: A New Direction for Reform

As the preceding discussion confirms, the myriad of reforms of the last decade have for 
the most part simply compounded the problems that lead to board failure. Accordingly, 
Todd Henderson and this author recently proposed a new direction for board reforms.247

Bainbridge and Henderson propose permitting independent firms (e.g., partnerships, cor
porations, etc.) to provide board services. They call these businesses “board service 
providers” (BSPs). The idea would be for a corporation, such as Microsoft or ExxonMobil, 
to hire another entity, call it Boards-R-Us, to provide director services, instead of the 
group of unrelated individuals it currently hires to provide these services.

Companies provide almost all the goods and services in our economy, including such pro
fessional services as accounting or law, because they offer some well-known advantages 
compared with sole proprietorships. For instance, providing director services as a group 
would allow directors to decrease individual risk in ways that are more efficient than 
third-party insurance. It would also allow directors to deploy experts as needed to ad
dress particular problems as they arise, just as consultancies and law firms do.

Board members currently have to get expertise from outsiders hired typically by the CEO, 
which creates conflict-of-interest problems. (Conflict problems arising from BSPs could be 
handled through rules limiting cross-selling of services, just as Sarbanes–Oxley did for ac
counting and consultancy services.) Allowing these experts to be under the same roof 
would reduce this problem, as well as transaction costs. Finally, service firms have repu
tations that exceed those of individual members, meaning the potential for slack or oppor
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tunism is reduced. When an individual acts alone, only one reputation is at stake, but 
when a firm acts, it is effectively betting the reputation of the firm each time.

Hiring a BSP to provide board services instead of a loose group of sole proprietorships 
will increase board accountability, both from markets and judicial supervision. For in
stance, BSPs traded in public markets will be disciplined to provide quality services at 
competitive prices, and courts may be more willing to enforce fiduciary duties against 
companies than against individuals.

There currently is no market for directors. They find their way onto boards largely 
through personal connections, often with the CEO, or the opaque headhunter process, 
and because (p. 333) votes are private and decisions are made collectively, the account
ability to shareholders is greatly diminished. Although it is possible for any individual to 
run for a board seat on any company, the publicity and voting costs are prohibitive. A BSP 
with a national reputation and the ability to provide all director functions would be able 
to reduce the cost of winning board seats. For instance, BSPs can use their brand and 
economies of scale to lower the costs of communicating with and persuading sharehold
ers to hire them.

Bainbridge and Henderson do not argue that all public companies should hire BSPs to 
provide their board services. Companies should merely have the choice to use BSPs—and 
to understand their potential benefits—just as they do for all other services they require.
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Abstract and Keywords

This chapter examines current trends in the regulation and practice of executive remu
neration, particularly emphasizing incentives like stock options and long-term pay. It first 
outlines the main problems of executive pay from the perspective of agency costs theory, 
banking theory, and corporate social responsibility. It then discusses the main policy is
sues relating to executive pay, from design problems and remuneration governance to dis
closure of pay policies and amounts, and prudential regulation of pay structure at banks. 
It considers the regulation of pay governance and disclosure, with special reference to 
EU law, comparative law, and international practice. It explores the rise of shareholder 
engagement in listed companies across the Atlantic and the impact of say on pay rules on 
shareholder activism. Finally, it analyzes the implications of international principles and 
standards, the Dodd-Frank Act, and CRD IV for the regulation of the pay structure at 
banks and other financial institutions.

Keywords: regulation, executive remuneration, incentives, executive pay, banks, say on pay rules, Dodd–Frank 
Act, CRD IV, pay structure, financial institutions

1 Introduction
EXECUTIVE pay lies at the heart of current discussion on corporate governance reform. 
Increased disclosure, monitoring by the media, and institutional investor activism often 
suggest that the levels and structures of executive remuneration are divorced from corpo
rate performance, and represent a sharp conflict of interest between management and 
shareholder interests. Moreover, “excessive” compensation at banks and other financial 
institutions is widely believed to have contributed to the financial crisis by incentivizing 
managers to take excessive risks. In the present chapter we consider executive remuner
ation from a transatlantic perspective, looking at corporate practices, regulation, and in
vestor behavior both in Europe and the US. The remainder of this introductory section in
troduces the main problems of executive pay from the perspective of agency costs theory, 
banking theory, and corporate social responsibility. In section 2, we analyze the main poli
cy issues concerning executive pay, such as design problems, remuneration governance, 
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disclosure of pay policies and amounts, and prudential regulation of pay structure at 
banks. In section 3 we examine the regulation of pay governance and disclosure, focusing 
on EU law, comparative law, and international practice. In section 4 we analyze the regu
lation of pay structure at financial institutions (banks in particular) focusing on the inter
national principles and standards, on the Dodd–Frank Act, and CRD IV. Section 5 

concludes.

1.1 Agency Costs

The principal–agent model has generated two competing views of executive pay.1 Under 
the first view, executive pay remedies the agency costs generated by the misalignment of 
management and shareholder interests in the dispersed ownership company. Sharehold
ers (p. 335) in dispersed ownership systems have only a fractional interest in firm profits, 
are not fully incentivized to discipline, and have limited opportunities to monitor manage
ment.2 Management’s unobserved actions, particularly where personal costly decisions 
(e.g., laying off employees) and private beneficial activities (e.g., consuming perquisites) 
are involved, can reduce shareholder wealth and give rise to agency costs. Whether, and 
the extent to which, a manager will fully pursue the shareholders’ agenda depends on 
how she is incentivized. Agency theory suggests that the performance-based pay con
tract, which links pay to shareholder wealth via performance indicators such as share 
prices or accounting-based targets, is a powerful way of attracting, retaining, and moti
vating managers to pursue the shareholders’ agenda.3 In the dispersed ownership con
text, this approach has dominated the pay debate and pay practices since the early 1990s 
and still enjoys considerable support as making management more sensitive to sharehold
ers’ interests.4

According to a second view, executive pay can also be regarded as an agency cost in itself 
in that it provides a powerful and opaque device for self-dealing by conflicted managers.5

In practice, pay is not set by shareholders; instead, it is set on their behalf by the board of 
directors, which is expected to align shareholder and managerial incentives.6 

Nonetheless, a conflicted board may use the pay-setting process to influence pay and ex
tract rents in the form of pay in excess of that would be optimal for shareholders, given 
weaknesses in the design of pay contracts and in their supporting governance 
structures.7 In other words, executive pay raises an additional agency problem: How can 
the effectiveness of the executive pay contract as a remedy for manager/shareholder 
agency costs be protected from conflicts between the board, as pay-setter, and the share
holders?8 The equity-based incentive contract may, as post-Enron scholarship argues, 
deepen conflicts of interest between shareholders and managers by generating perverse 
management incentives to manipulate financial disclosure, particularly earnings, and dis
tort share prices, which can lead to catastrophic (p. 336) corporate failures. The conse
quences of such a cycle of ever higher share prices, and their impact on pay, have been 
examined as “the agency costs of overvalued equity.”9
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The relationship between agency problems and the executive pay incentive contract takes 
on an additional complexity in continental European firms, characterized by concentrated 
shareholdings and long-term shareholder commitment.10 Here, incentives and conflicts 
change, as concentration of control (possibly intensified by cross shareholdings, pyrami
dal ownership structures, proxy voting by financial institutions connected to the company, 
and voting pacts) recasts the agency problem which executive pay is designed to resolve. 
The agency costs which trouble the dispersed ownership company are reduced, as block-
holding shareholders have both incentives and resources to monitor managers effectively. 
As a result, there is less need for an incentive contract to control the conflict between 
management and shareholder interests that is remedied by executive pay. There is also 
less probability of the agency problem which derives from executive pay arising. Howev
er, other concerns may emerge with regards to concentrated shareholdings regarding al
so executive pay.

1.2 Financial Stability

The traditional agency approach does not fully explain the problems of bankers’ pay and 
their possible impact on financial stability. No doubt, a widespread post-crisis view holds 
that the failure of banks both in Europe and the US may have been at least partially 
caused by flawed remuneration structures, including short-term incentives that may have 
led bank managers to take risks which in the long run appeared to be excessive. Nonethe
less, empirical research has shown that banks that failed in the crisis somehow complied 
with best practices as to corporate governance and executive remuneration.11 A paper by 
Rüdiger Fahlenbrach and René Stulz analyzes a sample of 98 large banks across the 
world and finds “no evidence that banks with a better alignment of CEOs’ interests with 
those of their shareholders had higher returns during the crisis.”12 The authors rather 
identify “some evidence that banks led by CEOs whose interests were better aligned with 
those of their shareholders had worse stock returns and a worse return on equity.” Ac
cording to their study, CEOs had substantial wealth invested in their banks, with the me
dian CEO portfolio including stocks and options in the relevant bank worth more than 
eight times the value of the CEO’s total compensation in 2006. Similar equity holdings 
should have led CEOs to focus on the long term, avoiding too much risk and excessive 
leverage for their banks. Instead, the study shows that a bank’s stock return performance 
in 2007–2008 was negatively related to the dollar value of its CEO’s (p. 337) holdings of 
shares in 2006, and that a bank’s return on equity in 2008 was negatively related to its 
CEO’s holdings in shares in 2006.

However, another stream of literature highlights possible agency costs in banks caused 
by inadequate remuneration structures. A paper by Lucian Bebchuk, Alma Cohen, and 
Holger Spamann on executive compensation at Bear Stearns and Lehman Brothers focus
es on the link between substantial short-term incentives and excessive risk taking.13 The 
authors argue that the large losses on shares that the top financiers suffered when their 
firms melted down do not offer a full picture of their payoffs, which should include what 
the same executives cashed out in the 2000–2008 period and what they owned initially. In 
the observed timeframe, the relevant executives received large amounts of cash bonus 
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compensation and “regularly took large amounts of money off the table by unloading 
shares and options.” Indeed, performance-based compensation paid to top executives at 
Bear Stearns and Lehman Brothers substantially exceeded the value of their holdings at 
the beginning of the period. Bebchuk et al. argue that this provides a basis for concern 
about the incentives of the two banks’ executives. Rather than producing a “tight align
ment” of their interests with long-term shareholder value, the design of performance-
based compensation provided executives of the relevant firms with substantial opportuni
ties “to take large amounts of compensation based on short-term gains off the table and 
retain it even after the drastic reversal of the two companies’ fortunes.”

In order to get the full picture, the remuneration of other bank employees (such as 
traders) should also be taken into account, particularly that of high earners who con
tribute to risk taking by the firm.14 Even though precise empirical data are lacking, it is 
well known that many of these employees were paid short-term incentives before the cri
sis in amounts much greater than that of their fixed salaries. As explained by Diamond 
and Rajan (2009):

Given the competition for talent, traders have to be paid generously based on per
formance. But many of the compensation schemes paid for short-term risk-adjust
ed performance. This gave traders an incentive to take risks that were not recog
nized by the system, so they could generate income that appeared to stem from 
their superior abilities, even though it was in fact only a market-risk premium.15

No doubt, assuming that CEOs and other top managers were awarded the right incentive 
schemes—i.e., not only short-term, but also long-term incentives—the fact that other em
ployees had mainly short-term incentives should not be a source of great concern, provid
ed that sound risk management systems were in place and an effective oversight was ex
ercised on risk takers by their superiors. However, as widely acknowledged in the after
math of the crisis, this was not always the case at large banks, where risk management 
systems were often deficient, and CEOs and top managers frequently did not have proper 
controls over the financial operations. Moreover, the problems were exacerbated by the 
huge (p. 338) amounts promised by banks to their employees. As colorfully described by 
Professor Alan Blinder, traders and other employees were often offered:

the following sort of go-for-broke incentives when they place financial bets: 
Heads, you become richer than Croesus; tails, you get no bonus, receive instead 
about four times the national average salary, and may (or may not) have to look for 
another job . . . Faced with such skewed incentives, they place lots of big bets. If 
heads come up, they acquire dynastic wealth. If tails come up, OPM [other people 
money] absorbs almost all losses.16
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1.3 Social Issues

The criticism of excessive pay also concerns non-financial firms and, across sectors, por
trays a social perspective. Indeed, populist and political resentment against income dis
parity is on the rise, particularly in the present context of economic uncertainty, leading 
to a lack of confidence in the integrity and fairness of large corporations. The US was the 
first to officially address the social implications of high executive pay.17 In September 
2013 the SEC proposed new rules on disclosure by public companies of the ratio of CEO 
pay to median employee pay, as required under Section 953(b) of the Dodd–Frank Act.18

This approach has been the subject of intense debate and has garnered significant media 
attention.19 Its supporters, including pension funds and other socially-minded investors, 
argue that the ratio represents material information for investors and that looking at the 
overall compensation framework of a single company can help rein in excessive executive 
pay.20 In contrast, business organizations, major law firms, and other market constituen
cies argue that the pay ratio would provide little or no insight for investors, who are 
rather interested in the correlation between CEO pay and the company’s financial perfor
mance, also in comparison with pay practices at other public companies.21

The reported ratio is expected to be very high, even for CEOs whose compensation is rel
atively modest. Whilst the US is attempting to deter excessive executive pay by holding 
boards (p. 339) accountable both to shareholders and society through mandated disclo
sure, some European countries target similar goals through different measures.22 For ex
ample, France uses taxation as a means to rebalance pay differences between corporate 
executives (and high earners in general) and other employees, through a 75 percent “su
per tax” payable by employers on compensation over €1m.23 In Germany, changes to the 
Corporate Governance Code were effected requiring supervisory boards (1) to set maxi
mum payout levels on the total and individual pay of executive board members and (2) to 
consider the relationship between executive board members’ remuneration and that of 
staff generally.24 In Switzerland, following a public referendum against excessive salaries 
in March 2013 (the “fat cat initiative”), the voters’ majority called for new constitutional 
rules to control executive pay and improve the corporate governance of listed 
companies.25 As the referendum’s outcome was not directly enforceable, the Federal 
Council adopted an interim ordinance,26 which intends to improve the corporate gover
nance of Swiss listed companies and empowers shareholders to express a binding vote on 
executive compensation. The new ordinance is particularly striking as it includes penal 
provisions for breaches of its rules and for executives being granted or accepting exces
sive compensation.

2 Policy Issues

2.1 Design Problems
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Performance pay may suffer from a number of inherent design defects which damage the 
performance link at the heart of the incentive contract’s effectiveness as an interest-
alignment device, and which provoke conflicts between management and shareholders or, 
potentially, between management/controlling shareholders and minority shareholders (ac
cording to the particular shareholder/management profile in blockholding companies). 
These defects heighten the need for an effective governance and disclosure matrix for 
pay setting if the alignment process is to work. We highlight three main design chal
lenges: proxies for firm performance, stock options, and long-term pay.27

(p. 340) 2.1.1 Proxies for Firm Performance
Share price is ordinarily the best available proxy for shareholder wealth and reflects over
all corporate performance more effectively than business-line linked, target-specific 
bonuses. But the danger arises when generating incentives to inflate earnings and man
age disclosure to generate short-term share-price increases. Equity-based compensation 
also risks over-compensation of executives who preside over a period of market growth 
and under-compensation of those caught in a period of overall poor market performance. 
It is, however, difficult to construct a better alternative for shareholder wealth, given that 
it does reflect the market’s perception of the company’s current and future cash flows, 
and so its perceptions of management performance and investment opportunities.28 The 
risk of management inflating the share price, however, demands that the governance ma
trix, which monitors management and supports pay setting, whether it be independent di
rectors, institutional investors, or controlling shareholders, is robust and establishes risk-
adjustment mechanisms in the remuneration policy.

2.1.2 Share Options
Share options pose a second major design problem. They can create potentially powerful 
incentives by linking pay to shareholder returns expressed via the share price. They can 
incentivize executives to take efficient but personally stressful decisions and promote 
greater efforts to increase the global value of the company and the share price.29 They 
have an attractively asymmetrical pay structure in that they reward success but do not 
appear to penalize failure: Executives are not likely to equate the failure to make a gain 
with an actual loss. Options can also act as a powerful inducement to attract talent and 
can incentivize executives to stay. At the same time, share options also display a number 
of inherent inefficiencies and possible risks,30 such as the following:

1 Relative performance. Fixed price options, where vesting is independent of perfor
mance, can deliver very large gains for executives whenever the market is rising, 
even if the company is under-performing its competitors.31 This problem can be 
avoided by linking the option’s exercise price to a market or peer-group index such 
that executives are rewarded only when they outperform the competition, or linking 
exercise to the achievement of performance conditions.

(p. 341) 2 Repricing. The capacity for share options to be re-priced when the share 
price falls on poor corporate performance (rather than on sector-wide movements) 
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further weakens the incentive justification and damages the alignment mechanism.32

This was a common practice in the US prior to changes in accounting regulations.33

3 Impact on dividend policy. If share options appropriately align shareholder and 
management incentives, management should be incentivized to allocate cash flow to 
shareholders in the form of dividends. Share options can distort this alignment as the 
value of options drops with dividend payment, incentivizing management to reduce 
dividends.34

4 Dilution. Share options carry the risk of dilution and, therefore, of a reduction in 
earnings per share and entrenchment of management voting power.35 Dilution also 
raises difficulties in blockholding companies, where controllers may see their domi
nant position weakened.

Option grants can, however, be structured to avoid incentive alignment weaknesses. The 
share option problem then becomes one of how to ensure good supporting governance in, 
and disclosure of, pay setting, rather than a difficulty with the option as a tool of execu
tive pay per se. Design problems are in the hands of the board, as pay setter, and its al
lied monitoring structures. If the board strategy is aligned with shareholder interests, 
structure problems can be mitigated. Although the connection between bad governance 
and suboptimal pay structures is not entirely clear,36 the link between optimal sharehold
er interest alignment and good governance drives regulatory responses to remuneration.

2.1.3 Long-Term Pay
One of the concerns in the discussion regarding executive pay design has been that it is 
insufficiently focused on the long term, leading to reckless, short-term decision-making 
by executives and to financial bubbles.37 However, combating short-termism appears to 
be high on the post-crisis agenda, as shown by the Kay Review in the UK, suggesting that 
“companies should structure directors’ remuneration to relate incentives to sustainable 
long-term business performance. Long-term performance incentives should be provided 

(p. 342) only in the form of company shares to be held at least until after the executive has 
retired from the business.”38 In addition, corporate governance scholars suggest that ex
ecutives should be encouraged to focus on the long term by holding a large fraction of 
their equity after it vests. Bhagat and Romano, in particular, recommend that incentive 
compensation should consist only of restricted stock and restricted stock options—re
stricted in the sense that the executive cannot sell the shares or exercise the options for 
two to four years after his or her last day in office. They contend that such an incentive 
compensation package will focus management’s attention on the long-run and discourage 
investment in high-risk, value-destroying projects.39 Bebchuk and Fried also focus on eq
uity-based compensation as a way for tying incentives to long-term results.40 They partic
ularly analyze the optimal design of limitations on unwinding, arguing that an executive 
receiving an equity-based grant should not be free to unwind the received equity incen
tives for a specified period of time after vesting, after which she should be permitted to 
unwind the equity only gradually. Moreover, they advocate that firms adopt arrangements 
designed to ensure that executives cannot easily evade both the prescriptions that re
quire executives to hold equity for the long term and those that prevent gaming.
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2.2 Governance Mechanisms

The effectiveness of the incentive contract largely depends on the management of agency 
problems between the board and shareholders and on adequate monitoring by, inter alia, 
independent directors and, ultimately, shareholders.

2.2.1 Boards
A board may become passive or captured by management, and hence poorly incentivized 
to bargain for optimal incentive pay in shareholder interests. The addition of independent 
directors to the board (or board remuneration committee) may provide a solution and is a 
dominant theme of regulatory responses to remuneration, albeit adjusted, in blockholding 
systems, to reflect the influence of controlling shareholders.41 Independent, well-re
sourced, informed, and competent directors should be able to withstand any overbearing 
influence of senior management and be more likely to judge performance in the share
holders’ interests and with respect to the company’s performance.42

(p. 343) There are, however, certain impediments to optimizing the presence of indepen
dent directors. Independent directors in given circumstances may be reluctant to disturb 
the status quo, or may be incentivized to set pay in a manner beneficial to them where 
they are serving executive directors. They may lack expertise on pay or have insufficient 
time to become expert. Disclosure flows to independent directors on corporate perfor
mance may be unreliable. Reputational factors, which may result in an independent direc
tor who is regarded as “tough on pay” being blacklisted from other boards may arise. The 
empirical evidence on the effectiveness of independent directors is equivocal.43 It has al
so been suggested that independent directors have not always controlled executive pay 
but rather presided over its explosion.44

One way out of this impasse is to impose rigorous controls on the independence of nomi
nally independent directors, which can only be achieved to a limited degree in blockhold
ing systems. Composed primarily of independent directors and exercising pay-setting 
functions delegated from the board, the remuneration committee can act as an objective 
control on the pay-setting process. However, the remuneration committee may be particu
larly ineffectual in blockholding companies playing, in effect, a fictional role as pay is set 
by the controlling shareholders directly, although it has a potentially important role in mi
nority shareholder protection.

While external remuneration consultants provide expertise in the complex area of pay de
sign and improve disclosure flows to the remuneration committee, they are also vulnera
ble to capture by the board and may exacerbate problems by acting as a camouflage 
mechanism to legitimize suboptimal pay decisions, unless selected by and accountable to 
the remuneration committee.45

2.2.2 Shareholders
The effectiveness of back-stop shareholder monitoring of the incentive contract and the 
pay-setting process lies at the core of the pay-setting problem in the dispersed-ownership 
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context. As effective monitors, whether via direct shareholder voice mechanisms, such as 
votes on pay, or via indirect lobbying, shareholders suffer from the collective action prob
lem and from lack of information. Collective action problems are exacerbated in the case 
of executive pay as shareholders are unlikely to see substantial individual gains from a 
potential reduction in executive pay, and may suffer if management incentives are dam
aged. An examination of the optimality of pay decisions requires careful case-by-case 
analysis of disclosure which, even where it is made available, can be difficult for share
holders. Institutional investors are, albeit controversially, often regarded as potentially 
strong corporate monitors. The extent to which institutional investors can bear on the pay 
process is, however, doubtful.46

(p. 344) The collective action problem arises and is aggravated by the need for institutions 
to have diversified holdings,47 which dilutes the ability of institutional investors to focus 
on company-specific issues. Institutions may not communicate effectively as a group and 
so fail to influence the board. Agency problems can also arise within an institutional in
vestor, where, for example, an investor’s corporate governance team faces pressure from 
other internal groups which provide services to a company’s management.48 Institutional 
investors may also be prone to short-termism and ill-equipped to undertake successful 
long-term monitoring of executive pay strategies. However, there is some US evidence 
that large shareholders (5 percent and over) can act as an effective governance mecha
nism with respect to remuneration.49 Law, and particularly mandatory disclosure, ap
pears to matter in this context, as the changes to UK company law in 2002 requiring a 
shareholder vote on the Director’s Remuneration Report, appeared to galvanize institu
tional investors into action, as we argue below.

However, a significant development in the last few years has been the rise of shareholder 
engagement. This mainly depends on the re-concentration of ownership in the hands of 
institutional investors and on the willingness of many of these to behave as active in
vestors.50 While there are also other issues to debate (such as corporate social responsi
bility), remuneration stands out in particular as a topic on which investors have signifi
cant interest.51 Generally, companies engage with shareholders on executive compensa
tion well ahead of the annual general meeting. While initially engagement occurred pri
marily in cases in which a “no” recommendation had been issued by proxy advisors on a 
company’s pay policy or other negative feedback had come from significant shareholders, 
it is accepted today that dialogue with shareholders should take place in all circum
stances.52 Indeed, not only pay practices but also corporate performance drive proxy ad
visors’ recommendations and voting by institutional investors.53 Therefore, a negative 
recommendation or vote could be issued simply on the basis of a perceived disconnect be
tween between pay and corporate performance or shareholder return, regardless of how 
carefully remuneration structures comply with best practices.
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(p. 345) 2.3 Disclosure

Disclosure may provide the least costly way to manage the range of potential agency 
costs by ensuring that shareholders have sufficient information on remuneration as well 
as on any potential conflicts in the remuneration-setting process. It is also a more limited 
form of intervention in governance, which would allow flexibility and increase transparen
cy in remuneration-setting in dispersed and blockholding ownership companies.54 

Disclosure requirements prompt the board to justify pay choices and the pay-setting 
process, and can also enhance the accountability and visibility of the remuneration com
mittee. They can also sharpen shareholder monitoring, particularly by inducing institu
tional shareholders to play a more active role. Disclosure of pay lowers the cost of moni
toring by raising the reputation of institutional investor monitors by signalling or publiciz
ing the results of their active approach and generating greater deterrence effects. It also 
facilitates communication between institutional investors and with company manage
ment.

While disclosure is traditionally associated with minimal regulatory intervention, there 
are costs involved. The benefits of potentially greater shareholder activism must be 
weighed against popular and political reaction to enhanced disclosure of executive pay. 
With enhanced disclosure, pay questions are played out in the media, influenced by 
labour, captured by private interests (such as those of political activists and union person
nel), and politically infused. Remuneration committees may be vulnerable to responding 
to political and workforce pressures and adopting suboptimal remuneration structures 
which are not sufficiently sensitive to performance.55 Disclosure which focuses on head
line pay levels invites popular hostility and does not assist shareholders in assessing re
muneration structures, and the pay-setting process is destabilizing.56 By contrast, disclo
sure which makes it easier to assess the pay-performance relation/incentive structure and 
the effectiveness of governance can remedy some of the structural and process weakness
es of executive remuneration. Among other possible drawbacks of excessive disclosure, 
there is the risk that disclosure may result in an increase in pay due to a ratcheting ef
fect.

2.4 Mandatory Pay Structure

In a previous paper we argued that the case for regulating the structure of bankers’ pay 
appears to be rather weak.57 First, it is far from proven that pay structures generally con
tributed to excessive risk taking before the recent crisis. According to some of the studies 
cited above, corporate governance and compensation structures of CEOs at banks that 
failed were not necessarily flawed. Second, even assuming that compensation structures 
were flawed—in particular, those of traders and other middle-managers taking excessive 
risks for banks—the need for their regulation would not be automatically established. In 
fact, excessive risk taking could be curbed directly through prudential regulation of bank
ing activities, rather than by modelling the incentives of bank employees, also given that 
regulators (p. 346) may not be professionally qualified for designing pay structure.58

Thirdly, mandating pay structures hampers the flexibility of compensation arrangements, 
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which need tailoring to individual firms and managers, also in light of the latter’s portfo
lios of their own bank securities. Moreover, in this context, bank boards may lose one of 
their key governance functions, finding it more difficult to align executives’ incentives to 
corporate strategy and risk profile. This may also create problems in keeping and attract
ing managerial talent, particularly from countries that adopt a more liberal stance or 
from firms that are not subject to regulatory constraints (such as hedge funds or private 
equities).

Nonetheless, competent authorities should supervise bankers’ compensation from the 
perspective of bank safety and soundness. Rather than designing compensation struc
tures ex ante, which is a matter for institutions and their boards, they should analyze the 
impact of actual remuneration structures on risk taking and conduct their surveillance ac
tivities accordingly, for instance by imposing higher capital requirements to institutions 
adopting “aggressive” or inappropriate remuneration mechanisms. Moreover, supervisors 
should check bank compliance with compensation governance requirements and with the 
disclosure requirements concerning remuneration policies. Rather than interfering with 
pay structures, this type of regulation aims to ensure that organizational structures and 
procedures are in place for the setting of pay in compliance with safety and soundness re
quirements.

3 Regulating Pay Governance and Disclosure

3.1 EU Law

Disclosure, shareholder voice, and the independent director all appear in the EU’s strate
gy for executive pay. The EU’s initial approach, set out in the 2004 and 2005 Recommen
dations, was based on pay governance.59 A number of directives adopted under the Finan
cial Services Action Plan also form part of the EU’s pay matrix by improving disclosure, 
both generally and with respect to pay, and by addressing insider dealing risks.60

3.1.1 The 2004–2005 Recommendations
To achieve its objectives, the Commission employed a non-binding Recommendation, 
avoiding a “one-size-fits-all” solution at the firm and Member State levels. The 2004 Rec
ommendation was the EU’s first attempt to address best practice with respect to pay gov
ernance. It uses disclosure and shareholder voice mechanisms to support efficient pay 
and recommends: disclosure of company pay policy, either in a distinct remuneration re
port or in the annual report; detailed disclosure concerning individual directors’ pay; a 

(p. 347) shareholders’ vote on company pay policy, which can be either binding or adviso
ry; and a priori approval of share-based schemes. The Recommendation does not engage 
with pay design, although support for performance-based pay is implicit across the Rec
ommendation.
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The role of the board in pay setting is addressed by the parallel 2005 Recommendation on 
the role of non-executive directors, which highlights remuneration as an area in which 
the “potential for conflict of interest is particularly high” and recommends that boards 
should have an “appropriate balance” of executive and non-executive directors such that 
no individual or group of individuals can dominate decision-making and there is a “suffi
cient” number of “independent” non-executive directors; board committees should be cre
ated for issues particularly vulnerable to conflict of interest (including remuneration); 
and the remuneration committee (its functions are delineated in some detail) should be 
composed exclusively of non-executive or supervisory directors, a majority of whom 
should be independent. The Recommendation also provides guidelines on the notion of 
“independence.”

Member States were free to adopt the Recommendations (implementation was not 
mandatory) either through legislation or, as has been the dominant method, through soft 
law, typically based on the local Corporate Governance Code and, for many Member 
States though not all, on the related “comply or explain” principle.61 Poor compliance 
need not necessarily follow from soft law implementation; companies that voluntarily 
adopt more rigorous corporate governance structures can be rewarded by a positive ef
fect on firm value.62

3.1.2 The 2009 Recommendation
Executive pay in non-financial firms was pulled into the Commission’s wider financial cri
sis reform agenda with the adoption of a 2009 Recommendation on Directors’ Remunera
tion, which had to be implemented by the Member States by the end of 2009. Through it 
the Commission moved closer to the problematic, but politically appealing, design sphere. 
Noting that remuneration structures have become increasingly complex, too focused on 
the short term and leading, in some cases, to “excessive” remuneration not justified by 
performance,63 the Commission adopted a series of voluntary principles concerning the 
structure of remuneration. The 2009 Recommendation focuses in particular on the pay/
performance link, on long-term sustainability and on restricting “excessive” variable pay.

(p. 348) The Recommendation addresses remuneration policy disclosure, suggesting that 
the remuneration policy be clear and easily understandable, that an explanation be pro
vided concerning how performance criteria relate to firms’ long-term interests and with 
respect to whether those criteria were fulfilled, and that “sufficient information” be pro
vided concerning termination payments, vesting, and other restrictions, and concerning 
the peer groups on which the remuneration policy is based. The Recommendation touch
es upon the remuneration committee, buttressing its independence and suggesting that 
one member have knowledge and experience concerning remuneration. The Recommen
dation also considers design issues, suggesting that performance criteria promote long-
term sustainability and include relevant non-financial criteria, that variable pay be with
held when performance criteria are not met, and that arrangements be made to claw 
back variable pay awarded on the basis of data which proves to be misstated. Moreover, 
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termination payments should not exceed a fixed amount and, in general, not be higher 
than two years of non-variable pay.

However, the Recommendation goes further and appears imbued with a concern to re
duce pay levels. The suggestion that undefined “limits” should be placed on variable pay 
is particularly troubling, given the benefits of incentive alignment, and represents an un
due incursion into corporate autonomy.64 The Recommendation similarly suggests that re
muneration committees should ensure that executive director remuneration is “propor
tionate” to that of other executive directors and other staff members. While efforts have 
been made by some Member States to address proportionality concerns, this is not wide
spread and there is little evidence that intervention in support of “reasonable” pay 
works.65

The Recommendation’s suggestions with respect to the deferral of pay are similarly intru
sive. It suggests: that the “major part” of variable pay should be deferred for a “minimum 
period” of time; that restrictions on share-based pay and that the vesting of shares and 
the exercise of share options be subject to predetermined and measurable performance 
criteria; that shares should not vest for at least three years after their award and that 
share options or similar rights should not be exercisable for three years. The Commission 
has also suggested that a certain number of shares be retained by directors until the end 
of their mandate. Performance share plans, particularly linked with director shareholding 
periods, have proved to be a very useful mechanism for aligning director interests more 
effectively with long-term performance and are already a feature of several European 
Codes.66

3.1.3 Recent Proposals
In 2014 the European Commission proposed a revision of the Shareholder Rights Direc
tive (SRD), including measures to improve the corporate governance of listed companies 
in an effort to increase the transparency and long-term sustainability of these companies. 
The new (p. 349) Directive, which was adopted in 2017, aims to encourage shareholders to 
engage more with the companies they invest in and to take a longer-term perspective on 
their investments.67

The amended SRD strengthens shareholder rights to exercise proper control over man
agement, including a binding “say on pay.” This comes as a reaction to the insufficient 
link between management pay and performance, which has determined harmful short-
term tendencies. In addition, the new directive enhances transparency on remuneration 
policy and the actual remuneration of individual directors, and improves shareholder 
oversight of directors’ remuneration. Each listed company in the EU will be required to 
put its remuneration policy to a binding shareholder vote at the general meeting. Howev
er, Member States may provide for the vote on remuneration policy to be advisory. Share
holders will also vote on a company’s remuneration report, which describes how the re
muneration policy has been applied in the last year, but their vote would be advisory only. 
Where the shareholders vote against the remuneration report, boards will need to explain 
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in their next remuneration report how the vote of the shareholders has been taken in ac
count.

Companies will have to provide a clear, understandable remuneration policy, in line with 
the business strategy, long-term interests, and sustainability of the firm.The policy will set 
clear criteria and explanations for the award of fixed and variable remuneration; explain 
how the pay and employment conditions of employees of the company were taken into ac
count when establishing the remuneration policy; indicate the main terms of the con
tracts of directors and the decision-making process leading to their determination. The 
remuneration report also will need to be clear and understandable, including information 
on the total remuneration split out by component; the relative proportion of fixed and 
variable remuneration; how the total remuneration complies with the adopted remunera
tion policy; and how the performance criteria were applied. Once the shareholders have 
approved the remuneration policy, a company will not be permitted to pay remuneration 
to directors other than in accordance with that policy.

The Directive does not regulate the level of remuneration and leaves decisions on this to 
companies and their shareholders. The transparency and voting requirements are similar 
to those already in place for UK quoted companies. However, there are no detailed re
quirements for disclosure. Other Commission proposals also have an impact on the ap
proach to remuneration policies by the companies. Notably, the Recommendation on the 
quality of corporate governance reporting (“comply or explain” principle) provides guid
ance to listed companies, investors, and other interested parties so as to improve the 
overall quality of corporate governance statements.68

3.2 Comparative Regulation

The EU regulatory framework based on non-binding recommendations proved unsuccess
ful in embedding good practices with respect to remuneration governance across (p. 350)

Europe’s largest companies.69 Significant differences continued to persist across Member 
States’ regulatory regimes and in pay governance practices.70 Institutional investors were 
not persuasive in demanding better practices either, which may reflect the difficulties 
they faced in assessing industry-wide practices given generally poor disclosure.

3.2.1 From Soft to Mandatory Regulation

Either anticipating or following the Commission’s proposals, Belgium, Portugal, Spain, 
Italy, and the UK were the first jurisdictions to consider moving remuneration governance 
and disclosure into law. Belgium adopted a law aimed primarily at reinforcing boards in 
listed companies,71 which lifted a number of the national Corporate Governance Code 
provisions to the legislative level. As a result, the creation of a remuneration committee 
became mandatory and the publication of a corporate governance statement including a 
remuneration report was required. The Portuguese market regulator issued a 2010 Regu
lation on Corporate Governance, which provides for mandatory description of the remu
neration policy and disclosure of individual director remuneration.72 The regulation also 
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requires firms to report on the composition of the remuneration committee and the fact 
that at least one of its members has knowledge and experience in remuneration policy is
sues. In Spain, the Law on Sustainable Economy, in effect since March 2011, delegated 
the Ministry of Economy and Finance and the market supervisor (CNMV) to determine 
the structure and content of companies’ remuneration report.73 The CNMV issued a regu
lation requiring disclosure of remuneration in a standard annual report format.74 

Similarly, in 2011 in Italy the Securities Commission (CONSOB) adopted new rules on 
transparency of remuneration,75 requiring uniform and detailed disclosure of compensa
tion practices and setting standards characteristics to be included in the remuneration 
report. The regulation also makes provisions for shareholder vote on both the previous 
year’s policy and the proposed future policy.

The UK has traditionally had the most extensive set of governance requirements in force 
with respect to executive compensation in Europe. Listed companies have been required 
to prepare a Directors’ Remuneration Report since 2002 and submit it to the advisory 

(p. 351) vote of shareholders.76 Despite similar regulatory measures, during the recent cri
sis, UK companies—banks in particular—raised serious concerns for what many ob
servers considered as “excessive executive pay.”77 This led the government in 2011 and 
2012 to announce a reform directed to curb executive pay through greater remuneration 
transparency, more shareholder powers, and more diverse board and remuneration com
mittees.78

3.2.2 Say on Pay
Pressure over dealing with “inappropriate” executive compensation, be it understood as 
either “excessive” or misaligned with shareholder value, has led to initiatives giving in
vestors greater influence over executive pay through a vote on companies’ remuneration 
policies and packages, i.e., through the “say-on-pay” process.

In the US, votes on pay are mandatory under the 2010 Dodd–Frank Wall Street Reform 
and Consumer Protection Act, but the voting result is not binding. Most European juris
dictions, in their governance codes, introduced an advisory vote on the remuneration poli
cy and a binding vote on equity-based incentive schemes. Few regulators went further, in
troducing binding votes on pay policy, in the hope that such votes would determine corpo
rations to be more conservative with respect to the total amount paid to their executives 
and that this would be more driven by corporate performance. The Netherlands, Sweden, 
and Norway, however, had already required binding say on pay before the crisis.79

Post-crisis reforms not only regard the nature of the vote (binding or advisory), but also 
the possible shift of voting requirements from best practice principles to legislation. 
Spain and Italy were among the first countries to introduce a similar rule in their corpo
rate laws, while France has extensively debated the issue at government level.80 For a 
long time, in the UK the shareholder advisory vote on executive compensation has been 
non-binding on companies and their boards. Since spring 2012, however, the government 
moved toward a binding regime through a range of proposals, including: an annual bind
ing vote on future remuneration policy; an annual advisory vote on how the company’s 
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pay policy was implemented in the previous year; and a binding vote on “exit payments” 
of more than one year’s salary.

The effects of say on pay started to be felt soon after the launch of these reforms. The 
case of UK companies failing to receive majority support for their pay policies in 2011 
could be considered representative for the history of “say on pay.”81 In the US, by com
parison, the (p. 352) impact of the recent reform introducing say on pay may be seen as 
modest. Amongst the Russell 3000 companies with say-on-pay votes occurring between 
September 2011 and June 2012, 2.4 percent failed to achieve shareholder support levels 
of 50 percent or higher. These results point to a slight rise in say-on-pay failure rates 
compared to 2011, when 1.6 percent of Russell 3000 companies failed over the same 
timeframe.82

No doubt, “say-on-pay” has increased the power of proxy advisory firms, especially the 
two largest, Institutional Shareholder Services (ISS) and Glass Lewis and Co. Similar to 
rating agencies prior to the financial crisis, these firms have implicitly been granted by 
regulators significant power as to the shaping of corporate governance policies in US 
public companies and their influence has spread over to Europe and Asia as well.83 

Research has consistently shown a strong correlation between recommendations of proxy 
advisors and proxy voting by institutional shareholders.84 The influence of these firms is 
enhanced by the fact that investors may find it less costly to pay a fee for the advisory 
firms’ reports and rely on their recommendations especially in highly technical, if not ar
cane, matters like incentives structure for top executives and the link between incentives 
and corporate performance. However, large institutional investors such as Fidelity, Van
guard, BlackRock, and T. Rowe Price still assign analysts to study executive compensation 
at their portfolio companies, develop internal policies, and make voting determinations.

Studies show that, historically, a negative recommendation from ISS will, on average, in
fluence between 13.6 percent and 20.6 percent of votes cast on management-sponsored 
proposals.85 Companies that receive a negative recommendation from ISS almost always 
fail their say-on-pay vote, whereas no company that receives a positive ISS recommenda
tion fails its say-on-pay vote. The policies that advisory firms prefer also influence deci
sions by the non-executive directors of public companies. However, there is evidence that 
such influence may not be for the better in terms of shareholder value enhancement. For 
example, research found that, when public companies implement certain principles de
fined by proxy advisers as “best practices” (in this case with regard to stock option ex
change programs), gains in shareholder value are on average 50 percent to 100 percent 
less than at other firms.86 Conflicts of interest (p. 353) of proxy advisory firms have also 
become an issue, so that regulators from Europe and the US have proposed to regulate 
these firms; and the policy debate continues.87

As a result of the ambiguous benefits of proxy advisors and of increased shareholder ac
tivism, several investors have reduced their reliance on advisors’ recommendations. In 
2013 Blackrock (the world’s largest asset manager) announced that they were no longer 
following ISS recommendations and released their comprehensive voting policies for each 
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main jurisdiction.88 These policies sometimes go against practices which, in a given juris
diction, are generally accepted, such as performance based remuneration for non-execu
tive directors in German companies; poor disclosure of remuneration policies in Greek 
companies; excessive severance payments in Italian companies. They also emphasize the 
importance of aligning the performance metrics of variable pay to the execution of strate
gy at UK companies, where long-term compensation plans are known to be rather com
plex.

Several investors and representative associations have put forward principles with re
gard to remuneration, setting out their own views on the role of shareholders and direc
tors in relation to remuneration and the manner in which remuneration should be deter
mined and structured. For example, the National Association of Pension Funds (NAPF) in 
the UK updated its remuneration guidelines and published a “Remuneration Principles” 
document. The Guidelines track the Principles of the UK Corporate Governance Code, 
and give guidance on how each principle should be applied and what investors might look 
for in particular, followed by a voting recommendation. The revisions of the NAPF’s remu
neration guidelines include a new list of practices that are likely to cause investor con
cern and may even trigger a vote against Directors’ Remuneration Reports and/or new 
share plans.89 Investors often act in concert when addressing governance issues of in
vestee companies, with the aim of building a meaningful voice, as in the case of the 
GC100 and Investor Group (Group formed by GC100 representing FTSE100 companies 
and the Corporate Governance Forum, a network of leading institutional investors) who 
issued their own Directors’ Remuneration Reporting Guidance.90 The guidelines substan
tially change the requirements for the contents of the directors’ remuneration report and 
include some significant new disclosures, expecting companies not to adopt a “boiler
plate” approach and be innovative in order to meet their specific needs.

Other large investors—including Fidelity, Legal & General, and Vanguard—went as far as 
sending alerts to the CEOs of large companies, communicating changes in their voting 
policy on remuneration and conditioning a positive vote on specific provisions, which 
largely go beyond the current regulatory and governance requirements, and trying to en
sure a better alignment between executive compensation and the longer-term perfor
mance of the company. In 2013 Fidelity sent a letter to Europe’s 350 largest companies 
requiring them (and anticipating otherwise a negative vote) to lengthen the required term 
of the LTIP by (p. 354) distinguishing between “vesting periods” and “holding periods” of 
the incentive, requiring a holding period of minimum five years and a minimum three-
year vesting period. Legal & General sent a letter to FTSE 250 companies calling them to 
provide certain enhancements in their remuneration disclosure, warning them in regard 
to unclear explanations on the performance measures behind incentive schemes; making 
significant “golden hello” payments; providing matching schemes to new recruits; not 
considering the experience of the individual when recruiting external candidates. L&G 
specifically anticipates voting against remuneration in companies that do not provide suf
ficient information on performance measures, unless full explanation on the lack of trans
parency is provided. In anticipation of the 2014 proxy season, Vanguard sent letters to ap
proximately US 350 companies to proactively engage with them on governance issues. 
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The letters are tailored to the individual companies and identify governance practices at 
the companies that Vanguard believes are not in line with what the asset manager views 
as best practices.

Clearly, we have entered into a new chapter of executive pay governance and the ways in 
which companies respond to shareholder engagement have evolved significantly: “[T]he 
process has become less defensive and more proactive.”91

3.3 Some Empirical Data

In this section, we summarize the outcomes of our previous paper on firms’ remuneration 
practices before and after the crisis, with particular emphasis on the governance process 
and the quality of disclosure.92 Our original paper compared the data collected for the 
years 2007 and 2010, thus providing evidence on the evolution of pay practices in re
sponse to the recent financial crisis and to the remuneration reforms adopted by Euro
pean policy makers.

3.3.1 Statistics on Governance
Following the 2005 Recommendation, most EU corporate governance codes endorsed the 
setting up of a remuneration committee with a majority of independent directors. Only 
the German Corporate Governance Code did not specifically recommend the formation of 
a remuneration committee. Moreover, the 2009 German Act on the Appropriateness of 
Management Board Remuneration marked a departure from European corporate law and 
practice by requiring that the full supervisory board decide on individual management 
board pay (including salary and incentive-based pay).93 Reflecting this regulatory frame
work, our analysis found a widespread recourse to the remuneration committee, both be
fore and after the crises, in all countries except Germany, where only about half of the 
companies in our sample established this committee, with a slight increase in 2010. Again 
with the exception of German firms, the independence requirement (i.e., the committee 
should only include non-executive members, with a majority of independent directors) 
was fulfilled by (p. 355) most of the companies having a remuneration committee (about 
80 percent of the sample, with a small increase from 2007). However, several compensa
tion committees still did not fulfil the composition criteria established by either best prac
tice or regulation.

Requirements concerning the presence and role of compensation consultants in continen
tal European countries are weak compared to the UK.94 In the UK, the Directors’ Remu
neration Report Regulations of 2002 require that firms disclose consultant information. 
Although the Commission supports the presence and independence of remuneration con
sultants in its 2004 and 2009 Recommendations, strong disclosure requirements are not 
found in continental Europe, where the relevant provisions are rather patchy. Our analy
sis showed that all UK companies used a third-party consultant to advise them on com
pensation levels and design since before the crisis. Furthermore, all UK firms in our sam
ple make a statement regarding their independence, i.e., non-engagement in other con
sulting services for the management. In the other jurisdictions, the presence of an exter
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nal consultant is usually not disclosed. Similar disclosure gaps bar an accurate review of 
the remuneration governance process.

3.3.2 Statistics on Disclosure
Current disclosure criteria require remuneration statements to be clear and easily under
standable, to provide detail on the alignment between pay and performance, and to be 
transparent about the individual directors’ compensation packages. However, significant 
differences existed amongst national jurisdictions as to pay disclosure before the finan
cial crisis. In our paper, we found that disclosure of remuneration generally improved 
post-crisis in all jurisdictions, even though the levels of compliance vary greatly across 
countries. We showed that compliance with the remuneration statement requirement was 
quite strong across jurisdictions before the crisis and improved post-crisis at the few non-
compliant firms. All of the remaining variables for the remuneration policy showed a sig
nificant increase in compliance for the whole sample, with the exception of performance 
criteria for bonuses.

As to individual disclosure, increased compliance (even though not statistically signifi
cant) was observed for the two variables capturing disclosure of the annual compensation 
components for executive and non-executive directors. On average, disclosure of individ
ual share schemes is lower, although some countries (in particular the UK, Italy, and 
France) show significant improvements. However, the jurisdictions where remuneration 
disclosure and governance standards were lower prior to the crisis (Greece and Portugal 
in particular) did not show substantial improvements post-crisis.

These findings show that the firms’ approach to compliance is strongly dependent on 
their home country’s approach to regulation and governance culture. Firms generally 
tend to reflect the way in which EU regulations are implemented at the national level—ei
ther through mandatory legislative requirements or best practice guidelines—and the lev
el of detail in the formulation of the relevant standards.

(p. 356) 4 Regulating Pay Structure

4.1 Long-Term Remuneration

Investor initiatives and political developments continue to exert pressure over executive 
compensation, especially on the design and structure of long-term incentives.95 The pub
lic debate and regulatory initiatives have resulted in heightened scrutiny of executive pay 
by the shareholders and shareholder advisory groups, particularly focusing on the rela
tionship between executive pay and firm performance. A related theme for investors is 
that a greater portion of incentive pay should relate to long-term performance, as it is 
widely believed that anything less than three-year performance periods would carry the 
risk of significant compensation being paid for performance that is not truly 
sustainable.96
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The combination of these forces has accelerated the adoption of performance-linked long-
term incentive programs. A decade ago, plain-vanilla stock options filledup the compensa
tion packages of executives, while terms such as restricted stock, full-value awards, or 
performance shares were almost unheard of.97 Research has shown that a majority of in
dividuals view stock options as a “gift.”98 As a result, they significantly discount the value 
of stock options and view them as something that is a “nice to have” rather than an essen
tial element of their compensation plan. Today, plain-vanilla options are on the decline, 
while restricted stock and performance shares are a regular part of the long-term incen
tive lexicon, especially in public companies.99 In a pay-for-performance world, equity com
pensation is increasingly becoming a reward for achievement of success. The problem 
with paying for upside potential is not only reflected in cash bonuses but also in short-
term gains through stock options.100 Initial values mean far less than what is finally deliv
ered (or not) to the employee. Performance criteria add another layer of complexity to a 
compensation program, but performance may also add the secret ingredient of direct 
alignment that allows for a compelling discussion between the company and its stake
holders on current and potential value.

The key condition to any reward is making sure that the linkage between achievement 
and payout is reasonable and comprehensible. Investors pay more attention to changes in

(p. 357) the proportion of shares issued and shares conveyed to employees; they scrutinize 
time-based stock plans (i.e., restricted stock, time-vested stock) and performance share 
plans with a lower than three-year performance period.101 They value stock ownership 
and retention requirements, which are considered to reinforce executives’ “shareholder 
mindset.” Similar concerns have led to legal changes and governance codes reviews in 
major markets over the last few years, either requiring or recommending deferral of an
nual incentives and/or longer vesting periods for long-term incentives for senior execu
tives in all listed companies (not just financial services). As we move into the era of “say-
on-pay,” performance hurdles are also being added to these awards.102

As a result, companies are working to balance their compensation philosophy and execu
tive pay programs have come under closer scrutiny. Equity compensation has become 
more volatile and complex during the past two decades, requiring more planning, exper
tise, and pragmatism.103 The growing focus on aligning pay with long-term performance 
has driven many companies to grant performance-vested long-term incentives,104 apply 
not lower than three-year performance measurement periods, align plans with two or 
more performance measures, make executive directors maintain a substantial ownership 
interest for the duration of their employment, and establish stock ownership plans for di
rectors. Several companies are moving away from full vesting and toward pro-rata vest
ing of equity, toward more disciplined target setting and greater consideration of strate
gic, non-financial performance measures in annual and long-term incentives.105
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4.2 FSB Principles

Compensation structures at banks are considered by the FSB principles along lines that 
reflect, to a large extent, general best practices already adopted before the crisis.106

However, pre-crisis practices mainly emphasized the alignment of managers’ incentives 
with shareholder wealth maximization. The principles break new grounds by requiring fi
nancial institutions to align compensation with prudent risk taking. Accordingly, compen
sation should be adjusted for all types of risk, including those considered difficult to mea
sure, such as liquidity risk, reputation risk, and capital cost. Compensation outcomes 
should be symmetric with risk outcomes. Deferment of compensation, traditionally used 
as a retention mechanism (on the basis that a “bad leaver” would generally lose unpaid 
deferrals), should (p. 358) make compensation payout schedules sensitive to the time hori
zon of risks. In particular, a substantial portion of variable compensation (i.e., 40–60 per
cent) should be payable under deferral arrangements over a period of not less than three 
years, provided that this period is correctly aligned with the nature of the business, its 
risks, and the activities of the employee in question. Furthermore, a substantial portion 
(i.e., more than 50 percent) of variable compensation should be awarded in shares or 
share-linked instruments, as long as the same create incentives aligned with long-term 
value creation and the time horizons of risk. In any event, awards in shares or share-
linked instruments should be subject to an appropriate retention policy.

The principles also tackle concerns relative to bonuses, which famously emerged during 
the recent crisis. They require “malus” and “clawback” mechanisms, which enable boards 
to reduce or reclaim bonuses paid on the basis of results that are unrepresentative of the 
company’s performance over the long term or later prove to have been misstated. They 
consider “guaranteed” bonuses (i.e., contracts guaranteeing variable pay for several 
years) as conflicting with sound risk management and the pay-for-performance principle. 
Severance packages need to be related to performance achieved over time and designed 
in a way that does not reward failure.

The FSB principles represent a political compromise between the various interests at 
stake in the area of compensation, incorporating traditional criteria and adapting them to 
new circumstances by focusing on long-term incentives, in order to counter the role al
legedly played in the crisis by short-term incentives; tracking already existing practices, 
but extending the same to a greater number of bank employees; and widening the powers 
of supervisors by explicitly making pay at financial institutions subject to prudential su
pervision. Similar to other international financial standards, the principles remain at a 
sufficient level of generality and allow for flexibility in implementation; in several in
stances, financial institutions are permitted to depart from a given principle or standard, 
if application of the same would lead to unsound consequences.

4.3 Dodd–Frank

The FSB principles were implemented along different models.107 Some jurisdictions fol
low a primarily supervisory approach to implementation, involving principles and guid
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ance and the associated supervisory reviews. In other jurisdictions the model includes a 
mix of regulation and supervisory oversight, with new regulations often supported by su
pervisory guidance that illustrates how the rules can be met. The US initially followed the 
supervisory model of implementation. However, with the enactment of the Dodd–Frank 
Wall Street Reform and Consumer Protection Act on July 21, 2010,108 a mixed model of 
implementation was adopted. The Act includes two sets of provisions on executive com
pensation. On the one side, there are those applicable to all listed companies,109 touching 
upon issues like say on (p. 359) pay; independence of compensation committees; enhanced 
proxy disclosure; “clawbacks” of incentive compensation; and disclosure of employee and 
director hedging. On the other, Section 956 of the Act (headed “Enhanced Compensation 
Structure Reporting”) requires Federal regulators of financial institutions to issue new 
rules in two areas.110 First, they must jointly prescribe regulations or guidelines requiring 
each covered financial institution to disclose to the appropriate federal regulator the 
structure of all incentive-based compensation arrangements in a manner sufficient to de
termine whether the same provide an executive officer, employee, director, or principal 
shareholder of the covered financial institution with excessive compensation or could lead 
to material loss to the covered institution. Second, they must prescribe regulations or 
guidelines that prohibit any type of incentive-based payment arrangements that encour
age inappropriate risks by covered financial institutions by providing an executive officer, 
employee, director, or principal shareholder with excessive compensation or that could 
lead to material financial loss to the covered financial institution.

In February 2011 the federal agencies jointly exercised their mandate by approving a pro
posal on incentive-based compensation arrangements for “covered financial 
institutions.”111 These are institutions under the supervision of the respective federal reg
ulator, with total consolidated assets of $1 billion or more.112 The Rule supplements exist
ing rules and guidance adopted by the relevant agencies regarding compensation, includ
ing the Interagency Guidance on Sound Incentive Compensation Policies referred to 
above.

The use of “standards” rather than “rules” analytically defining the compensation struc
ture not only reflects the international Principles, but also the federal regulators’ willing
ness to avoid a “one-size-fits-all” approach and keep the needed flexibility in compensa
tion arrangements. Under the proposed standards of “reasonable” (as opposed to “exces
sive”) compensation, “balanced” arrangements, and “appropriate” risk taking, the institu
tions concerned have to tailor their remuneration policies to their businesses and risks, 
assuming responsibility for the relevant arrangements through good corporate gover
nance and internal control mechanisms. At the same time, the regulators will be in a con
dition to influence the supervised institutions’ compensation practices through general 
guidance and individual inspections. To this effect, the proposed Rule also requires the 
covered financial institutions to submit an annual report to regulators describing the 
structure of incentive-based compensation arrangements.
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Specific rules apply to “larger covered financial institutions,”113 such as bank holding 
companies with consolidated assets of more than $50 billion. In addition to mandating 
wider disclosure to the Federal regulators, the proposed Rule requires similar institutions 
to defer at least 50 percent of the incentive-based compensation payments to executive 
officers over (p. 360) a period of a minimum three years, with the release of the deferred 
amount to occur no faster than on a pro-rata basis.114 A “malus” mechanism also applies, 
in that the deferred amount should be adjusted for actual losses incurred by the institu
tion or other measures of performance during the deferral period. Moreover, if the cov
ered financial institution has consolidated assets of $50 billion or more, the board of di
rectors (or a board committee) shall identify those covered persons (other than executive 
officers) who individually have the ability to expose the institution to possible “substan
tial” losses. These covered persons may include, for example, traders with large position 
limits and other individuals who have the authority to place at risk a substantial part of 
the capital of the covered financial institution. The board of directors (or a board commit
tee) must approve the incentive-based compensation arrangements for covered persons 
after determining that the same effectively balance the financial rewards and the range 
and time horizon of risks associated with the covered person’s activities.

4.4 CRD IV

The European regulation in this area was deeply overhauled by CRD IV. The new regime 
applies on a consolidated basis, i.e., to “institutions at group, parent company and sub
sidiary levels, including those established in offshore financial centres” (Article 92(1)). 
The ratio for an EU-wide scope of application is “to protect and foster financial stability 
within the Union and to address any possible avoidance of the requirements laid down in 
this Directive” (67th considerandum). The new regime applies to different categories of 
staff including senior management, risk takers, staff engaged in control functions, and 
any employee receiving total remuneration that takes them into the same remuneration 
bracket as senior management and risk takers, whose professional activities have a mate
rial impact on their risk profile (Article 92(2)). In this regard, the Commission has recent
ly adopted a delegated Regulation including regulatory technical standards on the identi
fication of risk takers.115

Article 92(2) requires inter alia that the remuneration policy should be consistent with 
sound and effective risk management and should not encourage risk taking in excess of 
the tolerated risk level of the institution. Moreover, the remuneration policy should be in 
line with the business strategy, objectives, values, and long-term interests of the institu
tion, and incorporate measures to avoid conflicts of interest.

Article 94, para. 1 provides several requirements for the variable elements of remunera
tion. Some of them are rather generic, such as the one requiring performance pay to be 
based on a combination of the assessment of the performance of the individual and of the 
business unit concerned and of the overall results of the institution. In addition, perfor
mance should be assessed in a multi-year framework in order to ensure that the assess
ment process is based on longer-term performance and that the actual payment of perfor
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mance-based components of remuneration is spread over a period which takes account of 
the underlying (p. 361) business cycle of the credit institution and its business risks. More
over, the total variable remuneration should not limit the ability of the institution to 
strengthen its capital base. Furthermore, the fixed and variable components of total re
muneration should be appropriately balanced and the fixed component should represent 
a sufficiently high proportion of the total remuneration to allow the operation of a fully 
flexible policy on variable remuneration components, including the possibility to pay no 
variable remuneration component.

Other requirements in Article 94, para. 1 are more specific, particularly regarding the 
“bonus cap” that the European Parliament asked to include in CRD IV. Under Article 
94(1)(g), the variable component should not exceed 100 percent of the fixed component 
of the total remuneration for each individual. However, Member States may set a lower 
maximum percentage (as Belgium and the Netherlands did, by setting 50 percent and 20 
percent respectively). Moreover, Member States may allow shareholders of the institution 
concerned to approve a higher maximum level of the ratio between fixed and variable re
muneration provided the overall level of the variable component shall not exceed 200 per
cent of the fixed component of the total remuneration for each individual. Member States 
may also set a lower percentage. In any case, approval of a higher percentage should oc
cur through a special procedure that is described in detail by Article 94(1)(g)(ii).

The official justification for this bonus cap is to avoid excessive risk taking (65th con
siderandum). However, the provision has generated some debate, particularly on whether 
the bonus cap is suitable to prevent excessive risk taking by bank managers and traders. 
As stated by Kevin Murphy, several arguments show that neither the objective to reduce 
excessive risk taking nor the one to reduce perceived excesses in the level of banking re
muneration will be achieved by capping variable remuneration.116

First, the bonus cap may lead to an increase in the level of fixed remuneration, making 
banks more vulnerable to business cycles and therefore increasing the risk of bank fail
ure. Anecdotal evidence already shows that fixed pay at large European banks is on the 
rise117. Secondly, the traditional bonus system at investment banks, which is charac
terised by below-market salaries and high bonus opportunities, provides strong incen
tives to avoid “bad” risks and to take “good” ones. On the contrary, the new system—
which will be characterized by above-market salaries and “capped” bonuses—provides in
centives to take “bad” risks and avoid “good” ones. In fact, if bad risks materialize, the 
bank manager will not suffer, for her remuneration is to a large extent fixed. But, if the 
bank shuns good risks and the relevant profits, the responsible manager will not be worse 
off given that his bonus is capped. Indeed, the bonus cap reduces incentives to create val
ue, which is the main purpose of variable pay. Third, executive remuneration is largely set 
by the markets, so that a bonus cap could also have unintended consequences on the 
firms’ ability to hire people of adequate standing in the international market for man
agers. In the end, remuneration “will reflect a less-talented workforce as the top produc
ers leave for better-paying opportunities in financial firms not subject to the pay restric
tions.” In other words, the cap “will not lead to lower levels of overall remuneration after 
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adjusting for ability and the risk of the remuneration package.”118 Furthermore, the cap 
on variable pay may reduce the competitiveness of the EU (p. 362) banking sector relative 
to non-EU banks and other nonbank financial intermediaries which are not subject to sim
ilar restrictions. Fourth, the mandatory cap also reflects a “one-size-fits-all” approach, 
which is clearly too rigid for different types of credit institutions that are presented with 
different levels of risk exposure, so that an incentive structure which is appropriate for 
one firm is not necessarily suited to another. Moreover, the EU bonus-cap applies to all 
credit institutions, without regard to their size and therefore to systemic risk considera
tions.

5 Conclusions
In this chapter, we have analyzed the current trends in the regulation and practice of ex
ecutive remuneration. No doubt, the role of regulation is on the rise, particularly after the 
recent financial crisis, and the standards as to pay governance and structures are spread
ing from the financial sector to the non-financial one. As a consequence, today’s remuner
ation practices are shaped not only by the need to reduce managerial agency costs at list
ed companies through appropriate incentives, but also by the hard and soft laws tackling 
corporate governance and remuneration structures. While the governance prescriptions 
(such as those on remuneration committees and say on pay) are intended to reduce the 
agency costs relative to incentive pay, the regulation of pay structures has an impact on 
incentives and the quantum of remuneration. Moreover, this type of regulation also re
sponds to social issues and political pressures, thus reflecting concerns about inequality 
in the distribution of wealth and incentives to undertake “excessive” risks in the financial 
sector.

We then examined the main policy questions concerning incentive pay, including the opti
mal design of stock options, their impact on dividends and dilution, and the importance of 
long-term pay. Amongst the governance mechanisms, we have considered both the role of 
boards and independent directors, and that of shareholders under say on pay rules, tak
ing into account the rise of shareholder engagement in listed companies across the At
lantic. As to the structure of pay, we have highlighted the special problems of banks and 
the main policy issues concerning regulation of pay at financial institutions.

We have subsequently analyzed regulatory developments in Europe in the last ten years 
and most recent proposals by the Commission, comparing the same with developments at 
Member State level and in the US. In particular, we have highlighted the impact of say on 
pay rules on shareholder activism, expanding on the role of proxy advisors and the behav
iour of the largest institutional investors, who have shown an autonomous and active 
stance on executive remuneration issues at large listed companies. We lastly focused on 
the regulation of pay structures, showing that long-term incentives are clearly favored for 
both financial and non-financial companies by either regulators or institutional investors. 
However, financial institutions are the main target of post-crisis reforms, first at the inter
national level through soft-law initiatives like the FSB principles and standards, and sec
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ond at US and EU levels, where the FSB principles have been implemented along partial
ly diverging routes. CRD IV, in particular, has marked a new trend in the regulation of 
bankers’ pay, by imposing a bonus cap that we have criticized from an economic perspec
tive and which clearly goes beyond what is required by the international principles.
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Abstract and Keywords

This chapter examines the role of institutional investors in corporate governance and 
whether regulation is likely to encourage them to become active stewards. It considers 
the lessons that can be learned from the US experience for the EU’s 2014 proposed 
amendments to the Shareholder Rights Directive. After reviewing how institutional in
vestors fit within the historical evolution of finance, the chapter documents the growth in 
institutions equity holdings over time. It explains how institutional investors are governed 
and organize share voting before turning to two competing hypotheses to account for the 
relative passivity of institutional investors: the excessive regulation and the inadequate 
incentives hypotheses. In evaluating these hypotheses, it reviews the results of the SEC’s 
attempt to incentivize mutual funds to vote their shares. The chapter concludes by high
lighting the role of hedge funds in catalyzing institutional shareholders, along with some 
of the risks associated with such highly incentivized actors.

Keywords: institutional investors, corporate governance, regulation, EU, Shareholder Rights Directive, share vot
ing, incentives, Securities and Exchange Commission, mutual funds, hedge funds

1 Introduction
1

Effective and sustainable shareholder engagement is one of the cornerstones of 
the corporate governance model of listed companies, which depends on checks 
and balances between the different organs and different stakeholders. Greater in
volvement of shareholders in corporate governance is one of the levers that can 
help improve the financial and non-financial performance of companies, including 
as regards environmental, social, and governance factors, in particular . . .

Institutional investors and asset managers are often important shareholders of 
listed companies in the European Union and can therefore play an important role 
in the corporate governance of those companies, but also more generally with re
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gard to their strategy and long-term performance. However, the experience of the 
last years has shown that institutional investors and asset managers often do not 
engage with companies in which they hold shares and evidence shows that capital 
markets often exert pressure on companies to perform in the short term, which 
may jeopardise the long-term financial and non-financial performance of compa
nies and may, among other negative consequences, lead to a suboptimal level of 
investments, for example in research and development, to the detriment of the 
long-term performance of both the companies and the investors.2

LIKE poets and revolutionaries, corporate law scholars and policy makers dream. If only 
we could find the silver bullet, the wonder drug, we could solve the manager-shareholder 

(p. 364) agency cost problem that is the focus of much of corporate law. For a while in the 
1980s, some thought that the hostile tender offer was that magic potion. Then, beginning 
in the late 1980s, attention shifted to institutional investors, where it has stayed, on and 
off, ever since. Noting that shares of publicly held corporations are largely held by institu
tions, and that shareholding among institutions is concentrated, some have viewed insti
tutional investors as having the potential to act as the responsible owners that corporate 
law seems to presume: shareholders that, by virtue of their holdings, will have the skills 
and incentives to keep an eye on managers and check departures from maximizing firm 
value, to prevent “short termism,” and to do whatever else one wants responsible owners 
to do.

As with other utopian dreams, reality has proved to be less exciting and less transforma
tive. In this chapter, I try to synthesize what we have learned about institutional investors 
in corporate governance over the last 30 years or so.

2 Who and What are “Institutional Investors”?
Robert Clark provides a basic framework for understanding how institutional investors fit 
within the historical evolution of finance.3 The first stage, characteristic of the nineteenth 
century, was the age of the promoter-investor-manager, exemplified by Rockefeller or 
Carnegie. The second stage, characteristic of the first part of the twentieth century, was 
the age of the professional business manager who took on the management of the corpo
ration, while leaving the financial claims to the owners of shares. This stage was exempli
fied by managerial giants such as Alfred Sloan who led the way in creating the modern, 
publicly held business corporation. The third stage, characteristic of the late twentieth 
century, was the age of the portfolio manager in which the selection of the financial 
claims (stock, bonds, etc.) was professionalized, while leaving the beneficial ownership to 
the capital supplier. This age of financial intermediaries is the age of the institutional in
vestors, with great stock pickers like Peter Lynch as representative heroes.

In this age of intermediated finance, the investment function—where to invest money that 
is being saved—is separated from the savings decision and given to professionals, the 
“money managers.” By professionalizing the investment function, which had been bun
dled with the savings decision, the third stage parallels the professionalization of the 
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management function that characterized the second stage of capitalism. The most promi
nent “traditional” intermediaries are public and private pension funds, mutual funds, in
surance companies, and endowments (collectively referred to as “institutional investors”). 
More recently, as will become apparent later, activist hedge funds have emerged as a dis
tinct category of specialized professional investors.

Clark’s description, and the above taxonomy, is most applicable to economies with corpo
rations with dispersed public ownership, most prominently the US and the UK. In (p. 365)

economies dominated by publicly held firms with concentrated ownership, such as the 
countries of continental Europe, this description is less accurate but the trend lines point 
in the same direction. In this chapter, I primarily focus on the US experience, with sec
ondary attention to drawing lessons for the UK and continental Europe.4

As is now widely recognized, institutional ownership of equities has been transformed 
over the last 60 years. In 1950, institutions held $8.7 billion in equities (6.1% of total); in 
1980, institutions held $436.2 billion in equity (18% of total); in 2009, they held $10.239 
trillion (40.4% of total).5 In this growth, mutual funds have been especially prominent, go
ing from owning $70 billion in 1980 to $7.2 trillion in 2009.6

The effect of this growth has been to concentrate ownership of publicly held firms in insti
tutional hands. Between 1987 and 2009, the institutional ownership in the top 1000 US 
corporations grew from 46.6% to 73%.7 In 2009, the 25 largest corporations by market 
value had an average institutional ownership of over 60%.8

The concentration of ownership within these firms is impressive as well. Table 14.1, 
drawn from data in the 2010 Conference Board report, shows institutional ownership in 
the 25 largest corporations, and the ownership of the top five, ten, 20, and 25 institutions 
in each. As this table makes clear, both the level and the concentration of institutional 
ownership in even the largest companies is high.
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Table 14.1 Institutional Ownership concentration in the 25 largest US Corporations (by market value; as of 03/26/2010)

Company Market value 
($millions)

% of total 
shares out
standing held 
by institu
tions

% held by top 
5 institutions

% held by top 
10 institu
tions

% held by top 
20 institu
tions

% held by top 
25 institu
tions

Exxon Mobil 
Corp

$314,153.50 48.20% 13.40% 17.40% 22.80% 25%

Microsoft 260,131.90 63.7 17.1 23.5 29.5 31.9

Apple Inc. 209,379.00 70.8 18.5 26.2 34.5 37

Wal-Mart 
Stores, Inc.

208,662.50 35.9 8.6 12 15.7 17.2

Berkshire 
Hathaway Inc.

200,900.50 25 10.4 14.8 18.3 19.2

General Elec
tric Co.

195,740.50 49.4 12.7 17 22.8 24.8

Procter & Gam
ble Co.

184,993.50 58 16.5 20.6 26.7 29.1
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Bank of Ameri
ca Corp.

179,572.90 54.9 14.9 20.3 26.8 28.9

Google, Inc. 179,104.10 79.6 21.5 32.2 41.4 44.1

JPMorgan 
Chase & Co.

178,865.00 73.3 17.9 25.6 33 35.8

Johnson & 
Johnson

177,169.10 63.9 14.9 20.1 27.3 29.6

IBM Corp. 167,909.10 61.3 15.3 20.9 28.1 30.6

Wells Fargo & 
Co.

161,742.30 75.2 21.7 32.9 41.5 44.3

AT&T Inc. 154,870.40 55.1 16.9 23 29.1 31.4

Cisco Systems, 
Inc.

151,500.30 73.4 17.5 24.1 31.3 33.8

Chevron Corp. 149,481.70 62.2 17.2 22.3 29.1 31.7

Pfizer Inc. 138,285.20 69.7 16.9 22.9 30.5 33.2

Oracle Inc. 128,940.40 60.8 17.9 25.3 32.5 34.7
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Coca-Cola En
terprises Inc.

125,975.00 63.5 23.6 32.5 38.4 40.4

Hewlett-
Packard Co.

125,274.90 77.4 19 27.6 36.3 39.4

Citigroup Inc. 123,088.90 37.8 13.4 17.9 22.1 23.5

Intel Corp. 122,853.80 63.2 15.3 20.6 27.6 30

Merck & Co., 
Inc.

116,606.30 73.4 21.6 33.3 41.3 43.8

PepsiCo, Inc. 110,052.60 66.2 15.1 21.6 29 31.6

Philip Morris 
International 
Inc.

97,215.10 71.7 22.7 30 37.7 40.4

Goldman Sachs 
Group

91,077.10 54.9 18.8 27.4 36.4 39.2
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Two factors seem to have driven the trends over time: regulation and market forces. The 
extraordinary growth of institutional investors in the US owes much to the 1974 enact
ment of ERISA which mandated that pension commitments be fully funded by segregated 
pools of assets.9 This led to the creation of independent corporate pension funds to fund 
“defined benefit” plans (in which employees’ pensions were a certain percentage of final 
salary). It also eventually pushed corporations to shift to “defined contribution” plans in 
which the employer and employee each contribute to a tax-advantaged retirement ac
count (almost invariably managed by a mutual fund) to support the employee after retire
ment. From an employer’s perspective, the great virtue of a “defined contribution” plan is 
that it is fully funded from the beginning and all investment risk falls on the employee. 
From an employee’s perspective, the benefit of a defined contribution plan is complete 
portability, a significant advantage for a mobile workforce. (p. 366)
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Table 14.1 Institutional Ownership concentration in the 25 largest US Corporations (by market value; as of 03/26/2010)

Company Market value 
($millions)

% of total 
shares out
standing held 
by institu
tions

% held by top 
5 institutions

% held by top 
10 institu
tions

% held by top 
20 institu
tions

% held by top 
25 institu
tions

Exxon Mobil 
Corp

$314,153.50 48.20% 13.40% 17.40% 22.80% 25%

Microsoft 260,131.90 63.7 17.1 23.5 29.5 31.9

Apple Inc. 209,379.00 70.8 18.5 26.2 34.5 37

Wal-Mart 
Stores, Inc.

208,662.50 35.9 8.6 12 15.7 17.2

Berkshire 
Hathaway Inc.

200,900.50 25 10.4 14.8 18.3 19.2

General Elec
tric Co.

195,740.50 49.4 12.7 17 22.8 24.8

Procter & Gam
ble Co.

184,993.50 58 16.5 20.6 26.7 29.1
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Bank of Ameri
ca Corp.

179,572.90 54.9 14.9 20.3 26.8 28.9

Google, Inc. 179,104.10 79.6 21.5 32.2 41.4 44.1

JPMorgan 
Chase & Co.

178,865.00 73.3 17.9 25.6 33 35.8

Johnson & 
Johnson

177,169.10 63.9 14.9 20.1 27.3 29.6

IBM Corp. 167,909.10 61.3 15.3 20.9 28.1 30.6

Wells Fargo & 
Co.

161,742.30 75.2 21.7 32.9 41.5 44.3

AT&T Inc. 154,870.40 55.1 16.9 23 29.1 31.4

Cisco Systems, 
Inc.

151,500.30 73.4 17.5 24.1 31.3 33.8

Chevron Corp. 149,481.70 62.2 17.2 22.3 29.1 31.7

Pfizer Inc. 138,285.20 69.7 16.9 22.9 30.5 33.2

Oracle Inc. 128,940.40 60.8 17.9 25.3 32.5 34.7
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Coca-Cola En
terprises Inc.

125,975.00 63.5 23.6 32.5 38.4 40.4

Hewlett-
Packard Co.

125,274.90 77.4 19 27.6 36.3 39.4

Citigroup Inc. 123,088.90 37.8 13.4 17.9 22.1 23.5

Intel Corp. 122,853.80 63.2 15.3 20.6 27.6 30

Merck & Co., 
Inc.

116,606.30 73.4 21.6 33.3 41.3 43.8

PepsiCo, Inc. 110,052.60 66.2 15.1 21.6 29 31.6

Philip Morris 
International 
Inc.

97,215.10 71.7 22.7 30 37.7 40.4

Goldman Sachs 
Group

91,077.10 54.9 18.8 27.4 36.4 39.2
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(p. 367) At the same time, the growth of institutional investors has made them remarkably 
efficient managers of capital. Vanguard’s 500 Index fund allows investors to invest in a 
basket of securities that tracks the S & P 500 stock index for as low as five basis points 
(i.e., 0.05% per year).10 This extraordinarily low price reflects, among other things, mas
sive economies of scale.

When all these factors are brought together, the critical fact that must ground any analy
sis of corporate governance is the “de-retailization” of the capital markets.11 Any sensible 
discussion must begin from the fact that between 60% and 70% of the shares of medium 
and large public corporations are held by institutional investors, and that even in the 
largest corporations, a significant percentage of the shares are held by a handful of in
vestors.

3 The Governance of Money Managers
The governance of money managers themselves is quite varied. There are four or five dif
ferent models, as illustrated by some of the leading firms. First, there are for-profit asset 
managers, some of which are publicly held (e.g., BlackRock and State Street are both 
NYSE companies), while others are privately held (e.g., Fidelity Management & Research 
Company, which acts as the investment advisor to Fidelity’s family of mutual funds).12 

Included in this group are (for-profit) insurance companies and savings institutions.

Second, there are “mutual” and nonprofit management companies. For example, 
Vanguard’s management company is owned by the Vanguard funds, and thus indirectly by 
Vanguard participants,13 while CREF, the College Retirement Equity Fund, is a nonprofit 
corporation whose trustees are directly elected by participants, with votes weighted by 
dollar amount in an account.14

Third, there are public-employee pension funds in which the governing managers or 
boards are appointed by politicians or directly elected by voters. At CalPERS, the board 
includes six elected members, three appointed members, and four ex officio state offi
cials.15 The NYCERS board “consists of eleven members: the Mayor’s Representative, the 
City Comptroller, the Public Advocate, the heads of the three unions with the largest num
ber of participating employees, and the five Borough Presidents.”16 By contrast, the NY 
State & Local Retirement System is headed by the elected NY State Comptroller.17

(p. 368) Finally, there are the union-related funds that have been prominent governance 
activists. With respect to shareholder proposals, which require minimal investments, the 
AFL-CIO has filed proposals using its $28 million “Reserve Fund.”18 The joint union-em
ployer pension funds (known as “Taft-Hartley Plans” after the key regulation) collectively 
hold approximately $400 billion in assets (of which $100 billion is in common stock), but 
have not been active, largely because discretion is delegated to outside money managers 
in order to avoid the risk of liability under ERISA.
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Governance structure affects activism in predictable ways. The union funds pursue a la
bor agenda. The public pension funds respond to political pressure.19 For-profit money 
managers such as BlackRock rarely engage in aggressive activism, although increasingly 
they engage with companies and support dissident shareholders.20

4 The Organization of Share Voting by Institu
tional Investors
With the thousands of public companies held by institutional investors, each with an an
nual meeting and a variety of matters to vote on, voting shares is a huge task. Major insti
tutional investors establish dedicated proxy voting departments that are responsible for 
developing voting guidelines and voting proxies.

To get a sense of how proxy voting is organized at major institutional investors, and what 
sort of people are involved, consider Exxon Mobil’s three largest shareholders: Black
Rock, State Street, and Vanguard, each of which owns more than 3% of the company.21 At 
BlackRock, for example, there is a “Corporate Governance and Responsible 
Investment” (CGRI) team that acts as a central clearinghouse across its various portfo
lios.22 The CGRI team has 20 professionals working out of six offices around the world,23

has responsibility for voting proxies, and has developed general Proxy Voting 
Guidelines.24 Since 2009, the group has been headed by Michelle Edkins, who has made a 
career of corporate governance analysis, previously as managing director at Governance 
for Owners and, earlier, as Corporate (p. 369) Governance Director at Hermes in 
London.25 Daniel Oh, VP for the Americas on the CGRI team, was previously part of the 
corporate governance team at State Street, and still earlier was a corporate governance 
advisor at ISS.26

At State Street, the:

Corporate Governance Team is responsible for implementing the Proxy Voting and 
Engagement Guidelines (the “Guidelines”), case-by-case voting items, issuer en
gagement activities, and research and analysis of governance-related issues. The 
implementation of the Guidelines is overseen by the SSgA Global Proxy Review 
Committee (“SSgA PRC”), a committee of investment, compliance and legal pro
fessionals, who provide guidance on proxy issues as described in greater detail be
low. Oversight of the proxy voting process is ultimately the responsibility of the 
SSgA Investment Committee.27

Rakhi Kumar leads the group as the head of Corporate Governance.28 A Yale MBA, she 
spent time earlier in her career at Proxy Governance Inc.

At Vanguard, proxy voting is delegated to the “Proxy Voting Group,” which, in turn, is 
overseen by the “Proxy Oversight Committee” made up of senior officers and reporting to 



Institutional Investors in Corporate Governance

Page 13 of 35

the board.29 The Proxy Voting Group applies the general proxy voting guidelines to specif
ic instances, and is responsible for:

(1) managing proxy voting vendors; (2) reconciling share positions; (3) analyzing 
proxy proposals using factors described in the guidelines; (4) determining and ad
dressing potential or actual conflicts of interest that may be presented by a partic
ular proxy; and (5) voting proxies. The Proxy Voting Group also prepares periodic 
and special reports to the Board and any proposed amendments to the procedures 
and guidelines.30

The Proxy Voting Group is led by Glen Booraem, who joined Vanguard in 1989 and has 
spent his entire career in fund accounting and administration roles.31 In addition to lead
ing (p. 370) Vanguard’s corporate governance program, he is also responsible for fund ac
counting, administration, and compliance services.32

Other major institutional investors organize the proxy voting/corporate governance func
tions the same way. At Fidelity, Mark Lundvall is the Vice President of Investment Proxy 
Research, having earlier worked on corporate governance and compliance at Vanguard.33

Gwen Le Berre, Director of Proxy & Governance at Charles Schwab, is responsible for the 
development of Schwab’s corporate governance policies and oversees the implementation 
of its proxy voting guidelines.34 She came to Schwab from BlackRock’s Corporate Gover
nance and Responsible Investment group, with similar functions at Barclays.35 Not sur
prisingly, some corporate governance professionals have spent time at a proxy advisory 
firm such as ISS, Proxy Governance Inc., or IRRC.36 Public pension funds, such as 
CalPERS and CalSTRS, approach corporate governance and proxy voting in the same 
way.37

Given the number of companies in the portfolio, and the legal pressures to vote shares, 
the role inevitably includes a compliance function. Simply voting the shares, without even 
considering how to vote them, is an enormous task. In addition, especially in recent years 
and especially at the largest institutional investors, these groups have become increasing
ly active in corporate governance. From an incentive perspective, however, these activi
ties are not treated as an investment function: unlike with portfolio managers, the com
pensation of governance professionals is not typically linked to the performance of the 
portfolios.

Proxy voting groups at institutional investors invariably subscribe to the major proxy ad
visory firms ISS and Glass Lewis. From what one can tell from the outside, there is a sig
nificant difference in the use made of the information and recommendations of those ser
vices.38 At institutions with large in-house proxy voting groups, ISS and Glass Lewis are 
mainly (p. 371) useful as information aggregators.39 Smaller institutions seem to rely more 
heavily on the proxy advisory firms’ recommendations.40

On high-value, high-profile issues such as contested mergers, proxy voting groups consult 
with the managers of the portfolios that hold the relevant shares. Otherwise, portfolio 
managers are typically less involved. Indeed, some report that portfolio managers some
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times oppose governance activism for fear that it may make it more difficult to arrange 
meetings with management.

5 The Promise of Institutional Shareholder Ac
tivism
The 2017 amendments to the EU’s Shareholder Rights Directive, quoted above, accurate
ly express the conventional view that “effective and sustainable shareholder engagement 
is one of the cornerstones of the corporate governance model of listed companies, which 
depends on checks and balances between the different organs and different stakehold
ers.”41 The frustration, going back at least as far as Berle and Means (1932), is that 
shareholders in public corporations with dispersed ownership do not perform that func
tion. Much corporate law scholarship and policy making has focused on how to remedy or 
adapt to this failing.42 The move towards ensuring that the board of directors is dominat
ed by independent directors can best be understood as one type of solution to the lack of 
shareholder engagement: Because shareholders themselves do not monitor managers, we 
need a new player in the boardroom to play that role for the benefit of passive sharehold
ers. Likewise, for some, hostile (p. 372) tender offers can provide a lever of managerial ac
countability that passive shareholders do not supply.

In the late 1980s, with the decline of the hostile tender offer, attention shifted to the rise 
of institutional investors as a potential solution to the separation of ownership and con
trol. Institutional investors combined large stakes with professional management, at a 
time when the increased concentration of shareholdings reduced the costs of collective 
action. Perhaps, optimists thought, institutional investors would emerge from their his
toric lassitude that was summarized by the phrase “Wall Street Walk”: Shareholders dis
satisfied with management would (or should) sell their shares rather than engage in cor
porate governance activism. With the increased institutional holdings, perhaps institu
tional investors would emerge to provide the missing lever of corporate governance, to 
hold the management to account for its performance.

6 How Best to Explain Institutional Investor 
Passivity? Two Competing Hypotheses
Given the traditional passivity of institutional investors, policy makers needed to under
stand why they had played so minor a role in corporate governance. Two explanations 
were offered: excessive regulation and inadequate incentives.

6.1 The “Excessive Regulation” Hypothesis

In the late 1980s, Mark Roe and Bernard Black separately catalogued the dizzying array 
of regulatory barriers to activism found in state corporate law, federal securities law, fed
eral regulation of investment companies (mutual funds), state insurance company regula
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tion, and pension regulation.43 Moreover, as Roe demonstrated, many of these barriers 
were erected as part of a political decision to prevent institutional investors from playing 
an active role in corporate governance.

Together, these analyses implicitly proposed “excessive regulation” as the explanation for 
why institutional investors, despite their size and expertise, were not more active in cor
porate governance. If only these largely unnecessary regulations were reduced or elimi
nated, they seemed to suggest, we could expect institutions to take a more prominent 
role.

(p. 373) 6.2 The Inadequate Incentives Hypothesis

During this same period, other scholars argued that the source of institutional investor 
passivity was to be found in their lack of or misaligned incentives.44 Institutional in
vestors are intermediaries, competing against each other for investors’ funds. Many of 
the largest institutions offer low-cost diversification, by tracking stock indices or the 
equivalent.

This industry structure has a variety of implications, almost all of which point away from 
serious engagement with corporate governance. First, the market for money managers is 
highly competitive, with money flowing to funds offering higher returns. To the extent 
that competing funds track indices, superior returns can only come from lowering costs, 
leaving little money for activism. Outside of the hedge fund sector, discussed below, even 
“active managers” will typically only depart slightly from an indexing strategy.45

Second, the costs of activism are borne by the activist while the benefits are enjoyed by 
all the shareholders, potentially leading to both “rational apathy” (when the private costs 
exceed the private benefits) and the “free rider problem” (when shareholders refuse to in
cur costs, hoping to benefit from other shareholders’ activism). As shareholding becomes 
more concentrated, and the costs of coordination among shareholders drops, both of 
which have occurred in the last 20 years, shareholders can capture more of the gains, al
lowing them to move beyond rational apathy.

Third, institutional investors’ revenue model is typically a percentage of assets under 
management. In such a system, the dominant incentive is to increase fund or fund com
plex size. This can be done via a variety of avenues, including both marketing and perfor
mance. There is thus a link with fund performance, but it will be indirect.

Fourth, money managers may have perverse incentives with regard to activism: To the ex
tent that funds depart from an index, but still compete with managers of similar funds, a 
fund’s relative performance improves when “underweighted” companies in their portfolio 
perform badly.46 If Fund A has 4% of X Corp and 2% of Y Corp, and competes with Fund 
B, with 4% of X Corp and 4% of Y Corp, the worse that Y Corp performs, the better Fund 
A’s relative performance vis-à-vis Fund B. Indeed, to the extent that relative performance 
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is determinative, Fund A would have a financial incentive to vote against a merger that 
would benefit Y Corp or elect incompetent directors.

Fifth, consistent with the old “Wall Street Rule,” noted above, portfolio managers still be
lieve that involvement in everyday corporate governance is a tough way to make money 
and would prefer to devote their efforts to selecting better investments. Moreover, corpo
rate governance activism can make it difficult for portfolio managers to gain access to the 
management of portfolio companies, making their jobs more difficult.

(p. 374) Finally, asset managers face a variety of conflicts of interests. It is difficult to com
pete for corporate pension business while criticizing the company. When the asset manag
er is part of a larger group including an investment bank, the bankers may pressure asset 
managers not to antagonize current or prospective clients by, for example, voting against 
the CEO’s pay.47

6.3 A Natural Experiment: Partial Deregulation of Institutional In
vestors

In the years since 1990, concentration of ownership has continued to increase and many 
of the regulations that Black and Roe identified have been relaxed. Thus, the 1992 reform 
of the proxy rules allows institutions to talk with other institutions about the performance 
of the management without fear of liability for improper solicitation of proxies.48 

Regulation Fair Disclosure, effective in 2000, prevents corporate managers from punish
ing active investors by providing selective disclosure of important information only to 
friendly portfolio managers, thereby protecting active shareholders from at least one 
form of retribution.49

Yet institutional investors have not emerged as shareholders’ champion. While not conclu
sive, the evidence strongly suggests that the primary explanation for institutional in
vestor passivity is inadequate incentives, rather than excessive regulation.

7 Can We Fix the Incentive Problems?

7.1 The European Commission’s 2017 Amendments to the Sharehold
er Rights Directive

The European Commission, as reflected in the 2011 Green Paper, has been frustrated by 
the same shareholder passivity that has frustrated US observers.50 In its proposal to 
amend the Shareholder Rights Directive,51 it observed that:

The financial crisis has revealed that shareholders in many cases supported man
agers’ excessive short-term risk taking. Moreover, there is clear evidence that the 
current level of (p. 375) “monitoring” of investee companies and engagement by in
stitutional investors and asset managers is sub-optimal. Institutional investors and 
their asset managers do not sufficiently focus on the real (long-term) performance 
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of companies, but often on share-price movements and the structure of capital 
market indexes, which leads to suboptimal return for the end beneficiaries of insti
tutional investors and puts short-term pressure on companies.

Short-termism appears to be rooted in a misalignment of interests between asset 
owners and asset managers. Even though large asset owners tend to have long-
term interests as their liabilities are long-term, for the selection and evaluation of 
asset managers they often rely on benchmarks, such as market indexes. Moreover, 
the performance of the asset manager is often evaluated on a quarterly basis. As a 
result many asset managers’ main concern has become their short-term perfor
mance relative to a benchmark or to other asset managers. Short-term incentives 
turn focus and resources away from making investments based on the fundamen
tals (strategy, performance and governance) and longer-term perspectives, from 
evaluating the real value and longer-term value creative capacity of companies 
and increasing the value of the equity investments through shareholder engage
ment.52

In its 2017 Amendments to the Shareholder Rights Directive, in an effort to address this 
lack of engagement, the EU adopted a variety of measures, including the requirement 
that institutional investors and asset managers develop and disclose (on a “comply or ex
plain basis”) a policy on shareholder engagement: “Institutional investors and asset man
agers shall develop and publicly disclose an engagement policy that describes how they 
integrate shareholder engagement in their investment strategy. The policy shall describe 
how they monitor investee companies on relevant matters, including strategy, financial 
and non-financial performance and risk, capital structure, social and environmental im
pact and corporate governance, conduct dialogues with investee companies, exercise vot
ing rights and other rights attached to shares, cooperate with other shareholders, com
municate with relevant stakeholders of the investee companies and manage actual and 
potential conflicts of interests in relation to their engagement.”53 In addition, institutional 
investors are expected to disclose the results of their policies, how they vote in general 
meetings, and an explanation for how they vote.54 The Amendments also seek to encour
age institutional investors to incentivize asset managers to manage for the medium- to 
long-term performance of assets.55

Are these attempts to encourage or force institutional investors to play a more significant 
and productive role in corporate governance likely to succeed? In this regard, it is worth 
reviewing the US experience with a very similar set of reforms.

7.2 The 1988–2013 Mutual Fund “Experiment”: Imposing Obligations 
on Mutual Funds

In 1988, the Department of Labor issued the legendary “Avon Letter” which declared that 
proxy voting rights are plan assets subject to the same fiduciary standards as other plan 

(p. 376) assets.56 In subsequent letters, the DOL amplified on this responsibility.57 Since 
then, the SEC has repeatedly made clear that, under the Investment Company Act and In
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vestment Advisors Act, the voting of proxies is a matter of money managers’ fiduciary du
ties.

The SEC raised the stakes in 2003 when it promulgated two related releases that togeth
er imposed an obligation to disclose proxy voting policies and proxy votes on registered 
investment management companies (the managers of mutual funds) and investment advi
sors (the individuals who work for the managers of mutual funds).58 In promulgating 
these new rules, the SEC focused on (1) mutual funds’ large holdings; (2) advisors’ and 
investment management companies’ fiduciary obligations to their investors to vote prox
ies responsibly and in the interests of the investors; (3) mutual funds’ historic passivity; 
and (4) the potential for conflicts of interest between mutual funds duties to their in
vestors and their commercial interests. One can almost feel the SEC’s frustration that, 
despite 15 years of emphasizing money managers’ fiduciary responsibility to vote proxies, 
nothing much had changed.

The SEC justified imposing new obligations on mutual funds on two grounds: (1) in
vestors’ “fundamental right” to information on how mutual funds vote and (2) the ways in 
which transparency will allow investors to hold mutual funds accountable for how they 
vote, thereby controlling conflicts of interest and inducing more responsible “steward
ship”:

Proxy voting decisions by funds can play an important role in maximizing the val
ue of the funds’ investments, thereby having an enormous impact on the financial 
livelihood of millions of Americans. Further, shedding light on mutual fund proxy 
voting could illuminate potential conflicts of interest and discourage voting that is 
inconsistent with fund shareholders’ best interests. Finally, requiring greater 
transparency of proxy voting by funds may encourage funds to become more en
gaged in corporate governance of issuers held in their portfolios, which may bene
fit all investors and not just fund shareholders.59

Further, the SEC seemed to expect that disclosure of mutual fund proxy voting would lead 
investors to choose funds based on how active they are in corporate governance:

A number of commenters, including an overwhelming number of individual in
vestors, strongly supported the Commission’s proposal to require a fund to dis
close its complete proxy voting record. Many of these commenters stated that this 
disclosure would improve (p. 377) shareholders’ ability to monitor funds’ voting de
cisions on their behalf and that it would allow investors to make more informed 
decisions when choosing among funds . . .

After careful consideration of these comments, we continue to believe that requir
ing funds to disclose their complete proxy voting records will benefit investors by 
improving transparency and enabling fund shareholders to monitor their funds’ in
volvement in the governance activities of portfolio companies.60
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In addition, the SEC expected that “more conscientious” mutual fund voting would lead to 
increases in firm value:

A third significant benefit of the amendments comes from providing stronger in
centives to fund managers to vote their proxies conscientiously. The amendments 
could increase the incentives for fund managers to vote their proxies carefully, 
and thereby improve corporate performance and enhance shareholder value. The 
improved corporate performance that could result from better decisionmaking in 
corporate governance matters may benefit fund investors. In addition, other equi
ty holders may benefit from the improvement to corporate governance that results 
from more conscientious proxy voting by fund managers. We note that assets held 
in equity funds account for approximately 18% of the $11 trillion market capital
ization of all publicly traded US corporations, and therefore funds exercise a con
siderable amount of influence in proxy votes affecting the value of these corpora
tions.61

Further, the release provided guidance on what sort of proxy voting policies mutual funds 
should have:

We do expect, however, that funds’ disclosure of their policies and procedures will 
include general policies and procedures, as well as policies with respect to voting 
on specific types of issues. The following are examples of general policies and pro
cedures that some funds include (p. 378) in their proxy voting policies and proce
dures and with respect to which disclosure would be appropriate:

• The extent to which the fund delegates its proxy voting decisions to its investment 
adviser or another third party, or relies on the recommendations of a third party;

• Policies and procedures relating to matters that may affect substantially the rights or 
privileges of the holders of securities to be voted; and

• Policies regarding the extent to which the fund will support or give weight to the 
views of management of a portfolio company.

The following are examples of specific types of issues that are covered by some funds’ 
proxy voting policies and procedures and with respect to which disclosure would be ap
propriate:

• Corporate governance matters, including changes in the state of incorporation, 
mergers and other corporate restructurings, and anti-takeover provisions such as stag
gered boards, poison pills, and supermajority provisions;

• Changes to capital structure, including increases and decreases of capital and pre
ferred stock issuance;

• Stock option plans and other management compensation issues; and

• Social and corporate responsibility issues.62

Finally, the SEC gave advice on how funds might handle conflicts of interest:
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Advisers today use various means of ensuring that proxy votes are voted in their 
clients’ best interest and not affected by the advisers’ conflicts of interest. An ad
viser that votes securities based on a pre-determined voting policy could demon
strate that its vote was not a product of a conflict of interest if the application of 
the policy to the matter presented to shareholders involved little discretion on the 
part of the adviser. Similarly, an adviser could demonstrate that the vote was not a 
product of a conflict of interest if it voted client securities, in accordance with a 
pre-determined policy, based upon the recommendations of an independent third 
party. An adviser could also suggest that the client engage another party to deter
mine how the proxies should be voted, which would relieve the adviser of the re
sponsibility to vote the proxies.63

7.3 The Effects of the SEC Release

Mutual funds complied with the requirements of the release. They now have proxy voting 
guidelines64 and disclose their proxy voting.65 Not surprisingly, funds have adopted voting 
guidelines that rather closely follow the SEC guidelines for what such guidelines should 
look like. Thus, guidelines typically take positions on general governance matters like 
classified boards, independent directors, anti-takeover provisions, and compensation.

Note how the SEC’s release shaped the substance of mutual funds’ engagement. By de
scribing “best practices” for proxy voting guidelines, the SEC effectively mandated a 

(p. 379) particular “guidelines” approach to shareholder engagement, and rejected the 
perfectly respectable view that governance is endogenous to firms. It would take an un
usually assertive and brave mutual fund to announce the following (entirely fictional) ap
proach:

We believe that there are no general principles or best practices in corporate gov
ernance. Rather, we believe that optimal governance depends on firm specific fac
tors and that market pressures, even in the absence of regulation, drive most 
firms to adopt optimal governance arrangements. In addition, we believe that 
most shareholder voting is irrelevant to firm value, a distraction to corporate man
agement, and does not contribute (and can interfere with) maximizing the finan
cial performance of your fund. Therefore, we will routinely vote with management 
unless we become aware of a specific problem at a particular company. In those 
cases, we will decide how to vote on a case by case basis, taking into account all 
factors and discussing issues with management and other shareholders.

I am not aware of any funds that have announced this approach, even though such an ap
proach, many believe, would be optimal for investors in widely diversified funds.

The SEC, in emphasizing money managers’ fiduciary duties, and the extent to which con
flicts of interest may breach those duties, created a compliance challenge. By then indi
cating reliance on guidelines or a predetermined policy of voting based on “the recom
mendations of an independent third party,” the SEC gave a boost to “guideline based 
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voting” (noted above), as well as to the proxy advisory industry. A subscription to ISS and 
Glass Lewis can be viewed as a kind of “ERISA insurance.”66

So the SEC achieved its immediate goal, namely the routine disclosure of proxy voting 
policies and proxy votes. But has this disclosure led investors to choose funds based on 
those policies or votes? And has this new disclosure mandate increased firm value?

I have not found any evidence that investors seeking to maximize returns pay any 

attention to either the policies or the votes. In particular, I cannot find any evidence that 
investors choose funds based on how the fund voted its proxies. There is, however, evi
dence that labor and environmental groups use the voting reports to determine whether 
mutual funds comply with the groups’ guidelines, and to criticize those that do not.67

Further evidence of compliance with the SEC requirements, and of the transformation of 
proxy voting into a “compliance function,” is the creation of “proxy voting groups” at 
large mutual fund complexes, described above, staffed with people whose compensation 
does not depend on the performance of the companies or funds for which they vote prox
ies. The very existence of these groups indicates portfolio managers’ lack of interest in 
voting routine proxies (although they clearly do weigh in on major decisions like merg
ers). Given that portfolio managers select investments and are judged based on the per
formance of the investments they select, this itself is strong evidence that an individual 
fund’s routine proxy voting does not have any measurable effect on performance. The 
lack of incentive compensation for proxy voting groups eliminates any straightforward 
“pay for performance” penalty for votes that reduce firm value. Although mutual funds re
liably support “performance (p. 380) compensation” for portfolio companies because of 
the incentive effects, proxy voting groups are not, themselves, compensated in this way.

With ten years of experience with the SEC’s mutual fund release, we can begin to mea
sure the effect of these mandates on firm value. The preliminary results are not encourag
ing. In an important paper, Larcker, McCall, and Ormazabal (2015) use the Dodd–Frank 
mandated “say on pay” votes to study the impact of proxy advisory firms on shareholder 
voting and firm value.68 Their key findings are:

proxy advisory firm recommendations have a substantive impact on say-on-pay 
voting outcomes, a substantial number of firms change their compensation pro
grams in the time period before formal shareholder votes in a manner consistent 
with the features known to be favored by proxy advisory firms in an effort to avoid 
negative voting recommendations, and the stock market reaction to these compen
sation program changes is statistically negative.69

The first two findings support the conventional wisdom. Consistent with other research, 
the recommendations by ISS and Glass-Lewis have a significant effect on how mutual 
funds vote. The second finding confirms that, when proxy advisory recommendations mat
ter, portfolio firms will tailor their conduct to comply and thereby avoid a negative recom
mendation.
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The most important, and intriguing, finding is the third; namely, that complying with ISS 
guidelines to avoid a negative recommendation is correlated with a decline in firm value. 
Larcker et al. interpret this result as suggesting that “outsourcing voting to proxy adviso
ry firms appears to have the unintended economic consequence that boards of directors 
are induced to make choices that decrease shareholder value.”70 An alternative explana
tion for the results is that firms identify themselves as out of compliance with proxy advi
sory firm recommendations by disclosing these changes, and that “lack of compliance” is 
evidence that firms are badly governed, leading to a fall in stock price. If, however, this 
were the explanation, then one would predict that future performance of these firms 
would decline; Larcker et al., however, show that this is not the case. As interesting and 
suggestive as these results are, more research is clearly needed to determine whether 
and to what extent proxy advisory firms’ recommendations are value increasing or de
creasing.

What can we learn from the last 25 years during which the US has experimented with us
ing fiduciary duties and disclosure to induce mutual funds, an important subset of institu
tional investors, to be more active in corporate governance? The most immediate lessons 
are discouraging. While regulation clearly changes behavior—it led mutual funds to adopt 
proxy voting guidelines, to disclose their proxy voting, and to subscribe to proxy advisory 
services—it failed to achieve its core goal, namely, transforming mutual funds into share
holders’ champions that assume a role in corporate governance commensurate with their 
shareholdings. Indeed, in an example of the law of unintended consequences, the effects 
of the effort may well be negative on the core measure of firm value. Not surprisingly, the 
fundamental incentive structure outlined above—in which institutional investors, as inter
mediaries, have minimal incentives to become active in corporate governance—seems to 
undermine even the best-intended regulatory intervention. It is very difficult to force any
one to be free.

(p. 381) There is little reason to believe that the European Commission’s reforms will fare 
any better. Now that the amendments to the Shareholder Rights Directive have been 
adopted, one can predict that institutional investors and asset managers will reliably com
ply (rather than explain why they did not), will dutifully create and disclose policies for 
engagement, and will disclose their votes at general meetings. Likewise, one can predict 
that institutional investors will turn to proxy advisors for assistance. Finally, one suspects 
that this greater engagement will not increase firm or portfolio value.

8 The New Reality: Institutional Investors and 
Activist Hedge Funds
But these negative assessments may be too quick. Although traditional institutional in
vestors have not emerged as active “stewards,” there has been a more modest, although 
still important, change in institutional investor behavior: Institutional investors are en
gaging with management in a much more active way than ever before; and, rather than 
always supporting management, institutional investors are now willing to support hedge 
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funds and other corporate governance activists when they are convinced that doing so 
will increase firm value.71 As one hedge fund manager explains, “The brute force of own
ership is not required anymore because the big institutional players listen to both sides 
and are willing to back the activist fund if they believe in them . . . You can win with per
suasion and ideas.”72

Hedge fund activists include some familiar names from the 1980s like Carl Icahn and Nel
son Peltz, as well as newer players like Bill Ackman, Daniel Loeb, and Jana Partners. Al
though exact figures are hard to come by, Icahn is said to have $20 billion available,73

while Ackman has around $12 billion.74 Overall, corporate activist hedge funds are esti
mated to have a total of around $100 billion.75 While these are very large sums, they are 
small relative to the amounts managed by the largest institutional investors. As of 2017, 
the largest included: BlackRock ($5.1 trillion), State Street ($2.5 trillion), Vanguard ($4 
trillion), and (p. 382) Fidelity ($2.1 trillion). They are also small relative to the market cap
italization of the largest companies. As of September 29, 2017, the median market cap for 
the S & P 500 was $20 billion; the smallest market cap was $2.7 billion; the largest $796 
billion.76

Hedge funds, in contrast to traditional institutional investors, engage with particular com
panies over firm-specific issues. Their activities can usefully be divided into corporate 
governance activism (e.g., pressuring management over business issues such as asking 
management to spin off a division, nominating a “short slate” of directors, and pushing 
for changes in corporate financing such as buying back stock or paying a dividend), and 
corporate control activism (e.g., blocking acquirers from completing a merger, blocking 
targets from agreeing to a merger, pushing the board to sell the company, and even mak
ing bids for the company).

The biggest difference between hedge funds and traditional institutional investors is 
hedge funds’ business model. For traditional institutions, activism, when it occurs, is a re
sponse to unexpected and undesired problems that emerge in portfolio companies. Once 
problems arise, institutional investors must decide whether to sell the position (the “Wall 
Street Walk”), to intervene to improve it, or to do nothing. As we saw above, institutional 
investors’ incentives to intervene are very weak.

By contrast, for activist hedge funds, activism is ex ante and strategic.77 Activists first 
identify a problematic company, then decide whether intervention can improve matters. If 
activists conclude that an intervention is warranted, they buy a stake in order to inter
vene. When combined with high-powered performance-based incentives (typically be
tween 1% and 2% of money under management plus between 15% and 20% of gains), 
hedge funds, unlike traditional institutions, have strong financial incentives to get in
volved. When an engagement is effective, the gains to the hedge fund can be huge. More
over, activist hedge funds typically do not have the same conflicts of interest as institu
tional investors, as they do not sell money management services to portfolio companies.
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The links between activist hedge funds and traditional institutional investors are critical 
to understanding hedge funds’ influence and institutional investors’ contemporary roles 
in corporate governance. First, because activist hedge funds do not have sufficiently 
large positions to prevail in medium or large cap companies, they must convince the oth
er shareholders—mainly the traditional institutional investors—to support them. Hedge 
funds play an important “catalyst” role in facilitating shareholder action.

Second, the border between the “investor” side and the “issuer” side has become increas
ingly permeable, with increasing mobility of corporate governance professionals between 
the investor and issuer “sides” of the table. Stephen Brown, Director of Corporate Gover
nance at TIAA-CREF, became the CEO of the Society of Corporate Secretaries and Gover
nance (p. 383) Professionals and then joined KPMG’s “board leadership” group.78 Bess 
Joffe, by contrast, left Goldman Sachs to become Managing Director of Corporate Gover
nance at TIAA-CREF.79 Linda Scott, managing director at Governance for Owners and, be
fore that, Director of Corporate Governance at TIAA-CREF, is now SVP and Associate Cor
porate Secretary at JPMorgan Chase.80 Abe Friedman, founder and managing partner of 
CamberView Partners, a boutique advisory firm that advises issuers, came from Black
Rock. Chris Young, after six years as Director of M & A and Proxy Fight Research at ISS, 
is now managing director and head of contested situations at Credit Suisse where he ad
vises issuers.81 And, of course, John Wilcox, after a long career at the leading proxy solici
tor Georgeson, became SVP and head of corporate governance at TIAA-CREF, and is now 
chairman of Morrow Sodali, which works with issuers in developing institutional investor 
relationships.82

Third, and critically, a significant (but undisclosed) amount of activist hedge fund capital 
is raised from traditional institutions. According to the 2010 Conference Board report, 
hedge fund and other alternative investment assets have grown from under $2 billion in 
1990 to around $1.5 trillion in 2009.83 This growth has been fueled by institutional invest
ment. As of 2009, the largest 200 defined benefit plans had invested around $70 billion in 
hedge funds alone.84

Institutional investor investment in activist hedge funds potentially align interests in a va
riety of interesting ways. First, it insulates institutional investors from criticism by those 
opposed to the activists’ agenda, and avoids antagonizing portfolio companies and incur
ring the wrath of portfolio managers. Second, encouraging activism through hedge funds 
allows for much higher-powered financial incentives than would be politically acceptable 
within institutional investors. Third, the arrangement allows for a division of labor, with 
the hedge funds developing expertise in pressuring management. Having induced ac
tivism through investments in hedge funds, institutional investors quite reasonably may 
choose to take a more passive reactive role. Fourth, the investments partially align the fi
nancial interests of the institutional investor and the hedge fund. Finally, major institu
tional investors only invest in hedge funds after significant due diligence. The process as
sociated with institutional investors’ investment in hedge funds provides some assurance 
to the general investing public of the activists’ bona fides. Institutional investors are now 
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far more willing to consider proposals for change made by the activist hedge funds than 
they used to be.

At the same time, hedge funds’ high-powered financial incentives create grounds for con
cern. Hedge funds exist to make money, and will likely attempt to do so, whether or not it 
benefits shareholders as a group. Thus, for example, hedge funds have sought to acquire 
companies and, of course, sought to do so at the lowest possible cost. Hedge funds have 
also (p. 384) used tactics such as “empty voting” that serve the hedge funds’ interest at 
the expense of the other shareholders.85

The potential constraints induced by the need to form a coalition can be usefully illustrat
ed by the Air Products/Air Gas battle.86 In 2012, Air Products, an industrial gas producer, 
launched a hostile bid for Air Gas, a supplier of gas delivered in canisters. Air Gas, which 
had a staggered board and a poison pill, resisted Air Products’s above market bid on the 
grounds that it undervalued the company. Eventually, Air Products launched a proxy fight 
to elect a short slate of directors. Air Products nominated three independent directors 
who were committed to taking a “second look.” After prevailing in a hard-fought contest, 
with support of ISS, hedge funds, and traditional institutions, the newly elected directors, 
with separate counsel and investment banking advice, surprised many by concluding that 
the Air Products’ offer, though a premium above market value, substantially undervalued 
Air Gas, and became the most vociferous proponents of resisting the Air Products offer. 
Air Products ultimately refused to raise its offer, and the bid failed. Air Gas’s stock price 
has remained above the offer price and, in fact, has increased nearly 50%. The newly 
elected outside directors seem to have been right.

From a corporate governance perspective, one of the most interesting features of the bat
tle was that Air Products did, in fact, identify and elect genuinely independent directors 
and not a slate committed to selling the company.87 The best explanation one heard for 
this “unusual” tactic is that the institutions and the hedge funds that held Air Gas shares 
were genuinely unsure of the value of Air Gas, and would not have supported a more par
tisan slate.

The world has changed when F. William McNabb, III, chairman and CEO of Vanguard, 
publicly salutes certain interventions by activist hedge funds:

The nature of activist investing has changed significantly since the 1980s. Today, 
we’re seeing a greater trend toward constructive activists rather than destructive 
activists. Activists are not inherently good or bad. They often raise legitimate 
questions.

And when they raise legitimate questions and tie their business cases to long-term 
shareholder value—that gets our attention. There have been a number of cases 
where a board wasn’t asking the right questions and eventually lost touch with 
how the company was being run, and how it was being perceived by investors. I’ll 



Institutional Investors in Corporate Governance

Page 26 of 35

share two instances where Vanguard has sided with activist campaigns in recent 
years.

•Canadian Pacific Railway: In 2012, activist Bill Ackman went in and identified some 
vulnerabilities in Canadian Pacific Railway. We agreed—as did many other large in
vestors—that the company had been poorly run and governed. Ackman brought in an 
experienced CEO and a number of directors they thought could make a difference. It’s 
been an activist success story—by and large.

•Commonwealth REIT: Another example of us supporting an activist: Earlier this 
year, Corvex and Related Companies waged a successful campaign to replace the 

(p. 385) entire board of Commonwealth REIT. This was a company with a track record 
of poor performance and poor governance, and they were ultimately held accountable. 
Commonwealth was using a third-party management firm, RMR, that was run by fami
ly members of Commonwealth leadership. RMR extracted value from the public com
pany. They didn’t operate it well, but they were paid well nonetheless. We supported 
wiping the slate clean. In the case of Commonwealth, we were the largest shareholder. 
We were important to Corvex’s case, but at the end of the day, I don’t think they need
ed us. 81% of Commonwealth shareholders voted to remove the company’s board.88

The constraining effects of coalition building have some interesting implications. We 
should be more worried about cases in which hedge funds can act on their own than 
when a coalition with other shareholders is required. Thus, for example, the squeeze-out 
threshold in the EU for completing a takeover under the Takeover Directive (95% in Bel
gium, Germany, France, Italy, and the Netherlands; 90% in Spain, Sweden, and the UK)89

is an invitation to hedge funds to acquire a blocking position. Especially at the 95% level, 
it would seem close to “hedge fund malpractice” not to buy a blocking position, especially 
in private equity deals in which the sponsor’s financing requires owning 100%. Some 
worry that similar hold-out problems can be created by “majority of the minority” provi
sions, whether in a controlling shareholder context or a management-sponsored LBO. 
This suggests that such provisions should be used sparingly. It also raises the possibility 
that the doctrinal effect of such provisions should be revisited.90

9 Conclusion
The preceding discussion suggests that, try as we might, we are unlikely to transform in
stitutional investors into “stewards” of portfolio companies. The emergence of activist 
hedge funds raises an even more fundamental question that applies equally to institution
al investors: Do we, as a society, actually want shareholders to act like owners? Highly in
centivized, focused actors can be and often are socially disruptive. In the US during the 
1980s, the disruption accompanying hostile tender offers resulted in anti-takeover 

(p. 386) legislation, as well as judicial decisions that limited shareholders’ ability to pro
ceed unilaterally.91 Mark Roe’s political history of US corporate finance provides numer
ous examples of regulatory pacification of active or potentially active shareholders.92

Whenever hedge funds have emerged as activists, they have produced a backlash as their 
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single-minded, incentive-driven focus—whether on shareholder value maximization or 
blocking a transaction or exploiting ambiguities in bond contracts—has made people ner
vous. The rise of hedge funds in Europe has led to calls to constrain them.93

When one reads the EU’s 2017 Amendments to the Shareholder Rights Directive, and the 
discussions leading up to it, one gets the distinct impression that shareholders who act 
too much like shareholders, with single-minded focus on maximizing shareholder value 
today, are not what is sought. Too often, it seems, with a focus on maximizing profits, they 
push for unpleasant things like closing plants, moving work to China, firing employees, or 
putting competitors out of business. Rather, the EU seems to be searching for a very dif
ferent sort of shareholder, a shareholder more like a rich uncle who, while demanding, is 
ultimately focused on doing what is best for the family as a whole, one who “can be en
couraged to take an interest in sustainable returns and longer term performance” even at 
the cost of lower returns. The US experience makes clear that traditional institutions and 
hedge funds are not this sort of investor and it is unlikely that regulation can transform 
them into this sort of “patient capital.”
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Abstract and Keywords

This chapter examines the phenomenon of shareholder activism within the context of cor
porate governance and its place in today’s debate on shareholders and shareholder em
powerment. It first reviews the concept of shareholder activism and emphasizes the im
portance of the shareholder structure under which it operates before turning to the his
torical developments of shareholder activism, with particular emphasis on the U.K., US, 
and continental Europe. It then describes the various methods employed by activist 
shareholders and the corresponding regulatory constraints. It also discusses the impact 
of the global financial crisis of 2007–2011 on shareholder activism. The chapter suggests 
that shareholder activism has been enjoying something of a renaissance lately, with 
hedge fund activism becoming more refined, as well as a surge in success following the 
global financial crisis.

Keywords: shareholder activism, corporate governance, shareholder empowerment, shareholder structure, UK, 
United States, Europe, activist shareholders, financial crisis, hedge fund activism

1 Introduction
1WHEN considering shareholder activism, the likes of Chris Hohn, Carl Icahn, Bill Ack
man, Nelson Peltz, T. Boone Pickens, CalPERS, and Atticus are commonly at the forefront 
of people’s minds. As minority shareholders they commonly use their equity stakes in tar
geted corporations to sway management, arguably towards short-term value enhance
ment.2 This can occur via proxy battles or voting contests, negotiations behind closed 
doors with management boards, publicity, litigation, and so forth. In recent years, activist 
investors seem to have honed their tactics.3 However, in relation to a concept that not on
ly encompasses various strategies for intervention but also applies to a multitude of mi
nority shareholder profiles, care must be taken not to overgeneralize.4

Shareholder activism has become an important and integral part of our corporate gover
nance reality. This chapter takes stock of the phenomenon of shareholder activism and 
evaluates its importance for the shape of today’s debate on shareholders and shareholder 
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empowerment. My main focus will be on the evolution of activist shareholder structures 
in the UK, the US, and continental Europe as well as historical developments, the guises 
and traits (p. 388) of shareholder activism, regulatory constraints, and finally the perspec
tives for shareholder activism following the financial crisis that plagued the global econo
my from 2007 to 2011.5

My main arguments are as follows: first, the seemingly straightforward term “sharehold
er activism” may cover a range of different activities, and may be exercised by a broad 
variety of activist investor types. Second, the importance and the effect of shareholder ac
tivism will very much depend on the prevailing shareholder structure under which it op
erates; and the economic benefits that we attach to shareholder activism may likewise 
vary depending on the environment in which it occurs. Third, I document that sharehold
er activism has seen something of a renaissance lately, with hedge fund activism becom
ing more refined, and also popular following the 2007–2009 global financial crisis.

I proceed as follows. Section 2 explores the concept of shareholder activism and empha
sizes the importance of the shareholder structure under which it operates. Section 3 then 
looks back in time and seeks to explain the historical developments of shareholder ac
tivism, mostly in the US, UK, and continental Europe. This allows us to discuss the vari
ous methods of activist shareholders in section 4 and the corresponding regulatory con
straints (section 5). Finally, section 6 demonstrates that activist shareholders suffered 
badly during the global financial crisis, but that more recent years seem to suggest that 
they are experiencing a “comeback.” Section 7 concludes.

2 Shareholder Activism in Context
A share in a company may afford the owning shareholder a range of rights and liabilities 
under the prevailing jurisdiction, but it is the way in which these rights are utilized in 
conjuncture with investment strategies of profit maximization that define shareholder ac
tivism.6 In parallel, the legal protection given to a share as an asset not only plays a cru
cial role in stimulating economic activity in equity markets but also enables the modern 
syndicate to prosper.7

In its most general form, shareholder activism means nothing more than an active, engag
ing shareholder who does not simply consider the investment made as purely financial, 
but as strategic. The most obvious way in which shareholders may voice their demands is 
to exercise the voting rights associated with share ownership. One of the main problems 
of shareholder voting is that small shareholders generally have weak incentives to exer
cise their voting rights. This is the well-known phenomenon of “rational apathy” of (dis
persed) shareholders.8 The relationship between vote and benefit is usually so unfavor
able for (p. 389) retail investors that the rational investor will not seriously engage in the 
business strategy in order to make an informed decision or to vote. Activist shareholders, 
by contrast, overcome this passivity—for various reasons—and actively monitor the 
company’s strategy and management’s decisions. Activism comes in many different 
shapes. During the 1980s, it appeared in the form of corporate raiders dictating company 
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policies, or as leveraged buyout funds taking public companies private in order to change 
corporate policy. More recently, some pension funds have exerted pressure on manage
ment in publicly listed companies, often in the form of behind-the-scene negotiations. The 
latest activist trend can be seen in hedge funds which have discovered corporate activism 
as their business model. In any case, it is important to bear in mind that each shareholder 
activist will pursue their own style of trading and methods for engaging with manage
ment boards, within the relevant legal and regulatory environments.9 Without doubt these 
varying facets accord a degree of complexity to the meaning of shareholder activism.

In general terms, early forms of shareholder activism encompassed all forms by which 
shareholders engaged with targeted corporations on matters of company policy. This 
broad meaning was subsequently broken down into formal and informal activism.10

Shareholder activism of a formal nature takes place in the public domain, for example at 
annual general meetings. Gillan and Starks consider there to be three residual categories 
to formal shareholder activism: namely, “transacting” shareholders, whereby sharehold
ers voice their views on the performance of the targeted corporation by purchasing or 
selling shares; “activist blockholders” who focus on influencing decision making by gain
ing a minority control in the targeted corporation and voicing their views; and finally 
shareholders who seek to implement their changes by gaining control of the company, 
availing themselves of a (hostile) takeover.11 Informal shareholder activism, in contrast, 
occurs in private, behind closed doors, and away from the prying eyes of the public. It 
therefore rarely attracts any media attention, rendering it near impossible to prove un
less one has access to an activist’s private database.12 Although the above goes some way 
in defining the generalist traits of shareholder activists, the evolution of shareholder 
structures, regulatory regimes, and stock markets in the UK, US, and continental Europe 
has played a crucial role in influencing activist engagements. Shareholder activism in oth
er parts of the world has been less pertinent, and is beyond the scope of this chapter.13

(p. 390) 2.1 Shareholder Activism: UK/US

Despite diversified shareholder structures being present in both the UK and US they have 
evolved into their current forms for differing reasons. The diversified shareholder struc
ture seen in the UK has to a greater extent been developed by responding and adapting 
to the regulatory changes that have taken place over the past century and the globaliza
tion of stock markets.14 Whilst the shareholder structures of corporations were historical
ly comprised of “local” regional owners, the diversification of stock ownership in the UK 
only really commenced from the offset of the 1990s as UK insurance companies and pen
sion funds began to emerge on stock markets. In parallel, foreign investors materialized 
as equity investment strategies became globalized due to the growing internationaliza
tion of corporate activities.15 Akin to the UK, the shareholder structures of large US listed 
corporations are also dispersed in nature, but arguably for different reasons. To start 
with, dispersed ownership arrived in the United States much earlier: scholars disagree on 
the precise background, but, most commonly, the early twentieth century is named as the 
decisive period, though the developments that paved the way for equity dispersion had 
begun in the last quarter of the nineteenth century.16 According to Mark Roe, an impor
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tant feature was legislation enacted in 1940, which, by restricting the power of large fi
nancial conglomerates, inadvertently constrained the control of large blockholders in 
American corporations.17 By restraining the operations of large blockholders it became 
possible to not only protect minority shareholders but to facilitate the diversification of 
US corporate shareholder structures. Influential in the diversification of both UK and US 
corporate shareholder structures was the mergers-and-acquisitions wave in the first half 
of the twentieth century. Equity exchanges during mergers and acquisitions furthermore 
dispersed the ownership of stock in both the UK and the US as the shareholdings of exist
ing investors became diluted.18

In such a shareholder environment, activist shareholders are seen as those amongst the 
vast, anonymous shareholder body who actually take an interest in the company’s affairs 
and in monitoring the management, contrary to what an ordinary shareholder would do. 
Activist shareholders are largely associated with a positive contribution to the business of 
the company, since they invest time and resources to make informed decisions and to en
gage in corporate strategy. Mostly, the realization of their plans will depend on the sup
port of larger (p. 391) institutional investors.19 Recent evidence supports the view that this 
is indeed happening increasingly. A concrete example is Jana Partners, an activist hedge 
fund, teaming up with the Ontario Teachers’ Pension Plan to bring about change at Mc
Graw-Hill, the education and data company.20 In this case, activist shareholders act as 
governance intermediaries, actively monitoring company performance and then present
ing to companies and institutional investors concrete visions for business strategy. In this 
scenario, activists can serve to reduce the market’s undervaluation of voting rights to the 
advantage of all shareholders.21

2.2 Shareholder Activism: Continental Europe

In contrast, the shareholder structures of continental European corporations (and many 
other countries of the world) have historically been dominated by blockholders and ar
guably continue to be so despite an increase in foreign investors. As recently as 2001 it 
was reported that the shareholder structures of more than 50% of European corporations 
consisted of a single majority blockholder.22 This contrasted greatly with the shareholder 
structures of UK and US corporations as they were comprised of less than 3% of block
holders.23 Today prominent families and large financial institutions remain the majority 
shareholders of corporations in continental Europe.24 For example, it has been reported 
that a family blockholder is present on circa 66% of all listed companies in Italy whilst cir
ca 10% of the Borsa Italiana is controlled by a sole Italian family.25 This phenomenon is 
not only seen in Italy as other countries in continental Europe and beyond are experienc
ing a similar degree of domination by blockholders in national corporations and stock 
markets. Take Sweden as an illustration: about 50% of the market capitalization on the 
Stockholm Stock Exchange is controlled by a single Swedish family—the Wallenbergs—
due to their shareholdings in listed companies.26 A small number of very wealthy families 
are commonly able to exert a high degree of control over corporations in several conti
nental European countries via pyramids, dual class shares, cross shareholdings, and dif
ferential voting shares.27 For example, a (p. 392) pyramidal structure can enable a family 
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to gain control of a corporation via a small outlay that enables them to establish a chain 
of ownership relations.28 As an illustration, if a family directly owns 50% of a corporation, 
which itself has a 50% stake in another corporation the family will indirectly gain a 25% 
controlling interest in the latter corporation form their initial outlay.29 In the alternative, 
the industrial success experienced in Germany was attributed in part to a system of cross-
shareholdings and interlocking directorates between banks, insurance companies, and in
stitutional firms. This web of mutual participations appears to be eroding in recent 
years.30 Historically, however, these cross-shareholdings were credited for having protect
ed German companies from hostile takeovers due to the stability of ownership and conti
nuity that they provided.31 After the end of World War II, only one out of three relevant 
public takeovers had succeeded until the trend was broken by the Mannesmann–Voda
fone takeover in 1999/2000.32

It has been argued that this concentration of block ownership of corporations in many 
countries outside of the US and the UK is directly attributable to a country’s corporate 
governance regime; namely, the notion that a lack of minority shareholder protection 
leads to a concentration of ownership structures.33 With a lack of regulatory protection 
shareholders are often forced to protect their investments by directly exercising control 
via the ownership of large blocks of shares.34 In summary, it could be argued that the de
gree of minority shareholder protection given by the prevailing regulatory systems played 
an instrumental role in the evolution of shareholder structures of corporations in the UK 
and US vis-à-vis those in continental Europe and beyond.35 The causality aspect of this ac
count is, however, not certain.

In such a business environment of concentrated ownership, shareholder activism neces
sarily has an entirely different role and meaning than in a dispersed, US/UK style system. 
One aspect is that other stakeholders carry out the monitoring duties in such countries—
typically blockholders, families, or banks (depending on the country). In a stable and solid 
corporate environment, the symbiotic relationship between company and controller can 
continue for a long time. Activists are then smaller shareholders who rebel against the 
controlling shareholder and attempt to bring about change, usually acting or purporting 
to act on behalf of all other shareholders.36 This differs from the UK/US context, where 
activists (p. 393) typically understand themselves as advocates of shareholders generally, 
and the opponent would be the corporate management.

Where a dominant or even controlling shareholder is present, the strategies and tactics 
pursued by activist shareholders need to be fundamentally different from their US/UK 
counterparts, and their situation is probably more difficult. They might nevertheless be 
successful, as the French example shows.37 In other countries like Brazil they are also 
gaining ground.38 In this context of corporate governance conflict between dominant 
blockholders and minority shareholders, institutional investors are considered to usefully 
exploit shareholder activism techniques in order to build an opposition and a counterbal
ance to controlling shareholders. They thereby strengthen and support the voice and the 
position of minority shareholders.39
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To illustrate, consider the example of the merger between VW and Porsche, which was 
proposed in 2009. Both companies were dominated by family and state ownership, and 
Porsche already owned 53% of VW at the time. Minority shareholder Norges Bank Invest
ment Management was the only investor to voice early concerns, stating that the pro
posed transactions were “unacceptable” as they “leave the impression of being designed 
to suit the needs of the Porsche controlling families.”40 They also accused VW chairman 
and Porsche co-owner Ferdinand Piëch of being exposed to heavy conflicts of interest and 
of violating principles of good corporate governance.41 Even though the merger was even
tually consummated, the example illustrates that “activism” in this context does not sim
ply mean shareholder engagement—rather, it may be understood as a rebellion of minori
ty shareholders against an unrestrained reign by the controllers.

It is important to understand the fundamental differences between types of shareholder 
activism depending on the shareholder structure and environment. Critics may argue 
against this distinction, claiming that “shareholder activism” in all situations has a similar 
structure: the common element is always an initiative against the “controller”—whether 
the controller is the board (as in the US/UK context) or a dominant shareholder (as in Eu
rope), or both. This perspective overlooks, however, that activism in a controlling share
holder world differs on a number of fundamental points. It is, first of all, more difficult to 
push (p. 394) through activist initiatives for minority shareholders in a controlled firm, 
since the “controller” normally has the voting power to sanction the incriminated act or 
behavior. Second, the minority activist will usually find it more difficult to argue their 
case, and to show that their own ideas will benefit all shareholders, not just the majority.

2.3 Jurisdictional Influences on Shareholder Activism

By investing in the stock of a corporation, a shareholder risks losing potential returns on 
their investment should the targeted corporation underperform. Thus, shareholders gen
erally have an interest in ensuring that the economic performance of the company within 
which they own a share is sustained or, alternatively, improved.42 Shareholder activists 
will often engage in a proactive manner with their targeted companies in order to ensure 
that strategies are adopted that will generate abnormal returns on their investments.43

However, the extent to which a shareholder activist can exert influence on their targeted 
corporation is often constrained by the prevailing laws, regulations, and realities of the 
country within which they are operating. This naturally adds to the complexity of compar
ing shareholder activism between nations. For example, it has been argued that the right 
to vote is often one of the most effective modes of activism for shareholders. However 
with fluctuating threshold requirements at general meetings, the scope for activism by 
voice is often inherently facilitated or hindered when acting in one nation or another. For 
example, whilst the UK’s typical voting block lies at circa 10%, this is almost double that 
required in the US. Continental European countries, on the other hand, require consider
ably higher thresholds: in France circa 20%, and in Germany up to 57% in certain 
cases.44
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The combination of a low voting threshold, recourse to proxy voting by a dispersed share
holder structure, and certain regulatory requirements has unquestionably facilitated 
shareholder activism in the US and enabled the emergence of adversarial voting against 
the boards of targeted corporations in comparison to the preference for informal activism 
in the UK.45 In relation to continental Europe it becomes evident that voting patterns of 
shareholder activists fluctuate greatly from one nation to another. This is predominately 
due to the governing laws and regulations of European nations. It appears that sharehold
er activism is more adversarial in nature in nations that offer minority shareholder pro
tection against managerial and controlling shareholder influences.46 This is the case in 
France, Greece, Belgium, and Sweden, where the voting patterns of activists are decided
ly confrontational in nature.47 In contrast, shareholder activists in Italy and Germany of
ten opt for more subdued activist strategies.48 This is particularly so in Germany where 
shareholder activists have limited room for maneuver due to the historical existence of 
cross-shareholdings and (p. 395) the presence of employee representatives on supervisory 
boards irrespective of the trend towards a market-orientated system.49 With ownership 
patterns in Germany shifting, however, hedge-fund activism may find new investment op
portunities in Germany too.50

In summary, it can be argued that the voting patterns of shareholder activists in continen
tal Europe are influenced by national laws and regulations, shareholder structures, and 
the existence of control enhancing mechanisms (CEMs).51 In contrast, whilst the UK’s le
gal and cultural environment supposedly fosters shareholder activism there is relatively 
little evidence of actual shareholder activism. This could in part be due to the fact that 
the vast majority of shareholder influence is exerted behind closed doors in the UK.52 

Informal talks between institutional investors and management are common, supported 
by a low removal threshold of corporate directors.53 The US market, however, remains at 
the forefront of activist engagement and has experienced the greatest volume of success
ful shareholder activism to date.

3 Historical Development of Shareholder Ac
tivism
A close nexus between stock-market trading and corporate ownership was originally es
tablished during the Gilded Age and the takeover wave of the 1980s in the US.54 In con
sidering the historical development of shareholder activism, it is beneficial to take into 
consideration the impact that regulation and ownership structures had on the develop
ment of shareholder activism, in addition to the evolution of shareholder activism from its 
origins in the US stock market to subsequent developments seen elsewhere.
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(p. 396) 3.1 Impact of Regulation on the Development of Shareholder 
Activism

The enactment of regulation by lawmakers and market conditions have often had a 
twofold impact on shareholder activism; namely either acting as a deterrent, by, for exam
ple, erecting obstacles with the purpose of hindering investors from gaining majority 
holdings in companies, or alternatively facilitating shareholder activism, by for example 
deregulating fixed commission rates and thus increasing the incentives for fund man
agers to maximize returns for investors. If one takes the US as an illustration, it becomes 
evident that regulations have often been enacted in response to developments on the 
stock market.55 For example, the Buttonwood Agreement of 179256 was a response to a 
market crash at the time and the virtual cessation of credit, trading, and liquidity. The 
agreement itself set minimum stockbroking commissions and was in force until the 1970s 
upon which commission rates became fully negotiable as fixed commission rates were 
abolished completely.57 It has been argued that a combination of the deregulation and the 
technological advances at the time, such as the arrival of the personal computer, facilitat
ed the ease in which stocks were traded on the stock market for the first time.58

The enactment of the Glass–Steagall Act in 193359 was furthermore a response to market 
events and in this particular case a direct response to the 1929 stock market crash, a na
tionwide commercial bank failure, and the Great Depression. The Act itself led to a clear 
demarcation between the activities of investment and commercial banking as it was con
sidered that the overzealous investment strategies of commercial banks were directly re
sponsible for the 1929 stock market crash. In particular, it has been argued that the 
Glass–Steagall Act contributed towards a rapid decline in shareholder activism.60 

However, subsequent legislation such as codification of shareholder entitlement by the 
Securities and Exchange Commission (SEC) in 1942 yet again facilitated shareholder ac
tivism. This instance marked the advent of the first shareholder proposal rule.61 The rule 
enabled shareholders to submit proposals for vote at (annual) general meetings and facili
tated the predominant means by which shareholders could actively participate in postwar 
company life. The rationale behind the rule, as stated by Commissioner O’Brian in 1943, 
was to reincarnate the widely attended meetings that were characteristic of the times 
when companies were geographically limited and locally owned.62 The rule arguably 
paved the way for shareholder engagement and (p. 397) activism, which is illustrated by 
the fact that a mere 50 proposals were recorded annually in the 1940s whilst an average 
of 220 proposals were recorded by 1969, and circa 650 proposals were recorded annually 
by 1979.63

The abolition of the Glass–Steagall Act in 1999 and subsequent deregulations played a 
prolific role in fuelling competition in the American financial landscape and arguably trig
gered an increase in the exploitation of investment banking opportunities by, inter alia, 
engaging in risk-averse investment strategies during mergers and acquisitions.64 

However, the Bull Market of the late 1980s and early 1990s saw a downturn in sharehold
er activism as investors took a step back and relied on the gadflies to uphold shareholder 
rights.65 Nevertheless, subsequent financial disasters, such as those seen at Enron and 
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Tyco, in addition to the credit bubble of the mid-2000s, presented the ideal platform for a 
re-emergence of shareholder activism as hedge funds took center stage.66 With an avail
ability of cheap debt, market conditions were ripe for activists to lobby their targeted cor
porations for the distribution of cash to shareholders or for the sale of the corporation it
self.67 Paradoxically, the financial crisis that plagued the recent global economy from 
2007 to 2011 marked the most recent downturn in shareholder activism.

3.2 Impact of Ownership Structures on the Development of Share
holder Activism

As mentioned above, the shareholder structures of most corporations in the UK and the 
US are widely dispersed, whilst those of continental European corporations are dominat
ed mostly by blockholders. If one takes the UK as an illustration, it becomes apparent 
that a dispersed ownership structure and an emergence of shareholder activism were in 
essence driven by policy. In contrast, when considering Germany and the structure of the 
“Germany Inc.” it becomes evident that the domination of blockholders on the sharehold
er structures of corporations fuelled shareholder activism as minority shareholders re
belled against their controlling influence.

In the first instance, as opined by Brian Cheffins, the dispersion of ownership in England 
only emerged after World War II as families began to unwind their controlling stakes in 
companies to benefit, inter alia, from tax incentives that favored diversification and the 
managerial revolution.68 Furthermore, it was the legal reforms that were enshrined in the 
Companies Act of 194869 that gave minority shareholders a voice for the first time in the 

(p. 398) UK. However, despite being relatively groundbreaking in nature as they repre
sented the first statutory remedy for shareholders in England, they proved relatively inad
equate in reality.70 Lord Hoffman shed further light on the matter by stating that it was 
not until 1980 that Parliament gave the unfairly treated minority shareholder the power 
to “slay the dragon” by passing into law the “unfair prejudice” remedy, which is now 
found in section 994 of the Companies Act 2006.71 Thus, despite reforms occurring in 
1948 it was only in 1980 that minority shareholders finally gained a voice in the UK stock 
market. For various reasons, however, they did not take up the legal instruments that 
were available to them. The “unfair prejudice” remedy ultimately only really applies to 
small, quasi-partnership companies, and is unsuitable for large public companies.72 The 
other minority shareholder activism tool, the derivative claim, suffered a setback in the 
famous case of Prudential Assurance v. Newman Industries Ltd, the only reported case 
where a UK institutional investor brought a derivative suit against directors of a portfolio 
company.73 Despite the recent codification and extension of this remedy in the 2006 
Act,74 it has not gained great prominence for activist investors to date.

So in sum, although shareholder rights became enforceable by law, many investors, and 
especially institutional investors, were cautious about engaging in activism. This was also 
due to fears of either being found guilty of market abuse because of potentially being 
privy to insider information or being considered to be acting in concert within the defini
tion of the City Code on Takeovers and Mergers.75 As such, activism per se did not really 
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materialize in full until the UK’s 2008 banking crisis led to a call on institutional investors 
to take a more proactive approach in the enforcement of corporate governance. Conse
quently, shareholder activists began to gain a reputation for overcoming apathy and ac
tively engaging in the strategies of their targeted corporations.

In the second instance, the ownership structure of the “Germany AG,” which was charac
terized by a concentration of ownership due to extensive cross-shareholding networks, 
and long-term relational financial ties between banks, insurance companies, and (p. 399)

institutional firms, guaranteed not only ownership stability and continuity but also acted 
as a shield against hostile takeovers.76 With blockholders dominating the shareholder 
community and, to a degree, the supervisory board, minority shareholders were left with 
no other option but to engage in activism in order to maximize the returns on their invest
ments. In any case, the abolishment of the capital gains tax on the sale of cross-share
holdings in early 2002 marked a pivotal change in Germany’s former low-liquidity insider 
market.77 The removal of capital gains tax on the sale of cross-shareholdings opened the 
floodgates to foreign investors who had previously only held circa 18% of German 
stocks.78 As foreign investors arrived on the German market so too did shareholder ac
tivists. This pivotal change undermined the ownership networks that had shielded Ger
man corporations from takeovers for decades. Out of the three relevant public takeovers 
that had taken place after the end of World War II only one was a success until Vodafone’s 
acquisition of Mannesmann.79

In summary, it becomes evident that regulatory changes have not only been influential on 
the extent of shareholder activism but that developments in global markets and owner
ship structures have played an equally influential role on the commonality of shareholder 
activism.

3.3 Origins and Evolution of Shareholder Activists

As mentioned above, a close nexus between corporate ownership and stock-market trad
ing was first established during the Gilded Age and the takeover wave of the 1980s in the 
US. The Gilded Age and the 1980s became synonymous with corporate raiders buying 
shares to gain control of their targeted corporations. However, the primary goal of gain
ing control of their targeted corporations was not in pursuit of making returns from the 
corporation’s operational profits but to raise the firm’s listed value to maximize the re
turns as shares were subsequently sold at peak prices.80 Buying or selling businesses, or 
threatening to do so, became more lucrative than actually running a company, and conse
quently led to the takeover wave of the 1980s.

(p. 400) 3.3.1 Corporate Raiders and the Takeover Wave of the 1980s
The takeover wave of the 1980s was characterized by daring takeover bids that were en
gineered by corporate raiders on the basis of aggressive and innovative financial tech
niques.81 An activist cohort subsequently established itself in the US which specifically 
targeted underperforming corporations in the hope of improving operational performance 
before exiting. Amongst others, the operating performance of a targeted corporation was 
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often improved by initiating changes to the firm’s strategy. The cohort included renowned 
raiders such as Carl Icahn, the Bass Brothers, and Coniston Partners. However, despite 
their apparent success, it remains undisputed that the purchase of these shareholdings 
was financed predominately out of debt with limited equity which generated short-term 
gains and left no company safe from a hostile bid.82 In consequence of their aggressive 
strategies, opposition to corporate raiders soon mounted, not only on the part of the tar
geted corporations themselves via the implementation of defense strategies but also on 
the part of the government, which took action to protect the interests of targeted corpo
rations. Although takeover defense strategies became plentiful the most successful was 
colloquially known as the “poison pill” defense. The “poison pill” defense was developed 
by Martin Lipton, a New York attorney, in order to help El Paso Co. fend off a hostile 
takeover bid.83 The “poison pill” as a takeover defense strategy can either come in the 
form of a flip-in or flip-over but fundamentally consists of a strategy whereby the target 
corporation attempts to reduce the value of or dilute its stock in order to ward off a hos
tile bid.84

The 1980s also marked the re-emergence of institutional shareholder activism as pension 
funds, mutual funds, insurance companies, and managed trust funds submitted proposals 
and forced management boards to reform, inter alia, executive remuneration packages 
and defense strategies against threats of takeover.85 These strategies were dramatic in 
nature and a far cry from previous engagements which had consisted of the strategy of 
“voting with their feet.”

3.3.2 Institutional Investors
The rapid growth of institutional investors in the 1980s was primarily in response to an 
increased proportion of household savings being invested directly in equity and corporate 
bonds via private-funded pension schemes and life-insurance policies as the longevity of 
the aging population increased.86 Larger portfolios meant that many institutional in
vestors (p. 401) could no longer dispose of large blocks of stock on the market at any one 
time and were thus forced to alter their strategies from one centered on exit to one that 
advocated activist engagement in pursuit of profit maximization.87 Additionally, the dis
posal of large stocks on the market at any one time was no longer an option as it risked 
triggering sharp falls in stock valuation, a market crash, and a probable reduction in the 
value of portfolios.88

Although the rapid growth and subsequent increase in institutional investor portfolios 
forced investment strategies to be altered, the rise of institutional shareholder activism in 
the UK was predominantly driven by policy. Policy makers in the UK were the driving 
force in advocating that institutional shareholders engage in activism in response to 
wider corporate governance concerns and the social good.89 The policy-led drive for ac
tivism in the UK was more in keeping with a shareholder’s responsibility and accountabil
ity to the market at large as opposed to promoting investment strategies tailored towards 
profit maximization. Scholars such as Christoph van der Elst further argue that this poli
cy-led drive for activism in pursuit of greater corporate governance was also widespread 
in continental Europe and was subsequently embodied in regulations and corporate gov
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ernance codes.90 It is argued that institutional investors are best placed to enforce corpo
rate governance as, unlike individual investors, they are operating within a professional 
capacity and thus have the necessary expertise to manage the investment funds within 
their portfolios.91 Irrespective of the origins in the surge of activist engagements, it 
should be noted that institutional investors are often constrained in their ability to par
take in shareholder activism due to their own conflicts of interests.

Conflicts of interests usually derive from the business relationships between the target 
corporation and the institutional investor, which often compels the latter to concur with 
management even if this were to conflict with their fiduciary duties.92 As an illustration, a 
US mutual fund that is associated with a financial institution may err on the side of cau
tion when engaging in shareholder activism so as not to jeopardize the business relation
ships between present or future clients of their parent company.93 In other words, it has 
been argued that conflicts of interests arise between banks and insurance companies due 
to their day-to-day business dealings with corporate management, between private pen
sion funds and their governing corporate managers, and with public pension funds due to 
external political influences.94

In summary, the extent to which institutional investors engage in shareholder activism, 
and thus utilize the power granted to them by laws and regulations, is constrained by the 

(p. 402) eventual occurrence of conflicts of interests.95 Nevertheless, despite the affect a 
potential conflict of interest may have on the degree of activist engagement, institutional 
investors still represent one of the largest forms of shareholders in the US, having in
creased their shareholdings in US equities from a mere 10% in 1953 to over 70% in 
2006.96 In comparison, the size of institutional shareholdings in European corporations 
tends to fluctuate from circa 80% in the UK to 20% in Italy, with Germany and France ex
periencing shareholdings of up to 30% and 60% respectively.97

3.3.3 Hedge Funds
Nearly two decades after corporate raiders dominated stock markets, hedge funds began 
to re-emerge, filling the gap that had been left by institutional investors due to their con
cerns over conflicts of interests and regulatory constraints.98 Despite re-emerging in the 
1990s it was only in the twenty-first century that hedge funds took center stage as share
holder activists.99 Their ability to take the stock market by storm with over $1 trillion un
der management, a cutting-edge investment strategy which centered on corporate ac
tivism, and a cut-throat “do what it takes” mentality were arguably in part a result of 
their organizational structure and the subsequent lack of regulation governing their oper
ations.100

By comparing hedge funds with institutional investors it is possible to shed some light on 
their unique business structure that has enabled them to pursue a strategy of corporate 
activism away from the prying eyes of the public and policy makers. Although hedge 
funds are commonly managed from the US or the UK, they are typically incorporated in 
offshore jurisdictions and are thus subjected to a minimal degree of public oversight and 
regulation.101 An intrinsic lack of regulation and public oversight has enabled hedge 
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funds to increase their market power whilst diversifying their risks by benefiting, inter 
alia, from derivatives and high levels of leverage.102 Furthermore, unlike institutional in
vestors, hedge funds are not constrained by potential and/or actual conflicts of interests 
in pursuing their investment strategies. This is predominately due to the fact that they 
avoid investing in large entities where wider interests can often conflict with a duty to
wards their investors.103 By (p. 403) rather opting to invest in corporations that enable 
them to make trading-induced profits with a quick turnaround, hedge funds do not run 
the risk of being confronted with potential conflicts of interest.104 Targeted corporations 
are subsequently undervalued, presenting the ideal opportunity for profit maximization 
via shareholder activism.

Their often aggressive tactics in the pursuit of profit maximization in the short term can 
be attributed to the performance-based compensation schemes for hedge fund managers 
which contrast greatly with the fixed compensation fees earned by institutional 
investors.105 This compensation scheme typically comprises of an annual fixed fee that 
ranges from 1–2% of portfolio assets in addition to a performance-based fee ranging from 
15–25% of the profits earned annually.106 This arguably aligns the interests of fund man
agers and investors in generating maximum returns on investments. Thus, shareholder 
activism is purely an element of a hedge fund’s investment strategy as opposed to the 
concurrent enforcement of corporate governance that is pursued by many other institu
tional investors today.107

As such, markets fully anticipate that the engagement by a hedge fund in a targeted cor
poration will undoubtedly lead to an improvement in the target’s operational perfor
mance.108 It is therefore common to witness steep increases in stock prices as hedge 
funds make their initial stock purchase in the target. New empirical data from the US and 
Europe illustrate that hedge fund engagement mostly involves advantages for other 
shareholders. According to these studies, the initial investment decision by an activist 
hedge fund is usually related to a substantial increase in their returns.109 These increased 
returns are apparently a consequence of real improvements and reliable profits, and not a 
mere redistribution to the detriment of debtholders and other stakeholders.110 Further, 
the holding periods of hedge funds are much longer than previously anticipated.111

These positive effects for the shareholders of a company in which a hedge fund invests 
need to be distinguished from the question of whether a hedge fund brings profit for its 
own (p. 404) investors.112 However, empirical evidence from 2007 indicated that hedge 
funds make absolute returns from circa 5–7% on the initial share price after commencing 
activism in the US, whilst further empirical evidence from 2008 indicated that hedge 
funds make absolute returns of circa 12% for the duration of a two-to-three-year period 
following activist engagement.113 Of interest here is that these empirical studies did not 
have access to the private databases of their sample and relied solely on publically avail
able information in reaching their conclusions.114 By contrast, another empirical study 
from 2008 was conducted with full access to the sample hedge fund’s private database, 
including the fund’s trades and asset values, and concluded that a dependence on public 
information alone would have omitted approximately 12 out of a total of 30 engagement 
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cases.115 This is a clear illustration of the intrinsic lack of publicly available information 
on activist engagements by hedge funds and the secretive manner in which they protect 
their engagements. However, having been accountable for up to half of the daily activity 
on the New York Stock Exchange (NYSE) and the London Stock Exchange (LSE) in 2005 
alone, it is likely that they will remain an important and controversial feature in stock 
markets for some time to come.116

Regulatory strategies following the financial crisis target hedge funds in particular.117 It 
is notable, however, that none of these new regulatory instruments target the implica
tions of hedge fund activity for the functioning of traditional corporate governance mech
anisms. It is clear that hedge funds’ sophistication in exploiting the traditional categories 
and tools of corporate governance poses significant challenges for regulators and law
makers.118 For example, the European AIFM Directive and the US Dodd–Frank Act limit 
themselves to certain rules on the supervision of hedge fund managers, and do not pur
sue an activities-based approach.119

3.3.4 Private Equity Funds
The twenty-first century also marked the emergence of private equity funds which have 
frequently been compared with hedge funds due to their innate similarities. Nevertheless, 
despite their concurrent reputations for activist engagement and similar remuneration 
structures for fund managers, they arguably deploy different investment strategies. As 
opposed to the short-term investment strategies of hedge funds, private equity funds will 
typically focus on long-term investments which are innate to closed-end funds. Invest
ments (p. 405) of a closed-end fund in targeted corporations will usually last five years, at 
which point in time the fund will exit passing the proceeds to their investors.120 Adopting 
a long-term investment strategy with a corporation arguably implies that a private equity 
fund will be inclined to adopt a “hands-on approach” with the board as they are of the 
opinion that this method is the most effective in generating value before the firm is either 
sold or rejoins the market.121 This contrasts greatly with the strategies deployed by 
hedge funds as they typically avoid majority or sole ownership, preferring to reap re
wards as minority shareholders.122 With a long-term outlook, it is more common for pri
vate equity funds to actively engage in the strategy and management of their targets; an 
engagement policy which is argued to be pivotal in generating shareholder wealth and 
enabling a fund to exit with profit.123 A study conducted by Acharya and co-authors re
vealed that private equity funds play an active role in the strategy of the targeted firm, 
with 89% of interviewees citing value creation and 56% of interviewees citing exit as 
their principal priorities.124

4 Methods of Shareholder Activism
From the offset of the 1980s shareholder activists have been playing the market instead 
of carefully protecting the value of their holdings.125 By operating under a common set of 
assumptions, namely public information and commercial consensus, investors are able to 
strike bargains by purchasing undervalued shares which they subsequently sell at abnor



Shareholder Activism: A Renaissance

Page 15 of 46

mal prices after having improved the operational performance of their targeted corpora
tion.126

It was traditionally viewed that shareholders turned to activism when they were dissatis
fied with the management or the operational performance of the targeted corporation by 
commonly opting to vote with their feet by exit. However, the modern-day approach wit
nesses the purchase of shares in the hope of generating short-term gains via activist en
gagement.127

But what techniques do activists use? Empirical evidence in the US suggests that ac
tivism (in particular by hedge funds) encompasses a wide range of activities, from the 
subtle pressure on the incumbents through letters, other communications, and meetings 
to the requisition of a shareholder meeting, possibly involving the drama of a manage
ment change, or the commencement of litigation or a takeover bid from the activist.128

Practitioners report (p. 406) an even more diverse set of tactics.129 Recognizing that ac
tivism involves an evolutionary decision-making behavior, researchers have provided em
pirical evidence on activism in the US by modelling activism as involving four distinct 
phases: demand negotiations, board representation, threat of proxy fight, and proxy con
test.130

4.1 “Voting with the Feet”

“Voting with the feet” or the “Wall Street Rule” is a traditional form of shareholder ac
tivism whereby activists opt to sell their stock rather than partaking in often costly and 
futile efforts of reform in pursuit of increasing the value of their investments.131 It is 
worth bearing in mind that this passive approach to activism used to be rooted in the re
spect of traditional values as opined by Brian Cheffins. Cheffins argues that this tradition
al method of activism was nestled in the Chandelerian exhortation which first and fore
most respects the managerial revolution and thus leads to the unquestionable acceptance 
of managerial power on the boards of companies.132 However, in today’s economy this 
method of exit can be both complex and costly for an activist. An increase in the size of 
shareholdings, especially in relation to those held by institutional investors, has rendered 
this form of activism more hazardous due to the risks posed by disposing of large volumes 
of stock on the equity markets at any one time. The risks can be threefold in nature, trig
gering a sharp fall in the valuation of the stock, a stock market crash, or a reduction in 
the overall value of the investor’s portfolio.133 However, institutional investors aside, it 
can be argued that modern-day activists generally acquire small quantities of stock in a 
targeted corporation to minimize their risk exposure and remain anonymous to manage
ment boards by not exceeding the thresholds that trigger disclosure obligations.134

4.2 Purchase of Stock

The present trend to purchase small quantities of stock enables shareholder activists to 
seek not only the most opportune moment for action but also support from other activist 
investors before striking with an element of surprise to gain the upper hand in communi
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cations with the targeted corporation. This strategy often improves the success rate of 
their (p. 407) interventions as, on the one hand, targeted corporations are by default left 
with a limited time period within which to prepare defense strategies. On the other hand, 
the shareholder activist can carefully select support from fellow activist investors whilst 
mitigating the likelihood of freeriding. A case in point was Knight Vinke’s target of HSBC 
in 2007. Knight Vinke was able to target HSBC with a shareholding of less than 1% via 
the use of informal methods of activism. In the first instance, Knight Vinke wrote to HSBC 
in 2007 asking the board for, inter alia, an independent non-executive Chairman and an 
in-depth review of its strategy and management structure. These demands were reiterat
ed in 2008 in a letter signed by not only Knight Vinke but also six of the world’s largest 
institutional investors that had by then amassed shareholdings in HSBC. HSBC respond
ed publically to the second letter stating that the majority of demands had already been 
met and took further steps to, inter alia, replace almost a third of the non-executive board 
members whilst selling part of their non-core banking network. This was arguably a suc
cess for an activist with a minority holding that deployed informal methods of activism, 
but it is worth bearing in mind that little evidence is commonly available on private nego
tiations between shareholders and companies as and when they actually occur.135 An ex
ception to this is the clinical study136 of the Hermes UK Focus Fund where the authors 
were granted access to the fund’s private databases and were able to ascertain that fo
cused engagements with the support of other institutional investors, on private meetings 
and letters, etc., generated substantial returns on investments and especially so when 
changes to the structure of the board and the target’s strategy were demanded.137 Had 
the authors relied on public information alone they would have been unaware of at least 
12 out of the 30 reported engagement cases.138 A further study,139 which compared posi
tive abnormal returns between public and private interventions, concluded that private 
interventions generated higher returns than those conducted in the public domain but 
were also more expensive to run.140 Accordingly, “voice” and participation at annual gen
eral meetings are often a popular strategy for activist engagement.

4.3 “Voice”

“Voice” is arguably one of the most common methods of shareholder activism and as such 
has often been cited as a distinguishing feature of shareholder activism. Shareholder ac
tivists are commonly referred to as investors who via voice aim to alter the status quo of a 
targeted corporation without altering the manner in which the firm is controlled.141 The 
activist method of “voice” itself encompasses a broad spectrum of activities including 
shareholder proposals, proxy contests, influencing the strategy of targeted corporations, 
and voting at shareholder (p. 408) meetings. A shareholder activist will attempt to per
suade the management board of their targeted corporation to pursue certain strategies 
via the private communication of information in the hope that this will enable returns on 
investments to be maximized.142 However, the effectiveness of the use of “voice” as a 
method of shareholder activism is dependent on the degree of publicity used and the 
credibility of the actual message.143 For example, Apple recently bowed to renewed pres
sure from CalPERS for shareholders to have a greater say on the election of directors.144
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It is interesting to note that in pursuit of a drive to hold management boards to account 
for their actions CalPERS has convinced a total of 77 large US corporations to implement 
majority voting in the last two years alone, and is currently targeting a total of 17 corpo
rations that are holding out.145 This clearly highlights the effectiveness of a credible and 
public message in instigating desired changes in a targeted corporation. However, it is al
so worth bearing in mind that the legal environment within which a shareholder activist 
operates can also play a pivotal role in facilitating or restraining their recourse to “voice.” 
This is particularly so in relation to their ability to vote on certain matters at the general 
meeting.

The participation of shareholder activists at annual and other general meetings is histori
cally low in Europe and highly dependent on regulatory constraints pertaining, inter alia, 
to conflicts of interest, national and cross-border proxy voting, and the separation of own
ership.146 In contrast, the US has always experienced a considerably higher degree of 
participation despite the existence of legal barriers. For example, although shareholder 
engagement at general meetings was facilitated in the UK under the Companies Act of 
2006, investors continued to refrain from intervening in the management of large corpo
rations as they believed that it was neither their role nor their duty to do so.147 It was on
ly following the call on investors to take a more active role in enforcing corporate gover
nance after the 2008 banking crisis that shareholders began to actively engage with man
agement in the UK. In contrast, the legal environment in the US established numerous 
barriers for shareholder activists that sought to actively influence the management board 
of targeted corporations by “voice.”148 For example, despite the fact that the former 
proxy regulation Rule 14a-8 enabled a selection of shareholder proposals, it neither al
lowed director nominations nor objections to be made against management’s proposals—
arguably impeding the influence of shareholder activists.149 Nevertheless, despite the 
presence of these former barriers, activist engagements still became an inherent part of 
corporate governance in the US.150 This is illustrated by the fact that attendance at annu
al general meetings reached 87% in 2006 and 79% in 2010, considerably higher than that 
seen in Germany, or the UK for that matter (respectively 60% and 68% in 2010).151 Many 
have argued that the rationale behind the higher turnout at shareholder meetings in the 
US in comparison with that experienced (p. 409) in Europe hinges on the widespread re
course to proxy voting by the dispersed shareholder base in the US.152

4.4 Litigation

Litigation is often considered to be the last resort for a shareholder activist due to its un
predictable nature and the fact that it rarely leads to immediate results. Not only does its 
use hinge on the substantive laws and regulations of the jurisdiction within which a 
shareholder activist is operating, but a shareholder activist will also have recourse to dif
ferent forms of litigation dependent on where they are operating. For example, litigation 
can include the pursuit of damages against the directors of targeted corporations, injunc
tive relief for the enforcement of inquiry requests, the contestation of resolutions passed 
at general meetings, or derivative actions whereby the shareholder activist brings an ac
tion on behalf of the targeted corporation in order to uphold the firm’s rights if the direc
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tors cannot or will not enforce them.153 As an illustration, in contesting resolutions made 
at general meetings, actions are often brought in the name of the actual shareholder in 
Germany, whereas shareholder activists have typically used legal loopholes to sue in 
France.154 Nevertheless, although shareholders have the ability to bring a civil action on 
behalf of the company against a director (or against a third party) in the UK, sharehold
ers rarely do so and the courts have the ultimate right to refuse the claim in any case. For 
example, the abandoned Equitable Life litigation is illustrative of the hurdles that are 
faced in reality when seeking legal redress for acts that amount to a director’s legal 
breach of their duties in the UK.155 Despite the varying use of litigation in Europe, full 
proxy fights and threats to litigate are commonly used by shareholder activists in the US. 
This is particularly true of hedge funds operating in the US, as they commonly have the fi
nancial means to pursue the matter to the end should they wish to do so. In light of this, 
corporations in the US will more often than not concede to the demands of hedge funds 
before class actions and less common derivative actions are even made.156

In summary, it is clear that shareholder activists engage in various methods of activism in 
pursuit of realizing their ultimate goal of profit maximization. However, the prevailing 
regulatory regimes can often facilitate or hinder their activist strategies. It is common for 
targeted corporations opting to ignore activist demands to receive negative press. These 
firms are often relegated on governance ratings whilst their directors diminish their 
chances for re-election.157

(p. 410) 5 Regulatory Constraints
The announcement by BNP Paribas in August 2007 that it would cease the activities of 
three hedge funds specializing in US mortgage debt and the subsequent bankruptcy of 
Lehman Brothers in September 2008 not only marked the commencement of the most far
reaching crisis to hit the global economy since the Great Depression but also saw calls for 
greater regulation and government intervention.158

However, it has been argued that no single entity can collate all the requisite information 
in order to draft rules that would be adequately binding for all.159 If one takes the UK as 
an illustrative example, it becomes evident that it is a combination of both legal obliga
tions which are derived from, amongst others, the Companies Act 2006,160 the Criminal 
Justice Act 1993,161 the Financial Service and Markets Act 2000,162 and industry bench
marks for best practices which are embodied in the UK Corporate Governance Code163

and the Stewardship Code,164 that govern the activities of investors today. As the current 
most prominent regulatory constraints on shareholder activism concern proxy access, 
acting in concert, and insider dealing, these will form the focus of this section of the 
chapter.
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5.1 Proxy Access

Shareholder activism through the proxy process has always been subject to considerable 
debate amongst regulators and academics. On the one hand, it is argued that proxy ac
cess is an inherent right of shareholders and places them in a better position to monitor 
the performance of corporations and corporate governance. On the other hand, it is ar
gued that by giving shareholders greater access to the boards of corporations they will 
pursue changes for personal benefit at the cost of the firm’s long-term future. Additional
ly, the laws and regulations that govern proxy access by shareholders vary considerably 
from one nation to another often constraining their use by activists.

Although the majority of European jurisdictions recognize the benefits of affording minor
ity shareholders rights to protect their interests, the laws and regulations governing 
proxy access remain stringent when compared to those that are currently in place in the 
US.165 For example, in the UK, under the Companies Act 2006, shareholders may submit 
proposals (p. 411) for vote at general meetings provided they own at least 5% of the 
corporation’s issued stock, whilst ownership of 5% of the corporation’s stock also enables 
shareholders to requisition an extraordinary shareholder meeting and propose their own 
nominees to the board.166 The situation is similar in Germany where the German Stock 
Corporation Act167 decrees that new agenda items and extraordinary meetings can be de
manded by shareholders that own at least 5% of the corporation’s voting capital.168

Therefore, it would appear that shareholders in the UK and Germany, amongst other Eu
ropean nations, are in a strong position to engage in activism if they are of the opinion 
that the boards of their targeted corporations are not addressing their concerns in an ad
equate manner.169 Nevertheless, the logistics of national and cross-border proxy voting 
and the ability to meet quorum requirements have often acted as a barrier to the use of 
the proxy process by activists in Europe. According to Manifest, with the increased dis
persion of ownership in Europe and an unduly cumbersome system of proxy voting due to 
the need for cross-border chains of intermediaries, the ability to vote and satisfy quorum 
requirements became both time-consuming and prone to errors.170 The July 2007 Share
holder Rights Directive was designed to remove these hurdles to the proxy process for 
shareholders by facilitating the exercise of basic shareholders’ rights and enabling na
tional and cross-border proxy voting.171 The Directive, in essence, provides shareholders 
with the tools needed to not only monitor management boards but also to facilitate their 
involvement in the corporation’s activities via, inter alia, advanced access to information 
ahead of general meetings.172

By comparison, the current situation in the US is arguably more conducive to the submis
sion of proxy proposals by shareholders at general or annual general meetings. However, 
this has not always been the case as significant barriers used to exist for shareholders 
seeking proxy access, for example, to monitor the performance of the board of a company 
in the US. In particular, as mentioned, the former proxy regulation Rule 14a-8 on the sub
mission of proxy proposals by shareholders excluded areas of fundamental importance 
such as the ability to make director nominations.173 The recent economic crisis and sub
sequent calls for (p. 412) greater accountability of corporate boards by, for example, the 
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Dodd–Frank Act174 led to the SEC’s proposal of rules that would enable shareholders with 
access to the proxy statements of companies to nominate directors. The proposals were 
subsequently enacted under Rule 14a-11 permitting shareholders, satisfying certain re
quirements, to include director nominees on the proxy materials of a corporation that are 
distributed to shareholders.175 Further amendments were also made to Rule 14a-8(i)(8) in 
narrowing the types of shareholder proposals that could be excluded under the “election 
exclusion.” The rationale behind the amendments lay in the need to empower sharehold
ers to hold boards to account for their actions by, inter alia, facilitating communication 
between shareholders in the proxy process and improving corporate suffrage.176

A study on shareholder activism through the proxy process found that proxy proposals 
were generally targeted at underperforming corporations and/or those with a poor gover
nance structure.177 Specifically, the authors ascertained that it was more likely for pro
posals to be submitted against corporations that have ineffective and entrenched CEOs 
and management that lacks the incentive to act in the best interests of the firm.178 This 
conclusion was supported by the fact that out of their sample the majority of proposals 
made were in relation to takeovers, the removal of the management board, and poison 
pills.179 However, it is worth noting that the sample period ranged from 1996 to 2005 and 
thus occurred during the time when greater regulatory constraints existed on proxy ac
cess.

5.2 Acting in Concert

Cooperation between shareholders is not uncommon if one considers that a shareholder 
activist will usually hold a minority shareholding and will thus commonly hold insufficient 
stock to realize their goals.180 However, a greater degree of strategic care is currently re
quired not to fall foul of the laws and regulations that govern acting in concert, which 
could in certain jurisdictions even risk triggering a mandatory bid for the targeted corpo
ration.

In Europe, the Directive on Takeover Bids defines acting in concert as cooperating under 
the guise of an agreement with the offeror or the offeree corporation to either acquire 
control of the offeree corporation or hinder the bid that has been made.181 Under the 
rules of the Directive, those found to be acting in concert are required to make a manda
tory offer to the (p. 413) other shareholders of the targeted corporation if together they 
surpass a “control” threshold, usually fixed at about 30% of the voting rights.182 The 
same concept of acting in concert is also relevant for the block disclosure rules under the 
EU Transparency Directive.183 Depending on the context and depending on the jurisdic
tion, the precise definition of “acting in concert” has been implemented in different 
ways.184 The resulting legal uncertainty has prompted the European Securities and Mar
kets Authority (ESMA), on the request of the European Commission, to publish a White 
List of “innocent” activities.185 The concept of “acting in concert” and its divergent inter
pretations may chill shareholder activism, a development which policy makers may or 
may not welcome.186



Shareholder Activism: A Renaissance

Page 21 of 46

The situation is slightly more complex in the US where there are numerous barriers to 
prevent acting in concert.187 For example, section 13(d) of the Exchange Act188 requires a 
shareholder or group owning more than 5% of a listed company’s shares to file a “Sched
ule 13D” publicly. A “Schedule 13D” discloses all parties involved in addition to their in
tended aims in relation to the targeted corporation. However, it was recently clarified 
that shareholders are able to communicate, plan, and even act together to effect policy 
changes without disclosing their affiliation under section 13(d) of the Exchange Act.189 It 
is only on the grounds of acquiring, holding, voting, or disposing of their shareholdings 
that they must disclose their group arrangement in a Schedule 13D filing.190

The above clearly outlines the complexity of acting in concert and the restricting effect it 
can have on activist engagement. It should, however, be noted that the fundamental aim 
behind the laws and regulations on acting in concert is to protect the interests of minority 
shareholders by granting them the right to exit on fair terms when the controlling share
holders change.191

5.3 Market Abuse and Insider Dealing

Many of the activities that activists are pursuing touch on the limits of legally permissible 
market behavior. For example, in circumstances in which the activist shareholder has en
gaged in previous communication with the target company’s board, it is possible that in
side (p. 414) information has been divulged, which would restrict the shareholder from be
ing able to deal in the company’s shares. Moreover, in some instances it is possible that 
the actual strategy being pursued by the activist shareholder is itself inside information, 
thus requiring disclosure to the market as a whole.

Insider dealing not only risks undermining the shareholder voting process but also has 
negative repercussions on timing paramount for the proper functioning of the stock mar
kets.192 By trading on inside information, investors are selling and buying at the most op
portune moment in time but are breaching their fiduciary duty or other relationship of 
trust and confidence whilst they are in possession of stock information that is not publicly 
available. These actions ultimately undermine confidence in the integrity and fairness of 
stock markets.193

In establishing the cause of the 1929 financial crash, US Congress ascertained that wide
spread insider dealing had played a pivotal role and so enacted the Securities Exchange 
Act of 1934 with the principle aim of deterring unfair transactions.194 With an increase in 
corporate takeovers and coincidental abuses of cash tender offers, the Williams Act of 
1968 was passed to make full and fair disclosure a mandatory requirement. This legisla
tion ultimately enabled the SEC to fine and prosecute offenders like the corporate raider 
Ivan Boesky. Ivan Boesky was fined $100 million in 1986 for having launched takeover 
bids on the basis of information that was obtained illegally. By acting on inside informa
tion, Ivan Boesky was able to purchase stock in his targeted corporations before his 
takeover bid went public.195 This enabled him to reap rewards as the stock’s value subse
quently rose. The proactive approach taken to tackle insider dealing in the US was not 
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mirrored by legislators in the UK, as it was only in 1980 that insider dealing became a 
criminal offence there.

In the UK, dealing on insider information was considered legitimate and widespread until 
the late 1950s when it began to be considered an unethical practice. Nevertheless, the 
practice was as widespread as ever in the 1960s and 1970s and was even being depicted 
as the crime of being something in the City by the Financial Editor of The Sunday Times 
in 1973.196 It was only in 1980 that insider trading became a criminal offence in the UK 
and is currently enforceable under the Criminal Justice Act 1993.197 However, as cases 
are rarely prosecuted (p. 415) under this Act, the Financial Service and Markets Act 
2000198 subsequently came into force, giving the FSA wide-ranging powers to prosecute 
offenders for insider dealing.199 Insider dealing has been subject to European regulation 
since the 2003 Market Abuse Directive.200

With the identities of shareholder activists constantly evolving, hedge funds have recently 
become a focal point for regulators in many jurisdictions as the inherent nature of their 
operations often makes them vulnerable to involvement in market abuse, advertently or 
inadvertently.201 As pointed out by a former Chairman of the SEC, William H. Donaldson, 
hedge funds present a unique challenge as the vast majority are not registered with the 
SEC, which limits the SEC’s ability to detect matters such as fraud before stock markets 
or investors are affected.202 Inherently, this would arguably also be applicable to other 
regulators and governing bodies due to the tendency for hedge funds to register offshore 
in order to benefit from lighter regulatory oversight and weaker control environments.203

However, as market dynamics and investor strategies continue to evolve, regulators and 
governing bodies have to constantly respond and adapt in order to maintain the fairness 
and integrity of the equity markets.

6 Shareholder Activism during the Financial 
Crisis and in the Future
Allen Boyer argues that the market has never altered the role of a shareholder activist 
but has always defined that role.204 It is therefore tenable that the abundance of world 
trade agreements since the 1960s facilitated the liberalization of worldwide capital flows 
and contributed to the denationalization of the corporate and financial landscape.205 The 
free flow of financial capital within and across national borders not only altered the pow
er dynamics between governments, shareholders, and corporations but also facilitated 
the realization of abnormal returns on investments by shareholder activists. This was par
ticularly the case for hedge funds that were able to reap returns by deploying activist 
strategies. Nevertheless, as the market facilitated the realization of activist strategies it 
also restricted their reach as illustrated by the recent financial crisis and the initial 
demise of private equity (p. 416) and hedge fund activity. In short, research has document
ed that activist hedge funds are thus heavily pro-cyclical.206
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6.1 Initial Demise of Private Equity and Hedge Funds

During the financial crisis, the outlook for activists, in particular hedge funds and private 
equity firms, was bleak. A reduction in available liquidity, private companies seeking a 
quick exit from their private equity shareholders, and potential targets shying away from 
listing on the main markets due to costs and regulatory obligations seemed to create the 
advent of a “buyer’s strike” or the end of the locust era.207 Faced with higher startup 
costs and an increasingly competitive market, private equity and hedge funds were per
ceived to be finding it ever more difficult to amass sufficient returns to remain 
profitable.208 Some scholars even heralded the near “eclipse” of private equity.209

However, it is now evident that that shareholder activism has not just survived but dra
matically prospered over the past years since the crisis. During crisis times, falling profits 
and dividends will force management boards to be more responsive to demands for dis
posals by shareholders.210 For example, Chris Hohn, the founder of The Children’s Invest
ment Fund Management (TCI), gained notoriety in 2005 after having succeeded in remov
ing Rolf Breuer and Werner Seifert from the board of Deutsche Börse and in stopping at
tempts to acquire control of the London Stock Exchange.211 Following heavy losses of 
43% in 2008, and the departure of various founding partners, little was heard of the fund 
on the market. However, recent filings with the SEC indicate that activity is once again 
well under way: as per the quarterly 13-F reports The Children’s Investment Fund Man
agement (UK) LLP increased its portfolio of US shares to levels equal to those seen at the 
fund’s peak in 2008.212 More recently, TCI seems to have fully regained its pre-crisis 
strength.213 Additionally, recent figures on the hedge fund industry indicate that activist 
hedge funds alone now have a total of $66 billion under management after recent years 
have seen strong capital inflows and record (p. 417) profits in 2013.214 As a note of cau
tion, however, the future success of shareholder activism looks likely to be constrained 
with new regulations coming into force over the next few years and a growing concern 
over the implementation of short-term investment strategies.

6.2 Activism post the Financial Crisis

The 2008/2009 global financial crisis has intensified the debate about the role that in
vestors play or should play in corporate governance. To some, increasing shareholder in
fluence and facilitating shareholder intervention when necessary is part of the essential 
reforms; activism in particular is often hailed as the solution for effectively monitoring 
management. To others, activism by shareholders who potentially have short-term inter
ests is part of the problem, not a solution. Lawmakers are still undecided to what extent 
(and when) shareholder activism can improve firm value and performance or to what ex
tent (and when) shareholder activism can produce distortions that make matters worse. 
Research by financial economists that seeks further light on these questions will provide 
valuable input to the questions with which decision makers are struggling.

In any case, following the struggle of hedge funds and private equity funds during the cri
sis, the ensuing recession and more recent years have undoubtedly played a role in the 
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rise of more targeted and more focused shareholder activism.215 For many investors, vot
ing their shares has become a legitimate method to express dissatisfaction with the per
formance of a specific board member. In addition, the weak stock market performance 
since 2007 has increased the clout of activist investors, and low interest rates have given 
hedge funds record investment volumes. At the same time, the slight economic recovery 
since 2009 has given companies time to reduce debt and to build cash piles which make 
them interesting targets for activists.216 This may help explain why shareholder activists 
in recent times have also begun targeting larger and blue-chip companies such as Apple, 
Procter & Gamble, and Sony, generating a profound echo in the corporate world and in 
the media.217 It is said that activism has outpaced any other hedge fund strategy perfor
mance over the past years.218

Advances in technology have surely helped foster this development. The rise of the Inter
net, along with greater disclosure obligations, has made it easier to access information 
about target companies, board members, and financial data.219 It has further encouraged 

(p. 418) greater shareholder collaboration. Shareholder activism can therefore be said to 
have become more targeted in character.220

6.3 The “Teaming Up” Strategy

Finally, the techniques of shareholder activism seem to have changed. Along with new 
technological advantages come broader alliances that activists are seeking to build with 
traditionally passive institutional investors. In most cases, the realization of activists’ 
plans (in particular in large target companies) will depend on the support they get from 
larger institutional investors.221 As a consequence, hedge funds may seek to form coali
tions with these institutions, sometimes even before they invest. Scholars such as Ronald 
Gilson and Jeffrey Gordon have argued that the ultimate solution to shareholder passivity 
may be a new breed of activist shareholder—those who do not bring about change them
selves, due to the small stakes they hold, but who can pressure for change by teaming up 
with normally rather passive institutions such as pension funds and mutual funds.222 

According to this view, such activist investors, in particular hedge funds, fill a vacuum 
that is created by the increased remoteness of investment and shareholder apathy.223

Practitioners confirm this trend. According to reports from the law practice, activists are 
now receiving greater support from traditional institutional investors, including those 
that might not themselves agitate for change.224 This development goes hand in hand 
with the feeling that supporting activists has largely lost the stigma that it used to have 
among traditional investors, which once may have viewed activists as a disruptive influ
ence acting contrary to the long-term interests of the company.225 One recent example of 
this phenomenon actually happening is Jana Partners, an activist hedge fund, teaming up 
with the Ontario Teachers’ Pension Plan to bring about change at McGraw-Hill, the edu
cation and data company.226 Another example is the 2014 alliance between activist fund 
Legion Partners Asset Management LLC and pension fund California State Teachers’ Re
tirement System (CalSTRS) to press retailer Perry Ellis International Inc. into considering 
strategic (p. 419) alternatives.227 CalPERS, the largest pension fund in the US, is also re
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ported to be toying with the idea.228 A recent report by business consultancy FTI found 
that 76% of the institutional investors they interviewed in December 2014 were backing 
shareholder activism by supporting the actions of traditional activists as well as using 
their own tactics.229

Related strategies for activists include the possibility of convincing proxy advisors such as 
ISS to support their campaigns230 or to team up with other activists, building a “wolf 
pack.”231 According to some, institutional shareholders are even reportedly encouraging 
activists to agitate at underperforming companies in their portfolio.232

Apart from these few sketchy examples, the “teaming up” phenomenon seems to be de
veloping into a broader market trend, and a positive one, since the support by conven
tional investors serves as an additional check on the validity and long-term viability of the 
activists’ plans.233 Activists are viewed as suitable governance intermediaries, actively 
monitoring company performance and then presenting to companies and institutional in
vestors concrete visions for business strategy. The pension fund’s support gives them ad
ditional credibility, both in relation to the target company and to the wider market, and 
may discredit the common complaint about activists’ short-term perspectives.234 The col
laboration between a passive investment fund and an activist investor can thus be under
stood as a win-win scenario in three ways: It bolsters the position of the activist, giving 
them more influence and credibility. At the same time, activist influence is welcome sup
port for large institutional investors who do not need to invest their own resources in de
tecting strategic investment possibilities. Finally, such joint initiatives may serve as a 
“screening” process to give other investors, or the wider, market an indication of which 
activist projects are legitimate for the shareholder body as a whole, since the support by 
the traditional investor promises an increased likelihood of long-term orientation and val
ue creation. Taking all of these points together, the teaming-up strategy holds great 
promise—and activists can effectively serve to reduce the market’s undervaluation of vot
ing rights to the advantage of all shareholders.235 It should be noted that the “teaming-
up” concept needs to be seen within the respective regulatory framework, and existing le
gal barriers—for example, as discussed, on “acting in concert”—should be reconsidered 
in the light of these positive market trends.236

(p. 420) Modern hedge fund activism can thus be said to be an improved, more sophisti
cated version of its predecessors. The “teaming-up” concept has a double advantage: 
hedge funds cannot do it alone; they must convince fellow shareholders that their ideas 
are beneficial for the entirety of the shareholders, including the typically long-term ori
ented pension funds. But this step additionally amounts to a de facto “vetting process,” 
whereby checks and balances are created: if and insofar as activists need to convince oth
er funds that their strategic plans are beneficial for the company as such (and do not cre
ate idiosyncratic benefits for the hedge fund), this process mitigates the potential extrac
tion of short-term private benefits and ensures that activism is channeled into mutually 
beneficial activities.
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6.4 New Regulatory Constraints

It is apparent that the width and depth of the recent financial crisis has reignited the reg
ulatory debate on shareholder activism, when previously many seemed content to leave 
control to the mechanisms of the market as a whole.237 The new regulatory reforms that 
look set to constrain the activities of hedge funds in particular over the coming years are 
the US Dodd–Frank Act of 2010 and the European Directive on Alternative Investment 
Fund Managers.238

6.4.1 US Dodd–Frank Act of 2010
The Dodd–Frank Act is the main US regulatory response to the global financial crisis. It 
arguably represents one of the most significant changes to the US financial regulatory 
system since the Great Depression.239 The fundamental aim of the Act is to prevent an
other financial crisis by reining in the activities of Wall Street and abolishing the bailout 
of institutions that are argued to be too large to fail. The principal changes that will affect 
the scope of shareholder activism are those that are related directly to hedge funds, the 
SEC, and the strengthening of shareholder rights.

As part of the “shadow banking system,” hedge funds have traditionally been largely ex
empt from the scope of regulators. This exemption from regulatory oversight has enabled 
hedge funds to operate freely, transferring vast volumes of capital and risk on equity mar
kets in the pursuit of maximizing their investments. This operational freedom has often 
risked the stability of financial markets or damaged trade execution and settlement 
processes.240 (p. 421) Thus, Title IV of the Act (or the “Private Fund Investment Advisers 
Registration Act” of 2010) requires hedge funds managing over $100 million to register 
as investment advisors with the SEC and disclose the requisite financial data required for 
monitoring risk and protecting investors.241 It is hoped, on the one hand, that the disclo
sure of financial information will mark an end to the “shadow” financial system within 
which hedge funds previously operated. On the other, it is hoped that the requirement to 
register with the SEC will enable the assessment of systemic risk and thus help maintain 
the stability of the financial market.

In parallel, by strengthening a shareholder’s ability to influence matters such as execu
tive pay and the enforcement of greater accountability, it is hoped that the current system 
supporting the realization of short-term gains will be reversed.242 This should in theory 
give board members the incentive to minimize taking risks with excess leverage which in
herently had a detrimental effect on the long-term performance of their firms and nega
tively affected the stability of the economy as a whole.243 Whether the Act does indeed 
transform the stability of the US economy remains to be seen, as it does not appear to 
have the same farreaching consequences as the Glass–Steagall Act did.

6.4.2 European Directive on Alternative Investment Fund Managers
The European Directive on Alternative Investment Fund Managers (the “AIFM Direc
tive”), which came into force on July 21, 2011, has the aim of rectifying the regulatory 
gaps and inconsistencies that previously governed the operations of collective investment 
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undertakings over the value of €100 million, such as hedge funds and private equity 
funds.244

The Directive not only applies to the worldwide activities of alternative investment fund 
managers based in the European Union but also the activities conducted inside the EU by 
alternative investment fund managers that are based in third countries. By stipulating 
that an alternative investment fund manager will need to obtain prior authorization from 
national authorities in order to operate, the Directive is creating a “passport system” un
der which alternative investment fund managers will have the authority to market alter
native investment funds in the EU.245 Once a “passport” has been obtained, the alterna
tive investment fund manager will need to satisfy additional requirements, namely the 
preparation of an annual report which is to be made available to investors, the disclosure 
of specific information such as a description of their investment strategy, and reporting to 
regulatory authorities on a regular basis on matters such as liquidity, risk management 
arrangements, (p. 422) and leverage. Furthermore, the Directive will also exert a degree 
of influence on the pay and bonus schemes of an alternative investment fund’s personnel 
by, for example, stipulating that 40% of bonuses must be deferred for at least three to five 
years with the potential for earlier recovery should relevant investments perform badly.

Despite its purported aim, the Directive has come under heavy criticism since the first 
draft was published in April 2009. Many have urged that the Directive is not a proportion
ate response to the 2007–2009 financial crisis, having targeted hedge funds despite ma
jor reports, such as the de Larosière Report246 and the Turner Review,247 concluding that 
hedge funds did not play a significant role in the crisis.248 Furthermore, it appears that 
the Directive in part goes against the advice set out in the G20’s 2009 Global Plan for Re
covery and Reform. The G20’s Global Plan not only advocated a supervisory and regulato
ry framework that was more globally in sync but also encouraged regulators and supervi
sors to reduce the capacity for regulatory arbitrage and resist protectionism in pursuit of 
promoting global trade and investment.249 As such, it will be a matter of time for the full 
effectiveness of the Directive to be determined.

6.4.3 Assessment
Despite these concerns, it is submitted that regulatory efforts overall have been relatively 
modest, and for good reason.

Both the AIFM Directive and the Dodd–Frank Act limit themselves to certain rules on the 
supervision of hedge fund managers, and do not pursue an activities-based approach that 
would address specific corporate governance methods used by activists.250 Given that po
tential pathologies of corporate governance—such as empty voting, for example—can be 
pursued by any investor (and not just hedge funds), it would appears pointless to regulate 
such behavior on an individual, hedge fund basis. Insofar as these tactics pose gover
nance problems, these problems are best dealt with by general corporate law.

Broader hedge fund market regulation can be meaningful, instead, in addressing market 
concerns such as market stability and integrity, that is, a more macroprudential-oriented 
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approach. In this context, the newly introduced regulatory framework can contribute to a 
smooth functioning of the market and strengthen market oversight powers for regulators.

(p. 423) 6.5 Short Termism

The rationale behind equity markets is twofold: namely, that investors can reap the bene
fits generated from linking their savings to business profits and that the operational per
formance of corporations can be improved by the efficient allocation of capital.251 The ef
ficiency of the market, in other words the smooth functioning of a market whereby in
vestors have recourse to liquidity and transparency, is thus dependent on long-term 
strategies that do not take into consideration day-to-day stock fluctuations.252 The reality 
of the equity markets, however, could not be further from this definition as the regulatory 
framework has a tendency to support liquidity and trading activity over a period of long-
term ownership.253 It is argued that this short termism could not only be having a detri
mental effect on market efficiency but could also be jeopardizing the long-term growth 
and success of corporations.254

Arguably, it is shareholder engagement, and thus shareholder activism, which has encour
aged corporations to focus on short-term financial gains at the cost of a corporation’s 
growth and development in order to generate abnormal returns on investments.255 If one 
takes hedge funds as an illustration, it becomes evident that long-term investment strate
gies would risk excessive leverage and exposure to fluctuations in a sector or the market 
as a whole. The hedge fund manager is therefore pursuing short-term strategies to satisfy 
the demands of investors who at times of uncertainty, as is presently the case, have a 
preference for immediate cash flows and dividends as opposed to growth over the long 
term.256 Private equity funds have also been criticized despite typically engaging in 
longer-term strategies. It has been argued that the boards of corporations owned by pri
vate equity funds are under increasing pressure to refrain from investing in the business 
for its long-term future and instead ensure that earnings are increased so that a speedy 
refinancing or early exit can be achieved by the private equity manager.257 Boards of 
takeover targets are also often forced to concede to shareholder activism, as was the case 
in the takeover of Cadbury by Kraft. Sir Roger Carr, who was the Chairman of Cadbury at 
the time of the takeover, is quoted as having stated that the board did not feel it an option 
to reject a high bid even if they were of the opinion that it was not in the corporation’s 
long-term interests.258

This chapter does not purport to seriously address these complaints, let alone the ques
tion of whether short-term perspective is really detrimental to value creation.259 It suf
fices to point out that the “teaming-up” strategy discussed above may serve as an effec
tive check on too much alleged short termism.260 In summary, it has become evident from 
the above that market conditions have been the driving force in defining the role of share
holder activists. Accordingly, whether shareholder activists will opt to engage in long-
term investment strategies for the benefit of a corporation as a whole not only depends 
on the demands of (p. 424) their investors but also on market conditions and the knock-on 



Shareholder Activism: A Renaissance

Page 29 of 46

effects of the new regulatory constraints that are currently coming into force in the US 
and the EU.

7 Conclusion
This chapter paints a largely positive picture of activist investors’ engagement in corpo
rate governance. Exploring the historical roots and the methods of shareholder activists, I 
argue that shareholder structure is an important variable to determine the shape and the 
importance of activist engagement. In all environments, however, the key question to ad
dress is how to constrain self-serving activist behavior while harnessing its positive ef
fects. Regulation has only a modest share in this context. The recent trend of forming 
coalitions between activists and conventional institutional investors may however be seen 
as a promising strategy that serves as a screening test on legitimate agendas while giving 
activists more credibility.

Shareholder activists have rebounded strongly after the financial crisis. Even though poli
cy makers seized the opportunity of introducing more regulation to contain hedge funds, 
for example, in both the US and the EU, regulation is and should play a modest role in 
this field. A market supervision approach, monitoring systemic concerns, coupled with in
dividual steps to address specific corporate governance problems appears to be the right 
way forward.

In sum, there’s life in the old dog yet. Whilst some predicted the end of hedge funds and 
private equity a few years ago, they have emerged from the financial crisis stronger than 
ever. Having honed their tactics and enhanced their credibility, they are here to stay—
constantly updating their strategies.
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In this chapter I examine whether short-termism in stock markets justifies using corpo
rate law to further shield managers and boards from shareholder influence, to allow 
boards and managers to pursue their view of sensible long-term strategies in their invest
ment and management policies even more freely. First, the evidence that on stock market 
short-termism is mixed and inconclusive, with managerial mechanisms under-rated 
sources of short-term distortions, including managerial compensation packages whose 
duration often is shorter than that of institutional stockholding; further insulating boards 
from markets would exacerbate these managerial short-term-favoring mechanisms. Nor 
are courts well positioned to make this kind of basic economic policy, which if serious is 
better addressed with policy tools unavailable to courts.
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1 Introduction
THE belief that short-term stock market trading undermines corporate decision making at 
the top has long been part of the corporate governance discourse and policy making, and 
in recent years has picked up articulate judicial adherents. One of the most vivid and ef
fective classic attacks on financial market short-termism came as the takeover wars of the 
1980s opened up, via Martin Lipton’s well-known justification to further empower man
agers to defeat hostile takeovers: “It would not be unfair,” he wrote, “to pose the policy 
issue as: Whether the long-term interests of the nation’s corporate system and economy 
should be jeopardized in order to benefit speculators interested . . . only in a quick prof
it . . . ?”1 Over the years the chairs of the Securities and Exchange Commission, Con
gress,2 business analysts,3 and the business media have regularly excoriated trading mar
kets as perniciously shortening corporate time horizons, justifying corporate law rules 
that insulate boards from markets. And more recently, leading Delaware corporate law 
judges have indicated in off-the-bench analyses that the short-termist issue is something 
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they take seriously as people with deep experience in corporate lawmaking and policy. 
This all leads us to the question posed here: Should short-termism weigh heavily, or at all, 
in corporate lawmaking today?

Management’s attention to quarterly earnings is well known, inducing dubious, perhaps 
misleadingly illegal, shifts in sales and profits.4 The question I pose here, though, is 
whether (p. 426) such earnings management systemically degrades real investment and 
real economic activity, and, most pointedly, whether the policy tools available to courts 
making corporate law are appropriate for remedying the purported problem.

The short-termist argument is afflicted with five substantial debilities. First, one must 
evaluate the American economy from a system-wide perspective. The American economy 
is replete with venture capital markets, private equity markets, and many privately held 
firms. As long as venture capital markets, private equity markets, privately held firms, 
and similar conduits mitigate or reverse enough of any short-term tendencies in the pub
lic securities market, then the purported problem is not a systemic economic issue. We 
would have no corporate law reason to reorient the system to pick up one type of slack.

Second, the evidence that the stock market is, net, short-termist is inconclusive. There is 
indeed much evidence supporting the conclusion that it undervalues long-term value. But 
there is also much evidence that stock market sectors often overvalue the long term, 
most obviously in the intermittent bubbles in technology and other new industries. The 
lofty price-earnings multiples long accorded Amazon, Apple, and Google are suggestive of 
a market that appreciates the long term; the dot.com bubble of a decade ago suggests 
that the markets can over-value the long term. Hence, we cannot focus solely on evidence 
of short-termism in our evaluation, but must evaluate excessive long-termism as well. In
termittent over-valuation in the stock market is not a virtue, but its frequent occurrence 
tells us that the market is not uniformly short term. This over–under problem is what one 
would expect from an imperfect institution: sometimes it overshoots, sometimes it under
shoots, and sometimes it is on target.

Third, mechanisms inside the corporation may well be important sources of short-term 
distortions and these internal distortions can be, and would be, exacerbated by insulating 
boards further from external financial markets. The CEO is still the most important deci
sion maker inside the firm, and human psychology suggests that CEOs will typically want 
good results to occur on their watch, and prefer that poor results be pushed into the fu
ture, beyond their tenure. With average overall tenure for CEOs now at seven years, the 
typical CEO can expect about three more years at the top. Moreover, senior managers not 
yet at the top but with an eye on their future job prospects in the labor market want 
strong results before the next headhunter calls them. There is considerable evidence con
sistent with managerial distortions being a major source of short-term focus. Boards and 
managers may well have leeway in setting the horizon for compensation and that horizon 
may be shorter than it needs to be: the time duration for executive pay packages appears 
to be shorter than the duration of institutional investor holdings.
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Fourth, courts are not well equipped to evaluate this kind of economic policy and should 
leave this task to other regulatory institutions that have better remedies available than 
courts do. Some, like the Federal Reserve and the US Treasury, are better positioned than 
courts to assess the extent, location, and capacity for lawmaking to ameliorate the pur
ported problem. For reasons similar to those that underpin the business judgment rule, 
courts should be as reluctant to make economic policy decisions as they are to second-
guess unconflicted board business decisions.

Fifth, the widely held view that short-term trading has increased dramatically in recent 
decades is unquestioned but may well misinterpret the data. The duration for holdings of 
the country’s major stockholders, such as mutual funds at Fidelity and Vanguard, and ma
jor pension funds, has not shortened. Rather, a high-velocity trading fringe is moving 
stock (p. 427) rapidly through their computer systems. But these new high-velocity trading 
patterns do not affect the major stockholding institutions and, hence, should not yet af
fect corporate law thinking.

Each of these five problems with the short-termist view for corporate lawmaking is large
ly independent of the other four. Each could alone justify the view that courts and corpo
rate lawmakers should not allow short-termism to join the considerations that go into the 
lawmaking balance. It is at least possible that the arguments proxy for a view that stake
holders should be better attended to, or that managers should have more autonomy gen
erally. Regardless, the five together make the standard corporate governance case based 
on the view of excessive short-termism untenable.

2 The Influence of the Short-Termist Argument
In this section, I recount the persistent influence of the short-termist argument on corpo
rate law policy thinking, particularly its implication that managers should be isolated 
from financial markets so that they may be free to pursue longer-term horizons. Of 
course, the long term is not to be preferred, just for its own sake, if it yields poorer re
turns and wastes resources. The short-termist view is rather that financial mechanisms 
induce corporate directors and managers to favor immediate but lower-value results over 
more profitable long-term results.

2.1 Takeovers in the Boardroom

Rapid trading in stock markets, with a diminishing breed of long-term holders, is thought 
to be the primary culprit in inducing too strong a focus on short-term results inside the 
corporation. Quarterly results trump long-term investment, particularly long-term techno
logical development.5 These pernicious effects of securities markets are then emphasized 
by those seeking to influence policy-making that would insulate managers and boards 
from markets. Thus, Martin Lipton, the corporate world’s most prominent and persistent 
promoter of board autonomy over the decades, offered short-termism as a primary reason 
why hostile takeovers needed to be stopped. “It would not be unfair,” he wrote in the 
well-known Business Lawyer article quoted above, “to pose the policy issue as: Whether 
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the long-term interests of the nation’s corporate system and economy should be jeopar
dized in order to (p. 428) benefit speculators interested . . . only in a quick profit . . .?”6

Shareholder-induced corporate short-termism, he argued, threatened the overall health 
of the economy.7 And he indicated that it still does: the first key issue facing boards in 
2013 was that money managers “are wildly skewed to short-term results.”8

And those views on shareholder short-termism, as reasons for managerial and boardroom 
autonomy, were rebroadcast in the 1980s, the 1990s, and the last decade,9 justifying 
board insulation from leveraged buyout pressures, from hedge fund activism, and from 
capital markets generally. The view justifies board autonomy from more market influence 
via five-year board terms. Overall, it is perhaps corporate law’s longest-running modern 
refrain: financial short-termism demands that managers and boards be further insulated 
from financial markets, with enhanced autonomy to resist market pressure for perfor
mance, for fear that the pressure will over-emphasize short-term results.

The issue has persisted in media and corporate discourse. Arthur Levitt and William Don
aldson, chairs of the Securities and Exchange Commission, saw the securities markets’ 
propensity to induce corporate short-termism as a problem needing public attention.10

Prominent executives and corporate analysts have pushed forward parallel points.11 

Media attention to short-termism has further delegitimized the securities markets’ influ
ence on corporate decision making.

2.2 Current Views from the Delaware Judiciary

Today, the state corporate judiciary decides corporate election rules, the ease of insur
gent proxy contests, and the rules governing the occasional takeover offers. Influential 
thinkers and decision makers in the Delaware corporate lawmaking structure have come 
to see the short-termist argument as important and as one that should influence corpo
rate law election rules and electoral frequency. None has articulated this broad view in ju
dicial decisions, but they have offered the power of the short-termist view in off-the-bench 
writings, with the judicial attention to short-term horizons narrower and more transac
tional.12 The thesis here is that although the subject is ripe for out-of-court consideration, 
it is not one that should (p. 429) influence on-the-bench thinking for election rules, proxy 
rules, and the rules governing takeovers.

Thus, Justice Jacobs of the Delaware Supreme Court seeks means by which Delaware’s 
corporate law can bolster long-term investment capital,13 justifying three-year board 
terms.14 Leo Strine, as vice-chancellor of the Delaware Court of Chancery, viewed the 
short-termism problem as a “substantial policy dilemma.”15 “It is jejune,” he said, “to de
mand that CEOs and boards manage for the long term when the stockholders who can re
place them buy and sell based on short-term stock price movements, rather than the long-
term prospects of firms.”16 And vice chancellor Laster recently argued that time horizon 
differences between blockholders and other shareholders could create serious conflicts of 
interest inside the boardroom.17
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With important judges thinking in their extra-judicial analytics that short-termism is a 
problem and wondering whether corporate law could help combat the problem, we must 
consider whether the issue should affect corporate lawmaking more directly. I conclude 
here that it should not.18

(p. 430) 3 The Short-Termist View

3.1 The Argument

The core short-termist concept is that because securities traders hold their stock for such 
a short duration, they look for strong corporate results only during the period they hold 
the corporation’s stock so that they can sell profitably.19 Many institutional investors, 
such as mutual funds, are afflicted with this short horizon because they seek to show 
strong short-run results so that they can attract new investors to their funds.20 Pension 
fund managers seek good short-term results so that they can renew their management 
contracts and obtain new ones,21 while hedge fund managers are often compensated on 
immediate results.22 And because they cannot evaluate complex, long-term, technologi
cally sophisticated information well, they rely on simple signals to evaluate the value of 
the corporate stock in their portfolio. Quarterly earnings results accordingly loom larger 
than they would otherwise because of their relative simplicity.23

For the trading argument to have traction, these stock market trading structures need a 
transmission mechanism into the corporation to affect corporate time horizons. That is, 
even if the short-term traders furiously moved a company’s stock every nanosecond, man
agers could still be fully free to decide on corporate investments and time horizons, as the 
furious traders would typically pay no attention to the firm’s horizons and would be inca
pable of intervening in corporate-governance decision making even if they paid attention. 
So more is needed—a transmission mechanism from the market to the boardroom.

In an earlier era, the transmission mechanism from short-term holding to corporate ac
tion was thought to be the hostile takeover. In the current era it would be shareholder ac
tivism and executive compensation, with boards more willing to fire CEOs if short-term fi
nancial results are poor, partly because directors fear for their own jobs or reputations. If 
senior management is compensated based on stock market returns, then management 
will tend to replicate the time horizons of the market. The end result would then be that 
boards and senior managers would forgo long-term value maximization for short-term re
sults, all toward the end of pleasing the stock market.

By breaking the transmission mechanism (via longer election periods for directors or via 
greater managerial and board autonomy from the market), corporate leaders have sought 
to foster sensible long-term corporate behavior. Is this action wise?
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(p. 431) 3.2 The Evidence in Favor

There is indeed hard evidence supporting the short-termist argument. Matched samples 
of privately held and publicly held firms show that the privately held firms invest more in 
their firm’s operations than the publicly held half of the sample.24 Matched samples of 
firms that went public and similar firms that did not show key personnel leaving the pub
lic firm shortly after the offering, which suggests an inability of the relevant firm to man
age and create for the long term.25 Corporate managers attuned to short-term thinking 
(as evidenced by their persistent reference to the short term in their communications 
with investors) had a short-term investor base with higher turnover than average. 
(Whether the first fact is caused by the second is not shown, but the possibility that cau
sation runs from shareholder horizons to managerial orientation cannot be dismissed.26) 
Private equity funds with shorter time horizons invest in firms at a later development 
stage than those with a longer horizon.27

In addition, there is evidence that markets underestimate long-term corporate cash 
flows.28 And there is evidence that mispriced public firms invest in line with the time hori
zons of their major investors.29 Earnings management and earnings manipulation are reg
ularly evidenced.30 Initial public offers often use dual class stock, with insiders obtaining 
higher voting rights that insulate them from stock market pressure. More generally, cor
porate managers regularly bemoan the pressure from shareholders to produce strong 
quarterly results31 and report in a prominent study that they would give up shareholder 
value to report better earnings.32

Thus we have the basic corporate argument for pernicious stock market short-termism 
and the evidence in its favor.

(p. 432) 4 Difficulties with the Basic Argument: 
Concept
But the short-termist argument faces counter-arguments that largely neutralize the idea 
that fears of short-termism should bear weight in corporate lawmaking. One class of 
counter-arguments is primarily theoretical, the other primarily factual. As far as I can tell, 
several of these theoretical arguments that I present here are new to the discourse.33

4.1 Market Correctives

If short-term stock market pressures are inducing firms to give up value over the long 
run, then firms and markets would have incentives to develop institutions and mecha
nisms to facilitate that long-run profitability. Those that do will over the long run make 
more money. For example, if short-term trading reduced firms’ time horizons perniciously, 
then some investors could profit by trading for the long term, by placing longer-term 
bets, and by developing credible mechanisms so that they will hold onto profitable long-
term ventures. Such efforts may be incomplete in inducing the system to improve,34 but 
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the market system would have incentives to push in that direction. If small stockholders 
find it not to be worthwhile to evaluate long-term, complex information, then the market 
has incentives to produce mechanisms that facilitate larger block holdings for longer time 
periods. Persistent rules and politics stymieing such efforts are plausible, particularly in 
the United States, which has had a long history until recently of cutting finance down and 
keeping blockholders small, intermittent, and ineffective; I previously analyzed these 
rules as likely to hinder blockholder efforts to overcome the information transmission 
breakdowns.35 But market incentives to counterbalance have arisen, even if restrained 
and insufficient.

Private equity could correct some short-termism. If the public markets are inducing a 
publicly held firm to be excessively short-term oriented, then private equity holders, often 
with time horizons of years, sometimes stretching toward a decade, could buy the compa
ny, take it off the public market, and reorient its business model toward the longer term. 
If a firm produced poor profits because it overly focused on quarterly results, the market
place incentives would be to move the firm into private equity’s hands, where the hori
zons are longer. For transactional examples that were widely reported in the business 
press, one can (p. 433) look to the private equity investments in Dollar General, a mass-
market retailer, and Seagate Technologies.36

Aggregate data is consistent with private equity providing a longer-term alternative to 
public markets, when that alternative is useful. Firms that private equity takes private 
have increased patenting efforts in the target firms’ core areas of strength.37 An older 
study finds increased spending on research after firms are taken private.38 These suggest 
a shorter-than-optimal public market; but they also point to an existing cure to the prob
lem. And other studies find that higher inside block ownership is associated with more 
long-term investment.39 A recent study shows that hedge fund ownership is associated 
with “better quality, higher impact innovations” than those in firms lacking hedge fund 
ownership.40 Shareholder value holds up over the long term after activist hedge fund in
tervention.41

More generally, product market competition can partially correct short-term financial 
markets. For some excessive short-termism, the firm will find itself behind the curve tech
nologically or otherwise at a later date. When it finds itself lagging, it will have the incen
tive to catch up.

4.2 Trade-Offs

If stock markets are indeed excessively inducing corporate short-termism, and if board 
and managerial isolation from financial markets is a partial solution, then unintended 
costs need to be accounted for in any cost–benefit analysis of a policy of insulating boards 
and managers from stock market influence, as there are obvious costs that come from 
further insulating them. If managers drift away from efficient, competitive behavior, fi
nancial markets can sting them into returning to a better corporate strategy. If boards 
and managers can freely dismiss market signals as the misguided views of short-term 
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traders, if corporate policy makers bless that view, and if their blessing of that view leads 
to further isolation of boards and managers from markets, then the corrective could (1) 
go too far and (2) facilitate (p. 434) managerial drift. These managerial agency costs are 
well known. The point here is that there is a trade-off of costs and benefits, even if the 
market turned out to be, net, short-term oriented.

4.3 Short-Termism in the Courtroom: Limits to Judicial Correctives

Is the courtroom an appropriate venue to consider short-termism? Proponents of board 
autonomy may well wish that short-termism be part of the judicial decision-making mix 
and could hope that, if the short-termist view proved to be persuasive in the courtroom, it 
would affect the atmospherics of corporate judicial decision making. Litigants have 
pressed that view on the Delaware Chancery Court.42 However, although astute judges 
have sympathized with the short-termist view in off-the-bench analyses, the record does 
not indicate that the short-termist view is yet regularly being explicitly weighed in the 
corporate lawmaking. Still, with the off-the-bench statements common and clear, one has 
to assess whether off-the-bench thinking affects judicial courtroom perspectives that are 
not fully articulated.

Consider the recent Airgas takeover opinion, which was a major decision. It does display 
courtroom viability for the short-termism argument—rejected at first in the opinion and 
then seen to be relevant in the decisional mix.

The target firm defendants asserted in Airgas that the target’s short-term stockholder 
base justified strong defensive antitakeover measures. Said Chancellor Chandler:

Defendants’ argument . . . [is] based on the particular composition of Airgas’s 
stockholders (namely, its large “short-term” base). In essence, Airgas’s argument 
is that “the substantial ownership of Airgas stock by these short-term, deal-driven 
investors poses a threat to the company and its shareholders.”43

And

[The defendants assert that the board should have more defensive room because 
of a] risk . . . that a majority of Airgas’s [excessively short-term focused] stock
holders . . . will tender into Air Products’ offer despite its inadequate price tag, 
leaving the [longer-term] minority “coerced” into taking $70 as well.44

The Chancellor rejected this short-termist argument, at first: “The defendants do not ap
pear to have come to grips with the fact that the [short-term] arbs bought their shares 
from long-term stockholders who viewed the increased market price generated by Air 
Products’ offer as a good time to sell.”45

The Chancellor’s strong rejection of the time horizons argument, however, did not persist 
to the opinion’s conclusion. He ultimately ruled for the defendants and, with time hori
zons in mind, he turned the defendants’ assertion into a question: Were enough stock
holders “so ‘focused on the short-term’ that they would ‘take a smaller harvest in the 
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swelter of (p. 435) August over a larger one in Indian Summer?’ ” he asked, quoting the 
defendants.46 Yes, he concluded: Both sides’ experts testified that the short-term arbi
trageurs would tender “regardless of whether the price is inadequate,” even if it failed to 
reflect the company’s long-term value.47 The rhetoric of short-termism was in play in Air
gas, in the context of a takeover.

Courts are not the right institution to do this kind of economic policy making. Consider 
that the judicial deference embedded in the business judgment rule is based largely on 
the presumption that judges are poorly positioned to make, or to second-guess, board
room business decisions. The corporate judiciary ought to be even more reluctant to as
sess whether the corporate economy is too short term, too long term, or just right. Even a 
state legislature, with its parochial funding concerns, is ill-placed to make such judg
ments beyond firms operating primarily within the state’s own borders. To allow short-
termism issues into the courtroom is to facilitate a type of business and economic engi
neering that the best business judges rightly decline to do in more compelling situations, 
such as that of a single mistaken business decision for a firm.48

Other institutions and other policy makers are better suited to assess how well the econo
my is handling time horizons. Moreover, other policy avenues beyond corporate lawmak
ing, such as tax policy or policy on ownership structure, are better suited to handle any 
short-termism, if policy makers conclude that stunted horizons are real and pernicious.

On ownership structure and short-termism, a long-standing view has seen impediments to 
large blockholding as inducing more short-termism than is optimal, particularly because 
some information travels badly from inside the firm to diffuse public markets. Blockhold
ers, I have previously argued, could better handle complex, technological, and subtle in
formation than diffuse stock markets. They could signal to public stock markets the 
blockholder’s view that a managerial long-term decision was good for shareholder 
value.49 Says the global managerial director of McKinsey & Company in discussing the 
problems of short-termism, “[t]he most effective ownership structure tends to combine 
some exposure in the public markets (for the discipline and capital access that exposure 
helps provide) with a significant, committed, long-term owner.”50

(p. 436) 4.4 Regulatory Correctives

Consider, moreover, that the other remedy that has often been prominently touted over 
the years has been a Tobin tax on rapid trading. When policy thinkers such as Joseph 
Stiglitz, Lawrence Summers, or the blue-ribbon Aspen Institute have considered short-
term stock markets a problem, they have turned to a Tobin tax as the appropriate mecha
nism to reduce short-termism, not to using corporate law to increase board and manager
ial insulation.51

Thus, three of the most prominent policy measures to reduce unwarranted short-termism 
have been a Tobin tax on securities trading, a sliding-scale capital gains tax tied to the 
length of the holding period, and facilitating more and larger blockholders. The corporate 
judiciary and state legislatures constructing corporate law cannot implement most such 
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measures, and cannot well assess whether such measures would be the best means to 
mitigate any securities market short-termism.

5 Difficulties with the Basic Short-Termist Ar
gument: Facts
The short-termist theory faces offsetting facts, which make it unwise to place much 
weight on the theory for corporate policy making. First, even if the stock market is exces
sively short-run focused and even if there are transmission mechanisms that bring exces
sively short-term financial markets’ time horizons into corporate decision making, policy 
makers need to see the American economic system as a whole, where there are counter-
measures. Second, there is considerable evidence of stock market long-termism. Third, 
substantial, albeit unheralded, sources of excessive short-termism come from inside the 
corporation. The average duration for executive compensation appears to be shorter than 
the average duration of institutional-investor stock-market holdings, for example. Fourth, 
the purported shortening of investor holding periods during recent decades may be exag
gerated. Fifth, the new short-termism, if it exists, may be an appropriate reaction to 
changes in the economic environment: more rapid technological change, increased glob
alization, and government short-term policies. If the facts of the firm’s basic business sur
roundings are changing more quickly than ever, the firm’s business horizons should in
deed change and become shorter.

I take each of these in turn.

5.1 The Economic System

Alternatives to public ownership can be structured to plan for the long term: venture cap
ital markets and private equity markets; privately held firms; and government financing 
of (p. 437) long-term research, to name the basics.52 If these alternative economic institu
tions provide much of the long-term orientation that securities markets purportedly do 
not, and if securities markets provide substantial other benefits—in diversification, liquid
ity, and aggregation of capital from disparate investors—then the system’s complementar
ity may make the short-termism problem a problem for one firm or another, but not a 
problem for the American economy overall.

True, these sectors may not be big enough. Or they may not be long-term enough—ven
ture capital and private equity often have horizons of five to ten years. Perhaps that is not 
long enough. Privately held firms may weaken as their founders age. Governments make 
mistakes. The point is not that these institutions are fail-safe but that they are offsets, and 
often substantial offsets.
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5.2 Stock Market Long-Termism

The substantial evidence of financial market long-termism tends to be ignored in this de
bate, although public firms are often overinvesting compared to their private counter
parts.53 Financial economists return results that are inconsistent with institutional in
vestors causing corporate short-termism. “Indeed,” say two prominent researchers, “we 
document a positive relation between industry-adjusted expenditures for [property, plant, 
and equipment] and R&D and the fraction of shares owned by institutional investors.”54

After analyzing “corporate expenditures for property, plant and equipment (PP&E) and 
research and development (R&D) for over 2500 US firms,” they conclude that “[w]e find 
no support for the contention that institutional investors cause corporate managers to be
have myopically.”55 In industries dependent on outside capital, public firms “generate 
patents of higher quantity, quality, and novelty compared to their private counterparts.”56

And again, “[c]ontrary to the view that institutional ownership induces a short-term focus 
in managers, we find that their presence boosts innovation.”57 Particularly when man
agers are less entrenched, the authors find, institutions induce the firm to innovate more 
effectively.

(p. 438) Companies whose managers’ compensation is tied to volatile stock prices overin
vest in R&D, compared to companies whose managers’ compensation is not so closely 
linked.58 The bulk of the studies show institutional ownership to be associated with high
er R&D intensity;59 firms that become more insulated from financial markets reduce long-
term R&D investments.60 Takeover protection has been one of the most prominent policy 
prescriptions induced by those who see stock-market-induced short-termism as a serious 
problem. If the prescription were on average correct, then isolating boards and manage
ment from takeovers would lead to higher R&D and other results. But, although two stud
ies are consistent with this view,61 as many or more studies do not find such increases fol
lowing takeover protection.62 The most recent extensive studies on the issue find that 
patents and innovation (p. 439) decrease “for firms incorporated in states that pass anti
takeover laws relative to firms incorporated in states that do not.”63

Consider the regular, but intermittent high valuations accorded to one sector or another 
of the financial market. At the very beginning of the twenty-first century, there was a 
boom, many now say bubble, in internet stocks.64 New companies arose, went public, and 
were accorded high—sometimes astronomical—valuations.65 These high valuations can 
be, and should be, interpreted as stock market long-termism. The market was valuing 
firms with no immediate earnings as very good investment prospects. Indeed, analysts 
concluded that many high-tech, dot.com firms would have needed to grow at unprece
dented rates for the high prices of the late 1990s to be accurately predicting long-term 
prices.66 Stock market beneficiaries of the concomitant rising equity prices invested more 
in capital—i.e., more in the long term—than they otherwise would have.67 The “run-up in 
equity prices allowed for new projects to be undertaken by these [high-priced] firms—
projects that otherwise would likely be underfunded.”68
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Nor were the dot.com bubble and its concomitant market overvaluation unique. Rail
roads, automobiles, the telephone, and plastics have at various times been overvalued.69

Of course, these bubbles and their manifestation of excessive long-termism are not testi
monials to our having an efficacious stock market. They are themselves problems. The 
point is not that markets are therefore efficient, or even that they are good. The point of 
overvaluation is that it fits better with a market that is giving excessive weight to the long 
term. It is not short-term.70

More prosaically, analysts sympathetic to the short-termist viewpoint should focus on the 
planning horizons for firms that must focus on returns over decades. Oil production com
panies, for example, invest in oil fields that will produce for multiple decades, often over 
a good fraction of a century.71 These firms are disproportionately public firms with scat
tered, (p. 440) trading stockholders. At the same time, the bond market has historically 
had little problem in making long-term financing commitments to much of the American 
economy.72

5.3 Short-Termism Inside the Corporation

Short-termism can arise inside the corporation and can do so in ways that would be exac
erbated by insulating boards further from markets.

The first intuition is simple: The CEO is still the most influential corporate decision maker 
in most large public firms. It is basic human nature that the CEO will want good results to 
come to fruition during his or her tenure. With the average CEO’s tenure at about seven 
years,73 many CEOs could well think that there are only a few years left to their time as 
CEO. They have personal reasons to emphasize projects that will have good results dur
ing those few years, as a matter of personal pride.74 Older CEOs put their firms on a low-
risk path when their firms become more insulated from shareholder influence (while 
younger CEOs do the opposite).75 Older CEOs reduce research and development as well 
as their firm’s overall riskiness by diversifying more.76 While some of these CEOs may 
worry that they will be replaced by powerful shareholders, an equally logical hypothesis 
is that they favor short-term results because they want results to be good before they re
tire. A “one standard deviation increase in CEO age decreases [a measure of R&D intensi
ty] by almost 20%.”77

(p. 441) Several empirical studies show entrenched, older CEOs investing less than 
younger ones.78 These results suggest that enhancing CEO autonomy from financial mar
kets will lead to more short-termism, not less. One study, for example, finds that CEOs in
crease their firms’ research and development spending during their first year as CEO, 
and reduce it in their final years as CEO.79 Managers not at the top of the firm but who 
are mobile want to show good short-term results to managerial labor markets.80 This is 
short-termism, and potentially pernicious short-termism, but it originates in managerial 
labor markets, not stock markets. And internal organizational metrics can overemphasize 
immediate results.81 Lastly here, overconfident managers, who abound at the top, sug
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gest several authors, “are likely to delay recognition of losses . . . , [perceiving] poorly 
performing negative NPV projects . . . as positive NPV projects.”82

Overall, there is considerable evidence that the internal organizational structure of the 
large firm is a source of significant short-term impulses. More prosaically, boards and ex
ecutives do have capacity to design longer-term compensation contracts to mitigate mar
ket features they see as deleteriously short-term, if they wish to.83

A commonly cited short-termist mechanism is that corporate managers are unable to 
communicate complex or technological information to a diffusely held market of nonex
perts. But if this is a primary problem, a significant improvement could come from rules 
that facilitated blockholders in the large American corporation instead of impeding these 
blocks from forming, persisting, and participating in corporate governance. Such block
holders would have incentives to process the more complex information that distant, 
smaller stockholders cannot readily process and understand.84 That the core cure that is 
promoted is often to insulate boards from stockholders, by according boards greater au
tonomy, and not to facilitate more blockholding85 or lengthen the duration of executive 

(p. 442) compensation, makes it plausible that for some adherents the excessive short-ter
mist theory is proxying for a more general managerialist view of what makes the corpora
tion run well.

5.4 Interpretive Error?

It is a widely held view that the holding duration of equity has dramatically shortened in 
recent decades. Trading volume is up and traders’ average holding periods are down. 
Those developments make even the limited shareholder attention span of the 1970s flick
er as shareholders buy and sell, in this view. Program traders can move much stock 
through the system in microseconds.

For example, Delaware’s judicial leader, Leo Strine, when chief of the chancery court, 
where the country’s major corporate litigation usually transpires, bemoans stock churn
ing and the rapid turnover of a typical public company’s stockholder base.86 Short-ter
mism and stock turnover are being taken as serious corporate issues by important corpo
rate policy makers.

As we have seen, however, churning would not in itself be dispositive for a short-termist 
view for corporate lawmaking, if (1) short-term trading did not much affect corporate de
cision making because, say, no transmission mechanism brought those trading horizons 
into the firm’s decision-making process, (2) there were sufficient market correctives if it 
did affect corporate decision making, or (3) the costs of correction were too high. The pri
or three sections discuss these three possibilities. This section discusses a fourth reason 
for continued reticence in corporate lawmaking here—that interpreting the market 
turnover data as showing a shortening duration for America’s core stockholders may well 
be erroneous. Its duration may not even be shortening.
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Consider this possibility: Starting in 1985, 100 shareholders each hold 100 shares of the 
XYZ Corporation for three years. They sell their shares, after holding onto them for three 
years, to other investors, who in turn hold their shares for three years and then resell 
them. The average, median holding duration for each 100-share shareholder is three 
years.

Thereafter, by 2013, 10 of those 100 shareholders become active traders. These active 
traders sell their shares every four months to a new set of shareholders. For this group 
we have 10 holders every four months, 30 holders every year, and 90 holders every three 
years. For 90 holders, the average duration of ownership is four months. For another 90 
holders, the average duration is still three years. One might be tempted then to say that 
for the entire stock of 180 holders of XYZ stock during the past year, the average dura
tion for holding was only 20 months, while in the good old days it was 36 months. Holding 
duration has nearly halved.

These statements would be accurate counts, but the question is whether they are the best 
way to interpret the changing holding duration for policy-making purposes. For 90% of 
the shareholder mass, their turnover period and their holding duration are just as they al
ways have been. For 90% of the shareholders, nothing has changed and their holding pe
riod has not shortened.

(p. 443) This analytical problem is hardly unique to short-termism. When a distribution is 
skewed and not symmetrical, the average—the mean—can fail to describe properly the 
population and its change over time.

Emerging evidence suggests that this interpretive consideration is in play for the dura
tion of stock ownership in the United States. For example, two of America’s primary 
shareholders—Fidelity and Vanguard—have holding durations that have not budged since 
1985.87 The overall holding duration for mutual funds and pension funds—America’s core 
stockholder class—increased during the quarter century from 1985 to 2010.88 These insti
tutional investor holding durations seem to exceed the managers’ time-to-realization—the 
duration—for executive pay.89

The authors of the stock holding duration study report that they investigated “institution
al investors’ holding durations since 1985 and find that holding durations have been sta
ble and, if anything, slightly lengthened over time.” In 1985, the average duration for 
stock holding in the United States was 1.2 years; in 2010 it had increased to 1.5 years.90

This data erodes the typical short-termist factual foundation on directionality.

True, even if this reinterpretation of the data trends comes to be seen as accurate, the 
short-termist view can persist, but it would have to be recast. The typical holding dura
tion has not shortened, short-termists would concede, but they could contend that it is 
still too short-term now, just as it was too short before. So, as a policy matter, sharehold
ers must be neutered from corporate governance influence. And, even if shareholders’ 
typical holding duration is somewhat less short-term today than in the 1980s, they might 
argue, their corporate strength and influence have changed. Proponents of the short-ter
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mist view would argue that shareholders have become more powerful—staggered boards 
are largely gone, many firms have majority voting, SEC rules favor shareholder voice, and 
hedge funds allow some shareholders influence that disaggregated holdings do not. Oth
ers would argue the contrary—that the central governance event of the past quarter cen
tury was the hostile takeover’s demise, with offsetting shareholder gains in strength be
ing pale, weak substitutes for the lost takeover.91

(p. 444) People could disagree here on the overall direction of shareholder power, but the 
point is that this disagreement is a very different argument from one that says that share
holders have been becoming more short-term over the past quarter century and that cor
porate America needs a remedy for the shortening of that duration. The most recent data 
analysis suggests the contrary.

5.5 More Powerful Core Causes? Speeding Technology, Increasing 
Globalization, and Unstable Government Policy

Whether or not stock markets are moving faster, the world is moving faster in the twenty-
first century than it moved in the twentieth. Technological change is faster, the Internet is 
destroying old distribution systems, computers change how business is done, and modern 
telecommunications make global markets local. International trade more quickly hits lo
cal businesses that were once isolated from world markets. Government policies—
whether it is the American fiscal cliff or the European potential for an imploding euro—
make it hard for businesses to plan for the long term.

Keep in mind again that conventional long-term production requiring massive investment 
does happen in large public firms: shale oil and gas are being produced for the long 
term,92 as are oil and gas from conventional fields that must be developed with infrastruc
ture investment requiring 30- or 40-year horizons. These investments do not support the 
idea that the stock market cannot handle the very long term.

But other investments do not have the same long-term luxury. Consider the speed of tech
nological change. Earlier we noted that financial markets have not deterred major tech
nological firms from their tasks. Amazon, Apple, and Google come to mind as public com
panies with a focus on innovation and the long term.

Amazon’s CEO is aggressive on the issue. In 1997, the year Amazon.com went 
public, its chief executive, Jeff Bezos, issued a manifesto: “It’s all about the long 
term,” he said. He warned shareholders “we may make decisions and weigh trade
offs differently than some companies” and urged them to make sure that a long-
term approach “is consistent with your investment policy.” Amazon’s management 
and employees “are working to build something important, something that mat
ters to our customers, something that we can tell our grandchildren about,” he 
added.93
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There is also a reverse side to the disruption wrought by rapid technological change, such 
as that which Amazon has pursued. Critics might look at bricks-and-mortar bookstores 
that fail to expand, invest, and discover new means to market their business. If the com
panies are public, critics might blame public markets for that unwillingness to invest. But 
the underlying problem may well be simpler, in that technological changes are eroding 
the viability of such firms’ business models.

(p. 445) Finally here, consider the reported corporate reaction to the risks emanating from 
uncertainty about government policy and from the deepening inability of Washington to 
effectively address economic issues.94 “At Vanguard, [the large mutual fund complex,] we 
estimate that policy uncertainty has created a $261 billion drag on the U.S. economy.”95

To observers looking at ownership structure, stock market trading of these firms’ equity 
may seem to be the root cause of the drop-off in investment spending—a basic indicator 
of a preference for the short term over the long term. But identification of misshapen 
markets rather than policy as the more fundamental cause may be mistaken here.

Consider former Federal Reserve Chair Ben Bernanke’s PhD thesis:

When Ben S. Bernanke wrote his doctoral thesis in 1979, he could have been 
channeling the quandary that C.E.O.’s face today. “Uncertainty about the long-run 
environment which is potentially resolvable over time thus exerts a depressing ef
fect on current levels of investment,” he wrote at the Massachusetts Institute of 
Technology. “Uncertainty provides an incentive to defer such investments in order 
to wait for new information.”96

The corporation may indeed now need to plan more for the short run than for the long 
run. But this explanation for the shortened planning horizon lies more in the nature of 
shortening technological life cycles, globalization, and changing government policy than 
in the financial markets external to, or the structures internal to, the large public firm.

6 The Short-Termist Argument as Proxy
The short-termist argument is closely associated with two views of corporate governance 
and may proxy for, or be used to bolster, these views. These views, though, must stand on 
their own. They get no extra weight and no extra persuasive power by using the short-ter
mist argument.

6.1 As Proxy for the Need for Managerial Insulation

Shareholders, it has been said, are best served by managers with enormous discretion 
and autonomy. It is asserted that shareholders will not be well informed generally, will 
disagree with one another on corporate strategy, and will disrupt boardroom decision 
making if given too much authority to affect corporate decision making directly.97
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The short-termist view may proxy here for the managerialist view, in that managerialists 
see shareholders as afflicted by a wide range of debilities, and see boards as needing to 
be (p. 446) separated from shareholders’ influence in order to coherently lead the corpora
tion and keep it competitive.

Here I make no claim on the appropriateness of this view, positively or negatively. I do as
sert, however, that this view gains no added persuasive power from the short-termist ar
gument, which is insufficiently strong, empirically and theoretically, to affect corporate 
rulemaking. Perhaps boards need to be left largely unaffected by shareholders, but the 
short-termism argument is not one of the reasons for it. The board insulation view must 
stand or fall on its own, without reference to short-termism. But one way to see the short-
termist argument is that managerialists can offer it to policy makers as “cover” from pub
lic criticism. Short-termism justifies protecting managers; it resonates with public and 
popular prejudices on the functioning of financial markets. Even better for the managers 
if legislative and judicial decision makers with authority over the structure of power in 
the corporation believe short-termism to be pernicious and needing correction.

6.2 As Proxy for the Need to Attend to Stakeholders

Similarly, the view is widely but not universally held that short-term-oriented sharehold
ers induce firms to be less attentive to the firm’s other stakeholders, to government regu
lation, and to societal values generally. The firm that is excessively solicitious of short-
term shareholders will in this view treat labor badly, will sell defective products, will take 
excessive risks with public funds in the financial sector, and will degrade the environ
ment, all in ways that make our society worse off.98 Shareholder voice degrades each of 
these stakeholders in the corporation, many think. Short-termism is the catch-all term to 
embody these negatives.

But this is an incorrect use of the short-termist view. We ought not to conflate corporate 
bad behavior with short-termism. Bad behavior could be long-term or short-term.99

Many perceive these negatives as serious faults of the large public corporation, warranti
ng public policy attention. I do not evaluate this view here. But the purported tendency of 
shareholders to shorten the corporate time horizon must not figure into the balance. The 
stakeholder view, like the managerialist view, must stand or fall on its own.

7 Conclusion: No More than Watchful Waiting
We have here evaluated the long-standing short-termist argument in corporate law, using 
modern thinking and data on markets and the economy, and have found it wanting. It 

(p. 447) should be given no weight in corporate lawmaking. The short-termist argument 
suffers from five substantial weaknesses.

First, policy makers must evaluate the American economy from a system-wide perspec
tive. System-wide, the American economy is replete with venture capital markets, private 
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equity markets, and many privately held firms, all of which are capable of the longer-term 
planning that the public firm is thought in some circles to be capable of. As long as ven
ture capital markets, private equity markets, and other conduits mitigate or reverse 
enough of any short-term tendencies in the public securities market, then the purported 
problem is less systemic. While these institutions are themselves imperfect, they must 
still be considered when evaluating whether stock market short-termism, if it is exces
sive, is a system-wide problem.

Second, the evidence that financial markets are excessively short-term is widely believed 
but not proven, and there is much evidence pointing in the other direction. We have seen 
bubbles and overvalued companies with little more than a business plan, strongly sugges
tive that financial markets can be excessively long-term. Markets undershoot and over
shoot, as one should expect. We see technology companies and prosaic natural resources 
companies making major long-term investments that far exceed stock market holding pe
riods and CEO job tenure.

Third, mechanisms inside the corporation may well be important sources of short-term 
distortions and these internal distortions can be, and would be, exacerbated by further in
sulation of boards from external financial markets. It seems obvious (but underexamined) 
that CEOs will prefer that good results occur on their watch, and that poor results be 
pushed off into the future, beyond their tenure. There is considerable evidence consistent 
with this likelihood that a major source of short-term focus originates inside the corpora
tion and not outside in financial markets. Senior managers with an eye on a new position 
want good results and they want them soon.

It is not impossible that the short-termist view captures a rhetorical high ground in the 
case for board autonomy by contrasting the positive connotation of patient long-term cap
ital against short-term frenzy. But it is at least possible that some of the phenomenon is 
better captured by contrasting dynamic firms that change and adapt quickly, i.e., in the 
short run and sometimes due to shareholder pressure, with lackluster, encrusted organi
zations that do not move as nimbly.

Fourth, if proponents of the short-termist view are seeking to influence courts and state 
legislatures that make corporate law, their view should be rejected. Courts are poor 
places to make this kind of basic economic policy. They may even find it difficult to assess 
accurately whether the economy is too short term, too long term, or just right. If such 
considerations are to make their way into economic policy, these should be national poli
cies, coordinated with tax policy, and perhaps implemented via the tax code, securities 
laws, and the rules that influence the size of stockholdings, not via parochial corporate 
law.

Fifth, the widely held view that short-term trading has increased dramatically in recent 
decades is unquestioned but should be examined, as that view may misinterpret the data. 
The best recent evidence indicates that the duration for holdings of the country’s major 
stockholders, such as mutual funds at Fidelity and Vanguard, and major pension funds, 
has not shortened. Instead, a high-velocity trading fringe is moving stock rapidly through 
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their computer systems. Their holdings, when averaged into market-wide data, make the 
duration appear to be shortening across the entire financial market. But these new trad
ing patterns (p. 448) do not affect the major stockholding institutions and, hence, should 
not affect corporate law thinking.

Any one of these features should induce substantial caution among corporate law policy 
makers before using the short-termist view to buttress law that would further insulate 
managers from markets. It is at least possible that the arguments proxy for a view that 
stakeholders should be better attended to, or that managers should have more autonomy 
generally. Regardless, in combination, they tell us that corporate law courts and corpo
rate lawmaking legislators should view the short-termist argument for further board and 
CEO insulation as one that should be accorded no weight today.

Acknowledgments
Thanks for comments and discussions go to Martin Bengtzen, Martin Fridson, Jesse 
Fried, William Organek, Federico Raffaele, Edward Rock, David Sorkin, Dmitry Stepanov, 
Leo Strine, and Norman Veasey. A prior, extended form of this piece can be found at 68 
Bus. Law. 977 (2013).

Notes:

(1) Martin Lipton, “Takeover Bids in the Target’s Boardroom”, 35 Bus. Law. 101, 104 
(1979).

(2) E.g., Examining Short-Termism in Financial Markets: Hearing Before Senate Sub
comm. on Econ. Policy of the Comm. on Banking, Hous. & Urban Affairs, 111th Cong. 2 
(2010), available at http://www.gpo.gov/fdsys/pkg/CHRG-111shrg61654/pdf/
CHRG-111shrg61654.pdf.

(3) Robert H. Hayes & William J. Abernathy, Managing Our Way to Economic Decline, 
Harv. Bus. Rev., July–Aug. 2007, at 67; Edmund S. Phelps, “Short-termism Is Undermining 
America”, 27 New Persp. Q. 17 (2010).

(4) E.g., John Graham, Campbell R. Harvey, & Shiva Rajgopal, “Value Destruction and Fi
nancial Reporting Decisions”, 62 Fin. Analysts J. 27, 31, 36–37 (2006) [hereinafter Gra
ham et al., Value Destruction]; Alfred Rappaport, “The Economics of Short-Term Perfor
mance Obsession”, 61 Fin. Analysts J. 65, 65–66 (2005).

(5) See John R. Graham, Campbell R. Harvey, & Shiva Rajgopal, “The Economic Implica
tions of Corporate Financial Reporting”, 40 J. Acct. & Econ. 3, 5 (2005) [hereinafter Gra
ham et al., Economic Implications] (78% of CFOs state in a survey that they would sacri
fice some real value for smoother reported earnings); Kevin J. Laverty, “Economic ‘Short-
Termism’: The Debate, the Unresolved Issues, and the Implications for Management Prac
tice and Research”, 21 Acad. Mgmt. Rev. 825, 831 (1996); James M. Poterba & Lawrence 
H. Summers, “A CEO Survey of U.S. Companies’ Time Horizons and Hurdle Rates”, MIT 



Corporate Short-Termism: In the Boardroom and in the Courtroom

Page 20 of 29

Sloan Mgmt. Rev., Fall 1995, at 43, available at http://sloanreview.mit.edu/article/a-ceo-
survey-of-us-companies-time-horizons-and-hurdle-rates/.

(6) Lipton, supra note 1, at 104.

(7) Id.

(8) Martin Lipton et al., Some Thoughts for Boards of Directors in 2013 (Dec. 31, 2012), 
available at https://corpgov.law.harvard.edu/2012/12/31/some-thoughts-for-boards-of-di
rectors-in-2013/.

(9) For full citations, see Mark J. Roe, “Corporate Short-Termism—In the Boardroom and 
in the Courtroom”, 68 Bus. Law. 977, 981–83 nn.9–11 (2013) [hereinafter Roe, Corporate 
Short-Termism].

(10) Arthur Levitt, Chairman, SEC, Speech at the Center of Law and Business, New York 
University: Renewing the Covenant with Investors (May 10, 2000), available at http://
www.sec.gov/news/speech/spch370.html.

(11) Michael E. Porter, “Capital Disadvantage: America’s Failing Capital Investment Sys
tem”, 70 Harv. Bus. Rev., Sept.–Oct. 1992, at 65; Robert Monks, Corporate “Catch-22”, 
Wall St. J., Jan. 5, 1988, at 25; John G. Smale, What About Shareowner’s Responsibility, 
Wall St. J., Oct. 16, 1987, at 28.

(12) See the discussion of Airgas, infra notes 42–47 and accompanying text.

(13) Jack B. Jacobs, “‘Patient Capital’: Can Delaware Corporate Law Help Revive It?”, 68 
Wash. & Lee L. Rev. 1645, 1661–63 (2011).

(14) William T. Allen, Jack B. Jacobs & Leo E. Strine, Jr., “The Great Takeover Debate: A 
Meditation on Bridging the Conceptual Divide”, 69 U. Chi. L. Rev. 1067, 1096, 1100 
(2002); Jacobs, supra note 13, at 1660 (reiterating that boards need more insulation from 
shareholder elections—to plan for the long term—via multi-year election terms).

(15) Leo E. Strine, Jr., “One Fundamental Corporate Governance Question We Face: Can 
Corporations Be Managed for the Long Term Unless Their Powerful Electorates Also Act 
and Think Long Term?”, 66 Bus. Law. 1, 1–2 (2010) (hereinafter Strine, Fundamental 
Question) (Strine is now Delaware’s chief justice; the article was written while he was a 
vice chancellor). “Many activist investors hold their stock for a very short period of time 
and may have the potential to reap profits based on short-term trading strategies that ar
bitrage corporate policies . . . . [T]here is a danger that activist stockholders will make 
proposals motivated by interests other than maximizing the long-term, sustainable prof
itability of the corporation.” Id. at 8.

(16) Id. at 17.



Corporate Short-Termism: In the Boardroom and in the Courtroom

Page 21 of 29

(17) J. Travis Laster & John M. Zeberkiewicz, “The Rights and Duties of Blockholder Direc
tors”, 70 Bus. Law. 33, 50 (2015) (“[T]he blockholder director’s duties to the corporation 
require that the director manage for the long term, while the blockholder director’s du
ties to the investor require that the director manage for an exit”). See also In re Trados 
Inc. S’holder Litig., 73 A.3d 17 (Del. Ch. 2013); Jack Bodner, Leonard Chazen, & Donald 
Ross, “Vice Chancellor Laster and the Long-Term Rule” (Mar. 11, 2015), http://
corpgov.law.harvard.edu/2015/03/11/vice-chancellor-laster-and-the-long-term-rule/. As we 
see below in sections 4 and 5, the vice chancellor’s conclusions here, like the other 
Delaware conclusions, do not comport with the overall evidence, which does not point to 
detrimental short-termism as on average afflicting blockholders and investors.

(18) The short-termism issue is not just American, but international. John Kay, The Kay Re
view of UK Equity Markets and Long-Term Decision Making: Final Report (July 2012), 
available at https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/
253454/bis-12-917-kay-review-of-equity-markets-final-report.pdf; OECD, Financial Market 
Trends: Long-Term Investment and Growth (2011).

(19) Rappaport, supra note 4, at 66 (“Today, the average holding period in professionally 
managed funds is less than a year and annual portfolio turnover is greater than 100%.”).

(20) See Aspen Institute, Business & Society Program, Overcoming Short-termism: A Call 
for a More Responsible Approach to Investment and Business Management, Sept. 9, 
2009, at 2, available at http://www.aspeninstitute.org/sites/default/files/content/docs/
pubs/overcome_short_state0909_0.pdf.

(21) See id.; Jenny Anderson, Pension Funds Still Waiting for Big Payoff from Private Equi
ty, N.Y. Times, Apr. 10, 2010, at B1.

(22) See Carl Ackermann, Richard McEnally, & David Ravenscraft, “The Performance of 
Hedge Funds: Risk, Return, and Incentives”, 54 J. Fin. 833, 834 (1999).

(23) For sophisticated academic modeling of the phenomena, see Jeremy Stein, “Efficient 
Capital Markets, Inefficient Firms: A Model of Myopic Corporate Behavior”, 104 Q. J. 
Econ. 655 (1989).

(24) John Asker, Joan Farre-Mensa, & Alexander Ljungqvist, “Corporate Investment and 
Stock Market Listing: A Puzzle?”, 28 Rev. Fin. Stud. 342 (2015). Cf. Alex Edmans, “Short-
Term Termination Without Deterring Long-Term Investment: A Theory of Debt and Buy
outs”, 102 J. Fin. Econ. 81 (2011) (blockholders incentivized to ascertain reasons for any 
poor short-term performance).

(25) Shai Bernstein, Does Going Public Affect Innovation? (Oct. 14, 2012) (unpublished 
manuscript) (available at www.ssrn.com/abstract=2061441).

(26) François Brochet, Maria Loumioti, & George Serafeim, “Speaking of the Short-Term: 
Disclosure Horizon and Managerial Myopia”, 3 Rev. Acct. Stud. 1122 (2015).



Corporate Short-Termism: In the Boardroom and in the Courtroom

Page 22 of 29

(27) Jean-Noel Barrot, Investor Horizon and the Life Cycle of Innovative Firms: Evidence 
from Venture Capital (Dec. 2012) (unpublished manuscript) (available at www.ssrn.com/
abstract=2024601).

(28) Angela Black & Patricia Fraser, “Stock Market Short-Termism—An International Per
spective”, 12 J. Multinational Fin. Mgmt. 135 (2002).

(29) François Derrien, Ambrus Keckés, & David Thesmar, “Investor Horizons and Corpo
rate Policies”, 48 J. Fin. Quant. Anal. 1755 (2013).

(30) Brian J. Bushee, “The Influence of Institutional Investors on Myopic Investment Be
havior”, 73 Acct. Rev. 305 (1998); Daniel A. Cohen et al., “Real and Accrual-Based Earn
ings Management in the Pre- and Post-Sarbanes Oxley Periods”, 83 Acct. Rev. 757 (2008);
Sugata Roychowdhury, “Earnings Management Through Real Activities Manipulation”, 42 
J. Acct. & Econ. 335 (2006).

(31) Graham et al., Economic Implications, supra note 5; Claire L. Marston & Barrie M. 
Craven, “A Survey of Corporate Perceptions of Short-Termism Among Analysts and Fund 
Managers”, 4 Eur. J. Fin. 233 (1998).

(32) Graham et al., Value Destruction, supra note 4, at 31.

(33) See Roe, Corporate Short-Termism, supra note 9.

(34) Andrei Shleifer & Robert W. Vishny, “The Limits of Arbitrage”, 52 J. Fin. 35 (1997).

(35) See Mark J. Roe, Strong Managers, Weak Owners: The Political Roots of American 
Corporate Finance 19–49 (1994) [hereinafter Roe, Strong Managers, Weak Owners].

(36) Josh Lerner, Morten Sorensen, & Per Strömberg, “Private Equity and Long-Run In
vestment: The Case of Innovation”, 66 J. Fin. 445, 455–56 (2011).

(37) See discussion of the Dollar General and Seagate Technologies buyouts in Roe, Cor
porate Short-Termism, supra note 9, at 987–89.

(38) Frank R. Lichtenberg & Donald Siegel, “The Effects of Leveraged Buyouts on Produc
tivity and Related Aspects of Firm Behavior”, 27 J. Fin. Econ. 165 (1990).

(39) Jennifer Francis & Abbie Smith, “Agency Costs and Innovation: Some Empirical Evi
dence”, 19 J. Acct. & Econ. 383 (1995) (management and block ownership associated with 
more indicators of innovation); James Mahoney, Chamu Sundaramurthy, & Joseph Ma
honey, “The Effects of Corporate Antitakeover Provisions on Long-Term Investment: Em
pirical Evidence”, 18 Managerial & Decision Econ. 349 (1997).

(40) Ying Wang & Jing Zhao, Hedge Funds and Corporate Innovations, 44 Fin. Mgmt. 353 
(2015).



Corporate Short-Termism: In the Boardroom and in the Courtroom

Page 23 of 29

(41) Shane Goodwin, “Myopic Investor Debunked: The Long-Term Efficacy of Shareholder 
Advocacy in the Boardroom” (SSRN working paper, June 2014), available at 
www.ssrn.com/abstract=2450214; Lucian Bebchuk, Alon P. Brav, & Wei Jiang, “The Long-
Term Effects of Hedge Fund Activism”, 115 Colum. L. Rev. 1085 (2015); Lucian A. Be
bchuk, “The Myth that Insulating Boards Serves Long-Term Value”, 113 Colum. L. Rev. 
1637 (2013).

(42) See Air Prods. & Chems., Inc. v. Airgas, Inc., 16 A.3d 48, 108–09 (Del. Ch. 2011).

(43) Id. at 108.

(44) Id. at 109.

(45) Id. at 108–09 (footnotes omitted).

(46) Id. at 111.

(47) Id. at 111–12.

(48) Even favored corporate structural solutions, like giving long-term shareholders 
greater voice in the corporation, see Colin Mayer, Firm Commitment (2013); Julia 
Werdigier, A Call for Corporations to Focus on the Long Term, N.Y. Times Dealbook, May 
14, 2012, available at http://dealbook.nytimes.com/2012/05/14/group-calls-on-companies-
to-focus-on-long-term-goals/, can readily backfire. Jesse M. Fried, “The Uneasy Case for 
Favoring Long-Term Shareholders”, 124 Yale L.J. 1554 (2015).

(49) For blockholder suppression as increasing the short-term problem, see Roe, Strong 
Managers, Weak Owners, supra note 35, at 240–47. For the concept that diffusion erodes 
complex information flow, see Stein, supra note 23. For evidence associating blockholders 
with more long-term innovation, see Julian Atanassov, “Do Hostile Takeovers Stifle Inno
vation? Evidence from Antitakeover Legislation and Corporate Patenting”, 68 J. Fin. 1097 
(2013). For the idea that even blockholders who trade can encourage long-term invest
ments by processing information more effectively than small shareholders, see Alex Ed
mans, “Blockholder Trading, Market Efficiency, and Managerial Myopia”, 64 J. Fin. 2481 
(2009).

(50) Dominic Barton, Capitalism for the Long Term, Harv. Bus. Rev., Mar. 2011, at 85, 90.

(51) See Aspen Inst., supra note 20; Joseph E. Stiglitz, “Using Tax Policy to Curb Short-
Term Trading”, 3 J. Fin. Services Research 101, 109 (1989); Lawrence H. Summers & Vic
toria P. Summers, “When Financial Markets Work too Well: A Cautious Case for a Securi
ties Transactions Tax”, 3 J. Fin. Services Research 261, 272 (1989).

(52) On government research funding, see Mariana Mazzucato, The Entrepreneurial 
State: Debunking Public vs. Private Sector Myths (2013).



Corporate Short-Termism: In the Boardroom and in the Courtroom

Page 24 of 29

(53) Sreedhar T. Bharath, Amy K. Dittmar, & Jagadeesh Sivadasan, Does Capital Market 
Myopia Affect Plant Productivity? Evidence from Going Private Transactions (Dec. 2010) 
(unpublished manuscript) (available at www.ssrn.com/abstract=1735508). Overinvest
ment would map to a long-standing critique of managerial incentives in public firms, evi
dencing not pernicious short-termism but empire-building, excessive continuance in dy
ing industries, and excessive long-termism.

(54) Sunil Wahal & John J. McConnell, “Do Institutional Investors Exacerbate Managerial 
Myopia?”, 6 J. Corp. Fin. 307, 307 (2000).

(55) Id.

(56) Viral V. Acharya & Zhaoxia Xu, Financial Dependence and Innovation: The Case of 
Public Versus Private Firms, 124 J. Fin. Econ. 223 (2017). For industries that do not de
pend on outside capital, the private firms do no better than the public ones.

(57) Philippe Aghion, John Van Reenen, & Luigi Zingales, “Innovation and Institutional 
Ownership”, 103 Am. Econ. Rev. 277, 302 (2013).

(58) Carl Hsin-Han Shen & Hao Zhang, “CEO Risk Incentives and Firm Performance Fol
lowing R&D Increases”, 37 J. Banking & Fin. 1176 (2013). The influence of the stock mar
ket here may well be pernicious, by inducing managers to overinvest in less-than-prof
itable R&D, so as to falsely signal good corporate prospects. But the point is that the 
stock market is not facilitating R&D cuts—the usual short-termist bête noir—but inducing 
greater R&D, contrary to the short-termist prediction.

(59) Gary S. Hansen & Charles W. Hill, “Are Institutional Investors Myopic? A Time-Series 
Study of Four Technology-Driven Industries”, 12 Strategic Mgmt. J. 1 (1991). To the same 
effect: Yixing Tong & Feida Zhang, “Does the Capital Market Punish Managerial 
Myopia?” (SSRN working paper, Feb. 2014), available at http://
researchrepository.murdoch.edu.au/id/eprint/22202/; Barry D. Baysinger, Rita D. Kosnick, 
& Thomas A. Turk, “Effects of Board and Ownership Structure on Corporate R&D Strate
gy”, 34 Acad. Mgmt. J. 205, 205–14 (1991); Li Eng & Margaret Shackell, “The Implica
tions of Long-Term Performance Plans and Institutional Ownership for Firms’ Research 
and Development (R&D) Investments”, 16 J. Acct., Audit. & Fin. 117 (2001); Jennifer 
Francis & Abbie Smith, “Agency Costs and Innovation: Some Empirical Evidence”, 19 J. 
Acct. & Econ. 383 (1995); Peggy M. Lee & Hugh M. O’Neill, “Ownership Structures and 
R&D Investments of U.S. and Japanese Firms: Agency and Stewardship Perspectives”, 46 
Acad. Mgmt. J. 212, 212–25 (2003).

(60) “[Our] results contradict the managerial myopia hypothesis: firms significantly de
crease R&D intensity relative to industry R&D intensity following an antitakeover amend
ment.” Lisa K. Meulbroek, Mark L. Mitchell, J. Harold Mulherin, Jeffry M. Netter, & An
nette B. Poulsen, “Shark Repellents and Managerial Myopia: An Empirical Test”, 98 J. Pol. 
Econ. 1108, 1115 (1990). A noticeable part of the finance literature on short-termism de
pends on the firm sensitivity to state-based takeover rules and charter terms. There is 



Corporate Short-Termism: In the Boardroom and in the Courtroom

Page 25 of 29

good reason to find this literature even more indeterminate than the text argues, as using 
state antitakeover legislation as a variable is questionable. Emiliano M. Catan & Marcel 
Kahan, “The Law and Finance of Anti-Takeover Statutes”, 68 Stan. L. Rev. 629 (2016). It’s 
questionable because since the early 1990s, all American firms have a “shadow poison 
pill,” in that they, even if there is no antitakeover legislation and even if the firm has not 
put antitakeover tactics in place in advance, ward off most takeovers by putting in a poi
son pill at the last minute. John C. Coates, “Takeover Defenses in the Shadow of the Pill: A 
Critique of the Scientific Evidence”, 79 Tex. L. Rev. 271 (2000).

(61) William N. Pugh, Daniel E. Page, & John S. Jahera, Jr., “Antitakeover Charter Amend
ments: Effects on Corporate Decisions”, 15 J. Fin. Res. 57 (1992); Ali R. Malekzadeh, Vic
toria B. McWilliams, & Nilanjan Sen, “Antitakeover Amendments, Ownership Structure, 
and Managerial Decisions: Effects on R&D Expenditure” (Working Paper, St. Cloud State 
University, 2005), available at https://pdfs.semanticscholar.org/5aa2/
cd98fef4387a5e7535204f8a89342002b19b.pdf?
_ga=2.5073331.1844801519.1520300575-1062562537.1520300575. Cf. Andrei Shleifer 
& Lawrence H. Summers, Breach of Trust in Hostile Takeovers, in Corporate Takeovers: 
Causes and Consequences 33 (Alan J. Auerbach ed., 1988) (lower managerial incentives 
to invest in innovation, managerial effort, and firm-wide human capital when sharehold
ers have strong takeover power).

(62) Ravi Jain & Sonia Wasan, “Adoption of Antitakeover Legislation and R&D Expendi
ture”, 6 Inv. Mgmt. & Fin. Innovations 63 (2009); Mark S. Johnson & Ramesh P. Rao, “The 
Impact of Antitakeover Amendments on Corporate Financial Performance”, 32 Fin. Rev. 
659 (1997); Paul Mallette, “Antitakeover Charter Amendments: Impact on Determinants 
of Future Competitive Position”, 17 J. Mgmt. 769 (1991).

(63) Atanassov, supra note 49; Mahoney, Sundaramurthy, & Mahoney, supra note 39, at 
349 (“This paper’s empirical results indicate that the average effect of antitakeover provi
sions on subsequent long-term investment is negative.”); Meulbroek et al., supra note 60. 
Again, weaknesses afflict studies using antitakeover provisions in this way, which is com
mon in finance. See supra note 61.

(64) John M. Griffin, Jeffrey H. Harris, Tao Shu, & Selim Topaloglu, “Who Drove and Burst 
the Tech Bubble?”, 66 J. Fin. 1251, 1284 (2001).

(65) See Robert J. Hendershott, “Net Value: Wealth Creation (and Destruction) During the 
Internet Boom”, 10 J. Corp. Fin. 281, 282 (2004); Alexander Ljungqvist & William J. Wil
helm, Jr., “IPO Pricing in the Dot-Com Bubble”, 58 J. Fin. 723, 723 (2003).

(66) Eli Ofek & Matthew Richardson, “Dot.com Mania: The Rise and Fall of Internet Stock 
Prices”, 58 J. Fin. 1113 (2003); Eli Ofek & Matthew Richardson, “The Valuation and Mar
ket Rationality of Internet Stock Prices”, 18 Oxford Rev. Econ. Pol’y 265 (2002). But cf. 
Lubos Pastor & Petro Veronesi, “Was There a Nasdaq Bubble in the Late 1990s?”, 81 J. 
Fin. Econ. 61 (2006).



Corporate Short-Termism: In the Boardroom and in the Courtroom

Page 26 of 29

(67) Murillo Campello & John R. Graham, “Do Stock Prices Influence Corporate Decisions? 
Evidence from the Technology Bubble”, 107 J. Fin. Econ. 89 (2013); Michael Jensen, 
“Agency Costs of Overvalued Equity”, 34 Fin. Mgmt. 5 (2005).

(68) Campello & Graham, supra note 67.

(69) Jensen, supra note 67, at 6 n.5.

(70) The end-of-bubble psychology might be interpreted as short-termist, when the in
vestor expects the bubble to burst shortly. Long-term lofty price–earnings ratios for Ama
zon and other companies cannot be so easily reinterpreted.

(71) Brian Hicks & Chris Nelder, Profit from the Peak: The End of Oil and the Greatest In
vestment Event of the Century 23 (2008).

(72) Cláudia Custódio, Miguel A. Ferreira, & Luís Laureano, “Why Are US Firms Using 
More Short-Term Debt?”, 108 J. Fin. Econ. 182, 182, 211 (2013). They find that debt mar
kets have become less willing to finance long-term operations than previously. They link 
the shortening debt maturity largely to the increasing number of new, smaller, riskier 
firms accessing the bond market. This suggests an issue that is not one for corporate law 
courts but is one that arises from the changing nature of the economy.

(73) Steven N. Kaplan & Bernadette A. Minton, “How Has CEO Turnover Changed?”, 12 
Int’l. Rev. Fin. 57, 58 (2012) (seven years in the 1992 to 2007 period; six from 2000 to 
2007).

(74) Id. at 67. The problem is more complex and causation need not be one way. Financial 
markets could press firms to produce results, which in turn could press boards to fire 
CEOs more frequently, which in turn could press CEOs to emphasize immediate firm per
formance. But the fact that older CEOs seem more susceptible to under-investment sug
gests that some of the cause emanates from the CEO, in that older CEOs are more likely 
to expect their current position to be their last.

(75) Jon A. Garfinkel, Jaewoo Kim, & Kyeong Hun Lee, The Interactive Influence of Exter
nal and Internal Governance on Risk Taking and Outcomes: The Importance of CEO Ca
reer Concerns (Aug. 2013) (unpublished manuscript) (available at http://ssrn.com/ab
stract=2171005).

(76) Matthew A. Serfling, “CEO Age and the Riskiness of Corporate Policies”, 25 J. Corp. 
Fin. 251 (2014).

(77) Jaideep Chowdhury, Managerial Myopia: A New Look 6 (Jan. 24, 2012) (unpublished 
manuscript) (available at http://ssrn.com/abstract=1991429) (“[F]aced with [a] one unit 
increase in growth opportunities[,] there is a 35.29% drop in the increase in investments 
when there is [a] one standard deviation increase in CEO age. My results point[] to signif
icant deviations from optimal investments as CEO[s age].”). For theory consistent with 
the idea that younger CEOs will invest more than older ones, see Canice Prendergast & 



Corporate Short-Termism: In the Boardroom and in the Courtroom

Page 27 of 29

Lars Stole, “Impetuous Youngsters and Jaded Old-Timers: Acquiring a Reputation for 
Learning”, 104 J. Pol. Econ. 1105, 1126 (1996); Xiaoyang Li, Angie Low, & Anil Makhija, 
“Career Concerns and the Busy Life of the Young CEO”, 47 J. Corp. Fin. 88 (2017). For 
theory that younger CEOs will invest less, see Bengt Holmström, “Managerial Incentive 
Problems: A Dynamic Perspective”, 66 Rev. Econ. Stud. 169, 179 (1999); David S. Scharf
stein & Jeremy C. Stein, “Herd Behavior and Investment”, 80 Am. Econ. Rev. 465, 476 
(1990).

(78) Yakov Amihud & Baruch Lev, “Risk Reduction as a Managerial Motive for Conglomer
ate Mergers”, 12 Bell J. Econ. 605, 609 (1981); Marianne Bertrand & Sendhil Mul
lainathan, “Enjoying the Quiet Life? Corporate Governance and Managerial Preferences”, 
111 J. Pol. Econ. 1043, 1072 (2003); Paul A. Gompers, Joy L. Ishii, & Andrew Metrick, 
“Corporate Governance and Equity Prices”, 118 Q.J. Econ. 107, 133 (2003); Li, Low & 
Makhija, supra note 77; Andrei Shleifer & Robert W. Vishny, “Management Entrenchment: 
The Case of Manager-Specific Investments”, 25 J. Fin. Econ. 123, 125 (1989).

(79) Patricia Dechow & Richard Sloan, “Executive Incentives and the Horizon Problem: An 
Empirical Investigation”, 14 J. Acct. & Econ. 51, 52 (1991).

(80) Tim S. Campbell & Anthony M. Marino, “Myopic Investment Decisions and Competi
tive Labor Markets”, 35 Int’l. Econ. Rev. 855, 858 (1994); Bengt Holmström & Joan Ricart 
i Costa, “Managerial Incentives and Capital Management”, 101 Q. J. Econ. 835, 841 
(1986); M.P. Naryanan, “Managerial Incentives for Short-Term Results”, 40 J. Fin. 1469, 
1470 (1985); Richard P. Rumelt, Theory, Strategy and Entrepreneurship, in The Competi
tive Challenge 137 (David J. Teece ed., 1987).

(81) Laverty, supra note 5, at 831–32, 840–47; Kevin J. Laverty, “Managerial Myopia or Sys
temic Short-Termism? The Importance of Managerial Systems in Valuing the Long Term”, 
42 Mgmt. Decision 949 (2004).

(82) Anwer S. Ahmed & Scott Duellman, “Managerial Overconfidence and Accounting 
Conservatism”, 51 J. Acct. Res. 1, 2 (2013).

(83) Cf. Brian D. Cadman, Tjomme O. Rusticus, & Jayanthi Sunder, Stock Option Grant 
Vesting Terms: Economic and Financial Reporting Determinants, 18 Rev. Acct. Stud. 1159
(“Vesting schedules are longer in growth firms where lengthening the executive’s invest
ment horizon is more important and . . . firms with more powerful CEOs and weaker gov
ernance grant options with shorter vesting periods.”).

(84) This is the view I offered in Roe, Strong Managers, Weak Owners, supra note 35, at 
240–47.

(85) See Lipton, supra note 1.

(86) Strine, Fundamental Question, supra note 15, at 10, 11, 17. Strine is now chief justice 
of the state’s supreme court.



Corporate Short-Termism: In the Boardroom and in the Courtroom

Page 28 of 29

(87) Martijn Cremers, Ankur Pareek, & Zacharias Sautner, Stock Duration and Misvalua
tion, at 11 (Feb. 14, 2013) (unpublished manuscript) (“While [s]tock [d]uration length
ened [from 1985 to 2010], share turnover has substantially increased from 72% per 
year . . . to 276% per year.”).

(88) Id. at 44. From less than a year for pension funds to over two years, and from just 
over a year for mutual funds to just under 1.5 years.

(89) Compare Radhakrishnan Gopalan, Todd Milbourn, Fenghua Song, & Anjan V. Thakar, 
“Duration of Executive Compensation”, 69 J. Fin. 2777, 2793–95 (2014) (“[T]he average 
total compensation for an executive in our sample is $2,214,425, which comprises 
$447,365 of salary, $143,252 of bonus, $908,969 of stock options, and $711,228 of re
stricted stock . . . . The average executive pay duration in our sample is 1.218 years. 
Thus, executive pay vests on average about one year after it is granted.”) With Cremers 
et al., supra note 87 (duration of stock holding increased somewhat from 1985 to 2010).

(90) Id. at 3. The study, however, would not pick up intra-quarterly trading, as it tracks the 
persistence of holdings, quarter to quarter (as the holding data is available only for end-
of-quarter reports). Round-trip trading inside a quarter would not diminish the measured 
duration number.

(91) One might logically critique the text’s distinction if the program traders were the 
marginal corporate governance players, so that shareholders had become more powerful 
and the program traders were the new powers in corporate governance. But this is not 
so. Program traders do not participate in governance. Short-term theorists might counter 
that executive compensation is tied to stock price and short-term traders set the stock’s 
price. But, if this is so, then the short-term problems lie inside the firm, as compensation 
could be tied to other measures or to longer-term stock price averages.

(92) World Energy Council, 2010 Survey of Energy Resources 92 (2010), available at 
http://www.worldenergy.org/wp-content/uploads/2012/09/ser_2010_report_1.pdf.

(93) James B. Stewart, Amazon Says Long Term and Means It, N.Y. Times, Dec. 17, 2011, 
at B1. Cf. Amar Bhide, Efficient Markets, Deficient Governance, Harv. Bus. Rev., Nov.–
Dec. 1994, at 128, 135.

(94) Scott R. Baker, Nicholas Bloom, & Steven J. Davis, Measuring Economic Policy Uncer
tainty 1–2 (Jan. 1, 2013) (unpublished manuscript), available at http://ssrn.com/abstract= 
2198490.

(95) Bill McNabb, Uncertainty Is the Enemy of Recovery, Wall St. J., Apr. 29, 2013, at A17.

(96) Andrew Ross Sorkin, “Shareholder Democracy” Can Mask Abuses, N.Y. Times Deal
Book, Feb. 25, 2013, available at http://nyti.ms/15Lvwoh.

(97) Stephen M. Bainbridge, “Director Primacy: The Means and Ends of Corporate Gover
nance”, 97 Nw. U. L. Rev. 547 (2003).



Corporate Short-Termism: In the Boardroom and in the Courtroom

Page 29 of 29

(98) Cf. Christophe Moussu & Steve Ohana, Are Leveraged Firms Focused on the Short-
Run? Evidence from Health and Safety Programs in U.S. Firms (Dec. 12, 2012) (unpub
lished manuscript) (available at http://ssrn.com/abstract=2188303).

(99) Cf. Fried, supra note 48, at 20 (long-term shareholders’ interests are not necessarily 
more aligned with stakeholders than short-term shareholders).

Mark J. Roe

Mark J. Roe is the David Berg Professor of Law at Harvard Law School.



Majority Control and Minority Protection

Page 1 of 25

Print Publication Date:  May 2018 Subject:  Law, Company and Commercial Law
Online Publication Date:  Aug 2015 DOI:  10.1093/oxfordhb/9780198743682.013.25

Majority Control and Minority Protection 
Zohar Goshen and Assaf Hamdani
The Oxford Handbook of Corporate Law and Governance
Edited by Jeffrey N. Gordon and Wolf-Georg Ringe

 

Abstract and Keywords

This chapter examines legal issues concerning majority control and minority protection in 
firms with concentrated ownership governance structures, with particular emphasis on 
the tradeoff between the goals of protecting minority shareholders and allowing con
trollers to pursue their vision and how corporate law should balance these conflicting 
goals. Focusing primarily on Delaware corporate law, it suggests that holding a control 
block allows majority shareholders to pursue their idiosyncratic vision in the manner they 
see fit, even against minority investors’ objections. Idiosyncratic vision refers to the sub
jective value that entrepreneurs attach to their business idea or vision, and this chapter 
considers its role in the value of control. It also discusses the perils of asymmetric infor
mation and differences of opinion, as well as the risk of agency costs for minority in
vestors.

Keywords: majority shareholders, minority shareholders, idiosyncratic vision, Delaware corporate law, asymmet
ric information, investors, entrepreneurs, agency costs, controlling shareholders, governance structure

1 Introduction
MINORITY protection is a central issue for legal systems that regulate firms with a con
trolling shareholder. Concentrated ownership is the predominant ownership structure of 
public companies around the world, and even in the United States and the United King
dom, where dispersed ownership is the norm, firms with concentrated ownership make 
up a substantial portion of publicly held companies. In this organizational structure, a 
person or entity—the controlling shareholder—holds an effective majority of the firm’s 
voting and equity rights.1

Despite the costs of illiquidity and suboptimal diversification associated with being a con
trolling shareholder, concentrated ownership remains prevalent throughout the world. 
Several theories attempt to make sense of this apparent anomaly. These theories identify 
justifications for the presence of controlling shareholders and offer explanations for 
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cross-jurisdictional differences in the prevalence of the concentrated ownership struc
tures.

The prevailing view posits that controllers are drawn to what corporate lawyers and econ
omists call “private benefits of control.”2 These benefits can be both pecuniary, where 
controlling shareholders may be able to engage in self-dealing transactions or tunnel 
funds, and nonpecuniary, such as enhanced social status and ego.3

(p. 450) In this chapter, we provide a brief summary of our new explanation of the value of 
corporate control for controllers–entrepreneurs and the prevalence of concentrated own
ership.4 We then use our new framework to offer a blueprint for the corporate law regime 
governing firms with controlling shareholders. In our view, holding a control block allows 
the entrepreneur–controlling shareholder to pursue her business idea (i.e., any concept 
that she genuinely believes could produce an above-market rate of return) under condi
tions of asymmetric information and differences of opinion in the manner she sees fit, 
even against minority investors’ objections. We call the subjective value entrepreneurs at
tach to their business idea or vision the entrepreneur’s idiosyncratic vision.

Both our novel explanation and the existing ones for the prevalence of controlling owner
ship have a foundation in reality, and indeed, both may be at play in a single firm. While 
pecuniary and nonpecuniary private benefits of control may be a strong motive for many 
controlling shareholders, the pursuit of their idiosyncratic vision notwithstanding in
vestors’ objection may motivate others to hold a control block. Moreover, our theory can 
explain the prevalence of concentrated ownership even in countries with strong investor 
protection and offers important implications for corporate law governing firms with con
trolling shareholders.

Corporate control matters in our framework because business ideas take time to imple
ment. The successful implementation of a business idea requires many decisions, ranging 
from day-to-day management issues to major strategic choices. Perhaps the most impor
tant decision is whether to continue a project notwithstanding some setbacks. Due to ei
ther asymmetric information or differences of opinion between entrepreneurs and in
vestors, there may be substantial disagreements over whether the project should be con
tinued and in what fashion. The entrepreneur will therefore want to retain control over a 
wide range of management decisions to successfully pursue her vision. In short, control 
enables controlling shareholders to capture the value that they attach to the execution of 
their vision.5

Henry Ford’s story is the best illustration of the importance of control for entrepreneurs-
controlling shareholders in pursuing their idiosyncratic vision. Ford did not invent the au
tomobile, nor did he own any valuable intellectual property in the technology. Therefore, 
he had to compete with hundreds of other entrepreneurs who were attempting to create a 
“horseless carriage.” Ford had a unique vision regarding car production, however. In the 
first firm that Ford founded, the Detroit Automobile Company, investors retaining control 
resulted in tensions over the automobile production timeline. While Ford’s investors de
manded that cars be immediately produced and sold, Ford insisted on perfecting the de
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sign prior to production. This difference of opinion led to delays, frustration on both 
sides, and the eventual shutdown of the firm by its investors.6 Ford’s second attempt, the 
Henry (p. 451) Ford Company, was also controlled by investors. Again, after designing a 
car, Ford resisted the investors’ pressure and did not move swiftly into production. Even
tually, his obstinacy led to the investors replacing Ford with Henry Leland, changing the 
company name to the Cadillac Automobile Company and producing the car designed by 
Ford with great success.7 Finally, on his third attempt—the Ford Motor Company—Ford 
insisted on retaining control. This time, with no outside investor interference, Ford trans
formed his ideas of car design and production (i.e., his idiosyncratic vision) into one of the 
greatest corporate success stories of all time.8

While Henry Ford’s story demonstrates the perils of asymmetric beliefs and investor con
trol from the entrepreneur’s perspective, asymmetric information also introduces the risk 
of agency costs for investors. Entrepreneurs are not always right. For Henry Ford’s in
vestors, it was difficult to know whether Ford was pursuing a viable vision or simply wast
ing valuable money and time on an unattainable project. More importantly, entrepreneurs 
might behave opportunistically. An entrepreneur may continue a failing project out of per
sonal interest, or, in the type of concentrated ownership structure discussed in this chap
ter, exploit her dominant position to consume private benefits at the expense of minority 
shareholders. She can, for example, pursue pecuniary benefits by entering into self-deal
ing transactions,9 engaging in tunneling,10 or employing family members. In addition, she 
can also capture nonpecuniary benefits such as boosting her ego and social or political 
status through her influence on corporate decisions.11 These risks, called agency costs, 
arise when the interests of agents and their principals are not perfectly aligned.

Protecting investors against agency costs is in an unavoidable conflict with allowing en
trepreneurs to pursue their idiosyncratic vision. The more freedom an entrepreneur has 
to pursue her business vision, the more exposed the investors are to agency costs, and 
vice versa. Entrepreneurs and investors allocate control and cash-flow rights to resolve 
the inevitable trade-off between agency costs and idiosyncratic vision. In a firm with con
centrated ownership, the entrepreneur must hold a substantial fraction of cash-flow 
rights to secure the ability to pursue her vision. This allows the controller to pursue her 
vision while reducing (due to the controller’s considerable share of cash-flow rights) mi
nority shareholders’ exposure to management agency costs. The controlling shareholder 
is willing to bear the costs of holding a large block of shares in exchange for gaining in
contestable control, which enables her, through the pursuit of her idiosyncratic vision, to 
generate an appropriate return on her investment and effort while simultaneously gener
ating pro-rata benefits for investors. (p. 452) But, although controlling shareholders hold 
control primarily in order to increase the size of the pie (via the pursuit of vision), there is 
a risk that they might attempt to dictate the pie’s distribution (via the consumption of pri
vate benefits). Minimizing this risk, i.e., the risk of control-agency cost, is at the center of 
minority protection.
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On the policy level, our theory of the value of control for entrepreneurs offers important 
lessons for the regulation of firms with controlling shareholders. The existing corporate 
law literature associating control with consumption of private benefits solely focuses on 
minority protection from agency costs. However, within our framework of the concentrat
ed ownership structure, controlling shareholders’ right to pursue their idiosyncratic vi
sion also plays, and should play, a critical role in corporate law. Specifically, any legal 
regime governing firms with controlling shareholders encounters an inevitable trade-off 
between the goals of protecting minorities and allowing controllers to pursue their idio
syncratic vision. Corporate law must balance these conflicting goals instead of pushing 
for only one of them. Our analysis in the remainder of this chapter focuses mostly on 
Delaware, the jurisdiction with the most developed corporate case law and jurisprudence.

2 The Trade-off between Minority Protection 
and Controller Rights
As delineated above, corporate law should recognize the controller’s right to pursue her 
vision while simultaneously protecting investors from expropriation through self-dealing 
and other methods of value diversion. Finding the appropriate doctrinal balance is chal
lenging because of the inevitable conflict between minority protection and controller 
rights, especially since distinguishing between legitimate corporate decisions that en
hance business vision and those that lead to unequal distributions can be difficult. The 
same asymmetric information and diverging beliefs that make the contracting process be
tween investors and entrepreneurs challenging makes the enforcement of the rules 
against self-dealing challenging as well. Minority-protecting measures may lead to costly 
errors, and efforts to police the prohibition on non-pro-rata distributions may require le
gal or governance measures that would undermine the controller’s management rights.

To illustrate the interplay between minority protection and controller rights, assume that 
the entrepreneur owns 60% of a firm. The entrepreneur genuinely believes that a specific 
component produced only by one particular company is necessary for the development of 
a new product. It so happens, however, that the company producing the component is 
100% owned by the entrepreneur. Accordingly, the entrepreneur wishes for her 60%-
owned firm to buy the components from her wholly owned company. If the entrepreneur 
were the sole owner of both firms, she could simply buy the component under whatever 
terms she desired. But, with investors owning 40% of the firm’s shares, there is an under
standable suspicion that the entrepreneur is abusing this transaction to divert value from 
minority shareholders to her wholly owned corporation, and ultimately, to herself.

This illustration underscores the at-times opaque line between unfair self-dealing and 
business decisions that are necessary for implementing the controller’s vision to the 

(p. 453) benefit of the controlling and minority shareholders alike. Protecting the minority 
against inappropriate value diversion requires some constraints on the entrepreneur’s 
ability to exercise control. These constraints can take the form of ex post review by courts 
with regards to the fairness of the transaction, or an ex ante requirement to secure ap
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proval by a majority of the minority shareholders.12 Thus, the need to provide the minori
ty with protection against agency costs will necessarily require curtailing some of the 
controller’s freedom to pursue her idiosyncratic vision that she would have otherwise en
joyed as a single owner.13

One might argue that constraining self-dealing need not interfere with the controller’s 
ability to pursue her vision. After all, the argument goes, if the controller does not intend 
to expropriate the minority, why would she care about the extra supervision? If the trans
action is on arm’s length terms, the court will find it to be fair ex post,14 or minority 
shareholders will grant their approval ex ante. This argument would be correct in an ide
al world without transaction costs. In the real world, however, plaintiffs sometimes bring 
suits without merit15 and courts make mistakes.16 Likewise, under a rule that requires a 
majority-of-minority vote, minority shareholders might strategically attempt to hold out or 
simply err in evaluating the proposed transactions.17 This conclusion also applies to other 
prophylactic measures required for creating an effective minority-protection regime.18

Accordingly, protecting minority shareholders against agency costs inevitably interferes 
with the controller’s right to pursue her business vision.

The trade-off between minority protection and controller rights has obvious implications 
for the design of corporate law. It requires lawmakers and courts to seek an optimal bal
ance between minority protection and controlling shareholder freedom to make manager
ial decisions. More practically, the nature of minority protection should depend on en
forcement considerations. Enforcing a given protection may be too costly not only be
cause of the direct compliance costs incurred by corporations or courts but also due to 
the unavoidable cost of interfering with the entrepreneur’s pursuit of her idiosyncratic vi
sion.

(p. 454) 3 Controller Rights
Analysis of the controlling shareholder’s side of the corporate contract focuses on the 
scope of the controller’s rights vis-à-vis the scope of minority protection. The division of 
cash-flow rights and control rights is a zero-sum game between entrepreneurs (control
ling shareholders) and investors (minority shareholders), such that any freedom granted 
to the controller to pursue her vision will increase minority exposure to agency costs, and 
vice versa.

3.1 Property Rule Protection: Preserving Control

To preserve the entrepreneur’s incontestable control and the ability to pursue her idio
syncratic vision, her right to make management decisions should be afforded property 
rule protection.19 In this context, property rule protection means that the market (i.e., mi
nority shareholders) or courts cannot unilaterally take control rights away from the con
troller in exchange for an objectively determined compensation. Instead, the controller 
can prevent a non-consensual change of control from ever taking place at all.20
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Property rule protection of controller rights has clear implications analogous to standard 
private property protections. For example, controllers cannot be forced to sell their con
trol block even when doing so would clearly benefit the corporation or its minority share
holders.21 Furthermore, the controller is generally free to exit her investment by selling 
her control block whenever she wants and for whatever price she sees fit.22

Property rule protection for controlling shareholder management rights extends further 
to a broad range of corporate actions. Controllers can lose control not only when they sell 
their shares, but also when the company takes action—such as issuing shares—that di
lutes (p. 455) their holdings. Companies with controlling shareholders cannot take actions 
that would cause the controller to lose her control, even when doing so would benefit the 
corporation or minority investors.

Consider the following hypothetical. A bank must increase its capital to meet new capital 
adequacy requirements. The bank has two options: issuing new shares or selling one of 
its subsidiaries. The bank’s controlling shareholder, who owns 51% of the shares, has her 
own liquidity problems that prevent her from buying additional shares of the bank. Issu
ing new shares would therefore dilute the controller and may cause her to lose her con
trolling position. How should the board decide between the two options? At first glance, 
directors’ fiduciary duties seem to require them to choose the option that best serves the 
company’s interests while disregarding the controller’s interest in preserving control. Un
der Delaware case law, however, the board might be prohibited from taking steps that 
would make the controller lose corporate control “in the absence of a threatened serious 
breach of fiduciary duty by the controlling stockholder.”23 Therefore, the board may de
cide to sell a subsidiary merely because issuing new shares would force the controller to 
lose control.24

This outcome runs against the traditional notions of shareholder value maximization be
cause it allows value-reducing actions in light of a need to protect the controller’s rights. 
Yet a regime under which minority shareholders, the board, or courts could compel the 
controller to lose control—whether by a forced sale, dilution, or any other action—is in
consistent with the need to provide controllers with a property rule protection for their 
right to make managerial decisions and pursue their business vision. It is important to 
note that this outcome is not justified by the need to provide controllers with private ben
efits to reward them for their willingness to monitor management. Instead, it is based on 
the parties’ mutual consent ex ante on an arrangement that would enable entrepreneurs 
to pursue their idiosyncratic vision to the benefit of both minority investors and the entre
preneur.

3.2 Management Rights: Business Judgment Rule and Board Compo
sition

Application of the business judgment rule strengthens the controlling shareholder’s con
trol over management decisions in pursuit of her idiosyncratic vision. The business judg
ment rule embodies the principle that courts should generally refrain from interfering 
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with business decisions made by controllers or their representatives. The entrepreneur–
controller (p. 456) is willing to make a significant equity investment in exchange for the 
right to pursue her business vision. The allocation of control particularly matters in light 
of the asymmetric information and differences of opinion between the entrepreneur and 
the investors/market. Some of the greatest breakthroughs in business ideas were “crazy” 
before they became “visionary.” These ideas would have never come to pass in the ab
sence of control. What then should be the nature of protection of idiosyncratic vision?

Application of the business judgment rule recognizes the controlling entrepreneur’s right 
to exercise control over any issue that could affect the firm’s value. Controlling share
holders should be free to set the firm’s direction and make all management decisions. 
This includes the right to assume a managerial role (if the controller is an individual) as 
well as the right to appoint and fire managers. This has two implications for corporate 
law doctrine and policy. First, courts should generally refrain from interfering with busi
ness decisions that controllers or their representatives make—in other words, follow the 
business judgment rule.25 The controller–entrepreneur retains control because of her ex
pectation that asymmetric information or differences of opinion would induce investors to 
make decisions that would destroy her vision. The existence of asymmetric information 
and differences of opinion, moreover, should give courts pause before they attempt to in
tervene in business decisions. Like investors, courts may make decisions or take actions 
that, from the entrepreneur’s perspective, would destroy her vision.

The business judgment rule is often justified on the grounds that judicial review of non-
conflicted transactions is unnecessary in a concentrated ownership environment where 
the controlling shareholder’s significant equity stake provides sufficient incentive to max
imize value for all investors.26 The need to allow the entrepreneur–controller to pursue 
her idiosyncratic vision, however, provides another explanation for the business judgment 
rule. The entrepreneur should have the freedom to implement her business plan even 
when investors and courts believe that such a plan is not value-enhancing.

Moreover, controllers’ management rights have significant implications for corporate gov
ernance reforms designed to enhance board independence at firms with controlling 
shareholders. Traditionally, the controllers’ voting power enables them to appoint any 
candidate they wish to the board. Recent corporate governance reforms, however, con
strain the controllers’ power to appoint directors. Listing requirements, for example, re
quire boards or board committees to maintain a certain percentage of directors who are 
independent, not only from the company, but also from the controller.27 Some legal sys
tems go even further and empower minority shareholders to influence board composition 
by, for example, appointing their own representatives to the board.28

(p. 457) These measures may be necessary to enforce the rule against self-dealing.29

Board reforms aim to make the board more effective in monitoring those with power—the 
CEO or the controlling shareholder. However, asymmetric information and differences of 
opinion could prevent the controller–entrepreneur from credibly communicating her be
liefs regarding her business vision not only to investors but also to skeptical independent 
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board members. Thus, the need to balance controller rights and minority protection 
should also shape board reforms at firms with controlling shareholders. Since the pres
ence of minority representatives, or even just fully independent board members, could in
terfere with the controller’s ability to manage, the controller should at least have the 
power to appoint a majority of the board (which in turn should have the power to appoint 
the CEO and other managers). Presently, this necessity to balance those conflicting goals 
in firms with concentrated ownership is reflected in exceptions to the NASDAQ and NYSE 
listing rules for controlled companies.30

3.3 Right to Sell Control for a Premium

Whether controlling shareholders can sell their shares for a premium is one of the most 
important and controversial questions for firms with controlling shareholders.31 Delaware 
recognizes the right of controlling shareholders to sell at a premium, subject to the re
striction on selling control to a looter (the “market rule”).32 As explained above, the 
controller’s right to sell at any time is the essence of her property right. But what about 
the right to sell for a premium not shared by minority shareholders?

The right to sell for a premium that is not shared by minority shareholders seems to con
tradict the idea of pro-rata value distribution. Nevertheless, the property rule protection 
counsels in favor of allowing controllers to sell their stake at a premium without sharing 
it (p. 458) with the minority shareholders. A key premise underlying the objection to con
trollers’ right to sell for a premium is that a control premium serves as a proxy for private 
benefits and thus for minority expropriation. Under this view, imposing constraints on 
controllers’ ability to sell for a premium would decrease the risk of inefficient sales moti
vated by the prospect of consuming private benefits at the expense of minority sharehold
ers.33

As demonstrated above, however, a control premium is not necessarily a proxy for private 
benefits of control or the magnitude of minority expropriation. Instead, it could also re
flect the value of the entrepreneur’s idiosyncratic vision from either the buyer’s or the 
seller’s perspective. A seller who believes that she could earn above-market return on her 
shares would insist on a premium for selling her stake even if, had she stayed in control, 
she would have shared the profits from her realized idiosyncratic vision on a pro-rata ba
sis with minority shareholders. In this sense, the seller is only taking a premium that is 
reflecting her pro-rata share of what she expects to receive. Consequently, a buyer that 
believes she could make an even greater above-market return on the new investment 
would be willing to pay such a premium. Thus, under our framework, the new controller’s 
willingness to pay a premium for buying control does not suggest that she intends to ex
ploit minority investors.34

However, corporate law in many jurisdictions appears to not subscribe to this rationale, 
instead imposing the so-called equal-opportunity rule that requires the buyer of more 
than a certain percentage of a firm’s shares (usually around 30%) to make a tender offer 
that would take the shareholder to at least 50% share ownership.35 To be sure, the equal-
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opportunity rule could protect the minority against a sale to a looter. (After all, we do not 
rule out the possibility that a control premium can reflect private benefits of control.) 
Moreover, it does not prevent the controller from selling her shares for a premium. 
Rather, it requires the buyer to offer the same premium to all shareholders. Yet, forcing 
the buyer to pay a premium to all shareholders raises the acquisition’s total costs, there
by effectively barring a range of control-motivated transactions in which the buyer’s ex
pected increase in corporate value is insufficient to justify paying the premium demanded 
by the current controller to all shareholders. Thus, to the extent that a control premium is 
a proxy for business vision instead of private benefits, the costs imposed by the equal op
portunity rule—in terms of discouraging efficient transactions—are expected to be 
higher.36

(p. 459) 4 Minority Rights
An analysis of the minority shareholder’s side of the corporate contract focuses on the 
threats facing minority shareholders in corporate structures with a controlling sharehold
er and the type of protection that should be provided to enforce minority rights.

4.1 Type of Protection

Just as the protection of controllers’ rights can exist as a property or a liability rule, mi
nority shareholders can receive either property or liability rule protection against the 
possible exploitation by a controlling shareholder.37 Under a liability rule, the controller 
can engage in self-dealing transactions without minority shareholders’ consent, subject to 
her duty to pay an objectively fair price. This pecuniary commitment is supervised by 
courts. On the other hand, under a property rule, the controller cannot engage in self-
dealing without securing the minority’s consent, typically by a majority-of-the-minority 
vote.

Indeed, legal regimes could also leave protection against the controlling owner’s self-
dealings up to the unconstrained forces of the market, allowing for individualized solu
tions.38 Shareholders would consider the risk of possible self-dealing as a threat to their 
investments when deciding on share ownership, leading the market to offer protections 
that mitigate this risk and assuage investor fears. However, markets are not perfectly effi
cient, and information costs undermine the efficacy of market-based solutions to the point 
of relatively diminishing standards.39 Therefore, property- and liability-based protections 
are more efficient than a non-interventionist approach.

The need to balance controller and minority rights dictates the desirable form of minority 
protection. A property rule provides the minority with consent-based protection that is 
vulnerable to holdouts and other problems that can prevent the controller from getting 
minority approval even for a value-enhancing transaction, risking interference with the 
controller’s management right. In contrast, a liability rule provides the minority with fair-
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compensation-based protection. This form of protection is vulnerable to judicial error, but 
it is less likely to interfere with the controller’s management rights.40

Given the nature of these tradeoffs, a liability rule theoretically strikes the optimal bal
ance between protecting the minority against agency costs and preserving idiosyncratic 
vision.41 (p. 460) However, the actual effect of protections based on property or liability 
rules depends on the judicial system, market efficiency, and institutional investors of a 
given jurisdiction.42

In the presence of transaction costs, which include negotiation and adjudication costs, 
the choice between a liability rule and a property rule depends on which rule encourages 
and facilitates efficient transactions and discourages inefficient ones. In other words, a 
rule that facilitates the pursuit of idiosyncratic vision and the curtailment of agency cost 
should be implemented. A property rule, requiring approval by a majority of the minority 
of shareholders, involves high negotiation costs. These costs stem from dissemination of 
information and administration of the voting process, including the risk of strategic vot
ing and hold-outs during the vote. On the other hand, although a liability rule does not re
ly on negotiations and thus does not entail high negotiation costs, negotiations do take 
place in the “shadow of the law.”

Adjudication costs are relatively low in the presence of a property rule, where the courts 
need to only determine the procedural integrity of the shareholder approval process. Un
der a liability rule, the courts are called upon to examine the merits of a deal and opine as 
to its overall “fairness,” which can require significant financial modeling by economic ex
perts and has to rely upon a judicial system competent enough to navigate such complex 
cases. Costs of erroneous rulings are another type of adjudication cost. In the context of 
valuation, it is often the case that no “objective” market-based value exists, so the court 
must rely on a compilation of subjective assessments. In addition to increasing direct ad
judication costs, this also increases the risks of mistakes, leading to high indirect adjudi
cation costs as well.

Therefore, where negotiation costs are high due to a lack of sophisticated investors, and 
only a minimal level of judicial efficacy exists, the balance of negotiation and adjudication 
costs may weigh in favor of a liability rule. The opposite holds true where adjudication 
costs caused by judicial inefficiency outweigh negotiation costs. In some circumstances, 
negotiation and adjudication costs will point to the same direction, where either both will 
be high or both will be low. When both types of costs are high, a property rule is desirable 
because the risk of minority exploitation is sufficiently high that the private sector is bet
ter suited to respond. It is more likely that markets will react and improve minority pro
tection than it is that governments will overcome path-dependency and improve courts’ 
efficacy. Conversely, when both types of costs are low, a liability rule is desirable because 
the risks to investors are likely lower and liability protection provides greater ability to 
contract for alternative protections. An assessment of the relative weights of these two 
categorical transaction costs can indicate which rule is appropriate in a given context.
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As demonstrated, there is no single efficient mechanism for the protection of the minority 
from corporate self-dealing. Rather, the choice between a property rule requiring majori
ty-of-the-minority approval before every conflicted transaction and a liability rule allow
ing controller discretion subject to the court’s objective evaluation of a transaction’s fair
ness depends on the unique characteristics of each jurisdiction and how those character
istics impact the balance of the transaction costs. Ultimately, the rule that achieves the 
lowest (p. 461) transaction costs, thereby encouraging efficient transactions and discour
aging inefficient ones, should be chosen.

4.2 Pro-Rata Share: Identifying Self-Dealing

The principal form of minority protection is the strong regulation prohibiting non-pro-rata 
distributions of a firm’s assets. Minority shareholders’ main concern is that the entrepre
neur–controller will engage in self-dealing, tunneling, or other methods of capturing more 
than her pro-rata share of cash-flow rights. Therefore, in exchange for the controller’s 
freedom to pursue her idiosyncratic vision by executing her business idea as she sees fit, 
the controller commits to share proportionally with the minority any cash flows that the 
project will produce. If she seeks any preference over the minority, she should negotiate 
with the minority investors and obtain their approval—either before entering the joint in
vestment or before obtaining the preference. Otherwise, any non-pro-rata distribution will 
be subject to strict judicial scrutiny.43

A legal regime governing companies with controlling shareholders thus should accom
plish two important tasks: first, create a workable distinction between neutral business 
decisions and self-dealing; and second, implement adequate mechanisms to govern self-
dealing transactions. The distinction between self-dealing and other transactions has con
siderable judicial consequences. Under Delaware law, for example, this distinction deter
mines whether a lawsuit challenging a transaction will be carefully reviewed under the 
plaintiff-friendly entire fairness standard or quickly dismissed under the defendant-friend
ly business judgment rule.44 However, drawing the line between cases that deserve close 
scrutiny and those that do not is often difficult. Only rarely are cases straightforward; for 
example, when the controller sells her privately owned asset to the publicly traded firm 
that she controls, this would most likely constitute self-dealing. In many cases, however, it 
is unclear whether the mere fact that the controller’s interests with respect to certain 
corporate actions are not fully aligned with those of the minority justifies close scrutiny.45

In considering the difficulty of characterizing a transaction as conflicted or non-conflict
ed, the dividend distribution question underlying the Sinclair case is instructive.46 Should 
courts protect the minority against the risk that a controlling shareholder will use a pro-
rata dividend distribution to advance her own interests? The Sinclair court answered this 
question with a clear answer: “No.” Rather, it held that pro-rata dividend distributions do 
not amount to self-dealing and should thus be reviewed only under the business judgment 
rule.47 Is this the most desirable outcome?



Majority Control and Minority Protection

Page 12 of 25

(p. 462) For purposes of our discussion, assume that a pro-rata distribution could be used 
to satisfy the controller’s own liquidity needs while denying the corporation highly prof
itable growth opportunities. In other words, assume that a pro-rata dividend distribution 
could be harmful to minority shareholders. Nevertheless, a legal rule that would aspire to 
supervise the controller and prevent such “abusive” distributions would be too costly.

Any rule that tries to scrutinize pro-rata dividend distributions would necessarily inter
fere with the controller’s management rights and her ability to pursue her idiosyncratic 
vision. First, control over the firm’s capital structure—the amount of capital that is re
quired and how to finance the firm’s operations—might be an integral part of implement
ing an entrepreneur’s vision.48 External intervention would therefore significantly inter
fere with the controllers’ ability to make management decisions concerning their vision. 
Second, distinguishing “legitimate” dividend distributions from illegitimate ones is prone 
to errors because of asymmetric information and differences of opinion.49 A court re
quired to implement this distinction will have to assess the decision to pay dividends in 
light of its alternative, i.e., a decision to retain the dividend amount and invest it in poten
tial projects. But, how will the court determine that the business opportunity abandoned 
by the corporation in order to facilitate the dividend distribution was indeed a good busi
ness opportunity? Will the court assume responsibility for the investment forced upon the 
controlling owner when it rules that the dividend is illegal? Lastly, even if courts were to 
accurately determine that a certain dividend is illegal, effective enforcement would itself 
require excessive intervention.

A disgruntled controller prohibited from paying a dividend may decide, for example, to 
avoid investments and instead deposit the dividend amount in the firm’s bank account in 
order to distribute the same amount in the near future. Clearly, courts would not take 
away the controller’s rights to make management decisions by forcing the controller to 
put the money to other, more profitable uses. In other words, effectively enforcing the 

(p. 463) non-distribution of dividends would ultimately require courts to abandon the busi
ness judgment rule.

Our discussion of Sinclair thus shows that the omnipresent tension between controller 
management rights and minority protection should shape the legal distinction between 
self-dealing and other transactions. The interests of controlling shareholders, to be sure, 
are not always fully aligned with those of minority investors. Yet not every conflict of in
terest justifies legal intervention to protect the minority.

4.3 Mid-Stream Changes

The preceding analysis provides support for Delaware’s approach to self-dealing transac
tions. In this section, however, we explain that the same approach fails to protect minori
ty shareholders against unilateral mid-stream changes to the firm’s governance. Control
ling shareholders can enjoy more than their pro-rata share of cash-flow rights by using 
their control to change the firm’s governance arrangements mid-stream either directly—
through changes in the charter or bylaws—or indirectly through a business combination, 
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such as a merger. These changes could be inconsistent with the initial contract between 
the entrepreneur and investors.50

Consider, for example, the link between control and cash-flow rights. Under the one-
share-one-vote rule, the controller’s willingness to make a significant equity investment in 
order to secure his controlling position alleviates management agency costs and asym
metric information concerns. Once he raises funds from investors, however, the controller 
might be tempted to unravel this arrangement and find ways to preserve incontestable 
control without having to incur the costs associated with holding a large equity block.51 A 
necessary element in any minority-protection scheme is, therefore, a protection against 
the unilateral, mid-stream changes to the firm’s governance arrangement.

Indeed, on several occasions, minority shareholders did attempt to challenge such 
changes in Delaware courts, but without success. Courts refused to review these changes 
under the entire fairness standard, holding that the disparate economic impact of such 
changes on the controller did not amount to self-dealing as long as the legal effect was 
equal.52

This legal approach assumes that absent a clear restriction in the charter the controller 
has the right to change the allocation of control rights, thereby exposing the minority 
shareholders to agency costs. This approach may stem from the fact that Delaware courts 
use a single test for two distinct tasks—identifying self-dealing transactions and coping 
with mid-stream changes. However, mid-stream governance changes by controlling share
holders require a separate legal framework that first identifies cases of mid-stream 
changes, and second, makes a decision on the nature of protection that minority share
holders should enjoy.

(p. 464) 5 “Difficult Cases”
In this section, we consider two examples of transactions that have occupied courts and 
scholars alike and are not easily classified as dealing with either minority protection or 
controller rights. We first address freezeout transactions. Transactions of this type raise 
an inevitable and difficult tension between minority protection and controller rights. Se
cond, we consider Delaware’s indeterminate approach concerning transactions in which 
both the controller and the minority sell, for equal consideration, 100% of the firm to a 
third party. In these cases, the need for minority protection is substantially weaker than 
in a freezeout transaction. At the same time, however, subjecting these transactions to 
closer scrutiny is unlikely to interfere with the controller’s right to secure her business vi
sion.

5.1 Freezeout Transactions

In a freezeout transaction, the controlling shareholder of a publicly traded company buys 
out minority shareholders in order to take the company private. Although freezeouts have 
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been subject to extensive analysis by legal scholars,53 courts continue to struggle with the 
proper approach to regulating these transactions.54

Let us start with controller rights. Reviewing freezeout transactions through the lens of 
the inevitable conflict between minority protection and controller rights calls for provid
ing controllers with an option to discontinue their partnership with the minority by taking 
the firm private. Buying out the minority may be required when keeping the firm public 
interferes with the realization of idiosyncratic vision,55 or when a minority-protection 
regime proves too costly. Additionally, bolstering minority protection increases the likeli
hood that minority-protection measures will interfere with the controller’s freedom to 
pursue her vision, thereby creating an increased need to make it possible for controllers 
to take the corporation private.56 Furthermore, there is an obvious difficulty in forcing an 

(p. 465) entrepreneur to “work” for others—minority investors—for as long as the in
vestors wish or demand.57 As a matter of legal doctrine, the need to provide the con
troller with an option to buy out the minority explains why Delaware courts have aban
doned the requirement that freezeout transactions satisfy a business purpose test.58

For minority shareholders, however, freezeout transactions present a substantial risk of 
expropriation on a large scale. Controlling shareholders might opportunistically use the 
option to buy out the minority at unfair prices while taking advantage of their superior ac
cess to information concerning the firm’s true value.59 The risk of expropriation calls for 
effective measures to protect minority shareholders in freezeout transactions.

However, a property rule protection—requiring a freezeout transaction to be conditional 
on a majority-of-the-minority vote—might undermine the controller’s ability to take the 
firm private in order to preserve her idiosyncratic vision.60 Providing minority sharehold
ers with the power to veto a freezeout may inhibit the goal of preserving the controller’s 
idiosyncratic vision in two respects. First, asymmetric information or strategic voting con
siderations might lead minority shareholders to vote against going-private proposals that 
are fair to the minority, thereby preventing the controller from an exit that could be vital 
for securing her business vision. Second, forcing the controller to keep the firm public 
has the same practical consequence as preventing dividend distribution. The court would 
have to interfere with management decisions, normally protected by the business judg
ment rule, to make sure the controller continues to work efficiently for the minority. 
Therefore, despite the high risk of expropriation, protection for minority shareholders in 
freezeout transactions should tilt toward a liability rule protection.61

A narrow reading of the Delaware Chancery Court’s decisions in CNX Gas is consistent 
with favoring liability rule protection for minority shareholders in the context of a freeze
out. It is possible to read the decision as requiring controlling shareholders to allow the 
board to use a poison pill to prevent a freezeout.62 However, in a subsequent decision, the 
court (p. 466) seems to suggest that a poison pill is required only if the controller wishes 
to avoid judicial review of the transaction under the entire fairness standard.63 In other 
words, the court allowed controllers to choose between a liability rule (judicial review) 
and a property rule (majority-of-the-minority vote and board veto). Allowing controllers to 



Majority Control and Minority Protection

Page 15 of 25

choose the legal regime that would apply to their going-private transaction seems consis
tent with the pursuit of idiosyncratic vision.64 However, a regime that would compel con
trollers to subject their going-private transaction to a board’s deployment of a poison pill 
would unnecessarily delay the freezeout by forcing the controller to replace the directors 
before merging.

5.2 Sale to Third Party

The last example we consider is a transaction in which a third party, unrelated to the con
troller, buys all the company’s shares from both the controller and the minority share
holders. In a transaction of this type, the controller—with a majority of the votes—can ef
fectively force the minority to sell their shares (an implied drag-along option). Delaware 
courts have reviewed such transactions under different levels of scrutiny, depending on 
whether the controller and the minority received equal consideration. A sale to a third 
party raises genuine minority protection concerns when the consideration for the con
troller differs from that payable to the minority. Cases of this type create a conflict be
tween the controller and the minority over the allocation of the sale proceeds. The con
troller might abuse her control over the target by bargaining with the third party buyer 
for a transaction that would benefit the controller at the expense of the minority. Not sur
prisingly, courts have subjected these transactions to the searching entire fairness test.65

In contrast, when a third party buyer offers equal consideration to all shareholders, mi
nority shareholders should not need any protection. After all, with the largest equity 
stake and no apparent conflict, the controller could be relied on to work diligently to 
achieve the best feasible bargain. Yet Delaware case law on this issue is in remarkable 
disarray. While some decisions hold that these transactions do not require close 
scrutiny,66 others have allowed minority shareholders to proceed with claims that the 
controller’s need for (p. 467) cash—liquidity—created a conflict of interest that justified 
the court’s review of the transaction.67 Delaware courts’ willingness to treat the 
controller’s liquidity needs as creating a conflict that justifies judicial review is especially 
puzzling given their reluctance to treat the controller’s liquidity needs as justifying judi
cial review in other contexts, such as pro-rata dividends.68 Despite this seemingly incon
sistent approach, the answer to the courts’ treatment may lie, not in the nature of the 
conflict, but rather in the absence of business vision concerns.

To begin, the controller can sell her block at a premium, thereby taking her share of the 
idiosyncratic vision, while enabling the minority to stay and share in the expected profits 
arising from the buyer’s idiosyncratic vision. Alternatively, the controller can freeze the 
minority out to pursue her idiosyncratic vision in a wholly owned corporation, subject on
ly to minority shareholders’ right to receive an appraisal and entire fairness protection.69

However, in contrast to these situations, the right to drag-along the minority does not 
protect the controller’s idiosyncratic vision: The controller sells the corporation and ends 
her pursuit of the vision. Why, then, does the controller receive the right to force the mi
nority to sell their shares along with her?
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The answer is to allow the buyer to pursue her business vision in a wholly owned corpora
tion. Instead of buying just the control block and then freezing out the minority subject to 
appraisal rights and entire fairness review, the buyer is willing to pay an equal premium 
to the minority to avoid the costs of a freezeout (i.e., time, effort, uncertainty, and litiga
tion). In this scenario, the controlling seller who forces the minority to sell together with 
her assumes the role of an auctioneer. However, the controller has substantial holdings 
that normally induce her to maximize sale price. Thus, unlike the board of directors of a 
widely held firm that assumes the role of an auctioneer subject to both duty of loyalty and 
a heightened duty of care (i.e., Revlon duties),70 the controller is only subject to the duty 
of loyalty.

Of course, the controller can avoid the role of an auctioneer by selling only her block. Ob
viously, she will simply do just that unless selling with the minority will result in a higher 
price. Put differently, the seller needs the minority to sell with her not because doing so 
will allow her to get the right price for her business vision, but because it will allow her to 
extract a higher share of the buyer’s idiosyncratic vision. Accordingly, a controller cannot, 
for example, decide to take a cash offer over a higher valued bid while dragging along the 
minority to satisfy her liquidity needs, as this would be a breach of her duties as an auc
tioneer.

(p. 468) Our framework thus calls for a different treatment of controllers’ liquidity needs 
across transactions. A regime that imposes stricter scrutiny on dividend distributions 
would inevitably interfere with the controllers’ management rights and might undermine 
their ability to preserve their idiosyncratic vision. These concerns cease to apply when 
the controller decides to sell the whole corporation to a third party. By putting her man
agement rights up for sale, and also forcing the minority to sell, the controller signals 
that she is no longer concerned with the firm’s implementing her idiosyncratic vision. 
Moreover, a sale to the highest bidder also means that asymmetric information is no 
longer an issue. In other words, employing judicial review is less likely to be costly here. 
Thus, even a relatively small risk of a conflict of interest may call for judicial scrutiny.

6 Summary
In publicly held companies with concentrated ownership, minority protection is a central 
concern of firm regulation. The presence of a controlling shareholder who owns only a 
fraction (albeit a majority) of cash-flow rights leads to potential agency costs for minority 
shareholders. In our framework, however, the need to protect minority shareholders from 
these inevitable agency costs must be balanced against preserving controlling sharehold
ers’ ability to pursue their idiosyncratic vision. This tension determines the type of pro
tection that should apply to both the controllers’ rights to make management decisions 
and the minority’s rights to receive a pro-rata share of the firm’s cash flows.

The value of control lies at least partially in the freedom for an entrepreneur to pursue 
her idiosyncratic vision associated with her business idea. This pursuit commonly takes 
place under the conditions of asymmetric information and differences of opinions. Conse



Majority Control and Minority Protection

Page 17 of 25

quently, this chapter discussed the need for property rule protection of the controlling 
owner’s right to control. Property rule protection guarantees that minority shareholders 
or courts cannot unilaterally take control rights away from the controller, even for objec
tively fair compensation. The deferential business judgment rule further strengthens the 
controlling shareholder’s ability to manage the company in pursuit of her idiosyncratic vi
sion. Property rule protection extends to a broad range of corporate actions by the board, 
such as preserving the controlling shareholder’s control even when it is not value-maxi
mizing and protecting the ability of controllers to sell their control block for a premium.

On the other hand, the form of minority protection is also an important question for any 
legal regime. Minority protection can take two primary forms. Liability rule protection 
guarantees the minority shareholders that they will receive objective compensation for 
any unfair self-dealing by a controlling owner after an ex post entire fairness review by 
the courts. Property rule protection requires a majority-of-the-minority vote ex ante be
fore any self-dealing transaction can be consummated in the first place, essentially guar
anteeing the minority the subjective value of their consent. Transaction costs inform 
which rule should be utilized. Differences in the relative size of negotiation and adjudica
tion costs based on the efficacy of judicial systems, efficiency of markets, and presence of 
institutional investors suggest a liability rule in some jurisdictions and a property rule in 
others.

Minority protection is characterized fundamentally by the principle of equal, or pro-rata, 
distribution. Under this imperative, controlling shareholders have agreed to allow (p. 469)

minority shareholders to share equally the proceeds arising from the controller’s freedom 
to pursue her idiosyncratic vision. However, the application of this principle can be diffi
cult in reality because of the frequently unclear division between conflicted and non-con
flicted transactions. Finally, certain kinds of transactions, such as freezeouts and sales of 
100% of a controlled company to a third party, present unique problems in achieving an 
optimal balance between securing the controller’s ability to pursue her business vision 
and protecting the minority shareholders against agency costs and exploitation.

Notes:

(1) Our definition of concentrated ownership structure sets it apart from dual class firms 
and pyramidal structures. In the United States, Delaware courts have declined to quanti
fy the precise percentage of stock necessary to constitute an “effective majority,” choos
ing instead to engage in a factual inquiry of the exercise of actual control in each case. 
See, e.g., Kahn v. Lynch Comm’ns Systems, 638 A.2d 1110 (Del. 1994).

(2) See Lucian A. Bebchuk, “A Rent Protection Theory of Corporate Ownership and Con
trol”, Nat’l Bureau of Econ. Research, Working Paper No. 7203 (1999), at http://
papers.ssrn.com/sol3/papers.cfm?abstract_id=168990; Simeon Djankov, Rafael La Porta, 
Florencia Lopez-de-Silanas, & Andre Shleifer, “The Law and Economics of Self-Dealing”, 
88 J. Fin. Econ. 430 (2008).
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(3) Another perspective takes a more positive view of concentrated ownership, emphasiz
ing the governance role of controlling owners. This view argues that an investor’s signifi
cant equity stake in a firm leads to more effective monitoring of management, and consid
ers the private benefits associated with controlling ownership to be a reward or compen
sation for this monitoring. See, Ronald J. Gilson, “Controlling Shareholders and Corporate 
Governance: Complicating the Comparative Taxonomy”, 119 Harv. L. Rev. 1641, 1663–64 
(2006).

(4) Our theory is fully developed elsewhere. See, Zohar Goshen and Assaf Hamdani, “Cor
porate Control and Idiosyncratic Vision”, 125 Yale L. J. 560 (2016).

(5) It is important not to confuse business vision with nonpecuniary benefits of control. 
Non-pecuniary benefits of control refer to the value (e.g., personal satisfaction, pride, 
fame, political power) that only the entrepreneur derives from the execution of her busi
ness idea. In contrast, the pursuit of business vision—if properly harnessed—will equally 
benefit all shareholders in the corporation.

(6) M. Todd Henderson, The Story of Dodge v. Ford Motor Company: Everything Old is 
New Again, in Corporate Law Stories 40 (Mark Ramseyer ed., 2009).

(7) Id. at 45.

(8) Id. at 47.

(9) See Djankov et al., supra note 2. Based on their study of 72 countries, the authors sug
gest that regulation of self-dealing transactions is best done by disclosure and ratification 
by disinterested shareholders. The analysis of the relative efficiency of rules regulating 
self-dealing was developed several years earlier. See Zohar Goshen, “The Efficiency of 
Controlling Corporate Self-Dealing: Theory Meets Reality”, 91 Cal. L. Rev. 393 (2003)
[hereinafter Goshen, Controlling Self-Dealing] (introducing and applying the property 
rule/liability rule analysis to minority-shareholders’ protection) [hereinafter Goshen, Con
trolling Self-Dealing].

(10) See, e.g., Bernard Black et al., “Law and Tunneling”, 37 J. Corp. L. 1 (2011); Simon 
Johnson et al., “Tunneling”, 90 Am. Econ. Rev. 22 (2000).

(11) See, e.g., Harold Demsetz & Kenneth Lehn, “The Structure of Corporate Ownership: 
Causes and Consequences”, 93 J. Pol. Econ. 1155 (1985).

(12) Goshen, Controlling Self-Dealing, supra note 9.

(13) The single owner standard is useful not only as a benchmark for the protection of in
vestors, but also as a benchmark for the controller’s right to secure business vision. See, 
e.g., Lucian A. Bebchuk, “The Sole Owner Standard for Takeover Policy”, 17 J. Leg. Stud. 
197 (1988).
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(14) For a case in which the court concluded that a controlling shareholder had a strong 
idiosyncratic vision (without using this term, of course), and therefore approved a series 
of long-term self-dealing transactions as fair, see Cookies Food Products, Inc. v. Lakes 
Warehouse Distributing, Inc., 430 N.W. 2d 447 (Sup. Iowa 1988).

(15) Janet Cooper Alexander, “Do the Merits Matter? A Study of Settlements in Securities 
Class Actions”, 43 Stan. L. Rev. 497 (1991); Roberta Romano, “The Shareholder Suit: Liti
gation Without Foundation?”, 7 J. L. Econ. & Org. 55 (1991).

(16) See Goshen, Controlling Self-Dealing, supra note 9 (explaining the inefficiencies asso
ciated with a fairness test).

(17) See id. (reviewing opportunism and inefficiencies associated with majority-of-minority 
voting).

(18) Modern corporate governance relies on a variety of gatekeepers and enforcement 
measures to constrain agency costs. These include, for example, financial reporting and 
other disclosure duties, requiring outside auditors and setting standards for their work, 
and requirements for outside independent directors. These measures could interfere with 
the controller’s ability to manage the firm in a way that limits her ability to capture the 
full value of her idiosyncratic vision.

(19) See generally Guido Calabresi & A. Douglas Melamed, “Property Rules, Liability 
Rules, and Inalienability: One View of the Cathedral”, 85 Harv. L. Rev. 1089 (1972).

(20) The need for property rule protection arises from the fundamental justification for al
locating control and management rights to the entrepreneur. The controller–entrepreneur 
is the one who has the unique vision or subjective assessment concerning the project’s 
value (idiosyncratic vision). Any objectively determined compensation for a non-consensu
al taking will rarely be fair to the entrepreneur. The extensive academic literature on 
property and liability rules suggests that a property rule protection is appropriate when 
business vision is present. See Henry E. Smith, “Property and Property Rules”, 79 N.Y.U. 
L. Rev. 1719, 1722–31, 1755–56 (2004).

(21) See Bershad v. Curtiss-Wright, 535 A.2d 840 (Del. 1987). But see generally Jens 
Dammann, “Corporate Ostracism: Freezing Out Controlling Shareholders”, 33 J. Corp. L. 
681, 694 (2007) (explaining an innovative proposal for a regime under which minority in
vestors could force the controller out).

(22) Some limits are imposed, however, on the identity of the buyer. See Harris v. Carter, 
582 A.2d 222 (Del. Ch. 1990) (prohibiting sale of control to a known looter and imposing 
limited duties of investigation on controlling shareholders). In Hollinger, Delaware’s 
Chancery Court allowed the board to use a poison pill to prevent a controlling sharehold
er from selling his control block. We believe, however, that this holding applies only when 
the sale of the block is in clear violation of the controller’s fiduciary duties. See Hollinger 
Int’l., Inc., v. Black, 844 A.2d 1022, 1085–86 (Del. Ch. 2004) (allowing the board to deploy 
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a poison pill when sale of control was the culmination of an improper course of conduct 
by the controller and in violation of his contractual obligations).

(23) See Mendel v. Carroll, 651 A.2d 297, 306 (Del. Ch. 1994). For an analysis of this deci
sion and its implications, see John C. Coffee, Jr., “Transfers of Control and the Quest for 
Efficiency: Can Delaware Law Encourage Efficient Transactions While Chilling Inefficient 
Ones?”, 21 Del. J. Corp. L. 359, 390–96 (1996).

(24) Note that this treatment of the controller differs from that of minority shareholders 
(or investors at widely held firms). We normally allow management to use rights offerings 
even when that might coerce investors into a choice between dilution and increasing 
their investment. For evidence that a controller’s need to preserve control affects firm de
cisions concerning capital structure, see, e.g., Thomas Schmid, “Control Considerations, 
Creditor Monitoring, and the Capital Structure of Family Firms”, 37 J. Banking & Fin. 257 
(2013) (finding evidence consistent with the hypothesis that family firms in Germany use 
firms’ capital structure to optimize control over the firm).

(25) For the rationale underlying the business judgment rule, see In re Walt Disney Co. De
rivative Litig., 907 A.2d 693, 698 (Del. Ch. 2005) (“[R]edress for [directors’] failures . . . 
must come . . . through the actions of shareholders . . . and not from this Court.”); Aron
son v. Lewis, 473 A.2d 805 (Del. 1984) (“[D]irectors are better equipped than the courts 
to make business judgments.”).

(26) See Lucian A. Bebchuk & Assaf Hamdani, “The Elusive Quest for Global Governance 
Standards”, 157 U. Pa. L. Rev. 1263, 1281 (2009) (advocating for varying governance 
standards between companies with and without a controlling shareholder, and explaining 
that controlling shareholders provide the beneficial means and incentive to monitor man
agement).

(27) See the stock exchange rules Nasdaq Rule 4350(c)(1) and Section 303(a) of the 
NYSE’s Listing Company Manual.

(28) See, e.g., Bernard Black & Reinier Kraakman, “A Self-Enforcing Model of Corporate 
Law”, 109 Harv. L. Rev. 1911, 1947–49 (1996) (describing virtues of cumulative voting as 
mechanism for minority representation); Carrado Malberti & Emiliano Sironi, “The 
Mandatory Representation of Minority Shareholders on the Board of Directors of Italian 
Listed Corporations: An Empirical Analysis”, Bocconi Legal Studies Research Paper No. 
18, available at http://ssrn.com/abstract=965398 (reviewing minority representation re
forms in Italy).

(29) See Bernard Black & Woochan Kim, “The Effect of Board Structure on Firm Value: A 
Multiple Identification Strategies Approach Using Korean Data”, 104 J. Fin. Econ. 203 
(2012) (reporting evidence that reforms enhancing director independence positively af
fected Korean firms); Jay Dahya, Orlin Dimitrov, & John J. McConnell, “Does Board Inde
pendence Matter in Companies with Controlling Shareholders?”, 21 J. Appl. Corp. Fin. 67 
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(2009) (finding corporate value is consistently higher in controlled firms with indepen
dent directors).

(30) Indeed, under NASDAQ Rule 4350(c)(5) a controlled company is exempt from the re
quirement of Rule 4350(c) of the NASDAQ Marketplace Rule requiring a majority of inde
pendent directors on the board. A similar exemption exists under Section 303A of the 
NYSE’s Listed Company Manual.

(31) The common-law norm to sell control for a premium is explained clearly in Zeitlin v. 
Hanson Holdings, Inc., 397 N.E.2d 387, 388–89 (N.Y. 1979) (“It has long been settled law 
that, absent looting of corporate assets, conversion of a corporate opportunity, fraud or 
other acts of bad faith, a controlling stockholder is free to sell, and a purchaser is free to 
buy, that controlling interest at a premium price.”). But see William D. Andrews, “The 
Stockholder’s Right to Equal Opportunity in the Sale of Shares”, 78 Harv. L. Rev 505 
(1965) (arguing for a sharing of control premium with minority shareholders).

(32) See Abraham v. Emerson Radio Corp., 901 A.2d 751, 758 (Del. Ch. 2006); Harris v. 
Carter, 582 A.2d 222, 234 (Del. Ch. 1990).

(33) See Lucian A. Bebchuk, “Efficient and Inefficient Sales of Corporate Control”, 109 Q. 
J. Econ. 957 (1994).

(34) At the same time, our framework could lend support to the equal-opportunity rule. Af
ter all, investors in our framework allow the controller to preserve control in order to en
able the controller to pursue idiosyncratic vision that would then be shared with in
vestors. When the controller exits the joint investment she takes her pro-rata part of her 
business vision from the buyer, leaving minority shareholders to wait until the new buyer 
realizes his idiosyncratic vision. The claim could thus be that the seller must first perform 
her contractual commitment to the minority (pay the promised share of idiosyncratic vi
sion) before she can ask the minority to enter a new contract with the buyer.

(35) See, e.g., U.K. City Code on Takeovers and Mergers, Rule 36 (stating a purchaser 
crossing 30% triggers a mandatory offer for over 50% of the company); EU Takeover Di
rective (Directive 2004/25/EC [adoption: codecision COD/2002/0240]) (mandating that 
“Member States must ensure that [a controller] is required to make a bid as a means of 
protecting the minority shareholders of that company. Such a bid must be addressed at 
the earliest opportunity to all the holders of those securities for all their holdings at the 
equitable price”).

(36) See Bebchuk, supra note 33.

(37) See Goshen, Controlling Self-Dealing, supra note 9, at 408.

(38) Id. at 404. See also, Frank H. Easterbrook & Daniel R. Fischel, “Corporate Control 
Transactions”, 91 Yale L. J. 698 (1982) (arguing that legal rules should imitate what par
ties would bargain for in absence of negotiating costs).
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(39) See Goshen, Controlling Self-Dealing, supra note 9, at 405.

(40) To be sure, as Delaware’s case law demonstrates, majority-of-the-minority votes may 
play an important role in scrutinizing self-dealing transactions even under a liability rule. 
Yet it authorizes courts to approve self-dealing transactions notwithstanding the minority 
objection, thereby reducing the risk of errors resulting from hold-outs or differences of 
opinion between the controller and investors.

(41) Note that specialized courts would not only enhance minority protection, but also re
duce the risk of excessive interference with controlling shareholders’ rights. Specialized 
courts are less likely to err. This in turn would decrease the cost—in terms of undermin
ing controller rights—of rules designed to protect minority shareholders. See, e.g., Luca 
Enriques, Off the Books, But on the Record: Evidence from Italy on the Relevance of 
Judges to the Quality of Corporate Law, in Global Markets and Domestic Institutions: Cor
porate Law in a New Era of Cross Border Deals (Curtis Milhaupt ed., 2003).

(42) See generally Goshen, Controlling Self-Dealing, supra note 9.

(43) Weinberger v. UOP, Inc., 457 A.2d 701 (Del. 1983) (discussing elimination of minority 
shareholders via merger between corporation and its majority owner); Jones v. H. F. Ah
manson & Co., 460 P.2d 464, 469 (Cal. 1969).

(44) See generally Steven M. Haas, “Towards a Controlling Shareholder Safe Harbor”, 90 
Va. L. Rev. 2245 (2004).

(45) See Dammann, supra note 21 (noting that the Delaware test makes it difficult for 
plaintiffs to establish self-dealing because “while it may be possible to show that the 
course of action taken by the corporation benefited the controlling shareholder, it is ex
tremely difficult to prove that this advantage came at the expense of other sharehold
ers”).

(46) See Sinclair Oil Corp. v. Levien, 280 A.2d 717 (Del. 1971).

(47) Id.

(48) In a world with no transaction costs the firm’s capital structure (i.e., its debt to equity 
ratio) can be determined using any combination of dividends, leverage, and share is
suance, with the same effect on corporate value. Similarly, buying a risky investment with 
no leverage is the same as buying a solid investment with leverage. See Merton Miller, 
“The Modigliani-Miller Propositions after Thirty Years”, 2 J. Econ. Persp. 99 (1988) 
(discussing Modigliani and Miller’s theorems about the irrelevance of capital structure 
and dividend policy for corporate value). But, in a world with transaction costs, vision as 
to a business idea is no different than vision as to capital structure. A controlling share
holder decision to issue new shares and invest in a project should be treated in the same 
manner as her decision to avoid a project and distribute the money.
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(49) Any investment offers a combination of risk and expected returns that are calculated 
based on estimates of future events or consequences. An investment with an expected re
turn that equals the market pricing of a similar risk offers a zero net present value (NPV). 
In efficient markets all investments are zero NPV, but to make our point it is sufficient to 
assume that most of them are. If the expected return on the investment is lower (higher) 
than the market pricing of the risk that it carries, then it offers a negative (positive) NPV 
and should be avoided (is a bargain). A controller decision to forego an investment in or
der to distribute dividends will harm minority shareholders only if the avoided investment 
was positive NPV (negative NPV should be avoided, and zero NPV leaves shareholders 
with many alternatives for reinvesting the dividend). Deciding about an investment’s NPV 
would require courts to decide whether the investment is good or bad. Courts cannot 
make such a decision. Indeed, avoiding such decisions is a major justification for the busi
ness judgment rule.

(50) Jeffrey N. Gordon, “The Mandatory Structure of Corporate Law”, 89 Colum. L. Rev. 
1549 (1989) (explaining risk of opportunistic charter amendment).

(51) See, e.g., Black et al., supra note 10.

(52) See Williams v. Geier, 671 A.2d 1368, 1378 (Del. 1996) (“[T]here was on this 
record . . . no non-pro-rata or disproportionate benefit which accrued to the Family Group 
on the face of the Recapitalization, although the dynamics of how the Plan would work in 
practice had the effect of strengthening the Family Group’s control.”); see also eBay Do
mestic Holdings v. Newmark, 16 A.3d 1 (Del. Ch. 2010).

(53) See, e.g., Lucian A. Bebchuk & Marcel Kahan, Adverse Selection and Gains to Con
trollers on Corporate Freezeouts, in Concentrated Corporate Ownership 247 (Randall 
Morck ed., 2000); Ronald J. Gilson & Jeffery N. Gordon, “Doctrines and Markets: Control
ling Controlling Shareholders”, 152 U. Pa. L. Rev. 785, 785 (2003); Zohar Goshen & Zvi 
Wiener, “The Value of the Freezeout Option, Berkeley Program in Law & Economics”, 
Working Paper Series (Mar. 1, 2000); Guhan Subramaman, “Fixing Freezeouts”, 115 Yale 
L. J. 2 (2005).

(54) See, e.g., In re CNX Gas Corp., 4 A.3d 397 (Del. Ch. 2010) (developing the unified 
standard for reviewing controlling shareholder freezeout transactions). See also In re 
MFW Shareholders Litigation, 67 A.3d 496 (Del. Ch. 2013) (holding that freezeout merg
ers could be subject to the business judgment rule if the controller allows the firm to 
adopt certain procedural safeguards).

(55) For example, an entrepreneur may believe it is no longer possible to implement her 
vision while complying with the extensive disclosure duties imposed on public companies. 
In this case, the only way for the entrepreneur–controller to implement her plan and cap
ture the value she attaches to the project is by taking the firm private. See Harry DeAnge
lo, Linda DeAngelo, & Edward M. Rice, “Going Private: Minority Freezeouts and Share
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holder Wealth”, 27 J. L. & Econ. 367 (1984) (finding the source of efficiency to be the 
elimination of the costs attendant to the regulation of public ownership).

(56) Assume a liability rule protection against self-dealing under which courts make errors 
in 20% of the cases: in half of them they approve unfair transactions and in the other half 
they block fair transactions. When the court approves an unfair transaction, the direct 
damage is the given transfer of wealth from the minority to the controller (i.e., zero sum 
transfer), while the indirect damage of under-deterrence is limited due to the small per
centage of such mistakes. However, when the court erroneously blocks a fair transaction 
the damage is not limited to over-deterrence and zero sum transfer, as it also includes the 
frustration of business vision. The last damage might in some cases be too high to toler
ate. Thus, due to the potential incidence of such cases the legal system should contain a 
safety valve when minority shareholder protections are involved—the ability to take the 
company private.

(57) See Uniform Partnership Act (1997) § 601 (explaining partnership is at will).

(58) See Weinberger v. UOP, Inc., 457 A.2d 701 (Del. 1983) (explaining that allowing con
trollers to buy out the minority only if they present convincing business reasons for tak
ing the firm private would overly burden controllers, especially given the role played by 
asymmetric information). See also Jones v. H. F. Ahmanson & Co., 460 P.2d 464, 469 (Cal. 
1969).

(59) See Coggins v. New England Patriots Football Club, Inc., 492 N.E.2d 1112 (Mass. 
1986) (reviewing controller opportunism to the detriment of minority shareholders under 
the old “business purpose” test).

(60) See also Benjamin E. Hermalin & Alan Schwartz, “Buyouts in Large Companies”, 25 J. 
Leg. Stud. 351 (1996) (calling for protecting the minority with a liability rule to provide 
the controller with optimal incentives to encourage her entrepreneurial effort).

(61) To be sure, a legal regime could adopt of variety of measures to protect the minority, 
such as approval by special committees of the board and shifting the burden of proof to 
controllers. Yet, some form of an exit option should be left open even when the minority 
objects.

(62) See In re CNX Gas Corp., 4 A.3d 397, 415 (Del. Ch. 2010) (“[A] controller making a 
tender offer does not have an inalienable right to usurp or restrict the authority of the 
subsidiary board of directors. A subsidiary board, acting directly or through a special 
committee, can deploy a rights plan legitimately against a controller’s tender offer . . . to 
provide the subsidiary with time to respond, negotiate, and develop alternatives.”).

(63) See id.

(64) For this reason, we also support the recent decision in In re MFW S’holders Litig., 67 
A.3d 496 (Del. Ch. 2013) (holding that a freezeout merger could be subject to the busi
ness judgment standard of review if the controller both (i) allowed a special committee of 
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independent directors to veto the transaction; and (ii) conditioned the transaction on a 
majority-of-minority shareholder vote).

(65) See In re John Q. Hammons Hotels Inc. S’holder Litig., Civil Action No. 758-CC, 2009 
WL 3165613 (Del. Ch. 2009) (requiring procedural protections in order to apply the busi
ness judgment rule); Ryan v. Tad’s Enters., Inc., 709 A.2d 682, 689 & n.9 (Del. Ch. 1996), 
aff’d, 693 A.2d 1082 (Del. 1997) (applying entire fairness when the controlling stockhold
er received a benefit that was not shared with the minority shareholders in an asset sale).

(66) See Trenwick Am. Litig. Trust v. Ernst & Young, L.L.P., 906 A.2d 168, 202 n.95 (Del. 
Ch. 2006) (“[T]ransactions where the minority receive the same consideration as the ma
jority, particularly a majority entitled to sell its own position for a premium, had long been 
thought to fall within the ambit of non-conflict transactions subject to business judgment 
rule protection.”).

(67) See McMullin v. Beran, 765 A.2d 910 (Del. 2000) (stating duty-of-loyalty claim could 
be filed against the parent for negotiating an all-cash transaction to satisfy a liquidity 
need); N.J. Carpenters Pension Fund v. Infogroup, Inc., 2011 WL 4825888, at *4, *9–10 
(Del. Ch. 2011) (denying motion to dismiss when the director, who was also a large stock
holder, was in desperate need of liquidity to satisfy personal judgments, repay loans, and 
fund a new venture). See also In re Synthes, Inc. S’holder Litig., 2012 WL 3594293, at 
*10 (Del. Ch. 2012) (NO. CIV.A. 6452) (“[I]t may be that there are very narrow circum
stances in which a controlling stockholder’s immediate need for liquidity could constitute 
a disabling conflict of interest irrespective of pro rata treatment.”).

(68) See Sinclair Oil Corp. v. Levien, 280 A.2d 717 (Del. 1971) (explaining pro-rata divi
dend payments are subject to business judgment rule, even if paid for clear benefit of 
controlling shareholder/parent).

(69) See, e.g., Del. Gen. Corp. L. § 262 (providing for appraisal rights); Kahn v. Lynch 
Commc’ns Sys., Inc., 638 A.2d 1110, 1115 (Del. 1994) (entire fairness).

(70) Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc., 506 A.2d 173 (Del. 1986).
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Abstract and Keywords

This chapter focuses on the evolving role of debt as a tool of corporate governance, or 
debt governance, within the context of developments in the private credit market. It first 
discusses debt’s traditional function, with particular emphasis on illiquid loans and the 
lenders’ reliance on monitoring and covenants in order to manage a borrower’s credit 
risk. It then considers how loans and lending relationships have evolved over time in light 
of the increased liquidity of traditionally private instruments. One outcome for debt gov
ernance may be a shift from the traditional dependence on covenants and monitoring to a 
greater reliance on the disciplining effect of liquid credit instruments.

Keywords: debt, corporate governance, debt governance, private credit, illiquid loans, lenders, credit risk, lending,
liquidity, private instruments

1 Introduction
1WITHIN the traditional framing,2 lenders rely on loan covenants and monitoring to mini
mize agency costs, restrain borrower misbehavior, and manage credit risk.3 A borrower’s 
commitment to making principal and interest payments may also reduce the agency costs 
of free cash flow.4 Debt, however, can be a clunky governance device.5 Financial contracts 
are incomplete and covenants are imprecise—reflecting, among other things, the difficul
ty of predicting a borrower’s future actions and circumstances when first agreeing on a 

(p. 471) loan’s terms.6 If the terms are too flexible, the borrower may pursue projects that 
benefit its shareholders, potentially at the lender’s expense.7 If the terms are too strict, 
the borrower may forgo projects that are valuable to the firm and, potentially, its credi
tors.8 Over time, as new information arises, lenders can renegotiate the loan’s terms—in
cluding modifying outdated covenants and waiving events of default—but only to the ex
tent the original agreement was broad enough in the first place to capture the borrower’s 
future actions or circumstances.9
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As Oliver Williamson has described, the way a firm is governed is closely related to how it 
raises capital.10 A corollary to Williamson’s insight is that change in the capital markets 
can also result in change in corporate governance.11 This chapter traces debt’s evolving 
role as a corporate governance device (sometimes referred to as “debt governance”) in 
light of developments in the private credit market. It starts by reviewing debt as it was 
traditionally structured—illiquid and largely reliant on covenants and monitoring, with 
contract providing creditors a long-term say in how borrowers were managed. The chap
ter then explains how the relationship between creditors and borrowers has evolved over 
time as traditionally private instruments have become more liquid. Today, lenders can 
manage credit risk through purchases and sales of loans and other credit risk,12 

potentially lowering capital costs,13 but (p. 472) also weakening their incentives to moni
tor and enforce covenant protections.14 Loans and lending relationships have evolved in 
response to those changes, providing new means for debt to influence corporate gover
nance.15 In particular, actions affecting a borrower’s credit quality are more likely to be 
reflected in the price at which its loans and other credit instruments trade in the sec
ondary market.16 Those changes can affect the borrower’s cost of capital, providing man
agers with a real-time incentive to minimize risky behavior—an emerging discipline that 
may complement the traditional protections provided by covenants and monitoring.17

2 Debt’s Traditional Role
Most public company debt is private, and most private loans are made or arranged by 
commercial banks (although increasingly they involve nonbank lenders).18 Even among 
public firms, which typically have access to larger pools of capital,19 roughly 80% main
tain private credit arrangements.20

Loans are illiquid within the traditional framing of the firm. The difficulty in trading loans 
reinforced the lenders’ (often banks’) reliance on monitoring and covenants in order to 
manage a borrower’s credit risk.21 Portfolio theory suggested there were less costly 
means for lenders to do so,22 but they required a liquid market for the purchase and sale 
of credit, which (p. 473) did not exist at the time.23 Diversification’s benefits, therefore, 
applied principally to public common stock, with lenders instead relying on contractual 
protections to manage loan-related risks. As described below, other characteristics affect
ing debt governance included borrower reputation,24 the reduction in free cash flow,25

and loan maturity.26 Together, they provided creditors with tools to oversee a borrower’s 
business and operations.

2.1 Low-Cost Monitoring

Within the standard construct of the firm, lenders rely on long-term relationships in order 
to monitor borrowers and their credit quality.27 Banks can access quasi-public informa
tion about borrowers in the ordinary course of business—for example, through deposit 
taking and providing financial advice.28 Doing so permits banks to monitor borrowers in 
more detail and at lower cost than other creditors.29 It also allows banks to detect and de
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ter managerial slack at an early stage, minimizing potential losses and providing share
holders and other investors with a credible signal of the borrower’s performance.30 The 
resulting benefits can be tangible—the borrower’s capital costs may decline as other in
vestors, including shareholders, freeride on the enhanced oversight provided by self-in
terested bank monitors.31 That reliance, however, can increase a bank’s bargaining pow
er over the borrower. The bank’s presumptive knowledge of a borrower’s credit quality 
can create a hold-up problem if the bank demands a greater return as a condition to mak
ing (or rolling over) a loan. In response, the borrower may look to diversify its funding 
sources, relying on other lenders in order to dilute the bank’s ability to appropriate 
rents.32 Weighing against those benefits, however, is the (p. 474) likelihood that less-in
formed creditors will seek stricter covenants in order to more closely control a 
borrower’s actions in light of the higher cost of monitoring.33

2.2 Covenants

In a perfect world, creditors would be as familiar as a borrower’s managers with projects 
that require new financing. In the real world, with costly monitoring,34 lenders have only 
limited information, which potentially allows managers to invest in less profitable projects 
that may benefit them personally or favor one class of investors over another.35

In order to attract new lending at low cost, managers must credibly commit to behave in 
a manner consistent with the creditors’ interests. That commitment is particularly impor
tant to debt holders, since shareholders (who benefit from directors’ fiduciary duties, and 
who may exercise voting control over the board36) are interested in increasing the firm’s 
risk-taking once debt is in place. Doing so may enhance shareholder returns without rais
ing the limit on their losses. Lenders typically do not share (or share less) in any incre
mental returns.

Covenants provide one solution by contractually limiting how managers operate the 
borrower’s business. By protecting lenders, tighter covenants can improve the firm’s bor
rowing capacity, decrease costs, and increase share price through the debt capital avail
able to fund new projects and the positive signal provided by new lending.37 Covenants 
also act as early warning “trip wires,”38 when breached, that enable lenders to reassess a 
borrower’s credit quality and mitigate loss by renegotiating a loan’s terms.39

Covenants, however, are imperfect predictors of management behavior. Lenders may not 
be able to anticipate a borrower’s future actions or circumstances at the time the loan is 
made.40 Consequently, covenant violations are not uncommon, but they typically do 

(p. 475) not result in lenders accelerating repayment of the loan or taking control of the 
borrower.41 Instead, the violations are often waived by the lenders, but can be costly to a 
borrower because renegotiations may prompt closer scrutiny of the borrower’s credit 
quality and tighter covenant restrictions in both the renegotiated and future loans.42

Managers, therefore, have a strong incentive to ensure the firm complies with the loan’s 
original terms.43
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A loan’s terms may also adjust in response to changes in a borrower’s circumstances.44 A 
pricing grid is one example. Normally, a decline in cash flow would cause the borrower, in 
light of its riskier position, to be better off under the loan’s original terms than if it en
tered into a new loan, creating a strong incentive for it to avoid renegotiation. A pricing 
grid can adjust the amount of interest that is payable based on changes in a borrower’s 
riskiness, as measured by its financial ratios or credit rating. By increasing interest pay
ments, the pricing grid shifts the relative bargaining power to the lender, which can re
structure the loan to reflect the borrower’s new circumstances. Conversely, improved per
formance can cause a drop in the interest the borrower must pay, reflecting its better 
credit quality.45 Together, the grid establishes minimum performance standards for the 
borrower and rewards actions that minimize risk to the lender.46

A creditor can also use covenants to limit a borrower’s use of funds that are available to 
repay its loan.47 The effect of the limit is likely to depend on the borrower’s characteris
tics. A start-up firm with high growth opportunities, for example, is likely to benefit if 
management’s hands are relatively untied, permitting them to allocate capital to the most 
profitable projects. Such a firm, however, often has fewer tangible assets against which a 
loan can be made. The lender may then rely on shorter maturities48 or more costly loan 
restrictions in order to manage its exposure to the borrower.49 A slower-growing firm, by 
contrast, faces the possibility of managers making unprofitable investments. In that case, 
covenants restricting overinvestment or a borrower’s ability to incur debt may benefit the 
lender. Explicitly limiting capital expenditures, particularly after a decline in the firm’s 
credit quality, is likely to enhance operating performance and cause a rise in stock 
price.50 Although there is a risk that some covenants will limit profitable activity, that cost 
can be (p. 476) offset by the ability, among a small group of lenders, to inexpensively rene
gotiate covenants that become too restrictive.51

2.3 Reputation

A borrower’s reputation can affect the covenant types that lenders demand and, in turn, 
the means by which lenders oversee corporate governance.52 A firm that repeatedly ac
cesses the credit market has an economic interest in developing a reputation as a “good” 
borrower, acting in a manner consistent with lender expectations. Lenders may begin to 
relax their reliance on covenants and monitoring for borrowers with established reputa
tions.53 Nevertheless, as Michael Jensen and William Meckling famously noted, even 
“sainthood” cannot drive agency costs to zero.54 Lenders and borrowers have short-term 
memories, so the incentives that make reputation valuable in the near-term can shift with 
changes in the marketplace. Actions that prompt a poor reputation may be forgotten over 
time.55

2.4 Free Cash Flow

Debt can help curb excessive management spending, in large part through contractual 
provisions, like loan covenants, that require the debtor to make specified payments (prin
cipal and interest), meet minimum financial criteria, report periodically, and operate with
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in bounds specified by the creditors.56 Loans, therefore, can reduce the (p. 477) agency 
costs of free cash flow, making less cash available to be spent at the managers’ discre
tion.57

The board typically has discretion to suspend dividend payments, but suspending interest 
payments usually is a breach of the firm’s debt obligations. Thus, debt financing increas
es the risk of bankruptcy, and greater leverage increases a firm’s risk of incurring the re
al costs of financial distress—the actual costs of bankruptcy, as well as a rise in risk pre
miums demanded by customers, suppliers, and employees.58 In order to reduce those 
risks, managers are motivated to maximize profitability, including by reducing business 
expenses, working harder, and investing more carefully.59 Incurring greater debt may sig
nal a manager’s confidence in the company’s future by requiring a commitment to mak
ing profitable investments (in order to pay amounts owing under the indebtedness) and a 
willingness to be monitored by outsiders.60 Furthermore, greater leverage permits superi
or managers to signal their quality, separating them from managers who potentially suf
fer a greater risk of bankruptcy.61 Managers have a direct, personal stake in avoiding 
bankruptcy, since directors and officers of bankrupt firms tend to do poorly in the labor 
market.62

On balance, entrenched managers63 are more likely to prefer lower levels of borrowing in 
order to reduce monitoring and minimize the limitations imposed by (p. 478) creditors.64

Less debt reduces the risk of financial distress and, in turn, the risk to managers of losing 
the private perks of their position.65 Nevertheless, in some cases, entrenched managers 
may incur higher levels of indebtedness. A manager whose interests are aligned with the 
shareholders (e.g., where compensation is tied to the firm’s stock price) may prefer riski
er policy choices that are more likely to benefit shareholders at the creditors’ expense.66

Entrenched managers may be less risky—more willing to adopt conservative investment 
policies67—and, therefore, lenders may be more willing to provide those managers with 
lower-cost financing.68 In that case, a greater reliance on debt may reflect weaker corpo
rate governance rather than signal an improvement in managerial performance.69

2.5 Maturity

Loan maturities can also affect corporate governance. Debt with a short-term maturity 
motivates managers to invest in profitable projects or risk the loss of future, near-term fi
nancing. Before rolling over an existing loan or extending a new one, lenders must be 
convinced of management’s ability to operate the firm profitably; any doubts may be re
flected in increased capital costs.70 Likewise, if funding is short term, successful manage
ment can be (p. 479) reflected in a lower cost of refinancing, resulting in a decline in the 
firm’s capital costs that benefits shareholders as well as creditors.71

Longer-term debt postpones a borrower’s need for refinancing. The longer maturity may 
reflect less need for creditor oversight, or it may reflect concerns over the borrower’s 
near-term capacity to repay the loan.72 Repayment, however, depends on the borrower’s 
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future earnings, so longer maturities may also help motivate managers to pursue longer-
term, value-additive projects.73

3 Private Credit Market Liquidity
Within the traditional framing of the firm, a bank’s familiarity with a borrower made it 
less costly for it to extend loans than a more arm’s-length creditor.74 That same advan
tage also made it more difficult for the bank to resell loans to less knowledgeable pur
chasers, a classic “lemons problem” that impeded the creation of a liquid credit market.75

The lending business, however, began to transform in the 1970s and 1980s, driven by in
creasing competition (both for depositors and borrowers), innovation in the marketplace, 
and changes in financial regulation.76 Developments in technology also eroded the banks’ 
informational advantage over nonbanks, making it easier for new market participants to 
assess a borrower’s (p. 480) credit quality.77 Banks, as a result, began to reassess corpo
rate lending and loan trading, with many adopting new strategies to minimize costs.78

Among the new approaches, banks began to diversify their exposure to credit risk, which 
required a liquid market to buy and sell loans and other credit instruments. New tech
nologies could measure risk and diversification across loan portfolios, enabling banks to 
decide which assets to buy and sell, and at what price, in order to optimize a portfolio’s 
return-to-risk relationship.79 The costs traditionally associated with loan resales were off
set by the real benefits of managing credit risk, among them more profitable loan portfo
lios.80 The lending business evolved as banks originated loans for sale to others and 
bought and sold credit risk in order to better manage their exposure.81 A portion of the 
gains could be (p. 481) passed on to borrowers, potentially enhancing a bank’s competi
tiveness and lowering the borrowers’ real cost of capital.82

The result was greater liquidity in the private credit market, in part through loan syndica
tion, collateralized loan obligations (CLOs), and credit default swaps (CDS). Within loan 
syndications, one or more “lead banks” (or “arrangers”) negotiates the terms of a loan 
and invites other lenders to participate at origination. Interests in a loan, whether or not 
syndicated, can also be sold in the secondary market, which riskier borrowers and non
bank investors tend to dominate.83 Through CLOs, a portfolio of loans can be sold to a 
special purpose vehicle that, in turn, issues multiple tranches of CLO securities in order 
to fund the purchase. Converting loan assets to securities, and then transferring interests 
through the capital markets, enhances their liquidity.84 Finally, credit derivatives enable 
lenders to transfer credit risk to other investors. Using CDS,85 for example, a lender can 
sell all or a portion of a borrower’s credit risk without transferring the loan itself. In ef
fect, CDS permit lenders to outsource credit risk to CDS investors who can assume (and 
manage) a borrower’s credit risk without funding the working capital component of the 
loan.86 Doing so enables (p. 482) lenders to manage credit exposure more efficiently, pro
viding value-maximizing managers with an incentive to continue to grow the private cred
it market.87
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Balanced against liquidity’s benefits is the risk that by “decoupling” economic and control 
rights—for example, through CLOs or CDS—a lender may have less interest in monitoring 
the borrower or acting for those who own economic interests in the loan. Purchasers of 
credit risk may be better able to manage that risk through diversification, but they may 
also be less able to oversee borrowers as effectively as the originator, resulting in in
creased agency costs and an overall decline in corporate governance.88

Those costs are similar to agency costs that arise in the public market, but with a critical 
difference: Unlike firms that issue public bonds, information regarding private borrowers 
is often less accessible.89 Some portion of the cost is offset by the creditors’ ability to buy 
and sell credit risk more efficiently.90 Nevertheless, investors may demand higher returns 
to compensate for the greater risk—a result that is unlikely to be sustained if there are 
less-costly means to mitigate the agency costs. Designing resale arrangements to address 
the problems of limited information can reduce the lemons problem, increasing a bank’s 
ability to transfer loans at lower cost and enhancing profitability.91 Market participants, 
therefore, have looked to change how loans are structured and, by extension, they have 
shaped new forms of debt governance.92 As discussed below, a key to that change has 
been the response of the private credit market to shifts in the source of capital, as 
providers have moved from bank lenders (within the traditional framing) to bank and non
bank investors in an increasingly liquid credit market.

(p. 483) 3.1 Syndication

A loan is more likely to be syndicated as information about the borrower becomes more 
accessible (e.g., through reliance on a credit rating or based on public information).93 For 
less well known borrowers, the number of lenders may be capped and resales restricted 
in order to encourage direct monitoring and renegotiation if a covenant is breached.94

Participants in the original syndicate are more likely than later purchasers to have long-
term relationships with the borrower, enabling them to monitor the borrower at lower 
cost and facilitating coordination.95 Thus, a lead bank’s traditional governance role in 
overseeing a borrower may be replaced by the collective oversight of the syndicate’s 
members.

As a condition of sale, a purchaser can also require the lead bank to continue to hold a 
portion of the loan until it matures.96 By retaining economic risk, the bank can credibly 
commit to continued monitoring and, as necessary, enforcing a loan’s covenants.97 A 
lender can also commit to monitoring if, as is often the case, other relationships with the 
borrower continue to motivate oversight. Those relationships, however, may be of ques
tionable value (p. 484) to the extent they result in a conflict between the economic inter
ests of syndicate members and the originating lender.98

3.2 Changes in Covenants

Covenant levels may drop if creditors are unable at low cost to monitor a borrower’s com
pliance with its obligations or to renegotiate the terms following breach. Public bonds 
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typically contain less restrictive covenants than loans,99 in part due to the public avail
ability of information, the higher cost to directly monitor and enforce compliance, and a 
decline in the ability (or, for higher-quality borrowers, the need) to mitigate credit risk 
through contract.100 For private borrowers, covenants levels may increase as one means 
to offset the greater monitoring costs that arise with more opaque firms.101 Thus, non-
syndicated loans structured for resale (typically leveraged, risky loans to nonbank, insti
tutional investors) may contain higher covenant levels tied to observable public informa
tion. In addition, by tightening covenants, lenders can more quickly discover changes in a 
borrower’s financial position. And by tying covenants to observable data, purchasers can 
mitigate the increased cost of direct monitoring.102

Transferring credit risk may also enable a creditor to enforce its covenant protections 
more effectively. The decline in exposure can enhance the lender’s relative bargaining 
power, enabling it to more easily refuse to renegotiate a loan unless the terms are attrac
tive. In the extreme, a creditor who transferred its economic risk may have less incentive 
to renegotiate or restructure a loan altogether, potentially reducing the value of the 
borrower’s outstanding debt or even pushing the borrower into bankruptcy.103 

Consequently, growing liquidity has (p. 485) prompted the rise of specialist investors 
(sometimes referred to as “vultures”) who look to influence a firm’s management through 
its debt covenants. Loans purchased by those investors are often distressed, with the dis
count in purchase price (and potential for substantial return) offsetting the greater cost 
of monitoring.104 Investors use the borrower’s breach of its covenants to force a change 
in policies or a change in control. This provides another pair of eyes over distressed bor
rowers, where the potential for management opportunism can be greatest.105

3.3 Reputation

Reputation can also mitigate agency costs, although as noted earlier,106 its influence may 
not be significant or long lasting. A reputable borrower is more likely to be able to obtain 
loans with fewer restrictions than a borrower with a less well known or reputable credit 
history. The potential benefits can incentivize a borrower to act in a manner consistent 
with its lenders’ interests.107 For example, prior to the 2008 financial crisis, private equi
ty sponsors saw a substantial rise in “covenant-lite” (or “cov-lite”) loans, which, as the 
name suggests, have fewer covenants (typically, fewer maintenance covenants) than most 
commercial loans. Competition among bankers for new business is likely to have con
tributed to the climb. Reputation may have also played a role. The private equity market 
is comprised of a limited group of participants that interact frequently, suggesting that a 
reputation as a “good” borrower may have had substantial and positive economic conse
quences.108

Bank reputation can also be important.109 The manner in which a bank structures a loan 
or monitors a borrower may not be apparent to investors at the time the loan is sold. The 
purchaser, instead, must rely on the lender’s reputation based on prior sales. Structuring 
a bad loan or failing to monitor a borrower can hurt that reputation. Consequently, so 
long as loan sales are a significant part of its business, concerns over reputation may in
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duce an originating bank to continue to monitor a borrower, even after its credit risk has 
been transferred.110

(p. 486) 4 Debt’s Evolution
Lending has changed in response to greater liquidity in the private credit market. Syndi
cate structure, covenant levels, and reputation are all means to reduce the resulting 
agency costs and balance the potential decline in debt governance.

A further change has resulted from greater liquidity in the credit market itself. For public 
debt, secondary trading prices inform managers of how the market assesses a borrower’s 
credit quality.111 Likewise, as the private credit market becomes more liquid, one would 
expect actions that affect a firm’s credit quality increasingly to be reflected in changes in 
the price at which a firm’s loans and other credit instruments trade. Those changes may 
affect a borrower’s cost of capital, providing a discipline through the feedback furnished 
by market participants that complements the traditional protections provided by 
contract.112

Loan agreements already include features, like pricing grids,113 that adjust the real cost 
of capital based on pre-agreed changes in a borrower’s financial condition or credit rat
ing. Going forward, lenders can also rely on the secondary pricing of credit instruments 
in order to assess a firm’s credit quality and, if necessary, determine the cost of hedging 
their credit exposure. A borrower’s actions that change the price at which its existing 
loans or other credit instruments trade can influence the price and non-price terms on 
which lenders are prepared to make subsequent loans. Since most loan pricing is tied to 
default risk, actions that increase credit risk will result in a corresponding increase in a 
borrower’s cost of capital.114

As a result, growth in secondary trading may begin to overtake the role of covenants and 
monitoring in corporate governance. Covenants can be over- or under-inclusive, reflect
ing the difficulty of anticipating future events and drafting terms that properly reflect 
them. By contrast, since firms access the credit market on a regular basis,115 changes in 
credit pricing that directly affect a firm’s cost of capital may provide a more efficient and 
timely alternative.116 More costly debt can affect a firm shortly after a change in its credit 
risk, either through a higher interest rate on an existing loan or the greater cost of a new 
loan. That cost, in turn, may lower the firm’s share price and, like public equity, discipline 
managers by affecting compensation, retention decisions based on share price perfor
mance, and the possibility of a hostile takeover.

To be clear, covenants and monitoring are likely to continue to play an important role in 
corporate governance, but some portion of the traditional reliance may be offset by the 
feedback provided by an increasingly liquid credit market. The trick, as the markets be
come (p. 487) more complete, will be to balance that new discipline against the traditional 
role played by covenants and monitoring.
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5 Conclusion
Traditional debt governance is premised on debt’s relative illiquidity. Banks with access 
to private information were able to extend loans at lower cost than other lenders, but 
looked to covenants and monitoring as a principal means to manage credit risk. The last 
four decades have witnessed the transformation of the traditional bank–borrower rela
tionship, resulting in growth in the private credit market. Over time, with greater liquidi
ty, changes in a firm’s credit quality may increasingly be reflected in the pricing of its 
credit instruments. This may create a more efficient “real-time” alternative that supple
ments a lender’s traditional reliance on covenants and monitoring. In short, as noted at 
the outset of this chapter, changes in the capital markets have affected capital structure, 
and changes in how a firm raises capital have also affected corporate governance.117

Those changes prompt a question: To what extent should new financial regulation—be
yond its focus on market integrity, customer protection, and systemic risk—take into ac
count its effect on corporate governance? Consider, for example, the new federal regula
tion of credit derivatives. In a frictionless world, a firm’s equity and debt prices should 
move in tandem when new information is discovered.118 In practice, CDS often have re
acted first to new credit information—with prices moving ahead of changes in equity and 
debt,119 as well as preceding the public announcement of a negative change in a firm’s 
credit rating.120 A change in CDS pricing, therefore, often mirrored an increase or de
crease in a firm’s credit quality before a change in its debt or equity price. The result was 
more timely (and potentially more accurate) feedback on changes in a firm’s riskiness,121

particularly in light of recent (p. 488) concern over LIBOR and the credit-rating 
process.122 That feedback, in turn, affected new credit extended to the firm, providing the 
borrower with a real-time incentive to manage its risky projects and activities.123

Part of the difference in responsiveness reflected the special access of banks that traded 
CDS to quasi-public information about borrowers.124 With the passage of the Dodd–Frank 
Act, however, CDS have become subject to the federal securities laws. As a result, trading 
in CDS based on material non-public information is prohibited, and those instruments are 
likely to become less informative.125 Prohibiting insider trading in CDS may not be a bad 
outcome. But to what extent should the impact of CDS on corporate governance be part 
of the analysis around the new regulation? Should that effect, and the weakening of a 
debt governance tool, inform part of the policy makers’ deliberations? These questions 
mirror the evolving nature of debt and debt governance described in this chapter. They 
also suggest a need to take a more expansive view of the effect of new financial regula
tion on how corporations are governed.
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Eric DiMuzio and Shandy Pinkowski.

(2) I mark the traditional framing as the agency–cost model published in Michael C. 
Jensen & William H. Meckling, “Theory of the Firm: Managerial Behavior, Agency Costs 
and Ownership Structure”, 3 J. Fin. Econ. 305, 308–10 (1976).
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and Firm Investment Policy”, 92 J. Fin. Econ. 400, 401 (2009), also reduce agency costs. 
See, e.g., Matthew T. Billett et al., “Growth Opportunities and the Choice of Leverage, 
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Takeovers”, 76 Am. Econ. Rev. 323, 324 (1986) (noting that debt contracts bind man
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which reduces investment in all states, addresses the agency costs of overinvestment).

(5) References to “governance” and “corporate governance” in this chapter are to mecha
nisms to reduce or deter agency costs arising from management incentives or actions 
that impede the maximization of firm value.

(6) See George G. Triantis & Ronald J. Daniels, “The Role of Debt in Interactive Corporate 
Governance”, 83 Cal. L. Rev. 1073, 1093–94 (1995) (“[C]ovenants are imperfect predic
tors of when bank exit or intervention is optimal . . . .”); see also Jensen & Meckling, 
supra note 2, at 338 (anticipating that the costs of writing exhaustive covenants would be 
“non-trivial”).

(7) See, e.g., Jensen & Meckling, supra note 2, at 335 (“[I]f the owner has the opportunity 
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from the (naïve) bondholders to himself as equity holder.”); see also George Triantis, “Ex
ploring the Limits of Contract Design in Debt Financing”, 161 U. Pa. L. Rev. 2041, 2043 
(2013) [hereinafter Triantis, Limits of Contract Design] (citing studies that indicate that 
lenders price covenants).

(8) See, e.g., Jensen & Meckling, supra note 2, at 338 (“[C]ovenants occasionally limit 
management’s ability to take optimal actions on certain issues.”).

(9) A classic example of activities that fall outside an agreement’s terms is Marriott’s 
1992 spin-off of Marriott International (containing Marriott’s most profitable operations) 
to its shareholders, causing a substantial decline in the value of Marriott’s bonds. The 
spin-off was not prohibited by the bond indenture’s terms. See F. John Stark, III et al., 
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Abstract and Keywords

This chapter examines the functions of corporate accounting and financial reporting 
around the world, with particular emphasis on how local realities that explain persistent 
diversity often pose a barrier to aspirations for a universal system. It first charts the his
tory and progress of contemporary efforts to move accounting from its diverse local roots 
to a unified global stage before turning to a discussion of the varying functions of ac
counting and reporting laws around the world. It then looks at aspects of accounting that 
are affected by national variation, including securities regulation, corporate governance, 
and corporate finance. Finally, the chapter explains how related forces contribute to per
sistent divergence in financial reporting.
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1 Introduction
1“YOU manage what you measure,” the late Louis Lowenstein noted when explaining the 
importance of accounting in corporate governance, and the insight remains durable. 
Highlighting the functions of corporate accounting and financial reporting worldwide, 
this chapter explores how aspirations for a universal system are often disappointed by lo
cal realities that explain persistent diversity. Section II provides context and background 
by summarizing the history and progress of contemporary efforts to move accounting 
from its diverse local roots to a unified global stage. Section III identifies the varying 
functions of accounting and reporting laws around the world and reflects on how related 
forces contribute to persistent divergence in financial reporting.

Despite a gloomy assessment of the prospects for achieving a universal system of ac
counting, a more profound and happier truth should be stressed at the outset. The goal of 
international accounting is instrumental in promoting cross-border economic exchange, 
not an artistic aspiration for pure uniformity of financial reporting. Although pure ac
counting harmony appears to be an impossible dream, its pursuit has helped to facilitate 
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the expansion of global capitalism, a substantial accomplishment. There is work ahead to 
promote prosperous convergence, but progress is significant in absolute terms and prob
ably in relation to what might be attained by continued investment in international stan
dards.

(p. 490) 2 Accounting Contributes to Globalization
Through the late twentieth century, accounting systems in most countries developed with
in the traditions of each country and varied considerably across them. But, as globaliza
tion took hold in the century’s final decades, an appetite for a universal system emerged. 
After numerous fits and starts, beginning from 1973, international standards ripened in 
the twenty-first century into a comprehensive system achieving international recognition. 
But the struggle continues.

2.1 Struggle

The quest for international accounting standards is motivated by increased cross-border 
capital flows manifested in worldwide stock market listings, foreign ownership of domes
tic securities, and an expansion of transnational business combinations. Unsurprisingly, 
differences in national accounting standards and their application interfered with expand
ing these desirable activities. Accountants produced different reports of income and equi
ty for identical underlying transactions, a phenomenon famously illustrated the German 
automaker Daimler-Benz’s traditional German accounting results differed radically from 
the US accounting standards it applied when it first listed in the United States.2

Internationalization of accounting standards has historically centered in London. There, 
in 1973, a group of accountants began a process of articulating global standards.3 The or
ganization, originally called the International Accounting Standards Committee (IASC), 
was formed by agreement among professional accountancy organizations in Australia, 
Canada, France, Germany, Ireland, Japan, Mexico, the Netherlands, the United Kingdom, 
and the United States.4 By 1983, IASC included all professional accountancy bodies that 
were also members of the International Federation of Accountants.5

Between 1973 and 1987, IASC issued twenty-six accounting standards (and by 2000 had 
issued a total of forty-one standards).6 However, IASC lacked an effective governance 
structure and the political clout to attract adherents.7 Its standards were too vague and 
contained numerous optional approaches to reporting identical transactions. The prod
ucts were usefully adopted by developing countries that lacked accounting standards.8

But IASC’s founding countries largely ignored the standards, preferring to use their own.

(p. 491) Efforts to strengthen IASC were redoubled in 1988 with backing from the Interna
tional Organization of Securities Commissions (IOSCO).9 IASC began to review its stan
dards, omit optional treatments, enhance disclosure, and “specify in greater detail how 
each standard was to be interpreted.”10 The result was a formal 1995 agreement between 
IASC and IOSCO on a joint program to develop standards comprehensively.11 This project 
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led IOSCO, in 2000, to endorse IASC revisions while letting national regulators add re
quirements such as disclosure, specificity, and reconciliation.12

During the 1990s, the US Securities and Exchange Commission (the SEC) emphasized 
that, to achieve requisite stature, IASC needed to develop a comprehensive, high-quality, 
generally accepted basis of accounting.13 It would be characterized by transparency, com
parability, and full disclosure and would be susceptible to rigorous interpretation and en
forcement. On process, the SEC prescribed modeling IASC’s governance structure after 
that of the US accounting standard-setting body, the Financial Accounting Standards 
Board (FASB).

The SEC was able to exert this power over IASC because of how, along with US GAAP, it 
had consolidated a position as the gold standard in financial reporting. Beginning in 
1983, non-US companies interested in accessing US capital markets were required to use 
US GAAP, at least by reconciling their home-country statements to it.14 Adding to its influ
ence, some multinational enterprises adopted US GAAP completely, including Daimler-
Benz, which switched from German GAAP to US GAAP in 1993 to gain its US listing.15

US GAAP’s leadership paralleled US leadership in capital markets, which New York had 
dominated throughout the second half of the twentieth century. Traditionally, the United 
Kingdom was a strong competitor in capital market advancement, where London long ri
valed New York. In the early 1990s, after the collapse of the Soviet Union and the end of 
the Cold War, world trade expanded and capital flows began to move more freely and 
rapidly across more national borders.

The existence of multiple, alternative accounting systems can increase the costs of cross-
border deals. Multinational enterprises based in various countries moved from domestic 
accounting regimes toward internationally useful and recognized systems. Most often, 
this meant a shift from national accounting systems to US GAAP, although interest grew 
in the standards that IASC offered. The appetite for a universal accounting system in
creased during the late 1990s and early 2000s as market integration accelerated.

Signaling belief in the possibility of moving from country-specific accounting standards to 
an international approach, the SEC issued a concept release in 2000 outlining essential 
elements of international standards.16 The SEC did not pursue this concept, however, as 

(p. 492) accounting scandals at Enron and other companies diverted its attention. Instead, 
it entered a period of domestic regulatory activity that produced and implemented the 
Sarbanes–Oxley Act of 2002.

Meanwhile, the IASC, boasting more than one hundred professional accountancy bodies 
by 2000, revised its governance along the lines that the SEC had recommended.17 It mod
eled itself closely after FASB, renamed itself the International Accounting Standards 
Board (IASB), and renamed its standards as International Financial Reporting Standards 
(IFRS). IASB propounded new and revised international accounting provisions that were 
destined to set a new gold standard in financial reporting.
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IASB also began a vigorous marketing campaign with numerous countries and blocs to 
gain recognition.18 This led the European Union to pass legislation in 2002 requiring all 
EU-listed companies to use IFRS beginning in 2005 (subject to the European Union’s en
dorsement of each new standard as it was produced).19 Additionally, IASB’s campaign led 
scores of other countries, from Australia to Singapore, to embrace its standards (subject, 
in most cases, to the same endorsement mechanism).20 Others, including Japan and the 
United States, agreed with IASB to work to converge national standards and IFRS.21

During this period, coordination accelerated between the United States and European 
Union. In 2004, the SEC and the Committee of European Securities Regulators (CESR)22

agreed to increase collaboration on accounting convergence, including a commitment to 
concentrate on the consistent application, interpretation, and enforcement of IFRS.23

Within one year, the SEC unveiled a “roadmap” to convergence (including ending the US 
reconciliation requirement for non-US issuers by 2009 or sooner),24 and CESR declared 
that US GAAP was substantially equivalent to the European Union’s IFRS.25 In both Eu
rope and the US, as elsewhere, IFRS required making significant cultural adjustments 
from historical traditions.26

(p. 493) In 2006, the SEC and CESR reaffirmed and deepened their earlier commitment in 
a formal work plan to intensify joint investment in IFRS.27 Meeting the roadmap commit
ment, the SEC ended the reconciliation requirement in 2007 and broached letting US is
suers choose to adopt IFRS instead of US GAAP.28 In 2008, however, the financial crisis 
sidetracked the SEC, much as the Enron-period scandals had earlier, this time under the 
weight of the Dodd–Frank Act of 2010. In 2012, the SEC staff issued its final report on 
the work plan. It might have endorsed IFRS and recommended that the Commission do 
so, but it did neither, putting its fate in the United States in limbo.

2.2 Standstill

IASB’s impressive showing was reinforced by enthusiasm for the notion that IFRS largely 
took the form of principles as opposed to rules. This enthusiasm was a stunning turn
about since IASC standards set from 1973 to 1987 and into the late 1990s were criticized 
and did not catch on because they were too loose.29 Earlier objections to IASC’s relatively 
vague standards were based on the requirement that an accounting system must provide 
definiteness.

Specifically, an accounting system must enable preparing financial statements that meet 
basic criteria that are recognized worldwide for reliability and usefulness. Such a system 
is reliable when it is capable of transparently capturing, aggregating, and summarizing 
vast quantities of transactions with varying qualities, which is possible only if standards 
are sufficiently comprehensive to address most transaction types and categories.

To be useful, an accounting system must facilitate comparability across enterprises. Thus, 
one risk of principles that are too generic is that the role of subjective judgment diminish
es the comparability of resulting statements. Yet that risk of excessive generality was off
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set by several forces, which together made a global turnabout from criticizing to applaud
ing IASC’s standards, which came to be called “principles-based.”

Foremost among these forces, in the earlier period, there was less pressure for countries 
supporting IASC to adopt its standards. For example, countries like Australia, Britain, 
Germany, and France had respected systems; therefore, IASC standards were generally 
only taken up by less developed countries that lacked accounting traditions, such as coun
tries in Eastern Europe and former members of the Soviet Union. The pressure equation 
changed as the value of international standards increased to developed countries amid 
post-Cold War globalization.

Moreover, to command acceptance among far-flung participants, from the European 
Union to the United States and scores of other countries, it is helpful for accounting stan
dards to be written at a relatively high level of generality. If too detailed or overly tailored

(p. 494) to specific attributes of particular nations, the standards appeal only to those na
tions and not to others.

In addition, literal and functional translation costs are proportional to the relative gener
ality or specificity of the original text. Because of language differences, it is necessary to 
translate the standards from their original language, English, into other languages. More 
general language is easier to translate into other languages and easier for readers of the 
translated texts to comprehend.

Finally, the relative generality of IFRS was more appealing in the early 2000s than before 
because of events in the United States that reverberated worldwide. It was tempting to 
attribute the Enron debacle to how US GAAP were highly detailed and dense with rules. 
Enron’s managers—and managers at other companies in the heady period—appeared to 
manipulate US GAAP’s rules by designing transactions that could opaquely avoid trigger
ing adverse accounting results and enable reporting beneficial ones.30 Critics of US 
GAAP, and foes of using rules in regulation generally, offered such examples as evidence 
that rules are costly and that it is better to regulate and design accounting systems using 
principles.31

The force of globalization and related harmonization efforts led to substantial but incom
plete convergence in accounting standards worldwide. IFRS has many followers. Its stan
dard-setters have worked closely with FASB to evolve US GAAP in harmony. However, 
there are still significant differences in the content of IFRS versus US GAAP on many top
ics.32 Centrally promulgated IFRS are often adopted in a slightly different form by given 
countries or companies, which prepare statements to comply with country-specific varia
tions.33 Related auditing opinions tend to attest to the country-specific versions of IFRS 
rather than to the IASB version.34 There is also a wide variety of applications of given 
IFRS standards.35 Variety extends to the form of presentation,36 (p. 495) bottom-line in
come statement figures,37 cash flow statements,38 and a variety of transactional matters.
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Despite powerful forces of globalization, then, the project of establishing a single-set of 
high-quality accounting standards has proven to be monumentally elusive. Some of the 
reasons may be found in the local character of traditional accounting, which produces 
significant counter-pressures, as discussed next.

3 Accounting Still Remains a Local Language
The following discussion uses familiar classifications from legal scholarship to highlight 
aspects of accounting that are affected by national variation. Underlying cultural and le
gal features shape the development of accounting standards. Those features explain the 
variability of traditional accounting standards from nation to nation, as well as the contin
uing differences between IFRS and US GAAP. The pressure of these features, which tend 
to be sticky, also explains sustained variation in the application of uniform international 
accounting standards.39

3.1 Legal Origins

National accounting systems are connected to local legal traditions. A broad contrast 
among legal traditions distinguishes common law and civil law.40 Accounting standards in 
common law countries, such as the United States and United Kingdom, traditionally ob
tained authority through general acceptance by the profession;41 accounting systems in 
civil law countries, including most continental European countries (the Netherlands is the 
major exception), obtain legitimacy by enactment as law.42 Japanese accounting exhibited 
a blending of these traditions.43

These origins play out in different views on how to apply identical accounting require
ments. A salient manifestation of how legal origins influence the application of identical 
accounting requirements concerns the principle that financial statements should present 
a true and fair view of the business and financial condition of an enterprise.

(p. 496) This edict, perhaps the most famously flexible and contingent notion in all of ac
counting, can mean different things in different cultures and contexts. For example, in 
England, “fair” denotes that reports are within a range of fidelity to business records and 
economic reality; “true” negates its opposite—false.44 But, until the United Kingdom 
joined the European Union, the concept of “true and fair” was alien to non-Dutch Europe; 
the European Union’s 1978 Fourth Directive introduced the requirement.45

The Italian translation of “true and fair” is “true and correct” (rappresentare in modo ver
itiero e corretto),46 which is then equated with Italian civil law requiring “straightfor
wardness and truth” (evidenza a verita). 47 Many translations replace the compound 
phrase with a single word. In Greece, this is the equivalent of “real”; in Belgium, France, 
Luxembourg, the Netherlands, and Spain, it is the equivalent of “faithful.”48 In the United 
States, the concept is embedded in the requirement that financial statements “fairly 
present” an enterprise’s financial condition and results of operations.49



Accounting and Financial Reporting: Global Aspirations, Local Realities

Page 7 of 21

Substantive disagreements exist concerning the relationship between the principle and 
other accounting standards. Conflicts arise when applying the standards could impair the 
objective. There are at least three alternative approaches to resolving such a conflict.50 In 
the United Kingdom, an override is called for so that the true and fair view is privileged 
and conflicting standards are subordinated; in Europe, overriding the written rules is re
pugnant, despite the “true and fair” view concept; and in the United States, overrides 
have generally not been used because litigation risks induce people to comply with 
rules.51

These legal origins explain some of the observed and persistent divergence among com
panies purporting to use IFRS.52 Across the European Union, differences are (p. 497) sig
nificantly influenced by the legal origin of the firm’s home country (i.e., common law or 
civil law traditions).53 It appears unlikely that any international standard will be capable 
of reconciling these disagreements. After all, local cultural influences will retain a role in 
how any principle is applied.

3.2 Securities Regulation

Legal traditions continue to influence the shape of securities regulation in different coun
tries. Securities regulation, in turn, influences accounting standards. The most forceful 
examples of these relationships appear in the contexts of investor protection and enforce
ment intensity.54 In the United States, investor protection is among the chief purposes of 
securities regulation, and accounting principles are designed to bolster investor protec
tion.55 In many other countries, interests of constituencies other than investors matter, 
and investor protection is one among several competing goals of securities regulation.56

Enforcement intensity refers to the relative strength of legal institutions equipped to po
lice adherence to securities regulations, including accounting provisions.57 The United 
States employs an intense enforcement apparatus, one that includes the SEC, private liti
gation, and various other state and federal authorities.58 Few countries match this level of 
enforcement intensity, and many exhibit a weak enforcement program.

These differences pose implications for a range of accounting issues. A general example 
concerns the preferred form that standards assume, ranging from detailed rules to vague 
principles. Indeed, it is possible to understand the relative rules-density of US GAAP as a 
product of an intensive enforcement environment.59 Thus, litigation threats may lead pre
parers and auditors to value clarity in accounting standards, leading to extensive provi
sion of detailed guidance.60 Unlike US companies, European and Asian companies and 
constituents may be able to accept relatively more generic accounting standards, in part 
because of the comparatively lower level of private and public enforcement of securities 
laws through regulation, prosecution, and litigation.

Predicting the effects of cultural variance on the future of IFRS is not easy. It is conceiv
able that relative enforcement intensity and the value of investor protection can converge 
worldwide. That would mean making legal changes to US regulations in order to reduce 
the role of liability risk and litigation threats on preparers and auditors. These changes 
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would curtail (p. 498) demand for detail or increase those levels in other nations. Both 
prospects entail momentous changes with uncertain prospects and payoffs. Even substan
tial reductions in the scope of legal liability for accounting violations are unlikely to elimi
nate litigation as a dispute resolution mechanism in the United States.61 Intensifying en
forcement activity in other countries is possible but is by no means certain or desirable.

3.3 Corporate Governance

Corporate governance, referring to the combination of corporate purpose and organiza
tional arrangements designed to achieve it, varies worldwide. Broadly defined, corporate 
purposes range from a shareholder profit maximization philosophy to a pluralistic concep
tion of corporate constituencies that includes shareholders, creditors, employees, suppli
ers, communities, and the state.62 Organizational arrangements reflect these purposes 
through devices such as the design, composition, and duties of boards of directors.

Boards may have one or two tiers, members may be elected by shareholders only or by 
other groups, and duties may range from maximizing profits to assuring the corporation’s 
long-term sustainability. Accounting in systems characterized by shareholder profit maxi
mization may naturally emphasize the measurement of profit from period to period, 
whereas more pluralistic systems may emphasize net worth and consistent levels of profit 
over time.

In addition, the role of employees, at both the senior executive levels and the broader lev
el of laborers, can have significant effects on accounting philosophy. Labor plays an ac
tive role in corporate governance in many countries, a role rarely held in the United 
States.63 For example, employees are formally represented on boards of directors in Ger
many.64

For senior executives, the most pronounced global difference concerns levels and forms 
of compensation. US corporations pay executives considerably greater compensation than 
elsewhere, often by staggering multiples and often in the form of stock options and other 
compensation that is contingent on varying measures of corporate performance.65 Thus, 
setting the benchmarks of corporate performance and calculating compensation levels 
play a more important role in accounting systems such as those in the United States than 
in some other systems. However, such benchmarks assume less or no importance where 
executive compensation packages are more modest.

(p. 499) In the most general terms, the varying corporate purposes and organizational de
signs around the world reflect varying forms of capitalism.66 National accounting tradi
tionally reflects competing conceptions of capitalism. Although these and other distinc
tive traditions are converging, enduring diversity in views on capitalism are likely to con
tinue to exert influence at national levels, posing challenges to the formulation, accep
tance, application, and enforcement of international standards.67
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3.4 Corporate Finance

Even within corporate governance systems that exhibit family resemblance, there may be 
differences in corporate finance that lead to sharply different conceptions of accounting’s 
purpose and audience. Corporate finance refers to the sources of capital employed to 
fund a business organization and the entity’s resulting capital structure. The chief cate
gories of capital are equity and debt securities. The combination, identity, and role that 
the two forms of investment play influence the audience for whom accounting is de
signed.68

Needs and interests of debt and equity investors differ. For equity investors, accounting 
standards and statements should be useful to form judgments concerning business 
value.69 Standards quality is evaluated in terms of the relationship between reported ac
counting figures and resulting stock market prices or returns. On the other hand, for debt 
investors, accounting standards should make contract negotiation more efficient. Stan
dards quality is evaluated in terms of whether they translate into financial statements 
that are useful for establishing covenants and other contractual provisions that regulate 
the rights and duties of lenders and borrowers.

Corporate finance characteristics also influence the relative importance of transparency 
that accounting can provide. Anglo-American finance is oriented toward equity and open 
capital markets, often attracting dispersed and uninvolved equity owners, making trans
parency in financial reporting vital.70 Traditionally, Euro-Japanese finance relies on banks, 
which exercise considerable power within corporations.71 This reduces the importance of 
reporting transparency for external users.

The relative needs of equity or debt investors also bear on how accounting standards and 
statements address uncertainty. The traditional US approach to uncertainty is conser
vatism, meaning asymmetric recognition of losses compared to gains.72 However, in
vestors and (p. 500) other constituencies may have different demands for relative conser
vatism. In general, debt demands greater conservatism than equity.73 Managers compen
sated heavily using stock options or other devices based on reported accounting results 
will demand a different level of conservatism than managers not so compensated. Man
agerial demand for conservatism relative to that demanded of equity or debt investors 
will differ accordingly.

Corporate finance also can influence the relative weight assigned to the income state
ment or balance sheet. This sometimes follows from the traditional forms of capital struc
ture that prevail. To the extent that debt capital dominates, the balance sheet assumes 
greater importance to provide a basis for estimating solvency; where equity capital domi
nates, the income statement warrants a more central role in evaluating business perfor
mance. It is also possible for the relationship between financial and tax reporting (and the 
role of the state) to influence the relative importance of, and the relationship between, 
the income statement and the balance sheet. Accounting for inventory illustrates both 
points.
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It is conceptually defensible to assume that goods in inventory are sold either in the di
rect order that they are produced (first-in-first-out, or FIFO) or in reverse order of pro
duction (last-in-first-out, or LIFO). In a period of rising prices, FIFO is more faithful to 
economic reality in the balance sheet, because it lists the inventory assets at more cur
rent values; conversely, LIFO is more faithful to economic reality in the income state
ment, because it records the costs of goods sold at more current costs. US GAAP permits 
choosing between these measurements, allowing enterprises to determine whether bal
ance sheet or income statement fidelity is more important; IFRS requires using FIFO, 
suggesting balance sheet primacy.

Concerning taxation, the US Internal Revenue Code, requires conformity between inven
tory accounting for financial and tax reporting purposes.74 Specifically, a company must 
use LIFO for both or FIFO for both. The rationale is simple. In a period of rising prices, 
FIFO results in reporting higher income compared to LIFO. Thus, managers may prefer 
FIFO for financial accounting to show investors higher income but prefer LIFO for tax ac
counting to pay lower taxes. The Internal Revenue Code’s conformity requirement re
flects how US culture generally considers tax and financial accounting separate subjects 
with generally different standards, whereas in many countries the two subjects are sub
stantially co-extensive.75

A broader point about the cultural contingency of giving greater weight to the income 
statement or balance sheet is the question of which emphasis is more susceptible to ma
nipulation (sometimes referred to as “tunneling”).76 In countries with dispersed equity 
ownership, such as the United States, controlling persons have greater incentives to ma
nipulate the income statement, as their payoffs are a function of earnings per share.77 In 
countries with (p. 501) concentrated ownership, such as in Europe and Japan, the incen
tives are to manipulate the balance sheet, as controlling person payoffs come from allo
cating corporate assets to themselves rather than serving as stewards for other 
claimants.

It is not obvious whether IFRS provisions are designed to influence managerial propensi
ty to manipulate the income statement or the balance sheet. It is likewise uncertain 
whether accounting standards could eliminate those propensities by proper design. Still, 
the cultural differences that lead to these alternative incentives matter in assessing uni
versal accounting standards, both in production and application. Currently, it is more im
portant for investors in US companies to constrain discretion over the income statement 
and for investors in European companies to constrain discretion over the balance sheet.78

Time horizons, referring to the distinction between the long-term and short-term, can be 
of great significance in conceiving appropriate accounting standards. Consider the case 
of traditional German accounting, which permitted and sometimes required the recogni
tion of revenue or expense through hidden reserves across multiple time periods.79 

Although relevant in some countries, these have little to do with recognition concepts in 
US or UK accounting, which reflect more immediate time periods.
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The use of hidden reserves, also followed in other European countries, including Austria, 
Denmark, Finland, and Switzerland, and to lesser degrees in Spain, would constitute 
earnings management in the United States and United Kingdom and would be a violation 
of both accounting standards and securities laws.80 Even if these principles were aban
doned for enterprises using IFRS, traditional knowledge and associated sensibilities 
would likely play a part in applications. The effect of this is that preparers in different 
countries could, in good faith, apply identical standards in different ways.

3.5 The Market

The relative role of markets in corporate activity covered by accounting reports can influ
ence the character of accounting standards and the attitudes of those applying them. An 
example appears in the fundamental accounting issue of measuring assets. In general, 
there are two choices: measuring assets based on observed transactions (known as his
torical cost accounting) and measuring assets based on prevailing market conditions 
(known as fair value accounting).

National accounting systems take differing stances on whether to prefer historical cost or 
fair value accounting in general and in specific circumstances. Many are dual-attribute 
models, in which some items are measured using historical cost and others are measured 
using fair value. The choice is determined according to trade-offs between accounting’s 
goal of relevance and that of reliability.

(p. 502) The appeal of historical cost accounting is that measurements arise from ob
served transactions, such as the purchase price of an asset, which leads to reliable fig
ures. Judgments are required to allocate that cost over the asset’s life. As time passes, 
the historical cost figure becomes less relevant in the context of prevailing conditions.

The virtue of fair value accounting is that measurements are based on prevailing condi
tions, such as market prices of an asset, which leads to relevant figures.81 But, cost allo
cations may require adjustment; a limitation occurs when exact market prices are inac
cessible (either because the asset does not trade on a market, the asset trades infrequent
ly, or the asset has few substitutes), making it less reliable than historical cost figures.

US GAAP traditionally preferred historical cost accounting, subject to a “lower of cost or 
market principle” that used market values when these were lower.82 A US trend toward 
favoring fair value accounting began in the late twentieth century.83 For its part, IFRS fa
vors fair value accounting, in part as a product of the projects designed to converge IFRS 
and US GAAP.84 Other national accounting systems vary in their relative preference for 
historical cost and fair value accounting. Thus, any choice IFRS makes will entail cultural 
adjustment in some countries.

Further, a putative advantage of fair value accounting is its use of markets as a basis for 
asset measurement. Yet a limitation arises if markets are imperfect or unavailable to mea
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sure particular assets. When that occurs, preparers and auditors must estimate fair value 
using judgments based on hypothetical valuation modeling tools.

This activity raises a broad question of how much deference these actors should receive 
when making such judgments compared to how much power investors and other users of 
financial statements should have to challenge those judgments. The national significance 
of this question will vary according to local investor demographics, including the mix of 
debt and equity in a capital structure and the degree of ownership concentration or dis
persion.

3.6 The State

The role of the state varies across nations, even within capitalist societies. In comparative 
terms, the social democrat traditions prevalent in many continental European nations de
mand a state role consciously committed to protecting its citizens, including in the con
text of economic policy. The European practice of designating some corporations as “na
tional champions” illustrates this sensibility as does assigning a special status to some 
constituent groups, such as labor unions. In contrast, US sensibilities, certainly among 
conservatives and even among many centrists and liberals, evince a more individualistic 
proclivity that (p. 503) reduces the role of the state in economic life (and other spheres). 
Thus, there are no or few national corporate champions in the United States, and con
stituents vie for shifting political and economic power.

The consequence of these sensibilities is illustrated by differences between traditional 
French accounting compared to US (and UK) accounting. French accounting is heavily 
linked to, and co-extensive with, state fiscal policies,85 while in the United States, tax ac
counting and financial accounting are distinct. Also, the US/UK income statement is de
signed to present information in forms useful to decision making by equity owners, 
whereas traditional French income statements were organized according to a statutory 
scheme that reflected an orientation toward the French state.86 Similarly, US/UK balance 
sheets conceptualize assets in economic terms, while traditional French accounting con
ceives of them in a “patrimonial sense” of interests in tangible property.87

The state’s role also bears on relative accounting conservatism. States may prefer a level 
of conservatism designed to generate desired tax revenue from corporations subject to 
tax within their jurisdiction. The exact appetite various states have for relative account
ing conservatism may depend on population demographics, the manner of raising fiscal 
revenue, and the influence of economic theories on national policy, such as views on what 
supply-side effects have on production and total tax revenue. Whatever a state’s appetite 
is, it may differ from those of the state’s constituents and from those prevalent in other 
countries.

A state’s net appetite for relative accounting conservatism may also be influenced by the 
demands of corporations and their constituents domiciled within the country. In countries 
that tend to identify national champions among their corporate elite, a national solicitude 
toward their interests is likely to interact with fiscal policy making. The net appetite also 
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likely will be influenced by the historical relationship between financial and tax account
ing. In the United States, because these accounting systems have been distinct, financial 
accounting can generally be evaluated independently of fiscal policy. For countries in 
which financial and tax accounting are co-extensive, the state’s interest will continue to 
influence desired choices within financial accounting.88

The state interest manifests in many matters of international affairs. Even when political 
blocs endorse IFRS, it does not mean that all member countries follow suit or companies 
within them do. Some members of the European Union, for example, are notorious for ig
noring EU directives, especially the Czech Republic, Greece, Italy, Luxembourg, and Por
tugal.89 Many members, including such diverse countries as Cyprus, Germany, Hungary, 
and Spain, have altered IFRS to reflect local needs.90 Beyond the European Union, IFRS 

(p. 504) endorsers include such assorted countries as Armenia, Iraq, and Kuwait.91 

Considering this diversity, it may be naïve to believe that accounting standards will be en
forced uniformly in all these places.

It may be highly unlikely for countries to do so when national interest warrants non-com
pliance. An example is the experience of Japan in the late 1990s. When accounting rules 
required Japanese banks to record big losses on large loans in the 1990s, Japan’s govern
ment intervened against doing so to avert a national financial crisis.92 For another, after 
IASB adopted rules for financial instruments, the French government lobbied the Euro
pean Union to obtain an exception to reduce volatility in reports of French banks.93 Steps 
like these will continue and, depending on frequency, could stealthily destroy global uni
formity.

4 Conclusion
Pressure of global capitalism has induced the drive toward universal accounting stan
dards, and it can be difficult for any centralized authority to control that journey. It may 
be possible to bridge diversity using a universal set of accounting standards that concen
trates on points of congruence while appreciating the consequences of difference. After 
all, inchoate but real convergence has occurred in important aspects of modern culture. 
These aspects include melding of legal traditions, coalescing around some forms of capi
talism, and expanding global coordination and governance in many spheres of human ac
tivity. Yet diversity endures in many of those spheres, including those that affect account
ing, especially law, economics, politics, and language.

Other cultural phenomena have proven more or less susceptible to such transcendence. 
Consider the metric system—a standardized, uniform method of measurement. This inno
vation was important to expanding international trade. It was begun by France in the late 
eighteenth century and was gradually adopted by all countries except the United States 
and two smaller ones.94 Even in the United States, however, people are familiar with the 
metric system, and its use is widespread in everything from consumer goods to industrial 
production.
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Although accounting is more complex and involves more than just measurement, mea
surement is an important aspect of accounting. Accounting’s more complex attributes ex
plain the hackneyed adage that accounting is the language of business.

Thousands of languages exist in the world, and hundreds are in use in the United States 
alone. Still, English has emerged as a widely spoken, nearly universal language, at least 
among active participants in international matters. On the other hand, conscious efforts 
to create a universal language have failed. The infamous example is Esperanto. This was 
a (p. 505) high-quality language, grammatically sound and coherent, with a sizable vocab
ulary capable of extensive expression. Yet it never caught on and is not widely used any
where.

Today’s accounting is more like the metric system than Esperanto. It is widely recognized 
if not universally embraced or uniformly implemented and has contributed substantially 
to the proliferation of global capitalism and related prosperity. That is quite an achieve
ment, though the quest for a truly uniform system of accounting is elusive. It was shrewd 
or lucky that proponents set their sights on the bold vision of universal accounting, as 
such an outsized target equipped participants and followers to achieve the more realistic 
and practical objective.

In the nineteenth century, Max Weber explained how capital accounting was a pre-condi
tion to the flourishing of capitalism.95 The spread of reliable systems of accounting con
tributed to the flourishing of capitalism even though those systems were imperfect, in
complete, and incompatible across countries. Today, a global financial reporting system 
may be seen as a pre-condition to globalization, and one that has already substantially 
been achieved despite inherent imperfections and persistent shortfalls from pure compa
rability.96 IFRS has helped to draw more countries into capitalist traditions. Its limits may 
simply reflect the different forms of capitalism and the different conceptions of corporate 
purpose and constituencies in the world.

The initial inspiration for international standards was to promote global capitalism, to fa
cilitate cross-border capital flows, deals, and listings, an instrumental value, rather than 
the intrinsic beauty or Platonic value of an elegant universal ideal system. It has succeed
ed to a very large degree. We can accept both that the pure idea of universal accounting 
is a dream and that the practical efforts people took in its name have been valuable.
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Abstract and Keywords

This chapter examines the legal and policy implications of transactions between a corpo
ration and a “related party.” It begins by spelling out the reasons why related party trans
actions (RPTs) are a common phenomenon worldwide before discussing RPTs as an in
strument for tunneling and why many jurisdictions provide for specific regulations on 
RPTs in addition to general rules or standards against dominant shareholders’ abuse. It 
then looks at the legal tools that can prevent the use of RPTs for tunneling purposes, 
namely: prohibitions, procedural safeguards such as majority of the minority shareholder 
approval and independent directors’ involvement, mandatory disclosure, external fairness 
opinions, and ex post standard-based judicial review. Finally, the chapter discusses the 
challenges of enacting reforms that would make regulation of RPTs (or tunneling) more 
effective in preventing (minority) shareholder expropriation, and suggests the importance 
of sophisticated enforcement actors such as experienced courts and/or active, committed 
securities regulators in battling tunneling as a business practice.

Keywords: tunneling, related party transactions, dominant shareholders majority of the minority approval, inde
pendent directors, mandatory disclosure, fairness opinions, corporate law enforcement

1 Introduction
1THIS chapter covers transactions between a corporation and a “related party,” a term of 
art that usually comprises counterparties who, thanks to their influence over corporate 
decision makers, may secure better terms for themselves than they would get following 
arm’s-length bargaining.

First of all, it highlights the reasons why related party transactions (“RPTs”) are so com
mon around the world (section 2). Next, it better identifies the phenomenon as a specific 
class of potentially value-diverting behavior by dominant shareholders and managers, i.e., 
as an instrument for tunneling,2 and asks why many jurisdictions provide for specific reg
ulations on RPTs in addition to general rules or standards against controllers’ abuse (sec
tion 3). Then, it describes the legal tools that policy makers and legal scholars commonly 
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or increasingly consider as useful to tackle tunneling via RPTs:3 prohibitions, procedural 
safeguards, mandatory disclosure, external independent advice, and ex post standard-
based judicial review (section 4). Because of the focus on RPTs, this section does not in
clude non-transaction-based, structural measures to prevent tunneling and dominant 
shareholders’ (p. 507) abuse, like limits on deviations from one-share-one-vote,4 board 
composition requirements, or measures affecting the company’s ownership (including the 
mandatory bid rule or oppression remedies); such tools’ operation is not, whether by de
sign or necessarily, dependent on abuse involving RPTs.

Finally, this chapter concludes that no regulation of RPTs (or tunneling) can succeed in 
preventing (minority) shareholder expropriation in the absence of sophisticated enforce
ment actors, i.e., experienced courts and/or active, committed securities regulators, oper
ating in a social context that rejects tunneling as a business practice (section 5).

2 Welcome to Tunnelland
You are the founder and sole owner of a flourishing incorporated firm in Tunnelland, a no
toriously business-unfriendly country: its punitive and inefficient tax system imposes un
bearable tax rates, but leaves tax collection in the hands of unsophisticated, or selectively 
sophisticated (corrupt), tax officials.5 Its politicians are strongly inclined to grabbing val
ue from businesses by seizing corporate assets or allocating them to third parties, 
whether via legitimate enforcement of existing business-unfriendly laws or by exercising 
“raw power.”6 In addition, Tunnelland’s courts are slow, unpredictable, and corrupt. Fi
nally, its bankruptcy law is pro-creditors and liquidation-oriented and its banking system 
prone to liquidity crises: in the event of a credit crunch, firms face the risk of a value-de
stroying bankruptcy procedure due to illiquidity problems that are beyond firm owners’ 
control.

If you are successful, you will soon experience how difficult it is, given the weakness of 
the institutional framework, to have satisfactory long-term, complex contractual relation
ships with business partners. You will then find it convenient to expand into adjacent in
dustries, such as the production of materials or the supply of services you need for your 
initial business7: by governing these supply relationships by fiat within your firm, you will 
reduce the transactions costs thereof.

In such a setting, a constant worry of yours will be how to minimize the risk of govern
ment expropriation and of value destruction due to creditor rights enforcement. How 
much wealth should you leave within your corporation? The easy answer is: as little as is 
strictly (p. 508) sufficient to keep the firm viable. How will you transfer wealth that is not 
strictly necessary for the corporation’s viability into safer pockets? Again, there is an easy 
answer: in the way that makes it hardest for creditors, including the state as tax collector, 
and enforcement agents (public prosecutors, securities regulators, and courts) to detect 
and prove that you have transferred value out of the firm for nothing. The best way to do 
that is via transactions with yourself and/or entities you control. You will have made sure 
that there are plenty of these entities: in fact, your legal and tax advisors will have easily 
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persuaded you to grant formal ownership rights over as many of the company’s assets as 
possible to “third” parties connected to yourself, such as wholly owned companies, possi
bly even better if operating from a foreign jurisdiction. By doing so, you will have reduced 
the risk that those assets end up in the hands of tax authorities and/or creditors if things 
go wrong.

Your advisors will have more generally recommended that you structure your whole busi
ness as a web of connected, but formally separate, entities, each involved in a different 
production phase, typically with a holding company in charge of financing operations, one 
or more operating companies producing the goods or providing the services (the core 
firm(s)), and other satellite companies in charge of supplying the core firm(s) with compo
nents and other goods or services, like real estate or distribution. Once such a corporate 
group is in place,8 RPTs will become routine and, correspondingly, it will be harder to find 
them suspicious, especially if businesses structured as corporate groups are a common 
organizational form within the economy. If RPT terms are such that the operating corpo
ration receives less than it gives away, you can routinely transfer wealth from its coffers 
to your (affiliates’) pockets.

Unfortunately, there are still countries around the world displaying at least some of the 
business-unfriendly features of Tunnelland.9 In such countries, tunneling via RPTs is, in a 
way, a physiological, and possibly even social welfare enhancing, reaction to badly func
tioning institutions. It may be the case that, in their absence, the cost of running a busi
ness would be even higher for entrepreneurs, fewer firms would exist and those countries 
would be even less prosperous.10

An even higher number of countries have proved as business-unfriendly as Tunnelland 
until fairly recently.11 There, tunneling via RPTs, or possibly RPTs without tunneling, may 
still be common because of path dependence, i.e., because in the past the institutional en
vironment made it convenient for businessmen to adopt business structures (practices) 
that may now be costly (for tax reasons or for the rents the dominant shareholders still 
extract through them) to disentangle (abandon).12

Of course, the point here is not to justify business practices that are almost universally 
viewed as harmful to investors and financial markets. Rather, as anticipated, it is to illus
trate why RPTs are so common in many countries around the globe. The fictitious exam
ple of Tunnelland also shows what the minimal quality of property rights institutions must 
be in (p. 509) any given system for RPTs to be rather a key issue for reform-minded policy 
makers aiming to boost domestic capital markets than a “second-worst” solution to a dys
functional institutional environment. Finally, the example highlights how, in bad institu
tional environments, RPTs may be frequent also in closely held corporations with no dis
tinction between controlling and non-controlling shareholders. Once corporations plan for 
a listing and try to raise outside capital, the controlling shareholders’ private costs (in
cluding the tax implications) of disentangling complex organizational structures and the 
related web of RPTs may be higher than the increase in the IPO price they may secure by 
doing so. That is especially the case if credibly committing not to engage in tunneling is 
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costly or even impossible, for example because the legal regime is too lax to serve as a 
credible commitment device.

Eventually, in countries with better functioning institutions, RPTs are not just the rem
nants of darker ages. Whenever an agency relationship exists, as is the case between 
shareholders as a class and creditors, between controlling and minority shareholders, and 
between managers and shareholders in dispersed ownership companies, the party with 
de facto residual rights of control over corporate assets, i.e., the agents, will appropriate 
as much value as they can expect to get away with, after factoring in the probability of 
detection and punishment.13 RPTs are, again, an effective technology to appropriate val
ue, because of the same attractive features highlighted above: first, they are easier to dis
guise as legitimate business transactions; second, thus disguised, they are not taxed as 
corporate distributions.14

At the same time, no one denies that RPTs exist that create value for all parties 
involved.15 That may more easily be the case in closely held companies incurring higher 
transaction (p. 510) costs when dealing with unconnected market participants, due to 
higher information costs on both sides.16 But listed companies may enter into entirely fair 
RPTs as well.

For instance, a company’s labs may start developing a new product, but the finance de
partment may later find that it is impossible to bring it to market, e.g. due to financial 
constraints and the need to concentrate R&D investment in other, more promising areas. 
The dominant shareholder may be in the best position to buy the project from the compa
ny and have a company wholly owned by himself work on it. Selling to a third party may 
be worse as an alternative, if the project is better developed with the dominant 
shareholder’s unique entrepreneurial input and/or if it is hard for any third party to un
derstand the project’s chances of success: any offer from such third party will discount 
the higher perceived risk of failure. If the dominant shareholder buys the project for more 
than its net present value to the company, then the transaction is both fair and efficient.

This stylized example also shows how difficult it will be for third parties, be they minority 
shareholders, financial analysts, the company’s audit firm, enforcement agents, or the 
public at large, to understand whether a RPT is in the best interests of the company: to 
do so, they would not only need to gauge what the right value of the project to the compa
ny would be if it realized it internally, but also assess whether it would be possible to find 
a third party willing to offer a price higher than the sum of (1) the price offered by the 
controlling shareholder and (2) the transaction costs that finding another buyer and nego
tiating with him would involve.

More debatable is whether even RPTs harmful to the company and/or its minority share
holders, and tunneling more broadly, may be efficiency-justified as the quid pro quo for 
the “public” (or shared) benefits minority shareholders enjoy as a consequence of the 
monitoring/entrepreneurial effort undertaken by dominant shareholders.17 Note that 
there is no reason why minority shareholders themselves should a priori dislike a system 
thus designed. Provided ways are found for the dominant shareholder to pre-commit to a 
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given level of private benefits extraction, minority shareholders may in fact understand 
the virtues of a regime that maximizes the sum of their (direct and indirect) losses from 
private benefits of control and of their gains from public benefits of control. In other 
words, they may be ready to tolerate private benefits extraction, so long as the contribu
tion to the company’s value by the dominant shareholder compensates for that.

(p. 511) The problem with this idea is, again, that private benefits extraction is hard to 
verify by a third party like a court or even an arbitrator. Even a comprehensive system of 
mandatory disclosure may be insufficient for the purpose: no disclosure regime can be ex
pected to succeed in forcing dominant shareholders to confess how much they are steal
ing from their controlled company.18

No legal regime explicitly subscribes to the “quid pro quo” view of private benefits ex
traction.19 But laxity in regulation and enforcement of anti-tunneling provisions has tradi
tionally been common around the world.20 That is tantamount to an implicit legalization 
of pecuniary private benefits extraction;21 it also provides a strong incentive for parties to 
devise contractual or, better, non-legal (and especially reputation-based) constraints on 
tunneling. A credible device to commit to moderate tunneling is family ownership itself: 
so long as the dominant family member has descendants who may be at the company’s 
helm some day, he can be expected to stop short of subtracting so much value as to make 
the company no longer profitable in the long run.22

Finally, tunneling not only raises distributional concerns in the relationship between in
siders (managers or controlling shareholders) and (minority) shareholders,23 but has an 
intuitively negative effect on capital markets as a whole and their dynamic efficiency. 
First, pervasive tunneling may have chilling effects on the IPO market: if a prospective 
listed company is unable to signal its controllers’ intention not to engage in tunneling 
and/or to credibly commit to higher standards, it may desert the IPO market, leaving it to 
tunneling-prone issuers.24 Second, a high level of tunneling (actually, of private benefits 
of control more generally) may lead to distortions in the market for corporate control (the 
highest-value user may be unable to buy control from the incumbent controlling share
holder, if the former is unable to extract as high private benefits)25 and in ownership 
structures more generally (no one will relinquish control to the market if the private ben
efits of control to be extracted are high).26 Finally, tunneling may well lead to distortion in 
managerial and strategic (p. 512) choices within individual companies, as controlling 
shareholders will choose transactions and strategies allowing them to extract more value 
via tunneling than those that maximize overall firm value.27

3 Related Party Transactions versus Tunneling 
versus Conflicted Transactions
Because RPTs are a usual suspect as a vehicle for tunneling, a number of jurisdictions 
provide for specific provisions addressing RPTs as such. For instance, accounting stan
dards, including the US GAAP and the International Financial Reporting Standards 
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(IFRS), provide for disclosures on (material) related party (relationships and) transac
tions.28 Similarly, the UK has since long provided for procedural safeguards and immedi
ate disclosure of larger RPTs.29 Italy has followed the UK example in 2010.30 Under the 
influence of international economic organizations such as the OECD and the World 
Bank,31 many Asian countries,32 including India,33 have recently broadened the scope of 
RPT rules and tightened their content.

If RPTs do not necessarily involve tunneling and tunneling itself can be the outcome of be
havior not involving RPTs, why do those jurisdictions single out RPTs for specific regula
tion (p. 513) rather than dealing, more broadly, with conflict-of-interest transactions or, 
even better, any kind of tunneling?

To answer this question, let us first identify RPTs by reference to their accounting defini
tion, taking the one in the International Financial Reporting Standards as an example. Ac
cording to International Accounting Standard 24,34 “[a] related party transaction is a 
transfer of resources, services or obligations between a [corporation] and a related party, 
regardless of whether a price is charged.”35 Who qualifies as a related party is, in turn, 
defined very analytically in the same Standard so as to include all entities and persons, 
such as directors and controlling shareholders, that may presumptively have a significant 
influence on a corporation’s decision on whether to enter into a transaction and under 
what terms, together with their (again broadly and analytically identified) affiliates.36

A key component of the RPT definition is in the preposition “between:” technically, no 
RPT exists if the transaction does not have the corporation (or an affiliate of its) on one 
side and a related party on the other. Hence, various transactions with tunneling poten
tial entered into directly between the controller and shareholders do not qualify as RPTs 
because the company is not a party to the transaction. Such is, for example, the case of: 
(1) “internal tender offers,” by which a controlling shareholder aims to take the company 
private via a bid for all of the shares he does not already own; (2) sales of the controlling 
block at a premium incorporating the present value of future private benefits; and (3) 
share purchases other than from the company itself on the basis of inside information.37

Other tunneling transactions do not qualify as RPTs because the counterparty to the cor
poration is not a related party, although the dominant shareholder may indirectly gain 
from the transaction to the detriment of (some of the) minority shareholders.38 Such may 
be the case when a side deal exists between the controller and the company’s counterpar
ty. For example, the latter pays a kickback to the former in exchange for an above-market 
discount from the controlled entity: these transactions would clearly qualify as conflict-of-
interest transactions, but they are not between the company and a related party.

No RPT is entered into in the following case either: suppose a company is controlled by a 
parent also active in the same business. For antitrust or regulatory reasons, the latter has 
to divest part of its business. Instead of selling its own assets, it may force the subsidiary 
to sell its own and even to select a buyer that will not challenge the parent’s dominant po
sition in the market, when possibly another competitor would have done so and paid more 
for the assets (assuming the subsidiary will no longer be active in that market after the 
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sale, selling (p. 514) to an aggressive competitor would have harmed the parent’s prof
itability, but not necessarily the subsidiary’s).

Another example may be that of a secondary offering at a discount over the market price, 
but the price of which is still inflated because of negative information that has not yet 
been disclosed or because of false or misleading statements that keep market prices arti
ficially high. If (some of the) minority shareholders subscribe to the newly issued shares 
and the controller does not, the former, together with any other new shareholder, will lose 
and the controller will correspondingly gain (to be sure, together with other non-subscrib
ing shareholders).39

Transactions by which minority shareholders are forced to sell their shares to the compa
ny or the controlling shareholder, when executed outside the framework of a merger with 
a related party (as can be the case in Europe following a takeover bid,40 where they are 
known as squeeze-outs) are also transactions in which the interest of the controller is 
clear, equity tunneling may take place, but no transaction between the company and a re
lated party would occur.

Finally, according to its accounting notion, a RPT involves a transfer of resources. When 
value is transferred between the company and the related party that does not qualify as a 
resource, no RPT is involved. Such is for example the case where the controller appropri
ates a mere business idea (or a corporate opportunity).41

Of course, the fact that RPTs are subject to specific rules not applying to other tunneling 
techniques, and vice versa, can be fully justified. There might be tunneling transactions 
falling under a category of transactions normally displaying no potential for abuse, which 
yet happen to transfer value to the related party due to some idiosyncratic features of 
theirs. As an example, consider the case of an undercapitalized two-layer pyramidal 
group which operates at both layers in an industry (e.g., banking) where capital ratios are 
required at a consolidated level. Suppose that the higher-layer company is undercapital
ized while the lower-layer company is well capitalized. The dominant shareholder at the 
top of the group will have an interest in raising new capital at the lower level of the pyra
mid, so as to minimize his burden in the recapitalization. That may, however, come at the 
expense of the lower-layer (p. 515) company’s profitability. Yet applying the special rules 
on RPTs to all new share issues to prevent idiosyncratic tunneling transactions such as 
the one just described may lead to burdensome, over-inclusive regulation: other things 
being equal, in such a case ex post judicial review would sound like a better solution.

At the same time, when the law treats differently two tunneling techniques allowing a 
controller to reach exactly the same expropriation outcome, the controller may engage in 
“tunneling arbitrage” and choose the more loosely regulated technique.42 For instance, 
should a legal system provide that the procedural safeguards for RPTs have to be fol
lowed in the case of parent-subsidiary mergers, while much looser rules apply to tender 
offers initiated by the dominant shareholder and followed by a squeeze-out (again execut
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ed other than via a merger), the latter will be the preferred avenue to freeze out minori
ties.43

So why do reform efforts in various jurisdictions in recent years focus on RPTs as op
posed to, for example, the broader (and, in many jurisdictions, more traditional) category 
of conflict-of-interest transactions?44 One plausible explanation (in addition to the more 
prosaic one that the international policy debate is framed in terms of RPTs and domestic 
policy makers are just receptive of that language) is that rules applying to RPTs are more 
easily complied with and enforced than rules on conflicts of interest. Intuitively, the ques
tion of whether a “conflict of interest” exists in a given transaction is much more subjec
tive and uncertain than the question of whether someone is a related party (although 
there is room for discretion in that respect as well). More precisely, it would be harder for 
companies as well as for regulators to set up, respectively, an effective compliance pro
gram or supervisory policies for conflict of interest transactions than for RPTs, especially 
if the special procedure has to apply (and enforcement powers are to be used) as soon as 
negotiations of an RPT start. Detecting a RPT is easier than deciding on a case-by-case 
basis whether on a given issue a director or a dominant shareholder may have a direct or 
indirect interest (in some jurisdictions: that conflicts with that of the corporation). In the 
case of the former, a “map” of related parties is relatively easy to draw and update, of 
course with the collaboration of “direct” related parties such as directors and dominant 
shareholders. Identifying “interests,” especially indirect ones, equally implies the collabo
ration of directors and dominant shareholders, but, first, their discretion will be wider be
cause of the subjective call (p. 516) that is needed to decide whether an interest has 
arisen with regard to a specific transaction (and whether it may conflict with the 
corporation’s interest); second, the identification exercise would have to be undertaken 
for each and any individual transaction, which makes a properly formalized procedure or 
supervisory policy necessarily over-inclusive, and therefore burdensome. For the compa
ny, it would in fact imply asking directors and dominant shareholders to self-scrutinize 
each corporate transaction as opposed to providing an updated list of their affiliated per
sons and entities. True, this issue is less serious when the applicable rules provide for no 
special safeguards already to be complied with ahead of a formal resolution, for example, 
by the board. And yet, even when legal rules only pertain to the final stages of a transac
tion (e.g., requiring the additional approval by the shareholder meeting and detailed dis
closure over the transaction), the risk remains higher of failing to apply the relevant rules 
to a conflicted transaction than to a RPT.

4 Legal Tools Against Tunneling via RPTs
Turning to the question of how legal systems can prevent RPTs from being used for tun
neling purposes, the key issue is how to minimize that risk (i.e., to have rules that are ef
fective enough to give rise to few “false negatives”) without stifling value-creating trans
actions (i.e., avoiding “false positives” as much as possible) and more generally without 
imposing higher costs.45 Because a number of context-specific factors and variables will 
determine what the best solution is for any given jurisdiction,46 no attempt is made here 
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to rank the legal tools described below, let alone recommend any of them as suitable. 
Rather, the conditions for them to be effective and their limits will be sketched out in very 
general terms.

4.1 Prohibitions

The seemingly most draconian way to address tunneling via RPTs is a simple prohibition 
of RPTs as such. Straightforward as it may seem, that strategy has two main drawbacks: 
it would also rule out value-creating RPTs that insiders may otherwise have entered into 
on fair terms for the corporation and, more importantly, it “may not [even] accomplish 
much”:47 unless an equally well enforced prohibition on any form of tunneling is in 
place,48 insiders would just avoid RPTs as an expropriation technique and use functionally 
equivalent substitutes. In other words, a prohibition on RPTs is only effective if the en
forcement system can tackle tunneling more broadly. That requires enforcement actors to 
use open-ended standards to respond to insiders’ ingenuity in devising seemingly legiti
mate (p. 517) value-diverting transactions. However, if an enforcement system is so so
phisticated as to be capable of dealing with tunneling in all its forms, then there is no rea
son for using such a raw technique as a per se prohibition to prevent corporate theft. 
Conversely, and for the same reasons, a prohibition on RPTs would ineffectively tackle 
tunneling exactly where, on its face, it would be most justified to protect minority share
holders, i.e., in countries with bad enforcement institutions.

One may counter that a prohibition will be better than nothing and that, however little, it 
will raise the costs of tunneling, making it less profitable. Yet it remains true that if en
forcement institutions are bad enough, the costs of evading the prohibition on RPTs will 
still be low: for instance, a counterparty will be related to the corporation if it is in turn 
controlled by a related party. Assessing whether a control relationship exists inevitably 
leaves much room for discretion and for clever lawyers’ tricks to disguise it.

True, it might be the case that in countries which have neither excessively bad nor partic
ularly good enforcement institutions, a RPT prohibition may indeed lower the amount of 
tunneling in the economy. But even there, prohibitions may be self-defeating in the long-
term: because individual RPTs can be entirely fair for the company, and sometimes even 
necessary (as in crisis situations in which outsiders may be unwilling to do business with 
the company), value-creating transactions may be entered into in violation of the prohibi
tion. As it happens, one of the parties to the RPT may ex post find it convenient to renege 
on it. It may then opportunistically use the prohibition to free itself from its obligations. 
In those cases, the pressure for judges to come up with doctrines or interpretations erod
ing the automatism of RPT prohibitions will be strong. With time, prohibitions “in action” 
may end up looking ever more similar to ex post standards.49

Prohibitions selectively targeting a specific category of RPTs, i.e., loans to related parties 
such as directors and executives, have traditionally been more common in Europe50 and 
gained traction in the US and China in the first half of the 2000s. In the US, Congress 
banned loans to officers and directors51 after WorldCom and other corporate scandals 
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highlighted both the magnitude of the phenomenon and how loans could be used to cir
cumvent executive compensation disclosure rules or delay compliance therewith.52 In the 
wake of widespread abuse, China banned debt guarantees to shareholders from compa
nies and their affiliates.53

(p. 518) 4.2 Procedural Safeguards

Most jurisdictions provide for rules on how to enter into RPTs. Procedural rules may ap
ply to RPTs as such (as is the case in India and Italy), to a broader set of transactions that 
include some or all RPTs (as is the case in France, where procedural rules apply to all 
transactions in which a director has a direct or indirect interest54), or to a subset of RPTs 
(as is the case in Germany, with its very narrow rules applying to transactions in which 
the director is the counterparty or acts in the counterparty’s name55). Often jurisdictions 
provide for different procedural rules depending on whether the related party is a direc
tor or a controlling shareholder (e.g., Belgium). Sometimes, quantitative thresholds or 
qualitative features are used to define the scope of procedural rules (e.g., in the UK and 
Italy).

In general, procedural rules can be defined as more or less strict, depending on how ef
fectively insulated corporate decision makers are from the dominant insiders and on the 
extent to which they put such “independent” decision makers in control over the negotiat
ing process. Relatedly, a crucial element for rules’ effectiveness is decision makers’ ac
cess to relevant information and their ability to process it as disinterested executives 
would.

The focus here is on two of the main procedural safeguards that at least some jurisdic
tions currently deploy: approval by a majority of independent shareholders and approval 
by disinterested/independent directors.

4.2.1 MOM Approval
A popular idea in academia as well as among policy makers is that the most effective pro
cedural safeguard against tunneling is a veto power over RPTs for a majority of the share
holders other than the related party itself (a majority of the minority, or MOM, in compa
nies with a dominant shareholder).56 An increasing number of countries (including the 
UK, Israel, and all major East Asian countries, with the notable exceptions of Japan and 
South Korea57) provide for such a requirement with respect to larger, non-routine trans
actions.

A MOM requirement does ensure that only fair RPTs are entered into, provided at least 
four conditions are met:

(a) Minority shareholders have a real opportunity to cast their vote.
(b) Voting shareholders do so sincerely, for example being truly unrelated them
selves to the related party and having been paid no bribe to vote in favor.

(p. 519) (c) The MOM approval is the outcome of a well-informed decision-making 
process, following full disclosure of all material information about the RPT.
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(d) Shareholder voting takes place at a moment in time when vetoing the RPT is still 
a viable choice for the corporation.

Condition (a) would seem to always apply and hence not be even worth mentioning. How
ever, the Russian experience in the 1990s reminds us that where enforcement institutions 
are dysfunctional enough, even MOM clauses are deprived of their “self-enforcing” ap
peal.58 A famous account of asset stripping after privatization in Russia includes an anec
dote of how Mikhail Khodorkovski, then the dominant shareholder at Yukos, managed to 
obtain the legally required shareholder vote for a number of tunneling transactions in
volving its subsidiaries:

Yukos owned only 51% of the shares in the subsidiaries, and needed 75% of the 
votes of the shareholders who participated in a shareholder meeting to authorize 
the share issuance (plus a majority of the votes of noninterested shareholders). 
Khodorkovski’s solution was bold, if not exactly legal: The day before the sub
sidiaries’ shareholder meetings, Yukos arranged for a compliant judge to declare 
that the minority shareholders were acting in concert, in violation of the Antimo
nopoly Law. The judge disqualified everyone but Yukos and its affiliated sharehold
ers from voting. When minority shareholders arrived at the meetings, they were 
greeted by armed guards; most were barred from voting or attending on the basis 
of this court order. Yukos’ shares were voted and were counted as noninterested; 
the proposals all passed.59

That was also a case in which condition (b) (sincere voting) was not met. In the absence 
of broad-scope rules on who is disqualified from voting, MOM approval may just pay lip 
service to minority shareholder protection. In countries where families often control list
ed companies, like Hong Kong, excluding the related party but counting votes from “rela
tives, such as cousins, nephews, and uncles, as well as friends and other members of the 
board of directors”60 may easily lead to routine general meeting approval of RPTs.61

Less blatant cases of conflicted voting are those where shareholders are (controlled by) 
current or potential providers of financial services to the company (and/or its dominant 
shareholder):62 in countries with smaller capital markets and a small presence of interna
tional institutional investors and/or independent asset managers, shareholders of that 
kind may well ensure that RPTs are routinely passed.63

(p. 520) Condition (c) presupposes rules ensuring that full disclosure is made of informa
tion shareholders need in order to make an informed decision about the transaction.64 In 
addition, it presupposes that shareholders are able to make good decisions on individual 
business transactions as opposed to decisions on how to invest.65

To be sure, a disinterested, albeit less well-informed, decision maker may generally be 
preferable to one with the relevant knowledge but a clear conflict of interest: that MOM 
approval may also lead to false negatives does not mean that shareholders would be bet
ter off without it.
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Finally, disinterested shareholders may well approve a RPT which appears not to be the 
best deal for the company, when the alternative unconnected transaction would now be 
less convenient to the company after taking prospective transaction costs into account. 
Suppose the shareholder meeting is convened to approve the sale of an asset to a related 
party for a (fair) price of $100. Once the proposed transaction is disclosed, an unrelated 
party credibly declares that it would buy the same asset for $102, subject to due dili
gence etc. If the company has to spend more than $2 in transaction costs to negotiate 
with the unrelated party, disinterested shareholders will vote for the RPT even if, by now, 
they are aware that the company would have gained more by searching for another buyer 
on the market.66

Of course, a MOM requirement also makes it more likely that a fair RPT (i.e., a transac
tion in the best interests of the company) will not be entered into. That may be the case 
when:

1 Shareholders are ill-informed about the real value to their corporation of the asset 
to be bought (sold), thinking it is worth less (more) than the related party offers.
2 One or more shareholders have the power to hold out and no agreement is (or may 
be) reached on the side payment that they request to vote in favor of the 
transaction.67

3 The marginal transaction costs of obtaining MOM approval, including the longer 
time and the publicity needed to finalize it, are such as to make the transaction no 
longer worth entering into or practicable.

(p. 521) The transaction cost issue is the reason why jurisdictions that provide for MOM 
approval (e.g., the UK, Hong Kong, Singapore) do so only for RPTs above a given size, 
typically when their value is above 5% of the company’s market capitalization. France is 
an exception, because the exemption is only for routine self-interested transactions (i.e., 
those the company itself assesses to be entered into in the ordinary course of business 
and at market conditions). However, MOM approval in France is only ex post, at the annu
al meeting, and denial of approval of a properly board-approved transaction has very lit
tle practical impact, if any.68

4.2.2 Disinterested or Independent Directors’ Approval
Jurisdictions may require involvement of independent directors in the approval process, 
as is the case in Belgium (for intra-group transactions specifically69) and Italy,70 or make 
it strongly advisable, as under Delaware case law with regard to some transactions with 
controlling shareholders.71 Within or across jurisdictions, however, approval merely by 
disinterested directors is sometimes sufficient: such is the case in Belgium and Delaware 
for transactions with directors and in France generally for transactions in which a direc
tor or a substantial shareholder have an interest.

For independent directors (and a fortiori for merely disinterested ones) to play an effec
tive role in the protection of minority shareholders, the key issue is of course how truly 
independently from controllers one can expect them to act. In part, that will depend on 
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how “independence” is defined and, primarily, on whether being nominated by the con
trolling shareholder precludes that qualification. Even when a director is nominated and 
appointed with the involvement of minority shareholders (like in Israel, Italy, and Spain72) 
substantial independence is not guaranteed, as that is mainly a function of an individual’s 
assertiveness, ability not to succumb to boardroom biases,73 and reputational and career 
concerns.74

Even assuming that an independent director has such personal qualities and concerns, a 
handicap she still faces is her inferior knowledge of a company’s business.75 The pres
ence of what are to her unknown unknowns may well allow insiders opportunistically to 
filter the pieces of information based upon which her decision will be made.

(p. 522) Independent director involvement may also vary in intensity. The weakest involve
ment requirement is for independent directors to give non-binding advice on RPTs, like in 
Belgium and, limited to smaller transactions, in Italy. Such a requirement does not pre
vent the dominant shareholder, or at least non-independent directors, from being part of 
the internal decision-making process. Yet, provided that the negative advice is to be dis
closed and private enforcement tools are available to shareholders, non-binding negative 
advice can serve shareholder interests by giving them a persuasive piece of circumstan
tial evidence of tunneling before the court. Further, the market may use it as a signal of 
the dominant shareholder’s inclination for tunneling, although that will be of little conse
quence if control is incontestable and the company has no prospect of raising more equi
ty. Finally, especially when the negative advice is to become public, boards will tend not 
to deviate from the independent directors’ advice.76

Involvement is stronger with a requirement that the transaction be approved not only by 
the board as a whole but also by a majority of the independent directors. Here, it makes a 
difference whether their decision is made in the same room and at the same time as the 
board’s decision, and whether interested directors, and especially the CEO or the domi
nant shareholder, are present.

Still stronger is an independent directors’ binding advice, in which case they do have a 
veto power over the RPT. Whether that power is effective (will be exercised as often as 
necessary to protect shareholders’ interests) depends not only on the directors’ substan
tial independence and on whether they have full access to information, but also on 
whether they can be assisted by experts (lawyers, investment bankers, etc.) of their own 
choice at the company’s expense (like in Italy77), and on how late in the negotiation 
process they are involved: the later they are to express themselves on the RPT, the more 
likely that a number of alternatives will no longer be practically available, so that the RPT 
may have become the only viable way ahead for the corporation and favorable advice a 
forgone conclusion.

The strongest form of involvement is finally the “independent negotiating committee” (or 
“special committee”) Delaware courts have since long nudged boards into using when a 
parent–subsidiary merger or an MBO is on the agenda:78 the board delegates a small 
number of independent directors to conduct negotiations on the transaction and to decide 
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upon it, usually having freedom to search for alternative counterparties. Because of their 
total control over the process, special committees have various advantages over share
holder MOM approval: their involvement is more timely, their (access to) information bet
ter, no serious holdout risk exists,79 and the procedural costs should be lower. The crucial 
point is always whether one can expect independent directors to make decisions in the 
best interests of the company rather than in the related party’s.80

(p. 523) 4.2.3 Independent Directors and MOM Approval?
All in all, neither MOM approval nor the independent directors’ role ensures that tunnel
ing via RPTs will not occur. To lower that risk, a jurisdiction may think of combining the 
two procedural safeguards discussed above. There are obvious synergies between the 
two: as (then) Vice-Chancellor Strine put it, the independent directors’ role “is important 
because the directors have the capability to act as effective and active bargaining agents, 
which disaggregated stockholders do not.”81 They may thus screen RPTs and ensure that 
their terms are better for the shareholders: the risk that shareholders approve unfair 
transactions because it is too late for alternative solutions to be considered82 should go 
down considerably. But, again in Chancellor Strine’s words, “because bargaining agents 
are not always effective or faithful, [MOM approval] is critical, because it gives the minor
ity stockholders the opportunity to reject their agents’ work.”83 Ex ante, it will prompt in
dependent directors to negotiate harder.84

Net of the higher direct transaction costs, compared to MOM approval alone, the combi
nation of independent directors and MOM approval may also lower the risk that value-
creating transactions will not be entered into. In fact, approval by well-reputed indepen
dent directors may act as a credible signal of a transaction’s fairness to minority share
holders. These, in turn, may be more inclined to vote for the proposed RPT rather than 
siding with opportunistic activist investors who, by holding out, may aim to extract value 
from the company.

No main jurisdiction has so far addressed RPTs by combining independent directors and 
MOM approval. The one which has come closest is Delaware: for endgame transactions 
such as MBOs and freeze-outs, its courts have held that combining both a special commit
tee and MOM approval grants a company and its dominant shareholder the protection of 
the business judgment rule, and therefore virtually insulates the transaction from judicial 
review.85

4.3 Disclosure

One of the core functions of mandatory disclosure has traditionally been to cast light on 
self-interested transactions.86 Mandatory disclosure is still today a widely used technique 
to (p. 524) address RPTs. In isolation, mandatory disclosure may be insufficient to prevent 
tunneling, which is well documented even via transactions that are publicly disclosed.87

Its importance is more in supporting internal decision makers’ independence (they will 
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act more assertively if they know the RPT under consideration will be subject to public 
scrutiny) and in facilitating private and public enforcement against tunneling.

Financial reporting standards nowadays require disclosure (and therefore the audit)88 of 
information relating to material RPTs almost everywhere.89 In addition to accounting 
standards’ requirement for periodic information about RPTs, the US SEC requires compa
nies to annually disclose RPTs above $120,000 so long as the related party has a material 
interest in the transaction.90 In Europe, as elsewhere, companies going public have to 
provide detailed information of material transactions with related parties in their 
prospectuses.91

All of these rules and standards rely on a company’s necessarily discretionary assessment 
of whether a transaction (or a related party’s interest) is material for disclosure purposes. 
Especially if that assessment is not itself made by independent directors, embarrassing 
RPTs may well remain hidden from the public’s view.92 And even independent directors 
may not always be in the best position to make that call: if they approve the transaction 
themselves, given a choice on whether their judgment should be subject to public scruti
ny, they will naturally tend to favor opacity.

Some jurisdictions also provide for ad hoc, immediate disclosure of larger RPTs, whether 
as a step in the process leading to MOM approval (UK) or as an independent requirement 
once the transaction has been entered into (Italy; the UK for “smaller transactions”). In 
the former case, because disclosure is made well in advance of the shareholder meeting 
where MOM approval is scheduled, there is the additional advantage that attention from 
the media, financial analysts, and activist investors may pressure the company into ob
taining better terms for (minority) shareholders or even into abandoning the transaction 
altogether.93

Even when ex post, ad hoc disclosure has an additional advantage over periodic disclo
sure in IFRS-compiled financial statements: while in the former case details about the in
dividual (p. 525) transaction are normally to be provided, according to International Finan
cial Reporting Standards, RPTs “of a similar nature may be disclosed in aggregate except 
when separate disclosure is necessary for an understanding of the effects of related party 
transactions on the financial statements of the entity.”94 The wording, again, grants a 
company (its audit firm) discretion in the choice of whether to aggregate RPTs (in object
ing to that choice).

Finally, given the discretion in disclosing RPTs, rules requiring public disclosure as to 
who is in the position to engage in RPTs with the corporation can also help detect tunnel
ing. Ownership disclosure rules allow the market to have updated information about who 
has or may have an influence over the company’s management.95
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4.4 Third Party Advice and Fairness Opinions

To tackle the issue of insufficient (independent director and/or) shareholder information, 
some jurisdictions require that companies make an independent financial advisor’s opin
ion available to shareholders,96 whether in anticipation of their vote on the transaction or 
as a supplement to information on the transaction itself. Voluntary use of independent 
third parties as advisors in the negotiation process, be they lawyers or investment banks, 
is also common practice.97 Such advice usually includes (when it is not confined to) a fair
ness opinion, which the law may then require to disclose.98

Because fairness valuations imply a high degree of discretion,99 the value of the indepen
dent experts’ fairness opinions ultimately rests upon the experts’ reputation. Their effec
tiveness as a tool to protect investors is thus as doubtful as that of gatekeepers more gen
erally,100 the main concern being, as usual, that outside experts, even when chosen by 

(p. 526) independent directors, may be less independent than they look, as they usually 
stand to gain much more from other advisory and investment banking roles than from 
providing fairness opinions.101

In addition, as a piece of information instrumental to shareholder voting on the transac
tion, the fairness assessment per se is not particularly informative.102 What can be help
ful is information the fairness opinion is based upon, like management’s projections of fu
ture cash flows, and the assumptions and methods the advisor has used.103 Delaware is 
the only main jurisdiction that has developed a wide body of case law on the scope of re
quired disclosure on fairness opinions,104 while Italy’s CONSOB Regulation on RPTs re
quires information about fairness opinion contents roughly equivalent to Delaware case 
law.105 Other countries appear to be less detailed in their requirement for fairness opin
ion disclosure.

4.5 Ex Post Standard-Based Review

Jurisdictions often rely also on ex post judicial enforcement of one form or another of a 
“don’t tunnel” standard to tackle RPTs. Generally, what the various manifestations of ex 
post standard-based review have in common is that courts look into the merits of a RPT to 
find out whether its terms were “fair” to the corporation, i.e., whether it suffered any 
prejudice (broadly or strictly identified) therefrom.106

Different standards of review may apply to different RPTs within the same jurisdiction. 
Notably, corporate law in many countries, including France and Italy, provide for more le
nient standards when RPTs also qualify as intra-group transactions.107

(p. 527) Ex post standard review can be an alternative to the legal safeguards analyzed so 
far, in which case a jurisdiction comes closest to a pure liability rule on RPTs.108 The 
country which is closest to a pure liability rule model among the main ones is Germany: 
leaving aside a very specific provision on purchases from some related parties in the two 
years following the company’s formation109 and non-binding corporate governance code 
recommendations enacted in 2015,110 its procedural rules only apply to RPTs in which the 
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director is formally on both sides of the transaction.111 Ex post enforcement relies on the 
prohibition of concealed distributions,112 on directors’ duty of loyalty, and on the very 
broad domain of the criminal provision on breach of trust (Untreue).113

In form, Delaware is similar to Germany, because no remedy can be successfully obtained 
if the RPT is judged to have been entered into on fair terms. However, as a matter of 
practice if not of substance, Delaware case law nudges corporations into subjecting RPTs 
to procedural safeguards: the more rigorously these safeguards are complied with, in 
form as well as in substance, the less the judges will be inclined to rule for the plaintiffs 
by finding that its terms themselves are substantially unfair.

When ex post standard-based review goes together with procedural (ex ante) safeguards, 
the two legal tools can interact in at least three ways. First, ex post review may strength
en (minority) shareholder protection by working as an additional safeguard to procedural 
ones. That is the case if a remedy (such as damages and/or nullification) is available if the 
transaction is judged to be unfair, proof of compliance with ex ante safeguards having no 
bearing on the outcome of the case. Examples of standard-based remedies that help po
lice tunneling via RPTs are often found in criminal, bankruptcy, and tax law. In France 
prosecution for abuse of corporate assets (abus de biens sociaux) complements procedur
al safeguards relying on shareholder meeting ratification of RPTs, while in Italy criminal 
penalties for tunneling are only relevant, for practical purposes, in the event of bankrupt
cy, on a count of “fraudulent bankruptcy.”114 In bankruptcy, actions to recover assets for 
the benefit of creditors, such as the actio pauliana, can also be used to tackle 
tunneling.115 Ex post review is finally the technique tax laws use to deal with RPTs aimed 
to minimize a company’s tax burden (so-called transfer pricing).116

(p. 528) The opposite occurs when a remedy for violations of ex ante safeguards is only 
available if the transaction is also judged to be unfair, in which case ex post standard-
based review effectively weakens ex ante safeguards.117 Even MOM approval, on its face 
a property rule (i.e., a rule that requires consent of the relevant party, in our case—minor
ity—shareholders), proves to be very much akin to a liability rule if defendants may prove 
that a RPT that has not been MOM-approved is still valid because it has caused no dam
age to the corporation.118

Finally, procedural safeguards may trump ex post standard-based review: such is the case 
when compliance with ex ante safeguards immunizes the transaction, i.e., prevents 
judges from declaring a transaction void or even from finding for the plaintiff in a liability 
suit despite evidence that the transaction is, in fact, harmful to the corporation.119
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5 The Challenges of Enacting Effective and En
during Reforms
Reform-minded policy makers aiming to improve domestic capital markets’ attractiveness 
have recently singled out RPTs among tunneling techniques and designed special prophy
lactic rules, relying mainly on procedural and disclosure requirements.

For such reforms to be effective in the long run two elements are crucial: first, the law in 
action has to follow through on the reformed law on the books; second, the new legal en
vironment must be either supported by relevant market players or in tune with social per
ceptions about tunneling.

Good enforcement institutions are key because, first, in this area there is no such thing as 
an effective bright line rule,120 and even self-enforcing provisions prove illusory.121 

Second, substantial fairness is intuitively hard to evaluate, as the convenience of a trans
action to a corporation is known only, at most, to corporate insiders.122 Third, even proce
dural rules will require difficult judgment calls on the part of enforcers (be they prosecu
tors, lawyers, judges, or supervisory authorities officials). Such rules may indeed better 
screen tunneling (as they do introduce a filter). But when, for whatever reason, the filter 
does not work, ex post enforcement will often be not much easier than when substantial 
fairness review is required. Enforcers will have to resolve questions such as whether a 
control relationship exists (a key component of the notion of related party), disclosure has 
been complete, pivotal votes were (p. 529) sincere, and/or independence (disinterested
ness) was just formal (ostensible) or substantial (real) as well. Most of the times, none of 
these questions will have a straightforward answer.

Only by seeing more and more cases can enforcers develop the “smell”123 that is needed 
to discern bad RPTs from good. This is why the ease by which private and public enforce
ment actors can start a case and collect evidence is not only key to assessing a 
jurisdiction’s anti-tunneling regime,124 but also relevant to predicting how likely it is that 
the law in action will evolve in the right direction.

The problem is that even reform-minded policy makers will hesitate to unleash incompe
tent judges by easing shareholder access to justice. Unpredictability of outcomes and out
right wrong decisions, no matter whether in favor of plaintiff shareholders or defendant 
insiders, may well harm an equity market’s reputation no less than the absence of av
enues for judicial redress.

That may explain why in countries with traditionally weak enforcement institutions (think, 
for example, of Italy or Brazil) it is often securities regulators who have taken the lead in 
enforcing anti-tunneling rules. Not only can securities regulators hire experienced profes
sionals from the market, but, given their investor protection mission, they may also per
form their enforcement tasks zealously.
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But even fervent enforcement by a committed securities regulator, backed, as it may, by 
law reforms tightening RPT rules, can reveal itself to be no more than a flash in the pan 
in countries where either no social norm against tunneling exists (i.e., where “don’t en
gage in tunneling” is not a specification of the prohibition on theft)125 or market players 
do not themselves effectively demand high compliance rates and strict enforcement.

Unless social norms evolve in unison with the new stricter rules and thus make tunneling 
socially unacceptable,126 the social perception may soon become one of overzealous bu
reaucrats harassing successful entrepreneurs/employers for the benefit of anonymous 
and often foreign investors, at which point it will be easy for the powerful business elite 
to obtain laxer enforcement and/or a “reparation law.”127

(p. 530) Social norms can switch to anti-tunneling mode in two ways. The easier one is 
when “obey the law” is a social norm itself: anti-tunneling rules will almost automatically 
convert into social norms. Unfortunately, the “obey the law” norm is far from universal.128

When no such norm exists, a “tunneling shock” will be necessary129 (and perhaps not 
even sufficient). Think of spectacular instances of tunneling at an individual company 
(e.g. at Italy’s Parmalat) or across the market (e.g. in Russia or the Czech Republic after 
privatization or in East Asian countries in the run-up to the 1990s East Asian crisis) af
fecting one or more large firms’ viability and therefore harming wider constituencies than 
investors, such as employees, suppliers, and entire communities. When that happens, a 
backlash may ensue and tolerance for tunneling may fall. That will be fertile ground for 
effective corporate governance reforms, so long as, of course, intolerance for tunneling 
stabilizes as well, i.e., it is not just an ephemeral outbreak of moralism with no roots in 
deeply felt social convictions about loyalty bonds.130

Finally, there might be situations in which market players themselves may not only pres
sure politicians to enact stricter anti-tunneling provisions, but also keep the pressure 
high on enforcement agents and the government, so that there are no second thoughts. 
Large international institutional investors and independent financial media are the best 
candidates for that job, while global law firms and leading issuers may set the right tone 
at the top of the legal and business elites.131 But that kind of dynamics is rarely observed: 
independent institutional investors may have too little at stake in an individual 
jurisdiction’s equity market to keep the pressure high. Further, in many jurisdictions inde
pendent financial media, when they exist, find it hard to retain their independence for 
long.

6 Summary
This chapter has given an overview of related party transaction regulation from a com
parative perspective. It has first shown how RPTs are a common phenomenon in many ju
risdictions, whether as a political risk management tool in countries with bad quality in
stitutions, as a more elegant way than outright theft to misappropriate corporate value by 
dominant shareholders, or as a tool to create synergies or better allocate resources be
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tween connected businesses. Next, it clarified the distinction between tunneling and RPTs 
and showed why it can make sense to have specific rules on the latter. Subsequently, it 
analyzed (p. 531) some of the most common legal tools to regulate RPTs: prohibitions, pro
cedural safeguards (independent director and majority-of-the-minority approval), disclo
sure, external independent advice, and ex post standard-based review. As a conclusion, it 
sketched out the conditions for anti-tunneling law reforms to be effective.

Notes:

(1) University of Oxford and ECGI. I wish to thank András Hanák, Merritt Fox, Zohar 
Goshen, Michael Klausner, Georg Ringe, Chuck Whitehead, and especially Amir Licht and 
Alessio Pacces, for their comments on an earlier draft. Fianna Jurdant and Nadia Zainud
din provided useful information on Asian reforms focusing on related party transactions. 
Usual disclaimers apply. Throughout this chapter, by “companies” or “corporations” I 
mean listed companies unless it is otherwise clear from context.

(2) See Simon Johnson et al., “Tunneling”, 90 Am. Econ. Rev. 22, 22 (2000) (defining “tun
neling” as “the transfer of resources out of a company to its controlling shareholder”). 
The term tunneling is used, as here, to refer both to dominant shareholders and man
agers extraction of wealth by Vladimir A. Atanasov, Bernard S. Black & Conrad S. Cic
cotello, “Unbundling and Measuring Tunneling”, 2014 U. Ill. L. Rev. 101, 101.

(3) Although the main focus throughout the chapter is on RPTs, mention will also be 
made, when relevant to our purposes, to rules with a broader or narrower scope than 
those on RPTs strictly defined.

(4) Most notably, that is the route taken by Israel in the last twenty years, which has cul
minated in a ban on pyramids. See, e.g., Federico Cenzi Venezze, “The Costs of Control-
Enhancing Mechanisms: How Regulatory Dualism Can Create Value in the Privatization of 
State-Owned Firms in Europe”, 15 Eur. Bus. Org. L. Rev. 499, 513–14 (2014). For empiri
cal evidence that in Korea a higher degree of separation between ownership and control 
correlates with greater RPTs activity see Minjung Kang, Ho-Young Lee, Myung-Gun Lee, 
& Jong Chool Park, “The Association between Related-Party Transactions and Control-
Ownership Wedge: Evidence from Korea”, 29 Pacific-Basin Fin. J. 272 (2014).

(5) One may think of 1990s Russia as vividly described by Bernard Black, Reinier Kraak
man, & Anna Tarassova, “Russian Privatization and Corporate Governance: What Went 
Wrong?”, 52 Stan. L. Rev. 1731, 1758–59 (2000).

(6) See Curtis Milhaupt, “Property Rights in Firms”, 84 Va. L. Rev. 1145, 1153 (1998).

(7) See, e.g., Randall Morck, “Finance and Governance in Developing Economies”, 3 An
nual Review of Financial Economics 375 (2011) (describing LG’s expansion from the origi
nal cosmetic cream business to very loosely related businesses like plastics, insurance, 
and oil refinery).

(8) See Klaus J. Hopt, Groups of Companies, chapter 23 in this volume.
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(9) One may think of Russia or Venezuela.

(10) Yet, it goes without saying that one cannot expect capital markets to develop so long 
as “defensive” tunneling is pervasive. See infra notes 13 and 23–27 and accompanying 
text.

(11) One may think of Italy or South Korea.

(12) See generally Lucian A. Bebchuk & Mark J. Roe, “A Theory of Path Dependence in 
Corporate Ownership and Governance”, 55 Stan. L. Rev. 127 (1999).

(13) Scholars tend to associate RPT-based tunneling more with dominant shareholders 
than with managers, who are said to appropriate private benefits via excessive compensa
tion (see Lucian A. Bebchuk & Assaf Hamdani, “The Elusive Quest for Global Governance 
Standards”, 157 U. Pa. L. Rev. 1263, 1304–05 (2009)). However, there is no reason why, 
other things being equal, managers should prefer excessive compensation to RPTs as a 
tunneling technique. As a matter of fact, in jurisdictions where tunneling is widespread 
and unchecked for by legal and non-legal institutions, not only do manager-controlled 
companies often enter into RPTs (see, e.g., Merritt B. Fox & Michael A. Heller, What Is 
Good Corporate Governance?, in Corporate Governance Lessons from Transition Econo
my Reforms 3, 18 (Merritt B. Fox & Michael Heller eds., 2006)), but it is also the case 
that such companies soon become shareholder-controlled, whether because managers 
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ing:” see Atanasov et al., Unbundling, supra note 2, at 110–111) or because someone else 
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long. See Lucian A. Bebchuk, “A Rent-Protection Theory of Corporate Ownership and Con
trol” (1999), National Bureau of Economic Research Working Paper No. w7203, available 
at http://www.nber.org/papers/w7203. Hence, even in such jurisdictions we observe no 
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sation. This form of tunneling is more common than others in such an environment, be
cause it is hard to detect: executive pay is inevitable and determining what is reasonable 
compensation highly subjective.

(14) Of course, the same is usually true of excessive compensation. See note 13. Hwang 
and Kim report that in Korea RPTs are also used to transfer wealth to heirs so as to avoid 
estate and gift taxes. See Sunwoo Hwang & Woochan Kim, “When Heirs Become Major 
Shareholders. Evidence on Pyramiding Financed by Related-Party Sales”, 41 J. Corp. Fin. 
23 (2016).

(15) RPTs may even be entered into at favorable terms for the corporation and corre
spondingly unfavorable ones for the related party, whenever the latter has an interest in 
supporting the former (so-called propping), if only to keep extracting private benefits of 
control from it in the future. See Atanasov et al., Unbundling, supra note 2, at 108.
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(16) See, e.g., Luca Enriques et al., Related Party Transactions, in Reinier Kraakman et al., 
The Anatomy of Corporate Law 145, 146 (3d ed. 2017). Savings in transaction costs may 
be such that a below-market rate or price for a given RPT may be justified (i.e., involve no 
harm to the corporation). See, e.g., David Kershaw, Company Law in Context 478 (2d ed. 
2012).

(17) For this proposition see María Gutiérrez Urtiaga & Maria I. Sáez Lacave, “A Carrot 
and Stick Approach to Discipline Self-Dealing by Controlling Shareholders” 7, ECGI—Law 
Working Paper No. 138 (2010), available at http://ssrn.com/abstract=1549403; Ronald J. 
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Alessio M. Pacces, Rethinking Corporate Governance 96–97, 151–52 (2012): “[s]tealing is 
always inefficient ex ante.”

(18) Cf. Alessio M. Pacces, “Controlling the Corporate Controller’s Misbehaviour”, 11 J. 
Corp. L. Stud. 177, 193 (2011) (highlighting the unattainable conditions for ex post 
mandatory disclosure to work effectively in this area).

(19) What comes closest to that are rules allowing for individual unfair transactions to go 
through in the context of corporate groups. See infra note 107 and accompanying text.

(20) See, e.g., Sang Y. Kang, “‘Generous Thieves’: The Puzzle of Controlling Shareholder 
Arrangements in Bad-Law Jurisdictions”, 21 Stan. J.L. Bus. & Fin. 57, 85–95 (2015).

(21) See Gutiérrez Urtiaga & Sáez Lacave, supra note 17, at 14; Gilson & Schwartz, supra
note 17, at 162.

(22) See Kang, supra note 20.

(23) The ability of relatively efficient markets to discount tunneling risk makes distribu
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amount of undetected and future tunneling, but that is no different from miscalculating 
future earnings. Incidentally, the tunneling discount makes tunneling more socially ac
ceptable even when detected: minority shareholders deserve no particular sympathy if 
the price they paid compensated them ex ante for taking that risk. But see infra notes 24–
27 and accompanying text for the various inefficiencies arising from tunneling.

(24) See, e.g., Fox & Heller, supra note 13, at 19.
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(25) See, e.g., Lucian A. Bebchuk, “Efficient and Inefficient Sales of Corporate Control”, 
109 Q.J. Econ. 957 (1994).

(26) See, e.g., Bebchuk & Roe, supra note 12. See also supra note 13.
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(Randall K. Morck ed., 2000).
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57 (Fin. Accounting Standards Bd. 1982); International Accounting Standards Board, In
ternational Accounting Standard No. 24 (EC Staff Consolidated version of 20 July 2010, 
available at http://ec.europa.eu/internal_market/accounting/docs/consolidated/
ias24_en.pdf). No mention of materiality is made in the International Accounting Stan
dard 24. However, it is an overarching principle of IFRS that disclosure is only to be made 
when it is material. See International Accounting Standards Board, International Ac
counting Standard No. 1, para. 31 (EC Staff Consolidated version of 18 Feb. 2011, avail
able at http://ec.europa.eu/internal_market/accounting/docs/consolidated/ias1_en.pdf): 
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(29) See Paul L. Davies & Sarah Worthington, Gower & Davies Principles of Modern Com
pany Law 689–90 (9th ed. 2012). Note, however, that the UK’s definition of RPT is differ
ent from the IAS 24’s. Similar rules are also in place in Hong Kong since the 1980s.

(30) See Regulations Containing Provisions Relating to Transactions with Related Parties 
(adopted by CONSOB with Resolution no. 17221 of 12 March 2010, later amended by 
Resolution no. 17389 of 23 June 2010, available at http://www.consob.it/mainen/documen
ti/english/laws/reg17221e.htm).

(31) The World Bank’s Doing Business Report has been instrumental in focusing lawmak
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strictly (according to a methodology derived from Simeon Djankov, Rafael La Porta, Flo
rencio Lopez-de-Silanes & Andrei Shleifer, “The Law and Economics of Self-Dealing”, 88 J. 
Fin. Econ. 430 (2008)) they regulate them. See International Finance Corporation, Doing 
Business 2017 66 (14th ed. 2016), available at http://www.doingbusiness.org.

(32) See, e.g., OECD, Guide on Fighting Abusive Related Transactions in Asia 25–31 
(2009).

(33) See, e.g., Ernst & Young, India Inc.—Companies Act 2013. An overview 42–43 (2013), 
available at www.ey.com/Publication/vwLUAssets/India_Inc_Companies_Act_2013/$FILE/
India_Inc_Companies_Act_2013.pdf.



Related Party Transactions

Page 24 of 32

(34) International Financial Reporting Standards were previously known as International 
Accounting Standards. Confusingly, standards adopted prior to renaming, like the one 
dealing with related party transactions, have kept their previous name of International 
Accounting Standards (IAS) followed by the relevant number.

(35) See International Accounting Standard 24, supra note 28.

(36) Id. at 2–4 (using 857 words to define related parties).

(37) See Vladimir Atanasov, Bernard S. Black & Conrad S. Ciccotello, “Law and Tunnel
ing”, 37 J. Corp. L. 1, 16 (share sales on the basis of inside information are at the expense 
of prospective shareholders. Id. at 23).

(38) To be sure, under the UK Listing Authority Listing Rules for Premium listed compa
nies RPTs are defined more broadly to include also transactions (other than in the ordi
nary course of business) “between a listed company and any person the purpose and ef
fect of which is to benefit a related party” (UK Listing Authority Listing Rules, LR 
11.1.5.R(3)).

(39) See Jesse M. Fried, “The Uneasy Case for Favoring Long-Term Shareholders”, 124 
Yale L. J. 1554, 1604–06 (2015). For empirical evidence from Chile on this form of tunnel
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(40) See, e.g., Edward Rock et al., Fundamental Changes, in Kraakman et al., supra note 

16, at 171, 190–91.
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States. For an in-depth analysis of the relevant case law and for the doctrinal basis for 
such an outcome in Delaware, New Jersey, and New York, see David Kershaw, “The Path 
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dealing with a tunneling transaction, aptly shows how difficult it is for a plaintiff to prove 
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(85) In re MFW S’holders Litig., 67 A.3d 496 (Del. Ch. 2013). Because a special committee 
is sufficient to reverse the burden of proof that the transaction is entirely fair, which also 
means some degree of insulation from judicial review, it is unclear how worthy it is for a 
company (and its controlling shareholder) to go through the hassle of MOM approval and 
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Business Groups: Evidence from Intra-Group Loans”, 112 J. Fin. Econ. 190, 208–10 (2014)
(connecting evidence of absence of tunneling via related lending transactions in Chile to 
reforms providing for disclosure of all such loans individually in the financial statements).
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Abstract and Keywords

This chapter examines the regulatory issues that arise when there is an offer to acquire 
shares directly from one or more shareholders of a company such that control of that 
company shifts to the acquirer. It begins with a comparison between control shifts imple
mented by contract and corporate transactions which produce the same result. It identi
fies three principal areas where contract may need to be supplemented by takeover-spe
cific rules arising out of the coordination costs of target shareholders, powers of target 
management, and agency costs of non-controlling shareholders. It then considers how 
takeover regulation could be fashioned so as to promote efficient and discourage ineffi
cient transfers of control. The chapter concludes by focusing on the choices actually 
made in four countries: Japan, Germany, UK, and the United States.

Keywords: shares, shareholders, control shifts, coordination costs, centralized management, agency costs, regula
tion, wealth transfers, corporate law, takeovers

1 Introduction
1THIS chapter analyzes the regulatory issues which arise when a person, typically a com
pany (the “acquirer”), makes an offer to one or more shareholders of a “target” company 
to acquire their shares in sufficient quantities to give it control of the target. The mecha
nism discussed in this chapter is a technique for shifting control of a company which is 
capable of embracing a wide variety of types of control shift. Through the share acquisi
tion, control may move from an existing controlling shareholder (or controlling sharehold
er group) to the acquirer or, in a dispersed shareholding structure, from the management 
of the target company to the acquirer (which itself may be management or shareholder 
controlled). The shareholders of the target company may exit entirely from their interest 
in the target (as in a cash bid) or they may replace that interest with an interest in the 
combined entity (as where the acquirer offers its own equity as consideration in the of
fer). In the latter case it is even possible that the shareholders of the target will end up 
with the dominant economic interest in the combined group, where the target has a larg
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er market capitalization than the acquirer (sometimes referred to as a “reverse 
takeover”). For this reason the US term for the subject matter of this chapter—“tender of
fer”—is perhaps more appropriate than the UK term—“takeover bid” or “takeover offer.” 
The former term focuses on the mechanism—the invitation to offer shares to the acquirer
—whilst the latter hints at a substantive outcome.2 Insofar as the share acquisition 
process can be used to effect a “merger of equals” (the shareholders of the acquirer and 

(p. 533) target having a roughly equal economic interest in the combined entity), the char
acterization of this as a “takeover” is somewhat misleading. Nevertheless, we will use the 
term “takeover” as a shorthand way of referring to a shift in control through an offer to 
acquire shares directly from the target shareholders, on the grounds that, in global us
age, this term seems to have the edge.3

Section 2 seeks to identify the “corporate law” issues involved in the regulation of 
takeovers; section 3 considers how those issues could be resolved in the light of an over
arching criterion of increasing the productive efficiency of companies. Section 4 analyzes 
the choices actually made in four jurisdictions: UK, US, Germany, and Japan.

2 Control Shifts via Share Acquisitions and 
Corporate Transactions
The legal technique at the heart of the takeover could hardly be simpler or more familiar. 
Typically, shareholders may contract to sell their shares, on or off-market, at any time to 
someone who is willing to purchase them for a consideration which the seller finds ac
ceptable.4 In most cases the share sale has no implications for control of the company. 
But the legal technique does not alter if acquisition is intended to shift control. If control 
is acquired from a single shareholder all that is necessary is one contract for the sale of 
shares. Where control is acquired from multiple non-controlling shareholders, mecha
nisms for coordinating the offers and acceptances need to be put in place, but at root 
there is simply a set of conditional contracts between acquirer and shareholders. It might 
thus be thought that the law of contract provides all the regulation that is necessary.

However, takeover regulation around the world recognizes three principal areas where 
contract may need to be supplemented by takeover-specific rules. In each case, the un
derlying question is whether the control-shift by share acquisition should be regulated 
simply as a series of parallel contracts (implying little or perhaps no supplementation of 
the contractual rules) or whether it should be regulated by analogy with a corporate 
transaction (i.e., a decision binding on the company taken by the shareholders in general 
meeting or a board decision), which might imply a substantial supplementation of the 
contractual rules. As we shall see, the salience of each of the three potential areas of reg
ulation depends to a significant extent on whether the shareholding structure of the tar
get company is concentrated or dispersed.



Control Shifts via Share Acquisition Contracts with Shareholders 
(Takeovers)

Page 3 of 46

(p. 534) 2.1 Coordination Costs of Target Shareholders

With multiple shareholders in the target company, coordination among those sharehold
ers may be costly and thus found only at a low level. Contract law has some techniques 
for generating coordination. For example, the acquirer may make its commitment to buy 
any shares offered to it conditional upon receiving offers to sell covering in total a certain 
proportion of the voting rights in the target (e.g., 50%, 75%, or even 90%),5 so that the 
acquirer either obtains control or no shares are transferred. However, a widely recog
nized problem, which takeover-specific laws seek to address, is the ability of the acquirer 
to exploit target shareholders’ coordination problems so as to enable it to acquire the tar
get at a price which, overall, does not reflect its true value. A classic example was the 
“Saturday night special,” i.e., an offer, open only for a short period, to acquire shares at 
an attractive price, which offer would be shut off once the acquirer had obtained de facto 
control (say around one-third of the voting rights) of the company. Non-accepting share
holders would later receive offers for their shares at a much lower price (if they received 
an offer at all), reflecting the absence now of a control-shift premium and, perhaps, the 
market’s adverse assessment of the acquirer’s plans for the company. The impact of the 
scheme is to incentivize shareholders to be quick to tender all their shares into the offer, 
even though collectively they would likely be better off not accepting the offer but negoti
ating a uniform price with the acquirer as if they were a single shareholder.

Where all or a controlling block of shares are held by one or a coherent group of share
holders, the target shareholders’ coordination costs are substantially reduced, perhaps 
even eliminated. Nevertheless, provisions addressing target shareholders’ coordination 
problems are widely found in takeover regimes around the world, even in jurisdictions 
characterized by controlling shareholders. This is probably because even those jurisdic
tions contain (or may contain in the near future) some companies with dispersed share
holdings and because the arguments for permitting acquirers to exploit target sharehold
ers’ coordination problems seem weak. Exploitation is likely to result in inefficient trans
fers of control as companies are transferred at less than their fundamental value, perhaps 
to acquirers who intend to ‘loot’ the target. Acquirers may thus be motivated by the goal 
of acquiring assets cheaply, not by the goal of operating the acquired company more effi
ciently. Wealth is transferred from existing shareholders to the acquirer, but no societal 
benefit occurs in the shape, for example, of increased operating efficiencies. Addressing 
target shareholders’ coordination problems is thus a method of maximizing the number of 
efficient control shifts by eliminating competition from one set of inefficient acquirers (or 
acquirers no more efficient than the existing controllers).6

The analogy with a corporate decision (e.g., a decision by the shareholders in general 
meeting to remove the members of the board or to instruct the board to adopt a new 
strategy, to which a takeover is often the functional equivalent) suggests various ways of 
addressing these coordination problems. Procedurally, takeover rules might seek to im
pose minimum (p. 535) periods during which the offer must remain open (so that target 
shareholders have the opportunity to analyze it properly) and require that information 
should be disclosed about the offer by both acquirer and target (to the same end). Sub
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stantively, the corporate decision analogy suggests that all accepting shareholders should 
receive the same price (i.e., they should all be “voting” on the same proposition). Thus, 
purchases from shareholders who sell in the market to the acquirer at a higher price or 
from shareholders who accept the offer late in the process after the acquirer has raised 
the level of its offer should cause the price available to all shareholders to be revised up
wards. The provisions mentioned in this paragraph are widely found in takeover rules 
around the world.

It may even be that the corporate decision analogy is taken to the point of making a ma
jority acceptance of the offer binding on all the target shareholders. This means the ac
quirer is entitled to squeeze out non-accepting shareholders at the offer price. Often 
squeeze out is available only at a very high level of acquirer post-bid shareholding (e.g., 
90% of the voting rights),7 but some jurisdictions are more open to squeeze out at lower 
levels of post-bid share ownership.8 Where squeeze out is available, it can be said to ad
dress the target shareholders’ coordination problems from the acquirer’s perspective. A 
shareholder may refuse an offer from an efficient acquirer even when it is pitched above 
the pre-bid market price because she calculates that she will be even better off if the bid
der acquires control but she remains in the company. If enough shareholders take this 
view, insufficient shareholders will accept the offer for control to pass. The bidder may 
have to offer nearly the whole of its expected gains from the transaction to the target 
shareholders to persuade them to accept its offer—but this will substantially reduce the 
incentives for potential acquirers to put offers on the table.9 One way to break out of this 
vicious circle may by to provide acquirers with rights to squeeze out non-accepting mi
norities at the same price as was accepted by the majority, so that the option of staying in 
and benefiting from the acquirer’s control is taken off the table.

2.2 Centralized Management

Control of the company or its assets can be shifted to another in many ways other than 
through an acquisition of the company’s shares directly from their existing holders. A 
company many engage in a statutory merger which, provided the jurisdiction’s merger 
procedure permits cash to be used as merger consideration, can be used to replicate al
most exactly the (p. 536) result of a cash or share (or combined) takeover offer.10 Or the 
company may simply sell the assets it owns rather than the acquirer buying the shares in 
the company holding the assets in question. Or a company may issue or repurchase 
shares with a consequent impact on control of the company. All these transactions, how
ever, involve a corporate decision, often more than one. In particular, in all the above 
transactions the incumbent management of the target company has, de jure or de facto, a 
veto over the transaction. This veto right may arise because only the board may initiate 
the transaction (as with a statutory merger in many jurisdictions) or because, even where 
the decision could be initiated by the shareholders alone, the coordination problems of 
dispersed shareholders make it difficult for them to secure the necessary level of share
holder agreement. Of course, shareholder consent may be required for these transactions 
as well (jurisdictions tend to vary quite considerably on this matter),11 but the crucial 
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point is that, one way or another, the consent of the target board is at least a precondition 
of the transaction.

The contrast with the takeover is stark, since that transaction is formally between acquir
er and target shareholders. The incumbent management appears to be sidelined. Howev
er, the formal position is highly misleading. Management is in fact in a strong position to 
protect itself by self-help: its powers of centralized management will often permit it to 
take action which renders a takeover offer unattractive to the acquirer, so that manage
ment may be in a good position to derail a bid it does not favor. For example, it may issue 
new shares to a friendly investor or conditionally dispose of the assets the acquirer is 
keen to obtain. Thus, in relation to target management, the core issue for takeover regu
lation is whether the standard powers routinely conferred upon the boards of public com
panies should be constrained during takeover offers precisely in order to allow sharehold
ers to contract freely with the acquirer. Should takeover rules ensure that the transaction 
is in fact, as well as formally, one subject solely to the joint decision of the acquirer and 
target shareholders? More colloquially, should the rules facilitate “hostile” bids12 (i.e., of
fers to which the incumbent management objects) or only “friendly” bids (i.e., those sup
ported by incumbent management)?

There is a linkage between the first and second areas of potential takeover regulation. 
Management, if allowed to insert itself into the takeover process, might operate so as to 
protect dispersed shareholders against bidder exploitation. Management might act as the 
single counter-party, on behalf of all shareholders, with whom the acquirer has to deal. 
There is a potential trade-off here, but the trade-off is more apparent than real if effective 
and low-cost protection against bidder opportunism can be provided directly and without 
relying on target management.

It will be apparent that the centralized management point, like the coordination problems 
of target shareholders, is highly sensitive to the shareholder structure of the target com
pany. (p. 537) Where there is a single or cohesive group of shareholders with a controlling 
block in the target, the debate about centralized management is largely irrelevant. The 
board of such a company are highly unlikely to exercise their powers to block an offer the 
controlling shareholder is minded to accept, since they will owe their positions on the 
board to election by the controlling shareholder.13 On the other hand, the controlling 
shareholder is less reliant on the governance benefits of a takeover than are dispersed 
shareholders. The controller can make use at low cost of the standard corporate law gov
ernance mechanisms (most obviously, dismissal of the board) to remove underperforming 
management, without relying on an acquirer to do this job. Equally, if the controlling 
shareholder concludes it is in her interest to merge the company with another, she is well 
placed to hire an investment bank to seek out a company which might want to bid for her 
company.14

From this it is sometimes concluded that this second area of takeover regulation is impor
tant only for dispersed shareholding companies (or jurisdictions). However, this is not the 
case. Assume the controller (or controlling group) does not have de jure control of the 
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company (more than 50% of the votes) but only de facto control (e.g., 20–30% of the 
votes)—the remainder of the votes being dispersed. Absent a takeover offer, a de facto 
controller relies on the apathy or lack of coordination among the majority shareholders to 
sustain her control of the company in the general meeting. A takeover offer, however, may 
generate very different decision dynamics from those in play at a general meeting. At a 
meeting the de facto controller’s position ultimately turns on the dispersed shareholders’ 
assessment that the certain costs of trying to coordinate with the other non-controlling 
shareholders so as to outvote the de facto controller outweigh the uncertain gains from 
taking control and implementing a new business strategy for the company. A takeover of
fer, by contrast, quantifies the benefits of the new strategy (in the shape of the offer con
sideration) and removes the need for the shareholders to coordinate amongst themselves 
as against incumbent management in order to produce a control shift. Thus, there can be 
no guarantee for the de facto controller that the acceptance patterns in relation to the 
takeover offer will reflect the voting patterns at a general meeting; in fact, an attractive 
offer is likely to secure acceptance from the majority, especially if the de facto controller 
had been extracting private benefits of control. Consequently, the rules on the involve
ment of management in the bid process may be crucial for the de facto controller who, 
through the management she has appointed, may wish to take action aimed at derailing 
the bid.

A challenge to the de facto control of the company may be even more plausible if that 
control is held, not by a single shareholder, but by a coordinated group of large share
holders. The acquirer may be able to detach one of those shareholders from the group 
and thus increase its chances of success with the offer—assuming that that shareholder is 
not effectively bound by contract with the other group members not to defect. By exten
sion, a takeover offer could be used to make even de jure control contestable where that 
control is held by a group of shareholders, one or more of whom can be induced to defect 
from the controlling group.

Contrary to what is sometimes argued, it follows that restrictions on the use of the pow
ers of centralized management during a takeover may operate, not only to make (p. 538)

managerial control contestable in a wholly dispersed shareholding environment, but also 
to make de facto control and even de jure control by a group of shareholders contestable. 
Whether to inhibit the use of the powers of centralized management becomes a salient is
sue, not only for dispersed shareholding jurisdictions, such as the US and the UK, but al
so for jurisdictions where block-holding is more common. Thus, Professor Culpepper con
cludes, on the basis of a cross-country examination of patterns of shareholdings and hos
tile bids,15 that “some [shareholding] concentration is not inconsistent with an active 
market for corporate control.”16 He points particularly at Australia and Canada as coun
tries with a higher percentage of hostile bids as a proportion of overall deal activity than 
the US and the UK despite moderately high levels of shareholder concentration. One 
might also point to France as a country with shareholder concentration around the Cana
dian/Australian level where (see section 3.2.1) the regulatory constraints on management 
intervention in takeover offers have recently been almost completely relaxed for fear of 
unwelcome foreign takeover offers succeeding. Unless irrational, this legislative reaction 



Control Shifts via Share Acquisition Contracts with Shareholders 
(Takeovers)

Page 7 of 46

suggests that hostile bids are feasible in that country, at least for a significant proportion 
of domestic companies.17

Of course, the self-interest of the incumbent management may not lie in blocking a bid 
but in promoting it to the shareholders, for example, in a management buy-out or a pri
vate equity buy-out where the acquirer intends to keep on the incumbent management 
and give them a higher economic stake in the business than was available to them when 
the target was in public ownership. Incumbent management cannot force the sharehold
ers to accept a bid they regard as suboptimal, but they may recommend them to do so, a 
recommendation which may carry considerable weight with the shareholders given 
management’s access to “soft” inside information. The standard remedies against bias in 
this context are disclosure of potential conflicts of interest and, possibly, third-party opin
ions on the fairness of the proposed transaction, to be disclosed along with recommenda
tion.

(p. 539) 2.3 Agency Costs of Non-Controlling Shareholders

We have just seen that debates about shareholders’ coordination costs and the exercise of 
management powers arise most strongly in dispersed shareholding contexts. By contrast, 
non-controlling agency costs arise, as the term implies, where there is a controlling 
shareholder. Assuming the controlling shareholder(s) have enough voting shares to pass 
control to the acquirer, the deal will occur whether the non-controlling shareholders are 
in favor of it or not, provided that the controlling shareholder is in favor.18 No powers of 
centralized management will be deployed to block the deal and the controlling sharehold
ers who negotiated the deal will not be subject to significant coordination costs. The cen
tral questions for the non-controlling shareholders are: (1) are they entitled to receive an 
offer at all where control is transferred from an existing controller to a new one (i.e., do 
they receive an exit right) and (2) if so, is the offer to be on the same terms as those of
fered to the controllers?

Standard contract law does not require the acquirer to make an offer to all the holders of 
the shares carrying voting rights in the company. If a deal with one or some shareholders 
gives the acquirer control, it may choose not to offer for the remainder of the shares. Nor 
does standard contract law require the same price to be offered to all those who own the 
same good. By contrast, an analogous corporate transaction (e.g., sale of corporate as
sets) would see the consideration received by the company and the rules on distributions 
would normally follow an equality principle, i.e., all shareholders participate in the distri
bution pro rata to their economic interest in the company.19 If this analogy were followed, 
non-controlling shareholders would have the right to exit the company on the same terms 
as had been made available to the controlling shareholder, i.e., the premium attaching to 
the controlling shares would be shared among all the target shareholders.
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3 The Goals of Takeover Regulation
The previous section has shown the tension between the purely contractual mechanism of 
the takeover offer and the different rules that would apply if an equivalent transaction 
were effected through the corporation. The position of the target shareholders as a 
group, of incumbent management and of non-controlling shareholders would be regulat
ed in a significantly different way according to the regulatory model chosen. The purpose 
of using the device of the analogous corporate transaction was to illuminate the central 
choices that need to be made in takeover regulation. The purpose was not to argue that 
the corporate analogy should trump the contractual analysis, either wholly or partly, or 
vice versa. Except in relation to target shareholders’ coordination costs, where the corpo
rate analogy has gained traction with rulemakers for the reasons pointed out above, the 
debate between the (p. 540) contractarians and the corporatists has not resulted in a clear 
victory for either side. Nor is it the case that in relation to centralized management and 
non-controlling shareholders’ agency costs that jurisdictions have ended up in the same 
mode on both questions. The UK, for example, is contractarian in relation to centralized 
management (target board excluded from exercising its powers to frustrate an offer) but 
corporatist in relation to non-controlling shareholders (exit opportunity on the same 
terms as the controlling shareholder). Delaware is similarly eclectic, but the other way 
around: allowing the incumbent management to “just say no” but more respectful of the 
principle that a controlling shareholder should be able to sell her shares without sharing 
the control premium with other shareholders.

In order to make choices between the contractarian and the corporate approaches some 
higher level of theory is required. In line with modern corporate law scholarship, one 
might say that the goal of takeover regulation should be to maximize the number of effi
cient shifts of control and to minimize the number of inefficient shifts. A rule which pro
duces the best combination of these two objectives is thus to be preferred. Also in line 
with that scholarship, an efficient shift of control can be said to be one that reduces the 
costs of production through the corporate form. Reducing production costs is the general 
societal interest which company law serves.20

Operationalizing this general principle through detailed takeover rules is, however, far 
from straightforward. A starting point might be to test the efficiency of takeover rules by 
reference to their impact on the share price of target and acquiring companies. If the 
joint value of target and acquirer companies is maximized, the above principle might be 
said to be satisfied. In fact, the empirical evidence, mainly from the US, has long shown 
that the value of the target company is enhanced by a takeover (comparing the pre-bid 
price with the level at which the deal is consummated),21 whilst the evidence on the post-
bid value of the acquirer has been mixed. More recent research suggests that the gains to 
the acquirer have been underestimated in the past.22 Even on the more pessimistic as
sessment of the gains, the joint wealth of the acquirer and target shareholders is maxi
mized.23
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3.1 Efficiency Arguments for Takeovers

As Romano pointed out some time ago,24 takeovers may operate to increase the value of 
the companies involved for their shareholders for reasons which are linked to reduced 
costs of production but also for reasons which are not. In the former case, increased 
shareholder value correlates with society’s interest in takeovers; in the latter case, it does 
not. Let us look at the efficiency arguments first.

(p. 541) The principal arguments in favor of takeovers from an efficiency perspective re
late to the reduction of agency costs (for dispersed shareholders)25 and synergy gains. 
The threat of a takeover can operate as a powerful incentive to management to promote 
the interests of the shareholders and one that operates at low cost for the shareholders. 
The takeover threat will be there at all times, it is argued, and not just when an offer is 
imminent. This is an argument in favor of preserving the contractual stance of the law in 
relation to takeovers, for a management which can derail a bid aimed at displacing it will 
feel less exposed to takeover threat than one which cannot. Ensuring that an acquirer can 
effectively appeal over the heads of the incumbent management to the shareholders (in a 
“hostile” bid) maximizes the disciplinary impact of the takeover. However, the intensity of 
the takeover threat is not a function simply of the rules regulating it (notably rules re
straining the exercise of powers of management during the takeover process), but also of 
the incentives for bidders to launch takeovers. There is some evidence that very poorly 
performing companies are not attractive targets26 and clear evidence that takeover activi
ty is highly correlated with the business cycle.27 So the disciplinary threat of the takeover 
may not operate perfectly, but it does not look as if it can be written off completely.

The synergy gains from a takeover flow from the economies of scale or scope which re
sult from redrawing the boundaries of the firm. Management’s reasons for opposing a dis
ciplinary takeover are clear (the purpose of the takeover is to remove the incumbent man
agement team). They are likely as well to oppose a takeover driven by synergies, since in 
that situation too they risk being replaced by the bidder’s team or being demoted from 
running their own show to being subordinate to a higher level of management.28 

However, managerial opposition to a synergistic bid is not inevitable: an MBO is defined 
by its retention of the incumbent management team whilst we noted above that a private 
equity acquirer might wish to keep on the existing team and in fact offer them financial 
incentives which compensate for their newly subordinate position, or the CEO and other 
senior managers of the target may have the opportunity to move into equivalent positions 
in the combined group. Nevertheless, in the absence of such options, the self-interest of 
the incumbent management is likely to prejudice them against the acquisition.

In consequence, whether the bid rules permit incumbent management to exercise their 
powers so as to derail a bid of which they disapprove becomes an important question—
perhaps the central question in takeover regulation. Preserving the contractual nature of 
the takeover offer permits a potential acquirer to appeal, via a “hostile” takeover, over 
the heads of the incumbent management, when it is conflicted, to the shareholders of the 
target. This policy also permits the shareholders of the target to vote on a business plan 
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for the company (p. 542) that represents an alternative to the plan being pursued by in
cumbent management, but without the target shareholders having to incur the cost of de
veloping or implementing that alternative. In somewhat the same way as activist share
holders, seeking a change of management policy without a change of control, the 
takeover can operate as a method of putting alternative investment propositions before 
the shareholders in a manner that neatly sidesteps their coordination costs.29

As we noted in section 2, the hostile takeover is a mechanism of potential benefit not only 
to shareholders in dispersed shareholding companies, but also to non-controlling share
holders where the company has a de facto controller or even where the company has a de 
jure controlling group, provided the solidarity of the group is open to question. The threat 
of the takeover may make the controlling group more respectful of the interests of the 
non-controlling shareholders. However, one may wonder why controlling shareholders 
would not accept a synergy-driven offer from an acquirer since the target shareholders’ 
gains from such an acquisition would go predominantly to its controlling shareholders 
and the controlling shareholders would be well-placed to negotiate effectively with the 
potential acquirer. If the controlling shareholders would typically accept an efficient offer, 
regulating the exercise of managerial powers in relation to a synergistic bid in order to 
facilitate an acquisition would be a much less important question for controlled compa
nies.

The controller’s behavior is likely to be conditioned on whether her controlling position 
gives her access to benefits which are not available to the non-controlling shareholders 
(“private benefits of control”—pbc). Where this is not the case, the financial incentives of 
the controller are aligned with the incentives of the non-controllers and there is little rea
son to fear that the controller will use her influence over the management of the company 
to block an efficient bid. Where pbc are being extracted, this argument cannot be relied 
on. If the pbc are financial (i.e., the controller is diverting more than her pro-rata share of 
the firm’s revenues to herself), the controller may calculate that her currently enhanced 
share of the smaller pie is worth more to her than her pro-rata share of the bigger pie re
sulting from the control shift. Where the pbc are non-financial (e.g., the prestige and so
cial recognition flowing from controlling an important company), the controller may at
tach a very high price to that benefit—a sort of controller’s “consumer surplus.” In either 
case, the controller will be disposed to block the takeover offer.30

There are two legal strategies which could be deployed to induce takeovers in this situa
tion, both involving insistence on the contractarian model. One would be to sideline man
agement in the acquisition process, so that the controller cannot deploy her influence 
over (p. 543) management to block the bid. This might be effective where the control is de 
facto or is held de jure by an unstable group of shareholders. Alternatively, the controller 
could be permitted to sell her shares at the price which reflects her pbc. This strategy 
might induce control shifts even in the case of secure de jure control. In order to make 
the acquisition of the target financially viable from the bidder’s point of view, the acquir
er would need to be left free not to offer the same level of consideration to the non-con
trolling shareholders and perhaps even not to offer to acquire their shares at all. The 
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mandatory bid rule (MBR—required of European Union (EU) states by the Takeover Di
rective),31 would become suspect in this analysis, for that rule requires a person acquir
ing de facto control to offer an exit right to all the other shareholders at an “equitable” 
price, defined as a price at least equal to the highest price paid over the previous six to 
twelve months in the acquisition of the controlling shares. In most cases, therefore, under 
the MBR the acquirer will not be able to engage in price discrimination.32 The tendency 
of the MBR is thus to inhibit transfers of control by controllers who extract pbc. Where 
the acquirer intends to earn a return on the investment involved in the takeover by in
creasing the operating efficiency of the target, then the societal interest in control shifts 
is harmed. Where, on the other hand, the bid is motivated by a plan to extract even high
er pbc than currently, the inhibition is to be welcomed from a societal point of view, as we 
see below.

3.2 Inefficient Takeovers

Takeovers may be inefficient for three main reasons. First, the joint wealth of target and 
acquirer shareholders may be increased but for reasons which are unrelated to any in
crease in the productive efficiency of the target. Second, the joint value of the two compa
nies may not be expected to increase, but the acquirer’s management nevertheless have 
an incentive to launch the takeover and the target’s shareholders an incentive to accept 
it. Third, those responsible for making the takeover decision may aim to bring about only 
efficient transfers of control and to block inefficient ones, but their decision making is 
poor so that they achieve their aim with only a low level of accuracy.

3.2.1 Wealth Transfers
In the first case, the gains to acquirer and target shareholders are achieved, not by in
creased operating efficiencies in the target, but by a wealth transfer from some other 
group to (p. 544) those shareholders.33 Since there are no gains to productive efficiency, 
the societal case for facilitating the takeover disappears. In fact, the prospect of redistrib
ution may have an adverse effect on the target’s current productive efficiency, so that 
there may be efficiency gains from blocking such takeovers.

The range of candidates which has been put forward as likely to suffer adverse redistribu
tion is wide: target employees, target creditors, consumers of the target’s products, tax
payers of the jurisdiction in which the target is located, even citizens generally in the 
target’s jurisdiction. In principle, most of these inefficient transfers can be addressed by 
rules separate from those which deal with the three areas identified above. All jurisdic
tions have some rules which constrain the bidder from initiating an offer for certain cate
gories of target, either at all or without the consent of some governmental agency. All 
countries have put in place controls over the acquisition of targets which are particularly 
important for the polity in question, for example, defense contractors, banks, crucial in
frastructure suppliers. Sometimes, these controls are overtly discriminatory against for
eign acquirers; and sometimes the claims of the target to “public interest” protection 
seem rather weak. Sometimes the rules apply to wide swathes of the domestic economy, 
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sometimes to only narrow sectors. Whenever these rules apply, the acquirer ends up deal
ing with the state before it can talk effectively to the shareholders of the target.

In these cases regulation of the takeover process is driven by, often ill-articulated, notions 
of national security or of sovereignty. So the implementation of these policy concerns via 
rules separate from the formal takeover rules seems sensible. Nevertheless, there is a 
tendency for states to buttress these separate rules when configuring their takeover laws. 
Thus, in 2014 the French legislature made a number of important changes to the French 
takeover laws, including the removal of a “no frustration” rule which had previously ap
plied to the management of target companies, in large part because of what was seen as 
a threat of takeovers from foreign acquirers who would reduce jobs and investment in 
France.34 Improving target management’s freedom to “just say no” was seen as a way of 
reducing foreign takeovers which, it was claimed, would leave French citizens less well 
off.

Tax-driven takeovers are a more obvious form of wealth transfer, i.e., from taxpayers to 
the shareholders of the acquiring and target companies, which may be accompanied by 
no improvements in productive efficiency. However, the legislature is in a good position to 
combat through the tax code control shifts driven by tax consideration. Tax law can set 
the incentives for takeovers, for example, through rules relating the deductibility of inter
est on loans taken out to finance takeover or rules on the availability of target tax losses 
to acquiring companies or which discourage companies from altering their tax domicile 
through a takeover in order to achieve a lower tax burden.35 Using takeover rules to this 
end appears unnecessary.

(p. 545) The consumer interest in competitive markets is normally addressed through 
competition (antitrust) law separate from takeover regulation. Within a contractual model 
of takeover regulation the shareholders of the target might well accept a competition-re
ducing offer, because the acquirer would be able to finance an attractive offer for the 
target’s shares on the back of its expected monopoly or oligopoly rents. In a corporatist 
model, the self-interest of the managers in blocking a control shift might be better 
aligned with the interests of consumers, but this cannot be relied on, for example, where 
the management of the target are offered attractive positions with the acquirer. Separate 
competition regulation also seems sensible since anti-competitive moves can result from 
transactions other than control shifts via share acquisitions, for example, through the ac
quisition of assets from a competitor which is seeking to exit that particular line of busi
ness. From a competition standpoint these transactions should be treated equally.

Specific takeover regulation might be thought to have a bigger role to play in protecting 
corporate constituents (i.e., creditors and employees) against wealth-transfers via 
takeover bids. Creditors in fact feature rarely in takeover regulation, even though a con
trol shift which lowers the credit-rating of the target (e.g., where its assets are used as 
security for loans taken out to fund the acquisition) reduces the value of the loan to the 
lender. Probably, this is because financial creditors are thought well positioned to protect 
themselves through contract, for example, a change of control clause in the initial loan 
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contract that permits the lender to recall the loan when a control shift occurs. The lender 
can then decide whether to recall the loan or seek to renegotiate the terms of the loan un
der the threat of recall (or, of course, do neither of these things).36

3.2.2 Wealth Transfers and Employees
Employees, by contrast, do receive explicit recognition in at least some takeover codes. In 
the EU the Takeover Directive requires the provision of information to employees or their 
representatives and gives some opportunity for the employee representatives to make 
their views on the proposed acquisition known.37 Some national laws go further: the 
French reforms referred to above extend the information right into a consultation right 
and make the receipt of the works council’s opinion38 a precondition (usually) for the dis
tribution to the shareholders of the target board’s opinion on the offer, which is itself a 
mandatory step in the bid process.39 This requirement has some potential for slowing 
down the acquisition (p. 546) process and for giving target management more time to set 
up defenses against the bid or to seek an alternative acquirer whom the incumbent man
agement regards more favorably. The French reforms also require the acquirer post-bid 
to report to the works council at intervals over the following two years on its implementa
tion of any commitments made to the employees in the bid process. The UK Takeover 
Code now also contains a somewhat similar post-bid requirement, introduced as a result 
of the decision by a foreign bidder to reverse its commitment not to close a particular 
plant after it had acquired control of the target.40 Such rules are likely somewhat to con
strain acquirer opportunism in relation to statements made about employment matters in 
the acquisition process.

The obvious objection to such rules in takeover codes is that a takeover is only one of a 
number of corporate events which might have an adverse impact on the employees. A 
transfer of assets or simple competition in the product market might produce similar 
management decisions adverse to the interests of the employees. Therefore, employee 
protections, it could be argued, should be general, if they are deployed at all, and, in par
ticular, are difficult to justify if confined to takeovers. In fact, the EU does have informa
tion and consultation requirements in these additional areas,41 so that the objection is not 
so much to the substantive scope of the EU rules as to the legislative technique of gener
ating multiple, but not identical, information and consultation requirements rather than a 
single overarching regime.

The utility of information and consultation rights is open to question, even from the point 
of view of the employees themselves. It is not clear why target shareholders should be in
fluenced by the adverse impact of the offer on the employees, at least in a cash offer. It is 
possible that the information disclosed could be used to bolster the possibilities available 
to employee organizations outside the offer process itself, for example, to deploy more ef
fectively industrial or political resources against the offer.42 And, as indicated, within the 
offer process consultation rights may have a limited hold-up value for the employees.
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From our point of view, the more salient question is how the objective of avoiding wealth 
transfers from the employees impacts on the configuration of takeover rules in the core 
areas identified above. A strategy, often advocated, is to allow target management free
dom to take defensive measures, thus relying on the self-interest of management in block
ing bids to act as a proxy for the protection of employee interests. A weak version of this 
strategy can be found in US “constituency statutes” which permit or require target 
boards to take into (p. 547) account non-shareholder interests when formulating their re
sponse to the offer. The utility of such statutes depends, for employees, on how closely 
aligned the incentives of managers and employees are in fact and, for society, on how 
closely those interests are aligned with societal interests. In the absence of alignment, 
such statutes could operate so as to increase the discretion of management by diluting 
their accountability to the shareholders without any clear gain to the employees or to so
ciety.43

A stronger version of this strategy would be to institutionalize employee voice within the 
acquisition process, perhaps via employee representation at board level or via a strong 
role for the works council44 in the acquisition process. It is important to be clear what the 
societal interest in such employee voice mechanisms might be. The mere fact that 
takeovers are often associated with job loss as the acquirer implements its plans post-ac
quisition seems a poor basis for giving employees a voice in the control-shift decision it
self (as opposed to laws which seek to mitigate the adverse impact of the subsequent re
structuring on the employees). The societal interest in takeovers, it is suggested in this 
chapter, lies in their potential to increase the productive efficiency of companies. Short-
term losses to employees are not decisive evidence of an inefficient transfer of control.45

Such losses are not even inconsistent with the view that, in the longer term, employees 
gain from higher productive efficiency (e.g., because the company will fail completely in 
the medium term if it does not adapt to competitive pressures or because, again in the 
medium term, the target company will end up employing more workers than at the time 
of its acquisition).

For the employee voice argument to be convincing it needs to be shown that takeovers 
(or a certain class of takeovers) are routinely driven by wealth transfers from employees 
even where the prior arrangements with the employees are productively efficient (and, 
ideally, that there are no or only limited offsetting efficiency gains from takeovers in such 
cases). An early statement of such a theory was provided by Shleifer and Summers46 on 
the basis of firm-specific human capital investment by employees in return for implicit47

promises by management to exercise their discretion (especially in relation to the mainte
nance of employment) in a way that favors employee interests. Although this theory was 
described in the US context as “clever but not convincing,”48 the subsequent develop
ment of the “varieties of capitalism” literature49 suggests that in “coordinated market” 
economies the story of transfer of wealth from employees in a takeover is a plausible one. 
In a “liberal market” economy, such as the US, coordination of the inputs necessary for 
production occurs, both within and outside firms, mainly across markets, i.e., principally 
by explicit contract. In coordinated market economies, such as Germany and Japan, there 
is strategic coordination of those contributing to the productive process through institu
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tions operating to some extent (p. 548) independently of markets. Although the coordinat
ed market analysis has implications for a wide range of policies and institutions in society, 
in terms of labor contracting and takeovers it follows quite closely the Shleifer and Sum
mers argument. For example, a somewhat idealized picture of Germany, a prototypical co
ordinated economy, is one in which adversarial, distributional issues are handled largely 
outside the firm—through multi-employer collective bargaining—leaving scope for firm 
level labor representation bodies, notably works councils, to develop informal arrange
ments over efficient working practices and skill acquisition in exchange for greater secu
rity of employment and greater promotion opportunities. Board-level representation in 
Germany functions as a way of verifying that the management of the company has stuck 
to its promises, i.e., it functions as a governance substitute for the unavailable direct en
forcement of implicit contracts.50

In this analysis, the takeover appears as a threat to the informal arrangements put in 
place by incumbent management. The new management team might renege on the infor
mal commitments made by the previous management team in pursuit of short-term share
holder gain. The risk of this outcome would reduce generally the credibility of manage
ment promises made as part of cooperative deals and so thus reduce also the ex ante in
centives for employees to enter into such deals. Of course, the new management team 
might be as committed as the previous team to the high-level coordination of corporate 
strategy and human resources policy. The acquirer might be expecting to gain from the 
takeover through productive efficiencies in an entirely different area of corporate strate
gy than the terms and conditions, explicit and implicit, upon which the workers are em
ployed. These arguments point in the direction, not of prohibiting takeovers, but of creat
ing a space for strong employee voice in the selection of offers which will proceed and 
those which will be blocked. In Germany this is achieved by permitting the management 
board to exercise its powers of centralized management to discourage takeovers, provid
ed the management’s action is approved, post-bid, by the supervisory board, upon which 
the employees are represented, perhaps to the extent of half the seats.51

I am not aware of direct evidence about the capacity of codetermined boards to distin
guish between efficient and inefficient takeover offers in coordinated market economies, 
as compared to boards with no employee representation. However, there is evidence that 
coordinated market economies and liberal market economies are equally good at generat
ing economic growth,52 and that the reduced costs of labor contracting under the German 
system are considerable and may outweigh the additional costs in that system of contract
ing for equity capital.53

Finally, it should be noted that the mechanism for giving employees voice in takeover de
cisions in Germany is not one developed ad hoc for the takeover situation. Board repre
sentation is an integral part of the corporate governance system of that country and oper
ates (p. 549) in relation to all aspects of corporate strategy setting. The same is true of 
other European countries which use board-level representation or works council input to 
provide employee voice in takeovers. Employee voice is not just a device for preventing 
wealth transfers from employees to shareholders in takeovers but an integral part of the 
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arrangements which, at least in association with certain productive technologies, gener
ate and reinforce the company’s productive efficiency.

3.2.3 Inefficient Transfers of Control Involving Wealth Transfers between or 
within Acquirer and Target Shareholders
In all the above cases the transfer of control is inefficient because there may be little or 
no increase in productive efficiency, but the joint wealth of the shareholders of the acquir
er and target is increased because of a transfer of wealth to them from non-shareholder 
groups. In these cases, it is likely that control shifts will occur if the decision is left wholly 
to the target shareholders. In this section we consider cases where the joint wealth of the 
shareholders of the acquirer and the target shareholders is not increased, but, neverthe
less, the acquisition occurs because there is a wealth transfer between acquirer and tar
get shareholders or within those groups. Since these transfers are also financed by a re
distribution of wealth rather than by an increase in wealth resulting from greater opera
tional efficiency, there is no public policy reason to facilitate such acquisitions.

3.2.3.1 Acquirer Empire Building
First, there will be a transfer of wealth from bidder to target shareholders where the bid
der offers a premium price to the shareholders of the target company but has no realistic 
prospect of obtaining synergies from the control shift or better management performance 
in the target to recoup the money spent on paying the target shareholders above the pre-
bid, undisturbed price of their shares. In effect, there is a wealth shift from bidder share
holders to target shareholders.54 Such acquisitions may occur because the management 
of the bidder is more incentivized to increase the size of the acquirer than its profitability, 
perhaps because their pay packets are tied more to the size than to the profitability of the 
enterprise or because they obtain significant reputational rewards from running bigger 
companies or because the bankruptcy risk of the company is reduced if its operations are 
diversified. Such behavior is perhaps particularly likely where the bidder has a large free 
cash flow and so can easily finance an acquisition, and the management prefers to en
gage in such action rather than return the surplus to the acquirer’s shareholders.55

Acquirer management behavior of this type tends not to be covered in takeover-specific 
rules, probably because expansion of the enterprise can take many forms other than a 
takeover offer. Consequently, this problem is usually addressed through the general cor
porate governance rules applying to the acquirer. Where shareholding in the acquirer is 
concentrated, management aggrandisement is unlikely, but it may be replaced by acts of 
controlling shareholder aggrandisement, which general corporate governance rules may 
find difficult (p. 550) to control.56 Where shareholding is dispersed, sophisticated institu
tional shareholders may have been able to lobby for rules that require acquirer manage
ment explicitly to obtain shareholder consent for large transactions.57 Alternatively, the 
applicable governance rules may make it feasible for shareholders to respond effectively 
to a drop in the price of the acquirer’s shares on the announcement of an inefficient offer 
by the acquirer, for example, by credibly threatening the removal of the management if 
they proceed without informal shareholder approval.
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A variation of this problem is where the offer is initially wealth enhancing, but the offer is 
amended in the course of the takeover process so as to involve overpayment for the 
target’s shares. This is a particular risk where competitive bidding occurs and is some
times referred to as the “winner’s curse,” i.e., bidder management gets carried away with 
enthusiasm for winning the auction without noticing that the price offered is destroying 
the financial foundation of the acquisition. However, the winner’s curse is not to be ex
plained entirely by the dysfunctional psychology of auctions. The initial bidder will have 
incurred substantial sunk costs in identifying the target and launching the offer. Those 
costs are likely to be thrown away if a competitor succeeds, as will be clear to the share
holders. Whether the costs of the acquisition are recoverable within a reasonable time-
frame, by contrast, may not become clear until sometime in the future, so that manage
ment may think it will have an easier time with its shareholders if it pursues the course of 
winning the auction. Much depends on the ability of the market to identify overpayment 
at the time of the offer (and then mark down the price of the acquirer’s shares) and on 
the intensity of the accountability of acquirer management to shareholders under the 
general corporate governance rules.

However, some rules specific to takeovers (or to mergers and acquisitions more general
ly) may help to moderate the winner’s curse. “Break fees,” i.e., payments by the target 
company to the initial offeror if the deal is ultimately completed with an alternative offer
or, may, if substantial, recompense the initial bidder for its search and launch costs, and 
thus reduce the incentive to participate over-actively in an auction. On the other hand, 
such arrangements tend to reduce the incidence of competitive bidding (because the tar
get is worth less in the hands of a subsequent bidder, to the extent of the break fee) but 
equally to increase the probability of the bid being completed. Because the break fee is 
part of an agreement between target management and acquirer, break fee agreements 
tend to be strictly controlled in systems which place the bid decision in the hands of the 
target shareholders, because they reduce shareholder choice, but approached more fa
vorably in systems which allow target management a substantial role in the acceptance 
decision.58

(p. 551) An alternative technique to reduce the incentive to pursue an auction to the bitter 
end, which has less impact on the incidence of auctions, is to facilitate pre-bid acquisition 
of shares of the target by the bidder. These can then be sold into the winning bidder’s of
fer at a substantial profit, if it loses out in the auction.59 Insider dealing rules tend to fa
cilitate such precautionary action by not requiring a prospective bidder to reveal its in
tentions prior to dealing in the market.60 On the other hand, disclosure requirements for 
“large” shareholdings put a cap on the size of the stake a potential acquirer can build up 
before the market becomes aware of its existence and the price of the target’s shares in
creases. Sometimes the disclosure rules are supplemented by rules enabling companies 
to take the initiative to demand information of a suspected investor about its stake in the 
company, if any.61
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More generally, competitive bidding raises the price paid to target shareholders, condi
tional on a bid being made, but the extent to which the prospect of an auction discour
ages the launching of bids in the first place and the impact of reduced bidding activity on 
shareholder wealth is unclear.62

3.2.3.2 Controlling and Non-Controlling Shareholders
A second form of wealth transfer may occur where there is a controlling shareholder in 
the target company. In this case, there may be a transfer of wealth from the non-control
ling shareholders in the target to the controlling shareholder and the shareholders of the 
acquirer. The controller may agree to sell her stake to the acquirer who intends to extract 
pbc—or to extract a higher level of pbc than the existing controller. Since such an acquisi
tion will depress the price of the non-controlling shares, a wealth transfer occurs. In egre
gious cases of post-acquisition behavior by the acquirer (“looting”), liability may be im
posed on the selling controlling shareholder to share her control premium with the non-
controlling shareholders, thus incentivizing the selling controller to do some investigation 
of the acquirer’s intentions.63 More generally, the mandatory bid rule, imposing an obliga
tion (p. 552) on the buyer of the controlling block, may help to reduce the incidence of 
wealth-shifting transfers of control. Assume that the potential acquirer intends to gain 
from the transaction by extracting greater pbc than the seller currently extracts and to 
run the company less efficiently than the current controller. If this acquisition succeeds 
and the non-controlling shareholders remain in the company, they will be much worse off, 
because the post-bid share price of the company will reflect both the higher pbc of the 
new controller and the less efficient operation of the company. However, in order to se
cure the current controller’s acceptance of the offer, the potential acquirer will have to 
pay the existing controller a price which at least reflects that controller’s pbc as well as 
the pre-bid market price of the shares. Given that the acquirer will run the company less 
efficiently, so that its overall value is less post the acquisition than before it, the transac
tion will not occur if the price the existing controller will demand has to be extended to 
all the shareheolders. Without that extension, the acquisition will likely go ahead provid
ed the pbc of the new controller plus the post-bid market price of the acquired shares ex
ceed the existing controller’s reservation price. Unlike in the situation discussed in sec
tion 2, where the MBR potentially blocked efficient sales of control, here it operates to 
block (or reduce the likelihood of) inefficient sales of control.64

3.2.4 Inefficient Sales of Control Resulting from Intended Efficient Control 
Shifts
In this section we consider cases where the parties to the acquisition intend to produce 
an efficient control shift but they end up with an inefficient result. Operating efficiencies 
rather than wealth shifts motivate the acquisition, but the result is not efficient. There are 
two reasons why this may occur. First, the market value of acquirer and bidder compa
nies may fail to reflect their fundamental value. Consequently, efficient companies may be 
undervalued and become takeover targets whilst overvalued acquiring companies may be 
in a position to make offers (especially share offers) which do not reflect their true value. 
Second, whether a particular acquisition pays off is determined only after the acquisition 
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(ex post), whilst those deciding whether to make the acquisition have to decide ex ante, 
normally in the absence of full information about the target. If acquirers are not good at 
distinguishing takeovers likely to be efficient from those likely to be inefficient, then an 
inefficient (p. 553) takeover may result in a high number of cases even if all those involved 
are trying to avoid this result.

The first argument obviously raises very fundamental questions about the utility of stock 
prices, which affects not just takeover regulation, but the whole question of the appropri
ate level of accountability of management to shareholders. The most common argument 
that markets misprice companies is that securities markets take a short-term approach to 
company valuation. Investments that pay off in the short term are more highly valued by 
investors than investments that pay off in the long term, whilst there is no reason to 
equate the societal interest in corporate development with short-term payoffs. This is a 
long-standing debate,65 which is still not close to being resolved. It is clearly a debate of 
relevance mainly to dispersed shareholding companies, since controlling shareholders are 
necessarily there for the long term. It is plausible that a market populated by “specula
tors,” i.e., those interested only in short-term gains, would operate so as inappropriately 
as to discount long-term increases in share value. However, in both the US and the UK, 
the major dispersed shareholding jurisdictions, the biggest section of the market is held 
by institutional shareholders—pension funds, insurance companies, mutual funds—which 
do not have short-term goals. Often their holdings reflect an underlying drive to provide 
income in old age. So it is a puzzle why investors with a long-term investment horizon 
should be thought to be driven by the acquisition of short-term gains.

There are possible explanations for the puzzle, arising out of the relations between the in
stitutional shareholders and their asset managers or the way in which asset owners are 
regulated. These explanations suggest that the market valuation of shares is not in
evitably short termist. Indeed, the current fashion for investor “engagement” in the UK 
and the EU is premised upon the notion that the long-term interests of institutional share
holders and managers in the development of companies would be aligned, if only they 
could concentrate on them.66 The implications of this debate for takeover regulation are 
clear: for those who think the market misvalues companies, especially targets, giving tar
get management a veto over takeover offers is the preferred strategy, because of 
management’s greater information about the company,67 whilst those who think the mar
ket does not misprice are anxious to take advantage of the hostile takeover to reduce 
shareholders’ managerial agency problems.68

(p. 554) The second suggested way in which misvaluation occurs builds on information 
asymmetry. The bidder lacks full information about the target and so may be prone not to 
bid when an acquisition would be efficient or to bid when it would not. One potential le
gal strategy would be to require potential targets to make information available to poten
tial bidders, but, given the opportunistic behavior by competitors which this might engen
der, the decision whether to provide a “data room” is invariably left to target manage
ment, not something required of them. This creates an incentive for bidders proposing 
particularly risky acquisitions—for example, a highly leveraged acquisition by a private 
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equity company—to proceed only via a friendly takeover, which includes some access to 
the target’s books before an offer is made.69 If the proposed acquisition is on a share-ex
change basis, then the risks of an inefficient transfer of control fall in part on target 
shareholders as well. It is unlikely that dispersed target shareholders are better placed 
than the bidder to evaluate the offer, and so this may be an argument in favor of a role for 
target management in deciding whether the acquisition goes ahead, but only where the 
information the target management holds cannot credibly be communicated to target 
shareholders.

4 Some National Systems
Having identified the crucial areas for takeover regulation (section 2) and the (conflict
ing) policy objectives which determine how these areas could be regulated (section 3) we 
now turn in section 4 to analysis of choices made by selected jurisdictions. We will exam
ine the UK, the US (focusing on Delaware for state law), Germany, and Japan, focusing, 
for want of space, mainly on the second principal issue in takeover regulation, i.e., the 
role of target management and the hostile bid. In each case it is important to view 
takeover regulation in the context of the corporate governance system of the jurisdiction 
as a whole. Placing takeover regulation in context will help us to see (1) whether different 
formal systems are functionally equivalent70 and (2) whether even functionally different 
systems are equally efficient because of complementarities.71

4.1 The United Kingdom

We start with the UK, because it is in many ways a straightforward system. The principal, 
but not exclusive, body of rules, is the Takeover Code, which now has a statutory basis.72 

(p. 555) Its central feature is the allocation of the decision on the bid wholly to the share
holders of the target company. Once the board has reason to believe that an offer might 
be imminent, it needs the consent of the shareholders in general meeting to take any ac
tion “which may result in any offer or bona fide possible offer being frustrated or in 
shareholders being denied the opportunity to decide on its merits.”73 This is a strong ef
fects-based rule which reverses the normal allocation of powers between board and man
agement during the bid. Management good faith is not a defense if the action frustrates 
the bid. The rule extends to the initiation of litigation to defend the company’s interests. 
Prior shareholder approval before the bid emerges is not enough to satisfy the rule. In 
short, hostile bids are facilitated. In addition, by imposing minimum periods during which 
the offer must be open, the Code encourages the emergence of competing offers. The 
competitor has an equal information right with the initial (and perhaps preferred) 
bidder74 and break fees and other arrangements designed to reduce shareholder choice 
are normally not allowed.75

Having side-lined target management, the UK Code is unable to rely on that source to 
protect target shareholders and so needs to address directly the issue of coercive offers. 
The Code contains a wide range of rules requiring disclosure of information (by the man
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agement of both target and acquirer), laying down timetables with minimum offer peri
ods, and requiring equal treatment of those who accept early with those who accept late 
in the offer period or outside the offer, even before it was launched, including a mandato
ry bid rule.76 Particularly important is Rule 31.4. This provides that, even after the acquir
er has received the level of acceptances which it requires, the offer must remain open to 
non-accepting shareholders for a further 14 days. Target shareholders who regard the of
fer as inadequate and so do not want to accept it but are even less enamored of becoming 
minority shareholders in a company controlled by the acquirer can thus order their pref
erences by (1) not initially accepting the offer and (2) changing their minds when it be
comes clear that a majority of fellow shareholders have accepted it.77

Finally, the UK Code contains a mandatory bid rule, though it was not initially part of the 
Code. In a dispersed shareholder setting, the MBR does not function so as to block (or 
discourage) sales of control by existing controlling shareholders, whether those sales are 
efficient or inefficient. Its function appears to be to control bidder coercion as against the 
shareholders as a class.78 Without it, the acquirer could carry out a market raid at a high 
price, but not offer for the shares of those who did not respond to the market raid. If this 
is its function, it is not clear that the trigger is set at the right level: in a dispersed con
text, a holding of less than 30% may well be enough to give the holder de facto control of 
the company.79

Overall, the UK Code is target shareholder friendly, in a way that maximizes shareholder 
wealth conditional on a bid being made, rather than by maximizing the number of offers. 
An acquirer who is not in a position to offer for all the shares in the target company at the 
highest (p. 556) price paid for any of them is likely to find the UK rules discouraging. Fur
thermore, the UK rules, whilst sidelining management in relation to defensive measures, 
nevertheless permit target management to negotiate on behalf of target shareholders. 
Partly through the force of their recommendations to shareholders and partly by permit
ting or denying the acquirer access to the target’s books, the management of UK target 
companies can play an active role in the takeover process even though subject to the “no 
frustration” rule. Thus, bid premiums in the UK and the US, which allows target manage
ment a significant role in the takeover decision, are not significantly different.80

There is a convincing political economy cum method-of-rulemaking story to explain the 
orientation of the UK Code. The adoption of the Code in 1968, after a series of fiercely 
contested takeovers when target management freely exercised their powers in attempts 
to block bids, occurred at a time when pension funds and insurance companies had ac
quired commanding share of the UK public market. The institutions’ interest in investee 
companies was primarily financial, unlike that of the controlling families whom they were 
replacing, and so they had an interest in promoting rules likely to generate high-premium 
takeovers. As important, the UK government decided not to legislate on takeover rules 
but to leave that matter to a self-regulatory exercise by a group of financial interests co
ordinated by the Bank of England.81 This gave institutional shareholders more influence 
over the setting of the rules than management or other groups, such as employees, who 
might have been more effective in a standard legislative process.82 The “no frustration” 
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rule was adopted from the beginning and has retained its place despite its adverse im
pact on non-shareholder interests in a number of cases.83 The choice of rules which maxi
mize target shareholder wealth conditional upon a bid being made (rather than to maxi
mize the number of offers) is probably explicable by the desire of the institutions’ repre
sentative bodies (which did the negotiating) to avoid a situation where one institution did 
better out of an acquisition than the others.

The role of the institutions is also crucial in explaining one other mystery about UK 
takeover rules. If the Code is so strong at ruling out post-bid takeover defenses, why does 
this not push management into adopting pre-bid shareholder defenses, such as non-vot
ing or weighted voting shares or voting cap arrangements, all of which general UK corpo
rate law permits and which the Code does not control because the defenses are put in 
place before a bid is imminent? If companies take this step, the ban on post-bid defensive 
measures becomes an irritation rather than a real block on effective defenses.84 Such 
arrangements might be put in place at the point at which the company goes public, thus 
giving investors the option of buying on this basis or not buying at all. Offers of this type 
are common in New York; rare in London. The answer seems to be the strong opposition 
of UK institutions to departures from “one share, one vote.” The opposition of the UK in
stitutions to non-voting (p. 557) shares is legendary and of long standing. The position is 
not that they discount the price of shares which do not carry equal voting rights, but that 
they will not buy them at all.85 Coordination amongst the UK institutions thus extends be
yond lobbying for rules they favor to establishing market practice.86

Finally, the shareholder friendly approach of the Code fits in well with the general orien
tation of UK corporate law, which retains its classical, nineteenth-century position of giv
ing shareholders strong governance rights over management.87 Shareholders by ordinary 
majority vote at any time may remove all or any of the directors from office without cause 
and 5% of the shareholders may convene a meeting, whether the board agrees or not, to 
put such a resolution before the shareholders. As the prehistory of the Code showed, 
however, the governance rights were not enough to dissuade management from the use 
of their powers to block bids.88 Managers may have reasoned that the opportunity to ar
gue things out later with the shareholders was more attractive than certain execution 
now in the hands of the acquirer. In any event, the “no frustration” rule shifts the burden 
of action from shareholders (to remove managers who blocked bids) to management 
(wishing to take defensive action) and moves the decision from the future (when passions 
may have cooled) to the present (when a bid is on the table).

However, David Kershaw has argued that the “no frustration” rule adds nothing to what 
the English common law fiduciary duties of directors would have required—other than, 
one might suggest, a much more effective enforcement mechanism via the Takeover Pan
el.89 This is a very difficult argument to assess, since there was only one English case ap
plying the fiduciary “proper purposes” rule to defensive measures by target management 
before common law decision making was overtaken by the Panel. This was the first-in
stance decision in Hogg v. Cramphorn,90 which did indeed decide that the defensive tac
tics adopted in response to a non-coercive bid without shareholder approval constituted a 
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breach of that rule. How the courts would have further developed the proper purposes 
doctrine in the takeover context is a highly speculative question, especially as the coun
terfactual could take more than one form. In the complete absence of a takeover code it 
seems likely that the English courts would have been forced, as with the courts in 
Delaware and Japan, to use fiduciary duty law to distinguish between “legitimate” and “il
legitimate” offers, rather than to impose a blanket ban on defensive action, as the UK 
Code does, for that would have left target shareholders unprotected against bidder op
portunism. As we shall see below, however, the (p. 558) courts in those two jurisdictions 
draw the line between legitimacy and illegitimacy in rather different ways, so there would 
have been a range of choices for the English courts to make when fashioning a full set of 
takeover rules on the back of fiduciary duties law. In any event, a simple “no frustration” 
rules is unlikely to have resulted. If the counterfactual is the Takeover Code and Panel, as 
they stand, except for the absence of a “no frustration” rule, the English courts would 
have had to puzzle out whether the omission of that rule from an otherwise target-share
holder friendly set of rules represented a deliberate decision to permit defensive mea
sures or whether a “no frustration” rule was implicit in the Code’s structure. In either 
case, there is good reason to think that the institutional shareholders had more success in 
shaping the rules of the Code than they would have had in influencing court decisions, 
where lobbying is not an accepted part of judicial decision making.91

The Takeover Code’s “no frustration” rule thus adds materially to the power of target 
shareholders in takeovers, albeit by way of extension of characteristics already present in 
the UK corporate governance system rather than by way of a novel addition.

4.2 The United States

The US takeover rules are an almost complete contrast with those in the UK, but the 
practical results of their operation seem not to be as different as the contrast at the level 
of the formal rules would suggest. Let us look first at the formal rules.

The Williams Act 196892 contains provisions which inhibit the acquirer to a significant ex
tent from taking advantage of the coordination problems of dispersed shareholders—
though the Act stops short of a mandatory bid rule. The other two major areas of takeover 
regulation (defensive measures, minority protection against controlling shareholders) 
have been left to state law. State legislation, which has been partial rather than compre
hensive, has generally favored defensive measures, sometimes through constituency 
statutes93 and sometimes through more robust measures.94 However, these legislative 
provisions have been superseded in fact by a remarkable piece of private ordering (the 
shareholder rights plan—hereafter the “plan”—or “poison pill”) which has provided target 
management with a high level of input into the takeover decision.95 Where the plan has 
been accepted by the courts, as it has in Delaware and most other states, it has become 
the primary mechanism for forcing acquirers to deal with the management of the target 
company rather than appeal over their heads to the target shareholders in a hostile bid.
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(p. 559) The plan, in its dominant “flip in” version,96 provides for the issue of warrants to 
subscribe for shares at an attractively low price when an investor acquires a proportion 
of the company’s voting rights which is set out in the plan (e.g., 15%). The warrants are 
made available to all shareholders except the one who has crossed the threshold. Where 
the acquirer obtains the shares by purchases in the market or by private treaty with a 
large shareholder, the impact of the plan, if triggered, is to dilute the acquirer’s holding 
(in both voting and financial terms) below the threshold and to do so whenever the 
threshold is crossed. The acquirer might seek to avoid this “show stopper” by making an 
offer for shares conditional upon a high percentage of the target shareholders accepting 
the offer, so that the dilution will apply only to the small percentage of non-accepting 
shares.97 However, if the plan is triggered also by an offer for more than a certain per
centage of the voting shares, the target shareholders will have every incentive to exercise 
their rights and then assent them to the offer, thus destroying the financial basis of the 
acquirer’s offer of so much per share.98 In either case, proceeding is too risky a business 
for the acquirer. No acquirer is known to have launched and succeeded in a bid in the 
face of a plan. Instead, it needs to get the rights removed, which the plan will provide can 
be done by the directors of the target company at low or no cost to the company, thus 
forcing the acquirer to deal with target management as well as target shareholders.

The second crucial feature of the shareholder rights plan is the ease with which it can be 
adopted. Under Delaware law99 the adoption of a plan is within the powers of the board, 
so that no shareholder consent is required.100 Not only is the decision within the unilater
al control of the board, but it can be taken speedily, since only a board resolution is need
ed.101

(p. 560) However, the effectiveness of this piece of private ordering depends crucially on 
the courts’ view of its relationship to the fiduciary duties of directors. The Delaware 
courts easily accepted that for the directors, by adopting a plan, to put themselves in a 
position where they could decide whether or not to block an offer, if one were made, was 
not a breach of fiduciary duty.102 So the question became whether failure to redeem a 
plan in the face of a particular offer, so as to permit the bid to proceed, was a breach of 
fiduciary duty. This decision of the board has always been subject to court review. It was 
relatively easy for the courts to conclude that it was legitimate for the board to stymie a 
bid which was structurally coercive of target shareholders, because the shareholders’ de
cision in that situation could not be regarded as a reliable expression of their wishes.103

Absent coercion, the analogy with the UK approach would indicate that the pill should 
routinely be redeemed. The Delaware courts never adopted this approach. In fact, as time 
went on, although the standard of court review was always formally more exacting than a 
business judgment rule,104 the courts became increasingly deferential to the board’s 
views.105 The board could refuse to redeem if this were necessary to protect their exist
ing business strategy (even though productive efficiencies might indicate a change of 
strategy)106 and, more recently, if the board thought the offer “substantively” coercive 
(apparently meaning that the shareholders might take a lower view of the company’s val
ue than the directors thought appropriate).107 The only serious qualification to the courts’ 
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deference to management was the duty imposed on the board to seek out the highest bid
der for the company if the board had in fact decided to sell the company.108

As might be expected, the very different UK and US rules produced different experiences 
in relation to hostile bids. In both jurisdictions hostile bids are uncommon, but they are 
more common and more likely to succeed in the UK than in the US. Armour and Skeel re
port that “in the United Kingdom, 0.85% of takeovers announced during the period 1990–
2005 were hostile, compared with 0.57% in the United States. Of these hostile bids, 43% 
were successful in the United Kingdom, as opposed to just 24% in the United States.”109

More striking, however, is their assessment that “in the United States, the overall level of 
takeover activity, adjusted for the size of the economy, actually seems slightly higher than 
in the United Kingdom, even during the 1990s.”110 This is surprising because, if the the
sis about (p. 561) managerial hostility to disciplinary and synergistic control shifts is cor
rect, one would expect target management to use the power given to them by the plan to 
reduce substantially the incidence of takeovers.111

There are two broad categories of explanation of this fact. The first is that the plan simply 
diverted acquirers into another method of obtaining control, i.e., a proxy fight to replace 
the directors with the acquirer’s nominees, who would repeal the plan. Given that under 
Delaware law directors can normally be removed by shareholders only at the annual 
meeting through a failure to re-elect (not at any time, as in the UK), even this change of 
procedure would seem to imply some significant costs for the acquirer.112 For most of the 
recent period, however, even this opportunity has not been available, because boards 
were “classified” or “staggered” (only one-third of the board retiring each year), so that a 
proxy victory in two successive general meetings would be necessary to pass control. The 
combination of the plan and the staggered board made this alternative route 
impassable.113

The alternative explanation is that the corporate governance system in the US adapted to 
this grant of power by the plan to target boards by developing mechanisms to influence 
the way in which directors exercise the power. “Just say no” may be an accurate descrip
tion of the formal power held by target directors under the plan, but “just say no” did not 
become an accurate description of how target directors behaved. Two developments in 
US corporate governance, occurring at the same time as the plan became widespread, 
but not necessarily because of the prevalence of the plan, altered the incentives of target 
management directors in a direction more friendly to the interests of target shareholders. 
One development, high-powered share-based remuneration schemes for executive direc
tors and top managers, re-channeled the self-interest of executives in the direction of ac
cepting bids which were wealth-enhancing for target shareholders. Such schemes might 
provide handsome recompense for an executive who lost his job in a control shift, espe
cially if the normal vesting period requirements were waived on the takeover, and gener
ate an incentive for that executive to negotiate the best price for the target shares which 
could be obtained. At the same time the arrival of the independent non-executive director 
as the dominant type of board member (at least in numerical terms) generated pressure 
in the same direction, since the incentives of the non-executives were to be seen to do a 
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good job for target shareholders in order to enhance their reputation and increase the 
likelihood of higher-status non-executive positions in the future. The combined effect of 
these two developments was to change “just say no” into “just say yes, if it is a good 
price.”114

(p. 562) Does this mean that the UK and the US have ended up in the same place (at least 
in relation to Delaware corporations)? There is one potentially important difference. If the 
management of the Delaware target company genuinely believe115 that the value of the 
company in their hands is greater than its value in the hands of the acquirer and they can 
convince another set of corporate insiders (the independent directors) that this is the 
case, but it is difficult for them to convey that argument credibly to outsiders (target 
shareholders), then they have a greater possibility of keeping the target independent in 
the US than in the UK. Under a “shareholders decide” rule, target management runs the 
risk of being misunderstood by the investors or, what is usually the same thing, the mar
ket. Since the most plausible version of the efficient capital market hypothesis (the semi-
strong version) accepts that sometimes there is information available to insiders which is 
not available to the market and a more skeptical view might be that there are periods 
when the market suffers from failures to value companies accurately,116 the Delaware 
arrangement might be thought to have advantages.117

Another potential advantage of the Delaware arrangement is that it relies heavily on pri
vate ordering, i.e., decisions taken at company level rather than by legislatures or other 
general rulemakers. The plan, the staggered board and the incentive remuneration sys
tem are all examples of private ordering; only the independent director requirements re
sult from regulation. Enriques, Gilson, and Pacces118 have argued that, in general, firm-
level decision making on the role of management in the takeover is to be preferred. 
Whether protection of the existing strategy of the company or exposing target board man
agement to the risk of removal if they perform badly will better promote the wealth of tar
get shareholders depends heavily upon the circumstances of each company and, within a 
company, may vary from time to time.119 A mandatory exclusion, as under the UK Code, 
prevents shareholders from committing themselves not to assent to a takeover offer for a 
period of time, as the newly fashionable policy of engagement might be thought to re
quire from time to time.120 However, the Delaware arrangements do not fully measure up 
to the default model proposed by these authors. They propose that the default should be 
that shareholders decide, both because on average shareholder decision making is more 
likely to be wealth-enhancing than (p. 563) board decision making, and because a share
holder default means that it can be altered only with shareholders’ consent. It is the 
management’s burden to persuade the shareholders to alter the default rather than the 
other way around. This is likely to be the better arrangement because the burden of per
suasion is more easily discharged by management than dispersed shareholders.121 On 
this view, the shareholder rights plan places the burden of action the wrong way around.
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4.3 Germany

The formal rules in Germany look very much like the US ones where there is a plan in 
place, except that the rules result from legislation rather than private ordering. Under 
the relevant statute, the management board may take defensive measures provided the 
supervisory board approves, subject to their fiduciary duties and their obtaining share
holder approval where the measure is one which, if taken outside a takeover bid, would 
require shareholder approval.122 Scrutiny by reference to directors’ duties is likely to be 
light, as in Delaware, but in this case for the reason that German company law does not 
equate corporate value with shareholder value. The board is free, even obliged, routinely 
to consider a range of “stakeholder” interests, so that the fact that the directors’ decision 
does not and is not intended to maximize shareholder wealth does not of itself render that 
decision suspect.

More constraining are likely to be the rules on shareholder consent, which are in general 
imposed more widely in European corporate systems than in Delaware.123 These are like
ly to make the adoption of a German rights plan difficult without shareholder consent, but 
that may do no more than push the German management in the direction of other defen
sive measures, such as the conditional sale of assets whose acquisition is important to the 
acquirer.124 Furthermore, the German system has not developed the two adaptive devices

(p. 564) which have proved important in Delaware. High-powered share-based remunera
tion systems have not taken hold in Germany and, after the financial crisis, legislative re
forms have pushed in the opposite direction.125 “Golden parachutes” are far from exclud
ed but the equity interest of German management board members in their company is 
likely to be substantially less than in a comparable Delaware company. In addition, Ger
man rulemakers have been lukewarm about requirements for independent directors on 
supervisory boards, probably because of the presence of employee representatives on the 
supervisory boards of large companies.126 The German corporate governance code goes 
no further than to state that “The Supervisory Board shall include what it considers an 
adequate number of independent members.”127 So there may be few independent direc
tors pushing for consideration of the acquirer’s case, whilst the employee representatives 
on the supervisory are likely to tilt the board against takeovers, at least where adverse 
short-term consequences for the employees are likely to follow.

It is thus reasonable to conclude that German management boards are not under the 
same incentives as directors of Delaware companies to use their defensive powers in the 
interests of target shareholders.128 However, traditionally this has been an unimportant 
question in (p. 565) Germany, given the shareholding structure of German companies. In 
the past that structure has been highly concentrated. In the 1990s the average size of the 
largest shareholding in a German public company was 57%.129 The historically very small 
number of hostile takeovers in Germany needs no other explanation: a hostile bid is point
less if management is likely to have been pursuing the policies preferred by the control
ling shareholder and if the management are not likely to be willing to take defensive 
steps which the controlling shareholder opposes.
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A precondition for the issue of defensive measures to move center-stage in Germany is 
some deconcentration of the shareholding structure of German companies. Mannesman, 
unusually, had such a structure, which facilitated its takeover by the UK company Voda
fone in 2000. This event alerted the German government and management and employee 
interest groups to the salience of the issue. It led the German government to oppose, suc
cessfully, the adoption of a mandatory “no frustration” rule at EU level and to enact the 
domestic legislation putting into the hands of the supervisory board the approval of de
fensive measures. Ringe has provided recent evidence of a more general de-concentra
tion of shareholdings in German companies.130 Issues relating to the scope of manage
ment board freedom to block hostile bids, to their incentives to do so, and to the incen
tives of the supervisory board to sanction such measures are thus likely to become more 
important in the future.

However, it would be wrong to read in a straight line from deconcentration to the accep
tance of a higher level of hostile takeovers. Employee representatives on the board might 
still play an important role in discouraging takeovers. More importantly, if it is the case 
that the German system of coordination lowers the cost of labor contracting more than it 
raises the cost of equity finance,131 it would not be in the societal interest routinely to 
promote hostile bids, even if shareholders were willing to accept the offers made.

4.4 Japan

In relation to takeovers Japan has many similarities to Germany, that is, the issue of the 
hostile takeover (and thus of defensive measures) has not been a live one until recently, 
because other elements of the corporate governance system had made takeovers unfeasi
ble and perhaps unnecessary. However, changes in the surrounding governance environ
ment appear to have gone further than in Germany and to have opened up a lively debate 
about the appropriate role for takeovers in general, and hostile bids in particular. That 
debate, in which courts, government, and the Tokyo stock exchange have all participated, 
has not produced a clear resolution of the issues and the rules, still inchoate, chart an un
certain course between the contractual and corporate models. Japan, like Germany, can 
be viewed as a coordinated market economy, so that the question of whether facilitating 
hostile bids would increase the productive efficiency of Japanese companies raises a wide 
range of difficult questions.

(p. 566) Although the US occupying power after the Second World War sought to impose a 
highly deconcentrated shareholding structure in place of the family control which had 
prevailed pre-war, what resulted by the mid-1960s was not retail ownership of large 
Japanese companies but ownership by other corporations, insurance companies, and 
banks, in an elaborate pattern of cross-holdings with a “main bank” at the center. This 
made hostile takeovers difficult or even impossible to mount so long as the system of 
cross-holdings remained solid—though it is doubtful whether takeover protection was the 
primary driver of this development.132 In fact, not only takeovers but external governance 
mechanisms in general were weak at this time. What developed instead was a system of 
internal governance, dominated by the interests of the employees. For core employees as 
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a whole this development was symbolized by the emergence of lifetime employment con
tracts. For management, the system rewarded long and loyal service in an additional way. 
Top management was invariably appointed from the managers who had worked their way 
up through the company, and the chances of moving from a management position in one 
company to another in mid-career were limited. The board was an executive, not a moni
toring, board. Having reached the top, the leading executives secured the loyalty of sub
ordinate management by maximizing their opportunities for promotion within the compa
ny. This system has been called the “company community.”133

The incentives generated by this arrangement were to increase steadily the size of Japan
ese public companies, but not necessarily their profitability. During the good times, which 
lasted until the 1990s, this tension was not normally apparent, for the success of Japan
ese public companies in global markets normally provided a satisfactory return to exter
nal investors, despite their limited governance powers. In those cases where there were 
idiosyncratic failings which internal management did not address, the main bank would 
intervene as a matter of last resort. From the 1990s onwards, three factors put this setup 
under pressure. The Japanese economy ground to a halt in the “lost decade”; given the 
opportunities provided by globalization Japanese banks became less willing to tie up capi
tal in patient cross-holdings when that capital could be more profitably used in support of 
investment banking; and with the removal of restrictions on capital flows, foreign in
vestors appeared on the Tokyo market in substantial quantities and with different expec
tations of external governance rights.134

Given these changes, attempts to revive and expand external governance mechanisms ap
peared in practice and moved center-stage in policy discussions. As for hostile takeovers, 
in the absence of a Japanese Takeover Code and Panel, disputes were handled by the ordi
nary courts on the basis of general corporate law, notably a “proper purpose” doctrine 
not dissimilar to the UK concept. As befits a coordinated market economy, however, an 
important role was also played by government guidelines, issue by the Ministry of Econo
my, Trade and Industry (METI), to which the courts paid attention, whilst the Tokyo Stock 
Exchange (p. 567) sought to hold a balance between investors and issuers. As suggested, 
these only partially coordinated developments have not (yet) crystallized into a coherent 
set of rules.

The leading court decisions are consistent with a contractual approach. In the Livedoor 
case135 the High Court disallowed defensive measures the shareholders had not ap
proved, applying the proper purposes standard.136 In Bulldog Sauce137 the Supreme 
Court allowed discriminatory defensive measures which had been approved by the share
holders.138 However, it would be wrong to interpret the Japanese rules as a simple 
“shareholders decide” approach. The METI guidelines of 2005 suggested that the mainte
nance of “corporate value” is the appropriate object of takeover defenses and “corporate 
value” is a concept not to be equated with shareholder value—although those guidelines 
suggested that the “reasonable will” of the shareholders was also an important element. 
The court decisions recognize that the proper purposes doctrine allows defensive mea
sures without shareholder approval against “abusive” takeovers (undefined). The 
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Supreme Court in Bulldog Sauce seemed to attach less importance to shareholder ap
proval of the measures than to its characterization of the takeover as abusive, apparently 
on the grounds that the bidder, a US activist hedge fund, had no clear plans for increas
ing the target’s corporate value. To underline this point the study group, whose report 
had lain behind the METI guidelines, issued another report in 2008 pointing out that 
shareholder approval was not the sole criterion for legitimacy (whilst also saying that de
fensive measures should not be used to entrench incumbent management).139 The TSE 
has played a moderating role, largely in the interests of investors. Whilst the METI guide
lines state that rights plans are potentially legitimate, they also suggest that these should 
not normally discriminate among shareholders of the same class and should be subject to 
removal by shareholder vote. The TSE, however, used its power over listing conditions to 
encourage the adoption instead of what is in effect a board procedure for assessing the 
implications for corporate value of an acquirer of, for example, 20% of the voting rights, 
on the basis of which assessment rights might be issued.140

How these competing perspectives will be resolved will depend, it is suggested, on the 
more general evolution of corporate governance in Japan. The recent developments noted 
above indicate a greater role for external governance in Japan than in the latter part of 
the twentieth century. However, the role of the hostile takeover in that context is far from 
obvious. The hostile takeover carries potentially high costs in terms of undermining the 
internal governance system which constitutes a major “path dependency” in that country. 
In other words, policy makers would have to be convinced, before they introduced a 
strong (p. 568) system of external governance, that the switching costs from a predomi
nantly internal to predominantly external form of governance would be less than the ben
efits to be obtained. They would also need to overcome the likely opposition from incum
bents who would lose out from the switch (essentially the management of public compa
nies). Thoughtful analysis by Japanese scholars tends toward the view that greater en
gagement (Japanese-style) between newly significant institutional shareholders and cor
porate management is the most likely development. In that context, hostile takeovers 
might come to play only a modest role.141

5 Conclusions
From the 1960s onwards takeovers have served up to interested spectators a never-end
ing, if somewhat episodic, spectacle combining drama and technical innovation of the 
highest order by clever lawyers and bankers, at least in the United States and United 
Kingdom. Consequently, there has been a tendency to analyze takeovers as an isolated 
phenomenon, which the contractual structure of the takeover offer somewhat encour
ages. However, the complex policy issues underlying the setting of the detailed rules on 
takeovers can be resolved only in the context of an analysis of the central features of the 
broader corporate governance arrangements in a particular jurisdiction. One obviously 
relevant feature is the level of shareholder concentration in a particular jurisdiction or 
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company, though, as we noted in section 2.2, this does not mean that takeovers are rele
vant only in jurisdictions with highly dispersed patterns of shareholding.

More important, and more difficult to handle, is the relationship between takeover regu
lation and features of the governance system which are less easy to quantify. One can 
look at this relationship relatively narrowly, that is, as concerning only the interaction of 
the board/top management and the shareholders. It is trite to remark that in all jurisdic
tions board rules set both board authority and board accountability and that jurisdictions 
vary in the balance which is struck between these two desirable characteristics. 
Takeovers are a potentially powerful tool for encouraging accountability and so their fa
cilitation sits more naturally in jurisdictions where accountability is highly regarded and 
the standard governance mechanisms for providing accountability may not function at 
low cost. The UK, with its dispersed shareholdings, is the exemplar here. In jurisdictions 
where the balance between authority and accountability has been struck traditionally 
more in favor of authority, some skepticism about the complete exclusion of management 
from the takeover decision is likely to be found, as in Delaware law. Delaware law also 
shows, however, the ability of the market (albeit at some cost) to “contract around” the 
initial allocation of decision-making power to (p. 569) the board by adapting other features 
of the governance system (in this case, remuneration and board composition practices) so 
as to shape management’s exercise of that power.

More broadly, takeovers can be looked at in the context of the governance system for 
providers of other inputs into the company, especially the employees. Systems that use 
mechanisms of corporate governance to regulate the process whereby a company con
tracts for labor as well as for equity capital are likely to find the unfettered takeover dis
ruptive of those arrangements. This may lead, as in Germany, to an attempt to insert man
agement firmly into the decision-making process on the takeover or, as in Japan, to uncer
tainty as to how takeovers should be regulated.

Finally, analysis should not be static. In all systems some movement toward alternative 
approaches is usually within contemplation, awaiting only the right set of events to trig
ger change. Japan shows this dynamic most openly. However, share deconcentration in 
Germany, the emphasis on engagement by shareholders in the UK, and the growing pow
er of institutional shareholders in the US may have an impact on takeover regulation in 
those countries in the future. It is not inconceivable that UK institutions might want to be 
able to opt out of the “no frustration” rule in order to “engage” with shareholders, that 
US institutions might become powerful enough to block the routine adoption of plans, or 
that German institutions might want greater input into takeover defenses. Even with the 
growth of “activist” hedge funds,142 which have stolen some of the governance thunder of 
hostile takeovers, takeover regulation looks likely to continue to be in a state of “becom
ing” rather than of having “arrived” at some final destination point.
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Notes:

(1) Senior Research Fellow, Harris Manchester College and Allen & Overy Professor of 
Corporate Law Emeritus, Oxford University, and ECGI.

(2) The UK term also suggests that, in contractual terminology, the acquirer’s communica
tion to the shareholders is an offer to contract rather than an invitation to treat, which 
may or may not be the case. In this chapter the acquirer’s communication to the target 
shareholders will be referred to as an “offer” even if contractually it is the target share
holders who offer their shares for purchase by the acquirer.

(3) The term takeover is often used in a wider sense, i.e. whenever the shareholders of 
one company end up with a dominant interest in the combined entity, even if the combina
tion is brought about, not by an offer to acquire shares (a “takeover” in my terminology), 
but via a statutory merger procedure.

(4) In close companies there may be restrictions imposed via the company’s internal rules 
on the free transfer of shares, but such restrictions are rare for public companies and 
generally prohibited by stock exchange rules if the shares are publicly traded.

(5) These percentages may be expressed as percentages of the total voting rights in the 
company (thus including voting rights held by the acquirer before the offer is launched) 
or as percentages of the voting rights offered for.

(6) See generally L.A. Bebchuk, “Toward Undistorted Choice and Equal Treatment in Cor
porate Takeovers”, 98 Harv. L. Rev. 1695 (1985).

(7) Typically a freestanding squeeze out right, tied to the takeover is made available, as in 
the European Union (Directive 2004/25/EC, Art. 15 - hereinafter “Takeover Directive”). In 
jurisdictions without comprehensive takeover codes, the merger rules may be adapted to 
this end. For example, Delaware dispenses with the need for target shareholder approval 
of the merger if the acquiring company already holds 90% of each outstanding class of 
stock (Delaware General Corporation Law (DGCL) § 253).

(8) The UK Listing Rules (5.2.11A) permit de-listing of the target (normally a potent threat 
in the light of the loss of liquidity) following a takeover bid by a previously non-control
ling acquirer provided the acquirer ends up with at least 75% of the voting rights of the 
class to be de-listed and the de-listing proposal was part of the offer. Similarly DGCL § 
251(h) dispenses with the need for target shareholder approval (see previous note) if the 
normally required level of approval has been acquired in a tender offer – but this relax
ation is not available after a hostile takeover.

(9) Sandford Grossman & Oliver Hart, “Takeover Bids, the Free Rider Problem and the 
Theory of the Corporation”, 11 Bell J. Econ. 42 (1980).

(10) Indeed, where the acquisition is supported by target management, the question of 
whether transfer of control takes place via a takeover or a statutory merger procedure 
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becomes a second-order question, which revolves around questions such as, which is 
more tax efficient, which is more likely to give the acquirer the level of control it seeks, 
which offers the fewest opportunities for a competing acquirer to emerge? See J. Payne, 
The Use of Schemes of Arrangement to Effect Takeovers: A Comparative Analysis, Oxford 
Legal Studies Research Paper No. 51/2014.

(11) Reinier Kraakman et al., Anatomy of Corporate Law ch. 7 (3rd ed. 2017).

(12) “Hostile,” that is, to the incumbent management, not to the target shareholders. See 
note 15 on the difficulty of classifying bids as “friendly” or “hostile.”

(13) This will be true even of “independent” directors.

(14) A substantial number of takeovers are initiated by the target company.

(15) The available commercial data on hostile bids is notoriously difficult to interpret in re
lation to the issues discussed in this chapter. Typically, a bid is classified as hostile only if 
it remained opposed by management throughout the offer period. Along one dimension 
this approach can be supported: a bid that is initially opposed but later accepted by man
agement may indicate management negotiating with the bidder on behalf of shareholders 
rather than management acting in a self-interested way. But a bid that is always 
“friendly” (or becomes so) may simply reflect a regulatory structure that makes manager
ial opposition fruitless, so that the hostile bid data underestimate the impact of the 
takeover rules. With some exaggeration, one might say that, where regulation outlaws de
fensive measures by management, hostile bids will not show up because management will 
not oppose the acquirer on grounds of futility, whilst, where regulation permits defensive 
measures, hostile bids will not show up because acquirers will not launch them!

(16) Pepper C. Culpepper, Quiet Politics and Business Power 34–35 (2011).

(17) The argument in this paragraph is not that hostile bids will inevitably emerge at some 
particular level of dispersal of shareholding. Clearly, existing controlling shareholders or 
the state may block the development of takeover regulation that facilitates hostile bids. 
The argument is rather that the question of how takeover regulation is structured be
comes a salient question long before a high level of dispersal is achieved. For an analysis 
of the factors that might affect the evolution of takeover laws in developing countries see 

John Armour, Jack B. Jacobs, & Curtis J. Milhaupt, “The Evolution of Hostile Takeover 
Regimes in Developed and Emerging Markets: An Analytical Framework”, 52 Harv. Int’l. 
L. J. 219, Part IV (2011).

(18) The non-controlling shareholders may have some leverage if the acquirer needs to ob
tain a very high level of acceptances, for example, in order to squeeze out the non-accept
ing shareholders to obtain 100% control of the company. This is a common objective of 
private equity bidders.
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(19) However, the sale would not normally require the consent of the minority sharehold
ers (except possibly in a related party transaction). By analogy, takeover regulation does 
not contemplate making the control shift conditional on the consent of the non-controlling 
shareholders.

(20) Anatomy, supra note 11, ch 1.5.

(21) M. Jensen & R. Ruback, “The Market for Corporate Control: the Scientific Evidence”, 
11 J. Fin. Econ. 5 (1983)—gains of about 30% at the time of the announcement of the 
takeover.

(22) B. Espen Eckbo, “Takeovers and Economic Efficiency”, 6 Annual Review of Financial 
Economics 51 (2014).

(23) A point of importance to shareholders who have holdings in both acquirer and target, 
a position many institutional shareholders will find themselves in. However, the more pes
simistic evidence does raise the question of why acquirers launch takeovers, a question 
we address below.

(24) Roberta Romano, “A Guide to Takeovers: Theory, Evidence and Regulation”, 9 Yale J. 
Reg. 119 (1992).

(25) As we noted in section 2, concentrated shareholders are well placed to change under
performing management through the exercise of their governance rights.

(26) Julian Franks & Colin Mayer, “Hostile Takeovers and the Correction of Managerial 
Failure”, 40 J. Fin. Econ. 163 (1996), but cf. Randall Morck, Andrei Shleifer, & Robert 
Vishny, Characteristics of Targets of Hostile and Friendly Takeovers, in Corporate 
Takeovers: Causes and Consequences (A. Auerbach ed., 1988).

(27) Eckbo, supra note 22, § 2.1.

(28) Franks & Mayer (supra note 26) found that 90% of the directors of the targets they 
studied were no longer with the company two years after the acquisition. (In interpreting 
this statistic it should be remembered that a UK board (at least then) would typically have 
a higher percentage of executives on it, at least half, than a US board. So top managers 
departed, not just independent directors.)

(29) On activist investors see Ronald Gilson & Jeffrey Gordon, “The Agency Costs of 
Agency Capitalism: Activist Investors and the Revaluation of Governance Rights”, 113 
Colum. L. Rev. 863 (2013) and Mike Burkart & Samuel Lee, “Signaling to Dispersed 
Shareholders and Corporate Control”, 82 Rev. Econ. Stud. 922 (2015). In a cash bid the 
target shareholders are being offered the discounted present cash value of the alterna
tive strategy (or some proportion of that value); in a share-exchange offer there is the op
portunity to benefit from the implementation of that strategy.
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(30) Where the pbc arise out of actual management of the company, the controller may be 
unwilling to relinquish that managerial role, even if she is making a poor job of it. Conse
quently, the availability of a hostile takeover may be an important disciplinary tool in such 
cases. However, as performance declines, the controller will suffer financially, and this is 
likely to generate a change of mind on the value of a management renewal, especially if 
there is a controlling group (e.g., a family) only some of whom are involved in the man
agement of the company.

(31) Art. 5. The definition of control is left to the Member States. Most have adopted a 
“bright-line” rule, i.e. a fixed percentage of the voting rights and fixed that percentage 
around 30%. This is arguably too high to catch all cases of de facto control: L. Enriques & 
M. Gatti, “Creeping Acquisitions in Europe: Enabling Companies to be Better Safe than 
Sorry”, 15 J. Corp. L. Stud. 55 (2015).

(32) If the bidder is able to acquire a block of shares just below the threshold which trig
gers the mandatory bid and to do so in secret (perhaps through equity swaps), it might 
then wait out the reference period (6 to 12 months) before making a public offer at signif
icantly below the highest price paid for the block. Or it might make a “low ball” offer, 
enough to get it over the threshold, but not much more. Going over the threshold in a vol
untary offer does not trigger a mandatory bid. See Klaus J. Hopt, “European Takeover Re
form of 2012/2013 – Time to Re-Examine the Mandatory Bid”, 15 Eur. Bus. Org. L. Rev. 
143 at 3.2.3.

(33) We leave on one side the situation where the gains are partly from operating efficien
cies and partly from a wealth transfer.

(34) A. Pietrancosta, “The Latest Reform of French Takeover Law: The ‘Florange Act’ of 
March 29, 2014”, 42 Revue Trimestrielle de Droit Financier 3 (2014).

(35) The incentive for US companies to do “tax inversion” deals by acquiring foreign tar
gets was reduced in 2014 through rulemaking by the US Treasury: AstraZeneca Aims to 
Ward Off Pfizer by Highlighting “Tax Inversion Risks,” Fin. Times, Nov. 6, 2014.

(36) William Bratton, “Bond Covenants and Creditor Protection: Economics and Law, Theo
ry and Practice, Substance and Process”, 7 Eur. Bus. Org. L. Rev. 39, at § 3.3 (2006).

(37) Takeover Directive, Arts. 6.1, 8.2 and 8.5.

(38) Some sort of works council is now mandatory in the EU in all but the smallest enter
prises or establishments where the employees wish to establish one. See Directive 
2002/14/EC. The composition of the works council varies from country to country, but es
sentially it is a body representative of all the employees in the workplace whose powers 
are defined by statute. It thus contrasts with firm-level collective bargaining where, for
mally at least, only union members are represented in the bargaining and the scope of the 
bargaining is more influenced by agreement between employer and union. The powers of 
the works council also vary: they are noticeably strong in Germany and the Netherlands, 
but weak in, for example, the UK, where the firm-level representation space has been oc
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cupied by trade unions. France is an intermediate case where union and works-council-
based systems to some degree compete at workplace level.

(39) Pietrancosta, supra note 34, 45–46.

(40) The Takeover Code (UK), rule 19.1, n.3. The acquirer is committed to statements of 
intention made during a bid for 12 months post-bid or for the period mentioned in the 
statement “unless there has been a material change of circumstances.” Enforcement is by 
the Panel, though it is unclear what steps it might be prepared to take. Rule 24.2 requires 
the acquirer to state what implications, if any, the acquisition has for employment or the 
employees’ pension scheme. The commitment rules arose out of the acquisition of Cad
bury plc. by Kraft Inc., in the course of which the bidder unwisely committed itself to 
keeping open a plant the incumbent management had decided to close, only to discover 
upon acquisition that the previous management had good reasons for its decision.

(41) See for asset transfers Directive 2001/23/EC; for dismissals on economic grounds 
generally Directive 98/59/EC; and for changes proposed by incumbent management 
which are likely to lead to “substantial changes in work organisation or in contractual re
lations” Directive 2002/14/EC.

(42) For example, if the government is responsive to the interests of organized labor and 
has the formal power to make life difficult for the acquirer—perhaps because the pro
posed acquisition is by a foreign company in a sensitive part of the economy—the employ
ees’ views may weigh heavily with the acquirer when deciding whether to bid and how to 
formulate its plans for the target.

(43) A litigation challenge to the directors’ decision will be more difficult to mount if the 
statute requires the directors to consider the interests of multiple groups but leaves the 
balance to be struck to the incumbent board than if their obligation is to consider the in
terests of only a single group.

(44) See supra note 38.

(45) For example, where the former management had allowed parts of the business to be
come over-manned or had failed to address the lack of competitiveness of that business.

(46) A. Schleifer and L. Summers, Breach of Trust in Hostile Takeovers in Corporate 
Takeovers: Causes and Consequences 33 (A. Auerbach ed., 1988).

(47) That is, not observable by third parties, including courts.

(48) Romano, supra note 24, 15–19.

(49) The seminal work was Varieties of Capitalism (P. Hall and D. Soskice eds., 2001).

(50) Paul Davies, Efficiency Arguments for the Collective Representation of Workers, in 
The Autonomy of Labour Law ch 15, § 5 (A. Bogg, C. Costello, A. Davies & J. Prassl eds., 
2015)—also available at http://ssrn.com/abstract=2498221.
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(51) In Germany, half the seats on the supervisory board in companies with 2,000 plus em
ployees are allocated to worker representatives and one-third in companies below this 
number (except in the coal and iron and steel industries where specially strong arrange
ments apply).

(52) P.A. Hall and D.W. Gingerich, “Varieties of Capitalism and Institutional Complementar
ities in the Political Economy: An Empirical Analysis”, 39 British Journal of Political 
Science 449 (2009).

(53) Paul Davies, supra note 50.

(54) This is clear if the acquisition is wholly for cash; but even where it is wholly for 
shares, the target shareholders gain a disproportionately large share of the combined en
terprise.

(55) Michael Jensen, “A Free Cash Flow Theory of Takeovers”, 76 Am. Econ. Rev. 323 
(1986).

(56) Here approval by the shareholders as a class is not likely to be effective and “majority 
of the minority” approval is difficult to justify since there will normally be a plausible 
commercial explanation for the acquisition.

(57) As in the UK. See Financial Conduct Authority, Listing Rules, § 10. This requirement 
was one of the factors that led to the failure of Barclays plc. to put forward a takeover 
proposal for Lehman Brothers over the weekend of September 12–15, 2008: the size of 
the financial guarantees of Lehman Brothers’ obligations, which the US authorities insist
ed Barclays should provide, made shareholder approval necessary. See Financial Services 
Authority, Statement, 20 January 2010 (available at fsa.gov.uk/pubs/other/lehman.pdf).

(58) See J.C. Coates, IV, “M&A Break Fees: U.S. Litigation vs. U.K. Regulation”, in Regula
tion versus Litigation ch 9 (Daniel P. Kessler ed., 2011). The UK Rules are now tighter 
than when this article was written, since break fees (previously limited to 1% of the deal 
value) are now entirely prohibited except in limited cases; for example, with a competing 
bidder where the initial offer was not recommended (Takeover Code UK, rule 21.2). 
Coates found that bids in the UK were twice as likely to face a competitor than bids in the 
US, which also affected completion rates, because, in both countries, bids without compe
tition were completed in 90% of instances but, with competition, in only 60% of instances 
(§ III.B).

(59) “Toe-hold” bidding is associated with lower winning premiums and a higher probabili
ty of winning: S. Betton and B. Eckbo, “Toeholds, Bid Jumps, and Expected Payoff in 
Takeovers”, 13 Rev. Fin. Stud. 841 (2000).

(60) The latest version of the EU rules on insider trading is, however, ambiguous on this 
matter. See Art. 9.4 of Regulation (EU) No 596/2014.This contains an exemption for in
side information obtained in the course of a public takeover where that information is 
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used to effect the acquisition but it is also stated that “This paragraph shall not apply to 
stake-building.”

(61) The UK has a low disclosure threshold (3% of the voting rights in the company), dis
closure within two trading days (not including the day of acquisition), with economic in
terests under equity swaps counting toward the threshold: Financial Conduct Authority, 
Disclosure and Transparency Rules § 5. In addition, there is a company-initiated interro
gation scheme (Companies Act 2006, Part 22), which can lead to the disenfranchisement 
of shares whose beneficial ownership is not disclosed to the company.

(62) What is clear is that the UK regulation opts for maximizing shareholder wealth condi
tional on a bid rather than maximizing the number of bids. The ban on break fees, strict 
disclosure rules, the presence of a mandatory bid rule and the associated restriction on 
partial bids, other strict equal treatment rules, and the minimum time periods for bids to 
be open are all conducive to the emergence of a competing bid.

(63) This is the approach to the problem favored by US law, which in general applies a 
“market rule” to sales of control, i.e. the seller is entitled to whatever she can get for the 
controlling shares, but not in the case of looting and analogous situations (R.C. Clark, 
Corporate Law 478–498 (1986).) Neither federal law nor most US states have an MBR, 
but in Delaware an acquirer who wishes to move, by means of a merger, to 100% owner
ship after obtaining a controlling stake in the target will find that fiduciary duty law ap
plies particularly strongly to ensure that the non-controlling shareholders receive a fair 
price. See Kahn v. M & F Worldwide Corp (88 A.3d 635 (Del. 2014)).

(64) Assume there are 100 shares outstanding, of which existing controller holds half, and 
the company pre-bid is worth 110, of which the controller extracts 10 by way of pbc, so 
that the shares are each worth 1. Existing controller’s reservation price for the control 
block is 60 (50 +10). New controller proposes to extract pbc of 40 and to run the compa
ny so that its overall value falls to 90. Post-bid shares will be worth 0.5 each. New con
troller can afford to pay 60 for control block (i.e., 1.2 per share) because that block will 
be worth 65 to it (25 + 40). To pay that price for all the shares, however, means paying 
120 for a company worth 90. L. Bebchuk, “Efficient and Inefficient Sales of Corporate 
Control”, 109 Q. J. Econ. 957 (1994); E.-P. Schuster, “The Mandatory Bid Rule: Efficient, 
After All?”, 76 Mod. L. Rev. 529 (2013), arguing that MBR is an efficient rule because it 
places bidders competing to acquire a controlling stake in a company in the same posi
tion.

(65) For an early discussion see Paul Marsh, Short-Termism on Trial (1990); for early skep
ticism see Robert Shiller, Fashions, Fads and Bubbles in Financial Markets, in Knights, 
Raiders and Targets ch. 3 (J. Coffee, L. Lowenstein, & S. Rose-Ackerman eds., 1988); for a 
discussion of market prices in the financial crisis and their implications for corporate gov
ernance, see E. Fox, M. Fox, & R. Gilson, “Economic Crisis and Share Price Unpredictabil
ity: Reasons and Implications”, ECGI Working Paper in Law, 243/2014; and for the status 
of the Efficient Capital Market Hypothesis after the crisis, see R. Kraakman and R. Gilson, 
“Market Efficiency after the Financial Crisis: It’s Still a Matter of Information Costs”, 100 
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Va. L. Rev. 313 (2014). The empirical evidence does not support the view that acquirers 
routinely failed to engage in innovation or R&D expenditures: Eckbo, supra note 22, § 3.

(66) The Kay Review of UK Equity Markets and Long-Term Decision Making, Final Report 
(2012, URN 12/917), stressing the absence of trust; along the same lines Colin Mayer, 
Firm Commitment (2013).

(67) M. Lipton, “Takeover Bids in the Target’s Boardroom”, 35 Bus. L. 101 (1979–1980)
and “Twenty-Five Years After ‘Takeover Bids in the Target’s Boardroom’: Old Battles, New 
Attacks and the Continuing War”, 60 Bus. L. 1369 (2005). Lipton, famously, invented the 
“poison pill” discussed below in § 3.

(68) L. Bebchuk, “The Myth that Insulating Boards Serves Long-Term Value”, 113 Colum. 
L. Rev. 1637 (2013).

(69) With the risk for the target that no offer may in fact emerge, leading the market to 
downgrade the former target’s share price, on the assumption that the potential bidder 
discovered some adverse facts the market does not yet know.

(70) R. Gilson, “Globalizing Corporate Governance: Convergence of Form or Function”, 49 
Am. J. Comp. Law 329 (2001).

(71) That is, the notion that a feature of a country’s corporate governance system is more 
efficient because of its coexistence with another feature of that system than it would be 
on its own. Indeed, on its own that feature might be a second-best choice, but its func
tioning together with the other feature makes it first best.

(72) Under Part 28 of the Companies Act 2006. The Takeover Code is still made and en
forced by practitioner-panels operating in real time (www.thetakeoverpanel.org.uk).

(73) Rule 21.

(74) Rule 20.2.

(75) Rule 21.2. See supra note 58.

(76) P. Davies, The Nature of Equality in European Takeover Regulation, in Takeovers in 
English and German Law ch. 2 (J. Payne ed., 2002).

(77) See Bebchuk, supra note 6.

(78) On similar grounds partial bids are not normally permitted (rule 36) and offers which 
result in the acquirer holding less than 50% of the voting rights are ineffective, i.e. bidder 
does not acquire the shares assented to the offer (rule 10).

(79) Enriques & Gatti, supra note 31.

(80) Coates, supra note 58 at Table 1: the mean was about 30% in both countries.



Control Shifts via Share Acquisition Contracts with Shareholders 
(Takeovers)

Page 40 of 46

(81) Although it is no longer the case that the Panel is a self-regulatory body (see above) 
its rules and working practices still strongly reflect this origin.

(82) See J. Armour & D. Skeel, “Who Writes the Rules for Hostile Takeovers, and Why? The 
Peculiar Divergence of US and UK Takeover Regulation”, 95 Geo. L. J. 1727 (2007).

(83) Most recently in the takeover of Cadbury plc. by Kraft Foods Inc. in 2010. The Panel 
engaged in a preemptive review of the Code, which, however, left the “no frustration” 
rule intact. See Panel Consultation Paper 2010/2.

(84) On these grounds Arlen and Talley argue against a no frustration rule: “Unregulable 
Defenses and the Perils of Shareholder Choice”, 152 U. Pa. L. Rev. 577 (2003).

(85) See Paul L. Davies, “Shareholder Power in the United Kingdom”, in Research Hand
book on Shareholder Power 355 (Randall Thomas and Jennifer Hill eds., 2015). An inter
esting question for the future is whether foreign institutions, now the dominant players in 
the market, will take a similar line.

(86) Of course, management has greater freedom pre-bid to take commercially plausible 
action which makes the company a less attractive target, e.g. entering into a joint-venture 
arrangement, because an effects-based pre-bid rule would constrain centralized manage
ment too tightly, even from the shareholders’ point of view. As a matter of law pre-bid de
fensive measures are controlled by fiduciary duties, where the test is whether the “domi
nant” purpose of the directors is to entrench themselves or to promote the company’s 
commercial interests. But such action is also scrutinized by institutional shareholders, al
beit not by reference to the bright-line standard which is applied to non-voting shares.

(87) Davies, supra note 85.

(88) This is recounted in Armour and Skeel, supra note 82, § II.B.

(89) David Kershaw, “The Illusion of Importance: Reconsidering the UK’s Takeover De
fence Prohibition”, 56 Int’l. & Comp. L. Q. 267 (2007).

(90) [1967] Ch 254.

(91) On the differences between courts and other forms of rulemaking from a “lobbying” 
point of view, see Armour & Skeel, supra note 82.

(92) Amending the Securities Exchange Act 1934, §§ 13 and 14. 1968 was also the year in 
which the first version of the UK Takeover Code was adopted.

(93) Above § 2.B.ii.

(94) Some of the more extreme statutes were struck down as unconstitutional on the 
grounds that the Williams Act had preempted the area in which the states sought to legis
late. However, state regulation outside the area of proxy solicitation was upheld. For 
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more detail see J. Seligman, T. Paredes, & L. Loss, Fundamentals of Securities Regulation 
868–81 (6th ed. 2014).

(95) E. Catan & M. Kahan, “The Law and Finance of Anti-Takeover Statutes”, 68 Stan. L. 
Rev. 629 (2016) pointing out the insignificance of other defensive devices and the rele
vance of this fact for empirical research.

(96) Early versions of the pill gave target shareholders rights to shares in the acquiring 
company (“flip over”) but doubts about the effectiveness of such plans led to their re
placement by “flip-in” plans: W. Allen, R. Kraakman, & G. Subramanian, Commentaries 
and Cases on the Law of Business Organization § 12.3 (4th ed. 2012).

(97) The plan might be tailored so as to produce the required level of dilution even at a 
high threshold level.

(98) In this case the exclusion of the acquirer from the warrants is probably unnecessary. 
The increase in the number of shares bid for is in itself enough to destroy the acquirer’s 
offer, even if the acquirer’s pre-bid holding is also pro-rata increased. Formulating the 
plan in this way, as is done in the French version of the plan (Commercial Code (France) 
Art. L233–32, as amended by Loi n° 2014–384 of 29 March 2014) avoids the legal risk 
arising from unequal treatment of shareholders, which is a substantial one in some Euro
pean jurisdictions. Under the French version, the warrants may be issued by the board of 
the target when a bid is launched; if this happens, the acquirer is permitted to withdraw 
its offer; and the board can then withdraw the warrants. P. Davies, E. Schuster, & E. van 
de Walle de Ghelcke, The Takeover Directive as a Protectionist Tool? in Company Law and 
Economic Protectionism—New Challenges to Economic Integration 105 (Ulf Bernitz and 
Wolf-Georg Ringe eds., 2010) § V(b). However, it should be noted that pre-bid shareholder 
approval is needed to confer this power on the board, and the French poison pill leaves 
the target unprotected from an actual acquisition of de facto control through the market 
or private treaty.

(99) As interpreted in Moran v. Household International Inc 500 A 2d 1346 (1985).

(100) By contrast, in the EU the issuance of shares, including warrants granting entitle
ments to subscribe for shares, requires shareholder approval, though that approval can 
be given in advance (for periods up to five years) (Directive 2012/30/EU, originally enact
ed in 1977).

(101) Hence, given the disclosure rules relating to shareholdings, it matters little to the 
ability of the board to defend against a bid whether it actually has a plan in place or not 
(M. Klausner, “Fact and Fiction in Corporate Law and Governance”, 65 Stan. L. Rev. 1325 
(2013)).

(102) See note 99—an issue which would clearly be debatable under the English or Japan
ese improper purposes doctrine, since the plan’s only purpose is to give the target board 
that power.
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(103) Unocal Corp v. Mesa Petroleum Co 493 A 2d 946 (1985).

(104) It was whether the board had reasonable grounds for believing that the acquisition 
presented a threat to the corporation’s interests and whether the board’s response was 
proportionate in relation to the threat. See previous note.

(105) R. Gilson, “Unocal Fifteen Years Later (and What We Can Do About it)”, 26 Del. J. 
Corp. L. 491 (2001).

(106) Paramount Communications Inc v. Time Inc 571 A 2d 1140 (1989). But the board 
must have an objective which plausibly promotes shareholder value: eBay Domestic Hold
ings Inc v. Newmark 16 A 3d 1 (2010)—defense of “corporate culture” by itself not 
enough.

(107) Air Products and Chemicals Inc v. Airgas Inc, 16 A.3d 48 (2011).

(108) Revlon Inc v. MacAndrews and Forbes Holdings Inc 506 A 2d 173 (1986). On the sig
nificance of Revlon, see L. Johnson & R. Ricca, “The Dwindling of Revlon”, 71 Wash. & 
Lee L. Rev. 167 (2013).

(109) Supra note 82, 1739.

(110) Supra note 82, 1741. Coates, supra note 58, § III.C found that the UK bid rate was 
only 80% of the US rate (after controlling for the relative size of the economies). See also 

S. Rossi & P. Volpin, “Cross-Country Determinants of Mergers and Acquisitions”, 74 J. Fin. 
Econ. 277 (2004).

(111) Of course, it could be that the US takeover rate would be even higher but for the 
plan.

(112) See supra note 94, at 812 for the advantages of the takeover as against a proxy fight, 
even in the absence of a staggered board. Indeed, the takeover emerged initially as a re
sponse to the costs of a proxy fight.

(113) L. Bebchuk, J. Coates, & G. Subramanian, “The Powerful Antitakeover Force of Stag
gered Boards: Theory, Evidence, and Policy”, 54 Stan. L. Rev. 887 (2002). Classification of 
the board under § 141(d) DGCL rests on either such a provision being in the company’s 
initial certificate of incorporation or by-laws or be adopted by shareholder vote through a 
subsequent by-law amendment. Today, however, staggered boards are less common than 
they were and their impact on corporate performance is much disputed.

(114) M. Kahan & E. Rock, “How I Learned to Stop Worrying and Love the Pill: Adaptive 
Responses to Takeover Law”, 69 U. Chi. L. Rev. 879 (2002). At the same time staggered 
boards were becoming less prevalent, as institutional shareholder power grew, so that 
staggered boards became more difficult to obtain or to maintain (M. Kahan & E. Rock, 
“Embattled CEOs”, 88 Tex. L. Rev. 987 (2009–2010)). Consequently, the defensive power 
of the plan became less, though by no means negligible.
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(115) If they do not, the financial gains from the control shift are likely to mean that they 
do not persist in their opposition.

(116) Fox, Fox, & Gilson, supra note 65.

(117) Of course, to the extent that US institutional shareholders become able and willing 
to exercise their general governance rights, for example to remove staggered boards or 
directors of whom they disapprove, incumbent management may become less incen
tivized to back its own judgment against a potential acquirer. Kahan & Rock, supra note 

114 (Embattled CEOs).

(118) L. Enriques, R.J. Gilson, & A.M. Pacces, “The Case for an Unbiased Takeover Law 
(with an Application to the European Union)”, 4 Harv. Bus. L. Rev. 85 (2014). They make 
the same argument in relation to the MBR.

(119) There is some evidence from the US that takeover defenses among companies going 
public are common in firms that have substantial contractual commitments to business 
partners—customers, suppliers, or strategic partners (W. Johnson et al., “The Bonding Hy
pothesis of Takeover Defenses: Evidence from IPO Firms”, 117 J. Fin. Econ. 307 (2015). 
But see the comments of Klausner, supra note 101, at 1325.

(120) M. Kahan & E. Rock, “Corporate Constitutionalism: Antitakeover Charter Provisions 
as Pre-Commitment”, 152 U. Pa. L. Rev. 473 (2003).

(121) The EU Takeover Directive requires Member States which do not make a “no-frus
tration” rule mandatory to permit companies incorporated in their jurisdiction to opt into 
that rule, by shareholder supermajority vote (as needed to alter the company’s articles). 
No company is known ever to have opted in. European Commission, External Study on 
the application of the Directive on Takeover Bids, 190 (available at http://ec.europa.eu/
internal_market/company/docs/takeoverbids/study/study_en.pdf).

(122) Wertpapiererwerbs- und Übernahmegesetz (WpÜG), § 33(1). Germany has a manda
tory two-tier board system (except for European Companies incorporated in Germany). 
Management is normally in the hands of the management board; the supervisory board 
may not be allocated management powers but can make certain management board deci
sions subject to its approval; and shareholders have only limited decision-making rights. 
However, in the case of defensive measures, shareholder approval, which can be given in 
advance for periods of up to 18 months, can replace supervisory board approval, but ap
parently is rarely sought, perhaps because a 75% majority of the shareholders is required 
and minority shareholders are likely to be less accepting of defenses than the supervisory 
board.

(123) See supra note 11.

(124) Carsten Gerner-Beuerle, David Kershaw, & Matteo Solinas, “Is The Board Neutrality 
Rule Trivial? Amnesia About Corporate Law In European Takeover Regulation”, 22 Eur. 
Bus. Org. Rev. 559 (2011) come close to the view that other provisions of German law will 
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always require shareholder consent for defensive actions, so that the WpÜG provisions 
are irrelevant. Two responses: general corporate law usually requires shareholder con
sent in advance (up to five years in advance often being permitted) rather than post bid, 
as under the “no frustration” rule. It is thus not possible to equate voting outcomes in 
general meetings in advance with outcomes in takeover offers. See § I.B above. Second, 
in relation to asset sales the authors have to rely on what might be argued to be an 
overextended interpretation of the Holzmüller doctrine for the proposition that crown 
jewel sales would require shareholder approval. Holzmüller ((1982) BGHZ 83, 122) was a 
surprising decision of the Federal High Court (Bundesgerichtshof) which increased the 
decision-making powers of the shareholders beyond the apparently closed list of matters 
on which shareholders can decide, as laid down in § 119 of the German Companies Act 
(AktG). The extension was to large-asset transactions which impacted adversely on the 
exercise of shareholder rights. This decision has been reined in significantly by the subse
quent Gelatine decision ((2004) Doc. No. II ZR 154/02). Both Holzmüller and Gelatine 

concerned intra-group restructurings, not takeovers. It is suggested that it is unlikely that 
the German courts would use Holzmüller to impose the contractual model of defensive 
measures on German companies when the legislative history of the WpÜG shows the leg
islature had wished to adopt the corporate model. For English translations of these deci
sions see A. Cahn and D. Donald, Comparative Company Law 695–721 (2010).

(125) § 87(1) of the AktG provides: “The supervisory board shall, in determining the aggre
gate remuneration of any member of the management board (salary, profit participation, 
reimbursement of expenses, insurance premiums, commissions, incentive-based compen
sation promises such as subscription rights and additional benefits of any kind), ensure 
that such aggregate remuneration bears a reasonable relationship to the duties and per
formance of such member as well as the condition of the company and that it does not ex
ceed standard remuneration without any particular reasons. The remuneration system of 
listed companies shall be aimed at the company’s sustainable development. The calcula
tion basis of variable remuneration components should therefore be several years long; in 
case of extraordinary developments, the supervisory board shall agree on a possibility of 
remuneration limitation.” The German Corporate Governance Code (4.2.3), enforceable 
on a “comply or explain” basis adds: “Benefit commitments made in connection with the 
early termination of a Management Board member’s activity due to a change of control 
shall not exceed 150% of the severance cap.” That cap is set at two years’ total compen
sation.

(126) P. Davies and K. Hopt, “Corporate Boards in Europe-Accountability and Conver
gence”, 61 Am. J. Comp. L. 301, § II.B (2013). If half the seats are taken by employee rep
resentatives and half the shareholder seats were allocated to independent directors (who 
must not have links to important shareholders), large shareholders might feel that they 
could not rely on the board to protect their interests.

(127) German Corporate Governance Code, § 5.4.2 (available at http://www.dcgk.de/en/
home.html).
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(128) J. Gordon, “An American Perspective on Anti-Takeover Laws in the EU: A German Ex
ample”, in Reforming Company Law in Europe (G. Ferrarini, K.J. Hopt, J. Winter, & E. 
Wymeersch eds., 2004).

(129) M. Becht & C. Mayer, Introduction, in The Control of Corporate Europe Table 1.1 (F. 
Barca and M. Becht eds., 2001).

(130) Wolf-Georg Ringe, “Changing Law and Ownership Patterns in Germany: Corporate 
Governance and the Erosion of Deutschland AG”, 63 Am. J. Comp. L. 493 (2015).

(131) See the discussion above at § 2.2.2.

(132) J. Franks, C. Mayer, & H. Miyajima, “The Ownership of Japanese Corporations in the 
20th Century”, 27 Rev. Fin. Stud. 2580 (2014) explain this development by reference to 
the need to finance Japanese industry during the crisis period of the 1950s and early 
1960s in the absence of institutions which effectively protected the interests of retail in
vestors.

(133) Zenichi Shishido “Reform in Japanese Corporate Law and Corporate Governance: 
Current Changes in Historical Perspective”, 49 Am. J. Comp. Law 653 (2001).

(134) For a brief account see Armour, Jacobs, & Milhaupt, supra note 17, § II.C.1

(135) Tokyo High Court, Order, 23 March 2005; 1899 Hanrei Jiho 56.

(136) It was in principle unlawful to issue share options in order to dilute the position of a 
potential bidder and entrench current directors in office.

(137) Supreme Court, Aug. 7, 2007.

(138) In this case the defensive measures involved the compulsory squeezeout of the bid
der at a very attractive price and so was a sort of “reverse greenmail.” The shareholders’ 
support for this rather extraordinary measure was probably a reflection of the fact that 
their interest in the company was not primarily financial.

(139) Corporate Value Study Group’s Report on Takeover Defenses, 1968, available at 
http://www.dir.co.jp/english/souken/research/report/macro/mlothers/
08072201mlothers.pdf.

(140) For more detail on the developments outlined in the paragraph see Curtis J. Mil
haupt, Takeover Law and Managerial Incentives in the United States and Japan, in Enter
prise Law: Contracts, Markets and Laws in the US and Japan ch. 9 (Z. Shushido ed., 
2014).

(141) Zenichi Shishido & Takaaki Eguchi, The Future of Japanese Corporate Governance: 
Internal Governance and the Development of Japanese-Style External Governance 
through Engagement in Research Handbook on Shareholder Power (Randall Thomas & 
Jennifer Hill eds., 2015). Some support for this view can be gained from the failure of ac
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tivist hedge funds to establish a significant role in Japan. See John Buchanan, Dominic 
Heesang Chai and Simon Deakin, Hedge Fund Activism in Japan: The Limits of Sharehold
er Primacy (2012).

(142) Supra note 29.
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Abstract and Keywords

This chapter examines how mergers, acquisitions, and restructuring are regulated, both 
within the formal body of corporate law and as that law interacts with other bodies of law 
such as securities (including listing standards), antitrust, industry-specific regulation, and 
regulations of cross-border transactions. It begins with an overview of relevant terminolo
gy and scope of M&A and restructuring and how they differ from other corporate transac
tions or activities. It then considers major types of M&A transactions, the core goals of 
corporate law or governance, and other bodies of law (antitrust, industry-based regula
tion, regulation of foreign ownership of business, and tax) that give special treatment to 
M&A and restructuring, and sometimes interact with corporate law and governance. It al
so looks at laws that constrain M&A transactions and those that facilitate them. It con
cludes by summarizing empirical research and discussing what variations in types and 
modes of regulation governing M&A and restructuring transactions imply.

Keywords: mergers, acquisitions, restructuring, corporate law, securities, antitrust, regulations, cross-border 
transactions, corporate governance

1 Introduction
1THE core goal of corporate law and governance is to improve outcomes for participants 
in businesses organized as corporations, and for society, relative to what could be 
achieved through contract, property, and other less “regulatory” bodies of law. One way 
that corporate law and governance achieves that goal is to regulate significant transac
tions—particularly mergers, acquisitions, and restructuring, with an eye toward the two 
core values served by fiduciary duty doctrines: to ensure care and loyalty on the part of 
corporate decision makers. This chapter considers ways in which M&A—which will be the 
chapter’s shorthand for the general class of significant corporate transactions, including 
restructuring—is specially regulated, both within the formal body of corporate law and as 
that law interacts with other bodies of law, particularly securities (including listing stan
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dards), antitrust, industry-specific regulation, and regulations of cross-border transac
tions.

The chapter proceeds as follows. First, the concepts of “M&A” and “restructuring” are de
fined, and they are distinguished from other corporate transactions or activities. Second, 
major types of M&A transactions are briefly reviewed, using recent examples to illustrate 
the choices M&A participants have for effecting an M&A transaction. Third, the core 
goals of regulation are sketched2:

(p. 571)

1. To clarify authority and control over M&A by corporate decision makers;
2. To reduce transaction costs and overcome collective action problems;
3. To constrain and improve outcomes of conflict-of-interest transactions;
4. To protect dispersed owners of public companies;
5. To deter or mitigate looting, asset-stripping and excessive M&A-related leverage; 
and
6. To cope with the side effects of other regulations.

In addition to these corporate law or governance related goals, M&A transactions face 
special treatment under other bodies of law (antitrust, industry-based regulation, regula
tion of foreign ownership of business, and tax) that sometimes interact with corporate law 
and governance, and the goals of these laws as applied to M&A are also briefly reviewed. 
Fourth, the modes of regulation are summarized, dividing laws or regulations into those 
that constrain M&A transactions and those that facilitate them. Fifth and finally, empiri
cal research is summarized to present the different types of transactions that are actually 
chosen and (where available) what effects the laws that apply to them have in the world’s 
two largest M&A markets (the US and the UK) and (as a contrasting example, and more 
selectively, given data limitations) in a developing nation (India), which now accounts for 
~4% of global M&A. Throughout, the chapter notes similarities and differences of the 
choices and modes of regulation across transaction types and countries.

The chapter concludes with more general observations about what these variations in 
types and modes imply. Some differences, for example, seem to reflect longstanding dif
ferences in deep structural features of the markets (such as ownership structure). But 
other differences seem to reflect the way that (as in chaotic systems) seemingly small dif
ferences in starting conditions can ramify and persist in the face of otherwise generally 
similar conditions and strong market pressures. Minor variations in similar laws with sim
ilar goals in similar legal systems, in other words, can have real effects on the amount 
and nature of economic activity.
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2 Terminology and Scope: What Are M&A and 
Restructuring Transactions?
The concepts “mergers and acquisitions” (M&A) and “restructuring” are primarily used 
as business terms, not as legal terms of art. They are not sharply defined, instead refer
ring to fuzzy sets of similar transactions. As commonly understood by practitioners and 
used in this chapter, the core of M&A is a deliberate transfer of control and ownership of 
a business (p. 572) organized in one or more corporations.3 “Restructuring” is a deliber
ate, significant and unusual alteration in the organization and operations of a business, 
commonly in times of financial or operational distress, typically accompanied by changes 
in ownership or finance, as when a company merges two divisions, or sells off a business 
unit.

M&A and restructuring commonly occur together, and can bleed into one another, as well 
as other, unusual but less dramatic business decisions: bulk sales of inventory, organic 
growth through advertising campaigns, office closures, layoffs, and so on. M&A differs 
from those events, and from restructuring, in that M&A typically refers to the transfer of 
control of a business as an entirety, even if the buyer may consequently choose to restruc
ture the target or itself. Restructuring differs from ordinary business events in that it is 
more significant, disruptive of prior operations and strategy, and not part of ongoing or 
routine business activity. M&A and restructuring are commonly accompanied by changes 
or transactions in capital (borrowing, buybacks, stock sales, etc.), either as part of the 
transactions or in parallel, but differ in that they change fundamental business operations 
and not purely finance.

M&A and restructuring are the most important transactions an incorporated business can 
undertake, rivaled only by initial organization or liquidation. The combination of change 
on multiple dimensions with deliberation and importance gives these transactions their 
characteristic drama and complexity. Their importance and complexity also makes them 
challenging for corporate law and governance.

Characteristically, M&A transactions involve a purchaser or buyer and a seller. The busi
ness being transferred is commonly called the “target,” which may be separately incorpo
rated, or may consist of an operating unit or division—a collection of assets, employees, 
relationships, etc.—owned along with other businesses by a single entity. In some M&A 
transactions, however, there is no clear purchaser or seller—two companies combine 
their assets in what is commonly called a merger of equals.4

3 What Are the Major Types of M&A Transac
tions?
M&A transactions fall into a variety of types. A standard typology focuses on the legal na
ture of the transaction, dividing M&A into asset purchases, stock purchases, and mergers 
(or schemes of arrangement). The most primitive M&A transaction consists simply of the 
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purchase of all of the assets used in (and so control over) a business. Where the target 
sells all of its assets, it typically then liquidates or otherwise distributes the price paid to 
its owners. (Something must also be done about the target’s liabilities, of course; the buy
er may assume them, or they may be paid in the target’s liquidation, or they may be main
tained in force if the target retains the price paid for its assets, or some combination.) In 
May 2007, for example, (p. 573) iStar Financial purchased Freemont Investment’s com
mercial real estate mortgage lending business, and the parties structured their deal as a 
purchase of assets for $1.9 billion in cash, with liabilities of the target divided between 
the buyer and seller.5

Where target assets are extensive, complex, or hard to specify, or their transfer is subject 
to regulatory requirements, or contract consents—think of the purchase of the individual 
assets of a company such as Barclays or Citigroup—asset purchases can be cumbersome, 
time-consuming, and lengthy. The corporate form creates a simple, and often vastly sim
pler, alternative: a buyer can purchase all of the stock (and thus control) of the corpora
tion that owns a business, rather than its assets. AT&T’s attempted acquisition of T-Mo
bile from Deutsche Telekom in 2011 was structured as a stock purchase.6

In India, stock purchases represent the dominant type of M&A transaction, followed by 
asset purchases, because ownership is typically concentrated in the hands of a single or 
small number of related shareholders, even when a target company is listed. In the five-
year period ending 2008, for example, the average stake transferred in a domestic Indian 
M&A deal was only 53%, and in cross-border deals, involving a foreign bidder, only 16% 
of deals involved a 100% acquisition—a feature of the Indian M&A market partly ex
plained by India’s extensive regulation of foreign ownership of Indian companies, dis
cussed more below. Examples of partial in-bound acquisitions include Vodafone’s acquisi
tion of 67% of Hutchison and Vedanta’s acquisition of 59% of Cairn India.

When a target corporation has more than a small number of shareholders and the goal of 
the buyer is to obtain 100% ownership, stock purchases begin to increase transaction 
costs, making a simpler method of purchasing ownership more attractive. In the US, this 
is accomplished through the use of statutorily authorized mergers. Other statutory mech
anisms exist in the US—consolidations, mandatory share exchanges, etc.—but mergers 
are the most straightforward and by operation of law result in the transfer of assets of 
one corporation to another, without the need to specify or purchase individual assets, and 
through which all owners have their stock converted into an agreed-upon form of “cur
rency” or deal consideration (cash, stock of the buyer, etc.).

Commonly, it is desirable for purchasers to create new subsidiary corporations to carry 
out an acquisition. If done by merger, the resulting “triangle” of companies (parent/buyer, 
acquisition subsidiary, and target company) is described as having engaged in a “triangu
lar” merger (target into subsidiary being called “forward” and the reverse being called 
“reverse”). AT&T’s May 2014 agreement to buy DirecTV is structured as a forward trian
gular merger7; Comcast’s February 2014 agreement to buy Time Warner Cable is struc
tured as a reverse triangular merger.8
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In the UK and India, a similar result can be obtained through what is termed a scheme of 
arrangement. Vodafone’s April 2012 offer for Cable & Wireless was effected as a scheme 
of arrangement9; an example from India is the combination of Centurion Bank with HDFC 
Bank in 2008.10 More commonly in the UK (and to a lesser extent in the US), a purchaser 
can achieve a similar result by making a public bid (or tender offer) for the target’s stock
—that is, to use the tools of mass communication to offer to buy stock of multiple shares 

(p. 574) simultaneously, at a set price with a specified currency. This enables the stock 
purchase to occur more cheaply than could be done through individual shareholder-by-
shareholder purchases. Kraft’s January 2010 acquisition for Cadbury was structured as a 
bid.11

In a bid or tender offer, some shareholders may not tender, either because they (sincerely 
or strategically) choose to “hold out” for a higher price, or because they may not be 
aware of the offer (despite the bidder’s best efforts at publicity) or even that they own the 
relevant stock (suppose the shareholder has a diversified portfolio and is traveling or 
busy and has failed to delegate authority over her stock dealings to a responsible agent). 
In that case, some statutorily authorized transaction—a freezeout or squeezeout, as they 
are often called—amounting economically to the equivalent of a call option on the stock 
may be necessary to convey 100% ownership of the target (and its businesses). The trans
action thus consists of two formal steps—bid plus squeezeout—that produce the same re
sult as a reverse triangular merger or scheme of arrangement.12 Another step that might 
precede or fall between those steps is an initial stock purchase by the buyer from the tar
get, or from selling shareholders of the target. Freezeouts also sometimes occur outside 
the context of an arm’s-length acquisition, as when a controlling shareholder or parent 
company freezes out a minority stake in a controlled public subsidiary, generally pursuant 
to a single-step merger.13 The freezeout of public investors in Levi-Strauss in 1996 by the 
Haas family is an example.14

In addition to these basic types of M&A transactions, there are other types, less common 
but not uncommon. In a spin-off, ownership interests in one business are distributed to 
shareholders of a company that retains other businesses, resulting in a transfer of effec
tive control to a newly constituted board and management of the “spinco,” and transfer of 
ownership to the shareholders of the spinning corporation—followed typically by a diver
gence over time in the ownership of the two companies. Alternatively, a company can 
place one business in a corporation and sell its stock to the public for cash. Or these can 
be combined, with an initial carve-out followed by a spin-off. More complexity is possible 
and not uncommon. A new company can be created, along with two subsidiaries, and 
each of two separate companies can merge with each subsidiary (a top-hat or double 
dummy structure).15 It is possible to combine three separate businesses at once in a new 
single enterprise, through a combination of the above simple legal types, or to transfer 
control and ownership of one company followed immediately by a further resale, spin-off, 
or carve-out (or both) of one of that company’s businesses.
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(p. 575) Larger businesses are not typically organized as single companies, but as holding 
companies with multiple subsidiaries in multiple layers. (Morgan Stanley has ~2,800 sub
sidiaries, for example, and is not the most complex financial institution in the world.16) As 
a result, it is common for the buyer in an M&A transaction to want—after the initial 
“main” transaction—to move pieces of the target’s business (often in multiple sub
sidiaries) into multiple subsidiaries of the purchaser, so as to achieve economies, avoid or 
reduce the costs of regulation, or for other reasons. As a result, the overall M&A transac
tion may take many steps. In Bank of America’s acquisition of Countrywide, it used an ini
tial forward triangular merger, followed by at least three sets of major stock or asset pur
chases at the subsidiary level, taking place over more than a year.17

M&A transactions also use a variety of types of currencies or forms of consideration. 
Cash is common, as is stock of the buyer. Buyers can also “pay” the target’s owners with 
their own debt, i.e., promise to pay cash later—something commonly referred to as “seller 
financing,” or by exchanging assets for assets, or by assuming debt of the target or the 
seller. Forms of currency can be mixed, as in a one-step fixed blend (e.g., 50% cash, 50% 
stock), or by using all cash in one step, followed by all stock in a second step, or by offer
ing target shareholders a choice, perhaps constrained by specified limits.18 If non-cash is 
used and the transaction involves delay between the moment the parties agree upon a 
price and the completion of the transaction, the value of the non-cash currency can fluc
tuate or can be fixed by contract. Deal currency is a separate choice from the legal form 
of the transaction—so asset purchases can be for cash or stock, as can stock purchases, 
mergers, and bids.

A final way to break down M&A transactions by type is by the nature of the parties or fi
nancing for the deal. Targets and buyers alike can have a single or small set of sharehold
ers—private companies—or dispersed owners with stock listed on an exchange—public 
companies.19 Buyers can have existing businesses—strategic buyers—or may be newly 
formed solely to carry out the transaction, typically raising the price of the deal by issu
ing equity to a sponsor (such as a private equity fund) and debt to banks or investors in 
the leveraged loan market, sometimes combined with sales of bonds or preferred stock—
financial buyers. Acquisitions by financial buyers are commonly called “buyouts,” and 
where newly issued debt is used to generate the currency used in the deal, the buyouts 
are called leveraged buyouts or LBOs. Where the seller is also a private equity fund, the 
deal is commonly referred to as a secondary buyout; where the seller is a company with 
other businesses, a buyout of one its divisions or subsidiaries is commonly referred to as 
a divisional buyout.

(p. 576) A final observation about deal types: many economically identical (or highly simi
lar) M&A transactions can be accomplished through more than one combination of legal 
components. One-step mergers are similar to tender offers followed by freezeouts. A cash 
bid can achieve much the same effect as a stock-for-stock merger coupled with a buyback 
of shares. A leveraged buyout is similar to a buyout funded with cash on hand, followed 
by new borrowings to replace the cash. A purchase of all assets plus target liquidation 
can produce economically equivalent results as a merger. And so on. This fact can make it 
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hard to regulate M&A transaction effectively through simple, clear rules. Coupled with 
differences in legal treatment of different forms of M&A transaction, the economic simi
larity of different transaction forms can also make it hard for conventional doctrinal 
analysis to rationalize fully, or even to identify adequately the goals served by, every fea
ture of M&A law and regulation.

4 What Roles Exist for Regulation of M&A 
Transactions?
Let us turn to the goals of regulation of M&A transactions. Within the traditional scope of 
corporate law, three major regulatory goals pertaining to M&A exist: (1) to enhance and 
clarify authority and control over a corporation as applied to M&A, setting baseline enti
tlements to participate in related decision making; (2) to facilitate M&A by overcoming 
collective action problems and transaction costs; (3) to constrain and improve the out
comes associated with conflicts of interest; and (4) to deter or mitigate looting, asset-
stripping, and excessive M&A-related leverage. If the owners of a party are dispersed, an 
additional goal of M&A law is (5) to protect those owners, a goal that sometimes overlaps 
or extends into the domain of securities regulation and listing standards. As discussed be
low, a major “mode” or method of regulation of M&A is to impose approval and disclosure 
requirements—and where owners are dispersed, these requirements have important side 
effects on M&A process and outcomes, so that another goal of M&A regulatory design is 
(6) to cope with those side effects. Finally, other bodies of law apply specially to M&A, 
and while not within the scope of corporate law and governance as generally understood 
today, those bodies of law interact with corporate law and governance sufficiently that 
they must be taken into account as well.

The material in this section is not meant to present a comprehensive list of all possible 
justifications for regulation of M&A, nor is it meant to justify regulation overall or in any 
given instance. Rather, the justifications that are commonly offered for (or common ratio
nalizations of) major types of actual regulation (discussed more below) are presented, 
with only passing reference to costs or unintended consequences of regulation. This 
choice of presentation reflects not a naïve embrace of the nirvana fallacy. Many efforts to 
regulate M&A fail for the reason already noted above (i.e., that M&A can sometimes be 
structured in many different ways, sometimes so as to successfully evade a given law or 
regulation), and all regulatory efforts impose at least some costs. Instead, the material 
simply reflects standard arguments for entrenched modes of regulation, which all those 
who are interested in M&A contend with, whether in designing deals, complying with law, 
or proposing reforms to M&A regulation.
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(p. 577) 4.1 Enhancing and Clarifying Authority, Control, and Baseline 
Entitlements

An important function of corporate law is to establish “default” or baseline entitlements 
to control over a corporation. Even if no one set of entitlements is best in all settings, a 
clear baseline economizes on contracting costs. Because M&A transactions are so funda
mental and significant, and have potentially dramatic effects on the value of a company 
(and therefore on common stock), it is natural to set a baseline right for common share
holders to participate in the decision whether to engage in an M&A transaction. This is 
particularly likely when an M&A transaction involves either (1) a sale or liquidation of a 
company (as when all of a target’s assets are purchased for cash) or (2) an acquisition in 
which the buyer issues a significant amount of equity. (If an M&A transaction is struc
tured as a stock purchase, a role for shareholders emerges from contract and property; 
but if the transaction is structured in other ways, or if statutes provide overrides (as in a 
merger or squeezeout), it does not.)

However, because M&A is not a clearly defined category—as discussed above—and 
bleeds into routine transactions, it is hard to map shareholder participation onto all M&A 
transactions, without sweeping in many transactions for which shareholder governance 
would not be efficient as a baseline. (Shareholders can obtain or broaden such gover
nance rights by contract, such as a voting or shareholders agreement.) Dividing M&A in
to subsets where shareholder governance is usefully required and where it is not, then, is 
one role for corporate law.

In addition, M&A creates opportunities and incentives for corporate decision makers 
(boards, officers, employees) to conflict with one another (and with shareholders) over 
whether, when, and how to engage in such transactions, and for some to pursue transac
tions without actual authority. Even if each agent or decision maker is free of a personal 
conflict of interest, the dramatic nature of a change in control and ownership, or of a sig
nificant and abnormal shock to normal operations, may lead agents to deviate from nor
mal corporate practices. For example, one officer may in good faith pursue a transaction 
and agree to negotiate exclusively with one potential counterparty, only to have other offi
cers, or the board, disagree with this method of pursuing a transaction and try to stop the 
deal. An M&A transaction can involve contracts that commit a company to take on opera
tions (perhaps at a subsidiary of a target) that are not subject to adequate controls, and 
can thus undermine the control authorized corporate decision makers customarily have 
over a company or its assets.

Corporate law clarifies who decides, and how, and who will have control and responsibili
ty over the combined company after the deal. Because of M&A’s significance, and be
cause corporate actors and third parties alike often have a greater need to rely on the 
fact of appropriate authorization in an M&A context, corporate law typically imposes ex
plicit or implicit requirements on M&A that differ from those applicable to more ordinary 
business decisions. For example, when does a corporate officer need to notify or obtain 
explicit authority from the board to sell a business, or enter into a contract to buy one, or 
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sell a potentially controlling block of stock?20 If shareholder approval is required, what 
vote is required, and through what mechanism? If not, are disclosures to shareholders re
quired, and if so, (p. 578) when? These aspects of M&A-related laws can be understood as 
(efficiently) communicating to all concerned a clear set of default procedures for autho
rization of M&A transactions.

4.2 To Facilitate M&A by Overcoming Collective Action Problems and 
Transaction Costs

A second goal of M&A law is to facilitate M&A transactions. As noted above, asset pur
chases can generate extensive transaction costs under background conditions of property 
and contract law, which can prevent the transfer of control and ownership of business 
and so reduce social welfare. If a large bank had to obtain consent from each borrower to 
transfer each of its loans to a buyer, the costs might overwhelm the benefits from the 
sale, even if the buyer could efficiently combine the target’s operations with its own. The 
structure of corporate law—which permits control and ownership of a collection of assets 
to be transferred via purchase of stock—facilitates M&A. However, even stock purchases 
can generate non-trivial transaction costs if ownership is dispersed. While technology 
(mass communication) has overcome some of these costs, collective action problems may 
impede M&A under certain circumstances. If an M&A transaction requires individual con
sents from dispersed shareholders, each shareholder may have an economic incentive to 
hold out in an attempt to remain an equity owner of a business whose value will be en
hanced by the bidder after the transaction; if each shareholder has that incentive, then 
none may sell, preventing value-increasing transactions from occurring.21 Law can over
come those incentives by providing mechanisms to force target shareholders to accept a 
proposed M&A transaction under specified circumstances, as in a merger, scheme of 
arrangement, or squeezeout.

4.3 To Constrain Conflicts of Interest

A more controversial set of legal constraints on M&A is designed to constrain or improve 
the outcomes of conflicts of interest that arise in the M&A context. Such conflicts can 
take a variety of forms, some obvious, some less so. In a management buyout or MBO, of
ficer-fiduciaries of the target participate as owners of the buyer, and so face a clear con
flict.22 In a freezeout of minority investors by a controlling shareholder or parent compa
ny, again, the conflict is clear.23 A controlling shareholder may cause two controlled sub
sidiaries to merge, or one to acquire the other, and if one of the subsidiaries is wholly 
owned while the other is not, the transaction’s terms may be designed to favor the wholly 
owned over the partly owned subsidiary.24 Absent legal protections, management or the 
control shareholder would (p. 579) be tempted to offer an unfairly low price; investors, an
ticipating this, would refuse to invest, or would impose a severe discount on the value 
they would place on the shares. Since investors would not know in advance when such a 
conflict transaction might occur, the cost of capital would be higher for all firms. In a hy
pothetical bargain designed to maximize the joint gain to both the conflicted party and in
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vestors, the parties would agree to some degree of legal protection, and corporate law 
can economize on bargaining costs by imposing such protections as a default.25

Other conflicts are less direct but clear and significant. Fiduciaries may propose a spin-
off in which they are given the right to buy a controlling stake.26 A fiduciary may sell a 
public company to an arm’s-length buyer but simultaneously engage in negotiations to 
buy back part of the public company from the buyer.27 A control shareholder who also 
serves as a fiduciary may divert an opportunity to sell the company as a whole by offering 
to sell a control block in lieu of the whole-company transaction.28

Still other conflicts are real but may not be as stark. Fiduciaries may favor one bidder 
over another, not in return for an explicit quid pro quo (e.g., in the form of a payment) but 
to curry goodwill in the hope of obtaining post-deal employment, or perhaps out of malice 
toward a bidder or gratitude for some past favor. Fiduciaries may prefer one set of trans
action-related agents (investment bankers, lawyers, lenders) for the same kinds of rea
sons. Those agents may have incentives distorted if they own equity in a party with inter
ests opposed to their client.29 Fiduciaries may seek to sell their company “too early” or 
“too cheaply” to trigger “golden parachutes” or vesting under option plans or retirement 
plans, or in return for benefits from the buyer.30 Fiduciaries of a target may have busi
ness or social ties to a buyer.31

Conflicts can exist at the shareholder level (between control and minority shareholders), 
between shareholders and the board, among board members, between the board and offi
cers, and between officers and the company. The range of potential conflicts created by 
an M&A transaction is enormous—and the opportunity to hide payoffs or benefits from 
the transactions is generally larger than is true in the ordinary course of corporate deci
sion (p. 580) making. In all of these circumstances, corporate law and governance may be 
able to improve on outcomes for shareholders by constraining the process or nature of 
the transaction.

4.4 To Protect Dispersed Owners

Corporate law (and closely related securities regulations) can also protect the interests of 
dispersed owners in the M&A context. Where an M&A transaction requires shareholder 
approval or consent, law can usefully specify what information and process needs to be 
followed to obtain that approval (particularly how long shareholders must be given to 
consider whether to approve). The information required and process to be followed may 
differ if the shareholders are dispersed, and so likely to be less informed, to be able to 
protect their own interests, or to act quickly than a small number of owners. Because bids 
can be structured to have a coercive effect on dispersed shareholders—the reverse of the 
collective action problem discussed above—dispersed shareholders may need protection 
even when they are informed, active, and sophisticated.32 Even where a transaction does 
not require (as a baseline entitlement) shareholder approval, dispersed shareholders may 
still need information to decide whether they should use other legal rights (e.g., through 
normal voting rights to elect directors, or the right to sue in response to conflicts of inter
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est). Without specific approval rights, moreover, shareholders may suffer the effects of 
M&A before they can mobilize to protect their interests with normal voting rights or oth
er governance mechanisms. This risk seems more acute for bidders, whose value may be 
destroyed by poorly conceived acquisitions, than for targets, which generally attract bids 
at prices over market prices.

4.5 To Deter or Mitigate Looting, Asset-Stripping, and Excessive 
M&A-Related Leverage

Particular risks toward which M&A law may be directed include the risk of looting, asset-
stripping, or excessive leverage from debt-financed M&A. Looting here means theft or 
clear violation of fiduciary duties or other legal obligations (arising under contract, tort, 
property, or other bodies of law) resulting in a transfer of value from a company to a per
son in control of the company. Looting harms not just shareholders, but also creditors, 
employees, and others who depend on the continued functioning of the business. Looting 
is by definition already made illegal by non-M&A law. But because M&A results in a 
change of control, it can increase the risk of looting, and M&A-related duties may en
hance the effectiveness of such laws, such as the imposition of a duty of care on decision 
makers who are selling not to sell to a person with a reputation as a looter.

A similar potential result of M&A is asset stripping. Asset stripping is the transfer out of a 
business (often via M&A) of value (as in a transaction at an unfair price), or of revenue or 
earnings-generating assets of a company. Even if those transfers are at a fair price, they 
may insure that certain creditors will not be paid, while others (and perhaps sharehold
ers, (p. 581) too) obtain value from the transaction or the company, in violation of normal 
payment priorities.33 The result is that the company is left insolvent (immediately or over 
time, as contingent liabilities are realized), and with non-operating assets that are inca
pable of generating growth or future revenues or earnings. Asset stripping includes con
duct that verges on or in fact may constitute fraud in contexts where complexities associ
ated with valuation and proof of intent34 may make fraud claims grounded in tort or other 
doctrines difficult or impossible. Asset stripping can also result in what would (in an insol
vency or bankruptcy proceeding) be treated as preferential payments, and sometimes al
so involves transactions implicating conflicts of interest (where for example insiders or 
control persons are the recipients or beneficiaries of the transfers).

Where a target has only one shareholder after an M&A transaction, as when a private 
company is the buyer, the result of asset stripping is to harm creditors. Where a target 
continues to have dispersed owners after control has passed, it may also harm sharehold
ers. Where value is itself taken, the harm of asset stripping is clear. Where revenue or 
earnings-generating potential is taken (but value is not clearly reduced), the harm is not 
direct, but flows from the reduction (or, in the limit, elimination) of the possibility that a 
target business nearing insolvency may recover, by virtue of having an uncertain future 
expected value reduced to a certain or near-certain insolvency or by virtue of having 
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residual assets distributed in a non-pro rata fashion (the anticipation of which can reduce 
the value of all firms potentially subject to this technique).

As with looting, other laws of general application—rules about dividends (actual or con
structive), fraudulent conveyance, theft, fiduciary duties, fraud, or preferential payments
—may constrain asset stripping. However, it is a common risk for corporate claimants in 
the M&A context, and can be amplified by M&A, due to the transfer of control and the 
ability of an M&A participant to camouflage asset stripping with the pretext of ordinary 
post-deal consolidation or restructuring. The difficulties of proof and enforcement may 
justify tighter legal constraints in the M&A context, absent which M&A may be induced 
by the possibility of successful asset stripping.

A final if less extreme example—and therefore one that generates more public policy de
bate over whether it should be regulated—is the incurrence of excessive debt as a result 
of an M&A transaction. Even if assets are not removed, M&A that is funded by new debt, 
or for which debt is part of the deal currency, the target (or bidder) may be left with more 
debt than it can repay. This is most likely to be true if the surviving company already had 
significant debt in place prior to the M&A transaction, such that the related creditors 
were not (at the time of the transaction) able to price the risk of insolvency arising from 
the increased debt.

Contract creditors can (in theory35) demand covenants to prevent, or a price that reflects, 
the risk of M&A-related increases in debt, as well as asset stripping. Tort creditors cannot 
do (p. 582) so, however, nor (due to transaction costs) can employees, many kinds of con
tract counter-parties (e.g., with warranty claims), or other third parties that may be af
fected by a resulting insolvency. Laws aimed at preventing sudden and excessive M&A-re
lated increases in debt may protect these parties. Even contract creditors (such as banks) 
may lack appropriate incentives to prevent excessive risk, due to moral hazard or internal 
agency problems, and tax laws may induce levels of debt that are excessive relative to 
what would otherwise be socially optimal. Transaction costs may also be reduced if law 
sets baseline restrictions on excessive debt for the benefit of contract creditors (who then 
do not need to contract for those restrictions). Regulatory strategies aimed primarily to 
prevent systemic risk or tax-induced speculative excess may include restrictions on debt-
financed M&A.

4.6 To Cope with the Effects of Other Regulations

All of the laws justified by the foregoing rules are likely to produce unintended and some
times pernicious consequences, given the difficulties of enforcement and achieving pre
cise, targeted goals through general laws. For example, a rule facilitating M&A by allow
ing shareholders to be forced to accept transaction via statutory merger or squeezeout 
mechanism may make inefficient transactions easier for a conflicted fiduciary to pursue. 
Disclosure obligations may chill bids. Constraints on conflicts of interest may make effi
cient transactions less likely. Shareholder approval requirements may create opportuni
ties for third parties to compete for a target during the shareholder approval period. Pri
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vate actors may attempt to respond to these consequences in ways that either undermine 
the purpose of the laws or create additional problems. For example, private contract can 
mitigate the risk of post-announcement bid competition (e.g., through break fees), which 
thereby undermine the shareholder approval or consent requirement that creates the risk 
of competition. Fiduciary obligations to obtain the best reasonably available price may 
lead targets to insist upon “no-shop” or “go-shop” clauses in M&A contracts.36

Another, second-order role for corporate law, then, is to mitigate unintended conse
quences and private responses to first-order corporate laws. Specialized courts, regulato
ry agencies, or other means to address evasions and enforce laws governing M&A can be 
understood in this way, as can a variety of laws and regulations focused on the process of 
approving an M&A transaction as well as a variety of exemptions from otherwise applica
ble M&A-related requirements. First-order structural laws are (almost by definition) im
portant, so much so that they are taken for granted by practitioners. For instance, it 
would not occur to most M&A lawyers (or judges, for that matter) to ask whether share
holders should have any role in approving the liquidation of their investment in an M&A 
transaction. The nuances of second-order laws that mitigate the effects of first-order 
laws, by contrast, can be of first-order practical importance, as they are more likely to be 
modified by lawmakers (such as judges) and be affected by choices of transaction partici
pants and their lawyers.

(p. 583) 4.7 Antitrust, Industry Regulation, Foreign Ownership, and Tax

Finally, M&A implicates a variety of third party or social interests. M&A is a fast way to 
achieve monopoly power, and is typically regulated separately under general antitrust 
laws to prevent or remediate such power.37 Industry-based regulations (e.g., banking, air
lines, telecommunications, utilities) are often aimed at preserving or stabilizing firms that 
produce public goods (systems of payment, communication, transportation, or energy 
production) that are vital to society and the economy. One means to prevent private inter
ference with those systems often includes rules specifying who may obtain control over 
companies in those industries, and M&A is often regulated specially in those industries.38

Foreign ownership of domestic business can raise political concerns that range from the 
cross-culturally intuitive to the less so—e.g., in the defense, yogurt, or tea industries—and 
so cross-border M&A is often regulated specially.39 M&A can be a way for owners to liqui
date or realize cash from profits built up in a business, and in most income tax regimes, 
tax is typically (p. 584) linked to such realizations, and more generally, tax systems are of
ten linked to transactions, including M&A.40

While M&A-related laws emerging from antitrust, industry regulation, foreign ownership, 
and tax are not formally part of corporate law, and a detailed review is beyond the scope 
of this chapter (and book), they have important implications for the ways corporate law 
regulates M&A. Such laws can create incentives for certain kinds of M&A transactions 
versus others; or impose delays or notice requirements that collaterally inform the public 
or relevant corporate decision makers or potential competing bidders; or constrain how 
ownership and control can be allocated after a transaction. For those reasons, M&A prac
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titioners tend to be highly aware of these related bodies of law, and corporate law is 
sometimes modified in response to their effects.

5 What Modes Exist for Regulation of M&A 
Transactions?
In this section, the analysis moves from potential purposes for law to actual law. The ma
terial is organized around mode of regulation, with some serving multiple purposes. The 
presentation is not meant to be exhaustive, but illustrative, with examples from the US, 
the UK, and India.

5.1 Facilitating M&A

5.1.1 Collective Action: Mergers and Schemes of Arrangement
One purpose of M&A law is to facilitate M&A. One way the law does this is to assist deci
sion makers in overcoming collective action problems. One method of doing this is to per
mit an M&A transaction to be “forced” upon shareholders, even without their consent, 
provided certain procedural conditions are satisfied. One example—our first mode of 
M&A regulation—is the statutory merger, which effectively allows a share of common 
stock to be converted into some other thing (or even, in the limit, nothing41), in connec
tion with the (p. 585) legal combination of the issuing corporation with some other corpo
ration, provided the statutorily specified steps for a merger are completed. Every US 
state provides for a merger,42 and compulsory share exchanges, with much the same re
sult, are also permitted by statute in a majority of US states.43 Typically, a statute re
quires one corporation to be designated as the “surviving” or “continuing” corporation, 
which by operation of law succeeds to all assets and liabilities of the two combining com
panies. That choice is generally independent of whether one or both combining compa
nies’ shareholders continue as shareholders.

As noted above, one company that is formally “combining” in a US merger may be a new
ly created shell corporation, wholly owned by a true party-in-interest (e.g., a parent/buy
er), solely for the purpose of merging with another (e.g., a target). In such a triangular re
lationship, the statutory requirements of the merger apply to the shell and the target, the 
formally combining entities, rather than to the parent/buyer and the target, as might oc
cur in a less formalistic legal treatment. The “currency” used in a merger—i.e., whatever 
the combining corporations’ stock is to be converted into—need not even be owned as 
property by one of the combining companies, so long as the parties to the related agree
ment and plan of merger include a company that does own that currency. Another result 
of this combination of formalism and flexibility is that in the US the merger can also be 
used in post or extra-M&A reorganizations, for example to shuffle the hierarchy of related 
corporations, or to effect a recapitalization or reorganization, or to interpose a new hold
ing company or intermediate holding company between an operating company and its 
shareholders or parent and company.
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In the UK, the primary example is the scheme of arrangement,44 which provides for merg
ers as well as a broader array of restructuring or combination transactions. Schemes of 
arrangement have their origin in stand-alone recapitalizations or reorganizations by fi
nancially distressed companies,45 and are not limited to arrangements in which two or 
more companies be combined. But they can be, and UK law now expressly contemplates 
them to be used to coordinate shareholders in the approval of M&A transactions, effec
tively imposing the results on dissenting (or inattentive) shareholders.46 In both jurisdic
tions, then, a statutory device originally aimed at different original goals (combinations, 
recapitalizations) has been repurposed to the other goal, and both goals are now com
monly pursued together and separately through that device.

India, too, permits schemes of arrangement, but they play a less important role than in 
the UK, because among Indian companies dispersed control is rare, even in listed compa
nies with dispersed ownership.47 A related point is that corporate governance generally is 
less (p. 586) protective of minority investors in India (although it has been improving in 
that regard48), with the result that control shareholders may find it more useful to pre
serve minority investment even after an M&A transaction than in the US or the UK, 
where it is difficult for control shareholders to exploit their control positions at the ex
pense of minority investors.

5.1.2 Call Rights: Squeezeouts
A second way that law can facilitate M&A is to provide corporate decision makers with 
“calls” on stock. That is, provided a designated process is followed, a corporation can 
force its shareholders (typically less than a majority) to accept cash in lieu of their shares. 
By allowing controllers to “squeeze out” minority shareholders in this way, the law cre
ates a means by which a bidder can obtain 100% ownership following a control acquisi
tion, while avoiding the freeriding problem noted above. In the US, squeezeouts are typi
cally achieved via merger—either under a special statutory provision designed for this 
purpose,49 or under the more general-purpose merger statute described above;50 

occasionally, they are achieved via reverse stock split, in which a corporation via charter 
amendment converts all shares into a smaller fraction (e.g., three for one) and provides 
cash in lieu of fractional shares.51 In the UK, squeezeouts are achieved pursuant to a pro
vision of the Takeover Code, now embodied in the Companies Act 2006, which expressly 
permits a more straightforward conversion of minority shares into cash (“compulsory ac
quisitions”) following a bid (and also provides shareholders equivalent “put” rights, to 
force such a conversion).

5.2 Constraining M&A

5.2.1 Notice and Disclosure
The least restrictive mode of regulation that is designed to constrain M&A requires spe
cial notices and disclosure. Advance notice to a board of directors of the parties is typical
ly required for agents to have authority to engage in significant transactions, although 
norms vary on how far in advance, how frequently, and in how much detail a board should 
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be informed prior to formal board authorization. In conflict-of-interest transactions, at 
least, the safest practice would include advance notice at the earliest point that a conflict
ed fiduciary becomes aware of a transaction that has a material chance of occurring.52 It 
may be tempting (p. 587) for officers facing a conflict to treat notice to a single board 
member, such as a chairman or lead director, as the equivalent, but individual directors 
do not on their own have (as a default matter) authority to act on behalf of a corporation, 
and if the chairman or lead director chooses to not pass the information on to the full 
board, the conflicted officer may find the transaction in legal jeopardy.53

Bidders or targets are sometimes also required to give advance notice to be given to 
shareholders, although how and when this is accomplished varies with jurisdiction and 
transaction structure.54 In the US, a company’s board may bind it to a merger agreement 
without advance notice to shareholders, but the agreement must thereafter be noticed to 
and approved by shareholders,55 and for public companies, entry into any “material” 
agreement (including an M&A agreement) requires disclosure within four business 
days.56 In the UK, listed companies must give notice to shareholders “as soon as possible” 
after terms are agreed for large transaction, defined to include those involving more than 
5% of gross assets, profits, consideration, or gross capital.57

Bids or tender offers for stock of public companies can only be completed if target share
holders are given advance notice and time to consider the offer.58 If a buyer is using non-
cash-deal currency and the target is held by more than a small number of investors, US 
law will treat an M&A transaction as if it were a securities offering to the target share
holders and require extensive disclosures in advance of any shareholder commitment to 
the deal.59

Heightened disclosure requirements apply to a major class of conflict-of-interest transac
tions—those in which insiders (“affiliates”) or controlling shareholders buy out the public 
shareholders and cause the target to “go private.”60 Advance notice is also typically 

(p. 588) required to be given to antitrust regulators for any significant transaction.61

Transactions that are premised on the expectation of layoffs may trigger advance notice 
requirements benefiting employees.62

5.2.2 Special Approvals
M&A transactions are typically subject to approvals of parties. In the US, these require
ments mainly arise on the target side, and effectively arise on the buyer’s side only when 
stock is being used as deal currency. Where common stock is used as deal currency and 
more than 20% of the buyer’s pre-deal outstanding shares are to be issued, US stock ex
change rules require shareholder approval from the buyer.63 In deals involving stock as 
deal currency in the UK, preemptive rights provide existing buyer shareholders with 
some ability to protect their interests, not by voting on the deal, but by investing on the 
same economic terms as are being offered to target shareholders.64 In addition, in the 
UK, listed companies must obtain shareholder approval for any “substantial acquisition,” 
that is, one involving a target with more than 25% of a bidder’s gross assets, profits, 
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gross capital, or market capitalization.65 No equivalent general requirement for bidder 
shareholder approval exists in the US.

Where the structure is a purchase of shares, property and contract law effectively require 
approval of target shareholders, subject to the deal-facilitating laws summarized above. 
Where the structure is a purchase of assets, the law augments rules of basic corporate 
governance by requiring special board and shareholder approvals for the target. But be
cause most businesses conduct asset purchases in the ordinary course of business, the di
viding line between those that do and those that do not require special votes is either ar
bitrary or (p. 589) uncertain. In Delaware, the trigger for shareholder approval is the sale 
of “substantially all” a target’s assets, with all of the vagueness such a standard implies.66

In the US, the law imposes special approval requirements for mergers. In Delaware, for 
example, mergers must generally be approved by both combining companies’ boards of 
directors and shareholders, in each case by majority vote.67 As noted above, triangular 
mergers effectively eliminate these requirements for bidders, but not for targets.68 In the 
UK, schemes of arrangement are subject to even higher requirements, by both 75% in 
value and 50% of the number of each class of “members” (i.e., shareholders), and by a 
court, following receipt of an independent valuation report.69 (However, court approval 
appears to be a pure formality in the UK, if shareholder approval and a reputable expert 
report are obtained.70) In the US, a few states also offer a court-approved transaction 
path; California’s is occasionally used because it can reduce the regulatory burdens of 
federal securities regulation due to an exemption for court-approved stock issues.71 

Requiring shareholder approval by the remaining minority of target shareholders follow
ing a bid would only exacerbate the collective action problem described above. Hence, no 
such approval is required in the case of post-bid squeezeouts, or else the law permits the 
controlling shareholder to effectively force through the merger over the objections of a 
minority shareholder.

Where M&A transactions involve a conflict of interest, they are typically governed by spe
cial approval requirements, either formally or through judicial incentives. In the UK, the 
Companies Act requires shareholder (“member” in UK parlance) approval of “substantial 
property transactions” involving directors and connected persons, which would cover 
deals structured as asset purchases.72 In Delaware, management buyouts structured as a 
merger are not formally subject to any different statutory requirements than any other 
M&A transaction, but because they present conflicts of interest, they face heightened ju
dicial scrutiny unless subject to approval by a special committee of independent direc
tors,73 and failure to obtain such an approval will itself be a negative factor in the court’s 
assessment. One might think that court incentives of this sort might not have a strong ef
fect for public companies, because dispersed shareholders would not use them, due to 
collective action problems, but the derivative lawsuit mechanism in the US enables any 
shareholder to sue on behalf of all, (p. 590) and nearly all large transactions—particularly 
those involving conflicts of interest—generate such lawsuits.74
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In addition to board and shareholder approvals, M&A transactions are often subject to 
other approvals. Regulators (antitrust, industry-focused, or national security-focused) 
must approve (or be given an opportunity to object to) significant M&A transactions, sub
ject to court review. Contracts (e.g., bond indentures, loan agreements) may also require 
third-party consents, typically in circumstances where a change of control could reason
ably be expected to increase or change the risks or value of the deal participants’ perfor
mance. Such consents may effectively be “bought out” by M&A participants, however, ei
ther through explicit redemption or prepayment rights, or through renegotiation of con
tract terms. Similarly, preferred stock holders typically have approval rights unless the 
buyer effectively “rolls over” the preferred and preserves its dividend and other rights 
and powers. If a buyer uses a triangular deal structure, typically the preferred stock will 
be “rolled over” at the subsidiary level, which may be undesirable for the buyer, in which 
case the buyer may create incentives for preferred holders to exchange their stock for 
buyer (parent) company equivalents.75

Where a class of preferred (or special class of common stock) has separate approval 
rights, an M&A deal can be “held hostage” by holders of that class, who may seek more 
value to flow to them to induce them to permit the transaction to be completed. This risk 
is most acute if the stock is neither common nor participating preferred (and so would not 
normally share directly in the benefits of the deal to the combining companies, other than 
through risk reduction), and if the class is either held by a small number of investors, or 
may be purchased on the market (as when the preferred is listed on an exchange), in 
which case hedge funds or other active investors may buy up the stock precisely to hold 
out against the deal.

5.2.3 Augmented Fiduciary Duties and Other Legal Obligations
As with all corporate decisions, M&A transactions must be approved by corporate deci
sion makers who are subject to fiduciary duties of care and loyalty, but in the US, M&A 
transactions are generally subject to heightened judicial (as well as public) scrutiny, 
whether or not pursuant to formally distinct doctrinal treatment.76 It is no accident that 
the few instances in which US courts have held directors personally liable for breaching 
their duty of care have been in the context of M&A transactions.77 Conventional wisdom 
among US (p. 591) practitioners that the sale of a company should include at least two 
board meetings, at least one of which is lengthy; that a publicly held target company’s 
board should obtain a fairness opinion from an investment bank in order to become rea
sonably informed about the relative value of the deal; that approval should be preceded 
by advance notice, review of deal documents or summaries, comparison of options, and 
preferably some process designed to insure that the deal represents the best reasonably 
obtainable value. Fairness opinions so obtained are themselves subject to judicial review 
for the adequacy of the underlying analyses, under both state law and federal securities 
law.78

All of this remains true despite the fact that the Delaware legislature subsequently en
abled and most corporations have elected to immunize (“exculpate”) directors from liabil
ity for breaches of care, even in the M&A context, and the leading Delaware court has 
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disclaimed any per se rule requiring any particular “blueprint” for a sale.79 US securities 
law reinforces this heightened duty of care when a deal involves stock currency and the 
target is publicly held. In such deals, the buyer is effectively issuing stock to the public 
(through the deal), with the result that its directors and officers have potential anti-fraud 
liability if they do not conduct (or have conducted for them) adequate “due diligence” to 
see that the prospectus delivered in advance of closing is accurate, materially complete, 
and complies with technical regulatory requirements.80

The content of fiduciary duties may also be shifted in subtle ways depending on the na
ture of a transaction. For example, in Delaware, a company selling itself for cash faces 
slightly different and effectively more stringent judicial review than one that accepts a 
merger with all stock as the deal currency, even if the buyer is a much larger company, 
and in such situations, the target board may not openly prefer one bidder on the ground 
that its bid will benefit any “constituency” other than shareholders.81

In the UK, the Takeover Code (and now the Companies Act) forbids target directors from 
taking actions that tend to “frustrate” any bidder, essentially requiring them to be neutral 
between bidders—even if the target directors believe (for example) that one bidder is a 
stronger business partner than another. UK rules also effectively require target boards to 
remain “neutral” between different bidders. In the US, if a transaction involves contract 
provisions designed to deter competition that may arise after a bid emerges, those provi
sions (and possibly the entire deal) will also be subject to heightened judicial scrutiny, 
and while favoritism among bidders is not formally precluded, it is discouraged as a re
sult of this review.82

(p. 592) The strongest judicial review in the US is reserved for conflict-of-interest transac
tions—a sufficiently stringent type of review to deserve separate attention (discussed in 
the next section). In addition, one type of conflict transaction—insider trading—in the US 
is subject to extra regulation in the context of tender offers.83

5.3 Fairness Review, Appraisals, and Minimum Payment Require
ments

M&A is sometimes subject to special “fairness” approval requirements, designed to in
sure that the transaction is “fair” to a designated set of beneficiaries—typically, share
holders (or non-controlling shareholders in the case of transactions in which controlling 
shareholders participate directly)—or, alternatively, that those beneficiaries receive fair 
compensation for any change in ownership or rights caused by the transaction. “Fair
ness” is as vague as it sounds, and is typically evaluated on a case-by-case basis, with a 
view toward whether target shareholders are being treated equally, whether the transac
tion provides them with value equivalent to the value of their shares prior to the transac
tion, and whether controlling fiduciaries are benefiting at their expense.

In the US, Delaware law requires that for any conflict of interest transaction, fiduciaries 
must affirmatively show that the deal is “entirely fair,” that is, at a fair price and the re
sult of a fair process. All deal terms and elements of the process leading to the deal are 
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subject to heightened ex post scrutiny, unless the deal meets stringent ex ante 
conditions.84 If a court finds that the deal is not “entirely fair,” the result is that the fidu
ciaries are found to have violated their duties, with possible reputational implications.85

The remedies available are not limited to compensation, but may exceed the compensato
ry value, potentially including the equivalent of punitive damages (although not typically 
so characterized).86

In addition, in the US, appraisal rights may be an alternative form of fairness review 
available, but only for specified M&A transactions.87 Appraisal rights permit any common 
shareholder to seek a judicial determination of the “fair value” of their shares, measured 
as (p. 593) if the transaction had not occurred (hence, excluding deal synergies), based on 
the value of the target firm as a whole, divided pro rata among common shareholders. 
Triggering transactions include cash mergers, mergers that rely upon short-form 
“squeezeout” procedures that avoid a shareholder vote, and stock-for-stock mergers in
volving private buyers or targets.88 In Delaware (and indeed, in many US states), ap
praisal rights are not available in connection with asset or stock purchases, even if they 
have the same economic effects as a merger.89

UK law regulates conflicts of interest differently, depending on whether the transaction is 
a bid or a scheme. For bids, elements of the Takeover Code create incentives for bidders 
to never obtain controlling but less than full ownership interests. For example, bidders 
are required to launch a “mandatory” acquisition bid at a regulated price once they ac
quire more than 30% of the target’s stock or if they acquire more shares after having ac
quired 30% but less than 50%, preventing creeping control bids and certain stock pur
chases raising a conflict of interest; bidders must obtain acceptances from at least 50% in 
the bid; and are required to conduct “squeezeouts” once they obtain 90% ownership, and 
are constrained to pay a price that is at least equal to the highest price paid for shares 
(and no less than the price paid in their control bid).90 Together, these rules prevent or 
substantively regulate with bright-line rules some of the types of M&A transactions that 
commonly involve conflicts of interest in the US. For transactions structured as schemes 
of arrangement in the UK, court approval is required, following receipt of a report from 
an independent “expert” finding that the share exchange ratio in the scheme is reason
able.91

In India, squeezeouts are pursued through schemes of arrangement, and historically have 
been subject to little real judicial oversight or other regulation.92 The new Companies Act 
2013 introduced one new protection similar to those required by UK law on schemes and 
induced by US fiduciary duty law—fairness opinions from independent investment banks 
on the value paid. It remains to be seen if the new statute will achieve minority share
holder protection absent broader judicial reforms to enhance the speed and efficacy of 
enforcement.93
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5.4 Regulation of Deal Terms, Deal Process, and Deal-Related Debt

Both the US and the UK impose further restrictions on the substance and process for 
M&A transactions. Tender offers in the US and bids in the UK must offer all target share
holders (p. 594) the same consideration. Mergers in the US and schemes in the UK, by 
contrast, need not, although equal treatment is a strong norm generally followed, except 
where the point of the transaction is to provide ongoing ownership to a buyer or con
troller and cash to minority shareholders. Stock purchases, by contrast, do not necessari
ly benefit all target shareholders, and can be sequenced over time in such a way as to 
benefit some target shareholders differently (subject, in the UK, to the mandatory bid 
rule described above, and, in the US, to fiduciary duty constraints on self-dealing). Asset 
purchases in some formal sense treat all shareholders equally, in that the consideration 
for the transaction flows to the corporation, which they own collectively; however, the 
control shareholders and/or board of a company selling assets need not then distribute 
that consideration to shareholders, and may thereafter use it in ways that may not benefit 
all shareholders equally.

Both the US and the UK impose limits on pre-bid solicitations of support for M&A trans
actions involving public targets. In the US, SEC proxy rules effectively limit bidders from 
obtaining support agreements from more than ten shareholders of a public target without 
going public (and filing documents with the SEC) for the deal,94 while in the UK, the 
Takeover Code forbids bidders from obtaining pre-bid agreements from more than six tar
get shareholders.

Restrictions on the use of debt to finance M&A vary significantly across countries. In In
dia, banks are not permitted to finance share acquisitions, including whole-company 
deals. However, this requirement is imposed on banks, rather than on deals, creating an 
imbalance between foreign acquirers (who can finance bids from foreign banks) and do
mestic acquirers (who are generally dependent on local banks for finance).95 The Indian 
Finance Ministry is considering relaxing these restrictions. Even if they are relaxed, how
ever, India’s laws further ban “financial assistance,”96 making debt-financed buyouts of 
private targets difficult, and those of public targets even more so.

Like India, and consistent with the EU’s bank-protective Second Company Law 
Directive,97 the UK generally forbids companies from providing “unlawful financial assis
tance” to a bidder to facilitate a bid or other stock purchase involving a public target,98

although this prohibition was essentially eliminated for private targets in 2008. In addi
tion, and perhaps more importantly, the UK requires that bids be fully financed before 
they are launched, with cash on hand or fully committed agreements from lenders, sub
ject to “very limited” conditions.99

(p. 595) The US M&A market does not have a similar “certain funds” or similar require
ment relating to bids and offers. Nor does the US forbid “financial assistance.” Indeed, it 
was something sufficiently common in the 1980s to have earned a catchphrase: “junk-
bond boot-strap bust-up two-tier takeover.”100 US tax law was modified in the 1980s to 
limit interest deductions for debt that trades at a discount at original issuance, curtailing 
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the tax subsidy of more extremely leveraged financing structures,101 and US bank super
visors have imposed modest constraints on the ability of banks to take on excessive risks 
in the “leveraged loan” market that funds the largest buyouts.102

Instead, the US leans on target fiduciary duties and court-developed M&A-specific suc
cessor liability doctrines to reinforce contract and general creditor-protection laws such 
as fraudulent conveyance statutes.103 Because target fiduciaries are not strictly required 
to remain neutral as between bidders, they have more flexibility than in the UK to prefer 
a bidder based on financing certainty, and they are at risk if they sell to a looter.104 More 
generally, even when a buyer seeks to limit the liabilities it takes on—for example, by pur
chasing assets or employing a subsidiary to carry out the deal—it may find that many spe
cial types of liabilities are imposed on the buyer/parent by virtue of control of the target’s 
business.105 In addition, depending on deal structure, post-deal consolidation choices, 
and the relevant jurisdiction’s law, a buyer or its subsidiaries may become subject to all of 
a target business’s (p. 596) liabilities under common law doctrines variously labeled 
“agency,” “de facto merger,” or “successor liability.”106 While such doctrines do little 
more than fraudulent conveyance statutes to constrain total leverage resulting from a giv
en deal, they do constrain the temptation to use M&A or restructuring to shift or amplify 
risks to creditors, or to extract value in violation of conventional priorities among 
claimants.

5.5 Bans or Structural Limits

Finally, many laws effectively ban or impose structural limits on M&A. At the request of a 
creditor, a court in the US may be willing to enjoin transactions that would cause a com
pany to become insolvent, particularly if they involve transfers of value to shareholders or 
a subset of creditors. Banking laws in the US forbid acquisitions by banks of nonbank, or 
vice versa,107 while in the UK the separation of banking and commerce is preserved 
through the discretion of bank supervisors to refuse permission for nonbanking entities to 
enter banking on prudential (“safety and soundness”) grounds. M&A transactions that 
would create monopolies or monopoly power are banned, unless (as is typical) a buyer is 
prepared to divest parts of the target’s business to reduce competitive concerns. Defense 
contractors, airlines, and telecommunications companies are typically forbidden from be
ing acquired by foreign or foreign-controlled buyers, and restrictions on foreign owner
ship typically extend to more industries in developing nations.108 (p. 597)
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Figure 22.1  Deal Volume/GDP in US, UK, and India, 
2013.

6 What Types of M&A Transactions Actually 
Take Place, and What Effects Does Law Have?
What effects do the foregoing laws have on the patterns of deal making in the US, the UK, 
and India? Although complete data necessary to answer such a question are not avail
able, public data does provide a basis for some general observations about such patterns.

First, as illustrated in Figure 22.1, the overall US legal environment is highly conducive 
to M&A. US M&A levels are the highest in the world. This is true both in dollars and in 
numbers of deals, absolutely and (as depicted in the figure) relative to the size of the rele
vant economies, for both public and private targets, and across a range of industries. UK 
law is also highly facilitating, with robust M&A markets, albeit modestly less so for public 
targets than in the US. In part this is due to the rigidity of some UK laws that benefit tar
get shareholders conditional on a bid, but also have modest inhibitory effects on bidders 
considering whether to initiate a bid.109 The UK’s ban on financial assistance also likely 
has a constraining effect on buyouts, although buyout volumes in the UK and elsewhere 
in Europe suggest that the UK’s ban on financial assistance has had only limited effect, in 
part because its focus on debt incurred for transactional purposes does not extend to 
debt incurred near in time but not as part of a stock purchase.110 Deals in India have in
creased in significance, both absolutely and relative to the Indian economy, but remain 
well below levels in the US and the UK.

Second, deal structures are highly dependent on the ownership structures and sizes of 
the companies involved. In the US, as illustrated by Figure 22.2, deal structures take on a

(p. 598) completely different distribution for public and private targets. In the UK, deals 
for larger public targets are more likely to use a scheme of arrangement than smaller 
deals, which are more likely to rely on bids.111 In India, M&A transactions are almost 
completely structured as asset and stock purchases, owing to the concentrated control
ling ownership structures, even among India’s largest public companies.112
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Figure 22.2  US Target Deal Structures by Owner
ship of Target.

Figure 22.3  Mean Deal Duration in Days, by Deal 
Size in the US.

Third, deal regulation has a clear impact on the way deals proceed. For example, as illus
trated in Figure 22.3, deals take substantially longer to complete if they are large enough 
to trigger antitrust review in the US than if they do not.113 Similarly, as illustrated in Fig
ure 22.4, deals are substantially more likely to be withdrawn once announced, if they in
volved (p. 599) a public target in the US.114 Some effects show up across jurisdictions too: 
acquisitions of US public targets (most of which are mergers that involve at least some 
non-cash consideration, and so require registration of securities with the SEC) typically 
take 60 to 90 days from announcement to complete; those of UK public targets take 25 to 
30 days from announcement; and those of Indian public targets either occur simultane
ously with the announcement (where they are structured as sales of control blocks owned 
directly or indirectly by one individual or family controlling shareholder to another) or 
take four to six months (where they are structured as asset purchases or, less commonly, 
bids for public company shares), or up to a year in the rare scheme of arrangement.115

Bid withdrawal rates are far higher in India for private target deals than in either the US 
or the UK, and while some of the differences may be attributable to non-legal factors, the 
legal process for M&A is likely to be a partial cause as well.
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Figure 22.4  Withdrawn Bids by Target Ownership in 
the US.

A fourth empirical finding is also clear: M&A transactions generally generate significant 
gains to target shareholders who sell, regardless of jurisdiction. Premiums over pre-deal 
market prices for public targets average between ~25% and ~50%, depending on time 
period and sample, in each of the US, UK, and India.116 (In India, however, those gains 
may not be shared with minority shareholders in the typical deal structure, in which a 
control block is sold without a corresponding acquisition of other shares.) Comparisons of 
observed premiums across jurisdictions are difficult, in aggregate, due to differences in 
ownership, finance, and the economics motivating deals, so it is less clear whether law 
has an important influence on the relative benefits of M&A to target shareholders.

Data on and studies of topics of more general social, political, and economic interest—
such as whether M&A transactions are good for bidders or society as a whole—are far 
more problematic. Part of the difficulty is that M&A is endogenous to a large number of 
forces, beyond corporate law, or even the law of M&A generally: finance, macroeconomic 
activity, monetary policy, politics, tax, culture, etc. Controlling for such factors is neces
sary to draw reliable inferences about the effects of law, but doing so is difficult if not im
possible, given limits on the degree or frequency of variation in or observability of such 
factors.117 As a (p. 600) result, it remains a topic of some dispute even in the largest M&A 
jurisdiction whether M&A is, on balance, good for bidders.118

Similarly, the effects of M&A generally on non-shareholder constituencies, such as em
ployees or creditors, are disputed. M&A generates substantial transaction costs, which 
might be viewed as wasteful rents (from a social perspective) if the net result of M&A to 
both bidder and target shareholders from a typical deal is zero or nearly so. In the US, 
the tax shield from higher leverage incurred through debt-financed M&A may also repre
sent a form of rent seeking, but it is unclear why managers would not incur similar levels 
of tax-reducing debt without M&A (other than, perhaps, as a form of agency cost, in 
which taxpayers may be benefiting at shareholder expense). Employees are commonly 
laid off following mergers, particularly among general managers, as the buyer can 
achieve economies in management (e.g., no need for two highly paid general counsels), 
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but the most highly paid employees often receive side payments in the form of vested op
tions or stock, or golden parachutes, and many find employment quickly. Some M&A 
transactions lead to more widespread layoffs, but it is hard to test whether such layoffs 
would have occurred anyway, as when M&A is a channel for globalization, or whether the 
firms involved are able to create new jobs at a faster pace than they would have done 
without M&A. Labor unions used to oppose hostile takeovers, but union pension plans 
now commonly embrace corporate governance strategies that tend to increase M&A. Few 
M&A transactions generate antitrust concern sufficient to attract more than minimal re
view by US antitrust agencies. Banks and other lenders are sufficiently unconcerned 
about the effects of M&A on risk or debt levels that they commonly omit event-risk 
covenants that would provide protection in the M&A context. Larger creditors may be 
protected by other means, while smaller creditors are “non-adjusting,” in the sense that 
the benefits of seeking contract protections may be outweighed by the transaction costs 
of doing so, making non-action by larger creditors of uncertain significance for estimating 
the effects of (leveraged or leverage-increasing) M&A on creditors generally.

7 Conclusion: What Do the Variations in Types 
and Modes Imply about Law Generally?
What general conclusions can we draw from this survey? At a very high level, corporate 
and securities law across jurisdictions treats M&A transactions differently from other, 
less (p. 601) dramatic and more routine types of transaction. Against a background of oth
er laws that shape and structure the M&A process (tax, antitrust, etc.), corporate and se
curities law simultaneously facilitate M&A, by reducing collective action costs and the 
risk of strategic hold-up, but also impose tighter disclosure, process, and substantive con
straints on M&A transactions. As a general rule, constraints are tighter for deals involv
ing public companies, where dispersed owners are in need of more information and are 
less capable of protecting their own interests without additional protections, and are 
tightest for transactions in public companies that represent conflicts of interest (or would 
do so if permitted).

A second take-away from the survey is that different countries regulate M&A differently, 
and exhibit different patterns in M&A forms. These differences reflect at least in large 
part longstanding differences in structural features of the markets, particularly owner
ship structure, which itself may be at least in part a function of corporate law and gover
nance. In the US, ownership dispersion led to the use of the collective-action cost-econo
mizing merger; in the UK, greater institutional political power achieved shareholder-pro
tective takeover regulation that has been extended largely, if incompletely, to schemes; 
and in India, schemes are used much less frequently, relative to simpler negotiated stock 
purchases, in part because the latter do not trigger a number of legal requirements im
posed on the former, but also because they are unnecessary given the frequency of con
trol blocks even among large listed companies, and because bidders often appear content 
to acquire control, rather than 100% ownership, as is typical in the US and the UK.
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But other cross-country variations also seem to reflect the way that (as in chaotic sys
tems) seemingly small differences in starting conditions can ramify and persist in the face 
of similar legal, historical, and economic conditions (common law, English language and 
heritage, republican democracies, long coastlands, dependence on trade, and for the past 
20 years, at least, a relatively unmixed commitment to regulated capitalism) and strong 
market pressures to produce an efficient method to allocate resources rapidly through 
M&A. In the UK, courts play a background role in M&A, even when formally required to 
approve a scheme. Contested litigation is rare, and bright-line rules set (at least initially) 
by stock exchanges (which in turn are dominated by institutional investors) screen out 
whole classes of transactions that might harm the interests of shareholders, while other 
laws that protect creditors (e.g., against “financial assistance”) derive from the bank-cen
tered governance politics of the early European Community. In the US, by contrast, the 
watchword is flexibility, but also litigation. Courts are central, even without a formal role 
in approving any given deal, and lawsuits are so commonplace as to transform the 
(Delaware) courts into a quasi-regulatory agency creating “regulation” as much as resolv
ing disputes, driving deal-related disclosure decisions as much as the rival regulatory 
body (the SEC) with formal authority over disclosure. In India (with admittedly a very dif
ferent history and more recent path to its current international position and economic 
and legal structure), litigation is common, but unavailing, given the delays in the court 
system; the regulatory body overseeing the stock exchanges has achieved the most disci
pline over corporate controllers in the M&A context, but M&A regulation is multifarious 
and frequently overshadowed in a given deal by the complex and often informal body of 
regulations of ownership of business itself. These differences in the details of how M&A is 
regulated are far greater than an outside observer might expect. Minor variations in simi
lar laws with similar goals in similar legal systems, in other words, can have real effects 
on the amount and nature of economic activity.

(p. 602) A third and final bottom line of the survey is that some constraining aspects of 
M&A law can sometimes be evaded, and are. This stems from the fact that the corporate 
form—by interposing a legal entity between owners and businesses—makes it possible for 
economically equivalent transactions to be accomplished with a variety of transactional 
forms—asset purchases, as with non-corporate actors, but also stock purchases (includ
ing bids and tender offers) and mergers, schemes and squeezeouts. Because M&A law 
does not apply equally to all methods of pursuing a given transaction, opportunities arise 
for M&A to be structured to reduce the effect of or avoid some of these laws. Hence, we 
see the move from bids to schemes in the UK, illustrating both the incentive to avoid un
necessary (stamp) taxes, but also the greater flexibility of the scheme. Similarly, in the 
US, we see the emergence of the tender offer as a mechanism for hostile takeovers in the 
1980s, followed by its use in negotiated acquisitions (followed by squeezeout mergers), to 
reduce the time needed to obtain control, while ensuring 100% ownership. Moreover, 
shifts in deal patterns respond to legal changes, and are themselves of economic conse
quence. Ironically, these patterns of avoidance are evidence that the law does in fact 
sometimes bind. If M&A laws were trivial or its constraints inconsequential, such pat
terns would not appear.
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(76) Directors and officers of UK companies are also subject to fiduciary duties, see gener
ally Gower and Davies, Principles of Modern Company Law (9th ed. Paul Davies & Sarah 
Worthington eds., 2012), but it is significantly more difficult for dispersed shareholders to 
bring lawsuits to enforce such duties in the UK in a cost-effective manner, so these duties 
are less constraining and less significant to M&A practice than in the US. See generally 

John C. Coates et al., “Program on the Legal Profession: The Legal Profession of the Unit
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which the fairness opinion was based were accurate).



Mergers, Acquisitions, and Restructuring: Types, Regulation, and Patterns 
of Practice

Page 36 of 40
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Abstract and Keywords

Groups of companies are common. The empirical data are heterogeneous. Agency prob
lems arise between the controlling shareholder and the minority shareholders and be
tween the shareholders and the creditors. Three regulatory models exist: regulation by 
general corporate and/or civil law (prototype: the UK); regulation by special group law 
(prototype: Germany); and regulation by areas of the law such as banking, competition, 
and tax. The main strategy is mandatory disclosure and group accounting. Related party 
transactions (including conflict of interest and tunneling) are dealt with by disclosure and 
consent requirements. In addition, appropriate standards for directors and controlling 
shareholders (corporate governance) have been developed. They become stricter, if insol
vency is approaching. The concept of the shadow director extends liability to the control
ling shareholder. Other mechanisms for creditor protection are indemnification, veil-
piercing, subordination and substantive consolidation. A fair amount of international con
vergence exists as to shareholder protection, but not as to creditor protection.
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1 Groups of Companies: Phenomenon, Agency 
Problems, and Regulation

1.1 The phenomenon of the groups of companies

GROUPS of companies rather than single independent companies are the modern reality 
of the corporation, and most of them are multinational groups. As an example, take the 
Pirelli group in Italy, which is not one of the very biggest. It has over 100 companies in 
more than 30 countries, 16 of them in the European Union, with over 30,000 employees 
and an annual turnover of almost six billion euros.2 Modern business can be organized in 
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different ways: the integrated firm working only with its own labor force is rare. More 
common is distribution by commercial agents or appointed dealers. As the firm becomes 
bigger, it sets up branches and, especially in trade that crosses over borders, it establish
es separate companies as subsidiaries of the firm and forms multinational groups. The 
groups differ greatly as to structure, organization, and ownership. In the US, groups with 
100%-owned subsidiaries are common. In continental Europe, the parents usually own 
less—very often much less—of the subsidiaries, just enough to maintain control. Some 
groups have holding structures—for example, the large US banks—and Swiss banks are 

(p. 604) beginning to follow.3 In Europe—for example, in Germany and Italy—pyramids4

are common, i.e., hierarchical groups with various layers of subsidiaries and subsidiaries 
of subsidiaries forming very complicated group nets. Groups are run very differently: 
some are tightly steered by the parent from the top, while others are loosely combined 
with largely autonomous profit centers and sometimes with fierce group-internal competi
tion.5 If groups cooperate, they sometimes choose to jointly hold certain subsidiaries. 
Special—often cultural—problems arise if, as in rare cases, multinational groups have two 
parents from different countries. Accordingly, the economic concepts of the group differ.6

Groups also have different legal forms. This depends on the various corporate forms 
available in different jurisdictions and sometimes on an international level, such as the 
Societas Europaea (SE) in the European Union. Legal group regulation, if any, depends 
on these legal forms,7 which means that there are stock corporation groups,8 limited lia
bility company groups, SE groups such as the German Allianz insurance giant,9 and also 
groups with commercial partnerships such as parents or subsidiaries. The choice of the 
form is most often tax-driven.10 In law, the concept of the group depends on the legal con
cept of control by the parent. There are different legal concepts of control according to 
the purpose of the regulation. For accounting purposes, but in some countries also under 
general corporate law, formal control by at least 51% of the shareholdings is the legal 
test. For antitrust and in countries with a special group law as in Germany, substantive 
control concepts are used, taking into consideration that economic control may be possi
ble with much less than 50% (p. 605) depending on the shareholder structure, shareholder 
presence, and voting behavior in the general assembly, and other economic facts.

The objectives of group regulation under corporate law are usually twofold: the main ob
jective is the protection of the minority shareholders and the creditors of the subsidiaries 
in the group. Under this objective, group regulation follows a bottom-up model. A second 
objective that appears frequently in many countries—including European countries as 
well as Australia,11 for example—concerns the corporate law provisions aimed at assist
ing business and the economy by recognizing corporate groups as organizational forms 
and by facilitating group management. Here the regulatory perspective is rather top-
down. In countries with strong protectionism and in most emerging countries, the empha
sis is more on the organizational side.12 This chapter concentrates on group regulation 
with the first objective, i.e., on agency problems in corporate groups and their regulation. 
Special problems arise for multinational groups, an old phenomenon that was already 
well known in the nineteenth century,13 for groups with the state or state enterprises as 
parent,14 for financial groups as evidenced by the financial crisis, and for listed groups, 
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i.e., groups in which the parent or a subsidiary or even both are listed. These problems 
cannot be dealt with here in more detail.

1.2 Empirical Data on Groups and their Use for Regulation

Empirical data on groups are available, but they are usually collected for specific purpos
es. More recently there has been growing research on corporate ownership with a view 
toward corporate governance law and codes.15 Ownership differs considerably between 
the various countries: dispersed ownership in the US16 and in the UK17 as prototypes;18

and controlling family enterprises and groups of companies as the general rule in conti
nental European (p. 606) states, but also often found in Far Eastern countries and in 
emerging economies.19 Empirical data on multinational enterprises and groups of compa
nies are collected by international organizations such as the OECD, UN, G20, Basel, and 
others.20 Data on groups are also collected by studies on economic concentration and are 
used for antitrust and merger control regulation in many industrialized countries, includ
ing Germany, the European Union, and the US.21

Of particular relevance when studying the regulation of corporate groups are data on 
conduct and transactions in groups. Usually they are not collected systematically but are 
set out by regulatory agencies, in case studies, by national and international court cases, 
and by reports from practice.22 Much of the existing group law is not codified law but is 
case law by courts, such as the German limited liability group law, and sometimes by su
pervisory agencies, such as the former Belgian Banking Commission.23 The extensive le
gal contributions of academia in many countries with group law do not usually add much 
in the way of empirical data.

1.3 Agency Problems: The Controlling Shareholder and Minority 
Shareholders, Creditors, and Other Stakeholders

It is generally understood that there are three main agency problems to be dealt with in 
corporate law: conflicts between managers and shareholders, conflicts among sharehold
ers and here essentially between the controlling shareholder and the minority sharehold
ers, and conflicts between the shareholders as a group and other stakeholders, in particu
lar the creditors of the company and its workforce.24 Sometimes the concept of stakehold
ers is (p. 607) conceived more broadly, encompassing consumers; municipalities, regions, 
and countries interested in keeping groups and group members within their area; the 
state as a tax authority; and even non-personal public goods such as the environment, 
fundamental rights, and others.

The classic agency conflict concerns the managers as agents of the shareholders. This 
conflict exists if the shareholders are dispersed as is common in the US, the UK, and 
some other countries.25 Much corporate law in the various countries deals with this con
flict.26 For controlling shareholders and for the parent in a group of companies, this 
agency conflict is hardly relevant because the controlling shareholder will ultimately pre
vail against the management, not only in the parent company but also in the subsidiaries, 
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either by superior influence on the board or by voting power in the general assembly. It is 
true that under special circumstances—for example, in multinational groups—control may 
not be exercised so easily, especially if labor sides with the management of the subsidiary, 
or if state agencies in the country of the subsidiary pursue country-specific interests. But 
this is the exception.27 As to groups of companies, the two most discussed principal–agent 
conflicts concern the minority shareholders and the creditors (as well as the employees).

1.3.1 Minority Shareholders versus the Controlling Shareholder
This agency problem occurs most frequently in continental European countries where 
family companies and groups of companies are common.28 The controlling shareholder 
may abuse that control position in various ways, such as self-dealing and similar related 
party transactions, thereby reaping private benefits of control.29 The corporate laws of 
most countries cope with this problem of controlling shareholder opportunism by various 
strategies and mechanisms of minority protection.30

As we shall see, many jurisdictions deal with this agency problem without distinguishing 
whether these conflicts arise in the independent corporation or in a group of companies. 
Yet in groups of companies, this agency problem has several particular features.31 First 
and most conspicuous is the fact that the controlling shareholder in the subsidiary may 
not just act opportunistically in his own private interest; he may act responsibly in the in
terest not (p. 608) only of the parent, but of the group as a whole and/or other sub
sidiaries. While the controlling shareholder of an independent corporation has an individ
ual interest in the well-being of “his” corporation which somewhat reduces the risk of op
portunism at the expense of the minority shareholders, this is not necessarily the case if 
he has important stakes in other companies as a parent of the group or as a controlling 
shareholder of the parent. In this case, what may be disadvantageous for him in the one 
company may at the same time be beneficial for the other companies. This is what makes 
the agency conflict in the group generally more complex and acute than in the controlled 
independent company.

Second, steering a group of companies implies making difficult business judgment deci
sions that may be appropriate or even necessary for the group though they are disadvan
tageous or even harmful for the subsidiary. This implies a much more difficult balancing 
of interest between the subsidiary and the parent (and other subsidiaries) than between 
the minority and the majority in an independent corporation. Examples are easy to find: 
in most groups, there is a central cash management where the moneys of the subsidiaries 
are pooled. It is very common that the parent takes contributions from the subsidiaries 
for the group that may or may not be economically and/or legally justified from the per
spective of the subsidiary, for example for services rendered within the group or more 
generally for the alleged benefits of belonging to the group. The parent or another group 
member may be in financial difficulties and need the help of the subsidiary. The parent 
may need to make a decision about where in the group layoffs or cut-downs should be ef
fectuated or, more positively, which of the subsidiaries in the group should be attributed 
the opportunity to develop a promising new product or where, usually for tax reasons, a 
new subsidiary should be brought up that may take away business from the others. In a 
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sense, the latter cases present a horizontal agency problem, not just a vertical one as in 
the independent corporation. This is not to say that such balancing cannot be done in ju
risdictions without separate provisions for groups, but it is considered by some jurisdic
tions the reason for treating the agency problem in groups of companies separately and 
differently.

Third, the agency problem is exacerbated if the controlling shareholder in the group 
holds only a block of shares that is enough for control instead of 100%.32 As seen before, 
depending on how control is defined, this may be just a 51% block, or even considerably 
less in corporations in many continental European countries in which the attendance rate 
of the common shareholders at the general assembly is low. In Germany, for example, this 
is sometimes under 30%. With the mandatory bid provision for takeovers in many Euro
pean countries, 30% is usually considered control for the purposes of acquiring control in 
the sense of the takeover acts.33 This line of exercising control with relatively smaller 
stakes is prolonged in a number of continental European countries by pyramiding,34 i.e., 
exercising control over a subsidiary by another subsidiary and so on. The actual economic 
stake of the controlling shareholder at the top of the pyramid may thus become very 
small, with the consequence that his risk in the lowest part of the pyramid may be mini
mal. The temptation to take hidden private profits somewhere in the group increases cor
respondingly.

(p. 609) Fourth, in a group of companies, the agency conflict may not just be one that con
cerns the minority shareholders in the subsidiary. The minority shareholders in the par
ent corporation may also be affected. This is the case if the management of the parent, in 
agreement with the controlling shareholder, takes the business decision to invest heavily 
in a risky subsidiary without shareholder consent in the general assembly of the parent 
corporation. The famous German Holzmüller case is a good example of this.35

1.3.2 Creditors versus the Controlling Shareholder
The other main agency problem concerns the creditors. As for the minority shareholder 
agency problem, this conflict is well known in general corporate law for the independent 
company, and a number of jurisdictions do not have separate rules for this problem in 
group situations.36 But again creditors of groups may be more exposed to controlling 
shareholder opportunism than creditors of independent companies.37

The above-mentioned special features of the conflict also apply here: a smaller incentive 
of the controlling shareholder to act in the sole interest of the subsidiary because of his 
stakes in other companies, difficult financial and investment decisions in steering the 
whole group, exacerbated risk in pyramidal groups, and agency problems not only for the 
creditors of the subsidiary but also of the creditors of the parent.

Furthermore, quite apart from the precarious situation of involuntary creditors, it is usu
ally more difficult for a creditor of a subsidiary to evaluate the risk he runs than for a 
creditor of an independent company. The situation is just more opaque, and the divisions 
between the assets of group members are more blurred. This is true whether or not the 
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creditor knows that the debtor company is a group member. Disclosure under the various 
national and international transparency provisions is relatively well established as far as 
the parent corporation is concerned, in particular because of group accounting,38 but 
transparency is much less developed as far as the subsidiaries are concerned. As a conse
quence, the general creditor risk—ex ante: misrepresentation of value; ex post: intra-
group transactions, asset dilution, asset distribution, and debt dilution39—is generally 
higher in groups of companies than in independent companies.

1.3.3 Labor and Other Stakeholders versus the Controlling Shareholder
Similar problems arise for employees and other stakeholders, whether these problems 
are considered to be agency conflicts40 or not. The decision of whether employees are 
hired or fired may not just depend on the business situation of the subsidiary but may fol
low the interest of the group. Restructuring in groups of companies, in particular in multi
national (p. 610) groups, belongs to the most controversial issues for labor. For example, 
in the case of a takeover threat against an independent company, labor will often seek a 
coalition with the management and the controlling shareholder against the minority 
shareholders; in other cases, however, the controlling shareholder in the group may take 
decisions in labor issues in the interest of the whole group. In a number of countries the 
employees may have a say in the co-determined board of the independent company, but 
this does not help if the decision is finally made at the top of the group, unless there is a 
special group codetermination there as well. Germany has such a group codetermination 
system, but only German labor has its representatives sitting on the board of the 
parent.40a

Many countries deal with this labor agency problem in groups with specific labor group 
provisions. In some countries there is even a full-fledged labor group law, either codified 
or developed by case law. This whole area of group-specific provisions in employment law, 
industrial relations, and labor codetermination is highly complicated and controversial 
and cannot be treated here.41

Similar group problems arise in other areas of the law, including competition law, tax, and 
environment. These areas will be briefly mentioned later when we look at the different 
regulatory models for dealing with groups, but they cannot be treated in more detail 
here.

2 Groups of Companies: Regulatory Models, Le
gal Strategies, and Mechanisms

2.1 Regulation by General Corporate and/or Civil Law

Many countries deal with the agency problems we have described by law, either general 
law or group law. As we shall see, most of this law is mandatory,42 such as disclosure and 
group accounting as a reaction to opaqueness, the principles of related party transactions 
and tunneling, basic standards for directors and controlling shareholders in groups when 
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making decisions that affect minority shareholders, creditor protection provisions, and in
solvency law. When we deal with these strategies and mechanisms, we shall look at their 
function, whether the provisions are mandatory, and what room is left for self-protection 
or for enabling law, in particular for creditor protection.43 But it should be mentioned 
here that certain countries can do without rules for groups of companies, or at least with 
very (p. 611) few of them. This is the case in Sweden, for example, where there seems to 
be no felt need to deal with group agency problems in more detail. This is astonishing be
cause in Sweden the shareholding structure is characterized by strong owners and weak 
minorities. The pertinent studies suggest that the reason may be that the country is small 
and social control is effective.44 Furthermore, creditor protection in general—and more 
specifically in groups of companies—may be irrelevant or much less relevant for large vol
untary creditors who can choose with whom they contract and can bargain for secured 
credit. Yet this is not the case for involuntary creditors, and even small and medium vol
untary creditors may not really have the choice to protect themselves.

If countries choose to address the group agency problems more specifically, they can fol
low three regulatory models: first, they can choose between regulation by general corpo
rate and/or civil law (section 2.1) and regulation by special corporate group law (section 

2.2). These two models can and usually will be combined with group regulation by areas 
of law (section 2.3). The prototype of the first regulatory model is the UK.45 There corpo
rate group law as such (apart from group accounting, for example) is non-existent. The 
general civil and corporate law provisions for dealing with agency problems of minority 
shareholders and creditors are used for independent companies as well as for groups of 
companies. Many other countries follow the same route. As for the corporate law in these 
countries dealing with group problems, there are considerable differences between the 
various forms of corporations—for example, stock corporations—particularly if they are 
listed, limited liability companies, commercial partnerships, and in Europe the European 
company (SE).

In all these countries, the legitimacy of forming groups—i.e., creating different legal enti
ties within the group and thereby partitioning assets46 among the creditors of these enti
ties—is principally uncontested, though in US academia there are pleas for unlimited 
shareholder liability for corporate tort creditors.47 In the UK, the separate legal personal
ity doctrine following the Salomon case48 has been firmly upheld by the courts for groups 
as well.49 But as we shall see, there are various civil or corporate law concepts that may 
catch group situations. One example is the concept of the shadow director who exercises 
de facto control in the company. The parent may qualify as such a shadow director—for 
example, in the context of wrongful trading under section 214 of the Insolvency Act 1986
—though instructions given as directors of the parent are not a sufficient basis for this.50

Another example is piercing the corporate veil.51 Still, it has been said that “[i]t is clear 
that British law (p. 612) is at one end of the spectrum as far as the regulation of liability 
within groups is concerned.” There, the group problems are “solved by a combination of 
creditor self-help, general company law strategies as section 214, or the unfair prejudice 



Groups of Companies: A Comparative Study of the Economics, Law, and 
Regulation of Corporate Groups

Page 8 of 38

remedy52 and targeted statutory interventions, such as the requirement for group ac
counts.”53

2.2 Regulation by Special Corporate Group Law

Many other jurisdictions have chosen to deal with group agency conflicts by more or less 
extensive special corporate group law. The prototype for this second regulatory model is 
Germany, with its separate, extensively codified law of corporate groups. A number of 
other countries have basically followed the German example, specifically Brazil, Portugal, 
Hungary, the Czech Republic, Slovenia and Croatia.54 The German group law has been 
described elsewhere in more detail,55 so it suffices here to summarize its key elements. 
First, it is important to see that in Germany, group law is codified only for stock corpora
tions (Aktien-Konzernrecht).56 Group law for limited liability companies (GmbH) and for 
commercial partnerships exists and is extensive, but it is pure case law, which is rather 
different from codified corporate group law.57 Second, German codified group law distin
guishes between contractual groups and de facto groups. Contractual groups are formed 
by contract between the parent and the subsidiary, but de facto groups are formed by uni
lateral declaration.58 In a contractual group, the parent is allowed to steer the group in 
the sole group’s interest, but the parent has to pay for this legal privilege by being oblig
ed to make good the losses of the subsidiary and by adequate compensation for the mi
nority shareholders of the subsidiary. The legislator’s thought was that the freedom to 
steer the group would be such an attractive incentive for the parent that in most cases it 
would enter such a group contract. Yet this hope turned out to be vain. Corporate reality 
in Germany is different: contractual (p. 613) groups are rare (and due to diminished tax 
benefits they are becoming even rarer)59 and, apart from the few above-mentioned coun
tries, the concept of corporate groups has not been attractive abroad. In the de facto 
group—i.e., control by the parent without such a group contract—the parent must fully 
compensate any subsidiary at the end of the year for all acts and transactions caused by 
the parent that are contrary to the subsidiary’s own interest.60 This rule is complemented 
by a mandatory group report of the directors of the parent, by group audit, examination 
by the supervisory board of the parent, and by the right of each shareholder of the parent 
to have an investigation at the order of the court. Yet the efficacy of these mechanisms is 
an open question.61 Furthermore, new case law has established the liability of the share
holders for threatening the solvency of the corporation in closely held firms.62

Italy introduced a special codified group law in 2004. The core is made up of Articles 
2497–2497-septies of the Italian Civil Code on the activity of “direction and co-ordination 
of companies” exercised by holding companies.63 Apart from various rights and duties of 
directors and group members, and protective measures such as disclosure, the main 
achievement of this reform was to provide for a liability of the holding company and its di
rectors toward the subsidiary’s shareholders and creditors if the legal requirements are 
met. As we shall see, this liability can be avoided if compensatory damages are paid. The 
existence of a group need not be proven by the shareholders or creditors, but is pre
sumed. In addition, the rules on conflict of interest have been tightened: they govern the 
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(independent) corporation as well as groups of companies. Under certain circumstances, 
the minority shareholders also have a right of withdrawal.

A third group of countries includes France, with its Rozenblum doctrine64 and the crime 
of abuse of corporate assets,65 and Belgium, with group provisions for publicly listed com
panies belonging to a group.66 The Rozenblum doctrine has been developed as case law 
by criminal courts and is characterized by a more flexible balancing of interests of the 
parent and the subsidiary. This may be more functional than the German solution, but the 

(p. 614) subsidiary is better protected by German group law.67 Other European countries, 
such as Spain68 and Sweden,69 as well as Japan70 have no comprehensive group law, but 
various legal provisions for groups.

The situation in the European Union is still in its developmental stage. The Forum Eu
ropaeum Corporate Group Law,71 the High Level Group of Company Law Experts,72 the 
Reflection Group73, the Forum Europaeum on Company Groups (FECG)73a, The Informal 
Company Law Expert Group (ICLEG)73b, the European Company Law Experts (ECLE)73c

and the European Model Company Act 201773d have all advocated European harmoniza
tion by core group rules, more or less in line with the French Rozenblum doctrine. In its 
Company Law Action Plan of 2012, the European Commission had announced its inten
tion to proceed in this direction,74 but then the difficult discussion on the Shareholder 
Rights Amendment Directive74a and the Brexit process required more attention. In any 
case a full-fledged European group law is not in sight and cannot be recommended too.74b

(p. 615) 2.3 Regulation by Areas of Law

In comparative law, the two above-mentioned regulatory models of dealing with group 
agency conflicts are usually contrasted with each other. But this is misleading. In those 
countries that apparently do not have group law, this is also true only as far as corporate 
group law is concerned. In the UK, group accounting existed well before it was made 
mandatory by EU regulation.75 But group law provisions and very often quite extensive 
group law legislation exists in many countries, though in fields other than corporate law. 
The list is long and includes group law in accounting and auditing,76 conflict of law,77 

securities regulation,78 banking and other financial institutes,79 insolvency,80 labor,81 

competition law,82 product (p. 616) liability,83 and other public law such as tax,84 

environment, and others. Apart from some observations on group law accounting, these 
area-specific group laws cannot be treated in this chapter,85 since their objective is not 
the solution of group agency conflicts86 but depends on the specific—and highly diverse—
regulatory goals in each of these areas.

2.4 Legal Strategies and Mechanisms

In the following sections, selected legal strategies and mechanisms for dealing with 
group agency conflicts will be analyzed, including disclosure and accounting (section 3), 
related party transactions (section 4), standards for the directors and for the controlling 
shareholder (section 5), transactions with creditors (section 6), and control transactions 
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(section 7). This is done with an emphasis on those jurisdictions that follow the second 
model, i.e., regulation by special corporate group law. For countries that follow the first 
model, examples alone are juxtaposed with what is done under the second model, since 
doing otherwise would necessarily be a repetition of general corporate law dealing with 
agency problems, as reported in the other chapters of the book, in particular under Part 
II: Substantive Topics.

3 Disclosure and Accounting

3.1 General Disclosure under Corporate Group Law

Disclosure and accounting are the most commonly used instruments for protecting minor
ity shareholders and creditors in independent companies as well as in groups of compa
nies.86a Today much of this disclosure in Europe is harmonized.87 There is a long discus
sion about (p. 617) why disclosure rules should be mandatory as they are in all core juris
dictions. The arguments for mandatory disclosure are both theoretical and empirical.88

Without mandatory disclosure, there is an underproduction of information. Bad news is 
preferably suppressed. Voluntary disclosure of bad news may harm the company, in par
ticular if other companies hide such news. Standardized mandatory disclosure helps the 
investors and the market to evaluate disclosure. Empirical evidence seems to support 
these arguments for publicly traded firms.89 Group-specific disclosure90 relates to the fact 
of control, to the relationship and transactions between the parent and the subsidiaries, 
and to the formation of the group at the stage of mere block building. The European 
Transparency Directive requires notification on changes in voting rights from 5% up at 
several thresholds.91 In general, disclosure is much stricter in the US and the UK, while it 
is more lenient in continental Europe and Japan.92

An interesting example of limited disclosure is the German group dependency report for 
de facto groups.93 This mandatory report by the management board of the subsidiary con
tains the details on the relationship between the corporation and the parent and other af
filiated companies. It must be audited by the auditor of the company and by the supervi
sory board of the subsidiary. It is neither published nor available to the shareholders be
cause it contains all the details of the internal life of the group. But the individual share
holders may ask the court for a special investigation if the auditors have refused to pro
vide the audit certificate or have qualified it. In legal academia there has been a call for 
mandatory disclosure of the group dependency report to the shareholders; however, the 
legislators fear that this would be counterproductive because in practice the dependency 
report would become much less meaningful.

3.2 Group Accounting

As mentioned before, a special area of group law is group accounting. Consolidated ac
counts, though with many differences as to the reach and content, must be provided un
der various national and international group accounting provisions, including GAAP in the 
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US and International Accounting Standards (IAS) and, as of 2001, International Financial 
Reporting Standards (IFRS) in many other countries. The European Union has decided to 
basically follow IFRS standards for group accounting, but has reserved the right not to 
follow any specific standard. While IFRS standards apply for consolidated accounts, the 
accounting (p. 618) standards regarding annual financial accounts, i.e., those for the mem
bers of a group, differ greatly between the Member States.94 While in the UK the issuer 
has an option to also prepare the annual financial accounts following IFRS standards, in 
France, Germany, Spain, and Sweden the annual financial accounts must be prepared in 
accordance with national accounting law. As far as listed companies are concerned there 
is a fair amount of convergence in Europe, but not for closely held groups.95 There is 
work on more harmonization between US GAAP and IFRS, but progress is still slow.

3.3 Special Investigation with Group Dimension and the Role of Audi
tors and Independent Experts

Disclosure on groups of companies may be mandatory, but its effectiveness depends on 
enforcement, and enforcement differs greatly among the jurisdictions. As mentioned be
fore with regard to the German dependency report, this is a task for the auditors as gate
keepers,96 for special investigation procedures, and, on capital markets, for the stock ex
changes and the various capital markets’ supervisory agencies. Group auditing is a spe
cial area of group law. In Europe it is harmonized to a considerable degree.97 In France 
there is good experience with the expert de gestion and the special reports by the com
missaire aux comptes.98 In Australia the Australian Capital Markets Authority has broad 
investigatory powers and even the right to start civil proceedings.99

The special investigation procedure is a very promising mechanism since the sharehold
ers may ask the court to appoint special experts to investigate suspected transactions and 
possible abuses in independent companies as well as in groups of companies. In the 
Netherlands this has been said to be a “most effective mechanism,” and Switzerland has 
also had good experiences with it. Meanwhile in Germany, where the Stock Corporation 
Act has different rules for special investigation in the (independent) company and in 
groups of companies, the experience with the latter is less impressive, a fact that may be 
due to difficult valuation problems (valuation rules are not harmonized in the European 
Union) and lawsuits that last many years. The Forum Europaeum Corporate Group Law 
and the High Level Group of Company Experts have recommended that Europe provide 
for a harmonized mechanism of special investigation.100

(p. 619) 4 Related Party Transactions

4.1 Related Party Transactions and Specific Disclosure

Disclosure and accounting—rendered effective by the help of auditors and independent 
experts if needed—makes agency conflicts transparent. While this may lead to appropri
ate behavior of the agents or self-protective measures by the principals, these beneficial 



Groups of Companies: A Comparative Study of the Economics, Law, and 
Regulation of Corporate Groups

Page 12 of 38

effects cannot be taken for granted, for the agents’ temptation to skim off private benefits 
may be too great. This is also true for controlling shareholders and parents in groups of 
companies as agents of minority shareholders and creditors. Strong temptations arise for 
them in conflicted transactions, in particular in related party transactions (section 4) and 
control transactions (section 7). Conflicted transactions are part of the more general 
problem of conflicts of interest in corporate law that cannot be dealt with here in more 
detail.101 Related party transactions are regulated extensively by corporate law for direc
tors and officers,102 but if they involve controlling shareholders they present special prob
lems.103 This is even more true for groups of companies. There such transactions be
tween members of the group are far less visible and, since they are part of the normal 
group-internal business relations, it is hard—if not impossible—for minority shareholders 
of a subsidiary to judge whether they are made at arm’s length or whether and to what 
extent private benefits have been extracted.104 Related transactions can take very differ
ent forms and may include straightforward self-dealing as well as cash flow tunneling, as
set tunneling, and equity tunneling.105 Accordingly, (p. 620) the reactions by legislators 
and courts are manifold. A recent empirical study suggests that for listed companies, dis
closure combined with consent of disinterested shareholders may be the best solution.106

Special mandatory disclosure rules for related party transactions exist in many places, 
such as the US, the European Union, Germany and other continental European states, as 
well as Japan.107 An empirical analysis of regulation and self-regulation of related party 
transactions has come up with interesting data for Italy.108 Many of these disclosure rules 
are not found in the corporate law of these countries but are rather part of the securities 
laws, prominently in the US and in the European Union (the European Transparency Di
rective of 2004 as revised in 2013), or are national and international accounting rules, 
such as annual disclosure following US GAAP and IAS/IFRS. In most of these disclosure 
rules, one can find specific provisions for block holders, generally starting at 5%, and 
transactions with controlling shareholders. The test is usually that all material related 
party transactions that have not been concluded at arm’s length—i.e., not under normal 
market conditions—should be disclosed. Many of these rules make distinctions according 
to the size and legal form of the firm. For non-listed firms, the requirements, if any, are 
much more lenient, while for listed companies, stricter disclosure rules for related party 
transactions may exist under the listing requirements of the stock exchanges than under 
the law. The dependency report under German group law has already been mentioned.109

This report is not publicly available but is audited and given to the board of the sub
sidiary in order to protect the confidentiality of group-internal transactions. At the end, if 
one does not just look at corporate law, a considerable amount of convergence between 
the US, Europe, and Japan can be observed as far as disclosure of related party transac
tions is concerned.110 This is particularly true for related party transactions in listed com
panies for both directors and controlling shareholders.

4.2 Procedural Regulation of Related Party Transactions

Disclosure helps against related party transactions, but it is not sufficient. In most juris
dictions it is supplemented by mandatory rules. While these rules originally were substan
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tive, it became clear that fixing ceilings or the outright prohibition of certain related par
ty transactions is too inflexible an approach and may sometimes run against the interest 
of the shareholders. This is also true in groups of companies where transactions between 
the members of the group may be economically beneficial. While a number of substantive 
rules are kept—for example, in tax law under the arm’s length standard—more modern 
regulation is procedural. Usually there are consent requirements: either ex ante or some
times ex post; by the whole board or by independent directors; in important cases by the 

(p. 621) shareholders; and sometimes by the supervisory agency.111 An example of a con
flict of interest procedure occurs under Belgian law where a board committee of three in
dependent directors is in charge of carrying out an assessment of the decision or transac
tion.112 In groups of companies, these consent requirements may not work fully because 
the board of the subsidiary is most often dependent on the parent, and consent resolu
tions by the general assembly are of little use if the parent is in control. Then the consent 
of independent directors or a decision of only the minority shareholders as in Australia113

may help.114 An interesting experiment is found in Italy where the minority needs to be 
represented on the board by a minority representative. This seems to be more effective 
than independent directors.115

The European Commission considered introducing a rule for related party transactions 
that would have required the consent of the general assembly for transactions upon a 
threshold of 5% of the assets of the company.115a Similarly, transactions that have had a 
relevant impact on the profit or turnover of the corporation would have been subjected to 
such a consent requirement. A similar rule exists under the Listing Rules of the FSA in 
the UK.116 Yet the reactions in the Member States, in particular in Germany, were highly 
critical because the shareholder constituency, shareholder behavior in the general meet
ings, and the rules governing shareholder rights and voting differ greatly among the 
Member States. On the other side the case for moving forward on a European level has 
been made convincingly several times, for example by the Forum Europaeum on Compa
ny Groups.117 In general, the experience with shareholder approval of major transactions 
and the uncertainties under the German Holzmüller case suggested a careful balancing of 
the benefits and disadvantages of such a rule. In any case, such an initiative on the part 
of the European Commission would (p. 622) have needed to take better into consideration 
the group problem—for example, by providing for a minority shareholder vote or other
wise neutralizing the decisive influence of the parent. In the end, the final version of the 
shareholder rights amendment directive of May 17, 2017 provides a more modest ver
sion.117a The compromise is a more lenient definition of related party transactions that is 
up to the Member State to concretize as well as a Member State option that allows to 
choose between the approval of the general assembly and the approval by the administra
tive or supervisory board, in the latter case the director or the shareholder concerned be
ing excluded from the vote or at least from having a determining role in the approval 
process. This leaves German Konzernrecht more or less untouched. While with the direc
tive of 2017 some harmonization as to group law in European law has been reached, 
there is more to be done on the European level and in particular on the Member State 
level.117b
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Similar to the case as for mandatory disclosure,118 the auditors also have a role in related 
party transactions. The special investigation procedure by independent experts described 
above may help to expose hidden abuses. Other gatekeepers such as evaluation experts 
can help. Under the Belgian procedure, the board committee of three independent direc
tors can ask for the assistance of one or more independent experts who are to provide 
technical advice.119

5 Standards for the Directors and for the Con
trolling Shareholder

5.1 Standards for the Directors and the Controlling Shareholders in 
Independent Corporations and in Groups of Companies

Regulating related party transactions may practically cover a large part of the agency 
conflicts of directors and controlling shareholders in independent companies as well as in 
groups. But opportunism is not just a temptation for specific transactions; there are many 
other situations and business decisions that may be conflicted, such as acquisition, alloca
tion, and distribution decisions made in the group that have different impacts for the vari
ous group member companies. It is therefore important to set the right standard for the 
directors if an agency conflict arises. The usual standard for the director when dealing 
with (p. 623) such conflicts is the duty of loyalty.120 This duty is a fairness concept that is 
most open and flexible and will only be concretized ex post and over time by the courts. 
Traditionally, the duty of loyalty is very strict in the US, the UK, and other Commonwealth 
countries. One of the reasons for this is the fact that this duty of company directors has 
its origins in the strict fiduciary position of the trustee under old English trust law. Due to 
the particularities of US American procedural law, a considerable amount of case law has 
emerged. The situation in continental Europe is very different because the duty of care 
has traditionally played a greater role than the duty of loyalty. Only more recently has the 
latter become important while the former has lost some of its significance due to the im
port of the business judgment rule into continental Europe.120a Many differences still ex
ist, however, as to the reach, the burden of proof, the litigation, and the cultural percep
tion of certain kinds of business behavior that may or may not be acceptable socially. In 
some countries, these agency conflicts are not only dealt with by corporate law, but also 
and sometimes very much so by criminal law. For example, in France, self-dealing is a 
criminal abus des biens sociaux121 and apparently the most frequently applied criminal 
rule of company law.122 In the aftermath of the financial crisis, criminal prosecution of di
rectors is also on the advance in countries such as Germany, Austria, and Ireland.122a

In groups of companies it is more difficult to find the right standard for the directors 
since there the conflicts are not only within the company—i.e., between the director and 
the shareholders—but also beyond the company between the different member compa
nies of the group and possibly their shareholders. In fact, the group-specific duties and li
abilities of directors are manifold, including limits to granting loans to directors in the 
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group,123 prohibition on competition in the group, and limits to passing on information to 
other group members.

Standards for the controlling shareholders have been developed more slowly, unless, as in 
exceptional cases, they can be considered shadow directors.124 They differ considerably 
under the national corporate laws, and the differences are striking as far as enforcement 
and litigation are concerned.125 While in the US the standard is entire fairness or utmost 
good faith and loyalty, the standards are more lenient in continental European countries 
and in Japan, a fact that is due to the different shareholder structure and the economic 
and political influence of controlling shareholders and groups. In France there is the rela
tively vague concept of abuse of majority power.126 Under German stock corporation law 
the use of the influence of a person over the corporation to the detriment of the corpora
tion or its shareholders (p. 624) is forbidden.127 This is not specifically addressed to con
trolling shareholders, but it is most important for those. Apart from this provision, it took 
a very long time for the courts to accept that there are duties of loyalty not only between 
the controlling shareholder and the company, but also of the controlling shareholder to 
his minority shareholders.128

5.2 Specific Standards for Balancing the Interests of Member Compa
nies in Groups

For groups of companies, the standards used by the various jurisdictions for evaluating 
the transactions and business relations in groups of companies differ greatly. In many 
countries there are rules that try to uphold the interest of the group members against the 
parent and compensate in one way or another the subsidiaries for damages suffered by 
intragroup transactions. In Germany, France, and Italy, an evaluation of the overall opera
tion of an individual subsidiary and its individual transactions with the controlling compa
ny must be made.129 In this context it has been mentioned that a rule that focuses on the 
individual transactions may be inefficient since in some cases it disfavors the controlling 
shareholder by free-riding minority shareholders while in other cases it lets the controller 
reap excessive private benefits.130 German group law is the most stringent as it does not 
allow for weighing up the disadvantages or advantages the subsidiary derives from being 
a member of the group. The disadvantages are measured from the viewpoint of an inde
pendent corporation only. Italian group law is more flexible because it allows the consid
eration of compensatory advantages for the subsidiary.131 Spain has been advised to fol
low the Italian example.132 The French Rozenblum doctrine133 allows an even more flexi
ble balancing of the interests of the parent and the subsidiary. The criminal courts that 
developed this rule allow the subsidiary to also take into consideration the interest of the 
group, not only its own advantages (p. 625) from belonging to the group.134 The require
ments for doing so are threefold: the stable structure of the group, a coherent group poli
cy by the parent, and an equitable distribution of benefits and costs among the group 
members. For Europe the Forum Europaeum Corporate Group Law, the High Level Group 
of Company Law Experts, the Reflection Group, and the European Model Companies Act 
have recommended following and further developing the French Rozenblum doctrine by 
legally acknowledging the group management.135 The European Commission has re
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sponded to this recommendation, and, according to its Action Plan of 2012, will come up 
with such an initiative.136 But it is expected that the form of this initiative will be a mere 
recommendation or at the most a directive rather than a regulation that is directly applic
able in the Member States, and its content will be more on the side of the group than that 
of the minority shareholders. In the end, it may be concluded that, while there is some 
convergence on the standards for directors, controlling shareholders, and the parents in 
groups of companies despite different ownership regimes,137 this convergence is and will 
be considerably less than has been observed for disclosure, and we shall see that for 
creditor protection there is even less convergence.

6 Transactions with Creditors

6.1 Creditor Self-Help and Guarantees by the Parent

The principle is unequivocal: no claims of creditors beyond the debtor corporation. This 
principle of separate legal personality that is most tightly upheld in the UK under the 
Salomon doctrine138 also stands firm for groups of companies and is mandatory.139 

However, there is room for self-help on the part of the creditors and for voluntary action 
by the debtor parent. As was said before, large voluntary creditors of a group member 
will usually look after themselves and either refrain from dealing or bargaining to secure 
their credit by collateral. By monitoring the debtor in their own interest, it is sometimes 
said that these large creditors also protect the interests of the smaller, unsecured, or in
voluntary creditors. Yet this (p. 626) is true only in specific situations, in particular when 
the debtor gets into financial difficulties; even then, however, if a creditor is secured, he 
can sit back without risking his credit.

On the other hand, the parent corporation may have commercial reasons for loosening 
the asset partition within the group. Corporate guarantees given by the parent for their 
subsidiaries are a prime example. Such guarantees (letter of comfort, Patronatserklärun
gen, lettre de patronage)140 differ considerably as to their form and binding force. They 
may be given to a particular creditor of the group member company or can be part of a 
general declaration to the market, sometimes in the annual report as in the case of the 
Deutsche Bank. Hard and soft forms should be distinguished carefully: in the former case, 
the parent stands up as a second debtor or as a guarantor of the debt;141 in the latter, this 
is a more or less meaningful letter of intent depending on its wording and the circum
stances in which it is issued. So the letter of comfort may be treated as a mere statement 
of present fact, not a promise about future conduct.142 In France, a distinction is made 
between the obligation de moyens and the obligation de résultat, with only the latter giv
ing the creditor a full guarantee of repayment.143 In the bond market, such guarantees 
are frequent, but again with highly different reach and content.144 In a way, the German 
contractual groups can also be mentioned in this context, since by entering such a group 
contract, the parent voluntarily accepts liability to the creditors of the subsidiary in re
turn for liberty to steer the group in the group interest.145 But in the end, as practice 
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shows and theory confirms, self-help is not a full substitute for creditor protection by 
mandatory law.146

6.2 Standards for the Directors and the Controlling Shareholders

In the stage before outright insolvency, mandatory law protects group creditors mainly 
through the standards and liability of the directors and controlling shareholders. General 
creditor protection by disclosure rules was described above. Legal capital requirements, 
controversial as they are, and protection by limitations on asset distributions to share
holders are (p. 627) not treated here.147 In normal times, these standards of conduct pro
tect both shareholders and creditors. Actions of the management with the consent of the 
parent that are harmful to minority shareholders are usually also harmful to the creditors 
of the subsidiary.

Yet when the corporation gets into financial difficulties, in particular if insolvency is fore
seeable, the standards change and the duties of the management become stricter. In prin
ciple, this is true for most jurisdictions. Prototypes are the wrongful trading of directors 
in the UK, the French responsabilité pour insuffisance d’actif, the Belgian action en 
comblement du passif, and the German liability of the management of the limited liability 
company for negligent payments after the company has become insolvent or illiquid.148

While these concepts of creditor protection differ considerably as to their reach, stan
dards, entitled claimants,149 and doctrinal nature, in the present context it suffices to 
state that they are functionally similar. It is true that most of these mechanisms come into 
play only when the company is actually insolvent, not before, and the receiver brings the 
claim against the director or controlling shareholder. But the liability is rooted in the 
wrongful conduct of the directors before, namely in the vicinity of insolvency, and the 
standard is not only fraud but negligence. The difficulty for the courts in applying this 
standard is on the one hand not to discourage directors from taking risks that may rea
sonably be expected to save the company, but on the other side not to allow them to en
gage in risky speculations at the expense of the creditors if the company has no prospects 
to go on (gambling for resurrection). The liability imposed on the directors is special inso
far as it is not just a normal tort liability with the requirement of causation of the specific 
damage, but the judge may order the director to make a partial or full contribution to the 
assets of the insolvent company.

The group aspect of these mechanisms consists in holding liable the controlling parent as 
de facto director or shadow director. This functional extension of the notion of director is 
used by many jurisdictions, including the US, the UK, France, Germany, Italy, the Nether
lands, Spain, and Switzerland.150 These jurisdictions vary in the requirements for this lia
bility of the controlling shareholder. Some are very reticent to do so. The prototype is the 
UK. There a company is not regarded as a shadow director by reason only that the 

(p. 628) directors of the subsidiary are accustomed to act on the instructions of the par
ent.151 This led commentators to state: “So, this is not ‘group law’ by the back door.”152

But functionally it is, though in a very limited and carefully balanced way. Case law in 
some other jurisdictions seems less restrictive. The French courts treat controlling share
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holders and parents as dirigeant de fait if they continuously mix themselves into the man
agement and control of the company or subsidiary.153

A different instrument for holding parent companies liable well before insolvency should 
still be mentioned. In Switzerland, the parent may be held liable for the debts of the sub
sidiary if it creates the factual appearance of an economic unity of the group.154 This con
cept is based on the reliance of the creditors and on the responsibility of the parent for 
this reliance. This instrument has gained some sympathy in Germany, Austria, and 
France, but the case law is rare and the majority of legal academia is not convinced.155

6.3 Indemnification, Veil-Piercing, Subordination, and Substantive 
Consolidation

Four other mechanisms of creditor protection against controlling shareholders and group 
parents should be mentioned, two used before and independent of insolvency law—name
ly indemnification and veil-piercing—and two others that are typical insolvency law mech
anisms—subordination and substantive consolidation.

A very farreaching, group-specific means of creditor protection is indemnification. It is a 
mechanism codified in the German Stock Corporation Act for protecting the creditors of 
the subsidiary in a de facto group of companies, and it characterizes the regulatory model 
of special group law regulation described above. As mentioned there,156 the parent must 
fully compensate any subsidiary at the end of the year for all acts and transactions caused 
by the parent that are contrary to the subsidiary’s own interest. This is a much more dan
gerous mechanism than merely mixing into the management and control of the subsidiary 
as the aforementioned condition for treating the parent as a de facto director. Instruc
tions to the subsidiary are not necessary, mere recommendations or advice may qualify 
for the requirement of causation, and the recommendations need not be addressed to the 
directors of the subsidiary but may consist in resolutions taken by the general assembly 
and in acts of the representatives of the parent in the board of the subsidiary.157 The rele
vant criterion is the disadvantage for the subsidiary under an arm’s length standard for 
fully independent (p. 629) companies. In practice even all kinds of group contributions 
(Konzernumlagen) to the parent or to other subsidiaries for which there are no equivalent 
individual benefits for the subsidiary are considered to be disadvantages.158

Veil-piercing or lifting the corporate veil is another mechanism that is used in many juris
dictions, both outside insolvency and in insolvency. It means that the veil created by the 
limited liability of the legal person is pierced, and the two entities or persons are treated 
as only one for the purposes of liability. This is obviously a very crude instrument that 
runs against the very economic and legal reasons for asset partitioning. It is therefore 
generally used with caution. At one end of the spectrum is the UK where the courts seem 
to be very reluctant to use this instrument and treat it as definitely more demanding than 
the concept of the shadow director.159 In Adams v. Cape Industries, an asbestos case, the 
court upheld the limited liability of the parent against the asbestos victims of products 
distributed by one of its subsidiaries.160 The observation of a UK expert is telling: 
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“(L)ifting the veil as a means of achieving group liability is a non-starter even in relation 
to what may be considered the most deserving case, namely the tort victims of a sub
sidiary company.”161 German courts also lift the corporate veil only rarely and under very 
tight requirements.162 On the other end of the spectrum seems to be the US, where the 
courts use this mechanism more frequently.163 To be sure, we are dealing here with the 
corporate law mechanism of lifting the veil. When it comes to competition law, for exam
ple, there is much more willingness on the side of the antitrust authorities and the courts 
to hold the parent responsible for antitrust violations of its subsidiary.164 As mentioned 
above, group legislation and regulation for specific areas is special since it has very dif
ferent regulatory objectives. For competition law, this may amount to a liability of the par
ent without real negligent behavior if a subsidiary commits an antitrust violation, a rather 
controversial result.

The two mechanisms that are common to insolvency law in many countries are subordina
tion and substantive consolidation. Subordination is known in many countries including 
Austria, Germany, Italy, Spain, the US, and New Zealand, but not in the UK.165 In (p. 630)

subordination, the controlling shareholder’s or parent’s debt claims are subordinated to 
the claims of all other creditors. This does not fully amount to what is now called a volun
tary debt equity swap,166 since the subordinated claims still rank before all equity that is 
held by the parent and other shareholders. The requirements for subordination as an in
solvency mechanism differ considerably, reaching from inequitable behavior167 to auto
matic subordination of shareholder credits given to the company under German insolven
cy law.

The insolvency regime can go further and allow the insolvency courts to consolidate the 
insolvency proceedings of several group members.168 Consolidation can be merely proce
dural, in which case the companies belonging to the group are treated as a single unit un
der one bankruptcy proceeding. Consolidation can also be substantive, when the assets 
and/or debts of the different group members are pooled together. Procedural consolida
tion is possible, for example, under the New Zealand Companies Act 1993, and substan
tive consolidation is provided for under US insolvency law.169 Under French and Belgian 
insolvency law, intermingling of assets (action en confusion de patrimoine) may lead to 
extending the insolvency of one company to another.170 But this mechanism should be 
used with caution and is applied only when there is a real intermingling of the assets of 
the two corporations, and usually a fault on the side of the parent is necessary.171 The 
normal legal and commercial relationship between parent and subsidiary is not sufficient. 
Usually the insolvencies of multinational groups present particular difficulties. These dif
ficulties are due not only to the different applicable laws and competent receivers and in
solvency authorities, but also to the open or, in most cases, hidden opportunism of the lat
ter in favor of their own national companies and creditors. Efforts to agree on internation
al consolidation have been going on for a long time, but up to now only some steps in the 
direction of procedural consolidation have been made.
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In the end, it may be concluded that creditor protection, in particular in corporate 
groups, is considered by many jurisdictions to be an agency conflict that needs to be reg
ulated. But the strategies and mechanisms used for doing so are equivalent in function 
only on very basic terms. Fundamental differences remain in policy and even more so in 
legal doctrine. While we have observed a certain trend toward convergence for minority 
protection in the independent company and groups of companies by disclosure and, 
though less so, by standards, we would hardly dare to confirm this for creditor protection 
as well.

(p. 631) 7 Control Transactions
The second large category of conflicted transactions in corporate law besides related par
ty transactions are control transactions, i.e., transactions by which the control over the 
corporation is transferred to another person or enterprise, usually by a public 
takeover.172 The two typical agency problems in takeovers are between the directors and 
the shareholders of the target, on the one hand, and between the majority and the minori
ty shareholders of the target as to the premium and a possible exit, on the other.173 In the 
first conflict, there are the fundamentally different positions of the UK and many conti
nental European states that have the anti-frustration rule, and the US and other continen
tal European states that give the directors full liberty to decide whether to refuse or to 
accept the bid.174 As to the second conflict, a similar divide exists concerning the manda
tory bid and the sharing rule for the minority shareholders.175 In takeovers the situations 
and problems are different when the shareholders are diverse on the side of the target or 
there is a controlling shareholder.176

Takeover regulation was developed first and primarily in the US and the UK where there 
is no—or no consistent—group law. In countries such as Germany, with an extensive, codi
fied group law, takeover regulation appeared only very late. This is no coincidence since 
group law deals with some of the agency problems of minority shareholders at a later 
stage, namely when the group exists and the minority needs protection. Takeover regula
tion, in particular by the mandatory bid, comes in at a much earlier stage and allows the 
exit of the minority shareholders at the same price as those shareholders who accept the 
bid. The mandatory bid is a protective mechanism at the stage when a new controlling 
bidder might come in. The mandatory bid has therefore been considered functionally to 
be a group law provision, offering protection by exit before the (new) group is formed.177

This is true even in cases of mere transfer of control by the takeover from the former con
trolling shareholder in the target to the new controlling shareholder whose bid has suc
ceeded. The shareholders do not know in advance how the new controlling shareholder 
will use his control power and therefore might prefer an early exit at a fair price.178 The 
exit after the takeover has been successful, either by squeeze-out or sell-out, can be al
lowed by takeover law and/or general corporate law. It is always the exit of a minority 
from a company with a controlling shareholder. This exit exists in independent companies 
as well as in groups of companies. As to squeeze-out (p. 632) and sell-out regulation179 the 
dangers for the minority may be greater in groups.180 As to convergence, the findings are 
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mixed. On the one hand, takeover regulation has spread from the US and the UK all over 
continental Europe and well beyond into Japan and other countries. But as to dealing with 
agency conflicts, the policies remain fundamentally different as the cleavage between the 
countries with and without the anti-frustration rule and with and without the mandatory 
bid shows.

8 Conclusion
1. The phenomenon of the groups of companies is very common in modern corporate 
reality. The empirical data on groups of companies are heterogeneous because they 
are collected for very different regulatory and other objectives.
2. Two main agency problems arise in groups of companies: between the controlling 
shareholder and the minority shareholders and between the shareholders viz. the 
controlling shareholder and the creditors. The conflict between labor and other 
stakeholders and the controlling shareholder is dealt with by labor law, industrial re
lations, and other fields of law.
3. There are three main regulatory models for dealing with groups of companies: 
regulation by general corporate and/or civil law (prototype: the UK); regulation by 
special group law (prototype: Germany); and regulation by areas of the law such as 
banking, competition, and tax law (to be found in many countries, either combined 
with the first or the second model).
4. The main strategy for dealing with groups of companies is disclosure and group 
accounting. It is effectuated by special investigation with a group dimension and by 
the help of auditors and independent experts. A fair amount of international conver
gence, at least for listed companies, can be observed.
5. Related-party transactions are a main area of concern for corporate and group law 
provisions. Specific disclosure is usually combined with consent requirements and 
other procedural regulation of related-party transactions.
6. In addition, appropriate standards for directors and controlling shareholders for 
dealing with agency conflicts in groups of companies have been developed in many 
countries. The duty of loyalty is an open standard to be concretized ex post by the 
courts. There is some convergence, but many differences remain, in particular as far 
as specific standards for balancing the interests of member companies in groups are 
concerned. The strict, codified German group law standard stands against more flexi
ble standards in Italy, France, and other countries.
7. Protection of creditors can be achieved to a certain degree by self-help and guar
antees by the parent. But mandatory protection is still considered necessary. There 
are various national standards for the directors and controlling shareholder in the in
dependent (p. 633) company as well as in groups of companies. These standards be
come stricter if insolvency is approaching. The concept of the shadow director plays 
an important role in extending liability to the controlling shareholder and the parent.
8. There are various other mechanisms for creditor protection in the independent 
company and in the group of companies. Some of them, such as indemnification and 
veil-piercing, are used when the corporation is still doing well and is operating as a 
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going concern. Others are mechanisms of insolvency law, such as subordination and 
substantive consolidation. Creditor protection is still very path-dependent, and con
vergence is much less advanced.
9. A second group of conflicted transactions besides related party transactions com
prise control transactions, in particular public takeovers. Takeover law was first de
veloped in the US and the UK and from there has moved into other countries. 
Takeover law grew up separately from group law and only arrived in countries with 
group law such as Germany at a very late stage. The mandatory bid can be under
stood functionally as a group protection measure that allows the shareholders of the 
target to opt for an early exit at a fair price (group entry control or Konzernein
gangskontrolle). There is some convergence, in particular in Europe, but fundamen
tal differences remain as to the anti-frustration rule and the mandatory bid.
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Abstract and Keywords

Corporate social responsibility is a subject of growing importance in business and law. To
day, no analysis of corporate governance systems would be complete without considering 
the pressures on companies to be seen as responsible corporate citizens. This chapter 
provides a descriptive overview of developments in the field, including increasing volun
tary and required environmental, social, and governance (ESG) disclosure; and proliferat
ing voluntary and multilateral standards for responsible corporate behavior. It reviews 
some of the more significant empirical evidence on the financial results of companies’ im
plementation of corporate responsibility initiatives, including the effects of such initia
tives on innovation, trust, and social welfare. It concludes with an analysis relating these 
developments to arguments about the objectives of the corporation and the shareholder/
stakeholder debate—with particular reference to the argument between Cornell Distin
guished Professor of Corporate and Business Law, Lynn A. Stout, and Chief Justice of the 
Delaware Supreme Court, Leo E. Strine, Jr.

Keywords: social responsibility, corporate responsibility, ESG disclosure, environmental disclosure, social disclo
sure, governance disclosure, corporate behaviors

1 Introduction
CORPORATE social responsibility is a topic that has been given increased attention in the 
last two decades in practice and in theory, both in management and law. Defined in an in
fluential 1970s article as “the firm’s considerations of, and response to, issues beyond 
the . . . economic, technical, and legal requirements of the firm to accomplish social bene
fits along with the traditional economic gains which the firm seeks,”1 the European Com
mission more simply defined it in 2011 as “the responsibility of enterprises for their im
pacts on society.”2 As the Commission stated in adopting that definition, “[e]nterprises 
should have in place a process to integrate social, environmental, ethical, human rights 
and consumer concerns into their business operations and core strategy in close collabo
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ration with their stakeholders.”3 Thus, the emphasis has shifted from philanthropy and at
tention to corporate action “beyond law” to an inquiry into how a company conducts its 
business. Indicative of this shift, many academics and practitioners in management now 
refer to the topic as corporate responsibility, not corporate social responsibility, as will 
this author.4

What is some evidence of a developing norm of corporate responsibility? Few global com
panies today fail to highlight their social initiatives and performance on their websites, 

(p. 635) while over 90% of the Global 250 companies voluntarily disclose more environ
mental, social, and governance (ESG) information than required by law.5 Voluntary, 
transnational standards of best social and environmental practices are proliferating in vir
tually every industry, many with associated certification schemes and requirements for 
third-party attestation or auditing.6 These voluntary initiatives are increasingly being sup
plemented by domestic and multilateral government actions to encourage, or in some cas
es require, companies to pay closer attention to the social and environmental conse
quences of their actions and to disclose more information about those consequences.7

Investors have also become more attentive in recent years to environmental and social 
risks in portfolio companies, and therefore more concerned with corporate responsibility. 
Global assets under management with sustainability screens have risen 61% since 2012, 
to US$21.4 trillion at the start of 2014.8 Institutions managing US$45 trillion of invested 
capital have committed to the UN Environment Program’s Principles for Responsible In
vestment (PRI), which require investors to incorporate ESG issues into investment prac
tices across their asset classes.9 As of 2015, over US$92 trillion of the world’s invested 
capital backs the Carbon Disclosure Project (CDP)’s work with 2,000 companies around 
the world to gather data on those companies’ greenhouse gas emissions.10 These data are 
then provided to Bloomberg for incorporation with other ESG data that Bloomberg has 
been selling (since 2009) to investors around the world.11 Indeed, corporate responsibili
ty itself has become an industry, one a critical NGO noted has rendered London “awash 
with PR consultants, social auditors, firms providing verification or ‘assurance’ for com
panies’ social and environmental reports, and bespoke investment analysts all vying for 
business.”12

While these trends indicate that corporate responsibility has achieved some place within 
mainstream corporate and investor activities, that place is deeply contested, in both theo
ry and practice. Everything from the history of corporate responsibility, its importance, its 
effects, and its legitimacy is subject to challenge, depending on the underlying corporate 
governance system of the country in question, how countries arrange their social welfare 
provision, the relationship of the state to the market, and even the theory of the nature of 
the corporation one holds. In important respects corporate responsibility is both too 
strong and too weak: too strong an assertion of a social role for the corporation and its di
rectors to coexist comfortably with the view of the purely economic role of the corpora
tion within shareholder-focused corporate governance systems, and yet too weak for aca
demics taking (p. 636) a stakeholder view of the corporation who are concerned with glob
al problems they view companies as having helped to create, including climate change, 
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environmental degradation, exploitative labor conditions, and worsening economic in
equality.

This chapter will proceed as follows. Section 2 will describe voluntary corporate responsi
bility initiatives, followed in section 3 by some of the more significant legal developments 
on the topic. Section 4 will discuss empirical evidence about the financial and social ef
fects of corporate responsibility, including interactions with corporate governance struc
tures. Section 5 will evaluate these corporate responsibility trends, and Section 6 will con
clude.

2 Voluntary Corporate Responsibility Initiatives

2.1 Corporate Responsibility Reporting

The clearest demonstration of the evolution of corporate responsibility from academic 
theory to mainstream business practice is in the trends with respect to corporate report
ing of ESG information.13 While some jurisdictions are starting to require ESG reporting 
(as described below), much of this reporting is still voluntary. It can thus be interpreted 
as an indication of companies’ perceptions of the social expectations of business, even as 
companies seek to manage those expectations through their corporate responsibility re
porting.14

The most comprehensive source of data on ESG reporting is that done by KPMG in the 
Netherlands. KPMG published its first ESG report in 1993, and its most recent in 2013. In 
1993, 12% of the top 100 companies in the OECD countries (ex. Japan) published an envi
ronmental or social report.15 By 2013, 76% of the top 100 companies in the Americas 
published a separate corporate responsibility report, as did 73% of top 100 companies in 
Europe and 71% in Asia.16 Of the largest 250 companies globally, reporting rates are 
93%.17 The Global Reporting Initiative (GRI)’s voluntary, multi-stakeholder framework for 
ESG reporting has emerged as the clear global benchmark: 78% of reporting companies 
worldwide and 82% of (p. 637) the Global 250 use GRI as the basis for their corporate re
sponsibility reporting.18 Of particular note, slightly over half (59%) of the Global 250 now 
have their reports “assured,” most often (two-thirds of the time) by the specialist bureaus 
of the major accountancy firms.19

In addition to the quantity of corporate responsibility reporting, KPMG also evaluates the 
quality of reporting. Here, European companies generally do substantially better than 
those in Asia or the Americas (average quality scores of 71 out of 100 in Europe versus 54 
for companies in the Americas and 50 in Asia Pacific).20 Within the Global 250, companies 
are starting to see more opportunities than risks from social and environmental factors, 
such as for the development of new products and services. Eighty-seven percent of the 
Global 250 identify climate change, material resource scarcity, and trends in energy and 
fuel as “megatrends” that will affect their business.21 Ultimately, KPMG concludes that 
“[m]any companies no longer see corporate responsibility as a moral issue, but as core 
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business risks and opportunities.”22 This conclusion is consistent with the views of promi
nent management academics Michael Porter and Mark Kramer,23 and Abagail McWilliams 
and Donald Siegel,24 who (among others) have argued for companies to use corporate re
sponsibility initiatives as part of their business strategies to promote competitive advan
tage.

2.2 Substantive Corporate Responsibility Initiatives

2.2.1 Private Initiatives
The focus on expanded ESG disclosure has occurred concomitantly with the proliferation 
of transnational, voluntary standards for what constitutes responsible corporate action. 
Thus, over the past two decades such standards have been developed by states; public/
private partnerships; multi-stakeholder negotiation processes; industries and companies; 
institutional investors; functional groups such as accountancy firms and social assurance 
consulting groups (many of which did not exist more than ten years ago); NGOs; and non-
financial ratings agencies.25 Standards have been developed in just about every industry, 
from apparel26 to (p. 638) chemicals,27 extractives such as oil, gas and minerals28 to con
flict-free diamonds29; sustainable fisheries30 and forestry;31 project finance;32 and fair-
trade goods such as coffee, tea, cocoa, and cotton,33 to name just a few examples. Thou
sands of individual companies have adopted voluntary codes of conduct establishing stan
dards for responsible behavior, and some companies then engage third-party certifiers to 
ensure that their suppliers and subsidiaries are meeting those standards.34 Multi-sector 
codes have also been developed with standards that are designed to apply across indus
tries. Of particular note here is Social Accountability 8000 (SA 8000), which is based on 
the International Labor Organization (ILO)’s Fundamental Principles and Rights at 
Work,35 but adds a commitment to a living wage, and a commitment to compliance with 
UN international human rights protections.36 SA 8000 also includes a requirement for in
dependent monitoring of code compliance prior to certification that specific productive 
facilities meet the SA 8000 standards. Another multi-sector example is the Ethical Trad
ing Institute (ETI), which is a London-based tripartite labor, industry, and NGO organiza
tion working to incorporate ILO protections into supply chains for products bound for the 
Western markets.37 ETI works in a deliberative (p. 639) fashion, using monitoring, evalua
tion, and ongoing learning to both improve standards for the 9.8 million people incorpo
rated into the 70 companies’ supply chains (as of 2015), but also to teach workers their 
rights and how to advocate for them independently.38

2.2.2 Multilateral Initiatives
A number of significant multilateral instruments have also been developed or recently 
strengthened by organizations comprised of government representatives. While these in
struments do not establish binding treaty obligations, they do articulate governments’ ex
pectations of responsible corporate action. Four are of particular note: the OECD’s Guide
lines for Multinational Enterprises; the ISO 26,000 Corporate Responsibility standards; 
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the UN’s Global Compact; and the UN’s more recent “Protect, Respect and Remedy” 
framework articulating states’ and companies’ human rights responsibilities.

The OECD’s Guidelines, initially promulgated in 1976 and most recently amended in 
2011, encourage companies to promote sustainable development, and include standards 
based on ILO and UN treaty obligations, including standards of transparency, labor pro
tection, international human rights protection, responsible supply chain management, en
vironmental protection, anti-bribery standards, and fair tax contributions (added in 2011 
and unique among international corporate responsibility standards).39 A number of as
pects of the OECD approach are of particular importance. First, the standards are devel
oped through tripartite participation of governments (through the OECD itself), business 
(the Business and Industry Advisory Committee to the OECD), and labor (the Trade Union 
Advisory Committee to the OECD). This approach is typical of the “social partners” view 
of economic life in Europe. Second, the OECD is starting to develop sector-specific guid
ance for responsible business conduct in a number of areas: agricultural supply chains, fi
nancial sector due diligence, textile and garment supply chains, extractive sector stake
holder engagement, and mineral supply chains. Third, the OECD countries, which include 
most of the developed economies (excepting Brazil, Russia, India, and China), all commit 
to establish National Contact Points (NCPs) to whom challenges may be brought where 
individuals feel their OECD rights have been violated. Labor, in particular, has been 
proactive in using these NCPs to address violations, and by so doing a record of global la
bor rights and responsibilities is slowly being developed.40

The International Standards Organization (ISO), which has developed thousands of tech
nical standards since its establishment after World War II, developed the ISO 26000 stan
dard for corporate responsibility in 2010, after five years of consultation among stan
dards bodies.41 Unlike most of its standards, against which certification can occur, ISO 

(p. 640) 26000 is not a standard to provide guidance for certification. It does, however, 
provide a useful definition of corporate responsibility:

CSR is the responsibility of an organization for the impacts of its decisions and ac
tivities on society and the environment, through transparent and ethical behavior 
that contributes to sustainable development, including health and the welfare of 
society, takes into account the expectations of stakeholders, is in compliance with 
applicable laws and with international norms of behavior, and is integrated 
throughout the organization and practiced in its relationships.42

ISO 26000 is important as evidence of the developing global norm of corporate responsi
bility: developed with representation from 90 countries and 40 international or regional 
organizations, it was drafted with input from consumers, governments, industry, labor, 
NGOs and “service, support, research, academics and others,”43 and so can credibly 
claim to represent a global consensus about companies’ social responsibilities. To read 
the specific standards one must buy them (somewhat ironic where one responsibility prin
ciple is transparency, but an apparently successful business model), but an outline of the 
topics is available. ISO 26000 defines general principles of accountability, transparency, 
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ethical behavior, respect for stakeholder interests, for rule of law, for international norms 
and human rights as the field of corporate responsibility; and core subjects include gover
nance, human rights, labor practices, the environment, fair operating practices, con
sumer issues, and community involvement.44

The United Nations began its work on corporate responsibility in 2000 under Secretary 
General Kofi Annan with the Global Compact, a policy initiative in which businesses com
mit to respect ten principles that cover four areas of concern (international human rights, 
labor protection, environmental protection, and anti-corruption).45 By 2015, 12,000 busi
nesses, academic institutions, and NGOs in 140 countries had signed onto the Global 
Compact. Governance efforts are underway to make corporate commitments to the Glob
al Compact framework meaningful, including requirements for participants to communi
cate annually on their progress regarding the four areas of concern. Still, by 2008 close 
to 15% of companies had been de-listed from the Global Compact for failing to report on 
their progress, and the Global Compact continues to be criticized for its lack of 
specificity.46

Among multilateral frameworks, the UN’s Guiding Principles on Business and Human 
Rights, adopted by the UN Human Rights Council in 2011, seems to have the greatest po
tential to develop into a baseline global legal framework for companies’ social responsi
bilities. (The OECD Principles only apply to companies in or from adhering countries.) 
The UN Guiding Principles set out the core spheres of obligation for states and compa
nies with respect to human rights: states have the duty to protect their citizens from vio
lations by third (p. 641) parties, including companies, by promulgating laws and regula
tions; companies have the responsibility to act with due diligence to respect citizens’ hu
man rights; and both states and companies have the duty to provide access to remedies
for victims. Developed after the failure in 2004 of the UN Human Right’s Commission’s 
Draft Norms on the Responsibilities of Transnational Corporations and Other Business 
Enterprises with Regard to Human Rights, which “business vehemently opposed,”47 the 
Protect, Respect, and Remedy framework was developed in a six-year process led by Prof. 
John Ruggie of Harvard University. The international human rights obligations applicable 
to companies through the Guiding Principles include those in the Universal Declaration of 
Human Rights, the International Covenants on Civil and Political Rights and on Economic, 
Social and Cultural Rights, and the Core Conventions of the ILO.48 The state duty to pro
tect human rights is now being incorporated into many European and other countries by 
the establishment of National Action Plans to disseminate and implement the Guiding 
Principles.49 At the same time, an NGO called the Business and Human Rights Resource 
Centre, supported by the UK and German governments, has launched a ranking of com
panies’ human rights records in response to the Guiding Principles.50 The combination of 
global standards supported by and being implemented by a broad array of governments, 
a standards-development process that was inclusive, transparent and well-balanced be
tween companies, labor, and NGOs, and a dedicated NGO collecting data and publicizing 
it, gives the UN Guiding Principles the potential to become the de facto global corporate 
responsibility standard.
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3 Significant Legal Requirements
For the most part, corporate responsibility standards are voluntary, with the exception of 
new legislation in India, which has required companies to establish a corporate responsi
bility committee of the board and contribute 2% of net profits to corporate responsibility 
initiatives as of 2014,51 building upon strong cultural foundations for the social obliga
tions of successful companies (and people) in India.52 That said, many of the topics that 
corporate (p. 642) responsibility addresses are subject to domestic regulation, such as la
bor rights, environmental protection, consumer protection, anti-discrimination, or anti-
bribery. And these regulatory standards have implications for the degree to which volun
tary corporate responsibility initiatives are necessary to fill important gaps, either in a 
domestic or transnational context. As has been argued by Dirk Matten and Jeremy Moon, 
in countries with stakeholder corporate governance systems and more expansive social 
welfare arrangements, corporate responsibility is “implicit” in doing business according 
to law, so companies do not need to be as “explicit” about taking on social responsibili
ties, as do leading companies in more shareholder-oriented countries.53 As will be dis
cussed below, recent empirical evidence suggests that these underlying regulatory stan
dards effectively shape the sustainability culture within countries, and have both an ef
fect on how companies handle corporate responsibility issues and an effect on the sus
tainability outcomes at the country level.54 To the extent that governments have regulat
ed corporate responsibility per se, however, such regulation is focused on disclosure.

By 2015, many European countries or their stock exchanges, and the EU itself, require 
some environmental or social disclosure, to varying degrees of specificity.55 The EU’s re
quirement is a directive that entered into force on 6 December 2014; member states will 
need to transpose it into national legislation within two years.56 It will require approxi
mately 6,000 large companies and “public interest organizations,” such as banks and in
surance companies, to “prepare a non-financial statement containing information relating 
to at least environmental matters, social and employee-related matters, respect for hu
man rights, anti-corruption and bribery matters.”57 This requirement builds upon EU ac
counting rules (the EU Accounts Modernization Directive) that have, since 2003, required 
companies to report on environmental and labor issues “to the extent necessary” to pro
vide investors with an accurate view of the company’s financial position and the risks to 
that position.58

In addition to the new EU non-financial disclosure requirements, the Nordic countries 
have been leaders in requiring corporate reporting that is more comprehensive than the 
reporting required by the EU’s 2003 Accounts Modernization Directive. Since 2008, pub
lic companies in Sweden must make a sustainability report consistent with GRI.59 Since 

(p. 643) January 2009, approximately 1,100 large companies in Denmark, as well as insti
tutional investors and loan providers, have been required to publish an annual corporate 
responsibility report, following a 2008 government Action Plan on Corporate Responsibili
ty.60 Companies may use their annual reporting to the UN Global Compact as the frame
work for their public disclosure, and institutional investors may report on their incorpora
tion of the Principles of Responsible Investment (PRI) developed by the UN Environment 
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Program.61 And as of 1 July 2013, Norwegian companies must report on labor issues, gen
der equality, anti-discrimination and environmental issues, including reporting on what 
they are doing to incorporate these issues and human rights concerns into management 
practices.62

These examples are indicative of a global trend toward required corporate responsibility 
reporting. According to a 2015 report by the Initiative for Responsible Investment of the 
Hauser Institute for Civil Society at the Kennedy School, Harvard University, 23 countries 
have enacted legislation within the last 15 years to require public companies to issue re
ports including environmental and/or social information.63 These countries include Ar
gentina, China, Denmark, the EU, Ecuador, Finland, France, Germany, Greece, Hungary, 
India, Indonesia, Ireland (specific to state-supported financial institutions after the 2008 
financial crisis), Italy, Japan, Malasia, the Netherlands, Norway, South Africa, Spain, Swe
den, Taiwan, and the UK.64 Of these countries, France is particularly noteworthy, having 
been a leader by requiring publicly listed companies to report data on 40 labor and social 
criteria since 2002, followed by requirements in 2009 for companies with more than 500 
employees in high-emitting sectors to publish their greenhouse-gas (GHG) emissions.65

In addition to these reporting initiatives, seven stock exchanges require social and/or en
vironmental disclosure as part of their listing requirements: Australia’s ASX, Brazil’s 
Bovespa, India’s Securities and Exchange Board, the Bursa Malasia, Oslo’s Børs, the Jo
hannesburg Stock Exchange, and the London Stock Exchange.66 Moreover, seven coun
tries have enacted policies following those of the UK and Sweden, which since 2000 have 
required pension funds to disclose the extent to which the fund incorporates social and 
environmental information into their investment decisions.67 These countries include Aus
tralia, Belgium, Canada, France, Germany, Italy, and Japan.68

(p. 644) Notably missing from any of these lists of comprehensive ESG disclosure is the 
United States, which does have specific disclosure requirements in certain regulatory 
contexts but no general ESG disclosure framework. Since 1986, the Environmental Pro
tection Agency has required facility-by-facility disclosure concerning the release into the 
environment and/or management through recycling of over 650 chemicals through the 
Toxic Release Inventory.69 The US Securities and Exchange Commission (SEC) requires 
substantial corporate governance disclosure from its publicly listed companies, as do 
most countries. Nevertheless, generalized requirements for environmental or social dis
closure tend to be narrower than those described above.

Current SEC regulations require disclosure of environmental litigation against any gov
ernment agency where a penalty of $100,000 is sought,70 and the SEC has issued guid
ance for listed companies regarding the extent to which they should disclose climate risks 
to their future profitability, either from physical changes associated with climate change, 
or from regulatory initiatives designed to mitigate climate risk.71

Four relevant disclosure requirements (with rulemaking directives to the SEC) were en
acted as part of the Dodd–Frank Wall Street Reform and Consumer Protection Act of 
2010, each targeting an aspect of a company’s social record: the ratio of the CEO’s total 
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pay to the median employee pay72; mine safety disclosure73; “conflict minerals” disclo
sure where tin, tantalum, tungsten, or gold from the Democratic Republic of the Congo or 
neighboring countries were incorporated into listed companies’ products74; and “publish 
what you pay” (p. 645) transparency disclosure for extractive company payments to host 
countries.75 These latter two disclosure provisions have been challenged in litigation by 
the National Association of Manufacturers (challenging conflict mineral disclosure), and 
the American Petroleum Institute (challenging publish what you pay), joined in both in
stances by the US Chamber of Commerce.

The SEC’s implementing rule on conflict mineral disclosure, requiring listed companies to 
engage in a due diligence process to determine if their supplies of the named minerals 
were from mines supporting armed rebels or the Congolese army, was generally upheld 
by the District Court76 and Court of Appeals for the District of Columbia Circuit, with one 
exception identified by the Court of Appeals.77 That exception held that required lan
guage in reports to the SEC and on a company’s website that minerals “have not been 
found to be DRC conflict free” where a company’s due diligence could not exclude the 
possibility of conflict minerals in their supply chains violated companies’ First Amend
ment rights.78 That aspect of the Court of Appeals’ decision was further reviewed and 
subsequently upheld by the Court of Appeals,79 but the rest of the rule has gone into ef
fect, requiring companies to evaluate whether their supplies are conflict free and to re
port on their due diligence procedures, without using the offending required language.

The 2012 “publish what you pay” rule promulgated by the SEC in response to Dodd–
Frank was vacated by the District Court for the District of Columbia Circuit for failing to 
include any exemptions for public disclosure where host countries prohibit it (such as An
gola, Cameroon, China, and Qatar), and for interpreting Dodd–Frank to require public 
disclosure rather than considering disclosure only to the SEC.80 As of August, 2015, the 
SEC had not reissued the rule.

Generally, however, there is a clear trend toward an increasing number of environmental 
and social disclosure requirements around the world. A report by KPMG, UNEP, GRI, and 
the Unit for Corporate Governance in Africa which identified individual reporting initia
tives in 45 countries found 180 such initiatives in 2013, three times the number they had 
found in 2006.81 Such reporting initiatives included ESG/sustainability disclosure frame
works, such as GRI; requirements or recommendations for disclosure of individual 

(p. 646) topics (e.g., GHGs) or addressed to specific industries (e.g., mining); or were stan
dards regarding sustainability assurance. Of these 180 reporting initiatives, 72% were 
mandatory, compared to 58% mandatory in 2006.
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Table 24.1 Number of Academic Articles on Corporate Responsibility

Area < 1990 1991–1995 1996–2000 2001–2005 2006–2010

Environmental 
Sciences

2 0 2 13 61

Economics 19 6 9 46 174

Management 189 149 217 604 1460

Sociology 14 4 10 105 295

Psychology 3 0 2 6 17

Law 23 3 11 50 153

Source: Timothy M. Devinney’s Database of Articles on Corporate Responsibility.*

( ) It should be noted that some significant number of articles in psychology, particularly industrial and organizational psychology, 
are published in management journals.

*
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4 Empirical Findings
The trends described above of increasing voluntary corporate ESG disclosure, increasing 
numbers of voluntary corporate responsibility standards and multilateral frameworks, 
and increasing numbers of jurisdictions imposing standards for required ESG disclosure 
suggest that corporate responsibility is becoming important in the institutional and nor
mative frameworks shaping companies’ actions. Notwithstanding these trends, the con
cept of corporate responsibility remains contested from a number of perspectives. In the 
following sections, some empirical evidence about these trends in relation to institutions 
of corporate governance will be discussed, followed by a number of critical perspectives.

Two caveats, however, with regard to this discussion of the interaction of corporate re
sponsibility and corporate governance. The topic of corporate responsibility has been giv
en increasing academic attention in the past decades, as the table prepared by Timothy 
Devinney, University Professor of International Business at the University of Leeds, indi
cates (see Table 24.1). Table 24.1 shows the number of published articles on corporate re
sponsibility within various fields, based on a database Devinney constructed.

The following discussion aims to bring forward a number of the more evocative empirical 
research findings about corporate governance influences on corporate responsibility, par
ticularly those with implications for the future of this field. It clearly does not purport to 
be a comprehensive review of this burgeoning literature. Second, the empirical literature 
on corporate responsibility is equivocal in many respects, as will be discussed below. This 
is arguably not very different from the equivocal results of corporate governance re
search generally, as Ruth Aguilera, Kurt Desender, Michael Bednar, and Jun Ho Lee have 
shown in an argument for better understanding the effects of external corporate (p. 647)

governance (law, the market for corporate control, external auditors, stakeholder ac
tivism, ratings agencies, and the media) on internal corporate governance and financial 
results.82 As with corporate governance, equivocal empirical results here simply suggest 
there is more work to be done.

4.1 Corporate Responsibility and Financial Performance

One of the perennial debates in this field is whether corporate responsibility initiatives 
lead to better firm-level financial performance, the “business case” for corporate respon
sibility.83 There are a number of aspects to this debate, but two primary issues are: first, 
whether corporate responsibility initiatives pay off, or whether instead they are a waste 
of money and evidence of unaddressed agency costs; and second, if financial performance 
is found to be better in firms with robust responsibility initiatives, which way does causa
tion go? Do better-performing firms invest in corporate responsibility because they have 
higher slack resources, or do the investments come first and the better financial results 
follow?
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The research addressing both of these issues has led to a welter of conflicting results, 
which is likely due to three primary factors. First, the breadth of issues encompassed 
within “corporate responsibility” means different studies are very often looking at differ
ent things, while using the same generic labels, as Judith Walls, Pascual Berrone, and 
Philip Phan have argued in narrowing their own scope of quantitative analysis, as dis
cussed below.84 Moreover, there are different mechanisms by which corporate responsi
bility initiatives may contribute to a company’s results, as discussed by Archie Carroll and 
Kareem Shabama in arguing for a broader concept of “the business case” for corporate 
responsibility.85 These differing mechanisms, including “business benefits of (1) reducing 
costs and risks; (2) strengthening legitimacy and reputation; (3) building competitive ad
vantage; and (4) creating win-win situations through synergistic value creation,”86 would 
affect results depending on the type of corporate responsibility issue and initiative being 
examined, the size of the firm, the industry, and the social and legal context.87

Second, there are mediating variables that until recently were not being carefully disag
gregated. A widely cited study by Abagail McWilliams and Donald Siegel from 2000 that 
discusses the equivocal financial results in studies of corporate responsibility is based on 
this point, showing that R&D intensity and advertising intensity of industries explain any 
significant financial out-performance from corporate responsibility, while recognizing 
close (p. 648) correlations between corporate responsibility and R&D and advertising.88 As 
studies have become more sophisticated in identifying the mediating variables, the re
sults are starting to be more consistent in showing positive financial results from corpo
rate responsibility.

Third, until recently the data were not very good. Early studies had only a firm’s own dis
closure to “measure” a firm’s social or environmental performance, and some of that dis
closure was undoubtedly exaggerated. Today there are multiple databases collating much 
better quantitative and qualitative sources of information about firms’ actual social and 
environmental performance—such as the data Bloomberg sells to its clients. The misspec
ification issues are well-known and being addressed by targeted studies. As a conse
quence, certain results are emerging that substantiate the early (2003) meta-analytic re
sult of Marc Orlitzky, Frank Schmidt, and Sara Rynes that corporate responsibility invest
ments can pay off.89 A number of examples follow.

In a paper showing superior corporate responsibility performance from companies in 
countries with a Scandinavian legal origin, and then German and French legal origins, 
and the superiority of all three in comparison to the common law countries (results dis
cussed in more detail in section 4.4 below), Hao Liang and Luc Renneboog show that bet
ter corporate responsibility performance also increases firm value, as measured by 
Tobin’s Q.90 This finding is consistent with the results of Bob Eccles, Ioannis Ioannou, and 
George Serafeim, who demonstrate based on 18 years’ worth of observations of 90 
matched pairs of high-sustainability versus low-sustainability companies that companies 
with a strategic focus on ESG issues show financial outperformance, and stock market 
and accounting value premiums.91 As Eccles, Ioannou, and Serafeim recognize, these are 
long-term strategies and not consistent with short-term market pressures or results. One 
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can hypothesize that in the United States, where short-term activist shareholders are be
coming increasingly powerful, corporate responsibility initiatives will be under pressure. 
More recent work by Serafeim and colleagues Mozaffar Khan and Aaron Yoon shows that 
management attention to material sustainability risks yields financial outperformance of 
3–8%, evaluated within industries using specific concepts of industry-relevant materiality 
being developed in the United States by the Sustainability Accounting Standards Board 
(SASB).92

If some corporate responsibility initiatives lead to better financial performance, in some 
industries and legal contexts, a follow-on question is why. Here a number of very (p. 649)

recent empirical studies show that important mediating variables are innovation and 
trust. Companies with a longer-term management focus93 or a stakeholder orientation94

promote innovation within the firm and higher levels of trust of the firm among various 
external stakeholders. In one study, Caroline Flammer and Aleksandra Kacperczk used a 
“natural experiment” to demarcate a shareholder from a stakeholder orientation of a 
firm, which was the enactment in various states of the United States of “other constituen
cy” statutes.95 In the law literature, these statutes, which give directors the statutory dis
cretion to consider constituents other than shareholders in making decisions, particularly 
decisions to resist takeovers, have generally been interpreted to be relatively unimpor
tant, and underutilized, albeit with the potential to create ambiguity regarding directors’ 
duties.96 What Flammer and Kacperczk found, however, based on regressions on 159,558 
firm-year observations, is that measures of innovation—the number of patents issued and 
the number of citations to those patents—increased significantly (went up between 6.4% 
and 6.8%) in companies in states that enacted an “other constituency” statute.97 They in
terpret these results to show that the protections of other constituency statutes allow for 
greater experimentation within the firm, which results in both more “flops” and more 
“hits” on which the firm can get a patent.98 In another study, Flammer and Pratima 
Bansal found an increase in firm value after the firms adopted longer-term management 
compensation plans, and also found improved operating performance on each of three 
metrics (return on assets, net profit margin, and sales growth).99 In year one after the 
firm adopted the longer-term plan, operating performance declined, which Flammer and 
Bansal suggest shows that “increased long-term orientation may take some time to mate
rialize into higher profits.”100 Flammer and Bansal’s results were mediated by increases 
in innovation after firms adopted a longer-term orientation, as measured by increasing in
vestment in R&D; and increases in social capital investments and performance (legitima
cy, reputation, and trust).101

Empirical results from Jordi Surroca, Josep Tribó, and Sandra Waddock support the theo
ry that intangibles like innovation are a necessary mediating variable that explains the re
lationship between corporate responsibility and better financial performance.102 Their 
study shows that corporate responsibility strategies and operating procedures positively 
influence intangibles of innovation, human capital improvements, reputation, and corpo
rate culture, (p. 650) and that these intangibles are significantly related to corporate fi
nancial performance.103 If the effects on intangibles are statistically “pulled out,” then 
corporate responsibility performance does not show significant effects on corporate fi
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nancial performance.104 These mediating influences are stronger in growth industries 
versus mature industries, and causality is shown in both directions in both growth and 
mature industries: better financial performance supports some of the same intangibles 
and leads to better corporate responsibility performance, and vice versa.105 Taken togeth
er, Surroca et al. conclude that it is the necessity of understanding the mediating vari
ables that explains many of the mixed results of previous investigations of the business 
case, and explains some of the modesty of the Orlitzky et al. results in their 2003 meta-
analysis.106

A comprehensive review in 2014 of empirical studies of the financial results of corporate 
responsibility by Gordon Clark, Andreas Feiner, and Michael Viehs found that 90% of 
studies show that sound sustainability standards lower firms’ cost of capital; 80% of stud
ies show that the stock price performance of companies is positively influenced by good 
sustainability practices; and 88% of studies show that better E, S, or G practices result in 
better operational performance.107 While the answers are thus becoming clearer on the 
empirical questions related to the business case, it is not fully settled under what condi
tions corporate responsibility leads to better firm performance when it does, or the direc
tion of causality.108 As Devinney put the question in 2009: What are the corporate respon
sibility competencies that can be linked to which specific performance outcomes, and 
through which operational and managerial competencies?109

4.2 Board Composition and Committees

One structural feature that would seem to indicate a seriousness of purpose about corpo
rate responsibility, or at least the potential for a connection between a governance mech
anism and corporate social performance, would be a board committee dedicated to the 
topic. Yet the empirical evidence is mixed on this point. Judith Walls, Pascual Berrone, 
and Philip Phan made the methodological observation that there are different aspects to a 
company’s social performance, and so the mixed results from empirical studies could be a 
function of failing to untangle competing parameters.110 Moreover, the strategic use of 
disclosure to manage stakeholder relationships may obfuscate performance: the worst en
vironmental performers (p. 651) might use the most environmental disclosure to manage 
public relationships, for instance, while the worst social performers (community, labor, 
and supply chain management) might use the least social disclosure.111 Since disclosure 
was used as the evidence for corporate social performance in many previous studies, such 
patterns would produce conflicting—and inaccurate—results. Thus, Walls et al. only eval
uated environmental performance (not environmental disclosure) as a function of various 
aspects of governance (size of a company, board structure, ownership, executive power, 
and executive compensation).112

The authors found two noteworthy effects regarding the board. First, the existence of a 
specialized environmental board committee was related to both better and worse environ
mental performance, suggesting that board committees could be established either to 
promote better environmental performance or as a reaction to environmental 
problems.113 Second, more independent, larger, and less diverse boards were associated 
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with worse environmental outcomes, possibly because of a lack of in-depth knowledge of 
environmental risks to the company.114 Moreover, an important interaction Walls et al. de
scribe is between a strong CEO (having both the role of CEO and Chairman of the Board) 
and an insider board: companies with this configuration have better environmental out
comes than do companies with a split CEO/Chair and more independent board.115 As 
Walls et al. state “This interesting finding suggests that powerful CEOs may be important 
for environmental outcomes, and that the vision of such CEOs can be fostered by boards 
consisting of supportive inside directors.”116 The same general pattern was demonstrated 
by Surroca and Tribò, who found that increased independence of the board, split CEO 
and Chair, and the presence of independent committees reduced corporate social perfor
mance. Surroca and Tribò interpreted these results to suggest that corporate responsibil
ity is a strategy for management entrenchment and thus indicative of agency concerns.117

That is, by establishing stronger ties with internal and external constituents, particularly 
employees and community elites, the top management team insulates themselves from 
the accountability mechanisms of an independent board and Chair.118

That a dedicated corporate responsibility committee on the board cannot be taken as an 
unambiguous signal of support for the topic is suggested in Table 24.2, which lists the top 
25 companies in the world, by market capitalization, and some features of their corporate 
governance and responsibility arrangements.

From this table we can see both corporate responsibility leaders with dedicated commit
tees (Johnson & Johnson; Novartis), as well as those companies in industries that have 
been subject to pointed social criticism (JPMorgan Chase, criticized for its role in the fi
nancial crisis; Coca-Cola for its role in water depletion in India and contributing to obesi
ty generally through its products). Notable as well is that of the top 25 companies in the 

(p. 652) (p. 653) (p. 654) (p. 655) (p. 656) world, by market capitalization, 19 of which are 
from the United States, only one, Berkshire Hathaway, does not have a portion of its web
site dedicated to corporate responsibility or sustainability issues. Berkshire Hathaway 
may not need such a page, given that its CEO, Warren Buffett, is known for a clear com
mitment to simple guiding principles, such as this one prominently featured on the 
company’s website:
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Table 24.2 Board Structures for Corporate Responsibility, Global Top 25 Firms
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Given the variety and complexity of ethical questions that may arise in the 
Company’s course of business, this Code of Business Conduct and Ethics serves 
only as a rough guide.

Confronted with ethically ambiguous situations, the Covered Parties should re
member the Company’s commitment to the highest ethical standards and seek ad
vice from supervisors, managers or other appropriate personnel to ensure that all 
actions they take on behalf of the Company honor this commitment. When in 
doubt, remember Warren Buffett’s rule of thumb:

“ . . . I want employees to ask themselves whether they are willing to have any 
contemplated act appear the next day on the front page of their local paper—to be 
read by their spouses, children and friends–with the reporting done by an in
formed and critical reporter.”119

But that even Alibaba, a Chinese Internet sales company incorporated in the Cayman Is
lands which is being investigated for extensive sales of counterfeit products online,120

would include a “sustainability” page on its website suggests at least two things: global 
companies feel pressure from social actors to be seen to embrace positive social and envi
ronmental values; and companies’ disclosure cannot be understood as an unambiguous 
signal of actual corporate responsibility.

4.3 Patterns of Shareholder Ownership

As noted in the introduction to this chapter, there is evidence that some types of institu
tional shareholders are paying more attention to ESG issues, and that this is one source 
of pressure on companies also to pay more attention.121 Trillions of dollars of invested 
capital supporting initiatives such as the UN Environment Program’s Principles of Re
sponsible Investment or backing the Carbon Disclosure Project’s efforts to get better data 
on company’s management of GHG emissions send a signal to companies that at least 
some investors care about these topics. Of potentially greater significance, since 2009, 
Bloomberg has included 79 environmental and social data points in the information it 
sells to brokers and dealers throughout the world, as indicated in Table 24.3. (p. 657)

(p. 658) (p. 659) (p. 660) (p. 661)

(p. 662)

Table 24.3 Bloomberg Social and Environmental Metrics Chart

Num
ber

Name Description

Social Metrics
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1 Social Disclo
sure Score

Proprietary Bloomberg score based on the extent of a 
company’s social disclosure as part of Environmental, 
Social and Governance (ESG) Data.

2 Number of Em
ployees—CSR

This is the total number of company employees at the 
end of the reporting period disclosed in the company’s 
Corporate Responsibility reports.

3 Employee 
Turnover %

Number of employees that left the company within the 
past year expressed as a percentage of the average total 
number of employees.

4 % Employees 
Unionized

Number of employees that belong to labour unions as a 
percentage of the total number of employees.

5 % Women in 
Workforce

Number of women employed at the company expressed 
as a percentage of the total number of company employ
ees.

6 % Women in 
Management

Percentage of women employed in management posi
tions at the company.

7 % Minorities in 
Workforce

Number of minorities employed at the company ex
pressed as percentage of the total number of employees.

8 Lost Time Inci
dent Rate

Total number of incidents resulting in lost time from 
work, per 200,000 hours worked or per 100 full time 
equivalent employees, assuming employees work 40 
hours per week and 50 weeks per year.

9 Total Record
able Incident 
Rate

Total number of recordable incidents, per 200,000 hours 
worked or per 100 full time equivalent employees, as
suming employees work 40 hours per week and 50 
weeks per year.

10 Fatalities—Em
ployees

Number of employees who have died on a company site 
or on a company facility or as a result of a company’s op
erations.

11 Fatalities—To
tal

Total number of employees and contractors who have 
died on a company site, at a company facility, or as a re
sult of a company’s operations.
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12 Social Supply 
Chain Manage
ment

Indicates whether the company has implemented any ini
tiatives to reduce the social risks in its supply chain. So
cial risks might include poor working conditions, the use 
of child or forced labour, lack of a living, fair or mini
mum wage, etc.

13 Sustain Sup 
Guidelines En
comp ESG 
Area Pub Dis
clsd

Indicates whether a supplier’s guidelines, which encom
pass all Environmental, Social, and Governance (ESG) 
areas, are publically disclosed.

14 Community 
Spending

Amount of money spent by the company on community-
building activities in millions.

15 Total hours 
spent by Firm
—Employee 
Training

Hours the company spent on employee training during 
the reporting period as reported by the company.

16 Health and 
Safety Policy

Indicates whether the company has recognized its health 
and safety risks and responsibilities and is making any 
effort to improve the management of employee health 
and/or employee safety.

17 Fair Remunera
tion Policy

Indicates if the company has demonstrated a group-wide 
commitment to ensure payment of a fair (could be de
fined as minimum, living, or some other criteria) wage to 
all group employees, even in those countries that do not 
legally require a minimum wage.

18 Training Policy Indicates whether the company has implemented any ini
tiatives to train new and existing employees on career 
development, education, or skills.

19 Employee—
CSR training

Discloses whether the company conducts training cours
es for employees on Corporate Social Responsibility 
(CSR).

20 Equal Opportu
nity Policy

Indicates whether the company has made a proactive 
commitment to ensure non-discrimination against any 
type of demographic group.
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21 Human Rights 
Policy

Indicates whether the company has implemented any ini
tiatives to ensure the protection of the rights of all peo
ple it works with.

22 Policy Against 
Child Labour

Indicates whether the company has implemented any ini
tiatives to ensure the prevention of child labour in all 
parts of its business.

23 Business Ethics 
Policy

Indicates whether the company has established ethical 
guidelines and/or a compliance policy for its non-man
agement/executive employees in the conduct of company 
business.

24 Anti-Bribery 
Ethics Policy

Indicates whether the company has policies in place to 
prevent bribery of its employees, executives, and direc
tors by others, and/or prevention of involvement in any 
corrupt business practices limiting open competition by 
deception, including but not limited to: cartels, collusion, 
fraud, embezzlement, nepotism, price fixing, and pre
ferred patronage.

25 Whistle Blower 
Protection

Indicates whether the company has systems and policies 
in place for the reporting of internal ethical compliance 
complaints without retaliation or retribution, including 
but not limited to access to confidential third-party 
ethics hotlines or systems for confidential written com
plaints.

26 UN Global 
Compact Sig
natory

Indicates whether the company is a signatory of the 
United Nations Global Compact.

Environmental Metrics

1 Environmental 
Disclosure 
Score

Proprietary Bloomberg score based on the extent of a 
company’s environmental disclosure as part of Environ
mental, Social, and Governance (ESG) data.

2 Direct CO
Emissions

Direct Carbon Dioxide (CO ) Emissions of the company, 
in thousands of metric tons.

3 Methane Emis
sions

Total amount of methane emitted by the company, in 
thousands of metric tons.

2 2
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4 Direct Nitrous 
Oxide (N O) 
Emissions

Direct nitrous oxide (N O) emissions of the company, in 
thousands of metric tons.

5 Direct 
Methane Emis
sion in CO
Equivalent

Direct methane (CH ) emissions of the company, in thou
sands of metric tons of carbon dioxide equivalent (CO e).

6 Direct Nitrous 
Oxide Emis
sions in CO
Equivalent

Direct nitrous oxide (N O) emissions of the company, in 
thousands of metric tons of carbon dioxide equivalent 
(CO e).

7 GHG Scope 1 Scope 1/Direct Greenhouse Gas (GHG) emissions of the 
company, in thousands of metric tons.

8 GHG Scope 2 Scope 2/Indirect Greenhouse Gas (GHG) Emissions of 
the company in thousands of metric tons.

9 Total GHG 
Emissions

Total Greenhouse Gas (GHG) emissions of the company, 
in thousands of metric tons.

10 Nitrogen Oxide 
Emissions

Total amount of nitrogen oxide (NO ) emitted by the 
company, in thousands of metric tons.

11 Sulfur Dioxide 
Emissions

Total amount of sulfur dioxide (SO ) emitted by the com
pany, in thousands of metric tons.

12 VOC Emissions Total amount of volatile organic compounds (VOCs) emit
ted by the company, in thousands of metric tons.

13 Carbon Monox
ide Emissions

Total amount of carbon monoxide (CO) emitted by the 
company, thousands of metric tons.

14 ODS Emissions Total amount of ozone-depleting substances (ODSs) emit
ted by the company, in thousands of metric tons.

15 Particulate 
Emissions

Total amount of particulates emitted by the company, in 
thousands of metric tons.

16 Total Energy 
Consumption

Total Energy Consumption figure in thousands of 
megawatt hours (MWh).

2

2

2

4

2

2

2

2

x

2
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17 Electricity 
Used

Total Amount of Electricity used by the company, in thou
sands of megawatt hours (MWh).

18 Total Water 
Use

Total amount of water used to support a company’s oper
ational processes, in thousands of cubic meters.

19 Total Water 
Withdrawal

Amount of water diverted for use by the organization 
from all sources, but not limited to surface, ground, salt
water, municipal, in thousands of cubic meters.

20 Surface Water 
Withdrawals

Amount of water diverted for use by the organization 
from all surface freshwater sources, including but not 
limited to lakes, rivers and streams, in thousands of cu
bic meters.

21 Groundwater 
Withdrawals

Amount of water withdrawn by the organization from un
derground reservoirs, in thousands of cubic meters.

22 Municipal Wa
ter Use

Amount of water diverted for use by the organization 
from municipal water treatment facilities, in thousands 
of cubic meters.

23 Total Water Re
cycled

Amount of process water and cooling water used by the 
company’s operations that was derived from internal re
cycling/reuse processes, in thousands of cubic meters.

24 Water Recycled Percentage of water usage from recycled sources.

25 Water Use Amount of water used for company processes that is not 
immediately returned to the environment in the same 
uncontaminated state, in thousands of cubic meters.

26 Discharges to 
Water

Amount of discharges to water that influence the bio
physical or chemical quality of the water.

27 Total Waste Total amount of waste the company discards, both haz
ardous and non-hazardous, in thousands of metric tons.

28 Hazardous 
Waste

Amount of hazardous waste the company discards, in 
thousands of metric tons.

29 Waste Recycled Total amount of waste the company recycles, in thou
sands of metric tons.
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30 Waste sent to 
Landfills

Amount of company waste sent to landfills, in thousands 
of metric tons.

31 Number Spills Actual number of spills of hazardous materials by the 
company in the period.

32 Number of En
vironmental 
Fines

Number of environment fines paid by the company in the 
period.

33 Environmental 
Fines

Total amount of environmental fines paid by the compa
ny in the period, in millions.

34 Environmental 
Accounting 
Cost

Cost of environmental conservation and other environ
mental initiatives undertaken during the normal course 
of business as defined by company.

35 Investments in 
Operational 
Sustainability

Amount of money spent by the company, in millions, on 
operational environmental and social compliance and 
other internal environmental and social initiatives, as de
fined by the company.

36 Energy Effi
ciency Policy

Indicates whether the company has implemented any ini
tiatives to make its use of energy more efficient.

37 Emissions Re
duction Initia
tives

Indicates whether the company has implemented any ini
tiatives to reduce its environmental emissions to air.

38 Environmental 
Supply Chain 
Management

Indicates whether the company has implemented any ini
tiatives to reduce the environmental footprint of its sup
ply chain.

39 Green Building 
Policy

Indicates whether the company has taken any steps to
ward using environmental technologies and/or environ
mental principles in the design and construction of its 
buildings.

40 Waste Reduc
tion Policy

Indicates whether the company has implemented any ini
tiatives to reduce the waste generated during the course 
of its operations.
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41 Water Policy Indicates whether the organization has undertaken any 
initiatives to reduce the quantity of water used or to im
prove the efficiency of its processes, and whether the 
company is considering the potential stress to its areas 
of operation.

42 Sustainable 
Packaging

Indicates whether the company has taken any steps to 
make its packaging more environmentally friendly.

43 Environmental 
Quality Man
agement

Indicates whether the company has introduced any kind 
of environmental quality management and/or environ
mental management system to help reduce the environ
mental footprint of operations.

44 Climate 
Change Oppor
tunities Dis
cussed

Indicates whether the Management Discussion and 
Analysis (MD&A) and its equivalent section of the 
company’s annual report discuss business opportunities 
related to climate change.

45 Risks of Cli
mate Change 
Discussed

Indicates whether the Management Discussion and 
Analysis (MD&A) and its equivalent section of the 
company’s annual report discuss business risks related 
to climate change.

46 Climate 
Change Policy

Indicates whether the company has outlined its intention 
to help reduce global emissions of the Greenhouse Gases 
that cause climate change through its ongoing opera
tions and/or the use of its products and services.

47 New Products
—Climate 
Change

Indicates whether the company has developed and/or 
launched products during the current period only which 
address future impacts of climate change and/or which 
mitigate customers’ contributions to climate change by 
reducing Greenhouse Gas (GHG) emissions.

48 Biodiversity 
Policy

Indicates whether the company has implemented any ini
tiatives to ensure the protection of biodiversity.

49 Verification 
Policy

Indicates whether the company’s environmental policies 
were subject to an independent assessment for the re
porting period.
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Source: Bloomberg Reports, March, 2015. Credit due to Patrick Egit, Osgoode Hall 
Law School J.D. 2014 and LL.M. 2015.

Following the logic of Robert Daines, Ian Gow, and David Larcker, presumably Bloomberg 
would not be collecting, analyzing, and selling this information if there were not a market 
for it.122 Bloomberg has only sold these data since 2009, which gives further evidence of 
corporate responsibility as an emerging trend.

Richard Johnson and Daniel Greening have shown that the type of investors in a company 
has a significant effect on a company’s environmental and social performance.123 Firms 
with higher percentages of long-term, pension fund investors had significantly better per
formance on social issues and environmental issues than firms with lower percentages, 
although the effect on social issues was modest.124 Donald Neubaum and Shaker Zahra 
replicated these results in 2006, finding that large (1% holdings) pension fund investors 
had a significant and positive effect on companies’ social and environmental perfor
mance, particularly where funds coordinated their activism. Mutual fund and investment 
bank holdings had a significant and negative effect on corporate social performance, but 
only when these funds engaged in activism, not when they were simply passive 
investors.125 These findings have implications for corporate responsibility going forward, 
as short-term shareholder activists become more visible, at least in the US.126 Moreover, 
these findings have broader social welfare implications given the emerging research dis
cussed above that shows a long-term management perspective fuels innovation.127

4.4 Corporate Responsibility, Legal Origins, and Corporate Gover
nance Systems

Consistent with what one might predict, empirical evidence shows that both country-level 
sustainability ratings and company-level corporate responsibility ratings are higher in 
countries with a stakeholder-oriented corporate governance system than in countries 
with a shareholder-oriented corporate governance system. One quantitative study using 
MSCI (Morgan Stanley Capital, International) Intangible Value Assessment data, supple
mented with specific social and environmental data from MSCI’s Risk Metrics, found that:

among different legal origins, the English common law—widely believed to be 
mostly shareholder oriented—fosters CSR the least; within the civil law countries, 
firms of countries with (p. 663) German legal origin outperform their French coun
terparts in terms of ecological and environmental policy, but the French legal ori
gin firms outperform German legal origin companies in social issues and labor re
lations. Companies under the Scandinavian legal origin score highest on CSR (and 
all its subfields).128

The authors of this study, Hao Liang and Luc Renneboog, also find from the analysis of 
country-level sustainability ratings and financial development that countries with higher 
financial development (which tend to be those with shareholder-oriented corporate gover
nance systems) have lower country-level sustainability ratings, including lower environ
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mental responsibility ratings, and lower social responsibility and solidarity ratings.129

While the law and finance literature has emphasized the greater financialization of coun
tries with a common-law legal origin,130 Liang and Renneboog’s results suggest that fi
nancialization per se does not occupy the field of important social welfare outcomes.

A similar pattern for the importance of legal origins was found in another empirical study 
using a different data source (Innovest), but examining only differences between the 
Scandinavian legal system, the “civil and German” legal system, and the common law sys
tem (Great Britain and Ireland) within the EU.131 In that study Céline Gainet again found 
that Scandinavian countries outperformed those based on civil and German law with re
gard to environmental performance, and that both outperformed countries in the EU with 
a common law origin.132 Gainet found the pattern with respect to social performance to 
be mixed (Scandinavian countries outperformed both civil and common law in one year, 
but the common law countries in Europe, Great Britain, and Ireland outperformed the civ
il law countries in two years.) These mixed results may have been due to the short time 
frame (2004 to 2007) over which the social performance of the companies was being ex
amined, given data availability, or they demonstrate convergence in labor protections at 
the EU level, as Gainet suggests.133

(p. 664) These studies give evidence of an important vector by which law structures the 
corporate social relationship, the legal origins vector, which shapes, among other things, 
a country’s views on the proper role of the state in the economy. Where, as in the com
mon law system, the state’s role in the economy is understood to be more limited in ad
dressing economic inequality or promoting and protecting labor or environmental inter
ests than among Scandinavian countries or those based on civil law legal families, there 
is more pressure for voluntary corporate responsibility initiatives to address these issues, 
as Matten and Moon have argued.134 The above evidence suggests those voluntary initia
tives are less effective in promoting social and environmental social welfare than are the 
types of laws and institutional arrangements found in the Scandinavian and civil law legal 
contexts.

5 Implications and Analysis
Whether attention to corporate responsibility does lead to financial outperformance in 
some cases, and what those cases are, does not settle the “case of corporate responsibili
ty,” for there is a much deeper disagreement with which this chapter concludes. That is 
the perennial, one might say religious,135 debate over the purpose of the firm. Is it “sim
ply” to produce products and services that create economic rents to be distributed to 
rights’ holders according to pre-existing contractual, statutory, and (possibly) normative 
obligations? (Given that close to 70% of new companies ultimately fail, that task cannot 
be taken as too simple.)136 Or does the firm also have a social obligation to minimize 
harm to people and the natural environment in its pursuits of profits, or even a positive 
duty to promote social welfare beyond its creation of economic rents? In corporate gover
nance and law, this debate tracks the competition between a shareholder versus stake
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holder view of directors’ and officers’ fiduciary obligations. The literature on each side of 
this debate is so extensive that the following will simply sketch out aspects of the various 
positions that have direct implications for differing views regarding corporate responsibil
ity, and then give some indications of why it might be possible, and important, to narrow 
the gap between these seemingly irreconcilable positions.

5.1 Shareholder Primacy

Milton Friedman’s articulation of firms’ responsibilities is the iconic expression of a pre
dominantly economic perspective on the nature of the firm:

There is one and only one social responsibility of business—to use its resources 
and engage in activities designed to increase profits so long as it stays within the 
rules of the game, which is to say, engages in open and free competition without 
deception or fraud.137

(p. 665) This statement was part of a New York Times article in which Friedman con
tributed to a vigorous debate that was then ongoing within the business community. Some 
academics and members of the business community in the US had begun to argue that 
companies had responsibilities to respond to civil rights and anti-war unrest, as well as 
strategic interests in providing an attractive alternative to collectivist social movements 
like Marxism, socialism, and organized labor, by paying greater attention to making a 
positive social contribution.138 Friedman and others taking his view responded that the 
social contribution firms make from running a profitable business, employing people, pay
ing taxes, and distributing some part of net profits to shareholders is the business firm’s 
positive social contribution. A concern that later writers in this vein articulated is that try
ing to create additional social benefits beyond those that flow from honest profit-making 
within the confines of law will dilute management’s focus, undermine economic perfor
mance, and thereby ultimately undermine social welfare.139

A number of arguments for a narrow view of managers’ and directors’ obligations devolve 
from shareholders’ special position in the firm. One theoretical perspective, the contrac
tarian view of the corporation as articulated by Steve Bainbridge (among others), asserts 
that an implicit term of the contract between shareholders and the firm is that the direc
tors and managers will act in the shareholders’ best interests, understood as maximizing 
their wealth.140 A pragmatic perspective suggests that given the broad discretion direc
tors and top managers have to run the firm, and given that in shareholder-oriented corpo
rate governance systems only shareholders have direct rights to vote or to sue,141 it is 

(p. 666) not surprising that firms and their managers will act in shareholders’ interests in 
order to avoid being sued, voted out of office, or thrown out of office in a hostile takeover, 
as recently argued by Leo Strine, Jr., the Chief Justice of the Delaware Supreme Court.142

In another recent article, CJ Strine argues that acting in shareholders’ interests is not on
ly pragmatic but legally required, and so corporate responsibility could be a breach of 
fiduciary duty.143 This argument will be discussed in more detail below.
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From the shareholder-oriented perspective, corporate responsibility is too much responsi
bility to impose on directors. Advancing social policy goals is the job of government, not 
business.144 In contrast, directors are elected by the shareholders to run the firm in the 
shareholders’ interests. Balancing other constituents’ interests by making “tradeoffs be
tween the welfare of shareholders and that of non-shareholder constituencies”145 is prob
lematic because it is inconsistent with the proper exercise of directors’ power to advance 
shareholders’ interests, and because it risks undermining accountability by allowing di
rectors to act in their own self-interest while claiming to act in other constituents’ inter
ests.146

Given this perspective, the importance of the business case is obvious. If corporate re
sponsibility initiatives do not make money for the firm, they fail. While many other busi
ness strategies can also fail, such as mergers and acquisitions, where half to two-thirds 
do not make money for the acquiring firm and resulting entity,147 mergers and acquisi
tions at least aim to make money for the firm, and so their legitimacy as a business strate
gy is not in doubt. Corporate responsibility initiatives do not have that legitimacy of moti
vation, from the critics’ perspective (although “strategic corporate responsibility” is in
tended to be profitable,148 and many responsibility initiatives are profitable, as discussed 
above).149 As a result, in this view, corporate responsibility is too strong a concept: it 
risks economic underperformance, it usurps government’s policy roles, and it is beyond 
the boundaries of directors’ and managers’ legitimate exercise of power by seeking to ad
vance non-shareholder interests.

(p. 667) 5.2 Stakeholder theory

In contrast, to many academic critics of corporate responsibility, it is still too weak a con
cept. There are a number of strands to this thinking, as with the shareholder perspective. 
One is stakeholder theory, which is the major theoretical competitor to shareholder pri
macy. Stakeholder theory is generally attributed to Ed Freeman,150 although he attributes 
the idea to “a very old tradition that sees business as an integral part of society rather 
than an institution separate and purely economic in nature.”151 From the perspective of 
stakeholder theory, economic value is created by voluntary relationships among many 
parties who cooperate to create successful businesses. It is an ethical theory about the 
values of management in relationships with those parties, and also a management theory 
about how to create and manage successful companies. As Freeman states, “[c]apitalism 
works because entrepreneurs and managers put together and sustain deals or relation
ships among customers, suppliers, employees, financiers, and communities.”152 This theo
ry does not deny that shareholders are important stakeholders in the firm, but does reject 
the view that shareholders’ interests are the only interests that managers and directors 
should consider in managing a successful firm.153

From a stakeholder perspective, successful companies incorporate and rely upon multiple 
social and natural inputs, such as an educated workforce, the physical infrastructure for 
the production, transportation, and distribution of goods, an effective legal system, and 
natural capital inputs of water, air, commodities, and so forth. Since some significant por
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tion of the inputs of corporate success, including financial inputs, have been contributed 
by parties other than shareholders, those parties also have interests to be considered in 
determining the responsibilities of managers and directors and in distributing the outputs 
of corporate action. Some, perhaps many, of those interests will be protected by contrac
tual or regulatory arrangements, but others cannot be specified ex ante, and so must de
pend on corporate participants to fairly balance multiple parties’ legitimate claims ex 
post, as in Margaret Blair and Lynn Stout’s team production theory of corporate law.154

To some stakeholder theorists, corporate responsibility is too modest, given its emphasis 
on disclosure and voluntarism. Some serious, even extreme, human rights problems per
sist despite two decades of corporate responsibility initiatives and expanded ESG disclo
sure. Andy Crane has shown that “modern slavery” (traditional slavery, bonded labor, hu
man trafficking, and forced labor) is endemic in some industries (agriculture, mining, ex
traction, construction, brickmaking, carpet weaving, domestic work, and sex work); glob
al estimates range from 12 million to 30 million people enslaved throughout the world.155

The limits of corporate responsibility can be seen in the problem of slavery in the West 
African cocoa (p. 668) industry, for instance. That problem was widely publicized by NGOs, 
putting pressure on multinational companies to sign the Harkin/Engel Cocoa Protocol in 
2001, which specifically directed the industry to self-regulate.156 According to Crane, that 
Protocol has led to “pilot programs” to determine the most effective ways to eliminate the 
slavery, and “a mooted, but much delayed, program for monitoring and enforcement.”157

In other words, 14 years later the problem has not been solved by industry initiatives. 
Tragic evidence of the insufficiency of long-established voluntary company codes of con
duct and industry responsibility initiatives continues to accumulate. The Rana Plaza col
lapse in Bangladesh in 2013, which killed 1,134 people producing clothes for 29 global 
clothing companies,158 or Barrick Gold’s settlement of claims in 2015 that its security 
personnel had raped 137 women in Papua New Guinea over a period of decades show 
some limits to the reach of the voluntary approach.

Moreover, the “business case” may never be strong enough to overcome the economic 
disincentives to invest in higher labor costs or expensive pollution abatement without a 
supportive regulatory framework that creates a level playing field for competition. Many 
of the business drivers of corporate responsibility depend on consumers being willing to 
pay more for goods produced in a socially responsible fashion; employees being selective 
about where they will work, choosing only the most responsible employers; and investors 
generally investing and disinvesting based on social parameters.159 Jan Wouters and Leen 
Chanet bring both a moral and a pragmatic argument to show the limits of each aspect of 
this business case.160 As a matter of morality, they argue that the business case is a 
means to the end of responsible business conduct, not an end in itself, and should be eval
uated as such: “[I]f respect for human rights is fundamental to our society, whether or not 
ensuring such respect would bring economic advantages is irrelevant; achieving it re
mains our final goal.”161 From a pragmatic perspective, neither the ethical consumer 
movement nor socially responsible investor pressure are strong enough to make a demon
strable contribution to the business case without a supportive regulatory environment, 
such as by requiring fair trade labeling of products at the point of purchase, or requiring 
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consistent, comparable ESG disclosure by public companies.162 Olivier DeSchutter also 
argues for the importance of a supportive regulatory framework.163 Using an environmen
tal example, he states:

for a government, the most direct solution to [advance] environmentally responsi
ble conduct is simply to let the price of energy go up [via high taxes], to collect 
high fees for waste disposal (calculated according to volume) and to oblige compa
nies to internalize the costs of the pollution they create. There would simply be no 
ground on which to build the business case for CSR, if we bracket these public in
terventions away.164

(p. 669) Whether the voluntary “business case” is stronger than these assessments sug
gest may depend on the reputational benefits and risks of corporate responsibility or irre
sponsibility, and the role of the media in amplifying those benefits or risks. Estimates indi
cate that 70% to 80% of a company’s market value today is based on “intangibles” such 
as brand reputation, intellectual capital and goodwill.165 High-profile tragedies such as 
the Rana Plaza collapse or the Deepwater Horizon explosion cause industry-wide reputa
tional harm and societal (and investor) pressures for redress.166 As BP found out after the 
Deepwater Horizon explosion, a gap between a company’s reputation and the company’s 
actual performance creates the potential for “reputational risk,” which may amplify the 
effects of media coverage of responsibility issues.167 Apple is an interesting counter-ex
ample here, however. While its reputation may have suffered somewhat from a series of 
critical media coverage in 2010 concerning the harsh conditions under which Apple prod
ucts are produced in China,168 that negative media coverage has not dented Apple’s posi
tion as the world’s largest company by market capitalization.169 This disconnect between 
media coverage of a social responsibility issue and consumer reactions was encapsulated 
brilliantly in the title of an article that empirically studied the limits of the business case, 
at least insofar as it depended on ethical consumption: “Sweatshop Labor is Wrong Un
less the Shoes are Cute.”170

Another criticism builds on assertions about the strategic use of the business case as an 
argument for voluntary corporate responsibility rather than regulatory intervention. From 
this perspective corporate responsibility is a business strategy employed specifically to 
resist regulation, thus undermining the ability of society to cause companies to limit and 
then internalize negative externalities. Ronen Shamir has argued that companies have 
“constructed” the field of corporate responsibility through teaching in business schools, 
through lobbying, and through litigation, as “an essentially voluntary and non-enforce
able domain” in order to “resist the legalization of their social duties.”171 He has also ar
gued that “through a set of social events, workshops, and public ceremonies,” businesses 
“shape notions such as ‘social responsibility’ and ‘social change’ in ways that are 
amenable to business and employers’ concerns,” thus “preventing the use of law as a 
means for bringing (p. 670) greater social responsibility.”172 His interpretation is support
ed by an historical analysis by Rami Kaplan, in which Kaplan argues that “corporate re
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sponsibility was devised [in the 1950’s] by the corporate capitalist elite, broadly defined, 
as an instrument for pre-empting governmental intervention.”173

Thus, from both the stakeholder and the sociological perspective, corporate responsibility 
is too weak, and yet too strong. It is an insufficient constraint on how companies do busi
ness in a world of accelerating pressures on natural capital and ill-distributed opportuni
ties for human flourishing. At the same time, however, it is effectively undermining the 
conditions for putting more substantive regulation in place.

5.3 Evaluating the Arguments

By 2015, the argument that corporate responsibility requires companies and the board to 
take on an essentially political role for which they are ill-suited rings hollow, given the ex
tensive involvement of American companies in law-making, lobbying, litigation to narrow 
regulation, and constitutionally protected electoral politics.174 But two arguments for 
shareholder primacy that are advanced in the US law literature remain important to ad
dress: the idea that balancing multiple stakeholders’ interests will undermine account
ability and allow directors and managers too much discretion to act in their own self-in
terest; and the argument that it is legally required for boards and managers to act in the 
interests of shareholders, and shareholders only, such that corporate responsibility initia
tives could be a breach of fiduciary duty. This author will address the second argument 
first, because if shareholder primacy is required by law, that ends the discussion, at least 
in the United States.

Two points that are relevant to both issues are given insufficient attention in the law liter
ature, however, and so will be highlighted in advance. First, the data do not support the 
view that corporate responsibility initiatives inevitably cause financial losses; in fact, on 
the contrary. In an overwhelming majority of cases there is no trade-off between a 
company’s financial health and actions that arise from a broad concept of social obliga
tion, as the studies evaluated by Clark, Feiner, and Viehs show.175 The management litera
ture is much more sophisticated on this point than is the law literature. Second, many of 
the arguments in the law literature against corporate responsibility ignore what large 
companies are saying they are doing, around the world. As set out above, 93 per cent of 
the world’s largest companies discuss their environmental and social initiatives, many in 
great detail, and many including substantiated, audited data about the effects of those 
initiatives.176 Unless one considers everything that a (p. 671) company says about its so
cial responsibilities to be unsubstantiated public relations, then it should be incumbent 
upon judges and law professors who write about these matters to consider these facts in 
their analyses.

5.3.1 Shareholder versus Stakeholder Theory
The proper understanding of the implications of corporate boards’ legal obligations for is
sues of corporate responsibility has become a matter of vigorous debate again in the 
United States, inspired by Prof. Lynn Stout’s short, sharply critical book, written for a 
popular audience, entitled The Shareholder Value Myth: How Putting Shareholders First 
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Harms Investors, Corporations and the Public.177 That book has inspired multiple, equally 
critical reactions by respected scholars,178 including a number from CJ Strine.179 CJ 
Strine recognizes that “directors are generally empowered to manage the corporation in 
a way that is not dictated by what will best maximize the corporation’s current stock 
price,”180 but argues that “advocates for corporate social responsibility” make a more 
fundamental claim, and “pretend that directors do not have to make stockholder welfare 
the sole end of corporate governance within the limits of their legal discretion.”181 He re
jects the argument of “these well-meaning commentators” that “the business judgment 
rule is cloaking a system of law giving directors the ability to act for any reason they 
deem appropriate.”182 Evaluating the arguments in this debate can provide the context 
for a number of observations regarding shareholder primacy, stakeholder theory, and cor
porate responsibility.

First, it is inaccurate to argue that shareholders have no special place in corporate law in 
Delaware and in the United States generally. They clearly do. Shareholders are the only 
group entitled to vote for the board and to approve important corporate transactions, al
though creditors can also exert control rights through their contracts; shareholders are 
the only group with rights to bring suit derivatively on behalf of a solvent corporation183; 
and the board’s fiduciary duties run “to the corporation and its shareholders.”184 These 
legal rights matter and should not be treated as unimportant, as Prof. Stout’s arguments 
can sometimes seem to do.

As just stated, the Delaware Supreme Court has in a number of cases articulated the fidu
ciary duties of directors as advancing the interests of “the corporation and its (p. 672)

shareholders.” When these interests conflict, the Court has upheld board actions that 
frustrate shareholders’ short-term financial interests in favor of the board’s well-consid
ered views about the company’s longer-term strategies and prospects (as CJ Strine recog
nizes but does not discuss in any detail).185 In Paramount Communications v. Time, the 
Delaware Supreme Court upheld the directors’ power to reject the shareholders’ views 
and take defensive measures against a well-above-market tender offer.186 While it might 
be argued that this simply reflects the authority structure of Delaware corporate law, 
since it is the directors and not the shareholders who have the statutory power to man
age the company,187 the Time board’s actions were demonstrably not shareholder wealth 
maximizing. If fiduciary principles required shareholder wealth maximizing in general, 
the directors’ actions in Paramount v. Time would not have been upheld.

There is one circumstance where shareholders’ wealth must be maximized, and that is 
where the shareholders are being cashed out, as in Revlon, Inc. v. MacAndrews & Forbes 
Holdings, Inc.188 In that circumstance, “the duty of the board . . . change[s] from the 
preservation [of the company] as a corporate entity to the maximization of the company’s 
value at a sale for the stockholders’ benefit.”189 Revlon duties have also been found where 
the control structure of a company is being changed, such as where a publicly held com
pany with dispersed shareholders is being pursued by a company with a controlling 
shareholder, and will become a controlled company if the transaction goes forward. Para
mount v. QVC was such a case.190 But these are the only circumstances where the board’s 
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obligation is to maximize share value, according to the Delaware Supreme Court. More
over, shareholder pressure cannot put a company into Revlon mode: that determination is 
reserved to the board.191

A former Chief Justice of the Delaware Supreme Court, Norman Veasey, has interpreted 
these precedents as follows:

[I]t is important to keep in mind the precise content of this “best interests” [of the 
corporate entity] concept—that is, to whom this duty is owed and when. Naturally, 
one often thinks that directors owe this duty to both the corporation and the 
stockholders. That formulation is harmless in most instances because of the con
fluence of interests, in that what is good for the corporate entity is usually deriva
tively good for the stockholders. There are times, of course, when the focus is di
rectly on the interests of stockholders [citing Revlon and Paramount (p. 673)

Comms. v. QVC]. But, in general, the directors owe fiduciary duties to the corpora
tion, not to the stockholders.192

Moreover, as Prof. Stout and others emphasize, the protection of the business judgment 
rule allows directors to make decisions that are in the longer-term interests of the corpo
ration, such as investing in research and development, building new plants, or paying em
ployees well, notwithstanding some shareholders who would rather have the company’s 
money spent on them.193 As a practical matter, there is going to be no liability for a board 
that frustrates some shareholders’ short-term interests and decides to pay its employees 
more than the minimum wage, or reduces the prices its products could be sold for so that 
more employees can buy the product—Walmart did the former in 2015,194 and the Ford 
Motor Company did the latter in 1915, a decision that was upheld by the Michigan 
Supreme Court in Dodge v. Ford.195 This argument about the business judgment rule frus
trates CJ Strine (p. 674) and Prof. Bainbridge, among others, but Prof. Stout (and others) 
are correct that this is how the law operates.196 CJ Strine is undoubtedly correct that 
there could be problems if a board makes a social or environmental decision that has no 
conceivable long-term benefit to the company and thus the shareholders, but in today’s 
world it is hard to imagine what such a decision would be, given social expectations that 
companies will act as responsible citizens and the reputational implications of frustrating 
those expectations. It is much more likely that a managerialist decision would create 
problems, such as a company giving a retiring CEO an apartment in New York, maid ser
vice, and fresh flowers for life, which raises duty of loyalty concerns not implicated by 
corporate responsibility.197

Thus, the law—at least as decided by the Delaware Supreme Court—does not yet require 
shareholder wealth maximizing as the standard of conduct in order for boards to meet 
their fiduciary obligations, except in the circumstances described as being in “Revlon
mode.” Consistent with CJ Veasey’s view, we can conclude that shareholders are impor
tant beneficiaries of fiduciary obligations in Delaware, of course, but only so long as their 
interests and the corporation’s long-term interests are in harmony. Corporate responsibil
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ity initiatives are one type of strategy to promote the corporation’s long-term financial 
well-being, as the empirical evidence shows, and thus there is no fiduciary breach.

However, even if it is lawful, is a multi-stakeholder focus going to mask officers’ and di
rectors’ self-interest—and thereby undermine accountability—as has been argued?198 On 
both the question of self-interest and that of accountability the prioritizing of sharehold
ers’ interests as it has been instantiated in the US over the last three decades has itself 
masked self-interest and created new agency problems. Regarding self-interest, as Lynne 
Dallas argued over a decade ago, “[a] ‘new’ managerialism has arisen that consists of 
short-term decision making and window dressing to impress the stock market at the ex
pense of improving underlying corporation value.”199 In particular, the shift to stock op
tion compensation “provides unique opportunities for managerial self-dealing.”200 By 
2015, the tight coupling of managers and markets has allowed managerial rent extraction 
in the US to an historically unprecedented degree.201

(p. 675) With respect to accountability, we are back to the question of accountability to 
whom or what, and here the Delaware precedents provide a clear answer: accountability 
must be to the corporation and its shareholders, taking a long-term perspective on corpo
rate well-being. Yet today’s concern is that shareholders are putting short-term pressure 
on companies in ways that are unproductive for the future success of the corporate enter
prise.202 Activist investors exert a significant part of this pressure, and an empirical de
bate is raging over their economic influence.203 In terms of their influence on corporate 
decisions, Bill Bratton and Michael Wachter show that activist investors seek one of four 
things: that more money be given back to shareholders, in the form of share buybacks or 
special dividends; that the company sell itself or its premium assets; that the company in
crease leverage; or that the company cut costs.204 Some of the actions to cut costs might 
be productive, such as finding ways to save energy or use fewer physical inputs. Others 
destroy longer-term value, such as putting off needed maintenance of plant and equip
ment, delaying marketing campaigns, cutting back on research and development,205 or 
even engaging in financial reporting fraud or value-destroying mergers and acquisitions, 
a concern identified by none other than Michael Jensen.206

In 2014, S&P 500 companies spent 95% of their earnings on share buybacks and divi
dends, and they look set to spend over 100% in 2015.207 This level of share buybacks is so 
high that Larry Fink, head of the world’s largest asset manager, Blackrock, has written to 
all of the CEOs in the S&P 500, expressing concerns that corporate leaders are meeting 
activists’ short-term pressures while “underinvesting in innovation, skilled workforces or 
essential capital expenditures necessary to sustain long-term growth.”208 One can argue 
that giving money back to shareholders is exactly what companies should be doing if they 
have no positive net present value investments to make. It is bizarre to think that Ameri
can companies, with their incredible confidence, creativity, and organizational capacity, 
cannot find better, more productive uses of all of their earnings than giving them back to 
shareholders (with the not incidental benefit of keeping stock prices high and fueling a 
stock market rally),209 (p. 676) particularly in light of the enormous technical challenges 
facing the world from climate change, which scientists tell us requires a rapid transition 
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to a low-carbon economy. A more productive system would encourage managers and di
rectors to manage their companies well and fairly for the longer term, which will benefit 
tomorrow’s shareholders in addition to today’s, but which will also give management 
greater latitude to pursue the positive implications of fair employment policies, high-qual
ity research and product development, good relationships with suppliers, and careful ap
proaches to natural capital. In stylized form, that is what we see in stakeholder 
economies such as Scandinavia, the Netherlands, France, Germany, or Austria, albeit un
der pressure, and that is what three-quarters of senior executives globally say they would 
want to see for their companies.210

5.3.2 Corporate Responsibility Reconciliation
This chapter will conclude by trying to reconcile competing views of corporate responsi
bility as simultaneously too strong and too weak, assuming differing views of managers’ 
and directors’ obligations from shareholder and stakeholder perspectives, but rejecting 
the view that corporate responsibility is somehow inconsistent with boards’ fiduciary du
ties even in a shareholder system. Even Friedman believed that business has an obliga
tion to conform “to the basic rules of the society, both those embodied in law and those 
embodied in ethical custom.”211 Economic theory recognizes negative externalities as one 
type of market failure justifying regulation. Each of the shareholder partisans quoted 
above thought that policies to address serious social problems should be developed 
through laws passed by democratic political processes, not by decisions of private compa
nies’ boards of directors.212 Looking at the self-regulatory initiatives that businesses have 
participated in can be used as a framework to determine which issues are broadly seen to 
demand regulatory solutions. At least in theory, the need for more hard law regulating so
cial responsibility issues should be a point of agreement between those who consider cor
porate responsibility too strong when devolved to corporate boards for decision, and 
those who consider it too weak because it is voluntary and predominantly process based 
by emphasizing disclosure.

As both DeShutter and Wouters and Chanet argue, there is a range of regulatory ap
proaches that can be used to produce a facilitative framework that permits voluntary ini
tiatives to be more effective. In today’s world, creative regulatory and voluntary ap
proaches to the negative externalities of human rights abuses, labor exploitation, climate 
change, and declining natural resources (including, most critically, water) are both hy
pothesized and in place in some parts of the world, but in need of serious scaling up to 
meet the full scope of global challenges. These approaches can be canvassed for best 
practices and further learning. (p. 677) Moreover, the accounting industry has developed 
and is continuing to develop approaches to integrated financial and non-financial report
ing, and true-value accounting to incorporate the cost of negative externalities.213 

Implementing intellectually justified integrated reporting and accounting systems could 
go a long way toward providing the information and prices necessary to support capital 
and products markets that actually work the way market theories suggest they should 
work, including fully internalizing in the prices of products the social costs of producing 
and using those products. Beyond such strategies, the voluntary initiatives that compa
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nies have adopted to date in just about every industry provide important information 
about what companies consider feasible. They also provide sources of empirical data 
about the effects of voluntary initiatives as a way to evaluate what more is needed to ad
dress particular social and environmental issues in each industry. If additional substan
tive regulation is needed to advance sustainability goals, Scandinavian legal and corpo
rate governance approaches may be the most logical place to start to find models that 
work, at least as a good first approximation.

6 Conclusion
In conclusion, this author will offer the following anecdote. At a conference in Berlin on 
corporate responsibility four years ago, funded by the German government and held with 
some fair degree of pomp and circumstance in the German Parliament Offices Building, 
Dirk Matten, a leading management academic, described the importance of corporate re
sponsibility using the following analogy. Having been told once by Jeremy Moon that of all 
the things that do not cure a cold, whiskey is the nicest, Matten said that his thinking on 
corporate responsibility is similar: that of all the things that won’t cure contemporary 
capitalism, corporate responsibility is the nicest. At the least, in his view, it doesn’t make 
the problems worse.

This chapter concludes by agreeing with Matten’s assessment, with one important caveat. 
Corporate responsibility initiatives have likely improved the conditions of employment for 
at least hundreds of thousands of people around the world who would otherwise be sub
ject to the mandates of unrestrained globalization. It certainly brings more attention to 
the environmental problems and opportunities of many productive processes and indus
tries, and has thus motivated companies to develop innovative products and solutions to 
address those problems. It gives latitude to people who want to be change agents within 
organizations, and promotes deeper thinking among people and teams in organizations 
about the effects of the investments, products, services, and relationships they are devel
oping. As the empirical evidence is starting to show, it can even be a smart business strat
egy.

Corporate responsibility does not fundamentally change underlying power relationships 
between companies and citizens, however, since companies are volunteering to act to ad
dress social and environmental problems—or not. It might dissuade governments from 

(p. 678) regulating, however, and in that sense is making problems worse. It leaves gaping 
holes, such as its failure to establish “no go” zones. We will no doubt see “responsible tar 
sands mining” before the decade is out, which would be an intellectually bankrupt con
cept and a tragic development for the stability of the climate. As economic development 
proceeds apace throughout the world, improving millions of people’s standard of living, 
there are still billions of people living on the equivalent of $2 a day or less. While those 
billions of people may surely benefit from greater access to productive enterprise, the un
derlying normative and material conditions of that access matter greatly. So to the extent 
that we actually want to solve any of the underlying global problems of modern capital
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ism, stronger medicines than the pleasant whiskey of corporate responsibility are re
quired.
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Abstract and Keywords

This chapter examines issues relating to corporate governance in closely held corpora
tions. It begins by describing the typical characteristics of closely held corporations, with 
particular emphasis on shareholder involvement in management, number of sharehold
ers, share transfers, market for shares, and the broad spectrum of shareholders and ap
plications. It then considers common governance issues and conflicts in closely held cor
porations and proceeds with a discussion of the governance framework for such corpora
tions consisting of company law, model articles, articles of association, shareholder agree
ments, and corporate governance guidelines. It also explores the internal governance and 
management of closely held corporations, the governance of share transfer restrictions, 
and provisions for shareholder withdrawal and expulsion. The chapter concludes with an 
analysis of shareholder conflicts, especially oppression by majority shareholders and ex-
post opportunism by minority shareholders, and how they are governed in closely held 
corporations.

Keywords: corporate governance, closely held corporations, share transfers, company law, shareholder agree
ments, share transfer restrictions, shareholder withdrawal, shareholder conflicts, majority shareholders, minority 
shareholders

1 Introduction
THE modern corporate governance movement in Europe and the world has, over the last 
two decades, dealt predominantly with listed, or at least publicly held companies. This fo
cus becomes particularly clear when looking at three key texts in the UK, US, and Ger
man debate: (1) The British Cadbury Report released in 1992 with its widely recognized 
basic definition of corporate governance1 recommended the introduction of a Code of 
Best Practice, aiming first and foremost at the boards of listed companies.2 (2) The Princi
ples of Corporate Governance, put out by the American Law Institute in 1994, target pub
licly held corporations in their key parts that deal with company structure.3 (3) The Ger
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man (p. 680) Corporate Governance Code published in 2002, according to its preamble, 
primarily addresses listed companies.4

In contrast, corporate governance issues in close corporations have been neglected for 
far too long.5 This is due to a number of factors: (1) The legal reform debate regarding 
improved company management and monitoring, has been sparked by scandals in listed 
companies; for example, the spectacular breakdown of Polly Peck, BCCI, and Barings in 
the UK,6 and German companies such as Philipp Holzmann, Metallgesellschaft, or Bremer 
Vulkan finding themselves on the brink of insolvency or beyond7. (2) Publicly held compa
nies as a group are far more homogeneous than their privately held counterparts, which 
may take widely diverging forms, ranging from large third- or fourth-generation family-
owned companies to medium-sized closely held companies and incorporated sole 
traders.8 (3) Companies listed on the stock exchange are better illuminated than close 
corporations. The wide-reaching disclosure requirements of accounting and capital mar
kets law along with constant monitoring by analysts and the economic press produce an 
incessant flow of empirical information that the legislator and academia can use to formu
late well-founded recommendations. In contrast, the data on close corporations is far less 
available, and therefore far less certain.9

It is only in recent times that researchers have begun to explore the corporate gover
nance issues of closely held corporations more thoroughly.10 It is at this point that this 

(p. 681) chapter begins, by firstly identifying the fundamental governance problems in 
closely held corporations (2) and going on to explain their governance framework consist
ing of company law, model articles, articles of association and shareholder agreements, 
with specialized codes playing only a subordinate role (3). This is followed by an analysis 
of the internal governance of closely held corporations (4), the design of share transfer 
restrictions (5), and provisions for shareholder exit and exclusion (6). This analysis is 
completed by a detailed examination of the governance of shareholder conflicts (7).

2 Fundamental Governance Problems in Close
ly Held Corporations
Closely held corporations are not merely mini-public companies. They differ in a striking 
way from the typical Berle Means textbook corporation with its atomistic shareholder 
structure around which the international corporate governance debate has raged unabat
ed for the last 30 years.11 It is therefore worth starting this discussion with an exploration 
of these differences, as they provide the key for understanding the specific governance 
problems faced by closely held corporations.

2.1 Typical Characteristics of Closely Held Corporations

Small details aside, closely held corporations are characterized by a handful of traits that 
distinguish them from a typical publicly owned company.12
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2.1.1 Shareholder Involvement in Management
A key feature of a closely held corporation is shareholder participation in the manage
ment, direction, and operation of the business. Shareholders regularly play a double role 
as director or employee in the company, and their remuneration is often the main source 
of income and return on investment. As a result, the usual separation of ownership and 
control typical for publicly owned corporations is often foreign to closely held corpora
tions.13 Rather, shared ownership goes hand in hand with control over company re
sources. It is also not rare for shareholders to invest all or a large proportion of their 
wealth into the corporation, (p. 682) meaning that, unlike their counterparts in publicly 
traded companies, they do not have a broadly diversified investment portfolio. On the oth
er side of the ledger, the collective action problem that regularly drives publicly held 
shareholders into rational apathy seldom features, as the individual shareholders have a 
much higher stake in the game.

2.1.2 Smaller Number of Shareholders
Typically, a closely held corporation has a small number of shareholders, often family 
members or friends bound by close bonds of trust. The smaller number of shareholders 
makes coordination of their interests easier, and contract negotiations cheaper, than 
could be achieved with a greater number of shareholders, and which would be practically 
impossible in a publicly traded corporation. Usually, the small number of shareholders 
corresponds with a smaller company—many closely held corporations are modest compa
nies with a local customer base. There are however exceptions, so that company size it
self is not the sole determining factor.

2.1.3 Share Transfer Restrictions
Another key characteristic of the publicly listed company, the ability to freely trade 
shares, is limited in the closely held corporation context. Depending on national law, the 
relevant provisions may be contained in legislation, the articles of association, or a share
holder agreement—enabling shareholders to control the composition of the shareholder 
group while maintaining and improving social capital within their organization.14

2.1.4 No Ready Market for Shares
Finally, there is no ready (secondary) market for the shares of closely held corporations—
preventing dissatisfied shareholders from simply following the “Wall Street Rule” to sell 
their investment, as shareholders in public corporations often do. These same limitations 
often render conflicts regarding the payment of dividends more pointed, as minority 
shareholders are unable to balance out an unequal distribution with “homemade divi
dends,” i.e. divesting themselves of their shares.15 Even when there are no legal limita
tions on the selling of shares, minority shareholders have greater difficulty in finding a 
buyer, particularly as a reliable valuation for their holding is often lacking.16
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(p. 683) 2.1.5 Broad Spectrum of Shareholders and Applications
All this needs to be qualified with the statement that the closely held corporation, as the 
“legal work horse”17 of the corporate world, is suited to a wide range of applications. It is 
the legal form of choice for inexperienced company founders and for highly professional 
market actors alike, providing the legal structure for a heterogeneous group of uses that 
includes startups, strategic joint ventures between big corporate players, and investment 
vehicles for private equity investors. This range of uses has implications for the legislator 
tasked with creating a functioning, yet flexible framework for closely held corporations 
that adequately reflects their regulatory meeds.

2.2 Typical Governance Issues and Conflicts in Closely Held Corpora
tions

In light of the above, it hardly merits saying that the governance mechanisms for publicly 
traded companies cannot simply be transferred to closely held corporations.18 The issues 
are fundamentally different from the outset: in a publicly listed corporation with a broad 
shareholder base, vertical governance problems predominate; the key challenge for the 
legislator and shareholders is to preserve the alignment of managerial and shareholder 
interests by means of institutional arrangements. In contrast, closely held corporations 
are far more troubled by horizontal governance issues,19 requiring statutory or contractu
al mechanisms to resolve conflicts between majority and minority shareholders.

The typical governance issues in closely held corporations seem to extend across interna
tional boundaries, with remarkable similarities existing between the German GmbH, the 
English private company, the French SARL, or the US close corporation.20 The task for 
the legislator across the board is to provide a functional framework that meets the needs 
of closely held corporations as well as possible, thereby helping to reduce transaction 
costs during the foundation phase.21 Overall, allowing for share transfer restrictions is in
dispensable for the stability of the company, but it is equally important to provide careful
ly crafted exit and exclusion rights that preserve the ability of the company to continue 
operation. The biggest challenge, however, lies in the governance of shareholder con
flicts. The goal here (p. 684) is predominantly to restrict the ability of majority sharehold
ers to unfairly profit from the company,22 while also providing sufficient mechanisms to 
prevent ex post opportunism by minority shareholders, and to resolve deadlocks.

3 Governance Framework for Closely Held Cor
porations
The governance framework for closely held corporations is made up of various regulatory 
elements that are partially corporate and partially contractual in nature, and which vary 
in their ability to bind the parties.23

3.1 Legislation
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Legal persons are a creature of the national legislator, without whom they would not ex
ist.24 Therefore, legislation is the first, and essential layer of the governance regime for 
closely held corporations. Conceptually however, individual jurisdictions address this 
question in different ways, referred to in the British company law discussion as either 
stand-alone or integration models.25

3.1.1 Stand-Alone Models
Many countries have independent codes for their private limited liability companies. The 
historical prototype is the German GmbH Act of 1892, representing Germany’s most suc
cessful legal export, which found a footing prior to World War I in Portugal in 1901 and 
Austria in 1906, before being taken up in France in 1925, Turkey in 1926, Belgium in 
1935, and Switzerland in 1936. It found equal favour outside of Europe, in Brazil in 1919, 
Korea in 1931, Argentina in 1932, and Mexico in 1934. Today, versions of the GmbH can 
be found in over (p. 685) 100 countries across the world.26 Many jurisdictions that have 
taken on the GmbH concept have sought to improve upon the German model, or to give it 
a slightly different form. This applies particularly to Romanic jurisdictions which place a 
greater emphasis on the “personal” (intuitus personae) elements of the GmbH.27

3.1.2 Integrated Approaches
The situation in Anglo-Saxon jurisdictions, with their traditional uniform company model 
is quite different.28 In the United Kingdom where the Companies Act 1862 required a 
minimum of seven founding shareholders to establish a limited liability company,29 hardly 
anyone envisioned small, closely held corporations: “First, they were all public”30. It is 
only during the last thirty years of the nineteenth century that the number of smaller 
companies began to increase significantly,31 with it, the amount of available practice-
based literature.32 This development was further advanced by the groundbreaking 1892 
decision Salomom v. Salomon, in which the House of Lords confirmed that while the act 
required seven founding shareholders, it did not require they be independent, thus con
doning what in effect was a “one-man company.”33 The regulatory requirements were 
tightened up in the Companies Act 1900 in response to numerous fraudulent companies, 
which had the unfortunate side-effect of making company foundation less attractive for 
small and medium-sized companies. After serious protests, Parliament appointed a reform 
commission which did not base their final report on the German GmbH, but rather put 
forward its own proposals.34 These recommendations saw the Companies Act 1907 differ
entiate between public and private companies for the first time, with relaxed regulations 
for the latter. According to the legal definition in s. 37(1), a company was considered a 
private company when its articles of (p. 686) association35 provided for restrictions on 
share transfer, limited the number of shareholders to a maximum of 50, and forbade the 
public offer of company shares or bonds. In the intervening period, the United Kingdom 
has remained true to its uniform company model; isolated calls for the introduction of 
specific reforms for small companies36 have not met with much response.37 The matter 
arose most recently in the preparation for the Companies Act 2006, where a freestanding 
approach was once again rejected for fears of complications in transforming from a pri
vate to a public company.38 Despite this, the reform did take the needs of small and medi
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um-sized corporations into consideration under the slogan “Think Small First”39 and in
troduced model rules for private companies.40

It took even longer for the required adjustments to be made in the United States, where 
the close corporation was regarded as the “orphan of corporate law”41 until well into the 
twentieth century. The legislation of most of the states in the US were designed for large 
public corporations, and did not suit small companies with their distinct needs.42 These 
were normally accommodated in practice by specific shareholder agreements, which con
tained voting agreements, restrictions on the transfer of shares or pre-emption rights that 
were progressively acknowledged with some reservations by the courts. This approach 
resulted in the gradual development of a common law of close corporations,43 closely 
tended by the lawyers of the day.44 The first specific legislative step was taken in 1948 in 
New York, followed by a comprehensive regulation in North Carolina in 1955. Today, 
many states have their own close corporation statutes, albeit with considerable varia
tions.45 They mostly consist of a separate chapter in the local corporation legislation, 
which comes into play when the shareholders vote it into their articles of association. 
General opinion is mixed with regard (p. 687) to the advantages and disadvantages of this 
regulatory method.46 Legal practice shies away from the uncertainties of special regula
tions that have yet to be subject to intense judicial scrutiny, or is reluctant to make use of 
them for other reasons.47

In continental Europe, the single legislative model has won new supporters in the Nordic 
states: Denmark, Finland, and Sweden now regulate publicly owned and closed corpora
tions under one legislative instrument, although Norway is continuing with its dual ap
proach.48

3.2 Model Articles

The term ‘model articles’ refers to articles of association provided by the legislator which 
business founders are free to adopt in whole or in part as an alternative to developing 
their own customized articles. Of these, the most prominent example is the UK Model Ar
ticles for Private Companies, issued by the Secretary of State pursuant to sec. 19(1) of 
the Companies Act 2006.49 Some US states have adopted a similar approach in their close 
corporation statutes.50 In continental Europe, by contrast, this regulatory technique did 
not gain a strong footing until the advent of fast-track incorporation procedures, with on
line registration processes like those in Spain, Italy, Greece, and Poland requiring the 
adoption of immutable model articles or sample protocols.51 Germany took a step towards 
model articles with the reforms of 2008, stipulating the use of a sample protocol for the 
simplified, more cost-effective incorporation procedure contained in §2 para. 1a sentence 
2 GmbHG. France also introduced a modèle des statuts types for single member private li
ability companies (EURL) in 2009.52 While the use of model articles does permit a more 
rapid incorporation procedure with lower costs, for companies with multiple shareholders 
these advantages are often obtained at a price: the enforced waiver of customized agree
ments, for example on voting rights or dividend clauses.53 The question as to whether the 
benefit of increasing the speed (p. 688) of incorporation outweighs limiting the potential 
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to tailor the articles of association to a business’s specific needs is, as yet, still open to in
ternational investigation and debate.54

For regular incorporation procedures, however, model articles are still the exception. The 
Dutch legislator rejected their introduction, citing concerns about flexibility,55 although 
the Dutch Association of Notaries quickly stepped into the breach to offer sample proto
cols. Other countries refer potential company founders to professional expertise—New 
Zealand, for example, has discontinued its practice of offering professionally drafted mod
el articles via the Companies Office website, instead advising business founders to deal 
directly with a private service provider.56 On the supranational level, the European Com
mission recently revived the idea of a uniform template for articles of association in its 
SUP proposal,57 after previous attempts at model articles for the European Private Com
pany turned out to be unsuccessful.58

3.3 Articles of Association

Across the globe, it is not the statutes, but rather the articles of association that include 
the most important governance regulations for closely held corporations.59 This is usually 
due to the broad scope that legislation allows for shareholders to determine the internal 
affairs of the company.

3.3.1 Primacy of Private Ordering
Wide-ranging party autonomy for shareholders has been a hallmark of the German GmbH 
Act since its entry into force in 1892.60 The economic advantages are clear: shareholders 
can (p. 689) establish custom made organizational structures with membership rights ac
cording to their own special needs. In the absence of any negative externalities, such 
agreements improve efficiency by increasing the common benefit of the company 
founders.61 However, much of this liberal spirit was lost in the twentieth century, particu
larly in jurisdictions like Italy or the Netherlands, who based their close corporation legis
lation (too) closely on that for stock corporations.62 It is only in recent times that there 
has been an almost universal return to private ordering in the law of closely held corpora
tions. In France, for example, the liberté contractuelle resurfaced 20 years ago with the 
introduction of the société par actions simplifiée (SAS).63 The Delaware Limited Liability 
Act has sought to allow the greatest possible effect for private ordering since 2004,64

while the Court of Chancery takes an even stronger line, offering the members of LLCs 
“the maximum amount of contract, private ordering and flexibility.”65 The English Depart
ment of Business, Industry and Skills put forward almost identical wording in the consul
tation paper for the Companies Act reform of 2006.66 Japan formally included the princi
ple of private ordering in its corporations legislation of 2005, giving shareholders a broad 
contractual scope for establishing the articles of association in closely held 
corporations.67
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3.3.2 Scope of Private Ordering
The freedom to determine the internal operations of a company is an important expres
sion of private ordering. One key feature of this “libertà di autorganizzazione”68 is the or
ganizational freedom with respect to internal governance rules and decision-making pro
cedures, namely the ability to choose between different management structures and the 
ability to drop (p. 690) individual organizational elements. In addition, an informal process 
for gathering information as well as simplified decision-making processes are now often 
possible, representing an “intramural informality in close corporations.”69 To take an ex
ample from the UK company law reform: a private company is not required to appoint a 
company secretary, and may choose not to convene an annual general meeting; in addi
tion, resolutions can be made in writing via circulated email.70 This newly won freedom 
also presents itself in the liberalization of corporate shares. The Dutch close corporation 
law, for example, now allows shares without voting rights, shares with multiple voting 
rights or staggered voting rights, as well as shares with no dividend rights.71 A sharehold
er cannot, however, completely waive all rights, and shares that provide neither voting 
rights nor dividend rights are not permitted under the law.72

3.3.3 Limitation to Private Ordering
Potential limitations to private ordering were recently discussed as part of the question of 
whether the duty of loyalty or other functionally similar remedies73 have a mandatory or 
default character.74 The US LLC forms the pointy end of the liberalization scale, with 
§18-1101(c) Del. The LLC Act permits the complete exclusion of fiduciary duties, natural
ly with the condition that the implied contractual covenant of good faith and fair dealing 
remain intact.75 In contrast, according to the leading interpretation, the recently intro
duced Article 803 (3) OR only permits a specific and ad hoc exemption from the duty of 
loyalty for Swiss close corporation shareholders, but no general exemption.76

3.4 Shareholder Agreements

In addition to the articles of association, shareholder agreements77 (pactes 
d’actionnaires78, Gesellschaftervereinbarungen79) may contain further provisions for the 
internal affairs of (p. 691) closely held corporations. These agreements enjoy extensive use 
all over the world, as they assist shareholders more clearly to regulate their relationships 
with each other. The most common agreements cover voting rights, transfer restrictions, 
and exit rights, as well as the composition or remuneration of management or superviso
ry boards. Conceptually, they are separate contractual agreements between all or some of 
the shareholders that operate alongside the articles of association, as the Italian term pat
ti parasociali and the Spanish term pactos parasociales suggest.80 As a classical contract, 
it can only bind its immediate parties; in contrast to the articles of association, it can only 
be altered with the consent of all parties. In most jurisdictions, the existence and the con
tent of shareholder agreements remain hidden from the curious gaze of outsiders. Note
worthy exceptions are the UK, and some of the former Commonwealth states such as 
Malaysia, where a copy of all shareholder agreements must be lodged with the Compa
nies Commission.81 Some continental European jurisdictions, for example France, Italy, 
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and Portugal, require the disclosure of shareholder agreements only in listed 
companies.82

Usually, statutory law says little, if anything at all about shareholder agreements. There 
are, however, individual codifications which generally alert shareholders to the permissi
bility of these agreements or even directly address some specific types. Article 17(1) of 
the Portuguese Commercial Company Act (Código das Sociedades Comerciais, CSC), for 
example, renders legally binding all shareholder agreements entered into by all or some 
partners. Similarly, Article 17(b) of the UK Companies Act 2006 provides that all share
holder agreements are regarded as part of the company’s constitution.83 Other jurisdic
tions are more selective, for instance, §7.32 US Revised Model Business Corporation Act 
(RMBCA) lists, and thus authorizes, only specific types of shareholder agreements. Some 
other jurisdictions single out voting agreements as the most important contractual de
vice, as in Article 281 Belgian Companies Act (Code des Sociétés, C. soc.), where the ex
ercise of voting rights may be the subject of an agreement between shareholders.

The overall trend around the world today is generally to respect and enforce shareholder 
agreements between company members. The courts have moved on from the open hostili
ty displayed most prominently in a famous line of cases handed down by the New York 
Court of Appeals (“the Big Four”).84 Russia, one of the few jurisdictions under which 
shareholder agreements had remained unenforceable, amended its Limited Liability Com
panies Act to allow them in 2009.85 Today, most jurisdictions grant shareholders signifi
cant latitude to enter into shareholder agreements. The best illustration comes from vot
ing agreements, once viewed as incompatible with statutory corporate governance, they 
are nowadays recognized as lawful and enforceable, provided they observe certain limits. 
One typical limitation is spelled out in Article 17(3) Portuguese Commercial Company Act, 
which declares null and void any voting agreement that obliges a shareholder always to 
follow the instructions or (p. 692) approve proposals put forward by the company or one of 
its bodies or to exercise voting rights in return for special benefits. Article 281 Belgian 
Companies Act contains a similar list, with the proviso that these agreements must have 
an expiry date and always be justified in terms of shareholder interests.

Breaches of shareholder agreements are almost universally subject to liability sanctions. 
However, these are unlikely to be an appropriate remedy due to the difficulties in proving 
the damages incurred. As a result, practitioners across the board recommend liquidated 
damages clauses as an indirect enforcement mechanism. Moreover, many jurisdictions al
low for specific performance and injunctions, as seen in §7.31(b) RMBCA, which express
ly stipulates that a voting agreement is subject to specific performance. However, a num
ber of jurisdictions, including Argentina and Japan, still reject this approach.

From a doctrinal perspective, the most difficult issue is whether shareholder resolutions 
that deviate from a shareholder agreement can be set aside by a shareholder rescission 
suit. This question has been vexing German corporate law scholarship for three decades: 
two Federal Court of Justice cases from the 1980s stated that a breach of an omnilateral 
shareholder agreement may be subject to a motion to set aside a shareholder 
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resolution.86 In contrast, many scholars hold with the “separation theory,” arguing that 
articles of association and shareholder agreements should be kept strictly apart.87 

Internationally, this second view holds sway in many jurisdictions including Argentina, 
Belgium, Portugal, and Switzerland. The Danish Companies Act (lov om aktie- og anpart
selskaber, SEL) has authoritatively decided the issue, stipulating in Article 82 that share
holder agreements are neither binding on the limited liability company nor with regard to 
resolutions passed at general meetings. There are, however, many countries that show 
scholarly support for a legal “spillover” from the contractual to the corporate hemisphere.

3.5 Corporate Governance Guidelines

In contrast to listed companies, corporate governance guidelines do not yet play a signifi
cant role for closely held corporations. This is easily explained, as the corporate gover
nance debate originated from the need to protect external investors. In addition, the prin
cipal-agent problems both company types face are considerably different: the corporate 
governance principles for listed companies cannot therefore simply be transposed to non-
listed companies, let alone closely held corporations. That being said, there are some ini
tial cautious attempts being made to develop a tailored corporate governance framework 
for unlisted companies. The Belgian Buysse Corporate Governance Code is one pioneer
ing example, providing special rules for family enterprises in addition to recommenda
tions for all non-listed companies.88 Other recommendations, such as the Finnish Central 
Chamber (p. 693) of Commerce initiative “Improving corporate governance of unlisted 
companies”89 and the British “Corporate Governance Guidance and Principles for Unlist
ed Companies,”90 have a somewhat different focus, concentrating on larger unlisted or 
small and mid-size listed companies. It remains to be seen whether it is helpful or even 
feasible to draw up a voluntary corporate governance code for closely held corporations. 
The Colombian Framework of Good Corporate Governance for Small and Medium-Sized 
Enterprises provides one potential way forward, by serving as a model of reference for 
businesses attempting to craft their own corporate governance guidelines.91

4 Internal Governance of the Company
The pivotal issue for internal corporate governance in closely held corporations is the in
teraction between corporate bodies or organs.

4.1 Corporate Organs

Around the globe, almost all general statutory schemes consist of two decision-making or
gans: the shareholders’ meeting and the board of directors. In most jurisdictions the lat
ter is also mandatory,92 although the company’s capacity to act does not, at least theoreti
cally, require a board of directors, as general agency concepts could be used.93 In France, 
directors were long viewed by the legislation as agents (mandataires) of the company.94

One exception to the mandatory requirement for a board of directors comes from 
Delaware. According to §351 DGCL, appropriate provisions in the articles may permit a 
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close corporation to be managed by its shareholders. The most recent British corporate 
law reform did not follow this bold move, however, confining itself instead to introducing 
a less formal decision-making process for private companies to better accommodate 
shareholder-directors.95

Occasionally, co-determination may call for a mandatory supervisory board—although this 
usually only applies to larger companies. For the German GmbH, for example, the thresh
old is 500 employees. Additionally, EU company law requires medium-sized and (p. 694)

large corporations to engage an auditor, but opinions are divided as to whether this audi
tor qualifies as a corporate organ. Many jurisdictions also permit the creation of addition
al corporate organs, for example, advisory boards or committees. Shareholders are free 
to determine the name, function, and competences of these additional organs, as long as 
the exclusive responsibilities of the general shareholders’ meeting and the board of direc
tors remain intact.

4.2 Allocation of Powers between Shareholders and Directors

4.2.1 Omnipotence versus Parity Theory
Casting an eye across the globe reveals two basic models for allocating powers between 
shareholders and directors, snappily captured in the Swiss doctrine as the omnipotence 
theory and the parity theory.96 The first is one of shareholder supremacy in which the 
board of directors is subordinated to the shareholders’ meeting. This hierarchical struc
ture has been included in §37(1) German GmbH law since its first enactment in 1892, al
lowing shareholders to pass a resolution issuing binding instructions for directors, even 
for the day to day running of the business. Portugal, Spain, and Japan also provide a simi
lar organizational framework.97 The Netherlands, where previously shareholders in a 

besloten vennootschap were only permitted to issue general instructions, has recently 
moved in the same direction with their closed corporation reform of 2012. Pursuant to Ar
ticle 239(4) NBW, the articles of association may now provide that the board of directors 
has to behave according to the (specific) instructions of another body of the 
corporation.98 In Italy, shareholders who represent at least one-third of the issued share 
capital of a società a responsabilità limitata can force a decision of the shareholders meet
ing in accordance with Article 2479 Abs. C.c.

The alternative approach, based on the principle of parity, is used in Switzerland. Al
though Article 804(1) OR nominates the shareholders’ meeting as the supreme governing 
body of the company, Article 810(1) OR has put some checks and balances in place, by 
stating that directors have an inalienable duty of “overall 
management” (“Oberleitung”).99 British law follows a similar concept, albeit as a default 
rule, by vesting the board of directors with the management of the company (model Art. 
3).100 As a consequence, it is the directors, and they alone, who may exercise these pow
ers.101 The only way in which the shareholders can (p. 695) control the exercise of these 
powers is by passing a special shareholder resolution (model Art. 4) requiring a majority 
of not less than 75%.102 However, the ability of shareholders to remove directors at any 
time by ordinary resolution under s. 168 CA 2006, induces the directors to regularly fol
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low the business strategy preferred by the majority shareholder. Australia103 and the 
USA104 have a similar division of power as the statutory or common law default—leading 
to the development of shareholders’ agreements that give minority holders a voice in the 
control and management of the corporation.

4.2.2 Default and Mandatory Competences of the Shareholder Meeting
Reflecting the high degree of organizational freedom granted by many jurisdictions,105

the competences of the shareholder meeting are mostly default powers.106 This enables 
shareholders to modify the distribution of powers between the corporate organs as they 
think fit. Mandatory involvement of shareholders is usually limited to those decisions that 
impact on their legal or contractual rights. These include alterations to the articles of as
sociation, an increase or reduction of share capital and structural changes such as merg
ers, divisions, conversions, or decisions to wind up the company voluntarily.107 An exam
ple can be found in Article 27(1) of the Commission’s Draft SPE Regulation.108

4.2.3 Mandatory Competences of the Board
In most continental European jurisdictions, the mandatory competences of the board are 
fairly limited. Under German law, for example, they include the board’s power to repre
sent the company in relation to third parties and the specific-conduct duties in the inter
ests of creditors such as the duties to keep the books of the company, to prepare the an
nual accounts, to communicate with the Commercial Register and to initiate insolvency 
proceedings if necessary.109 Similarly, under UK law, the mandatory functions of directors 
relate to (p. 696) the production of the annual accounts and reports and the regular ad
ministration of the company, in particular its communications with Companies House.110

5 Share Transfer Restrictions
Closely held corporations are built on mutual trust and loyalty between their founders. 
This close-knit setting lends importance to the matter of “who” a shareholder is—success, 
or the lack of it, is often contingent on shareholders sharing goals and values. Conversely, 
a lack of personal bonds or latent conflicts between shareholders may endanger the orga
nizational capital of a close corporation. Against this backdrop, there is a legitimate inter
est in restricting share transfers to keep out strangers and undesirable co-
shareholders.111 These transfer restrictions constitute one of the core characteristics of a 
close corporation.112 However, they vary greatly in type and operation across jurisdic
tions, making them an attractive subject for comparative company law research.113

5.1 Default Rules

An initial question in this field is whether the national legislator should set the free trans
fer of shares as the default rule, or whether some restrictions should apply. A compara
tive glance across a range of jurisdictions reveals a somewhat mixed bag of results. One 
has to consider, however, that some codifications apply only to close corporations under 
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stand-alone legislation, while others do not differentiate between publicly and closely 
held corporations.114

The majority of jurisdictions begin from the perspective that shares are freely transfer
able, while allowing for transfer restrictions in the articles or in shareholder agreements. 
This group includes most US states, Germany, Italy, Denmark, Sweden, Finland, Japan, 
Argentina, and Australia with statutory and contractual transfer restrictions being equal
ly common in these countries. In contrast, other countries have opted for the opposite de
fault rule, requiring the company’s consent for share transfers. This is the case for exam
ple in Norway and Switzerland, where share transfers require the consent of the share
holder meeting. Similarly, the model rules for private companies in the UK and Ireland re
quire (p. 697) director approval.115 Still other jurisdictions, including Belgium, France, 
Portugal, and Spain have taken a middle course, a statutory consent requirement, with 
generous exceptions for share transfers between spouses, direct relatives (ascendant or 
descendent), or fellow shareholders.116 The basic idea here is that these potential share
holders are not strangers to the company, and that a smooth intergenerational succession 
is in the best interests of the company. The Netherlands provides a fourth variation, stat
ing that, unless the articles of association provide otherwise, a shareholder looking to dis
pose of shares must first offer them proportionally to the other shareholders.117 As a final 
option, the legislator may require shareholders of close corporations to provide for trans
fer restrictions in the articles of association without any further specification. This is the 
approach taken in the European Commission’s original Draft Proposal for a European Pri
vate Company118 and in the Malaysian Companies Act.119

The existence of valid statutory or contractual transfer restrictions raises the question of 
what mechanisms are available to protect shareholders “locked in” to the company. Some 
countries provide statutory relief, such as Switzerland which provides a right to resign 
from the company with good cause in Article 786(3) OR where the articles of association 
prohibit exit or the shareholder meeting refuses to consent. A similar withdrawal right 
has been put in place in Italy under Article 2469(2) C.c. for close corporation sharehold
ers. In cases of valid transfer prohibitions, Portugal grants a statutory withdrawal right 
after 10 years of shareholding under Article 229(1) CSC. According to the new Dutch law, 
a shareholder may freely sell shares if they have been offered but not been bought by co-
shareholders or other candidates within a three-month period.120 In Japan, a company 
which does not ratify a share transfer must instead nominate a designated purchaser, 
with both the buyer and the seller authorized to ask the court to set the purchase price.

5.2 Types of Share Transfer Restrictions and their Legal Limits

Restrictions on share transferability come in different shapes and forms. Despite their 
great variety, one can discern a certain standardization around the world. The most com
mon take the form of inalienability clauses, consent clauses, pre-emptive rights, and buy-
sell agreements. Occasionally, the national legislator itself will provide a list of potential 
clauses to enable shareholders to make an informed decision. One nice illustration comes 
from the statutory regime of the French simplified stock corporation (SAS) that explicitly 
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mentions inalienability and consent clauses.121 Sweden has provided a similar “à la carte” 
approach in the Swedish Companies Act since 2006, discarding its former restrictive reg
ulation as it was no longer in line with international standards.122 The new regulation de
scribes and explains (p. 698) the function of consent clauses, rights of first refusal, and 
post-sale purchase right clauses in great detail. The Swiss law on private limited liability 
companies provides a third example, detailing the various permissible forms of transfer 
restriction agreement as an exhaustive list in Article 786(2) No. 1-5 OR.123

Statutory mention of such clauses is helpful for legal practitioners, as it implicitly con
firms their legality. A good illustration comes to us from Article L. 227-13 French C. com., 
which stipulates that the articles of association of an SAS may specify the inalienability of 
shares for up to ten years. In other jurisdictions, the validity of such clauses is less clear. 
US courts usually apply a reasonableness test to transfer restrictions, which would likely 
find indefinite inalienability clauses invalid, based on the venerable property law rule 
against unreasonable restraints on alienation.124 According to Article 2:195 Dutch NBW, 
the articles of association may exclude transferability of shares for a specific period of 
time—based on legislative history, a fixed period of five years would not be contrary to 
the principles of reasonableness and fairness. Still other jurisdictions, such as Germany 
and Switzerland, consider inalienability clauses to be valid, but still protect the interests 
of locked-in shareholders with a mandatory right of withdrawal for good cause in the 
GmbH legislation.125 Guidance is given for other common share transfer restrictions in § 
202(c) DGCL which specifically identifies five permissible categories: first-options agree
ments, first refusal agreements, consent agreements, buy-sell agreements, and provisions 
prohibiting transfer to designated classes of persons.126 Should the court find that a 
clause is not valid in a specific case, §349 DGCL dictates that the corporation still has the 
option, for a period of 30 days after the judgment setting aside the restriction becomes fi
nal, to acquire the shares at a fair value determined by the Court of Chancery.

5.3 Judicial Review of Consent Clauses

As we have seen, consent clauses in the articles or in legislation are often used to control 
the composition of the shareholder base. Where the responsible company organ—share
holder meeting or board of directors—refuses to grant its consent, the question comes 
down to whether, and to what extent, the courts will scrutinize this refusal. English courts 
are generally very hesitant in this regard, only stepping in to apply a subjective standard 
when the directors have unduly exercised their voting rights: “It is trite law that the court 
will not interfere with the exercise by directors of a discretion not to register a transfer if 
their decision was one which a reasonable board of directors could bona fide believe to be 
in the interests of the company.”127 The same is true for Ireland, where the shareholder 
looking to dispose of (p. 699) their shares must prove bad faith on the part of the direc
tors, and for Australia, where a refusal to grant consent is only unlawful when it amounts 
to fraud on the minority.128 At least in theory, US courts offer slightly more protection, 
holding that consent to transfer may not be unreasonably or arbitrarily withheld.129 

However, as has been correctly observed in legal scholarship, reasonableness and arbi
trariness are often in the eye of the beholder.130 Under German law, there is considerable 
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disagreement on the appropriate test: some authors grant the decision-making body an 
absolute discretion, others call for a proportionate and reasonable exercise of judgment, 
while still others demand good reason for the refusal to grant consent.131

5.4 Legal Assessment of Drag-Along and Tag-Along Clauses

Joint venture and private equity agreements in the guise of a closely held corporation of
ten contain drag-along and tag-along clauses.132 The former permit a shareholder to de
mand fellow shareholders offer their shares to a third party at the same price and the 
same conditions. The latter protects minority shareholders from being left behind when 
the majority shareholder decides to sell, enabling them to offer their shares for sale on 
the same terms as the majority shareholder.

Despite their widespread use, the enforceability of drag-along and tag-along rights has 
received little attention in legal scholarship, and relevant case law is also thin on the 
ground. A comparative analysis, while providing some valuable indications, does not yield 
any clear-cut answers. Authors in common law jurisdictions like Australia, Ireland, 
Malaysia, the UK, and the USA usually point out that there is no prohibition against these 
clauses and that, in principle, they are enforceable.133 Recent UK legislation has even for
mally recognized them in the Growth and Infrastructure Act 2013 with respect to “em
ployee shareholders.”134 Civil law countries in Europe seem to be more cautious; Japan
ese scholars have expressed doubts as to whether these clauses could be inserted into the 
articles of association rather than being restricted to shareholder agreements. In general, 
tag-along rights are subject to less criticism than drag-along rights.135

(p. 700) In so far as drag-along rights are concerned, US case law seems to suggest that 
they are enforceable where they serve a reasonable corporate purpose.136 One UK case 
from 2005 expressed some reservation in a particular case where the compulsory trans
fer restriction was only later included in the articles of association by means of an amend
ment.137 An Italian court ruling from Milan upheld a drag-along clause under the condi
tion that it ensure a fair price for the minority shareholders.138 According to Article 2:192 
Dutch NBW, the articles of association may specify situations when the shareholder is 
obliged to transfer shares—thus seeming to accommodate drag-along rights, although in 
the preparatory documents, the reform legislator cautioned against imposing duties on 
minority shareholders that were too far-reaching and unreasonable.139

6 Shareholder Withdrawal and Expulsion

6.1 Withdrawal Rights

It is a common refrain in company law that a shareholder cannot unilaterally withdraw 
his investment from the company, effectively locking in the capital contribution. This 
“lock-in” feature presents a stark contrast to partnership law, where the default position 
allows all individual partners to disassociate from the firm.140 Locked-in capital has been 
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identified in legal scholarship as a crucial factor in the rise of the large public corporation 
in the nineteenth century, as it enabled managers to pursue long-term corporate goals ir
respective of shareholders’ personally motivated liquidity demands.141 The inability of 
shareholders to unilaterally trigger dissolution is equally important in closely held corpo
rations, as it ensures the stability of newly established business and prevents opportunis
tic shareholders from holding the company to ransom by threatening to leave or dissolve 
the firm.142 This, in turn, is a precondition for the willingness of shareholders to provide 
specific investments.

There is, however, a considerable downside to capital lock-in in a close corporation.143

Unlike shareholders in the public corporation, minority shareholders in a close corpora
tion (p. 701) are unable to follow the “Wall Street rule” and sell their shares on the open 
market. The illiquidity of their investment leaves them vulnerable to oppression by the 
majority shareholder, and without an effective exit route in cases of fundamental changes 
to the corporate structure. In the face of this, national legislators and courts have to 
make a policy choice whether and to what extent minority shareholders should be grant
ed protection in the form of exit rights. Although almost every jurisdiction has chosen to 
do so, the individual approaches vary widely, both with respect to the preferred instru
ment, and their substantive requirements.

6.1.1 Categories of Exit Rights
Exit rights for minority shareholders come in different shapes and forms. Categorizing 
them is a difficult task, as some find their legal basis in company law, others in insolvency 
law, and still others in contract law. There are, however, two distinctions that may provide 
a workable systemization.144 The first may be linked to the specific technique employed 
to provide an exit route: the legislator may empower the court to declare the dissolution 
of the company under certain conditions (winding-up remedy), or grant minority share
holders a statutory right to be bought out by the majority shareholder (buyout remedy or 
withdrawal right). These two remedies are not mutually exclusive. The second distinction 
concerns the substantive reasons for allowing a minority shareholder to exit: whether it 
be to provide relief from oppression or abuse by the majority shareholder (oppression 
remedy) or in the face of fundamental changes in the structure of the company initiated 
by the majority shareholder, even where these changes are not necessarily detrimental to 
the minority shareholder (appraisal rights).

6.1.2 Oppression Remedies
A majority shareholder can take unfair advantage of his position in a myriad of ways, 
which will be analysed separately.145 The question here is whether these maneuvers give 
rise to a statutory remedy—which in most jurisdictions is a resounding yes. The equitable 
remedies available under English law are perhaps the best known internationally. Ever 
since the introduction of the Companies Act in 1862, company law has made provision for 
a winding up on just and equitable grounds.146 Currently this provision is contained in s. 
122(1)(g) Insolvency Act 1986 (IA 1986). The leading authority, Ebrahimi v. Westbourne 
Galleries Ltd, concerned the removal of a director in a “quasi-partnership” company 
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made up of three members. Although the articles of association provided expressly for the 
removal of a director by ordinary resolution, the House of Lords decided that it was in
equitable for the majority to exercise their power as they did, and ordered the company 
be wound up on just and equitable grounds.147 Today, the classic winding-up remedy has 
taken a backseat to the (p. 702) unfair prejudice regime set out in s. 994 CA 2006. This 
may see the court order the majority shareholder, or the company itself, to purchase the 
shares of a minority shareholder to remedy demonstrated unfair and prejudicial treat
ment.148 Similar oppression remedies have also evolved in the US, where many corpora
tion law statutes now expressly empower the courts to dissolve a company on application 
from a minority shareholder where the directors of that company are guilty of fraud, 
gross mismanagement, or the oppression of minority shareholders.149 Instead of an invol
untary dissolution, courts can, and in practice most commonly do, order a buyout of the 
aggrieved party’s shares.150

Among the European civil law jurisdictions, the Scandinavian jurisdictions have histori
cally been more restrictive with regard to exit rights for minority shareholders.151 

Compulsory dissolution under Danish and Finnish law is confined to cases of serious 
abuse of majority powers. A court-ordered redemption of shares by the majority share
holder requires the minority to demonstrate either a breach of the Companies Act or the 
articles of association, or a deliberate abuse of power that is likely to continue. Only the 
Norwegian Private Limited Companies Act offers broader protection, providing aggrieved 
shareholders with a right to withdraw from the company not only in cases of abuse of 
power, but also in cases of serious and permanent conflicts of interest regarding the run
ning of the company, unless the redemption procedure would seriously harm the activities 
of the company, or would otherwise be unreasonable.152

The Dutch approach is also worth mentioning, with its detailed rules for resolving share
holder disputes, known locally as geschillenregeling.153 The basic rule is contained in Ar
ticle 2:243 NBW, which states that a shareholder, whose rights or interests are harmed by 
the conduct of one or more co-shareholders in such a way that continued membership can 
no longer be reasonably expected, may file a legal claim in court against those co-share
holders for his withdrawal, requiring them to buy out his shares. In Swiss company law, 
Article 821(3) OR provides that any shareholder of a GmbH may apply to the court to dis
solve the company for good cause, with case law recognizing continued abuse of power or 
trust as good cause.154 Along the same lines, the German courts also recognize a with
drawal right as a mandatory and inalienable right in a GmbH if there is good cause 
(“wichtiger Grund”).155 The doctrinal source of this exit right can be found in §314 Ger
man Civil Code, which allows for the termination of contractual agreements without no
tice for good cause. The requirements for good cause are often satisfied in cases of major
ity abuse,156 that is when the terminating party, in (p. 703) light of all the circumstances of 
the case at hand and weighing the interests of both parties, cannot reasonably be expect
ed to continue the contractual relationship until its agreed end.157 In addition to this indi
vidual right for any shareholder, §61 GmbHG grants (minority) shareholders holding at 
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least 10% of the share capital the right to apply for a court-ordered dissolution for good 
cause.

6.1.3 Appraisal Rights
Moving on from oppressive actions to “no-fault situations,” we enter the field of appraisal 
rights. These allow shareholders who voted against an extraordinary corporate action, 
such as a structural change to the company, the right to sell their shares back to the com
pany at a judicially appraised value. Unlike oppression remedies, appraisal rights are not 
contingent on a demonstration of illegality, fraud against the minority, or breach of fidu
ciary duties. Appraisal rights play an important role in stock corporation law, most no
tably in the United States, Japan, France, Germany, and Italy.158 Their scope in the law of 
close corporations is more limited, however, a matter not facilitated by their being scat
tered throughout different legal or legislative sources, instead of presented as one coher
ent system. One exception in this regard is Italy, which introduced an extensive list of ap
praisal rights in Article 2473(1) C.c. in 2004. This provision entitles a shareholder of an 
s.r.l. to leave the company if he is opposed to a change of the corporate purpose or struc
ture, a merger, a division, a transfer of the registered office to another country or a trans
action that leads to fundamental modification of the company’s objects. Similar rules can 
be found in Spain and Portugal.159 In Germany, the legal landscape is less clearly 
arranged for appraisal rights: according to the Reorganization of Companies Act (UmwG), 
a shareholder has a right to exit in case of a merger (§§29 et seqq., 36 UmwG), division 
(§125 UmwG), asset transfer (§§176, 177 UmwG) or change in company form (§§207 ff. 
UmwG). Moreover, the inalienable withdrawal right mentioned above may also be trig
gered by an alteration of the objects clause, or the integration of the GmbH as a sub
sidiary into a corporate group.160 A final illustration comes to us from the original Draft 
Statute for a European Private Company (SPE) proposed by the European Commission, 
which combined appraisal rights and oppression remedies in Article 18. This provision, 
which was later deleted, would have allowed the shareholder to withdraw from the SPE if 
serious harm to the interests of the shareholder was caused by: (1) the SPE being de
prived of a significant part of its assets; (2) the transfer of the registered office of the SPE 
to another Member State; (3) a substantial change of the activities of the SPE; or (4) fail
ure to distribute dividends for at least three years, even though the SPE’s financial posi
tion would have permitted it.

(p. 704) 6.1.4 The Right to Exit “at Will”
A final question is whether the legislator should go even further and grant minority share
holders a right to exit “at will.” This has recently been advocated by several scholars—al
beit subject to certain conditions.161 However, successful examples of this approach are 
scant in comparative company law practice. In 2009, the Russian law on limited liability 
companies abolished one of the rare examples which had allowed a shareholder to exit at 
any time.162 Comparative support for a more liberal approach is thus confined to Italy, 
which introduced a right to exit “at will” (diritto di recesso) in Article 2473(2) C.c. for pri
vate limited liability companies established for an indefinite term. This right can be exer
cised at any time, with a notice period of 180 days. The articles of association may pro
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vide for a longer notice period, but no longer than one year. In contrast, the majority of 
common law and civil law jurisdictions oppose the idea of facilitating an exit from close 
corporations. In England and Wales, the Law Commission investigated the matter in 
1997, before denying a case for reform, stating: “In our view, there are strong economic 
arguments against allowing shareholders to exit at will. Also as a matter of principle, 
such a right would fundamentally contravene the sanctity of contract, binding the mem
bers and the company.”163 Similar concerns have been expressed in Germany, where the 
prevailing doctrine strictly rejects the idea of an exit right “at will,” arguing that it would 
infringe on the venerable principle of pacta sunt servanda, and may potentially pose a sig
nificant risk of abuse and endanger the financial stability of small businesses.164

6.2 Expulsion of a Shareholder

The plight of the oppressed minority shareholder is one story, the plague of the obstruc
tive shareholder yet another. The latter raises the question as to whether the troublemak
er whose behaviour is detrimental to the company can be expelled for good cause. A com
parative analysis reveals two basic approaches to this problem.

A large number of jurisdictions provide for a statutory expulsion right for good cause, ir
respective of any expulsion clause in the articles of association. This group includes 
Switzerland, Portugal, Spain, Belgium, and the Netherlands. Again, Dutch law stands out 
with its detailed rules for resolving shareholder disputes (geschillenregeling):165 Its basic 
provision in Article 2:336 NBW permits one or more shareholders who solely or jointly 
hold at least one-third of the issued share capital to obtain a court order that another 
shareholder whose conduct has harmed the interests of the corporation, in such a way 
that a continued share ownership can no longer reasonably be tolerated, transfer his 
shares to the plaintiffs. Germany must be included here as well: Even though an expul
sion right has not (p. 705) been provided for in the Limited Liability Companies Act of 
1892, the courts have filled this gap by drawing an analogy to a provision in the law of 
general partnership166—a nice example of a popular strategy in Germany to resort to 
principles of partnership law in order to find appropriate solutions for incorporated part
nerships.167 As a last illustration, the EU Commission’s Draft Statute for a European Pri
vate Company (SPE) also provided for an expulsion right: According to its Article 17, the 
competent court may, on the basis of a resolution of the shareholders and an application 
by the SPE, order the expulsion of a shareholder if he has caused serious harm to the 
SPE’s interest or if the continuation of the shareholder as a member of the SPE is detri
mental to its proper operation. The overall policy behind a statutory exclusion right is 
that the proper functioning of the business enjoys priority and that its value as a going 
concern should be preserved and not destroyed by a dissolution of the company.

A second group of countries acknowledges expulsion clauses in the articles of associa
tion, but contains no statutory provision to that end and refuses to supplement with 
judge-made law in the absence of a provision in the corporate charter. This is the case, 
for example, in the United Kingdom where the matter is neither covered by the CA 2006 
nor by the Model Articles for private companies, although the articles of association or 
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shareholder agreements may make provision for the termination of membership.168 

Typical grounds would include prejudicial behaviour on the part of the offending share
holder. Similarly, in Australia, a minority shareholder cannot ordinarily be expelled, 
whether for good cause or otherwise, unless the company’s internal governance rules or 
a shareholder agreement so provide169—which is rare. However, a court may order a buy-
out under the statutory oppression remedy in cases where the minority shareholder has 
acted in a manner contrary to the interests of the shareholders as a whole or in a way 
that is unfairly prejudicial to or unfairly discriminatory against individual shareholders. 
Italy and France follow a similar route, but do alert business founders to the option of an 
exclusion clause in their codifications: Article 2473-bis Italian C.c. stipulates that the arti
cles of association of an s.r.l. may provide for expulsion for good cause in specific cases, 
and Article L. 227-16 French C. com. permits the articles of association of a simplified 
stock corporation (SAS) to specify the conditions for expelling a shareholder. Interesting
ly, a couple of years ago, the French Court of Cassation decided that the shareholder is 
entitled to vote on (and in all probability: against) his own exclusion,170 while German 
courts reached exactly the opposite result in cases of expulsion for good cause.171 The 
principal reason why all these countries do not provide a statutory mechanism for ex
pelling shareholders from close corporations against their will is probably rooted in their 
perception of shareholdership: In the common law tradition, a share is a property right 
which cannot be expropriated, save where this is provided for in the constitution of the 
company.172 This view corresponds with the venerable French (p. 706) company law prin
ciple that a shareholder has a fundamental right to remain a member of the company,173

which shifts the emphasis from the proprietary towards the personal element of share
holdership.

In order to provide a truly complete picture, one should add that a few countries have al
so introduced squeeze-out rights which enable shareholders who own more than 90% of 
the share capital to redeem the shares of minority shareholders without any further re
quirements. This is the case, for instance, in Sweden and Austria.174 By contrast, many 
other countries confine an unconditional squeeze-out right to public or listed corpora
tions.175

7 Shareholder Conflicts
Shareholder conflicts pose possibly the greatest threat to the continued existence of a 
small firm, and they have, rightly, been called the Achilles heel of close corporations.176

Case law in many countries abounds with graphic examples of feuding shareholders 
whose differences have resulted in disputes as bitter as between arguing spouses in an 
acrimonious divorce.177

7.1 Oppression by Majority Shareholder

The plight of the minority shareholder in a close corporation is a global phenomenon. Mi
nority shareholders are often depicted as particularly vulnerable to exploitation, given the 



Comparative Corporate Governance in Closely Held Corporations

Page 21 of 48

principle of majority voting and the lack of an effective exit option. Examples of squeeze-
out techniques employed by the majority shareholder include excessive retention of prof
its,178 inflated directors’ remuneration,179 and unbalanced transactions to the detriment 
of the company180.

7.1.1 Opportunities for and Limits of Self-Protection
Forewarned is forearmed, or so one should think. A minority shareholder who is aware of 
the risk of opportunistic behaviour by the majority can seek to protect himself either 
through the articles of association or through a shareholder agreement. To this end, most 

(p. 707) jurisdictions permit a great variety of self-help measures, ranging from nomina
tion rights and representation on the board to veto rights, supermajority requirements for 
certain transactions and buy-sell provisions or withdrawal rights.181

Despite the general availability of self-help measures, it is today widely acknowledged 
that supplementary minority protection by statutory or case law is indispensable. The oft 
lamented lack of preventative planning is due to several inter-related factors: Close cor
poration participants are often linked by family or other personal relationships, resulting 
in “overtrust” or an unwillingness to rock the boat in bargaining hard for protection.182

Moreover, they may be subject to over-optimism at the outset of a common venture, thus 
underestimating the potential for future dissension.183 Similarly, they may be unable to 
write a contract that covers all eventualities due to their inability to foresee the countless 
variations of oppressive conduct.184 In addition, having complete contracts drawn up for 
protection may be too expensive or even prohibitive for small businesses, especially at 
their inception.185 Finally, there may be no opportunity at all to bargain for protection for 
certain shareholders who received their stock via gift or inheritance.186 Given these find
ings, which appear to be well founded in empirical research, a large majority of legisla
tors and courts worldwide have crafted protections for oppressed shareholders in close 
corporations. However, not everyone has been persuaded so far. A notable exception is 
Delaware, which refuses outright to provide additional protection for minority sharehold
ers. In the words of the Delaware Court of Chancery: “It would be inappropriate judicial 
legislation for this Court to fashion a special judicially created rule for minority investors 
[ . . . ] when there are no negotiated special provisions in the certificate of incorporation, 
bylaws, or stockholder agreements.”187

7.1.2 Standards of Conduct for Majority Shareholders
The resolution of minority oppression cases depends crucially on the standards of con
duct for majority shareholders which have evolved over time. Taking a global perspective, 
one can discern converging trajectories, but also gradual differences.

7.1.2.1 Fiduciary Duty and Duty of Loyalty
A number of jurisdictions use the concept of fiduciary duty or its civil law equivalent, the 
duty of loyalty, as the basis of their standards of conduct for majority shareholders. Two 

(p. 708) decisions handed down independently, but at almost the same time by the highest 
courts of the United States and Germany promoted the idea of fiduciary duty between 
shareholders, finding that shareholders in a closed corporation owe a duty of loyalty to 
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each other, as well as to the corporation. In a landmark decision that still holds today, the 
Massachusetts Supreme Judicial Court ruled: “We hold that stockholders in the close cor
poration owe one another substantially the same fiduciary duty in the operation of the en
terprise that partners owe to one another.”188 Five weeks later, the German Federal Court 
of Justice ruled that “the corporate law fiduciary duty governs not only the relationship 
between shareholders and the GmbH, but also the relationship between shareholders 
themselves.”189 Swiss legislation recently codified the fiduciary duty between GmbH 
shareholders in Article 803(2) OR.190 The Dutch legislator has established a similar stan
dard of conduct, mandating in Article 2:8 (1) NBW that all legal persons and those who 
pursuant to the law and the articles of association are involved in its organization must 
behave towards each other in accordance with what is required by standards of reason
ableness and fairness (redelijkeid en billijkheid).191 Finally, Greek company law resorts to 
the principle of equal treatment as a functional equivalent of fiduciary duties.

7.1.2.2 Abuse of Rights
Other countries like France and those following the French tradition shy away from rec
ognizing a duty of loyalty between majority and minority shareholder in a close corpora
tion. However, they do not leave the oppressed minority shareholder without protection, 
drawing on the concept of abus de majorité transposed from civil law notions of abus de 
droit.192 This is also the case in Italy where the courts tend to invoke the concept of abuso 
di maggioranza, especially in cases of shareholder voting,193 while many scholars favour 
good faith and fair dealing (corretezza e buona fede) as a guiding principle in shareholder 
disputes.194 Spain belongs to this group as well, applying the notion of abuso de mayoria
to fight minority oppression.195 Finally, the Nordic countries have included provisions in 
their respective Companies Acts, addressing an abuse of voting rights.196 The Norwegian 
Private Limited Companies Act, for instance, does not recognize a general duty of loyalty 
between shareholders, but rather a specific provision on the “abuse of authority of the 
general meeting”: According to §5-21, the general meeting of the company cannot adopt 
any resolution which may give individual shareholders or other parties an unreasonable 
advantage at the expense of other shareholders of the company.

(p. 709) 7.1.2.3 Unfair Prejudice and Minority Oppression
Under UK, Irish, and Australian law, a majority shareholder is not treated as a fiduciary, 
and does not owe fiduciary duties to the company or to minority shareholders.197 Rather, 
the law begins with the principle that any shareholder is free to vote in his or her own 
self-interest.198 However, special statutory provisions place some constraints on the ma
jority shareholder’s exercise of its voting rights and other relevant conduct. If an act or 
omission by or on behalf of the company or a resolution of the shareholders meeting is 
unfairly prejudicial or unfairly discriminatory against a minority shareholder, this share
holder may complain to a court under the unfair prejudice remedy in s. 994 UK CA 
2006199 or the oppression remedy in s. 232 Australian Corporations Act.200
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7.1.2.4 Intensity of Judicial Review
Fiduciary duty, duty of loyalty, abuse of rights, unfair prejudice, and minority oppression: 
every jurisdiction has its own approach to combating overreach by the majority share
holder in close corporations. From a functional perspective, the crucial question is not 
which doctrinal label is attached to a particular legal instrument, but rather the intensity 
of judicial review. In this respect, there are differences in degree. The duty of loyalty un
der German case law demands that the majority shareholder consider the interests of the 
corporation and membership interests of co-shareholders.201 This applies to the exercise 
and actual influence of rights and other entitlements within the close corporation, but 
does not completely prohibit the consideration of personal interests. UK courts define un
fair prejudice as a breach of good faith:

Unfairness for the purposes of s. 994 Companies Act 2006 is not to be judged by 
reference to subjective notions of fairness, but rather by testing whether, applying 
equitable principles, the majority has acted, or is proposing to act, in a manner 
which equity would regard as contrary to good faith.202

Applying this test, the courts tend to protect the legitimate expectations of (minority) 
shareholders underlying the formation of their association, even where these are not ex
plicitly included in the contract.203 In the US, courts are split on the issue as to what ex
tent, if any, implied agreements between shareholders or unspoken expectations are pro
tected by fiduciary duties.204 In France, the classical definition of abuse of rights is pro
vided in a leading case from 1961, according to which a resolution constitutes abuse 
when it is made (p. 710) “contrary to the general interests of the corporation and with the 
sole purpose of benefiting the members of the majority to the detriment of the 
minority”205.

7.1.3 Legal Remedies for Minority Shareholders
It’s the enforcement, stupid! Standards of conduct for majority shareholders alone do not 
suffice, but must rather be supplemented by effective means of redress for minority 
shareholders. In this respect, civil and common law jurisdictions have crafted their own 
remedies.

7.1.3.1 Actions Challenging the Validity of Shareholders’ Resolutions
In most continental European legal systems, as well as those of Argentina and Japan, out
voted minority shareholders may bring an action to set aside a resolution of the share
holder meeting that violates the law or the articles of association. Usually, violations of 
the law include violations of general company law principles such as abuse of rights, duty 
of loyalty, and equal treatment of shareholders. This rather broad scope makes actions to 
set aside shareholders’ resolutions, or nullity suits as they are also referred to, potentially 
the most forceful weapon available to minority shareholders.

Technically, the regime of nullity suits is regulated differently from jurisdiction to jurisdic
tion.206 The German GmbH Act does not contain specific provisions to deal with unlawful 
shareholder resolutions; to fill this gap, courts draw on §§241 et seq. Stock Corporation 
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Act by analogy.207 The Swiss Code of Obligations states in Article 808c that the provisions 
for setting aside shareholder resolutions in stock corporations also apply mutatis mutan
dis to private limited liability companies. Other countries, for example Austria (§§41–44 
Austrian Act on Limited Liability Companies) or Italy (Article 2479-ter C.c.), have an inde
pendent regime for actions against shareholder resolutions in private limited liability 
companies. Still other jurisdictions, namely France (Article L. 235-1 C. com.), provide a 
single set of rules for nullification suits across all forms of commercial companies. By con
trast, in UK law, the concept of a general shareholders’ right of review for majority deci
sions is completely unknown. Litigation is only available for resolutions pertaining to the 
transformation of a public company into a private company, for variations in share capi
tal, and the purchase of a company’s own shares (ss. 98, 633, 721 CA 2006). For all other 
matters, the minority shareholder only has recourse to general legal principles and reme
dies, such as an unfair prejudice petition. Similar findings can be made in Ireland, Aus
tralia, and the US. Given this great divide between civil and common law jurisdictions, 
the European Commission’s SPE proposal saw no room for successful harmonization, pro
viding in Article 28(4) that the shareholders’ right to challenge shareholders’ resolutions 
is determined according to the law of the individual state.

(p. 711) 7.1.3.2 Claims for Compensation
In almost all jurisdictions, minority shareholders’ claims for compensation are divided in
to direct and derivative actions. Grounds for a direct action arise, for example, under Ger
man GmbH law when a shareholder suffers individual, direct loss over and above the indi
rect losses suffered due to damage to the corporation’s assets.208 In the UK, a sharehold
er whose rights have been affected by the company can seek to have these rights en
forced by a personal action; however, the no reflective loss principle rules out the recov
ery of indirect loss.209 In France, Article L. 223-22 C. com. allows shareholders of a SARL 
to file an action for the compensation of personal losses distinct from losses suffered by 
the corporation resulting from a breach of duty by corporation directors210; however, this 
kind of direct action is often extremely difficult to enforce in practice.

Derivative shareholder actions are recognized in German GmbH law as an extension of 
the actio pro socio found in the law of partnerships, although they are not codified.211

They permit individual shareholders to bring an action against other shareholders on be
half of the corporation, to the extent that the corporation does not pursue this action it
self. In the UK, this approach has been codified in s. 260 et seq. CA 2006, adopted from 
the famous decision in Foss v. Harbottle, allowing a shareholder to pursue a derivative ac
tion against directors of the corporation for actions that breach their fiduciary duty as il
legal or ultra vires. The shareholder must apply to the court for leave to pursue this ac
tion, which must then pass a two-stage test to ensure the application is being made in 
good faith and to prevent frivolous actions against the corporation. However, the deriva
tive action, despite being extended to include actions for simple negligence, continues to 
operate only on the legal periphery, as its practical application is extensively overshad
owed by the remedy for unfair prejudice.212 Shareholders of a French SARL can use the 
actions for compensation (action sociale ut singuli) afforded by Article L. 223-22 (3) C. 
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com., if a director has breached his duty causing loss or damage to the corporation.213 In 
Italy, Article 2476 (3) C.c. provides that any shareholder may file an action against the 
corporation’s director.

Drawing a line between direct actions and derivative actions can lead to greater prob
lems for closed corporations than for stock corporations.214 Some jurisdictions in the US 
therefore tend to allow direct actions in all cases of breach of fiduciary duties to the detri
ment of minority shareholders,215 while others do not differentiate between direct and de
rivative actions.216

(p. 712) 7.1.3.3 Exit Rights
Exit rights, whether withdrawal or appraisal rights, are an additional remedy for minority 
shareholders and have already been discussed in a separate section.217

7.1.3.4 Oppression Remedies
In common law jurisdictions, minority shareholders may seek a special remedy in cases of 
oppression. In the UK, the main remedial provision is found in s. 994 CA 2006, allowing a 
shareholder to apply to the court where membership interests have been unfairly preju
diced in the conduct of the company’s affairs. If the court finds that there has been unfair 
prejudice, it can prescribe any remedy to rectify the situation, though the normal solution 
is to order the person responsible or the company itself to buy out the petitioner at fair 
value.218 Similarly, many modern US corporation statutes give the courts power to dis
solve a corporation in response to a suit from a minority shareholder if the majority 
shareholder is found guilty of fraud or oppression.219 Likewise, s. 232 Australian Corpora
tions Act allows a court to grant relief if it is of the opinion that a certain conduct was op
pressive, prejudicial, or unfairly discriminatory against minority shareholders.220

7.2 Ex Post Opportunism by Minority Shareholders

A majority shareholder, in principle, does not need special protection, as his majority vot
ing power usually carries the power to remedy any disadvantageous situations himself. 
There are, however, situations in which the majority shareholder is dependent on the co
operation of minority shareholders. This is often the case where legislation imposes a 
unanimous vote requirement for specific resolutions or where shareholders have a statu
tory right of veto. A similar situation arises where the majority shareholder does not pos
sess a sufficient qualified majority to make changes to the articles of association.

7.2.1 Standards of Conduct for Minority Shareholders
There is widespread consensus worldwide that the majority shareholder is entitled to re
lief against various forms of ex-post opportunism by a minority shareholder. The doctrinal 
approaches differ, however, presenting a mirror image of the resolution of minority op
pression cases discussed above. German courts have extended the duty of loyalty to mi
nority shareholders with blocking power.221 In the Netherlands, the standard of fairness 
and reasonableness set in Article 2:8 (1) NBW applies equally to minority shareholders. In 
France, the majority shareholder has increasingly called upon the court-based remedy of 
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abuse of rights (abus de minorité) in recent years.222 The same is true for Spain (abuso de
(p. 713) minoría)223 and, albeit to a lesser degree, Italy (abuso di minoranza).224 In Japan, 

majority shareholders may also invoke the general abuse of rights rule. In the UK and 
Australia, oppressive conduct of a minority shareholder may form the basis of an applica
tion to the court under the unfair prejudice or oppression remedy.225 Likewise, US courts 
may apply the provisions on oppressive actions contained in individual state statutes.226

7.2.2 Enforcement Issues
The effective remedy of minority shareholder misconduct is more controversial. The oft-
cited case of a minority shareholder who uses veto powers to block an urgently needed 
capital increase in order to extract private benefits, may serve as an illustration. There is 
a range of potential solutions to this scenario. A first solution is to simply disregard the 
votes of a minority shareholder who exercises his voting rights in a disloyal or abusive 
way. This approach finds some support in German case law and academic writing,227

though it is far from being unanimously accepted. French and Belgian courts, by contrast, 
are hesitant to replace a resolution of a shareholders’ meeting with a court order, since 
this would arguably violate the right of shareholders to vote. As an expedient compromise 
solution, the courts appoint an ad hoc agent (mandataire ad hoc) who is instructed to vote 
in place of and in the name of the recalcitrant minority shareholder228—a dogmatic con
struction derided as hypocritical by legal scholars.229 Alternatively and more pragmatical
ly, one may think of initiating an expulsion procedure against the recalcitrant minority 
shareholder, as has been proposed and successfully implemented in Greece and Portugal. 
Less complicated solutions are available in most common law jurisdictions where capital 
increases are generally a matter for the board of directors and do not require sharehold
er approval, unless otherwise specified by the articles of association or a shareholder 
agreement. In the latter case, a majority shareholder in the UK, Ireland, and Australia 
may apply to the courts for equitable relief under the unfair prejudice or oppression rem
edy. It is well settled that access to this remedy is not limited to minority shareholders.230

7.3 Shareholder Deadlocks

Shareholder conflicts in close corporations can also arise for reasons other than oppor
tunistic behaviour by majority or minority shareholders. These involve deadlocks at the 
shareholder and director level, for which neither or both parties may be responsible, but 
which make continuing commercial operation difficult or even cast doubt on the capacity 
of the (p. 714) corporation’s organs to act. Legal practice shows that these deadlock situa
tions most frequently occur in two-member corporations where each shareholder owns 
50% of the shares.231

7.3.1 Contractual Safeguards
Company law experts worldwide recommend that special arrangements to resolve dead
locks be included in the articles of association or in shareholder agreements.232 Their 
practical use, however, varies considerably and they have only become standard proce
dure in certain types of cases such as joint venture contracts. Voting deadlocks on specif
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ic matters may be overcome by provisions stipulating that one member, for example the 
(rotating) chairperson of the general shareholders’ meeting, holds the casting vote, or 
that the resolution is referred to another corporate body, particularly the supervisory 
board or advisory board, or that the decision should be made by an arbitrator. In case of 
permanent deadlock, the shareholders can make provision for a right of exit for good 
cause, or a duty to transfer shares to the other shareholder(s). A typical arrangement is a 
buy-sell procedure: Shareholder A, the party wishing to leave or take over the company, 
initiates the procedures by making an offer, either to sell all his shares to Shareholder B, 
or to purchase all of B’s shares for a specific price. Shareholder B can then freely decide 
to buy or sell.

7.3.2 Conflict Resolution through Statutory or Case Law
Where voluntary mechanisms are lacking, the Gordian knot may only be severed through 
recourse to legislation or case law.233 This external intervention is justified by the fact 
that valuable resources would otherwise lie idle.234 Most jurisdictions consider the ultima 
ratio to be compulsory dissolution of the corporation upon application to the court by one 
of the members. In Germany, case law has confirmed that irreconcilable differences be
tween the members of a two-member GmbH or a deadlock at a shareholders meeting con
stitute good cause as defined in §61(1) GmbHG.235 For these situations in the UK, courts 
have usually resorted to a winding up of the corporation in accordance with s. 124 IA 
1986.236 In France, the courts have spoken in favour of exceptional dissolution for dis
putes between shareholders in a corporation.237 In the United States, s. 14.30(2) RMBCA 
provides a compulsory dissolution mechanism for deadlock situations, which has been 
adopted in different (p. 715) forms in the corporate law legislation of various states238; in 
Kansas, for example, only corporations with two members may be dissolved.239

As compulsory dissolution often reduces the value of otherwise prosperous corporations 
to nothing, there is scope for courts and legislature to consider less drastic conflict reso
lution measures. This could include setting a higher duty to cooperate for both sharehold
ers on the basis of the duty of loyalty or the replacement of a disputed resolution by a 
court decision.240 This seems to have been the intent behind the newly introduced sen
tence to Article 821(1) Swiss OR, which states that the court is in a position to identify 
potential solutions that are appropriate and reasonable for the participants, rather than 
dissolving the corporation.

7.4 Role of Courts in Shareholder Disputes

Identifying the proper role for the courts in shareholder disputes241 is possibly the most 
fascinating topic for future research. In this respect, we are witnessing a veritable “clash 
of civilisations,” with the broad equitable remedies of common law jurisdictions on the 
one hand and the narrow approach of most civil law jurisdictions on the other.
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7.4.1 Equitable Remedies in Common Law Jurisdictions
Broad equitable remedies for resolving shareholder disputes have long been a hallmark of 
common law jurisdictions. In fact, from the early days of modern company law, English 
courts were given the power to wind up the company compulsorily where they thought it 
“just and equitable” to do so. This power is now codified in s. 122(1)(g) IA 1986. It has 
been supplemented by a more flexible remedy, the unfair prejudice procedure, which has 
already been mentioned above.242 At this point, attention should be drawn to the wide 
discretion of the court to shape an adequate remedy. If the court is satisfied that an un
fair prejudice petition is well founded, it may, by virtue of s. 996(1) CA 2006, make such 
order as it thinks fit for giving relief in respect of the matters complained of. According to 
s. 996(2) CA 2006, while not being confined to doing so, the court’s order may, (1) regu
late the conduct of the company’s affairs in the future; (2) require the company to refrain 
from doing or continuing an act complained of, or to do an act that the petitioner has 
complained it has omitted to do; (3) authorize civil proceedings to be brought in the name 
and on behalf of the company by such person or persons and on such terms as the court 
may direct; (4) require the company not to make any, or any specified, alterations in its 
articles without the leave of the court; (5) provide for the purchase of the shares of any 
members of the company by other members or by the company itself and, in the case of a 
purchase by the company itself, the reduction of the company’s capital accordingly. Going 
even further, s. 999(2)(b) CA 2006 (p. 716) indicates that the court can also order an 
amendment of the company’s articles of association.243 Comparable oppression remedies 
are available under Australian (s. 232 Companies Act)244 and Irish company Law (s. 205 
Companies Act 1963).

Similarly, many US state statutes provide for a wide array of possible remedies in oppres
sion cases. Section 41(a) Model Statutory Close Corporation Supplement sets out nine 
types of relief: (1) the performance, prohibition, alteration, or setting aside of any action 
of the corporation or of its shareholders, directors, or officers of or any other party to the 
proceedings; (2) the cancellation or alteration of any provision in the company’s articles 
of incorporation or bylaws; (3) the removal from office of any director or officer; (4) the 
appointment of any individual as a director or officer; (5) an accounting with respect to 
any matter in dispute; (6) the appointment of a custodian to manage the business and af
fairs of the corporation; (7) the appointment of a provisional director (who has all the 
rights, powers, and duties of a duly elected director) to serve for the term and under the 
conditions prescribed by the court; (8) the payment of dividends; (9) the award of dam
ages to any aggrieved party. In practice, the most frequently used remedy is a court order 
requiring a buyout of the petitioner’s shares.245

7.4.2 Moving Towards More Discretion in Civil Law Countries?
Traditionally, civil law jurisdictions do not, in principle, confer broad discretionary powers 
upon the courts. There are, however, at least two recent counter-examples in continental 
Europe.
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7.4.2.1 Recent Examples in Continental Europe
The most prominent example can be found in Dutch company law, which dedicates a 
whole section to rules for resolving disputes between shareholders (Article 2:335–2:343c 
NBW) and adds an additional section on the right of inquiry (Article 2:344–2:359 NBW). 
These inquiry proceedings date back to 1928, but gained practical importance after a re
form in 1971, to become the most important source of minority shareholder protection to
day.246 Upon written request from a shareholder with at least 10% of votes, the Enter
prise Chamber of the Amsterdam Court of Appeal may appoint one or more persons to 
conduct an investigation into the policy and the state of affairs of a legal person, either in 
full or with respect to a specific matter or period. If the investigation report indicates a 
mismanagement of affairs, then the Enterprise Chamber may order, by virtue of Article 
2:355 NBW, that one or more of a statutory list of measures must be taken, depending on 
which of these measures it regards appropriate in view of the outcome of the investiga
tion. According to Article 2:356 NBW, these measures are (1) a suspension or annulment 
(nullification) of a resolution (decision) of the directors, supervisory directors, the general 
meeting of shareholders or any other body (p. 717) of the legal person; (2) a suspension or 
dismissal of one or more directors or supervisory directors; (3) a temporary appointment 
of one or more directors or supervisory directors; (4) a temporary derogation from those 
provisions in the articles of incorporation that are designed by the Enterprise Chamber 
for this purpose; (5) a temporary transfer of shares for administrative purposes only; (6) a 
dissolution of the legal person.

There is a less recognized comparable remedy in Swiss company law, the so-called action 
for dissolution. According to Article 821(3) OR, any shareholder may request the court to 
dissolve the company for good cause, although the court may opt for an alternative solu
tion that is appropriate and reasonable for the persons concerned, for example the pay
ment of a commensurate financial settlement to the shareholder requesting dissolution. 
This remedy was introduced for stock corporations (AG) in 1991 and extended to private 
limited liability companies (GmbH) in 2008.247 Unlike the Dutch Enterprise Chamber, 
however, Swiss courts have not yet made extensive use of their new equitable powers.248

7.4.2.2 Pros and Cons of Equitable Remedies
Supporters of equitable remedies contend that they are ideally suited to resolving share
holder disputes. They provide courts with great flexibility to choose a remedial scheme 
that most appropriately responds to harm suffered by the aggrieved shareholder. This is 
particularly relevant for closely held firms where internal conflicts often involve an inter
woven mesh of commercial and personal interests that is almost impossible to unravel.249

Closely related to this is the forward-looking aspect of equitable remedies: it empowers 
the court to make orders enabling the proper running of the company into the future. By 
contrast, the action to set aside a shareholders’ resolution traditional to civil law jurisdic
tions is retroactive. Moreover, it addresses only one particular issue, making it unsuitable 
for comprehensive conflict resolution.250 In addition, it does not extend to board deci
sions; these must be challenged by a separate action. Finally, with respect to excessive re
tention of profits, courts in civil law jurisdictions struggle with the fact that “negative” 
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shareholders’ resolutions cannot be transformed into positive ones by means of a nullity 
suit.251 Equitable remedies, on the contrary, can easily overcome these doctrinal obsta
cles.252 They also benefit from the fact that court orders under an unfair prejudice or op
pression remedy can respond to both board decisions and shareholders’ resolutions.

On the other hand, there are a number of potential disadvantages or drawbacks associat
ed with broad equitable relief. A first objection is that arbitration panels are, for a variety 
of reasons, in a better position to offer proactive solutions for shareholder disputes than 
state courts, and that mediation is a superior means of dispute resolution whenever a re
view of the whole “relationship history” in a close corporation is deemed necessary. Se
condly, judges may feel uncomfortable with the task of fashioning an adequate remedy, 
due to a lack (p. 718) of expertise or business acumen.253 Jurisdictions would be well ad
vised to mitigate these circumstances by establishing specialized business courts to pre
side over such proceedings, as has been the case in Delaware and the Netherlands.254

Thirdly, the breadth of equitable remedies is potentially dangerous, as too much discre
tion may destroy certainty and predictability in company law.255 Fourthly, and on a more 
general note, conferring broad discretionary powers to courts may be incompatible with 
traditional notions of the role of judges in civil law jurisdictions with their strong aversion 
to a “gouvernement des juges.”256

Notes:
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ternational Regulation”, 59 Am. J. Comp. L. 1, 6–7 (2011): “For the purposes of this com
parative study, the broad definition of the Cadbury Commission of 1992, written at the be
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nance is ‘the system by which companies are directed and controlled’.”

(2) Report, supra note 1, marg. n°. 3.1: “The Code of Best Practice is directed to the 
boards of directors of all listed companies registered in the UK, but we would encourage 
as many other companies as possible to aim at meeting its requirements.”

(3) American Law Institute, Principles of Corporate Governance (American Law Institute 
Publishers 1994) Introductory Note to Parts III and III-A (Structure of the Company): “1. 
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(4) German Corporate Governance Code, Preamble: “Primarily, the Code addresses listed 
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tive Economy, The Strategic Framework, February 1999, marg. n°. 5.2.20: “First, the 
character of small companies is very diverse.”

(9) See Fleischer, supra note 8, Introduction, marg. n°. 198: “The availability of data for 
close corporations is precarious, as would be expected, given that the Federal Bureau of 
Statistics last carried out a survey in 1990” (translation); from an economic perspective, 
Venky Nagar, Kathy Petroni, & Daniel Wolfenzon, “Governance Problems in Closely Held 
Corporations”, 46 J. Fin. Quant. Anal. 943, 944 (2011): “A key difficulty in studying gover
nance problems between controlling and minority shareholders in closely held corpora
tions is the lack of data.”

(10) Looking internationally, Gregor Bachmann, Horst Eidenmüller, Andreas Engert, Hol
ger Fleischer, & Wolfgang Schön, Regulating the Closed Corporation (De Gruyter 2014); 
Corporate Governance of Non-Listed Companies (Joseph A. McCahery & Erik P. M. Ver
meulen eds., 2008); Company Law and SMEs (Mette Neville & Karsten Engsig Sørensen 
eds., 2010); early contributions from the US include Henry G. Manne, “Our Two Corpora
tion Systems: Law and Economics”, 53 Va. L. Rev. 259 (1967); Frank H. Easterbrook & 
Daniel R. Fischel, “Close Corporations and Agency Costs”, 38 Stan. L. Rev. 271 (1986).

(11) See Adolf Augustus Berle & Gardiner C. Means, The Modern Corporation and Private 
Property (932); most recently in detail, Gerald F. Davis, “Twilight of the Berle and Means 
Corporation”, 34 Seattle U. L. Rev. 1121 (2012).

(12) For the following, see Holger Fleischer, “Internationale Trends und Reformen im 
Recht der geschlossenen Kapitalgesellschaft”, Neue Zeitschrift für Gesellschaftsrecht 
(NZG) 1081, 1082 f. (2014); from a U.S. perspective Donahue v. Rodd Electrotype Co., 328 
N.E.2d 505, 511 (Mass. 1975).



Comparative Corporate Governance in Closely Held Corporations

Page 32 of 48

(13) For the fundamental differences from an economic perspective, Eugene F. Fama & 
Michael C. Jensen, “Separation of Ownership and Control”, 26 J. L. & Econ. 301, 303 
(1983): “We call these organizations open corporations to distinguish them from closed 
corporations that are generally smaller and have residual claims that are largely restrict
ed to internal decision agents.”

(14) For more on family owned corporations, Jean-Luc Arregle, Michael A. Hitt, David G. 
Sirmon, & Philippe Very, “The Development of Organizational Social Capital: Attributes of 
Family Firms”, 44 Journal of Management Studies 73 (2007); generally on closely held 
corporations, Frauke Wedemann, Gesellschafterkonflikte in geschlossenen Kapitalge
sellschaften 89 et seq. (2013).

(15) Daniel R. Fischel, “The Law and Economics of Dividend Policy”, 67 Va. L. Rev. 699 
(1981); Merton H. Miller & Franco Modigliani, “Dividend Policy, Growth, and the Valua
tion of Shares”, 34 J. Bus. 411 (1961); from a comparative perspective, Holger Fleischer 
& Jennifer Trinks, “Minderheitenschutz bei der Gewinnthesaurierung in der GmbH”, NZG 
289 (2015).

(16) On the problems of valuation, see Holger Fleischer, Unternehmensbewertung im Per
sonengesellschafts- und GmbH-Recht, in Rechtshandbuch Unternehmensbewertung § 22 
marg. n°. 4 et seqq. (Holger Fleischer & Rainer Hüttemann eds., 2015); Shannon P. Pratt, 
Valuing a Business. The Analysis and Appraisal of Closely Held Companies (5th ed. 2008).

(17) Arthur Meier-Hayoz & Peter Forstmoser, Schweizerisches Gesellschaftsrecht § 18 
marg. n°. 9 (11th ed. 2012) (translation).

(18) On this, see Frank H. Easterbrook & Daniel R. Fischel, “Close Corporations and 
Agency Costs”, 38 Stan. L. Rev. 271, 277 (1986): “Closely and publicly held corporations 
tend to have different types of governance mechanisms because of their different eco
nomic structure.”

(19) Generally on the difference between vertical and horizontal governance issues, Mark 
J. Roe, The Institutions of Corporate Governance, in Handbook for New Institutional Eco
nomics 371, 372 (Claude Menard & Mary M. Shierley eds., 2005).

(20) For more on this and on the emergence of new types and subtypes of private limited 
liability companies, Fleischer, supra note 12, at 1088 et seqq., with further references.

(21) In the same vein, Frank H. Easterbrook & Daniel R. Fischel, The Economic Structure 
of Corporate Law 237 (1991): “Development of special close corporation statutes reflects 
the utility of a set of presumptive rules tailored to closely held corporations.”

(22) Similarly, from an economic perspective, Nagar, Petroni & Wolfenzon, supra note 9, at 
943: “The main governance problem in close corporations is the majority shareholders’ 
expropriation of minority shareholders.”



Comparative Corporate Governance in Closely Held Corporations

Page 33 of 48

(23) With some variance, see also McCahery & Vermeulen, supra note 10, at 5 et seqq., 
the “three pillars of the governance framework” differentiating between: “company law,” 
“contract,” and “optional guidelines.”

(24) See also from a European perspective, ECJ [1988] ECR 5483 marg. n°. 19—Daily 
Mail, according to which a company “beyond the national jurisdiction that regulates its 
founding and existence, does not exist”; similarly from a U.S. perspective, Justice John 
Marshall, “Trustees of Dartmouth College v. Woordward” (1819) 17 U.S. 518, 636, accord
ing to whom a company is an “artificial being, existing solely in contemplation of state 
law.”

(25) See Company Law Review Steering Group, supra note 8, marg. n°. 5.2.23: “A wide va
riety of approaches is possible and various models have been proposed and adopted in 
other jurisdictions; some have been found wanting, here and abroad. We have broken this 
down into two broad kinds of approach, which we shall call the ‘free standing’ and the ‘in
tegrated’ approach.”

(26) For an international picture, Marcus Lutter, Limited Liability Companies and Private 
Companies, in International Encyclopaedia of Comparative Law, Vol. XIII/1 (Alfred Conard 
& Detlev Vagts eds., 2006).

(27) From a French perspective, see Maurice Cozian, Alain Viandier, & Florence Deboissy, 
Droit des sociétés marg. n°. 1079 (27th ed. 2014).

(28) See Stephen Mayson, Derek French, & Christopher Ryan, Company Law 58 (30th ed. 
2013): “British company law traditionally regards private and public companies as two 
variants of the same basic form of legal organisation, unlike legal systems in Continental 
Europe which tend to treat them as different forms of organisations.”

(29) Ron Harris, “The Private Origins of the Private Company: Britain 1862-1907”, 33 Ox
ford J. Leg. Stud. 339, 343 (2013): “The 1862 Act, like those of 1844, 1855 and 1856, did 
not distinguish between companies based on the number of incorporators and sharehold
ers, on capital, or on transferability of shares.”

(30) According to a sub-title in Harris, supra note 29, at 342.

(31) Compare the numbers in Harris, supra note 29, at 343 et seqq.

(32) Foundational Francis B. Palmer, Private Companies; Or How to Convert your Business 
into a Private Company, and the Benefit of So Doing (Nabu Press 1877).

(33) Salomon v. Salomon [1897] AC 22 (HL); commenting on this decision Paul L. Davies & 
Sarah Worthington, Gower & Davies’ Principles of Modern Company Law marg. n°. 2–3: 
(9th ed. 2012): “Not only did it finally establish the legality of the ‘one person’ company 
(long before EC law required this) and showed that incorporation was as readily available 
to the small private partnership and sole trader as to the large public company.”



Comparative Corporate Governance in Closely Held Corporations

Page 34 of 48

(34) See Report of the Company Law Amendment Committee, Parliamentary Papers, 1906, 
Vol. XLIV, Cmnd 3052, 17 et seqq.

(35) Emphasizing this, Timothy W. Guinnane, Ron Harris, Naomi R. Lamoreaux, & Jean-
Laurent Rosenthal, Ownership and Control in the Entrepreneurial Firm: An International 
History of Private Limited Companies, Yale University Economic Growth Center Discus
sion Paper No. 959 (2007), available at http://ssrn.com/abstract=1071007, 28: “Whereas 
in Germany a company became private by organizing under a different law from a corpo
ration, in Britain a company became private by including in its articles of association the 
above provisions.”

(36) See also A New Form of Incorporation for Small Firms: a Consultative Document 
(H.M.S.O. 1981), Cmnd 8171.

(37) For more on this, DTI, Company Law Review: the Law Applicable to Private Compa
nies (1994); for a summary, Mayson, French, & Ryan, supra note 28, at 27 et seq.

(38) See Company Law Review Steering Group, supra note 8, marg. n°. 5.2.27 et seq.

(39) Company Law Review Steering Group, Final Report, July 2011, marg. n°. 1.53 et se
qq.

(40) More under III 2.

(41) Abram Chayes, “Madame Wagner and the Close Corporation”, 73 Harv. L. Rev. 1532 
(1959).

(42) See the conclusion at the time of Robert Kramer, “Foreword”, 8 Law & Contemp. 
Probs. 433, 434 (1953): “One of the most striking facts about the close corporation is the 
extent to which it is the creation of business men and their counsel rather than of the 
courts or the legislatures. Most corporate legislation is admittedly drafted for the publicly 
owned company, at least in this country. Unlike Great Britain and Continental Europe, we 
have made little attempt in our corporate statutes to provide for the problems and the 
needs of the close corporation.”

(43) For a detailed analysis, Harwell Wells, “The Rise of the Close Corporation and the 
Making of Corporation Law”, Berkeley Bus. L.J. 263, 297 et seqq. (2008).

(44) See for example, William L. Cary, “How Illinois Corporations May Enjoy Partnership 
Advantage: Planning for the Closely Held Firm”, 48 Nw. U. L. Rev. 427 (1953).

(45) Detailed analysis in Dennis S. Karjala, “An Analysis of Close Corporation Legislation 
in the United States”, 21 Ariz. St. L.J. 663 (1989).

(46) For example, William S. Hochstetler & Mark D. Svejda, “Statutory Needs of Close 
Corporations—An Empirical Study: Special Close Corporation Legislation or Flexible Gen
eral Corporation Law”, 10 J. Corp. L. 849 (1985).



Comparative Corporate Governance in Closely Held Corporations

Page 35 of 48

(47) For more on this, see Brian R. Cheffins, “U.S. Close Corporation Legislation: A Model 
Canada Should Not Follow”, 35 McGill L. J. 160, 179 et seqq. (1989).

(48) See Jan Andersson, The Making of Company Law in Scandinavia and Europe—Experi
mentation and Innovation versus Harmonization, in German and Nordic Perspectives on 
Company Law and Capital Markets Law 27, 33 (Holger Fleischer, Jesper Lau Hansen, & 
W. Georg Ringe eds., 2015); Mette Neville, The Regulation of Close Corporations in Dan
ish Company Law in an International Regulatory Context, in Private Company Law Re
form in Europe: The Race for Flexibility (A. Jorge Viera González & Christoph Teichmann 
eds., 2015).

(49) For an in-depth analysis, Mayson, French, & Ryan, supra note 28, at 75 et seq.

(50) See Hochstetler & Svejda, supra note 46, at 865 et seqq.

(51) For a short overview, Frederik Karsten, “Kann man eine GmbH auf einem Bierdeckel 
gründen?” GmbH-Rundschau (GmbhR) 958 (2007); for more detail, Michal Romanowski & 
Bartosz Makowicz, “Polnisches GmbH-Recht: Das neue beschleunigte Gründungsver
fahren ‘S24’ ” GmbHR 736 (2012).

(52) Further detail in Philippe Merle, Sociétés commerciales marg. n°. 236 (18th ed. 
2015); from a comparative perspective Markus Peifer, “Gründung und Führung einer Ein
personen-S.A.R.L. französischen Rechts”, GmbHR 1145 (2009).

(53) Criticizing this from a Spanish perspective, Mercedes Sánchez Ruiz, Las sociedades 
familiares como paradigma de las sociedades de capital cerradas, in Régimen jurídico de 
la empresa familiar 43, 49 (Mercedes Sánchez Ruiz ed., 2010): “endemic standardisation 
of articles of association” (translation).

(54) More detail on the simplification of creating articles of association, Frauke Wede
mann, Gesellschafterkonflikte in geschlossenen Kapitalgesellschaften 370 et seqq (2013).

(55) See Christoph Van der Elst & Erik P. M. Vermeulen, The Dutch Private Company—
Successfully Relaunched?, in La simplification du droit des sociétés dans les États mem
bres de l’union européenne 165, 176 (Yves De Cordt and Édouard-Jean Navez eds., 2015).

(56) See New Zealand Companies Office, Note: “Historically you could purchase draft con
stitutions online from third party authors via the Companies Office. This option has been 
discontinued. Now you must deal with the constitution authors directly”; retrievable un
der http://www.business.govt.nz/companies/learn-about/starting-a-acompany/how-to-ap
ply/constitution-optional/third-party-constitutions.

(57) See European Commission, Proposal for a Directive of the European Parliament and 
of the Council on single-member private limited liability companies, COM(2014) 21 final, 
Article 11: “uniform template of articles of association.”



Comparative Corporate Governance in Closely Held Corporations

Page 36 of 48

(58) See Hartmut Wicke, Model Articles for the Societas Privata Europaea, in The Euro
pean Private Company—Societas Privata Europaea (SPE) 183 (Heribert Hirte & Christoph 
Teichmann, 2013).

(59) For Germany, see the Draft Bill for a Close Corporation Act including Legislative Rea
soning and Annexes, 1891, 96: “First and foremost, the content of the articles of associa
tion is determinative.” (translation); Fleischer, supra note 1 Introduction, marg. n°. 21: 
“the primary source for the internal organization of a GmbH.”

(60) See Draft Bill, supra note 59, at 25, according to which there is no reason to create 
binding norms due to the lack of “greater public” participation, and that members of a 
GmbH are in a position to protect their own interests.

(61) See also Lucian A. Bebchuk, “Limiting Contractual Freedom in Corporate Law: The 
Desirable Constraints on Charter Amendments”, 102 Harv. L. Rev. 1820, 1826 (1989): 
“Economic theory suggests that, under the assumed conditions, parties left free to design 
their contractual arrangements will adopt efficient terms—terms that will maximize the 
size of the contractual pie available for division among the parties”; similarly, Melvin Aron 
Eisenberg, “The Structure of Corporation Law”, 89 Colum. L. Rev. 1461, 1463 (1989): 
“The reasons for the bargain principle usually apply to bargains among the shareholders 
in a closely held corporation concerning the corporation’s structural and distributional 
rules.”

(62) See for Italy, Giuseppe Zanarone, Della società a responsabilitá limitata, vol. 1 (2010), 
121 with note 232: “small stock corporation without stocks” (translation); for the Nether
lands, Maarten J Kroeze, “Flexibility and Function of Private Company Statutes”, 8 Eur. 
Bus. Org. L. Rev. 121, 122 (2007): “The private company statute was, and still is, an al
most 100 per cent copy of the public company statute.”

(63) See Merle, supra note 52, marg. no. 591–1: “The great novelty of this SAS is to give 
absolute priority to the shareholders’ contractual freedom which expresses itself in the 
articles of association”; most recently, Paul Le Cannu, La SAS: un cadre legal minimale, 
Rev. soc. 2014, 543.

(64) § 18-1101(b) Del. LLC Act.

(65) In re Grupo Dos Chiles, LLC, 2006 Del. Ch. LEXIS 45, *5–6.

(66) See Department of Trade and Industry, Modern Company Law for a Competitive 
Economy, 1998, marg. no. 5.2: “maximum amount of freedom and flexibility to those or
ganising and directing the enterprise.”

(67) See Zenichi Shishido, “Does Law Matter to Financial Capitalism? The Case of Japan
ese Entrepreneurs”, 37 Fordham Int’l. L.J. 1087, 1098 (2014): “In the corporate law re
form of 2005, the principle of freedom of contract was formally acknowledged and estab



Comparative Corporate Governance in Closely Held Corporations

Page 37 of 48

lished. Now, at least in closely held corporations [ . . . ] Japanese shareholders can plan 
their inter-relationships as freely as their counterparts in the United States.”

(68) Reform Commission Mirone, Scheda di sintesi, February 2000, Art. 3 sub 3.

(69) According to the sub-heading in Elvin R. Latty, “The Close Corporation and the New 
North Carolina Business Corporation Act”, 34 N.C. L. Rev. 432, 456 (1956).

(70) Department of Trade and Industry, Companies Act 2006. A summary of what it means 
for private companies.

(71) For more detail, van der Elst & Vermeulen, supra note 55, at 165, 180 et seqq.

(72) Art. 2:190 NBW.

(73) For the UK remedy of unfair prejudice and its derogations, see recently Rita Cheung, 
“Shareholders’ agreements: shareholders’ contractual freedom in company law” J.B.L. 
(2012) 504.

(74) See Bachmann et al., supra note 10, at 50 et seq.; for more detail, Klaus Ulrich Sch
molke, Grenzen der Selbstbindung im Privatrecht 667 et seqq (2014).

(75) For more detail, Darren Guttenberg, “Waiving Farewell Without Saying Goodbye: The 
Waiver of Fiduciary Duties in Limited Liability Companies in Delaware, and the Call For 
Mandatory Disclosure”, 86 S. Cal. L. Rev. 869 (2013) and relevant footnotes.

(76) See Marc Amstutz & Fernand Chappuis, in Basler Kommentar, OR Art. 803 marg. n°. 
11 (4th ed. 2012).

(77) Monographically, Graham Muth & Sean Fitzgerald, Shareholders’ agreements (6th 
ed. 2012).

(78) Monographically, Jean-Jacques Daigre & Monique Sentilles-Dupont, Pactes 
d’actionnaires (1995).

(79) For a collection of country reports, Gesellschaftsrechtliche Nebenabreden (Simon 
Laimer, Christoph Perathoner, & Susanne Bärlin eds., 2013).

(80) Monographically, Davide Proverbio, I patti parasociali (2010).

(81) See sec. 30 UK Companies Act 2006.

(82) See for Italy Art. 122(1) Testo Unico.

(83) For more detail, Alexander Schall in Alexander Schall, Companies Act sec. 17 marg. 
n°. 2 and sec. 29 marg. n°. 5 et seqq (Beck 2014).

(84) See Jeffry D. Bauman, Alan R. Palmiter, & Frank Partnoy, Corporations, Law and Poli
cy (6th ed. 2007) 354.



Comparative Corporate Governance in Closely Held Corporations

Page 38 of 48

(85) Further detail, Karina L. Pulec, “Legal Restraints on the Use of Shareholders’ Agree
ments for Structuring Foreign Investment Deals in Russia”, 45 Cornell Int’l. L.J. 487 
(2012).

(86) BGH NJW 1983, 1910; NJW 1987, 1890.

(87) For more detail, Jan Lieder, Schuldrechtliche Nebenabreden im deutschen 
Gesellschaftsrecht, in Aktuelle Entwicklungen im deutschen, österreichischen und 
schweizerischen Gesellschafts- und Kapitalmarktrecht 2012 231, 244 et seqq. (Holger 
Fleischer, Susanne Kalss, & Hans-Ueli Vogt eds., 2013).

(88) Code Buysse I, Corporate Governance Recommendations à l’attention des entreprises 
non cotées en bourse, 2005; Code Buysse II, Corporate Governance Recommendations à 
l’attention des entreprises non cotées en bourse, 2009.

(89) Finland Central Chamber of Commerce, Improving Corporate Governance of Unlisted 
Companies, January 2006.

(90) Institute of Directors, supra note 5.

(91) Guía Colombiana de Gobierno Corporativo para Sociedades cerradas y de Familia, 
September 2009.

(92) For Germany, see § 6 (1) GmbHG: “The company must have one or more managing 
directors” (translation).

(93) Discussing this point, Bachmann et al., supra note 10, at 85 et seq.; Amitai Aviram, 
“Officers’ Fiduciary Duties and the Nature of Corporate Organs”, 2013 U. Ill. L. Rev. 763 
(2013).

(94) See Dominique Vidal, Droit des sociétés 204 et seq., 517 et seq. (7th ed. 2010).

(95) Paul L. Davies & Jonathan Rickford, “An Introduction to the New UK Companies Act: 
Part II”, 5 Eur. Company & Fin. L. Rev. 239, 261 (2008): “This mechanism is available to 
all private companies, but it is expected to be attractive especially to those with a high 
degree of overlap between membership and management.”

(96) See Rolf Watter & Katja Roth Pellanda, in Basler Kommentar, OR II Art. 810 marg. n°. 
1 (4th ed. 2012); most recently with respect to stock corporation law Daniel M. Häuser
mann, “Wider das Paritätsprinzip”, Schweizerische Zeitschrift für Wirtschaftsrecht (SZW) 
255 (2014).

(97) See for Portugal, Art. 259 CSC; for Spain Art. 160 LSC.

(98) See van der Elst & Vermeulen, supra note 55, at 165, 181; from a comparative per
spective Sven Hirschfeld, Die niederländische “bv” nach dem Gesetz zur Vereinfachung 
und Flexibilisierung des bv-rechts (flex-bv), Recht der Internationalen Wirtschaft 134 et 
seq. (2013).



Comparative Corporate Governance in Closely Held Corporations

Page 39 of 48

(99) See Watter & Roth Pellanda, supra note 96, Art. 810 marg. n°. 5 et seqq.

(100) See Mayson, French & Ryan, supra note 28, at 466 et seq.

(101) See Automatic Self Cleansing Filter Syndicate Co v. Cuninghame [1906] 2 Ch 34; al
so John Shaw & Sons (Salford) Ltd v. Shaw [1935] 2 KB 113, 114: “If the powers of man
agement are vested in the directors, they and they alone can exercise these powers. The 
only way in which the general body of the shareholders can control the exercise of the 
powers vested by the articles in the directors is by altering their articles, or, if opportuni
ty arises under the articles, by refusing to re-elect the directors of whose actions they dis
approved. They cannot themselves usurp the powers which by the articles are vested in 
the directors anymore than the directors can usurp the powers vested by the articles in 
the general body of the shareholders.”

(102) See Brenda Hannigan, Company Law marg. n°. 8–7 (3d ed. 2012).

(103) See Art. 198A Corporations Act; R. P. Austin & I. M. Ramsey, Ford’s Principles of 
Corporation Law marg. n°. 7.120 (15th ed. 2012).

(104) See §141(a) DGCL; John Coffee, “Bylaw Battlefield: Can Institutions Change the Out
come of Corporate Control Contests”, 51 U. Miami L. Rev. 605, 608 (1997): “Common law 
decisions have long recognized that a shareholder resolution, passed at a shareholders’ 
meeting, directing the board to take a specified action was ineffective.”

(105) See above, 2.5.2.

(106) See Bachmann et al., supra note 10, at 92 et seqq.

(107) See Bachmann et al., supra note 10, at 94 et seq.; for the UK Davies & Worthington, 
supra note 33, marg. n°.

(108) See Édouard Jean Navez, The Internal Organization of the European Private Compa
ny: Freedom of Contract under National Constraints?, in The European Private Company
—Societas Privata Europaea (SPE) 147, 160 et seqq. (Heribert Hirte and Christoph Teich
mann eds., 2013).

(109) See Wolfgang Zöllner and Ulrich Noack, in Baumbach/Hueck, GmbH-Gesetz § 37 
marg. n°. 18 (20th ed. 2013).

(110) See Davies & Worthington, supra note 33, marg. n°. 14–21.

(111) For further details, see Lars-Göran Sund and Per-Olof Bjuggren, “Family-Owned, 
Limited Close Corporations and Protection of Ownership”, 23 Eur. J. L & Econ. 273, 274 
(2007); Lars-Göran Sund, Jan Andersson, & Kajsa Haag, “Share Transfer Restrictions and 
Family Business: The Minority SaherholderPerspective”, 26 Eur. Bus. L. Rev. 437 (2015).

(112) See above, 2.1.3.



Comparative Corporate Governance in Closely Held Corporations

Page 40 of 48

(113) See the national reports in Die Übertragung von GmbH-Geschäftsanteilen in 14 eu
ropäischen Rechtsordnungen (Susanne Kalss ed., 2003); see also Lars-Göran Sund, Jan 
Andersson, & Edward Humphreys, “A European Company and Share Transfer Restric
tions” 23 Eur. Bus. L. Rev. 483, 490 et seqq. (2012); Wedemann, supra note 14, 103 et se
qq.

(114) See also Sund, Andersson, & Humphreys,supra note 113 , at 490: “[I]n countries with 
only one general law for all limited companies, such as in Sweden and Finland, fewer re
strictions are acceptable.”

(115) For the UK, see model article 26(1).

(116) For France, see for example Art. L. 223–213 and Art. L. 223–216. C. com.

(117) See Art. 2:192a NBW.

(118) See Art. 8 (1) in conjunction with Annex I, Chapter III, points 6 to 10.

(119) See s. 15(1) Companies Act 1965.

(120) See Art. 2:195 NBW.

(121) Art. L. 227-13 and Art. L. 227-14 C. com.

(122) For further details, see Jan Andersson, Redemption of Shareholders, in Shareholder 
Conflicts 161, 164 et seqq. (Paul Krüger Andersen, Nis Jul Clausen, & Rolf Skog eds., 
2006).

(123) Matthias Oertle and Shelby R. du Pasquier, in Basler Kommentar, OR II Art. 786 
marg. n°. 5 (4th ed. 2012).

(124) Individual cases listed in James D. Cox and Thomas Lee Hazen, The Law of Corpora
tions § 14:10, 36 et seq. (3d ed. 2010); see also § 6.27(c)(3) RMBCA.

(125) For Germany, see Jochem Reichert and Marc-Philippe Weller, in Münchener Kom
mentar zum GmbH-Gesetz § 15 marg. n°. 393 (2d ed. Holger Fleischer & Wulf Goette 
eds., 2015); for Switzerland, see Art. 787 (3) OR.

(126) For further details on all of these, see Robert A. Ragazzo & Frances S. Fendler, 
Closely Held Business Organizations 396 et seqq. (2d ed. 2012).

(127) Tett v. Phoenix Property and Investment Co Ltd [1985] 1 BCC 99327, 99344.

(128) For Australia, see Austin & Ramsay, supra note 103, marg. n°. 21.370.

(129) See, for example, Rafe v. Hindin, 288 N.Y.S.2d 662, 665 (App. Div.).

(130) Ragazzo & Fendler, supra note 126, at 399.

(131) On this, Reichert & Weller, supra note 125, § 15 GmbHG marg. n°. 408 et seqq.



Comparative Corporate Governance in Closely Held Corporations

Page 41 of 48

(132) For further details on their form and commercial background, see Holger Fleischer 
& Stephan Schneider, “Tag along und Drag along-Klauseln in geschlossenen Kapitalge
sellschaften”, Der Betrieb 961 (2012); Isabel Sáez Lacave & Nuria Bermejo Gutiérrez, 
“Specific Investments, Opportunism and Corporate Contracts: A Theory of Tag-along and 
Drag-along Clauses”, 11 Eur. Bus. Org. L. Rev. 423 (2010).

(133) See for example, Corporation Law Committee of the Association of the Bar of the 
City of New York, The Enforceability and Effectiveness of Typical Shareholders Agree
ment Provisions, Bus. Law. 1153, 1174 et seq. (2010).

(134) See the newly added s. 205A(1)(5)(j) Employment Rights Act 1996: “state whether 
the employee shares are subject to drag-along rights or tag-along rights and, if they are, 
explain the effect of the shares being so subject.”

(135) On judicial review of drag along clauses as a means of preventing abuse under Ger
man law, Fleischer & Schneider, supra note 132, at 967.

(136) Minnesota Invco of RSA #7, Inc. v. Midwest Wireless Holdings LLC, 903 A.2d 786 
(Del. Ch. 2006).

(137) Constable v. Executive Connections Ltd 2 BCLC (2005) 638, 652; also, Brenda Hanni
gan, “Altering the Articles to Allow for Compulsory Transfer: Dragging Minority Share
holders to a Reluctant Exit” J. Bus. L. 471 (2007).

(138) Tribunale Milano, April 1, 2008, Giur. comm. 2009, II, 1029.

(139) See Kamerstukken II 2008/09, 31 058, No. 6, 13; also, Erik Vorst, “Aandeelhouder
sovereenkomst of statuten: balanceren voor de praktijkjurist”, Weekblad voor privaa
trecht, notariaat en registratie 447, 456 (2013).

(140) From a US perspective, §§ 601, 602 Revised Uniform Partnership Act; John A. C. Het
herington and Michael P. Dooley, “Illiquidity and Exploitation: A Proposed Statutory Solu
tion to the remaining Close Corporation Problem”, 63 Va. L. Rev. 1 (1977).

(141) See Margret M. Blair, “Locking in Capital: What Corporate Law Achieved for Busi
ness Organisations in the Nineteenth Century”, 51 UCLA L. Rev. 387 (2003).

(142) See Edward B. Rock & Michael L. Wachter, “Waiting for the Omelet to Set: Match-
Specific Assets and Minority Oppression in the Close Corporation”, 24 J. Corp. L. 913, 
919, 922 (1999): “beneficial lock-in.”

(143) Id. at 923: “But the very provisions that protect against opportunistic exit create the 
problem of opportunistic lock-in.”

(144) See also the categorization by Paul Pieter de Vries, Exit Rights of Minority Share
holders in a Private Limited Company 7 et seq. (2010): “Exit rights can be divided into the 



Comparative Corporate Governance in Closely Held Corporations

Page 42 of 48

following four categories: (a) winding-up remedies; (b) oppression remedies; (c) appraisal 
rights; and (d) exit rights at will.”

(145) See below, 7.1.

(146) Mayson, French & Ryan, supra note 28, at 583 et seqq.

(147) Ebrahimi v. Westbourne Galleries Ltd [1972] 2 WLR 1289.

(148) Mayson, French & Ryan, supra note 28, at 567 et seqq.

(149) Ragazzo & Fendler, supra note 126, at 627 et seqq.

(150) Id., at 639 et seqq.; see also §§ 226, 352, 353 DGCL.

(151) For further details, see Mette Neville, Conflicts in Small and Medium-Sized Enter
prises, in Shareholder Conflicts 87, 102 et seqq. (Paul Krüger Andersen, Nis Jul Clausen, 
& Rolf Skog eds., 2006).

(152) Mette Neville, Shareholder Conflicts in the European Private Company (SPE), in The 
European Private Company—Societas Privata Europaea (SPE) 193, 228 et seq. (Heribert 
Hirte & Christoph Teichmann eds., 2013).

(153) For more, see de Vries, supra note 144, at 253 et seqq.

(154) See Christoph Stäubli, in Basler Kommentar, OR II Art. 821 marg. n°. 19 (4th ed. 
2012).

(155) Lutz Strohn, in Münchener Kommentar zum GmbH-Gesetz § 34 marg. n°. 178 and 
relevant notes (2d ed., Holger Fleischer & Wulf Goette eds., 2015).

(156) Strohn, supra note 155, § 34 GmbHG marg. n°. 186.

(157) BGHZ 116, 359, 369.

(158) For further details, see Reinier Kraakman et al., The Anatomy of Corporate Law 88 
(3d ed., 2017).

(159) For Spain see Art. 346 LSC, for Portugal Art. 240 CSC.

(160) For further details, see Strohn, supra note 155, § 34 GmbHG marg. n°. 183 et seqq.

(161) See Harm-Jan de Kluiver, “Private Ordering and Buy-Out Remedies within Private 
Company Law: Towards a New Balance between Fairness and Welfare?”, 8 Eur. Bus. Org. 
L. Rev. 103, 111 ff. (2007); Neville, supra note 152, at 193, 233 et seqq.

(162) See Novak, Korporativniî ûrist 2009, n° 6, 24 et seq.

(163) Law Commission, Shareholder Remedies, 1997, Cmnd 3769, marg. n°. 3.66.



Comparative Corporate Governance in Closely Held Corporations

Page 43 of 48

(164) For example, Hans-Friedrich Müller, Das Austrittsrecht des GmbH-Gesellschafters 
41 et seqq. (1995).

(165) See de Vries, supra note 144, at 253 et seqq.

(166) See BGHZ 9, 157, 161 et seqq.

(167) See Holger Fleischer, “Zur Lückenfüllung des GmbH-Rechts durch das Recht der 
Personengesellschaften”, GmbHR 1121 (2008).

(168) See Davies & Worthington, supra note 33, marg. n°. 19–11.

(169) For limitations on the power to alter the articles in order to expropriate the shares of 
the minority see Austin & Ramsey, supra note 103, marg. n°. 10.070.

(170) See Cass. com., 23.10.2007, JCP E 2007, 2433.

(171) See BGHZ 9, 157, 178.

(172) See North West Transportation Co Ltd v. Beatty (1887) 12 App Cas 589; from an Aus
tralian perspective Gambotto v. WCP Ltd (1995) 182 CLR 432.

(173) See Cass. com., 12.3.1996, Rev. soc. 1996, 554.

(174) See Susanne Kalss & Johannes Zollner, Squeeze out § 1 GesAusG marg n°. 22 (2007).

(175) See Holger Fleischer in Großkommentar zum Aktiengesetz § 327a marg. n°. 8 with 
further references (4th ed. Klaus Hopt & Herbert Wiedemann eds., 2007).

(176) Expressly, Bachmann et al., supra note 10, at 31; Neville, supra note 152, at 87, 91.

(177) See Davies & Worthington, supra note 33, marg. n°. 20–11: “Small companies emu
late marriages in the frequency and bitterness of their breakdown”; in detail Martha M. 
Ertman, “Marriage as a Trade: Bridging the Private/Private Distinction”, 36 Harv. C.R.-
C.L. L. Rev. 79 (2001).

(178) See OLG Brandenburg, ZIP 2009, 1955; Cass. com., Rev. sov. 2004, 337; Re Mc 
Carthy Surfacing Ltd [2009] 1 BCLC 622, 651 et seqq.; Brodie v. Jordan, 857 N.E.2d 1076 
(Mass. 2006).

(179) See BGHZ 111, 224; Cass. com., Rev. soc. 2012, 38; Irvine v. Irvine [2007] 1 BCLC 
349; Carlson v. Hallinan, 925 A.2d 506 (Del. Ch. 2006).

(180) See Bachmann et al., supra note 10, at 37 et seq.

(181) For a list of self-help measures available under Australian and British law, see Eliza
beth Jane Boros, Minority Shareholders’ Remedies 104 et seqq. (1995).

(182) See Bachmann et al., supra note 10, at 48.



Comparative Corporate Governance in Closely Held Corporations

Page 44 of 48

(183) See Melvin Eisenberg, “The Limits of Cognition and the Limits of Contracts”, 47 
Stan. L. Rev. 211, 251 (1995).

(184) See Bachmann et al., supra note 10, at 48 et seq.; fundamentally, Thomas S. Ulen, 
“Cognitive Imperfections and the Economic Analysis of Law”, 12 Hamline L. Rev. 385, 
386 (1989).

(185) See Brian Cheffins, Company Law: Theory, Structure and Operation 273 (1997); sim
ilarly Davies & Worthington, supra note 33, marg. n°. 20–11; Robert A. Ragazzo, “Towards 
a Delaware Common Law of Closely Held Corporations”, 77 Wash. U. L. Q. 1099, 1130 
(1999): “One can simply not expect a two-person dry-cleaning operation to run with the 
same level of attorney supervision as a Fortune 500 company.”

(186) See Douglas K. Moll, “Shareholder Oppression & Reasonable Expectations: Of 
Change, Gifts, and Inheritance in Close Corporation Disputes”, 86 Minn. L. Rev. 717, 763
et seqq. (2002).

(187) Nixon v. Blackwell, 626 A.2d 1366 (Del. 1993).

(188) Donahue v. Rodd Electrotype Co., 328 N.E.2d 505, 515 (Mass. 1975).

(189) BGHZ 65, 15, 18.

(190) See Amstutz & Chappuis, supra note 76, § 803 marg. n°. 6 et seqq.

(191) See Maarten J. Kroeze, in Asser Serie, Rechtspersonenrecht 206 et seqq. (2015).

(192) See Cozian, Viandier, & Deboissy, supra note 27, marg. n°. 402; recent monograph 
Anne-Laure Champetier de Ribes-Justeau, Les abus de majorité, de minorité et d’égalité 
(Dalloz 2010).

(193) See Mario Campobasso, Diritto delle società 345 with further references (8th ed. 
2012).

(194) See Campobasso, supra note 193, at 344.

(195) See Javier Megías López, “Opresión y obstruccionismo en las sociedades de capital 
cerrades: abuso de mayoría y de minoría”, 47 Anuario jurídico y económico escurialense 
13 (2014).

(196) See Filip Truyen, Shareholder Conflicts in Small and Medium Sized Companies—
Remedies for Shareholders’ Abuse of Authority and Improper Retention of Dividends, in 
Shareholder Conflicts 131, 135 (Paul Krüger Andersen, Nis Jul Clausen, & Rolf Skog eds., 
2006).

(197) See Paul Davies, Introduction to Company Law 231 (2002): “The common law does 
not perceive the controlling shareholders to be in a fiduciary position towards non-con



Comparative Corporate Governance in Closely Held Corporations

Page 45 of 48

trolling shareholders, so that basis for the individual shareholder to restrain the power of 
the majority as it reveals itself in shareholder decision-making is not available.”

(198) See Carruth v. ICI Ltd [1937] AC 707, 765.

(199) See Mayson, French, & Ryan, supra note 28, at 577 et seqq.

(200) See Austin and Ramsay, supra note 103, marg. n°. 10.430 et seq.

(201) See BGHZ 65, 15, 18 et seq.

(202) Re Guidezone Ltd [2000] 2 BCLC 321, 355.

(203) See Re Saul D. Harrison & Sons Plc [1995] 1 BCLC 14, 19.

(204) For further details, see Bauman, Palmiter, & Partnoy, supra note 84, at 385 et seq.

(205) Cass. com., 18.4.1961, D. 1961, 661: “contrairement à l’intérêt général de la société 
et dans l’unique dessein de favoriser les membres de la majorité au détriment de la mi
norité.”

(206) For a comparative overview, Holger Fleischer, “Das Beschlussmängelrecht in der 
GmbH: Rechtsdogmatik—Rechtsvergleichung—Rechtspolitik”, GmbHR 1289 (2013).

(207) See RGZ 85, 311, 313 et seq.

(208) See BGHZ 95, 330, 340; Hanno Merkt, in Münchener Kommentar zum GmbH-Gesetz 
§ 13 marg. n°. 310 (2d ed. Holger Fleischer & Wulf Goette eds., 2015).

(209) Davies & Worthington, supra note 33, marg. n°. 17–13.

(210) See Merle, supra note 52, marg. n°. 199.

(211) See BGH NJW 1990, 2627, 2628.

(212) See Arad Reisberg, “Shadows of the Past and Back to the Future: Part 11 of the UK 
Companies Act 2006 (in)action”, 6 Eur. Company & Fin. L. Rev. 219, 231 (2009).

(213) See Merle, supra note 52, marg. n°. 199.

(214) See Bachmann et al., supra note 10, at 66.

(215) See Crosby v. Beam, 548 N.E.2d 217 (Ohio 1989).

(216) See Bagdon v. Bridgestone/Firestone, Inc., 916 F.2d 379, 384 (7th Cir. 1990).

(217) See above, 6.1.

(218) See Mayson, French, & Ryan, supra note 28, at 577.

(219) See Ragazzo and Fendler, supra note 126, at 627 et seqq.



Comparative Corporate Governance in Closely Held Corporations

Page 46 of 48

(220) See Austin and Ramsay, supra note 103, marg. n°. 10.430 et seq.

(221) See BGHZ 129, 136.

(222) See Anne-Laure Champetier de Ribes-Justeau, Les abus de majorité, de minorité et 
d’égalité (2010).

(223) See Javier Megías López, “Opresión y obstrucccionismo en las sociedades de capital 
cerrades: abuso de mayoría y de minoría”, 47 Anuario jurídico y económico escurialense 
13 (2014).

(224) See Campobasso, supra note 193, at 345.

(225) See, for example, Parkinson v. Eurofinance Group Ltd [2001] BCC 551.

(226) See Douglas Moll and Robert A. Ragazzo, The Law of Closely Held Corporations 
Chapter 7.101 [D] [e] under the heading “Oppression of the Majority by the Minori
ty” (2009).

(227) See Wolfgang Zöllner, in Baumbach/Hueck, GmbH-Gesetz § 47 marg. n°. 108 (20th 
ed. 2012).

(228) See Cass. com., 9.3.1993, JCPE 1993, II, 448.

(229) Cozian, Viandier, & Deboissy, supra note 27, marg. n°. 383.

(230) See note 225.

(231) From a German perspective, Harald Knies, Das Patt zwischen den Gesellschaftern 
der zweigliedrigen GmbH (2005); from a French perspective Champetier de Ribes-
Justeau, supra note 222, at 21.

(232) See Bachmann et al., supra note 10, at 76 et seq.

(233) Id., at 78.

(234) See Moll & Ragazzo, supra note 226, marg. n°. 7-149–7.150: “The conventional ex
planation for the harm of deadlock is that socially useful assets are unable to be produc
tively deployed when disagreements between the corporation’s decision-makers paralyse 
the company from taking action.”

(235) See BGHZ 80, 346, 348; OLG München GmbHR 2005, 428.

(236) See Ng Eng Hiam v. Ng Kee Wei (1964) 31 MLJ 238, 240.

(237) See Cass. com., Rev. soc. 1982, 804.

(238) For a good overview Cox and Hazen, supra note 124, § 14:12.

(239) See Kans. Stat. Ann. § 17-6804(d).



Comparative Corporate Governance in Closely Held Corporations

Page 47 of 48

(240) See Bachmann et al., supra note 10, at 79.

(241) Generally, from the French perspective, Michel Jeantin, Le rôle du juge en droit des 
sociétés, in Mélanges Perrot 149 (1996); Jaques Mestre, “Réflexions sur les pouvoirs du 
juge dans la vie des sociétés”, Rev. juris. com. 81 (1985); from a German perspective, 
Wedemann, supra note 14, at 564 et seqq.

(242) See above, 7.1.2.3.

(243) See Victor Joffe, David Darke, Giles Richardson, Daniel Lightman, Timothy Colling
wood, Minority Shareholders marg. n°. 7.239 (4th ed. 2011).

(244) See Austin & Ramsay, supra note 103, marg. n°. 10.430 et seq.

(245) See Ragazzo & Fendler, supra note 126, at 639 et seqq.

(246) See L. Timmerman and A. Doorman, Rights of Minority Shareholders in the Nether
lands, in Rights of Minority Shareholders, XVIth Congress of the International Academy 
of Comparative Law (Evanghelos Perakis ed., 2004).

(247) See Reto Sanwald, in Martin F. Nussbaum, Reto Sanwald, & Markus Scheidegger, 
Kurzkommentar zum neuen GmbH-Recht Art. 821 marg. n°. 26 (2007).

(248) See BGE 136 III 278; Lukas Beeler/Hans Casper von der Crone, Auflösungsklage 
nach Art. 736 Abs. 4 OR, SZW (2010) 329.

(249) Bachmann et al., supra note 10, at 70.

(250) See Wedemann, supra note 14, at 565.

(251) See Fleischer & Trinks, supra note 15, at 293 et seq.

(252) See Forest Hodge O’Neal, Robert Bruce Thompson, & Blake Thompson, Oppression 
of Minority Shareholders and LLC Members § 9:20 (2d ed. 2009): “Compelling declara
tion of dividends”; see also § 41(a)(8) Model Stat. Close Corp. Supp.

(253) On the cautious line taken by the English courts after the introduction of the unfair 
prejduice remedy in 1948 and their more active role in recent years, Davies, supra note 

197, at 233 et seq.

(254) As to Delaware Symposium, “The Delaware Court of Chancery: Change and Continu
ity”, Col. Bus. L. Rev. 387–798 (2012); as to the Netherlands, The Companies and Busi
ness Court from a Comparative Perspective (Josephus Jitta ed., 2004); Maarten J. Kroeze, 
The Dutch Companies and Business Court as a Specialized Court, in The Quality of Corpo
rate Law and the Role of Corporate Law Judges 143 (Louis Bouchez, Marco Knubben, 
Joseph A. McCahery, & Levinus Timmerman eds., 2006).



Comparative Corporate Governance in Closely Held Corporations

Page 48 of 48

(255) In this sense, Sandra K. Miller, “Minority Shareholder Oppression in the Private 
Company in the European Community: A Comparative Analysis of the German, United 
Kingdom, and French Close Corporation Problem”, 30 Cornell Int’l. L.J. 381, 415 (1997).

(256) See with respect to company law, Giuseppe B. Portale, “Minoranze di blocco e abuso 
del voto nell’esperienza europea: dalla tutela risarcitoria al ‘gouvernement des juges’?”, 
Europa e dir. priv. 153 (1999); for a more general picture the national reports collected in 

Discretionary Power of the Judge: Limits and Control (Marcel Storme & Burkhard Hess 
eds., 2003).

Holger Fleischer

Holger Fleischer is Director of the Max Planck Institute for Comparative and Interna
tional Private Law, Hamburg.



Western versus Asian Laws on Corporate Governance: The Role of Enforce
ment in International Convergence

Page 1 of 16

Print Publication Date:  May 2018
Subject:  Law, Company and Commercial Law, Comparative Law
Online Publication Date:  Jul 2015 DOI:  10.1093/oxfordhb/9780198743682.013.32

Western versus Asian Laws on Corporate Governance: 
The Role of Enforcement in International Convergence 

Hideki Kanda
The Oxford Handbook of Corporate Law and Governance
Edited by Jeffrey N. Gordon and Wolf-Georg Ringe

 

Abstract and Keywords

This chapter examines the issue of when laws do and do not converge in the field of cor
porate governance, with particular emphasis on the cost of enforcement and the role of 
enforcement in international convergence. Focusing on Western versus Asian laws on cor
porate governance, it considers when, how, and why legal rules change and whether 
transplantation of legal rules from Western countries has been successful. It also explores 
the relationship between enforcement and substantive legal rules, mainly by comparing 
laws in Japan and the United States. Finally, it discusses three areas relating to corporate 
governance: the regulation of insider trading, financial disclosure and accounting rules, 
and corporate law rules on governance.
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1 Introduction
1THE volume of academic research on corporate governance is immense. Not only corpo
rate governance in Western countries but also that in emerging economies in Asia and 
other regions has been explored in recent years.

Developing countries often import laws and regulations from developed countries. How
ever, today, we observe a variety of laws and regulations throughout the world. In this 
chapter, I will discuss when laws do and do not converge in the field of corporate gover
nance by emphasizing the cost of enforcement. In general, there are three familiar ques
tions: (1) when, how, and why legal rules change; (2) whether transplantation of legal 
rules from Western countries has been successful; and (3) how enforcement interacts 
with substantive legal rules. In this chapter, I will focus on the first and the third ques
tions by looking at situations where Asian jurisdictions import laws on corporate gover
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nance from Western jurisdictions.2 Because of my limited knowledge, I will mainly com
pare Japanese law with US law, but I hope the general discussion in this chapter will be 
more generally applicable in the broader context where Asian jurisdictions import laws 
from Western jurisdictions.

(p. 722) More generally, a companion to the three questions noted above is the well-known 
inquiry of whether legal rules are converging around the world. Indeed, very often, Asian 
countries import laws from Western countries. For instance, Japan imported corporate 
law from the US in 1950.3 In the process of legal transplantation, we sometimes observe 
persistence or resistance.4 However, in my view, one aspect that has not been considered 
seriously in the past research on legal transplantation is enforcement. Thus, in this chap
ter, I will discuss the enforcement aspect of legal transplantation regarding corporate 
governance. I will limit my discussion to large publicly held business corporations. In sec
tion 2, I will present the general theme that the cost of enforcement affects the conver
gence of substantive legal rules. In section 3, I will discuss a few examples. In section 4, I 
will briefly discuss the convergence of enforcement. In section 5, I will briefly address 
whether and how the cost of substantive legal rules affect the convergence of enforce
ment. Section 6 is the conclusion.

2 When Laws Change: Interactions between En
forcement and Substantive Legal Rules
Every country has its own legal developments, and such developments are the result of 
cultural, social, political and historical contingencies. Thus, for instance, the legal rules 
regarding the liability of managers and directors (and regarding shareholder derivative 
actions) seem to be developing quite uniquely in Japan.5 For instance, shareholder deriva
tive actions were unknown to the original Japanese corporate law codified as the Com
mercial Code of 1899, and were transplanted from the US in the amendments to the Com
mercial Code in 1950. The Japanese system is structured similarly to the US counterpart. 
In both (p. 723) countries, typically shareholders are entitled to sue directors who are li
able for damages to the company. Historical developments after 1950, however, have 
made the rules in both countries quite different. Just to illustrate one point of difference, 
most states in the US have recognized the dismissal of a derivative action where a special 
litigation committee of disinterested directors is set up and decides that the action is not 
for the benefit of shareholders,6 while in Japan that type of dismissal is unknown and the 
plaintiff shareholder is entitled to maintain the action no matter what decision is made by 
a litigation committee or the like, or even by majority shareholders.7 There are mecha
nisms that have been developed in Japan to disallow strike suits, but it is noteworthy that 
a single shareholder is entitled to maintain a derivative action even where most share
holders do not want the action.

In this chapter, however, I am inclined to argue, generally, that unique developments are 
producing non-unique results, and that the state of Japanese corporate law today is more, 
rather than less, similar to that of other countries’ corporate law. In shareholder deriva
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tive actions, I am inclined to think that cases where derivative actions would be dismissed 
in the US would very often result in court decisions holding that the defendant directors 
should not be held liable. In this chapter, I focus on the interactions between enforcement 
and substantive legal rules.8

2.1 Legal Rules as a Component of a System

Any social system can be viewed as consisting of components or sub-systems, and legal 
rules are an important example. Thus, for instance, a corporate governance system con
sists of a variety of components or sub-systems, such as the firm size, the ownership 
structure, the financial system, the capital market, the labor system, the culture, and the 
law.

Legal rules, as a component or sub-system, have several distinctive characteristics. First, 
they are brought into a system automatically without any action by the parties who are 
subject to them. Second, many such rules may be brought into a system even if the par
ties do not want them (although there must be a decision by a state adopting and imple
menting such legal rules). Third, legal rules often must be enforced by courts or through 
other institutional mechanisms, which means that many legal rules are not self-enforcing.

From an economic standpoint, it is interesting to see how the coexistence of a sub-system 
that has these characteristics and one that does not shapes and affects the system. It is 
also interesting to see how this affects the behavior of the parties who are subject to the 
legal rules in question.

Legal rules, like other sub-systems, change over time. In a perfect world, other things be
ing equal, there must be pressure in the marketplace or politically to make an inefficient 

(p. 724) legal rule a more efficient one. A system with an inefficient rule as a component is 
of course less efficient than a system with an efficient rule as a component, because the 
overall value of the system is the sum of the values of each component; a system with an 
inefficient rule is at a competitive disadvantage and has to adjust. In reality, however, we 
observe different legal rules in different corporate governance systems, and legal rules 
sometimes converge and sometimes do not.

This is quite simply due to the fact that the world is not perfect and that other things are 
not equal. This also indicates that different components of a corporate governance sys
tem cannot be considered in isolation. In theory, there are at least two general explana
tions as to why the legal rules component of each corporate governance system differs 
from that of other corporate governance systems, and why they do not converge.

First, one theory providing an analytical tool to understand corporate governance more 
deeply is the idea of substitutabilities. This theory—though not uncommon in traditional 
legal scholarship—suggests that one component of the system often serves as a substitute 
for other components. For instance, where the market for corporate control is active, as 
is or has been the case in the US and the UK, there is less need for other monitoring 
mechanisms. Similarly, a country having less developed capital markets might have 
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stronger bank monitoring or, if bank monitoring does not work, something else might sup
plement capital markets, such as a strong board of directors or a controlling shareholder 
(including state ownership). Thus, France and Italy, for instance, have histories of heavy 
monitoring by the government. Indeed, the state has been the controlling shareholder in 
many major corporations. It is also possible for various components to combine in substi
tution for another component. In Germany, both banks and families as controlling share
holders substitute for capital markets. The theory holds even if nothing seems strong in 
isolation, as appears to be the case in Japanese corporate governance. In this particular 
situation, one can still argue that each of the various components serves some monitoring 
role, even if not necessarily a strong one, so that in total the system functions.

Second, another interesting theory concerns complementarities.9 The idea is that various 
components (or sub-systems) of a given system are complementary to one another in cer
tain situations. Where complementarities exist, the value of the system is not equal to the 
simple sum of the standard values of individual components. The integrated value of each 
component may vary, depending on the degree to which the component, as a whole or in 
part, is complementary to another component of the system. Thus, any given legal rule 
might have a different effect on the value (and efficiency) of the system. A legal rule that 
would have to be considered inefficient on a stand-alone basis is not necessarily a bad 
thing as part of a system if there are complementarities with its other components. This 
suggests that the same mechanism—bank monitoring, for instance—can have different ef
fects in different corporate governance systems, depending on the complementarities it 
has with other components of the given system. Where (as in Germany) most firms are 
small or medium sized, bank (p. 725) monitoring is more effective and thus plays a more 
important role than where (as in the US) firms are mostly very large or very small. On the 
other hand, where (as in France) state influence pervades both lender and debtor deci
sion making, bank monitoring is all but meaningless, despite the fact that loans are the 
major source of financing. Japan can serve as a further example, because in Japan, em
ployees under the lifetime employment system are dominant in the firm’s decision mak
ing, and managers (who are former employees) are relatively familiar with respect to dai
ly business activities, and thus information provided by banks and other business part
ners might be more valuable to them, which increases the value of bank monitoring. Fi
nally, where (as in the UK) managers who come from outside are relatively good at using 
valuable information supplied by banks and other business partners, as a relative matter, 
the value of monitoring by banks and other business partners diminishes when lifetime 
employees, as opposed to outsiders, become managers.

Thus, given the existence of substitutabilities or complementarities, the fact that different 
systems have different legal rules should not be a surprise. To date, however, little atten
tion has been paid to the interaction between legal rules and enforcement; if so, there 
must be insufficient understanding of the role and function of legal rules in corporate 
governance. In the following discussion, I will focus on the third characteristic of legal 
rules noted at the outset, namely that legal rules must be enforced. My central argument 
is that substantive legal rules sometimes converge, but sometimes they do not, and that 
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they can even diverge because of the cost of enforcement. Enforcement is thus an impor
tant variable in the convergence or divergence of substantive legal rules.

For instance, the value of monitoring by shareholders should increase in conjunction with 
the reduction in the cost of enforcing legal rules regulating capital markets. This sug
gests that monitoring by shareholders should function better in the US than elsewhere, 
because the US has the class action system and other law enforcement mechanisms that 
are more effective than those of other major countries. In addition, I propose that the 
linkage between substantive legal rules and enforcement can operate the other way. 
Namely, the degree of convergence in substantive rules can affect the level and cost of 
enforcement.

2.2 Enforcement Affects Convergence of Substantive Legal Rules

With differing historical, cultural, and legal peculiarities, mechanisms and levels of en
forcement are expected to vary from country to country, especially because of differences 
in the cost of enforcement relative to its value to enforcers.

Although substantive legal rules must be enforced, variations in enforcement costs do not 
necessarily affect the value of the legal rules component of a corporate governance sys
tem, if the component has substitutabilities or complementarities with other non-legal 
components. Thus, in a given corporate governance system, a component such as the 
structure of ownership might substitute for the legal framework. In that case, difference 
in the cost of enforcement might not be relevant, so long as the structure of ownership 
does not change. Similarly, variations in enforcement cost might simply reflect different 
complementarities. For instance, bank monitoring might be improved by a lower level of 
enforcement of manager liability by shareholders.

(p. 726) On the other hand, within the legal framework component, enforcement necessar
ily interacts with substantive legal rules. Because substantive legal rules must be en
forced, the cost of enforcement affects the value of any substantive legal rule. In this 
sense, enforcement has complementarities to substantive rules. This suggests, first, that 
other things being equal, substantive legal rules do not converge when the cost of en
forcement is different among jurisdictions. Second, we can expect convergence in sub
stantive legal rules where the cost of enforcement is low. In such a situation, courts and 
regulators will develop substantive legal rules without worrying about their enforceabili
ty. This also holds where substantive legal rules are self-enforcing. Third, I submit that 
rules do change when enforcement is too costly. Indeed, there is then reason to think that 
market and other forces might arise to make substantive legal rules change to those that 
are enforceable at lower costs.

Simple numerical examples might be helpful to illustrate these points. First, suppose that 
the cost of enforcement for Rule A in Country X is 50, that that for Rule B in Country Y is 
80, and that their substantive legal rules, Rule A and Rule B, differ from one another. As
sume that the value (defined as how efficient the rule is to the system concerned, aside 
from the cost of enforcement) of Rule A is 100 and that that of Rule B is 120. Disregard
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ing complementarities and the like, other things being equal, the situation in Country Y is 
worse because the combined value of the legal rule (the value of Rule A or Rule B minus 
enforcement cost) is 50 in Country X and 40 in Country Y. If complementarities exist, 
however, this might not be so, because the combined value of the rule in Country Y might 
be more than 40: say, 50. If that is the case, both countries might well stay as they are by 
maintaining different rules and different enforcement situations.

Second, suppose that the cost of enforcement for each of Rule A and Rule B is zero. In 
this environment, Country X, if it knows Country Y’s situation, might well change Rule A 
to Rule B. The value of Rule B is higher than that of Rule A.

Third, suppose that the cost of enforcement for Rule B in Country Y is 10,000. We then 
would hardly believe that complementarities would offset the disadvantage of Country Y 
having the too costly enforcement situation. In such situation, because enforcement of 
Rule B is too costly, Rule B might change. Similarly, if Country Z, having a different sub
stantive legal rule, Rule C, with the value of 110, has an excessively costly enforcement 
situation—say, with an enforcement cost of 10,000—one might expect that Rule C would 
change too. Thus, since both Country Y and Country Z might change their rules to those 
that would be enforceable at lower costs, the rules of the two countries might well con
verge.

In the following discussion, I will briefly examine three areas relating to corporate gover
nance and focus on these points: the regulation of insider trading, financial disclosure 
and accounting rules, and corporate law rules on governance.

3 Examples

3.1 Insider Trading

The regulation of insider trading is a good and straightforward example showing that sub
stantive legal rules do not converge where the cost of enforcement differs. The basic pur
pose (p. 727) of the substantive legal rule on insider trading is similar in most jurisdictions 
(which is the prohibition of trading of stock based on material non-public information), 
but the exact rule varies from jurisdiction to jurisdiction. For instance, the exact rule in 
the US is different from that in Japan. In short, the Japanese rule is narrower, as insiders 
and inside information (known as “material facts”) are both defined in the statute more 
restrictively than in the US.10 For instance, a recipient of insider information from a cor
porate insider (such as an officer or director of the relevant firm) is subject to prohibition, 
but a further recipient of the information from the first recipient (known as a “tippee” in 
the US) is not.11 Additionally, even if a certain fact materially affects the stock price, if 
that particular type of fact is not on the statutory list, then trading based on that informa
tion is not prohibited.12 Additionally, because this Japanese rule was adopted as late as 
1988, the indication is that rules are not converging between the two countries.
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The rule in the US developed on the basis of court cases concerning civil remedies under 
the SEC’s Rule 10b-5, which was promulgated under Section 10(b) of the Securities Ex
change Act of 1934. While there are several criminal cases on this point, the dominance 
of civil cases produced by private litigation is noteworthy in the US and resulted in con
tinuous expansion of the basic prohibition stated by Rule 10b-5.

By contrast, in Japan, there have been no civil cases on this point at all, and all existing 
cases involve criminal sanctions and administrative fines. In fact, when the rule was 
adopted in 1988, it was designed to be enforced via criminal sanction, not civil sanction. 
Given the general importance of private action for enforcement, this necessarily implied a 
lower level of enforcement in Japan than in the US. Japan introduced administrative fines 
in 2005, and since then several insider trading cases have been dealt with by this 
means.13 Yet, today, the lack of civil enforcement in Japan still makes the US and Japan 
different.

Thus, the difference between the US and Japanese enforcement mechanisms somewhat 
neatly explains the difference in the substantive legal rule between the two countries.

I might add that certain securities regulation, such as the regulation of insider trading, 
needs a strong enforcement agency, such as the US Securities and Exchange Commis
sion, in addition to courts. A study of the data on the budgets and staffing of public en
forcers shows that public enforcement is not so bad.14 This also suggests that the cost of 
enforcement is quite different among jurisdictions, and if so, it is no surprise from my ar
gument here that the substantive legal rules are different in the US and Japan.

(p. 728) 3.2 Financial Disclosure and Accounting

Financial disclosure and accounting rules, particularly those for “hard” information such 
as data in the firm’s financial statements, are often enforceable at low cost. If a publicly 
held company keeps supplying false accounting numbers in its financial statements, it is 
most likely to be uncovered and penalized in the marketplace.

Thus, contrary to the rule on insider trading, legal rules on financial disclosure and ac
counting are often self-enforcing. This implies that it is the value of the substantive legal 
rule itself that matters, and not so much the cost or level of enforcement. In that situa
tion, there is reason to expect that various jurisdictions’ financial disclosure and account
ing rules will converge in a more efficient direction.

This simple statement needs a few cautions. First, we have found some cases of account
ing fraud all over the world. Enron in the US15 and Olympus in Japan16 are well-known ex
amples. These cases may show that disclosure rules are not self-enforcing. However, for 
the purposes of this chapter, I submit that in both cases, the fraud was ultimately uncov
ered and dealt with by heavy legal sanctions, so that, overall, the cost of enforcement of 
disclosure rules is rather low compared to other regulations.
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Second, over the decades, there have been efforts to develop an international accounting 
or financial reporting standard, called the International Financial Reporting Standards 
(“IFRS”), by an international body, called the International Accounting Standards 
Board,17 yet, to date, accounting standards throughout the world have not completely 
converged into IFRS or any other uniform standards. This might be contradictory to the 
theme I present above. However, as substantive legal rules, what matters is not the detail 
of the contents of the accounting standards but the mandatory disclosure of financial 
statements, and basic accounting figures in financial statements are not drastically differ
ent among jurisdictions in the world. Indeed, it is fair to say that the detailed contents of 
the accounting standards throughout the world have been converging, rather than diverg
ing, in the past. If so, overall, I am inclined to argue that in financial disclosure, the low 
cost of enforcement has been stimulating convergence of substantive legal rules in this 
field.

3.3 Corporate Law

Corporate law rules seem more complex than rules on insider trading or on financial dis
closure. There is a wide variety of rules, from voting rules, to monitoring devices such as 
board systems, and to shareholder litigation. This diversity, coupled with differences in 
enforcement mechanisms across jurisdictions, implies that corporate law rules might and 
might not converge. As noted before, convergence is more likely to occur with respect to 
two categories of rules: rules whose value does not depend on enforcement (self-enforc
ing rules) and rules having no value because of the low level of enforcement in the rele
vant jurisdictions. (p. 729) Convergence is less likely to occur with respect to the rules 
having a value determined by complementarities with the applicable enforcement mecha
nism.

For instance, rules regarding management duties have a value which varies depending 
upon rules regarding shareholder litigation, such as rules regarding shareholders’ deriva
tive actions. Consequently, there are complementarities with the enforcement mecha
nism, and if enforcement levels vary among jurisdictions, one should expect a lack of con
vergence in substantive rules about management duties. As far as Japan is concerned, the 
popularity of shareholder derivative actions today seems to suggest that the cost of en
forcement in this area has changed in the past 20 years and that it is quite low today in 
Japan.18 If so, my analysis suggests that substantive legal rules tend to converge toward 
those of other jurisdictions where such rules are enforced at low cost, as in the US.19 By 
contrast, in transition or emerging economies where there is no solid judicial system and 
the level of enforcement is low, there might be pressure to adopt rules that have a value 
independent of enforcement (self-enforcing rules) or that are enforceable with little in
volvement of the courts. As a matter of fact, and quite unsurprisingly, we observe the 
dominance of voting rules and other more self-enforcing rules in these economies. In oth
er words, the low level of enforcement makes substantive rules tend to converge.
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My convergence proposition can be tested by considering two areas in which corporate 
law rules differ markedly among major industrialized jurisdictions. One is the area of cor
porate takeovers, and the other is that of board structures (one-tier versus two-tier board 
systems). Regarding rules on takeovers, the test is rather easy: such rules have more val
ue in jurisdictions where there is both a well-developed capital market (inter-component 
complementarity) and a high level of enforcement (intra-component complementarity). In
deed, the value of substantive legal rules on corporate takeovers, including those on de
fensive measures by incumbent management, particularly depends on how the market for 
corporate control operates. In the US, the well-developed capital market and the well-
functioning judicial system led to quite distinctive features of detailed substantive rules 
on corporate takeovers. This situation is unique, especially insofar as the level of enforce
ment is concerned. For this reason, one cannot expect a convergence of rules in the near 
future on corporate takeovers among major jurisdictions in Europe and the US. This con
clusion might not, however, be relevant in the longer term. Indeed, substantive rules on 
corporate takeovers have changed in the US over the past decades, and the market for 
corporate control was sometimes strong and sometimes weak. As a vast quantity of schol
arship suggests, the value of the US corporate governance system was probably main
tained (or possibly improved) over time because of the emergence of substitutes: institu
tional investors served as substitutes for the market for corporate control. The same has 
been happening in Europe, which would make divergence in the legal framework compo
nent of little importance.

In Japan, laws on takeover defenses are complicated. Securities regulation, codified as 
the FIEA, regulates tender offer processes, while most of the defense measures raise le
gal issues under corporate law, codified as the Companies Act (effective from May 1, 
2006 as a successor of the Commercial Code with respect to business corporations), and 
not the (p. 730) FIEA. In this sense, the distinction between the FIEA and the Companies 
Act roughly corresponds to that between the federal (and state) securities law and state 
corporate law in the US. The validity of some of the defenses was challenged before the 
courts, and in those cases the relevant issues were the ones under the Companies Act, 
not the FIEA.20 In fact, the current tender offer regulations under the FIEA permit the 
target company to adopt defensive actions even after the commencement of a tender of
fer by a hostile bidder. Thus, like in Delaware, case law under the Companies Act shapes 
the landscape, although the substance of the case law is not identical between Delaware 
and Japan.21

In Japan, the Companies Act is important for the critical issues in the area of hostile 
takeovers and defenses, and courts play an important role in applying the relevant rules 
under the Companies Act. The Tokyo Stock Exchange also plays an important role in 
shaping the landscape in this area, since such issues are not directly regulated by the 
FIEA.

The existing variety of substantive rules on board structures does not fit into my analysis 
very well. Enforcing substantive rules on board structures does not seem to be costly. 
Rather such rules seem to be self-enforcing. If this is true, then rules on board structures 
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should converge. The fact is, however, that we observe quite different rules on board 
structures across jurisdictions.

One might be inclined to say that differences in rules on board structures might be ex
plained by the existence of substitutes or other components of the system having comple
mentarities. One might also try a different argument. For instance, apparent differences 
in substantive rules might not be important, because different rules can solve the same 
problem without perceptible effect; or more bluntly, having a one-tier or a two-tier board 
might not matter, as firms with one-tier boards need to institute executive boards to make 
operational decisions. This argument is supported by the fact that major jurisdictions 
seem to be converging on what is the most important of structural features: the existence 
of an independent committee or body. Major jurisdictions tend to require the establish
ment of an independent monitoring body, such as an audit committee, for each publicly 
held firm, regardless of whether such firm has a one-tier or two-tier board system.

Japan imported the board of directors system from the US in the amendments to the Com
mercial Code in 1950, but did not abolish the statutory auditor system noted below. Since 
the amendments in 2002, a choice is permitted between a two-board company and a one-
board and three-committee company. In the former, a board of directors and a board of 
statutory auditors are required, while in the latter, there are no statutory auditors and the 
board of directors is required to have three committees: a nominating committee, an au
dit committee, and a compensation committee. This latter form was introduced by the 
amendments to the Commercial Code in 2002 (effective from April 1, 2003), and more 

(p. 731) than half of each of the committees’ members must be “outside” directors. For 
two-board companies, at least half of the members of the board of statutory auditors must 
be “outside” statutory auditors, but the board of directors does not have to have outside 
directors. In practice, one-board and three-committee companies are not popular given 
the number of firms that have adopted that form. Only 2.2% of the listed firms on the 
Tokyo Stock Exchange (TSE), as of September 10, 2012, are one-board and three-commit
tee companies.22

A brief further note on two-board companies may be worthwhile, because statutory audi
tors are not well known outside Japan. For a two-board company, there must be at least 
three directors. Directors are elected at the shareholders’ meeting, and form the board of 
directors. The board elects representative directors, the Japanese counterpart of US offi
cers or executives. There must be at least one representative director. Representative di
rectors are the management, and they run the company. The Companies Act requires that 
the board of directors make important corporate decisions and supervise the manage
ment. Each director, as a member of the board, owes a duty of care and loyalty to the 
company.

A two-board company must have a “kansayaku,” often (somewhat misleadingly) translat
ed as a statutory auditor. Statutory auditors are elected at the shareholders’ meeting, and 
do not have to be accountants or other professionals. A “large company,” which is defined 
under the Companies Act as a joint-stock company having either legal capital in the 
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amount of 500 million yen or more, or total debt (on the balance sheet) in the amount of 
20 billion yen or more, must have at least three statutory auditors, and at least half of 
them must be “outside” statutory auditors. An auditor is “outside” where he or she does 
not, and did not in the past, serve as a director or employee of the company or its sub
sidiary. In a large company, there must be at least one full-time auditor.

In addition, a large company must have an accounting auditor, who must be a certified 
public accountant or certified auditing firm. An accounting auditor is elected at the share
holders’ meeting, and is responsible for auditing the company’s financial statements an
nually before they are submitted to the annual shareholders’ meeting, where the audit 
opinion is also submitted. In contrast, a statutory auditor is responsible for overseeing 
the activities of management. This is understood to mean confirming the legality of 
management’s activities. The Companies Act requires collaboration between accounting 
auditors and statutory auditors, providing complex rules, the details of which are beyond 
the scope of this article.

A two-board company may elect an outside director, although this election is not manda
tory. If the company has an outside director, the Companies Act permits some special 
treatment. For instance, decision making on certain important matters may be delegated 
from the board of directors to a smaller special board. A director is “outside” where he or 
she is not, and was not, an executive director or employee of the company or its sub
sidiary.

There are two recent trends in this area. First, the Tokyo Stock Exchange today requires 
listed firms to have at least one “independent” director or statutory auditor, and (p. 732)

the TSE has adopted a policy that encourages all listed firms to have independent direc
tors. Second, as noted below, the Companies Act was amended in June 2014 (the amend
ments went into effect in May 2015). Under the 2014 amendments to the Companies Act, 
the definition of “outside” is stricter in two respects.23 In addition to the requirement of 
lack of an employment relationship with the company or its subsidiaries, lack of an em
ployment relationship with the company’s parent firms will be required. Also, lack of a 
family relationship will be required. Note, however, that lack of a business or trade rela
tionship, required by the current TSE rule for independence, will not be required under 
the new regime of the Companies Act. Aside from this, having an outside director is en
couraged by a “comply or explain” rule. Specifically, two-board companies are to be sub
ject to a rule where they must explain the reason why they do not have an outside direc
tor, if they do not have one, at the annual shareholders’ meeting.24

In addition, under the 2014 amendments, a new type of company will be introduced al
lowing for a type with a one-board and one-committee structure (where there are no 
statutory auditors and the majority of the committee members must be outside 
directors).25 As a result, listed firms will have the choice of three board structures: (1) 
two boards; (2) one board and three committees; and (3) one board and one committee. 
This one-board and one-committee structure is intended to encourage listed firms with a 
two-board structure to move to that structure and thereby have outside directors.
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At any rate, it is noteworthy that enforcement alone does not seem to explain the non-
convergence of substantive rules on board structure.

4 Convergence of Enforcement
My discussion thus far has assumed that enforcement mechanisms do not converge. This 
assumption, however, is not plausible, at least in theory. Like a legal rule, an inefficient 
enforcement mechanism must face pressure to change.

In this line of thinking, one important point must be made. Unlike substantive rules, the 
value (or cost) of enforcement can be defined in a straightforward way. That is, it is most 
efficient when the enforcement cost is zero. Viewed this way, talking about convergence 
of enforcement appears misleading because as far as the cost of enforcement alone is 
concerned, the lower the better. However, one could still discuss the level of enforce
ment. A rule is enforced up to the point where the cost of enforcement outweighs the cost 
of non-enforcement. Thus, a certain institutional mechanism, say, the court system, might 
be better or worse than another mechanism, say, the arbitration system, so that one could 
discuss convergence or divergence of enforcement mechanisms in this vein. Similarly, one 
could argue that if the number of judges and private attorneys is decreasing in one coun
try and increasing in another country, the enforcement systems are converging. However, 
insofar as the area of corporate governance is concerned, I am inclined to make an empir
ical assumption that (p. 733) enforcement mechanisms have too many hurdles to con
verge, and will leave the discussion on convergence of enforcement to further research in 
the future.

5 Convergence of Substantive Legal Rules Af
fects Enforcement
My discussion thus far has examined how enforcement affects substantive rules. In theo
ry, one can think of the reverse linkage between enforcement and substantive rules: how 
convergence of substantive rules affects enforcement. For instance, if certain substantive 
rules are similar in two jurisdictions, judges in one jurisdiction might borrow precedents 
from the other jurisdiction, so that similar substantive rules might result in quicker and 
cheaper court decisions. If so, convergence of substantive rules affects the level of en
forcement. Similarly, when a jurisdiction prepares a new enforcement mechanism, if a 
similar substantive rule is adopted, the jurisdiction might be able to prepare a new en
forcement mechanism rather quickly and easily by importing it from elsewhere. I believe 
that this phenomenon is in fact observed in the areas of consumer protection and environ
mental law. In corporate governance, this can happen where a large-scale law reform is 
considered in any given jurisdiction; for instance, where Asian jurisdictions attempt a 
large-scale law reform on corporate governance by introducing a new monitoring mecha
nism.
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Indeed, when European countries introduced or strengthened the regulation of insider 
trading, there was pressure to adopt a US style of substantive rule, which operated as 
pressure for enforcement mechanisms to converge. Ultimately, the path to establish an 
enforcement agency like a US Securities and Exchange Commission was not imposed on 
the EU Member States, but to date, the discussion on the enforcement mechanism has 
continued.26 Additionally, convergence of financial disclosure and accounting rules to
ward a more stringent standard has forced jurisdictions to give a higher legal profile to 
professional accountants and auditors as an additional monitoring body to facilitate the 
self-enforcing character of the relevant financial disclosure and accounting rules.

6 Preliminary Conclusion
In this chapter, I have examined the interrelationship between substantive legal rules and 
enforcement. I have shown that the cost of enforcement affects convergence or diver
gence of substantive legal rules in corporate governance. I have submitted a hypothesis 
that where enforcement costs are very low or too high, there is reason to expect that sub
stantive rules will converge. Otherwise, differences in enforcement predict differences or 
divergence in substantive rules. As the cost of enforcement becomes lower in certain ju
risdictions, there (p. 734) is more chance that their substantive legal rules will converge. I 
have also touched briefly upon the reverse linkage between rules and enforcement: con
vergence of substantive rules may affect enforcement. In my view, enforcement should be 
paid more serious attention in the research on comparative corporate governance. A 
proper focus on enforcement would shed new light on the issue and justify revisiting the 
familiar debate on convergence or divergence of substantive legal rules in world corpo
rate governance systems. I hope the framework presented in this chapter will provide for 
a better understanding of the situations in which Asian jurisdictions import laws on cor
porate governance from Western jurisdictions.
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Abstract and Keywords

Despite deep differences in their political systems, legal regimes, and economic struc
tures, emerging markets share a recent history of rapid economic growth and capital 
market expansion. This chapter explores the degree and direction of transformation in 
corporate governance in emerging markets in the last decades. It begins by surveying the 
interaction between the ownership structures prevailing in emerging markets – marked 
by the presence of controlling shareholders, business groups, and state ownership – and 
the underlying institutional environment. It then examines the driving forces of change by 
comparing the relative roles played by legislatures, regulators, courts, and alternative in
stitutional arrangements in corporate governance reform in Brazil, Russia, India, and Chi
na (collectively known as the BRIC countries). The chapter concludes by evaluating the 
degree of convergence and persistence in emerging markets governance, and underscor
ing the need to consider the particular contextual significance of different practices.

Keywords: corporate governance, emerging markets, capitalism, ownership, business groups, state intervention, 
economic reforms, legal reforms, capital markets, BRIC countries

1 Introduction
1THE corporate governance movement, as well as the vast literature and industry to 
which it gave rise, is predicated on the premise that the structure, practices, and balance 
of power within the corporation matter for economic outcomes. The movement as we 
know it today first emerged in the United States in the late 1970s and early 1980s—a con
text of economic malaise and fear of imminent decline in view of the then booming eco
nomic performance of Germany and Japan.2 In an era marked by growing skepticism of 
government intervention, the cure for economic woes had to lie in the private sector. As a 
result, governance substituted for government.3 Adopted in 1977, the New York Stock Ex
change listing rule requiring audit committees to be composed of outside directors was a 
first step in this direction.4 Subsequently, the far more active role of private shareholders 
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as corporate monitors in Germany and Japan would provide an attractive model for the 
revitalization and increased competitiveness of US firms.5

While comparisons between foreign models of corporate ownership and control have 
been a staple of the corporate governance movement since its early days, the first such 
studies centered on a handful of mature economies—most conspicuously the United 
States, (p. 736) the United Kingdom, Germany, and Japan. It was not until the 1990s and 
2000s that the focus expanded to cover a larger array of jurisdictions. A number of eco
nomic and political factors help explain why corporate governance in emerging markets 
became an increasingly prominent theme in business, academic, and policy circles alike.

First, the fall of the Berlin Wall and the spread of the Washington consensus reinforced 
the wave of privatizations around the globe, and especially in the state-heavy economies 
of the old Second and Third World. A new system of corporate governance and financing 
was needed to replace the existing one based on state ownership of enterprise. It soon 
became apparent that privatization alone was unlikely to produce the desired improve
ments in economic performance in the absence of accompanying legal reforms that en
sured a well-functioning corporate governance regime.6

Second, the 1990s witnessed the publication of several academic studies pointing to the 
existence of a causal relationship between financial development and economic growth.7

Concurrently, a series of highly influential, albeit controversial, works on “law and fi
nance” suggested that corporate governance institutions and practices—in particular, the 
level of legal investor protection afforded to minority shareholders—helped explain the 
variation in the ownership structures of business corporations and the level of financial 
development observed around the world.8 In a period where the ascent of institutional 
economics persuaded international development agencies such as the World Bank to shift 
their strategy from the financing of physical infrastructure to the financing of improve
ments in institutional infrastructure, promoting corporate governance reform in emerg
ing markets became a top policy priority.9 This concern was only reinforced as commenta
tors blamed the Asian financial crisis of the late 1990s on sub-par corporate governance 
practices.10 Corporate governance improvements in emerging markets thus became a 
main area of concern at both domestic and international levels as an integral part of a de
velopmental agenda.

Third, the growing attention to corporate governance in emerging markets is also attrib
utable to strictly financial considerations. The spread of globalization, international trade, 
and financial liberalization worldwide in the last decades dramatically amplified cross-
border investments. In 2012, for the first time in history, developing countries absorbed 
the lion’s share of global flows in foreign direct investment.11 Domestic equity markets in 
emerging economies also flourished, with firms from non-OECD countries raising a stag
gering 60% (p. 737) of the world’s total IPO proceeds between 2008 and 2012.12 In this 
context, foreign investors exploring emerging market opportunities had a keen interest 
both in better understanding their existing corporate governance structures and in ascer
taining the extent to which the introduction of superior practices could boost firm value.
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This is especially so given the increasing appreciation of the economic importance of the 
so-called “BRICs”—an acronym devised by Goldman Sachs in 2001 to designate the giant 
emerging markets of Brazil, Russia, India, and China.13 According to estimates by the UN 
Development Program, the joint economic output of Brazil, India, and China alone is ex
pected to exceed the combined production of the United States, Canada, France, Ger
many, Italy, and the United Kingdom by 2020.14 Growth rates in the BRICs significantly 
outperformed those of developed economies in the 2000s, and played a key role in sus
taining global demand in the immediate aftermath of the 2008 financial crisis.

For all these reasons, there has been a noticeable increase in the number of country-level 
corporate governance studies in different emerging economies,15 even if they still lag far 
behind the immense literature covering developed countries. Nevertheless, devising a 
common framework to examine the state of corporate law and governance in emerging 
markets remains challenging, for the simple reason that these countries are a diverse 
bunch. The very label “emerging markets” was first crafted in the 1980s, not as a scholar
ly category, but simply as a marketing tool for a new index of foreign stocks—as a substi
tute for the then prevailing, but evidently unappealing, designation of “Third World” 
countries. Since then, the tag has also come to encompass certain ex-communist 
economies of the Second World, hence rendering the group even more heterogeneous.

Yet the shared trait of underdevelopment is evidently insufficient as a signal of underlying 
commonalities. Emerging markets are arguably even more diverse than developed 
economies, even though the latter’s corporate governance systems are seldom grouped 
and studied as a unitary category. Indeed, countries such as Brazil, Russia, India, China, 
South Korea, and Turkey—to list only a few prominent examples—have deeply diverse his
tories, political systems, legal regimes, and economic structures. It should therefore come 
as no surprise that their corporate governance practices too look significantly different. 
Consequently, most sweeping generalizations about corporate governance in emerging 
markets—even if illuminating at a high level of abstraction—are unlikely to provide an ac
curate depiction of individual countries’ realities.

With this caveat in mind, the remainder of this chapter explores some of the key charac
teristics shared by corporate governance systems in emerging markets, examines the de
gree of convergence to international standards in the recent past, and identifies promis
ing avenues for future research. Although the exposition will concentrate on the BRICs—
the giant countries that achieved notably high levels of economic growth in the 2000s—it 
will (p. 738) also incidentally address the experience of other emerging markets as appro
priate. The analysis will focus, in particular, on the driving forces, extent, and contours of 
corporate governance change in the last decades.



Corporate Governance in Emerging Markets

Page 4 of 25

Figure 27.1  Market capitalization by year as a per
centage of GDP. Prepared by author based on World 
Bank data available at http://data.worldbank.org/indi
cator/CM.MKT.LCAP.GD.ZS.

Despite their differences, emerging market economies are all latecomers in terms of capi
tal market development, at least in recent history. But if the “emergence” of their capital 
markets was once a prophecy, it has since turned into reality, especially for the BRICs. As 
depicted in Figure 27.1, their stock markets have experienced significant growth since 
the 1990s—and along the way they have also shown a tendency to rise and fall in tandem. 
Apart from the intrinsic interest in these systems, the examination of the changing struc
tures of corporate governance in emerging markets helps illuminate the variety of institu
tional arrangements that make capitalism viable around the world.

2 Ownership Structures
Most, if not all, emerging market economies operate in a taxing institutional environment 
that fails both to fully protect property rights and to expediently enforce commercial 
agreements. These institutional shortcomings, in turn, require different adaptations to 
the way of doing business. For instance, a lack of property rights protection may concen
trate ownership in the hands of the state itself or of otherwise powerful cronies, hence 
discouraging investment by outsiders. Likewise, difficulties in obtaining timely and impar
tial court enforcement of commercial agreements may lead firms to rely on extra-contrac
tual (p. 739) commitment mechanisms—such as family relationships and longstanding rep
utation—or resort to vertical integration.16

2.1 Ownership Concentration and Business Groups

In contrast to the model of dispersed ownership of publicly traded companies often ob
served in the United States and the United Kingdom, but similarly to the developed 
economies of continental Europe, emerging markets boast a system of mostly concentrat
ed corporate ownership in the hands of wealthy families or the state. Accordingly, the av
erage free float of listed companies in India and Russia does not exceed 35%, compared 
to over 90% in the United States and the United Kingdom.17 The presence of a powerful 
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controlling shareholder affords political influence and reputational bonding that compen
sates for a lack of formal property rights protection and contract enforcement. This, in 
turn, entails that the primary agency costs in listed firms concern the divergent interests 
of controlling shareholders and minority shareholders—and not of managers and dis
persed shareholders, as is the case in the widely held corporations that populate Anglo-
Saxon markets.

In addition, emerging markets tend to offer lower levels of legal protection to outside in
vestors, a feature which, according to the large literature on “law and finance,”18 also en
courages ownership concentration and stifles capital market development, for at least 
two reasons. First, where minority shareholders are not adequately protected, entrepre
neurs will be unwilling to give away control for fear of subsequent expropriation. Second, 
dispersed ownership—if it were to emerge—would be inherently unstable, since a corpo
rate raider would have much to gain by acquiring a controlling stake in the market so as 
to extract hefty private benefits to the detriment of vulnerable minority investors.19 

Conversely, concentrated ownership can be self-perpetuating, as existing controlling 
shareholders will have every incentive to lobby against corporate reforms that enhance 
minority shareholder rights, hence decreasing their wealth and power.20

It is particularly common for controlling shareholders in emerging markets to exert un
contested control over the firm without holding a majority of the voting stock. This is 
made possible through the use of control-enhancing devices that dissociate cash-flow 
rights and voting rights—a strategy that induces large shareholders to monitor manage
ment, albeit at the risk of significantly increasing their incentives to extract private bene
fits of control to the detriment of minority investors.21 Brazil, for instance, had the 
world’s largest incidence of dual-class firms, with voting shares held by mostly corporate 
insiders and nonvoting shares (p. 740) by outside investors.22 In other jurisdictions, such 
as Chile and South Korea, corporate pyramids are the preferred method through which 
shareholders control the firm without holding a commensurate equity stake.23

Controlling shareholders in emerging markets often control not a single corporation, but 
rather an entire group of formally independent firms. Business groups play such a pivotal 
role in different emerging market economies that commentators have questioned the use 
of the term corporate governance, suggesting that, in such an environment, the group, 
not the individual firm, is the proper unit of analysis.24 The economic implications of busi
ness groups, however, remain the subject of debate. While the pyramidal structures 
adopted by some groups can be particularly conducive to expropriation of minority in
vestors, the literature suggests that, in allowing for vertical integration, internal capital 
markets, and relational contracting, business groups may serve as a valuable adaptation 
to a weak institutional environment.25 More recently, commentators have come to under
score the strategic advantages of emerging market business groups in promoting long-
term performance, suggesting that their conglomerate structure provides a useful model 
for developed markets as well.26
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But if business groups are pervasive in most emerging markets, their precise contours 
vary from context to context. Diversification across different industries is the norm in 
some countries, such as Chile and South Korea, but less common in others, most conspic
uously China.27 Their recent trajectory following economic liberalization in the 1990s has 
not been uniform either. Business groups became ever more connected and centralized in 
“small-world” fashion in Mexico and Brazil during this period, but more decentralized and 
fragmented in South Korea.28

2.2 State Ownership and Influence

Even after the wave of privatizations in the 1980s and 1990s, state ownership remains 
alive and well in most emerging markets. All of the BRIC countries continue to exhibit 
high levels of state ownership. By 2011, companies under direct government control com
prised 80% of (p. 741) the market capitalization in China, 60% in Russia, and 35% in 
Brazil.29 In fact, the relevance of state ownership for the corporate governance debate 
has arguably increased in recent decades, as a number of former governmental divisions 
came to assume the corporate form.

China has famously pursued a strategy of “corporatization, not privatization,” which re
sulted in the massive floating of minority stakes in its newly created stock exchanges in 
the last two decades.30 Despite subsequent reforms decreasing the number of non-trad
able shares held by the state and the increase in private sector activity, SOEs remain 
dominant in the Chinese economy.31 Moreover, some of the earlier key privatizations in 
developing countries’ natural resource sector have been reversed—either indirectly, as in 
Russia’s renationalization of Yukos following inflated tax charges levied against the com
pany, or directly, as in Argentina’s outright expropriation of the controlling stake held by 
Spanish company Repsol in oil company YPF. In Brazil, privatizations often changed the 
form, but kept the substance, of government control. For instance, following privatization 
the federal government’s majority stake in Brazilian mining giant Vale was replaced by a 
controlling coalition made of state-controlled institutional investors and members of busi
ness groups tied by a shareholders’ agreement.32

State ownership, in turn, can be both a product of, and a contributing factor to, the weak 
institutional environment in emerging markets. In laggard economies, capital market fail
ures prevent the financing of large-scale projects by the private sector and hence prompt 
the state to assume an entrepreneurial function.33 Yet, once established, there is the risk 
that SOEs may crowd out, rather than crowd in, private sector firms.

State ownership may also help perpetuate low levels of legal investor protection through 
a more subtle mechanism: the political role of the state as a shareholder in corporate law 
reforms. In the 1990s, the Brazilian government, desirous of obtaining a larger control 
premium for itself in privatization sales, sponsored a series of statutory amendments ex
plicitly aimed at eliminating various minority shareholder rights, to the detriment of out
side investors.34 In China, the interests of the government as controlling shareholder 
have shaped the development of different areas of the law, from the structure of its first 
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corporations’ statute, to the availability of securities class actions and the doctrine of veil 
piercing.35

The government’s sway over corporate governance in emerging markets far exceeds its 
direct influence as a controlling shareholder of large SOEs. In Brazil, the state has also 
resorted to minority shareholdings—in the form of captive public pension funds and equi
ty (p. 742) investments by its Development Bank (Banco Nacional de Desenvolvimento 
Econômico e Social—BNDES)—to shape corporate policy.36 These state-controlled actors 
exercise influence not only through their regular statutory voting rights in the sharehold
ers’ meetings, but also by explicit control-sharing arrangements as parties to sharehold
ers agreements, which habitually grant the state-controlled institutional investors both 
board representation and veto rights over key corporate decisions.37 In China, the 
government’s sway over, and support to, private sector corporations has effectively 
blurred the distinction between public and private modes of ownership.38

Still another avenue for state intervention in corporate governance in emerging markets 
comes from the provision of subsidized debt financing to selected private firms. The loan 
volume extended by Brazil’s BNDES alone in 2012 reached nearly four times that of the 
World Bank.39 Development economists have also long attributed the rapid catch-up 
process in Asia to the export requirements inserted in governmental loan agreements to 
business groups.40 The Korean government has never been a major shareholder in Kore
an chaebols, but was nevertheless able to direct industrial policy through its grip on the 
financial sector.41

3 Reform Efforts
Capital markets in BRIC countries underwent major developments in the last two 
decades. As depicted in Figure 27.1, these countries transitioned from having meager or 
virtually non-existent stock markets in the early 1990s to boasting sizable market capital
izations in the mid-2000s, even if they faced a substantial retreat thereafter as underlying 
economic conditions worsened. At the height of the bubble in 2007, China and Brazil, to
gether with the United States, placed as the top three IPO destinations worldwide.42

Nevertheless, the precise makeup of stock markets in emerging markets continues to 
vary widely. With only a few hundred listed companies (most of which of relatively large 
size), Brazil has struggled to induced medium-sized firms to access public markets. At the 
other end of the spectrum, India boasts the largest number of publicly-traded companies 
in the world. Whereas most Latin American countries exhibit low ratios of market capital
izations to GDP, Chile stands out as an exception, displaying ratios comparable to the ro
bust equity markets of the United States and the United Kingdom in recent years.43

(p. 743) The expansion of equity markets in emerging economies paralleled both economic 
and legal reforms. On the economic side, full and partial privatizations induced the pri
vate sector to assume the role of entrepreneur and financier that had been relinquished 
by the state. The elimination of barriers to trade and financial flows, in turn, encouraged 
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foreign investors to jump in. On the legal side, the BRICs witnessed both the implementa
tion of legal reforms and the adoption of superior corporate governance practices on a 
voluntary basis, with varying degrees of success.

3.1 The Tortuous Path of Legislative Change

Russia’s experience is emblematic of the challenges inherent in large-scale reform. In the 
1990s, prominent US legal scholars conceived its new corporate statute, which was delib
erately based on a model of “self-enforcing” corporate law designed to compensate for 
the country’s otherwise fragile legal system.44 Nevertheless, the good intentions and the 
attentiveness to local circumstances were insufficient to make the new law effective, as it 
notoriously failed to constrain subsequent instances of self-dealing.45

Adopted in 1994 as the legal framework for China’s corporatization strategy, its company 
law mixed standard Western elements with local idiosyncrasies. Molded by the vision of a 
state-dominated economy, the Chinese corporate statute imposed a rigid mandatory 
framework that, while arguably suitable for SOEs, was woefully inadequate for private 
sector enterprise.46 The law was also reticent on the fiduciary duties of corporate man
agers and the means of enforcement, with no provision for derivative suits.47

In 2005, China’s corporations and securities statutes underwent a major overhaul that 
was strongly acclaimed by local scholars as an improvement to the existing statute that 
changed it “almost beyond recognition.”48 The new regime imposed fiduciary duties on 
managers and controlling shareholders, required listed firms to have independent direc
tors, permitted derivative suits, and recommended (though it did not compel) cumulative 
voting in director elections.49 Nevertheless, a gap remains between the “law in the 
books” and the “law in action.” For instance, the prominent role of the state has prompt
ed a double standard in terms of legal enforcement, with SOEs appearing to face more le
nient regulatory scrutiny than private sector firms.50

Brazil’s 1976 Corporations Law—an innovative statute that borrowed freely from US and 
European sources to address local challenges—remains largely untouched, as subsequent 
legal reforms turned out to be modest in scope. A 1997 amendment to the statute elimi
nated (p. 744) the requirement of a mandatory bid for minority shares in sale-of-control 
transactions with the purpose of allowing the state to appropriate the entire premium 
control to itself in privatization sales. These legal changes—which applied to firms under 
both state and private control—facilitated a series of abusive going-private transactions, 
thereby destroying investor confidence in Brazil’s capital markets. After the bulk of priva
tization sales, a legal reform in 2001 reinstated some of the minority protections that had 
been previously abrogated, but was otherwise timid, as political opposition from control
ling shareholders frustrated attempts at more transformational change.51

Major legislative change was also slow to come by in India. Subject to several amend
ments primarily designed to relax governmental controls and increase governance flexi
bility, India’s Companies Act of 1956 remained in force until the significant overhaul by 
the Companies Act of 2013.52 Some of the changes introduced by the new statute were 
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designed to incorporate US-inspired mechanisms (such as class actions) into Indian law, 
while others clearly surpassed prevailing international standards, as in the new require
ment of a maximum term limit of ten years for independent directors.53

3.2 The Role of Government and Private Regulation

Most of the progress in Brazil’s corporate governance practices did not stem from sweep
ing statutory changes, but rather from a combination of private regulation and the in
creasingly activist stance by the Securities Commission (Comissão de Valores Mobiliários
—CVM). Brazil’s experience with the Novo Mercado—a premium voluntary listing seg
ment of the São Paulo Stock Exchange (BM&FBovespa)—was instrumental in the revital
ization of the country’s equity markets in the 2000s. By leaving the existing legal regime 
intact, this strategy of “regulatory dualism” successfully circumvented the powerful politi
cal opposition to reforms by existing corporate elites.54 Firms opting for a Novo Mercado 
listing are subject to strictures such as a ban on nonvoting shares, a mandatory bid rule 
in sales of control, and director independence requirements.

Modeled after the US Securities and Exchange Commission, CVM was established in the 
1970s as the sheriff of Brazil’s capital markets. Subsequent statutory amendments in 
1997 and 2001 increased its autonomy vis-à-vis the executive and expanded the scope of 
its regulatory oversight and disciplinary authority. Since capital markets boomed follow
ing a series of IPOs on the Novo Mercado, CVM has advanced the investor protection 
agenda in various fronts.55

(p. 745) First, the Commission made progress with respect to enforcement, culminating, 
for instance, in Brazil’s celebrated first criminal conviction for insider trading in 2011.56

Second, CVM came to embrace more protectionist interpretations of existing law, as in 
the famous Tractebel decision. By preventing controlling shareholders from voting to ap
prove interested transactions, the Commission’s new interpretation effectively imple
mented a “majority-of-the-minority” approval requirement at shareholders’ meetings. 
Third, CVM improved the existing regulatory landscape through a variety of channels: it 
published a series of stringent advisory opinions on matters ranging from fiduciary duties 
to the scope of antitakeover defenses, instituted more expansive disclosure regulations 
that are stricter than the original Novo Mercado standards, and innovated in permitting 
proxy access (or conferring reimbursement of expenses incurred in proxy solicitations) to 
shareholders holding more than 0.5% of the company’s stock. And, finally, CVM has effec
tively exercised its statutory authority to punish unlawful actions by company managers, 
as exemplified by the imposition of fines to the CFO and directors of listed firm Sadia. 
The Commission concluded that their failure to abide by the company’s risk own manage
ment policies with respect to exchange rate derivatives, which resulted in hefty financial 
losses following the 2008 financial crisis, constituted a violation of their fiduciary duty of 
care under Brazilian law.

Similarly, until very recently corporate governance reform in India proceeded more quick
ly via the regulatory agency than the legislature.57 Established and strengthened as an 
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oversight body between 1988 and 1992, the Securities and Exchange Board of India (SE
BI) provided the regulatory framework for the country’s expanding capital markets. Like 
CVM, SEBI’s aggressive posture has at times led to accusations that it was overstepping 
its regulatory authority.58

Among the innovations embraced by SEBI is the watershed “Clause 49” of stock ex
change listing agreements. First enacted in 2001 and revised in 2005, Clause 49 reflects 
a set of corporate governance standards following the voluntary Corporate Governance 
Code sponsored by the Confederation of Indian Industry (CII)—which, in contrast to the 
business establishment in Brazil, played a prominent role in sponsoring, rather than op
posing, corporate governance reforms. The requirements described in Clause 49, which 
came to apply to all listed firms in India, ranged from a minimum percentage of indepen
dent directors to the institution of an audit committee and the requisite of chief executive 
certification of financial statements. Empirical studies documented a positive stock mar
ket reaction to the announcement of Clause 49, as well as a positive effect of stricter en
forcement of these standards on firm value,59 even though actual compliance remained 
far from universal.60

(p. 746) 3.3 The Role of Courts

Courts have generally played at best a modest and at worst a positively detrimental role 
in the transformation of corporate governance in emerging markets. The disadvantages 
of relying on the judiciary for investor protection include unreasonable delays, lack of 
technical sophistication, and even outright corruption. In most emerging market 
economies, corporate and securities litigation is a comparatively less significant means to 
rein in abuses by managers and controlling shareholders compared to more developed 
economies, and especially the United States.

There is a paucity of derivative lawsuits involving public company shareholders in both 
Brazil and India, even though these jurisdictions experience distinctively high levels of 
litigiousness in other areas of law.61 China’s more recent recognition of derivative actions 
“on the books” did little to encourage their filing.62 Corporate litigation was also virtually 
non-existent in South Korea before the East Asian crisis of the late 1990s (with actual de
rivative lawsuits being unheard of until 1997), but it has since soared.63 At another ex
treme, Russia’s highly dysfunctional judicial system allows for the filing of lawsuits that 
are frivolous—but potentially successful, considering the specter of corruption—to be 
used as a takeover strategy.64

Resistance to legal change is still another issue plaguing courts’ role in emerging mar
kets governance. In both Brazil and India the judiciary has been receptive to the use of 
constitutional law arguments to thwart reform efforts. In an attempt to cure the deficien
cies of Brazilian laws on executive compensation disclosure, CVM issued new regulations 
in 2009 requiring companies to reveal the aggregate amounts paid to executives, as well 
as the highest, lowest, and average compensation packages of directors and officers. Ex
ecutives have so far successfully challenged the rule by contending that—in view of the 
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privacy rights guaranteed by the Brazilian constitution and the country’s particularly high 
levels of violence—CVM rules were unconstitutional as a violation of their fundamental 
rights to privacy and personal security.

In India, too, several constitutional challenges to new laws on insolvency and secured 
credit have delayed the implementation of important reforms for the development of 
India’s credit market.65 A 2002 legal attempt to circumvent India’s notoriously slow 
courts by creating a separate judicial body to enforce the provisions of the Companies Act 
was likewise (p. 747) frustrated by constitutional challenges.66 The Korean judiciary, in 
turn, has unduly oscillated between formalistic and liberal methods of statutory interpre
tation in reaching conservative opinions that favored the interests of chaebols over those 
of outside shareholders.67

The few exceptional instances of judicial innovation in corporate law prove the rule. De
spite their notorious subordination to the Communist Party’s wishes, Chinese courts 
played a surprisingly activist part in imposing American-style fiduciary duties notwith
standing the lack of explicit statutory provision under the 1994 Corporations Law.68 In re
cent years, Brazilian courts have come to consistently grant minority shareholders’ re
quests for partial dissolution of closely held corporations, even though such a remedy is 
not available under the Corporations Law. One might be tempted to interpret this newly 
recognized right as a creative solution to protect minority shareholders from abuse in sit
uations where they would otherwise be unable to prove the existence of wrongdoing by 
controlling shareholders and managers.69 Such innovation, however, is not without costs, 
for it carries the risk of undermining the company’s ability to “lock in” capital, a distin
guishing—and economically crucial—feature of the corporate form.70

3.4 Alternative Institutional Arrangements

Substitute mechanisms compensate for the difficulties in judicial enforcement. Given the 
substantive and procedural legal hurdles to derivative actions in Brazil and India, ag
grieved shareholders have typically turned to the securities regulator instead—CVM or 
SEBI—for more expedient and effective redress.71 In some countries—such as Chile, 
Brazil and, to some extent, China—listed firms have often attempted to circumvent the ju
dicial route altogether by embracing arbitration as the preferred method of dispute reso
lution.72

Whereas in Italy and the United States public company arbitration is either outlawed or 
frowned upon as a scheme for potential investor abuse; in emerging markets arbitration 
may operate as a second-best solution given the deficiencies of the court system.73 Novo 

(p. 748) Mercado, the premium corporate governance segment of the São Paulo Stock Ex
change (BM&FBovespa), in fact mandates the arbitration of all internal affairs and securi
ties law disputes, operating on the assumption that this is the most investor-friendly 
method of resolving corporate conflicts. Moreover, numerous other companies have vol
untarily inserted arbitration clauses in their charters and shareholder agreements.74 

Nevertheless, the choice for arbitration brings about challenges of its own, especially 
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where, as in Brazil, the proceedings are confidential, thus hindering the development of 
case law and contributing to the opaqueness of the institutional environment.

At any rate, changes in formal statutes, regulations, and enforcement at the national level 
are insufficient to account for the extent of the transformation in emerging markets’ cor
porate governance practices. Brazil’s positive experience with the Novo Mercado shows 
that self-regulation through stock exchange listing requirements may play a crucial role 
in kick-starting much-needed reform. Scholars have argued that, in China, reputational 
sanctions through public criticism by the Shanghai and Shenzen stock exchanges help de
ter corporate wrongdoing in the absence of formal public enforcement.75 Individual 
emerging market companies are also free to adopt sensible corporate governance prac
tices, which empirical studies have found to be associated with improvements in firm per
formance.76

Finally, international (and especially US) cross-listings by emerging market corporations 
have been another engine of corporate governance change. The existing literature has 
posited two different theories to explain firms’ decisions to list their shares on a foreign 
exchange. According to the market segmentation (and liquidity) hypothesis, the benefits 
of cross-listings lie in permitting foreign issuers to expand and diversify their investment 
base. Proponents of the competing bonding hypothesis, by contrast, interpret overseas 
listings as a mechanism by which firms can make a credible commitment to the higher 
standards of corporate governance and transparency prevailing in the host jurisdiction.77

But whether or not bonding considerations are determinative, overseas listings certainly 
play a role in corporate governance convergence.

4 Convergence and Persistence in Emerging 
Markets Governance
If the recent transformation of corporate governance practices in emerging markets is ev
ident, the extent and direction of change remains contested. A main theme of the academ
ic literature in the last decades concerns the impact of globalization on corporate struc
tures and practices. Specifically, the question is whether corporate governance systems 
around the (p. 749) world have become increasingly uniform (the “convergence thesis”), 
or if, instead, path dependence significantly constrained the course of subsequent devel
opments (the “persistence thesis”).78 While this debate focused primarily on the usual 
mature economies, it is easily replicated with respect to emerging markets.79

On the one hand, rising globalization, foreign competition, and international investment 
flows all militate in favor of some form of convergence. Mounting competitive pressures 
increase domestic firms’ need for outside financing, which, in turn, creates demand for 
stronger forms of investor protection. As foreign investors flock into emerging market 
economies, they bring with them the corporate governance practices, structures, and 
norms of their home country, even if not always with due regard to local specificities.
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On the other hand, the theoretical arguments favoring persistence in corporate gover
nance structures are also strong. The political economy of corporate lawmaking is tilted 
toward existing structures, as controlling shareholders, dispersed investors, managers, 
and workers engage in lobbying efforts to maintain their status and privileges. And, per
haps more importantly, there are significant institutional complementarities between the 
corporate governance regime and other political and economic dimensions, such as the 
form of industrial organization, the flexibility of labor markets, the characteristics of the 
educational system, and the structure of political representation, which, taken together, 
engender different “varieties of capitalism.”80 As a result, particular corporate gover
nance systems may be less amenable to change than a closer focus on corporate dimen
sions alone would suggest.

4.1 Forms, Functions, and Idiosyncrasies

The corporate structure has long become universal. Irrespective of their origin, corpora
tions around the world today share certain core attributes, such as legal personality, trad
able shares, limited liability, delegated management, and investor ownership.81 These fea
tures, in turn, are increasingly relevant in emerging markets, as state-owned enterprises 
previously operating as governmental divisions in countries such as China and Russia, 
among many others, came to adopt the corporate form. But beyond the spread of corpo
rate organization itself, there has been a visible tendency toward the implementation of 
the wide array of corporate law and governance features prevailing in developed, and es
pecially Anglo-Saxon, markets—ranging from independent directors and fiduciary duties 
to insider trading bans and securities agency enforcement—to emerging market 
economies. Still, the intensity of such convergence, as well as the precise mix of best 
practices, can vary dramatically from one jurisdiction to another.

(p. 750) Focusing only on the adoption of identical corporate governance practices prevail
ing in developed countries would certainly understate the degree of actual convergence. 
Functional, rather than formal, convergence is often the norm.82 Diverse arrangements 
such as public company arbitration, stiff reputational sanctions, and governmental over
sight of firm performance all operate as institutional substitutes that further the goal of 
investor protection without conforming to international “best practices.”

Yet it would be both naïve and misguided to overstate the convergence thesis in its strong 
form. Just as functional convergence is feasible without accompanying formal conver
gence, the reverse is also true, as formally identical practices can have disparate signifi
cance in different underlying environments. Scholars have duly admonished the “elusive 
quest” for universal corporate governance standards, recognizing that identical practices 
can have diverse consequences depending on the prevailing ownership structures.83

Take, for instance, a longstanding policy prescription of the US corporate governance 
movement: the separation of the roles of board chair and CEO. By providing the board 
with independent leadership, the split of roles is designed to ensure that directors are in 
a position to effectively monitor the company’s management. However, despite major 
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strides, this recommendation remains highly contested in the US context of powerful 
CEOs, as independent chairs are still far from universal. In Brazil, where political opposi
tion to corporate governance changes is particularly fierce, companies have refrained 
from vetoing the inclusion of a mandatory split of positions as a listing requirement for all 
premium corporate governance listing segments on the BM&FBovespa.

The greater receptivity to independent board leadership by Brazilian firms is less due to 
their especially strong commitment to best practices of corporate governance than to its 
different contextual significance. In a system of highly concentrated corporate control, 
the primary source of agency costs is not managerial omnipotence but rather the poten
tial of abuse by controlling shareholders. While controlling shareholders typically seek to 
keep management on a tight leash, they do not always covet the consuming office of chief 
executive. And, even when they do, having an independent board chair may not be exact
ly threatening when she is elected by the controlling shareholder himself. In fact, a sub
stantial number of Brazilian companies already had a split in place—with the controlling 
shareholder serving as board chair and delegating everyday managerial decisions to a 
professional CEO—before the advent of the listing requirement, which makes it far less 
consequential in the Brazilian context of concentrated ownership than in the US system 
of dispersed ownership.

Similarly, while the United States has only recently embraced an advisory shareholder 
vote on executive compensation (“say on pay”) at least every three years, Brazilian corpo
rate law has long required shareholders to approve executives’ overall pay packages on 
an annual basis. In a context of concentrated ownership, however, the rule has different 
implications: it provides controlling shareholders with yet another opportunity to super
vise management as well as to approve their own salaries as board members. In some 
Brazilian (p. 751) firms, director compensation to members of the controlling family even 
exceeds the pay of the professional CEO.

As a general matter, the recent transformation in emerging markets’ governance has 
combined the influence of prevailing practices in mature markets with indigenously de
signed improvements. More recently, the origins of institutional transplants from foreign 
sources have also begun to change. Rather than invariably looking to developed countries 
for model norms and practices, emerging market economies have increasingly learned 
from each other’s experiences. The apparent success of Brazil’s Novo Mercado has invit
ed similar initiatives in India and the Philippines.84 After taking over traditional US firms 
such as Heinz and Burger King, Brazil’s 3G Capital fund has exported its ruthless efficien
cy-oriented management style. In the future, one can expect the cross-fertilization in cor
porate law to become ever more multidirectional, with mature economies receiving the 
influence of emerging markets’ norms and practices—not least due to the rising levels of 
foreign direct investment by multinationals and national champions from China, India, 
Brazil, and the like.
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4.2 Evolving Ownership Structures

Changes in ownership structure have proceeded at a somewhat slower pace. Given the 
continued predominance of concentrated ownership in the BRICs, hostile takeovers ei
ther remain exceedingly rare, or assume a very different meaning. In Russia, a “hostile 
takeover” is not, as one might expect, the acquisition of a controlling stake from public 
shareholders against managers’ will—a strategy which is hardly feasible given the pres
ence of a controlling shareholder in most companies. Instead, it refers to the relatively 
common, if extreme, practice of gaining control over a firm through dubious practices 
ranging from fraud and corrupt law enforcement to outright violence.85

In Brazil, the failure of the hostile bid by meat-processing firm Sadia for its chief competi
tor Perdigão—the first and only hostile takeover attempt in recent history—illustrates 
how the apparent increase in ownership dispersion in recent years may be illusory.86 

Despite the absence of a single controlling shareholder, the target’s several blockholders 
were party to a shareholders’ agreement, and acted swiftly to reject the offer notwith
standing its sizable premium. Even in India, where a non-trivial minority of firms is widely 
held, hostile takeovers have faced practical difficulties thanks to hefty regulatory hurdles 
to control changes as well as the presence of founder-friendly financial institutions. Past 
hostile bids have failed for reasons ranging from the outright refusal of the target compa
nies to register the acquired shares to strong political opposition leading to the enact
ment of regulatory impediments.87 (p. 752) A notable exception is Korea, where reforms 
following the Asian crisis left local firms vulnerable to foreign threats.88

When it comes to ownership structures, convergence came mostly from the opposite di
rection: while dispersed ownership remains rare in emerging markets, there has been a 
visible trend toward concentrated corporate control in the United States. Dual-class 
shares, once banned by the New York Stock Exchange (NYSE) listing standards until 
1984, used to be commonplace only in the South and continental Europe. In the 2000s, 
however, they experienced a revival in the US market, as founders of highly prominent 
technology firms, such as Google and Facebook, resorted to multiple voting shares to lock 
in control of the company before going public.89 Ironically, the US market might become a 
refuge for foreign firms seeking entrenched management structures. In 2013, Chinese in
ternet giant Alibaba announced that it would pursue a NYSE listing after the Hong Kong 
Stock Exchange—its initially preferred venue—refused to exempt it from the listing rules 
prohibiting dual-class stocks.

4.3 Stakeholders and Corporate Governance

Through the effect of concentrated ownership structures and accompanying legal institu
tions, the interests of (controlling) shareholders often take center-stage in emerging mar
ket firms.90 Yet—at least on the books—consideration of stakeholder interests is also par
ticularly salient in their governance. Even though the spurt in economic growth in the 
2000s ameliorated social conditions for many, poverty and inequality—not to mention hu
man rights violations—remain a major challenge in emerging market economies.91 In this 
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context, issues of distribution assume particular significance in shaping different doc
trines of corporate law.

In assessing the distributive effects of corporate governance policies, the degree of equi
ty ownership by the general population plays a fundamental role. In a “society of share
holders,” the norm of shareholder primacy assumes greater legitimacy compared to con
texts in which only a small fraction of the citizenry has a direct stake in stock market out
comes92—as is generally the case in emerging markets, where the recent capital market 
boom was mostly (p. 753) fueled by foreign investors. While on average 40% of the popula
tion in developed countries is invested in stock markets, the proportion falls to 5% in 
emerging economies (ranging, in turn, from a minuscule 0.3% in Brazil to approximately 
10% in China).93

Consequently, in an environment where stockholders are few and far between (and most
ly well-off to begin with), the conflict between the interests of shareholders and non-
shareholder constituencies assumes special significance. Distributional concerns aside, 
the norm of shareholder primacy might also fail to generate efficient outcomes if product 
markets are uncompetitive,94 a still common feature of developing countries.

Perhaps unsurprisingly, emerging markets have not fully embraced the pursuit of share
holder value as the exclusive normative goal of corporate law. Under Brazil’s corporations 
statute “the controlling shareholder must use its influence so as to make the company ful
fill its purpose and its social function, and has duties and responsibilities to the other 
shareholders, employees and the community in which it operates, whose rights and inter
ests he must loyally abide by and respect.”95 The statutory concept of abuse by control
ling shareholders is broad enough to explicitly encompass actions that harm not only the 
company or its minority shareholders, but also the “national economy.”

Social concerns have impinged on other facets of corporate law as well. Brazil, for in
stance, has embraced a particularly extensive version of the veil-piercing doctrine, there
by mitigating the attribute of limited shareholder liability in critical areas of law. Whenev
er the creditor is an employee or a consumer (as defined by consumer protection legisla
tion), shareholders may be—and recurrently are—held liable whenever legal personality 
poses an obstacle to the discharge of the companies’ obligations, despite the absence of 
fraud or other forms of abuse.

Rules addressing stakeholder interests appear in Chinese corporate governance as well. 
The main such interests are, of course, those of the state as run by the Communist Party. 
But the formally communist regime also pays considerable lip service to workers.

China has implemented employee board representation since its first modern Company 
Law of 1994. The 2006 legal reforms gave the prior requirement teeth by fixing the mini
mum participation of workers at one-third of the supervisory board.96 The same statute 
provides that “[i]n the course of doing business, a company must comply with laws and 
administrative regulations, conform to social morality and business ethics, act in good 
faith, subject itself to the government and the public supervision, and undertake social re
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sponsibility.”97 Moreover, concerns about pay disparities and internal pay equity have led 
the Chinese government to cap executive compensation at 20 times average employee 
salary in all SOEs overseen by the State-Owned Asset Supervision and Administrative 
Commission of the State Council (SASAC), the governmental agency that serves as the 
controlling shareholder for China’s largest SOEs.98

(p. 754) While instances of human rights abuses, environmental degradation, and haz
ardous consumer products are still recurrent, China, at least on paper, has made formal 
progress when it comes to the embrace of Western-style corporate social responsibility 
(CSR) with “Chinese characteristics.”99 Chinese stock exchanges have required listed 
companies to disclose their CSR policy. The State-Owned Asset Supervision and Adminis
trative Commission of the State Council (SASAC)—the governmental agency that serves 
as the controlling shareholder for China’s largest SOEs—has issued a Guide Opinion on 
CSR.100 While labor rights and environmental obligations figure prominently in the CSR 
movement in China, the promotion of human rights remains conspicuously absent.101

India’s Companies Act of 2013 is particularly innovative in its approach to social consid
erations. Although reasonable minds may differ on its merits, the statute breaks new 
ground in requiring companies to spend at least 2% of average net profits to promote 
their corporate social responsibility policy, preferably in local areas, or to otherwise ex
plain the reasons for noncompliance. Moreover, the Act requires directors to “act in good 
faith to promote the objects of the company for the benefit of its members as a whole, and 
in the best interests of the company, its employees, the shareholders, the community and 
for the protection of the environment.”102 It also seeks to promote female participation on 
corporate boards, albeit timidly, by conditioning the increase in the number of directors 
beyond fifteen to the presence of at least one female board member.

Yet emerging markets are not alone in the trend (however meritorious) of internalizing 
social issues in corporate governance. In the last decade, a number of European coun
tries, such as Norway, France, and Italy have mandated minimum quotas for female direc
tors on boards. Under the UK Companies Act of 2006, directors are under a duty to pro
mote the success of the company for the benefit of shareholders, but must pay due regard 
to other interests such as those of employees, customers, and the community. In the Unit
ed States, too, social concerns have recently made a reappearance, even if mostly in the 
form of new disclosure requirements on subjects such as the consideration of diversity in 
director appointments, the pay gap between chief executives and their employees, and 
even in the use of “conflict minerals” from the Democratic Republic of the Congo.

5 Conclusion
Today’s emerging markets comprise a historical category rooted in the early promise, and 
later success, of capital market development. The rapid stock market growth in the last 
decades was associated with a deep transformation in the underlying institutional infra
structure, even if not always through the adoption of the same mechanisms prevailing in 
developed markets. Instances of formal convergence to international (and especially US) 
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corporate governance best practices abound. The significance and practical conse
quences of these transplanted practices in this new context may, however, be quite differ
ent from what (p. 755) would be expected in their original environment. Critically, emerg
ing markets governance is far from uniform, and the degree of internal diversity might 
even increase in the future, as the great variation in their political, economic, and legal 
conditions will likely continue to impact the performance of their economies and stock 
markets going forward.

Finally, the very category of emerging markets itself is unlikely to remain stable over 
time. As the BRIC economies seemed to falter in the second decade of the twenty-first 
century, new acronyms surfaced to describe then popular investment destinations. Irre
spective of the precise mix of jurisdictions, attention to the corporate laws and gover
nance structures in a broader array of jurisdictions beyond the traditional few of the 
wealthy West is likely here to stay—to the great benefit of those interested in the role of 
legal institutions in shaping capitalism’s different incarnations.
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Abstract and Keywords

This chapter focuses on the governance ecology of China’s state-owned enterprises 
(SOEs). More specifically, it examines the mechanisms of state capitalism in China by an
alyzing the distinctive system of industrial organization in which the country’s largest 
SOEs were assembled and currently operate. After providing the conceptual background, 
the chapter charts the origins of Chinese corporate capitalism and how it is presently or
ganized. It then considers the key components and main organizational characteristics of 
the national business groups and contrasts them with those in Japan and Korea. It also ex
plores SASAC’s behavior as a controlling shareholder within the larger institutions of the 
party-state and how it shares the role of controlling shareholder with the Communist Par
ty. Finally, it assesses the implications of the analysis for comparative corporate gover
nance scholarship.
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1 Introduction
1CHINA’S emergence as a global economic power poses enormous explanatory challenges 
for scholars of comparative corporate governance. While China appears to present a new 
variety of capitalism, frequently labeled “state capitalism,” the features and implications 
of this system are still poorly understood.2 Particularly since China’s economic system 
may be in its early stages of development, understanding the mechanisms by which state 
capitalism currently operates and how they may change as Chinese enterprises globalize 
is a pressing task for researchers.

One highly distinctive characteristic of state capitalism in China is the central role of 
about 100 large, state-owned enterprises (SOEs) controlled by organs of the national gov
ernment in critical industries such as steel, telecom, and transportation. Although only a 
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handful of these firms, such as Sinopec and China Mobile, have become household names 
in the West, the state sector dominates major industries in China and is increasingly ac
tive in global markets. As The Economist noted, “as the economy grows at double-digit 
rates year after year, vast state-owned enterprises are climbing the world’s league tables 
in every industry from oil to banking.”3 China now has the world’s second largest concen
tration of (p. 757) Fortune Global 500 companies (73),4 and the number of Chinese compa
nies on the list has increased at an annual rate of 25% since 2005. These are China’s na
tional champions.

More than two-thirds of Chinese companies in the Global Fortune 500 are SOEs. Exclud
ing banks and insurance companies,5 controlling stakes in the largest and most important 
of the firms are owned ostensibly on behalf of the Chinese people by a central holding 
company known as the State-Owned Assets Supervision and Administration Commission 
(SASAC), which has been described as “the world’s largest controlling shareholder.”6 In 
many respects the concept of state capitalism in China—particularly the organizational 
structure and broad governance regime surrounding these national champions—remains 
a black box. In part, this is due to scarcity of reliable data, but it is also a result of the 
way scholars have approached the subject.7 Most corporate governance scholars working 
on China, for example, have taken the individual firm—the publicly listed company—as 
the unit of analysis, even though corporate groups are pervasive in China’s state-owned 
sector and the listed firm is just one part of a complex web of corporate entities and rela
tionships that characterize Chinese state capitalism. Moreover, scholars often begin and 
end their analyses by benchmarking the governance attributes of Chinese listed compa
nies against global (which typically means US) corporate governance standards and insti
tutions. This approach produces insights, to be sure, but it invariably focuses the 
analyst’s attention on what the Chinese system lacks, as opposed to how it is constructed 
and actually functions. As was the case with scholarship on Japanese corporate gover
nance in the 1990s, real headway in understanding China’s variety of capitalism will 
come by analyzing the system on its own terms, rather than by reference to what it lacks.

This chapter explores the mechanisms of state capitalism in China by analyzing the dis
tinctive system of industrial organization in which the country’s largest SOEs were as
sembled and operate. To aid in the exploration, the focus is extended beyond the usual 
corporate governance concern with agency relationships in an attempt to understand the 
relational ecology that fosters production in a system where all roads eventually lead to 
the party-state. Two simple analytical constructs are introduced for this purpose: Net
worked hierarchy is the way top-down governance features within individual state-con
trolled corporate groups are coupled with extensive linkages to other state-controlled in
stitutions. Institutional bridging is the pervasive use of personnel rotation systems, equity 
ownership structures, and strategic forms of cooperation such as joint ventures, which 
serve to unite separate components of the state sector. These mechanisms create net
works among business and other organs of the party-state, promote information flow and 
provide high-powered incentives to actors in the system by linking corporate perfor
mance and political (p. 758) advancement. Together, these features can be thought of as 
means to assemble what Mancur Olson called an “encompassing organization”—a coali
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tion whose members “own so much of the society that they have an important incentive to 
be actively concerned about how productive it is.”8

The chapter proceeds in six parts. Part 2 provides conceptual background for the study of 
Chinese SOEs. Analyzing the relational ecology in which large state-owned corporate 
groups operate provides a framework for understanding where Chinese corporate capital
ism originated and how it is currently organized. Part 3 uses the conceptual frame to illu
minate the key components and main organizational characteristics of the national busi
ness groups, contrasting certain features of the groups with those in Japan and Korea. 
Part 4 analyzes SASAC’s behavior as a controlling shareholder within the larger institu
tions of the party-state. It explores the ways in which SASAC shares the role of control
ling shareholder with the Party, and the institutional bridges linking the Party, the nation
al champions, and the government in the management of state-owned enterprises. Part 5 
discusses the implications of the analysis for comparative corporate governance scholar
ship. Part 6 concludes.

2 Understanding Chinese Industrial Organiza
tion

2.1 Introduction

Two decades of comparative corporate governance scholarship have shown that success
ful forms of corporate capitalism do not have identical features around the world. On the 
contrary, firms differ systematically in their ownership structures, sources of financing, 
and the surrounding set of national legal and market institutions in which they develop.9

The spark for this insight, now so thoroughly explored as to seem prosaic in hindsight, 
was the striking economic ascendance of another East Asian country—Japan—in the 
1980s. Two decades ago, observers recognized that while Japanese firms were globally 
competitive, their ownership structures, financing patterns, and governance norms bore 
little outward resemblance to those of US public firms, whose features had long been tak
en for granted as the natural end point of an evolutionary process in the formation of the 
“modern” corporation.10

Today, the world is once again confronted with a distinctive and globally important eco
nomic system in East Asia whose features appear opaque and even menacing to out
siders. Although China’s economic system has received a label, much work remains to un
derstand how “state capitalism” is organized. As in the case of Japan in the 1980s, most 
of the corporate governance literature on China is preoccupied with agency costs and 
monitoring in publicly listed firms. Indeed, Ronald Gilson and Mark Roe’s 25-year old ob
servation on the (p. 759) intellectual obstacle to understanding Japanese industrial organi
zation remains apt in relation to China: “Viewing the Japanese system through Berle-
Means blinders, in the belief that it reflects only an effort to bridge the separation of own
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ership and control, will cause us to misunderstand it and, as a result, to miss the lessons 
that comparative analysis can offer.”11

Similar to the way in which the early literature on Japan sought to locate the “missing 
monitor” in the main bank system, many analysts of Chinese corporate capitalism have fo
cused exclusively on agency problems in listed companies.12 The search for solutions has 
taken most commentators down a path whose grooves were cut by US corporate gover
nance logic, with a focus on independent directors, the market for corporate control, and 
robust securities regulation. This approach generates a lengthy list of (predominantly US-
style) formal institutions whose development is deemed crucial to the future transforma
tion and improvement of Chinese corporate governance. What it fails to do is confront a 
puzzle at the core of contemporary Chinese capitalism: how is a system without a pletho
ra of formal institutions deemed important to Western firms producing a rapidly expand
ing list of Fortune 500 companies, and possibly supporting sustained levels of economic 
development in China?

Some commentators, recognizing but largely sidestepping the puzzle, claim that “rela
tionships” are the key to success of the Chinese economy.13 This is almost certainly an ac
curate observation. But analysis of the precise nature of these relationships and their role 
in the scheme of Chinese industrial organization is typically omitted in favor of references 
to cultural proclivities or historical influences.14 As one of us has argued in joint work 
with Ronald Gilson, “governmentally encouraged commercial performance” under an au
thoritarian political regime attuned to incentives may be doing the work of formal legal 
institutions in the Chinese economy, allowing small-scale reputation-based trading to be 
scaled up to the point where entry into the global economy is possible.15 And as we sug
gested there, business groups fostered by the political regime and deeply entwined with 
Chinese Communist Party leadership may be central to the developmental success of the 
regime.

This chapter represents an attempt to dig deeper into the structure and organizational 
ecology of the business groups at the center of China’s system of state capitalism. The ac
count attempts to unearth the mechanisms underlying the uniquely encompassing nature 
of Chinese industrial organization and its concern not only with corporate governance, 
but (p. 760) also with production, the transmission and implementation of industrial policy, 
and the maximization of state welfare, at least as interpreted by elite actors within the 
system.

2.2 Chinese Industrial Organization as a Networked Hierarchy

State capitalism as practiced in China has a remarkably complex architecture. To help 
make sense of it, this section develops a simple stylized model of Chinese industrial orga
nization as it relates to nationally important firms and the corporate groups in which they 
are nested.
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2.2.1 A Simple Analytical Construct
The organizational structure of state capitalism as practiced in China can be thought of 
as a networked hierarchy. This term captures a chief characteristic of the scheme of in
dustrial organization: vertically integrated corporate groups organized under SASAC, the 
state-affiliated controlling shareholder, with strategic linkages to other business groups 
as well as to governmental organs and state institutions such as universities, enmeshed in 
a helix-like personnel appointment process of rotations managed jointly by the Commu
nist Party and SASAC.

The hierarchical aspects of Chinese industrial organization are readily apparent. They 
range from the vertical integration of firms along the production chain to the top-down 
character of industrial policy formulation and transmission in an authoritarian political 
regime.16 But the Chinese system is not simply one in which vertically integrated groups 
transmit commands from state economic planners to SASAC and down through a chain of 
vertically integrated firms. These hierarchical structures are embedded in dense net
works—not only of other firms, but also of party and government organs. These networks 
appear to facilitate information flow from the bottom up as well as from the top down. 
They foster relational exchange and collaboration on many levels of the production and 
policy implementation processes. And they provide high-powered incentives to leaders 
within the system because success in business leads to promotion and accompanying re
wards in the political realm, and vice versa. This combination of authoritarian hierarchy 
and collaboration within high-powered incentive structures is reminiscent of another 
mechanism of economic transitions—private equity investments.17

As discussed below in detail, these dense networks are the result of numerous pathways 
that link individual components of the system. Some are engineered through formal legal 
means, such as by contract or through shareholding relationships. Others are the result 
of personnel practices followed by the Communist Party and SASAC. Still others are in
corporated into the distinctive notion of “representation” in Chinese governmental or
gans, which (p. 761) assigns seats to select business leaders. The term institutional bridg
ing is used to describe this practice.

One helpful way to view these constructed networks at the center of Chinese state capi
talism is through the lens of Mancur Olson’s concept of an “encompassing coalition.” For 
Olson, this is a group representing a large enough segment of the population that it has 
incentives to grow the pie, as opposed to a “distributional coalition” representing a nar
row segment of society, which tries to get a bigger slice for its members.18 Olson focused 
on group size as the key distinguishing characteristic between encompassing and distrib
utional coalitions, but in addition to size, it seems important that the encompassing coali
tion includes all members whose participation can have a major impact on development—
a broad cross-section of political and business elites in society. The networked hierarchy 
resulting from institutional bridges is a means of creating precisely this type of large 
managerial coalition with control over developmental policy formulation and implementa
tion.
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The aim in introducing these concepts is descriptive, not normative. These features of 
Chinese industrial organization do not necessarily lead to production efficiency. Olson 
himself noted that encompassing organizations will not necessarily lead to efficiency un
der all circumstances. The networks described here likely produce countervailing effects: 
They enhance efficiency by fostering information sharing, reducing opportunism through 
repeat play, providing high-powered incentives, and reducing frictions in policy imple
mentation. But they also reduce competition and transparency, multiply agency relation
ships, and soften budget constraints. The interesting question for purposes of this chap
ter is not whether the state sector is more efficient than the private sector, but how the 
state sector has produced globally important firms and supported economic growth in the 
absence of formal infrastructure deemed essential in the standard theories on the rela
tionship between institutions and development.

2.2.2 A Stylized Model
The networked hierarchy and institutional bridging concepts bring into focus the main or
ganizational features of, and linkages among, the corporate group structures in which the 
national champions are nested. Figure 28.1 is a stylized picture of a national champion 
group.

Four features of this structure are highlighted here, as they will be the focus of attention 
in the succeeding parts of the chapter. First, in contrast to the main postwar Japanese 
keiretsu and Korean chaebol corporate groups, Chinese business groups are vertically in
tegrated firms focused on a particular industry or sector, not diversified groups involved 
in a wide range of industries. In complementary fashion, and again in contrast to keiretsu 
and chaebol structures, shareholding is hierarchical: firms higher in the structure own 
downstream subsidiaries, but there is very little upstream or cross-ownership among 
group firms. Second, most of the national business groups in China contain four main 
components: (1) the core (parent holding) company, whose shares are wholly owned by a 
government agency in the form of SASAC; (2) one or more publicly traded subsidiaries—
the global face of the national champion—a majority of whose shares are held by the core 
company; (3) a finance (p. 762) company, which serves many important financing needs of 
the group, and has certain parallels with the Japanese main bank; and (4) a research in
stitute that coordinates innovative processes of the group. Third, monitoring is carried 
out within two parallel structures, a familiar one provided by the corporate law, with 
SASAC as controlling shareholder, and a party-based structure that shadows the corpo
rate hierarchy, especially as to high-level managerial appointments.
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Figure 28.1  National Champions as Networked Hier
archy.

Crucially, however, these group components, as well as their top individual managers, are 
extensively networked to the larger system of industrial organization. Although the vari
ous corporate groups are distinct from each other both legally and functionally, comple
mentary groups are linked in important ways. Inter-group joint ventures, strategic al
liances, and equity holdings are the corporate mechanisms providing such linkages. But 
the party-state, acting through SASAC and the Organization Department of the Party, pro
vides another, probably more crucial, means of uniting the groups into a complementary 
whole. Finally, the economic aspects of this structure are linked through institutionalized 
personnel channels and political practices to governmental organs such as the National 
People’s Congress, to important party organs, and to non-economic state institutions such 
as universities. These are the institutional bridges that unite separate components of the 
system.

2.3 Background

After an unsuccessful experiment with the formation of contract-based business alliances 
in the initial economic reform period, the Chinese central government took more control 
over the creation of business groups in the 1990s. The State Council formed 120 groups 
concentrated in critical industries, such as automobiles, machinery, electronics, steel, and 
transportation. The groups benefited from a range of preferential policies in areas rang
ing from taxation to government contracts and eligibility for stock exchange listing. The 
stated (p. 763) purpose of the government in forming these groups was to achieve 
economies of scale, facilitate inter-firm collaboration, and enhance international competi
tiveness. Formation of vertically integrated groups also had the administrative advantage 
of streamlining control over the economy: a small number of major firms would serve as 
conduits through which policy could be transmitted to vast numbers of enterprises orga
nized under the core firms. By the mid-1990s, creation of national champions was explic
itly recognized as a goal of the central government.

After years of experimentation with organizational structure, in 1998 a relatively clear 
concept of the business group emerged with the promulgation of Provisional Rules on 
Business Group Registration. Though “provisional,” these rules are still in effect. Subject 
to various threshold qualifications, a business group is defined as a group of entities com
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prised of four layers: (1) a parent company and (2) its controlled subsidiaries (the two re
quired layers), along with (3) non-controlled subsidiaries and (4) other firms which collab
orate with the core company or its subsidiaries (two optional layers). In order to be regis
tered, group members must enter into an agreement (Articles of Grouping) specifying the 
group’s boundaries and internal governance rules. Only registered business groups quali
fy for important benefits, such as eligibility to establish a finance company.

This group formation process, together with the more basic step of “corporatization” of 
state enterprises—that is, the transformation of state agencies involved in economic ac
tivity into joint stock corporations—raised a variety of well-documented agency problems, 
including the most vexing: When a corporate asset is theoretically owned by “the people,” 
who is the principal? In recognition of this problem, several attempts were made to cre
ate a controlling shareholder, leading to the establishment of SASAC in 2003. In theory, 
SASAC represents the state as “owner” and exercises shareholder’s rights on its behalf. 
SASAC’s distinctive role as a controlling shareholder within the context of the party-state 
will be examined in Part 4 below.

3 National Business Groups
The networked hierarchy and institutional bridging concepts are now used to examine the 
key members, networked structure, and internal governance mechanisms of the groups.

3.1 Components

3.1.1 Core (Parent) Company
As noted, Chinese corporate groups have a multi-tiered hierarchical structure. At the top 
of the group is the core company. Core companies were typically formed by “corporatiz
ing” a government ministry with jurisdiction over a particular industry. For example, each 
of the core companies in the national petroleum groups was hived off from the former oil 
ministry and transformed into a corporate entity. The core company acts as a holding 
company, serving as an intermediary between SASAC and group firms that engage in ac
tual production. The core company coordinates information flow and resource allocation 
within the (p. 764) group. It transmits policy downward from the state to group members, 
and provides information and advice upward from the group to state economic strategists 
and planners. As Chinese commentators explain, “The key sectors and backbone indus
tries are still controlled by the state through wholly state-owned or state-invested enter
prises. . . In reality, the state can control the nationally important industries and key ar
eas to lead the economy simply by grasping a few hundred large state-owned holding 
companies or business groups.”19

3.1.2 Listed Company
The external face of the national champion is not a group of companies but a single firm, 
whose shares are publicly traded on the Chinese or Hong Kong stock exchanges and of
ten on other major exchanges as well. For example, PetroChina, one of the largest oil 
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companies in the world, whose shares are listed on the Shanghai and New York stock ex
changes, is the external face of the CNPC Group, whose core company is the China Na
tional Petroleum Corporation. SASAC’s strategy in managing groups under its supervi
sion has been to consolidate high-quality assets in specific companies and to seek public 
listing for those firms. These listed firms are the focus of most scholarship on Chinese 
corporate governance to date.

3.1.3 Finance Company
One of the key benefits of registration as a group is eligibility to establish a finance com
pany—a nonbank financial institution that provides services to group members.20 Finance 
companies are exempt from the general prohibition on inter-company lending.21 Under 
the current legal framework, a finance company provides services on behalf of group 
members similar to those of commercial and investment banks. Subject to approval by 
banking regulators, they are authorized to engage in a wide range of activities, including 
accepting deposits from and making loans to member companies, providing payment, in
surance, and foreign exchange services to members, and underwriting the securities of 
member firms. They also engage in consumer finance related to the products of group 
members, and invest in securities issued by financial institutions.22 Deposits from group 
member companies comprise their main source of funds. Almost all finance companies 
are members of state-owned groups, either at the national or provincial level, and many 
are formidable in size.

In its role as the hub of group financial transactions, the Chinese finance company is a 
partial analogue to the Japanese main bank, at least as it operated in the heyday of post
war Japanese corporate finance and governance. However, there are several key differ
ences. In (p. 765) contrast to widespread, if low-level, cross-shareholding ties between 
Japanese main banks and their most important borrowers, the Chinese finance company 
holds virtually no equity in other group member firms, and few or no firms other than the 
core company own shares in the finance company. While the finance company can be uti
lized by the core company to help monitor group members, there is no evidence that fi
nance companies perform an independent monitoring function, particularly with respect 
to the core company or listed companies in the group.

The Japanese banking system, particularly its perceived corporate governance benefits, 
was attractive to Chinese observers during the formative period of China’s process of 
economic transition in the early 1990s.23 In this period, legal and economic scholars 
widely argued that equity ownership by the main bank in its borrowers had important 
governance benefits,24 and that the main bank served as a “delegated” or “contingent” 
monitor on behalf of other lenders to group firms.25 It was even argued that the main 
bank substituted for the market for corporate control in Japan by displacing managers of 
financially troubled firms.26 Yet China’s finance companies bear only weak resemblance 
to the main bank system, serving primarily as an instrument of the core company for the 
purposes of internal group capital allocation. Moreover, unlike the situation in Japan, at 
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this stage there is relatively little equity ownership of banks by the corporate sector, al
though this may be changing.

Given China’s attraction to the Japanese model during a formative period in the formation 
of business groups, why did the country’s economic strategists not pursue a financial and 
governance structure for its business groups that bore closer resemblance to the Japan
ese system circa the late 1980s? Two complementary explanations, closely linked to 
China’s overall system of economic governance, might be offered. The first is that disper
sion of governance rights in member firms to nonbank financial institutions would poten
tially dilute and complicate the hierarchical structure of economic management made 
possible by group formation under centralized state supervision. Second, the creation of 
nonbank finance companies within business groups—what one commentator has called 
“outside the plan financial intermediaries”27—poses an obvious competitive threat to the 
(largely state-owned) commercial banking sector. As such, Chinese regulators have been 
vigilant about not expanding the scope of finance company activities to the point that 
they constitute a complete substitute for Chinese commercial banks.

(p. 766) 3.1.4 Research Institutes
Chinese policy makers have encouraged business groups to include research institutes as 
members in order to promote high-technology development and increase international 
competitiveness. Most of the national business groups contain one or more research insti
tutes. The research institutes conduct R&D, particularly applied research in areas related 
to the group’s products and production processes. Often, the research institutes collabo
rate with universities on particular projects to derive complementarities between the ap
plied focus of business R&D programs and the theoretical approach of academic re
searchers.

Typically established as not-for-profit institutions, the research institutes receive funding 
from the core company in the group. Research institutes in groups with a diverse range of 
products may be multi-layered, with a chief institute affiliated with the core company and 
second-tier institutes established under particular operating subsidiaries. Intellectual 
property arising out of the research activities is typically owned by the core company, or 
allocated by contract in joint projects with outside institutes.

3.2 Membership and Internal Governance

Membership in most business groups is based on equity ownership of member firms by 
the core company. Although membership based on purely contractual relations among 
firms is permitted under the regulations on business groups, it is not common. The pre
dominance of equity ties is a reflection of governance concerns by both the core company 
and the state. For the core company, equity ownership provides a more direct and flexible 
form of control than contract. For the state, the objectives of group formation are more 
effectively advanced through corporate ownership than loose affiliations of business part
ners.
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In considerable contrast to business groups in Japan and Korea, equity ownership in Chi
nese business groups typically runs only in one direction: from the core company to 
downstream subsidiaries. Very little cross-share ownership is found in Chinese business 
groups. Again, governance concerns—both corporate and political—appear to be the pri
mary reason. The core company, as the dominant player in the group with ultimate group-
wide decision-making authority over personnel and strategic issues, has little use for up
stream share ownership; top-down stock holdings reflect and reinforce the hierarchical 
structure of the group. For the government, the core company’s role as delegated manag
er and monitor of group firms would not be enhanced—indeed it may be complicated—by 
cross-shareholding linkages among group firms. Moreover, to the extent that cross-share
holding is used to promote enhanced monitoring of, or risk sharing among, group mem
bers in countries such as Japan, this function may not be complementary to Chinese cor
porate group structures given pervasive party involvement in group firms and other 
forms of party-state monitoring outside the confines of corporate law norms.

Internal group governance structures are specified in a legally binding agreement called 
Articles of Grouping, which is adopted by all members. The Articles are state-supplied 
standard form contracts required of all registered business groups, but their specific pro
visions are largely composed of default rules. In reality, the core company dictates the 
terms of the Articles, and the internal governance rules grant it veto rights and other en
hanced governance rights with respect to the group. Many Articles provide for plenary or 

(p. 767) management bodies to facilitate group or delegated decision making, respectively, 
but these organs typically either have only advisory power or are structured so that the 
core company effectively controls their decision-making processes. In short, governance 
in a Chinese business group is a largely top-down process, but one that is open to infor
mation and participation from below.

3.3 Networks

The foregoing are the main components of the corporate groups and the mechanisms by 
which member firms are linked. But the mechanisms of Chinese state capitalism operate 
by joining the corporate groups into a much larger network of organizations affiliated 
with the party-state. It is this aspect of Chinese state capitalism that generates its most 
distinctive features and raises the thorniest questions for competitors and regulators 
abroad. The larger networks in which individual corporate groups are embedded are ex
amined below.

3.3.1 Inter-Group Networks
While groups in the same industry do sometimes compete domestically, SASAC has en
couraged collaboration among the national groups in overseas projects to increase their 
global competitiveness. These linkages, often among groups in complementary industries, 
are designed to facilitate technological development, as well as a host of other objectives, 
such as information sharing, marketing, and pooling of capital for capital-intensive 
projects. These linkages typically take two forms: equity joint ventures and contractual al
liances. We illustrate a few of the inter-group networks in the national steel groups by 
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Figure 28.2  Inter-Group Networks: An Illustration.

way of example. The number of relationships involving companies in these groups is actu
ally much greater than is pictured here.28 Figure 28.2 illustrates the use of both owner
ship and contract to construct inter-group networks. It also shows how networks are con
structed among both complementary groups and groups of erstwhile direct competitors.

3.3.2 Central–Local Inter-Group Networks
National groups under SASAC control are sometimes linked to business groups under the 
control of local governments. (Figure 28.2 provides an example from the steel industry: 
provincial group Hebei Iron & Steel has an equity ownership interest in national champi
on BaoSteel.) These linkages are the result of an evolving dynamic between the central 
and local governments. Initially, local governments sought investment from the national 
groups to rescue moribund local SOEs. As the national groups expanded, local govern
ments began to view them as a competitive threat to local business. Local protectionism 
increased, and a push was made to create “provincial champions.” The relationship be
tween national and local groups changed again as a result of the global financial crisis, 
which prompted renewed cooperation. The local governments came to view the national 
champions as sources of (p. 768) support for small and medium-sized enterprises, which 
suffered when they lost the backing of foreign and private companies. For the national 
groups, which are under pressure from their governmental supervisors to grow, tie-ups 
with local groups are an avenue of expansion.

3.3.3 Business Group–Government/Party Networks
Of course, as “state-owned” enterprises supervised by SASAC, all national champions are 
connected to the central government. But this simple syllogism masks the density of the 
networks which tie the leading business groups to institutions of the central government 
and the Communist Party. Multiple institutional bridges facilitate the network. The first is 
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the China Group Companies Association, which is formally designed as an intermediary 
between the national business groups and the central government. It is overseen by both 

(p. 769) SASAC and the Ministry of Commerce. The Association’s board of directors is 
composed of senior government officials from these and other economic ministries, as 
well as top managers of the most important national business groups. The Association 
functions as a vehicle for airing issues of concern to the central SOEs and reporting to 
the State Council. Recent issues discussed by the Association include streamlining the 
government approval process for foreign investments and improving internal risk con
trols in connection with foreign investments. The Association also lobbied, against strong 
resistance from banking regulators, for the establishment of the finance companies with
in corporate groups.

A second bridge is the practice, with roots dating to the period prior to the establishment 
of SASAC, of granting substantive management rights in a nationally important SOE to 
the ministry with supervisory authority over the industry in which it operates. For exam
ple, the Ministry of Industry and Information Technology retains important management 
rights over China Mobile, including the power to nominate its top managers, even though 
China Mobile is part of a national business group whose core company is 100% owned by 
SASAC. In some industries, high-level two-way personnel exchanges between ministries 
and national groups reinforce this link.

A third institutional bridge is the routine exchange of personnel between SASAC and the 
central SOEs it supervises. In a policy designed to promote “mutual adaptation in politi
cal and professional qualities,”29 50 to 60 SOE managers are seconded to SASAC annual
ly for one-year periods, and vice versa. Available data on this practice suggest that the 
corporate managers seconded to SASAC are fairly senior and are sent from leading enter
prises. The SASAC officials are relatively junior. This suggests that the practice is not pri
marily designed to facilitate SASAC’s monitoring of the SOEs, but rather to build SASAC 
capacity and promote cooperation between the SOE sector and the government.

A fourth institutional bridge between the national champions and the government is the 
practice of reserving a number of positions in several elite (if functionally obscure) gov
ernment and party bodies for leaders of the national SOEs. Chief among these are the Na
tional People’s Congress—the central government’s symbolic legislative body—the Na
tional People’s Political Consultative Conference, an advisory body composed of represen
tatives of different social and political groups, and the National Congress of the Chinese 
Communist Party, the Party’s general assembly. For example, based on a pool of candi
dates recommended by the party committees of the 120 central enterprises extant at the 
time, SASAC nominated 22 managers as representatives to the 11th National People’s 
Congress, and 99 managers to the 11th National People’s Political Consultative Confer
ence, both of which ran from 2008 to 2013. In 2007, the Party Committee of SASAC and 
the party committees of the 120 central enterprises selected 47 members to the 17th Na
tional Congress of the Chinese Communist Party. The composition of the selected mem
bers was determined on instructions from the Central Organization Department of the 
Party, which specified that no more than 70% of the positions should go to top managers 
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of the core companies, and no less than 30% to middle managers of core companies and 
top managers of their subsidiaries.30

(p. 770) The Party also plays a major role in personnel appointments in the national busi
ness groups. One-third of the employees in the national SOEs are members of the Party,31

and party organizations exist within each level of the business group hierarchy. At one 
time, there may have been ideological reasons for the Party’s pervasive role in SOEs. But 
a compelling political economy explanation for the practice is also apparent. The party 
constitutes a massive interest group that maintained extensive ties to economic enterpris
es in the central planning era. Indeed, in this era there was often little separation be
tween governmental, economic, and social organizations, with party involvement perva
sive across all three spheres of activity. Corporatization and other economic reforms 
could have posed a major threat to important dimensions of party rule. Institutionalized 
party involvement in the post-reform state-owned sector can be seen as a way of buying 
the support of the party for reforms that it may have otherwise blocked. The Party is also 
functionally well situated to monitor personnel in the SOEs. As one commentator notes, 
“[t]he Party’s control over personnel was at the heart of its ability to overhaul state com
panies, without losing leverage over them at the same time . . .. The party body with ulti
mate power over personnel, the Central Organization Department, is without doubt the 
largest and most powerful human resources department in the world.”32

4 The Party-State as Controlling Shareholder
Atop the national groups is SASAC, ostensibly “the world’s largest controlling sharehold
er.”33 Controlling shareholder regimes are prevalent throughout the world, and in this 
sense, China’s variety of capitalism shares an important trait with corporate capitalism in 
many other developing and recently developed countries, including, for example, Brazil, 
India, and Korea. Although, in contrast to state control in China, in other countries the 
controlling shareholder is typically the founding heir or members of his family, as one 
scholar has recently argued, “it is easy to overstate the extent to which the interests of 
the government as a controlling shareholder differ from those of private controlling 
shareholders.”34 This is because, regardless of identity, all controlling shareholders face 
similar incentives. On the one hand, the size of their ownership stakes provides incen
tives to monitor managerial performance more closely than do shareholders in dispersed 
ownership systems. But controlling shareholders also have unique incentives to maximize 
“private benefits of control” by engaging in transactions that expropriate wealth from mi
nority shareholders.

(p. 771) Macro-level generalizations and comparisons with other controlling shareholder 
regimes, however, are likely to mislead, because several aspects of China’s regime make 
it highly distinctive. For one, it is uniquely encompassing in scope. In no other developed 
or developing country is a single shareholder—private or public—so pervasively invested 
in the leading firms in the national economy. More importantly, as explained below, it is 
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misleading to attribute to SASAC the same bundle of control rights associated with con
trolling shareholders in other regimes.

4.1 SASAC as Ostensible Controller

The complex nature of SASAC’s control rights in the national champions cannot be under
stood without at least a thumbnail sketch of its origins. The national SOEs were carved 
out of central government ministries in the “corporatization” process, which transformed 
governmental organs into joint stock companies. Initially, control shares in the SOEs were 
held by the ministries from which they had been created, with predictably negative re
sults, such as lack of central coordination and weak oversight. In 1988, the State Council 
established the Bureau of State Assets Management, an agency supervised by the Min
istry of Finance. Despite its name, the bureau did not actually centralize management 
rights over the SOEs; in reality, control remained dispersed among a range of ministries 
with jurisdiction over separate corporate activities such as investment and trade, as well 
the Communist Party, which was involved in labor and wage issues. The bureau was even
tually absorbed by the Ministry of Finance, effectively abolishing it, and control rights re
mained dispersed.

SASAC, established under the State Council in 2003, represents a second attempt to con
solidate control rights over the national SOEs. But SASAC is a work in progress, and the 
legacy of shared control rights was not overcome by its mere establishment. This is par
ticularly true given its location in the government organizational chart: although SASAC 
is a ministerial level agency, so are 53 of the most important SOEs under its supervision. 
SASAC faces potential resistance not only from the firms it supervises but from the com
peting agendas being pursued by other important ministries such as the Ministry of Fi
nance.35 As one commentator notes, “In practice, SASAC has faced an uphill struggle to 
establish its authority over the SOEs that it supposedly controls as a representative of the 
state owner.”36

Until recently, there was no overarching legal authority governing SASAC in its role as 
controlling shareholder. In 2008 a Law of the PRC on State-Owned Assets of Enterprises 
(SOE Asset Law) was enacted to “safeguard[] the basic economic system of China . . . , 
giving full play to the leading role of the State-owned economy in the national 
economy.”37 In essence, the law formally recognizes SASAC as an investor—a shareholder 
in the national SOEs, with the ordinary rights and duties of a shareholder. Ostensibly, the 
law confines SASAC to this role38 (p. 772) and governs the agency’s performance of its 
functions as an investor.39 But there are no formal mechanisms in the law to enforce 
SASAC’s responsibilities, and in reality, the law grants SASAC powers greater than those 
available to it as a shareholder under China’s Corporate Law. In short, SASAC has both 
less and more power as a controlling shareholder than meets the eye.
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4.1.1 Control Rights in Management
As with controlling shareholders everywhere, one of SASAC’s main powers with respect 
to the national champions is the selection and compensation of top managers. But SASAC 
exercises this power in the shadow of party control. As just noted, various party organs 
held appointment power in the central SOEs prior to the establishment of SASAC, and 
this practice was retained even after its establishment. “Political qualities,” including par
ty membership, are one of the major criteria against which managerial performance in 
the national champions is evaluated.40

There are two parallel personnel systems in all Chinese SOEs: the regular corporate man
agement system and the party system. In the corporate management system, positions 
are similar to those commonly found in firms elsewhere, such as CEO, vice CEO, chief ac
countant, and if the company has a board of directors, a chairman and independent board 
members. A leadership team in the party system includes the Secretary of the Party Com
mittee, several Deputy Secretaries, and a Secretary of the Discipline Inspection Commis
sion (an anti-corruption office), along with other members of the Party Committee. Insti
tutionalizing party penetration of corporate roles is formal policy, and overlaps between 
the two systems appear rather uniform, such that a corporate manager of a given rank 
typically holds a position of equivalent rank in the party system.

Party and corporate leadership appointments take place in a highly institutionalized shar
ing arrangement between the party and SASAC. The top positions in 53 central enterpris
es, including board chairmen, CEOs, and Party Secretaries, are appointed and evaluated 
by the Organization Department of the CPC. This is a legacy of appointments practice pri
or to the establishment of SASAC. Some of these positions hold ministerial rank equiva
lent to provincial governors and members of the State Council; others hold vice-ministeri
al rank. Deputy positions in these enterprises are appointed by the Party Building Bureau 
of SASAC (the Party’s organization department within SASAC). A separate division of 
SASAC, the First Bureau for the Administration of Corporate Executives, assists in this 
appointment process. Appointments and evaluations of top executives in the remaining 
central enterprises are made by yet another division of SASAC, the Second Bureau for the 
Administration of Corporate Executives. While appointment power formally resides with 
SASAC, appointment decisions are made with inputs from various party organs and min
istries supervising relevant business operations, and are subject to approval by the State 
Council.

(p. 773) The appointment and evaluation process for top managers of the national SOEs is 
supported in two ways: ministry recommendations and party leadership training. The 
Party’s Organization Department and SASAC compensate for information asymmetries 
about talent and suitability of individual SOE managers by obtaining input from the min
istries that supervise the industry in which a national SOE operates. Moreover, SOE man
agers are trained in the party school system, which serves as a think-tank and mid-career 
training center for cadres. The Central Party School in Beijing, the most important and 
prestigious of these schools, offers specialized training classes for SOE managers.41

While little information is available about the content of this training, the party school 
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system would appear to provide an excellent opportunity for party leadership to evaluate 
the intelligence, skills, and commitment of those who pass through its programs.

Note that the standard corporate mechanism for the appointment and evaluation of se
nior executives—the board of directors—is missing entirely from this process. Indeed, 
many of the core companies of the national business groups still lack boards of directors. 
Although SASAC and the Party have begun taking steps to bring boards of directors into 
the appointment process and to create boards for those core companies which do not yet 
have them, the steps taken thus far leave little doubt that the party does not intend to re
linquish appointment authority with respect to the most important enterprises and the 
highest-level appointments.

In order to understand how the party-state manages executives in the national champi
ons, Table 28.1 reports hand-collected data on appointments and removals of “leaders” of 
the enterprises under SASAC supervision from 2003 to 2009. The term “leaders” is used 
by SASAC to refer to holders of top positions in both corporations and the party. These 
data include a limited number of high-level corporate appointments for which SASAC 
runs a public recruitment process.

Table 28.1 shows that from one-third to three-quarters of the national SOEs experienced 
at least one appointment or removal of a leader by SASAC in the covered years. SASAC 
does not explain why the number of appointments systematically exceeds the number of 
removals. But the most likely explanations are that (1) some appointments are actually 
reappointments of incumbents without any corresponding removal, and (2) some enter
prises established a board of directors during the covered period, creating new positions 
for appointment.

SASAC also rotates senior corporate and party leaders among business groups. Table 

28.2 shows that rotations are fairly common. Analysis of the data suggests that most of 
the corporate rotations reflected in the table are of directors or vice CEOs, and the party 
rotations are for positions below Secretary of the Party Committee. However, from time to 
time SASAC has rotated top executives in key industries. For example, in April 2011, 
SASAC rotated CEOs of the three central petroleum enterprises, each of which is a For
tune Global 500 Company. SASAC made similar rotations among top executives in the en
ergy sector in 2008 and telecom in 2007 and 2004. Such rotations obviously ignore the 
separate identity of the corporate groups and flout standard corporate law concepts. But 
the practice is less jarring conceptually if all the national SOEs are viewed as one diversi
fied meta-group under common (if somewhat attenuated) control of SASAC. The rotations 
are viewed, or at least explained, by Chinese (p. 774) actors within the system as a moni
toring device in groups without boards of directors. Rotations are said to reduce concen
tration of authority in a single individual in firms where institutionalized corporate over
sight organs have yet to be developed.
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Table 28.1 Appointments and Removals of the Leaders of the Chinese Central Enterprises

Year Number of Cen
tral Enterprises

Number of Cen
tral Enterprises 
with Appoint
ments or Re
movals

Percentage of 
Central Enter
prises with Ap
pointments or 
Removals

Number of Ap
pointments

Number of Re
movals

2003 196 65 33.16% 150 79

2004 178 77 43.26% 224 155

2005 169 113 66.86% 237 158

2006 159 101 63.52% 323 136

2007 155 90 58.06% 317 113

2008 148 95 64.19% 358 146

2009 129 97 75.19% 312 145

(*) Leaders include members of board of directors, CEOs, vice CEOs, chief accountants, secretaries of Party Committee, deputy sec
retaries of Party Committee, and secretaries of the Party’s Discipline Inspection Committee.

Data Source: CHINA’S STATE-OWNED ASSETS SUPERVISION AND ADMINISTRATION YEARBOOKS 2004, 2005, 2006, 2007, 2008, 
2009, 2010.
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As Table 28.2 shows, leaders are also rotated across the spheres of business, government, 
and the Party. These data, together with the data on appointment of business leaders to 
various government and party positions presented above, are another powerful illustra
tion of institutional bridging at work in China’s system of state capitalism.

Unfortunately, available data on appointments/removals and rotations do not permit more 
fine-grained assessments about a number of important issues such as the specific enter
prises involved, the reasons for removals (e.g. firings versus promotions), and distinctions 
between corporate and party personnel management. But, taken as a whole, the available 
data suggest that SASAC exercises fairly extensive control rights over top managers in 
the central SOEs (or at least that SASAC is the mechanism through which the Party exer
cises such control rights), albeit in ways that pay little obeisance to ordinary corporate 
law norms.

Concomitant to its appointment power, SASAC also supervises executive compensation at 
the central SOEs. Prior to SASAC’s establishment, managerial compensation was deter
mined by the SOEs themselves, which led to a series of problems as well as major in
equalities in pay across firms. In 2004, SASAC introduced a system to supervise compen
sation at the central enterprises. Under this system, the basic structure of managerial 
compensation consists of base salary, performance bonuses, and mid to long-term incen
tive (p. 775) compensation.42 Again, note that the standard corporate law organ for deter
mining executive compensation—the board, or perhaps the board in cooperation with the 
shareholders—is bypassed by this process. Indeed, there is evidence that the compensa
tion paid to executives of listed national champions which has been approved by the 
board and disclosed to shareholders is something of a fiction—the actual compensation 
received by the executive is the one set by SASAC.
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Table 28.2 Leader Rotations in the Chinese Central Enterprises

Year Leader Rotations

Between Central 
Enterprises

From Central En
terprises to Gov
ernment/ Party

From Government/
Party to Central 
Enterprises

From Local SOEs 
to Central SOEs

Total Rotations

2004 27 6 13 0 46

2005 27 5 14 0 46

2006 20 3 10 1 34

2007 33 7 16 0 56

2008 NA NA NA NA 50

2009 NA NA NA NA 27

(*) Leaders include members of board of directors, CEOs, vice CEOs, chief accountants, secretaries of Party Committee, deputy sec
retaries of Party Committee, and secretaries of the Party’s Discipline Inspection Committee.

Data Source: CHINA’S STATE-OWNED ASSETS SUPERVISION AND ADMINISTRATION YEARBOOKS 2005, 2006, 2007, 2008, 2009, 
2010.
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4.1.2 Control Rights in State Enterprise Assets
SASAC’s central mission is to preserve and increase the value of state assets while trans
forming SOEs into public companies. Since its establishment, SASAC has pursued a poli
cy of building several large enterprises in each key industry. In recent years, SASAC has 
consolidated smaller and weaker SOEs into larger business groups. In the process, the 
number of SOEs under SASAC supervision declined to 121 in 2010, from 198 in 2003. 
SASAC’s goal is to bring the number under one hundred. Simultaneously, as the Fortune 
Global 500 list attests, SASAC has successfully pursued a goal of building globally com
petitive conglomerates.

(p. 776) This central mission makes SASAC a gatekeeper with respect to transfers of state 
enterprise assets. With passage of the SOE Asset Law, SASAC now has solid legal backing 
for this role. Under the SOE Asset Law, share transfers involving national SOEs require 
SASAC’s approval, even with respect to transactions over which it does not have veto 
power as a shareholder under the Company Law.43 Some Chinese courts have upheld 
SASAC’s superior control rights under the SOE Asset Law, holding that contracts for 
transfer of shares entered into without SASAC’s approval are unenforceable or invalid, 
even where they are consistent with the Company Law.44 SASAC has super-control rights 
in the transfer of SOEs.

4.1.3 Cash Flow Rights
As a large amount of corporate governance literature attests, the separation of cash-flow 
rights from control rights is a central problem in controlling shareholder regimes. Where 
a shareholder’s control rights exceed its rights to cash flows, the agency problem be
tween the controller and minority shareholders is magnified, with the scale of the prob
lem growing as the wedge increases.

In controlling shareholder regimes outside the SOE context, the separation of control 
rights from cash-flow rights, and the ensuing potential to extract private benefits, arises 
because controllers are able to magnify equity’s voting power through pyramiding and 
circular stock ownership arrangements among corporations in the group. In the SOE con
text, regulators and politicians acting as “owners” on behalf of the state may reap private 
benefits of control not shared with ordinary financial investors, in the form of political in
fluence, opportunities for patronage or corruption, and national prestige. These types of 
pecuniary and nonpecuniary private benefits of control over the national champions are 
clearly available to the Chinese party-state managerial elite, and SASAC is a major vehi
cle through which such control is exercised. Beyond its role as a vehicle for party-state 
governance of the central SOE sector, the organizational incentives of SASAC as the for
mal “owner” of the national SOEs are affected by a peculiar historical circumstance: its 
control rights exceed its right to cash flows because until recently, the state collected no 
dividends from wholly state-owned enterprises.45 This decision was reversed in 2007, 
with the wholly owned subsidiaries of SASAC—the core companies—now paying divi
dends to the state, but still at rates below those of the publicly traded SOEs. Moreover, 
SASAC receives only a portion of the dividends collected by the state, which it uses for as
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set acquisitions, restructurings, and emergency support for failing enterprises.46 Thus, 
SASAC does not (p. 777) fully internalize the financial consequences of its control rights 
over the national champion groups, and it cross-subsidizes the firms under its supervision 
with the cash-flow rights that it does hold.

These realities suggest that the central SOE sector collectively, rather than individual 
firms, are of greatest concern to SASAC in carrying out its governance responsibilities, 
and they may account for several outwardly puzzling aspects of national champion gover
nance in China. For example, the practice of rotating top management among firms in the 
same industry makes a good deal of sense if maximizing shareholder wealth at individual 
firms is less important to the controlling shareholder than building up a number of global
ly competitive firms in critical industries. Another example is SASAC’s heavy emphasis on 
the “corporate social responsibility” (CSR) of the enterprises under its supervision.47 CSR 
is a theme typically trumpeted by non-shareholder corporate constituencies or NGOs, not 
large investors. But the CSR campaign by SASAC might be a means of building support 
for state capitalism domestically, improving its image abroad, and justifying management 
of the SOEs in ways that are not explicable solely from the standpoint of profitability and 
efficiency of individual firms.

4.2 Consequences

SASAC is not only the largest controlling shareholder in the world, at least in formal 
terms; it is also quite possibly the most idiosyncratic. Deconstructing SASAC’s control 
rights in the firms it ostensibly owns reveals that it is simultaneously weaker and more 
powerful than a typical controlling shareholder in other regimes. It is weaker, because it 
lacks exclusive appointments power with respect to top management of the most impor
tant enterprises whose shares it owns, and it defers to other agencies—and even to the 
SOEs themselves—on substantive issues outside its realm of expertise. It is more power
ful, due to the vast scope of its holdings over the most important firms in the national 
economy, and as a result of its super-control rights in state enterprise assets, which 
trump standard corporate law norms. SASAC appears, by design, to be yet another insti
tutional bridge in the networked hierarchy—a high-level link between the national SOEs 
and other major components of the party-state. To be sure, many questions remain about 
SASAC’s internal operations, relationships with the firms it ostensibly controls, and its 
oversight by party and governmental organs.

One major consequence of this arrangement is clear, even if all of its implications are not: 
the national champions represent much more than a purely financial investment for the 
party-state. SASAC, as the organizational manifestation of the party-state in its role as 
controlling shareholder, seeks to maximize a range of benefits extending from state rev
enues to technological prowess, and from soft power abroad to regime survival at home.
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(p. 778) 5 Implications for Comparative Corporate 
Governance Scholarship
The last decade of comparative corporate governance scholarship has been dominated by 
two big, related questions: whether and how law influences corporate ownership struc
tures around the world, and whether global systems of corporate governance are con
verging, particularly on a shareholder-centered, market-oriented model. In these debates, 
particularly the seminal works that set the terms of the inquiry, China is conspicuous by 
its absence, raising something of a “China Problem” for both bodies of literature.

5.1 Law and Finance

The familiar “law and finance” literature asserts that the quality of legal protections for 
investors determines the degree to which share ownership in a given country is dis
persed. “Bad” law, which protects investors poorly, leads to concentration of corporate 
ownership; “good” law results in dispersed ownership. Legal systems of common law “ori
gin” appear to systematically provide superior protections than systems of civil law ori
gin, explaining pronounced differences in ownership structures around the world.48

Critiques of this literature are legion; suffice it to note that China’s experience, like that 
of many other countries, seems consistent with the hypothesis on a surface level but far 
less so upon careful examination. At first blush, China’s experience comfortably fits the 
hypothesis. China’s legal system, ostensibly of civil law origin, is weak in the formal pro
tections it provides to investors. The stock market is underdeveloped, corporate owner
ship structures are highly concentrated, and the economy is populated by corporate 
groups. But as this chapter has shown, large elements of the structure of contemporary 
Chinese corporate capitalism are products of conscious policy design, or at least govern
mentally structured experimentation. Corporate groupism may have partially been a re
sponse to institutional voids in the early reform period, but production concerns and the 
desire to transmit industrial policy played major roles in motivating the assembly of busi
ness groups. Where the state chose to use corporate law and other legal concepts such as 
contract-based alliances and business group registration in assembling its firms, it had 
the required capacity. Thus, it is hard to identify specific corporate law defects, let alone 
any negative effects that could be generally attributed to China’s civil law “origin,” that 
promoted formation of corporate groups under the control of the party-state.

Rather than asking whether China’s experience supports the predictions of the law and fi
nance literature, the discussion that follows uses the big questions in that body of work to 
motivate inquiries about the role of law and legalism in the growth of large, globally ac
tive Chinese firms, and, at least by plausible extension, the development of the Chinese 
economy.

The law and finance literature emphasizes the sticky effects of a country’s “legal origin” 
on the structure of firms. Putting aside the thorny question of how to properly code 

(p. 779) legal families, which bedevils attempts to support this assertion empirically, let’s 
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consider whether the approach of Chinese economic strategists in building national 
champions has been heavily influenced (or bounded) by a particular tradition of legalism 
inherited from the civil law system. The Chinese approach certainly shares with the 
French civil law tradition a high degree of comfort with state involvement in the economy 
and regulatory paternalism. Moreover, contrary to the distrust of bigness that has animat
ed US corporate law, governance, and institutional design over the course of the past cen
tury, bigness has not only been tolerated but celebrated in the Chinese economic reform 
period. Generalizing to a high degree, it is thus possible to say that China’s approach to 
corporate law and governance resonates with attitudes prevalent in the civil law tradi
tion.

But ending with this generalization would not capture the full story of how the legal order 
has influenced China’s approach to corporate governance. Chinese institutional designers 
have been highly eclectic in the foreign models they have used in building the state sec
tor. In early phases, Japanese and Korean corporate groupism held a high degree of at
traction. More recently, the rights-based, shareholder-oriented approach of the US, with 
its emphasis (if less than perfect track record) on accountability and transparency has 
held sway on the drafters of Chinese corporate law, policy makers, and regulators. 
SASAC’s rather schizophrenic role in national champion governance may result from the 
amalgam of these two sentiments—the quest for size and state control alongside an em
phasis on independent accountability mechanisms and at least outward adherence to 
global corporate governance standards. Importantly, the absence of a firmly developed 
and entrenched legal order in reform-era China may have freed the hands of economic 
strategists to select forms of organization that were believed to best promote Chinese 
corporate development at a given moment in time.

The law and finance literature also raises the important question of precisely what mat
ters in corporate law—which of its features are key to the growth of firms? For the au
thors of this literature, of course, the answer is legally enforceable investor protections. 
The law and finance literature emphasizes investor protections because capital is scarce, 
so that governance rights should be allocated to attract investment. But China’s experi
ence (along with those of Korea and Japan during their formative periods of development) 
suggests that where capital is available, at least to firms favored by the state, investor 
protections are not a first-order priority.49

Yet China’s experience appears to confirm the importance of the corporate form to firm 
growth and, perhaps by extension, economic development. We have seen how central the 
corporatization process has been to the hydraulics of industrial organization in China’s 
state sector: separating the regulatory from the operational aspects of enterprise in the 
corporatization process was a crucial first step in the development of a functional SOE 
sector. Corporatization alone, of course, did not complete the separation, and to a signifi
cant extent the line between regulation and operation remains blurred in China’s SOEs 
today. But use of the corporate form is a powerful channel for organizational behavior, 
and it has provided a template for the structure of the state sector. Throughout the re
form period, Chinese economic strategists have selectively chosen from among the menu 



The Governance Ecology of China’s State-Owned Enterprises

Page 25 of 32

of corporate attributes, making extensive use of the corporation’s hierarchical gover
nance structure and (p. 780) separate legal existence in building networks of firms respon
sive to direction from the party-state in its ostensible role as controlling shareholder. At 
the same time, the corporation’s key decision-making and oversight organ, the board of 
directors, has been largely sidelined, and shareholder rights enforcement mechanisms 
have been downplayed. We have also seen how important the rearrangement of assets 
within, and creation of linkages among, corporate entities has been to the formation of in
dustries deemed critical by the party-state. Unlike the early contractual business al
liances, the corporate form has proven to be extraordinarily useful in providing the Chi
nese state with an enduring, highly adaptable, and to some extent anonymous vehicle for 
investment and economic activity. China’s state capitalism is thus powerful confirmation 
of the genius of the corporate form as a vehicle for promoting investment and productive 
enterprise. Corporate law, however, in the narrow sense of an effective menu of readily 
enforceable legal protections for investors, has played little role in the emergence of 
large Chinese firms.

Indirectly, the law and finance literature raises an existential question about the linkage 
between corporate ownership structures and economic growth. The unstated assumption 
in the literature is that such a linkage does exist, and that dispersed ownership structures 
produce better economic outcomes than concentrated ones. Yet business groups which 
are the form of corporate structure prevalent in “bad” law jurisdictions around the 
world,50 have been the engine of development in countries pursuing a diverse range of 
economic strategies over the past half century. These countries now prominently include 
China, pursuing a strategy of state capitalism. Thus, while the genius of the corporate 
form is present in all economic miracles, “good” corporate law (again in the narrow 
sense) is not an essential contributor to its genius; and dispersed corporate ownership is 
not a necessary condition for transformative economic development.51 In this respect, 
China’s recent history confirms the lessons provided by the experience of the United 
States in the late nineteenth and early twentieth centuries.

5.2 Convergence

Law and finance scholarship added fuel to the convergence debate, which considers 
whether corporate governance systems around the world are converging on a single 
shareholder-centered, market-oriented model. In the decade since the debate flowered 
and then promptly reached a theoretical stalemate,52 China has emerged as one of the 
world’s major economic powers. With the benefit of hindsight, the turn-of-the-century 
convergence debate now (p. 781) seems rather quaint. Scholars never seriously consid
ered the possibility that domestic political legitimacy and international influence could be 
a major goal of a corporate governance regime. The concept of “nonpecuniary private 
benefits of control” was developed to help explain the persistence of controlling share
holder regimes, but this concept was used to describe social standing and influence of 
private founding entrepreneurs within the domestic political economy.53 State capitalism 
as practiced in China blurs the distinction between pecuniary and nonpecuniary benefits 
of corporate control, and highlights major international soft-power ramifications of corpo
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rate governance structures, at least in a world where “state capitalism” is posing chal
lenges to “market capitalism.”

It was previously noted that Chinese corporate governance is often defined by what it 
lacks in comparison to other systems, and hopefully this chapter has made some headway 
in understanding its features other than by reference to negative space. In regard to the 
convergence debate, however, it bears emphasizing that, regardless of where the Chinese 
system may be headed, it presently does not fit neatly into any of the standard tax
onomies. Chinese corporate governance for the national champions is not bank-based or 
stock-market-based. It is not shareholder-oriented or stakeholder-oriented, unless the 
concept of a corporate “stakeholder” is stretched to include the ruling political party and 
the government in its policy making, regulatory, and enforcement capacities. Nor is it a 
liberal market economy (LME) or a coordinated market economy (CME) per the “varieties 
of capitalism” literature. None of these taxonomies provides much analytical leverage on 
a system of national champion capitalism in which a party-state is residual claimant, con
trolling shareholder, financier, and chief engineer of an Olsonian encompassing coalition 
that ties the economic and political fortunes of a vast array of actors to national economic 
growth.

Of course, each country’s governance structures are unique. The point is that the map 
used by comparative corporate governance scholars in recent decades to understand the 
world may lead observers of China astray, or at least cause them to overlook fertile areas 
for further investigation. To take an example relevant to the convergence question, most 
scholars have assumed that state capitalism in China is transitional, with the speed of the 
transition a function of state capacity and political will to make improvements in the for
mal institutional environment. Relatedly, many observers have emphasized the vast diver
gence between formal law and actual practice in Chinese corporate governance.54 The 
gulf, some commentators imply, will close up when China becomes more “law abiding.”55

The analysis here points in a different direction. There is certainly a yawning gap be
tween law and practice in Chinese state capitalism if one focuses on the corporate law 
and related institutions. Direct involvement of the Communist Party in high-level execu
tive appointments, SASAC’s practice of bypassing the board of directors in the appoint
ments and remuneration processes, and its veto power over downstream corporate trans
actions are all inconsistent with basic corporate law principles. (They also violate soft-law 
norms (p. 782) on SOE governance promoted by international organizations such as the 
OECD.) But if one focuses on the regulations governing business group formation and 
governance, and the SOE Asset Law governing SASAC in its formal role as controlling 
shareholder over the national champions, the gap between law and practice in China’s 
SOE sector narrows substantially. The existing legal environment is actually quite comple
mentary to the current economic system, in which the state sector continues to play a ma
jor role in the government’s economic and political policies.

Whatever its disadvantages, and they are likely substantial, state capitalism as it has 
evolved in China over the past 30 years represents a form of industrial organization that 
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produces substantial benefits to members of the encompassing coalition—the managerial 
elite within the party-state system. The national champions themselves are now forceful 
players in the Chinese political economy. We need look no further than the US historical 
experience to see that large corporations—even ones not linked to the state—can exert 
tremendous influence on the design of national institutions and the nature of social rela
tions. It is therefore quite possible that China’s formal legal institutions may “improve” in 
ways that reinforce the current system of industrial organization rather than prompt a 
transition to different forms of corporate organization. State capitalism may prove to be a 
durable institutional arrangement as a result of interest group politics, public policy, and 
path dependence.

Thus, for the convergence debate, China raises the possibility of a new, durable, and pos
sibly influential variety of capitalism. The Chinese system has already garnered attention 
as a model of political intervention in the economy among countries with authoritarian 
political traditions such as Russia, and interventionist tendencies, such as Brazil. Of 
course, imitating the Chinese model may prove difficult for a host of reasons. But as we 
have seen, Chinese firms have entered the global economy through a path that bears al
most no resemblance to the standard institutionalist account of how firms grow and 
large-scale commercial economies develop. Thus, even short of replication elsewhere, 
China’s variety of capitalism may prove influential to countries lacking the formal institu
tional foundations of growth. Quite apart from these forms of influence, it is apparent that 
China’s rise is a significant disruptive force in global capitalism. It has disrupted previ
ously settled notions about the nature of capitalism,56 and sparked a predictable backlash 
in some realms.57 The competitive challenges posed by an economic system in which, for 
the largest and most globally active firms, the country is the unit of maximization are pro
found. At a minimum, China’s global economic rise, like that of Japan two decades ago, 
will likely encourage reconsideration of cooperative links between the state and the pri
vate sector, and refocus attention on networked varieties of corporate capitalism. In cor
porate governance, as in politics, the “End of History” is nowhere in sight.

(p. 783) 6 Conclusion
This chapter has begun the task of unpacking the black box of “state capitalism” in China 
by examining business group ownership structures within the national state-owned enter
prises and exposing the mechanisms connecting the national champions to organs of the 
party-state. Shifting the focus from agency problems in individual listed firms to networks 
of firms enmeshed in the party-state has provided a richer understanding of China’s state 
sector and the architecture supporting a central component of the state’s economic devel
opment model. It has also brought the organizational dimension of China’s developmental 
experience to bear on important recent debates in the comparative corporate governance 
literature.
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Abstract and Keywords

This chapter explores the link between corporate governance and the rise of foreign own
ership. It presents statistics that illustrate the dramatic rise in foreign ownership over the 
last few decades and then seeks to explain this rise and its relationship to corporate gov
ernance. In order to situate the subject under study within its larger context, this expla
nation starts with an exploration of the factors independent of corporate-governance con
siderations that favor a global market for securities and those that impede it. It will be 
shown that the rise in foreign ownership globally can be explained in significant part by 
the weakening of the impeding factors. The chapter then shows why, as a matter of theo
ry, improvements in corporate governance can be expected to cause a rise in foreign own
ership and a rise in foreign ownership can be expected to cause improvements in corpo
rate governance, with the weakening in the non-corporate-governance factors that im
pede a global market for securities acting as a catalyst for the causal pathwayings going 
in both directions. The chapter concludes with a review of substantial empirical evidence 
suggesting that both causal pathways are in fact at work.

Keywords: corporate governance, foreign ownership, investor holdings, equities, securities, portfolio investment, 
diversion constraints

1 Introduction
ONE of the most striking changes in the world’s capitalist economies has been the rise of 
cross-border share ownership over the last two decades. This chapter is devoted to un
derstanding the relationship between this rise and corporate governance.

The chapter begins by documenting this rise statistically. Then, in order to situate the 
subject under study within its larger context, it explores the factors independent of corpo
rate-governance considerations that favor a global market for securities and those that 
impede it. It will be shown that the rise in foreign ownership globally can be explained in 
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significant part by the weakening of these impeding factors. The remainder of the chap
ter is devoted to the interaction between the rise in foreign ownership and corporate gov
ernance.

The underlying theme of the chapter is as follows. The demand outside a country for the 
shares of its issuers is determined both by how much the forces impeding a global market 
for securities have weakened and by the corporate governance of the country’s issuers. 
This observation suggests pathways of causation between increased foreign ownership 
and improved corporate governance that run in both directions. For each, the weakening 
of the forces independent of corporate governance that impede a global market for secu
rities acts as a catalyst. As they weaken, foreign ownership increases, leading to im
proved corporate governance, which in turn leads to increased foreign ownership. More 
specifically, we will consider the role of the weakening of these impeding forces in the fol
lowing three regards.

First, a weakening of the forces impeding a global market for securities leads to a greater 
potential increase in foreign ownership for issuers in a poor governance jurisdiction if 
these issuers then in fact credibly improve their governance. This increased opportunity 
to tap the large global pool of capital abroad creates incentives for any country with a 
poor corporate-governance regime to make improvements. It also creates incentives for 
individual issuers (p. 785) within the country to improve their own governance above and 
beyond whatever floor is set by the country’s overall regime. To the extent that countries 
and firms respond to these incentives, foreign ownership increases.

Table 29.1 Proportion of US investor holdings in foreign issuers and the proportion of 
foreign issuer holdings of US issuers, 1993

US Issuer Equity Non-US Issuer Equity Total

Equity market capital
ization

$5.2 trillion (37%) $8.9 trillion (63%) $14.1 tril
lion

Holdings by US in
vestors

$4.9 trillion (94%) $.3 trillion (6%) $5.2 tril
lion

Holdings by non-US 
investors

$.3 trillion (3%) $8.6 trillion (97%) $8.9 tril
lion

Note: Figures in the 1993 table come from the following sources: US equity market 
capitalization in 1993 = $5.2 trillion, Securities & Exchange Commission, Annual Re
port, 28 (1994) available at: https://www.sec.gov/about/annual_report/1994.pdf; world
wide equity market capitalization in 1993 = $14.1 trillion (non-US equity market capi
talization = $14.1 trillion—$5.2 trillion), id.; holdings by non-US investors of US equity 
securities in 1993 = $340.0 billion, Russel B. Scholl, The International Investment Po
sition of the United States in 1994, Survey of Current Business, June 1995, at 52; hold
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ings by US investors of non-US equity securities in 1993 = $297.7 billion, id.; holdings 
by US investors of US equity securities in 1993 = $5.2 trillion – $340 billion = $4.9 tril
lion; holdings by non-US investors of non-US equity securities = $8.9 trillion – $297.7 
billion = $8.6 trillion.

Second, some countries with poor corporate-governance regimes improve their regimes 
for reasons independent of the weakening of the forces impeding global share investing. 
With a weakening of the impeding forces, however, the improvement in corporate gover
nance leads to a greater increase in foreign holdings of the shares of their issuers than 
would have been the case without the weakening.

Third, a weakening of the forces impeding a global market for equities leads to more for
eign investors purchasing shares in issuers from countries with poor corporate gover
nance even if, at the time, there is no improvement in their corporate governance. As the 
foreign investors acquire a larger portion of the outstanding shares of these issuers, they 
generate new pressure for governance improvement.

2 Documenting the Rise in Foreign Ownership
The dramatic rise in foreign ownership is illustrated in Tables 29.1 and 29.2, which com
pare 1993 and 2015 in terms of the proportion of US investor holdings in foreign issuers 
and of the proportion of foreign issuer holdings of US issuers. Comparing Table 29.1 with 
Table 29.2, we can see that over these 22 years, the proportion of non-US equities in US 
investor stock portfolios, and the proportion of US equities in the portfolios of non-US in
vestors, have each more than quadrupled. (p. 786)

Table 29.2 Proportion of US investor holdings in foreign issuers and the proportion of 
foreign issuer holdings of US issuers, 2015

US Issuer Equity Non-US Issuer Equity Total

Equity market capi
talization

$25.1 trillion 
(41%)

$36.7 trillion (59%) $61.8 tril
lion

Holdings by US in
vestors

$20.5 trillion 
(75%)

$6.8 trillion (25%) $27.3 tril
lion

Holdings by non-US 
investors

$4.6 trillion (13%) $29.9 trillion (87%) $34.5 tril
lion

Note: Total market capitalization figures for US issuers and foreign issuers are derived 
from World Bank, Market Capitalization of Listed Companies, http://
data.worldbank.org/indicator/CM.MKT.LCAP.CD. The cross-border holdings of both US 
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and foreign investors come from Int’l. Monetary Fund, Coordinated Portfolio Invest
ment Survey (2015) Table 11.1, available at http://cpis.imf.

The same pattern can be observed at the more granular country-to-country level. For ex
ample, in 1989, Japanese investors on average held only 0.3% of their portfolios in US is
suer stocks and US investors on average held only 1.3% in Japanese issuer stocks.1 In 
2015, Japanese investors on average held 8.2% of their portfolios in US issuer stocks, a 
twenty-seven-fold increase in the proportion held, and US investors on average held 2.5% 
in Japanese issuer stocks, an almost twofold increase in the proportion held2 (a much 
more significant increase than it appears because the market capitalization of Japanese 
stocks as a proportion of the total capitalization of all the world’s publicly traded issuers 
dropped from 28% in 19953 to 8% in 20154).

While starting from a much lower base, similar trends can be observed in the case of vari
ous emerging economies. US investors on average held only 0.02% of their portfolios in 
Indian stocks in 1994, but by 2015 the figure was up to 0.44%, a twenty-two-fold in
crease; for South Korea, the comparable figures are only 0.09% for 1994 and 0.51% for 
2015, a more than fivefold increase.5

Finally, and importantly for our later discussion of the influence of foreign ownership on 
corporate governance in such countries, there has been a sharp increase in the propor
tion of the shares of issuers from countries with less well regarded corporate-governance 
regimes (p. 787) held by investors from countries with more well regarded regimes. Be
tween 1994 and 2015, the proportion of Japanese issuer stocks held by US investors in
creased from 2.7% to 14.1%, a more than fivefold increase; for South Korea, the compara
ble figures increased from 2.3% to 11.3%, a more than fourfold increase; for India, the 
comparable figures increased from 0.9% to 7.9%, an almost ninefold increase; and for 
Brazil, the comparable figures increased from 4.5% to 13.5%, a three fold increase.6

All in all, at year end 2012, 38% of the capitalized value of all the world’s publicly traded 
issuers was held by investors from a country different from that of the issuer.7

3 Trends in Non-Corporate-governance Factors 
Affecting the Extent of Foreign Ownership
As will be developed below, under ideal conditions, the typical passive portfolio investor 
around the world, to maximize her utility, should hold an equity portfolio containing 
shares of issuers of different countries roughly in proportion to the countries’ respective 
total market capitalizations.8 Thus, for example, a US and a Japanese passive investor 
should each have a portfolio with about 8% invested in Japanese corporations and 41% in 
US ones. This is because the market capitalization of Japanese public companies repre
sents 8% of the total market capitalization of the world’s publicly traded issuers and that 
of US corporations represents 41%.9
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If all investors around the world followed this rule, all corporations would be predomi
nantly foreign owned. Keeping with our examples, as the figures in Table 29.2 reveal for 
2015, US investors held about 44% of the equity wealth in the world and non-US in
vestors hold the remaining 56%, including 8.0% that is held by Japanese investors.10 So 
the typical US corporation would have 56% of its shares owned by non-US investors, com
pared with 13% today.11 Japanese investors hold about 8% of the equity wealth in the 
world and non-Japanese hold the remaining 92%, including the 44% that is held by US in
vestors.12 Therefore the typical (p. 788) Japanese corporation would have 92% foreign 
ownership (compared to 18% today) including 44% of the ownership coming from US in
vestors (compared with only 9% today).13 These figures show that while there has been a 
striking increase in cross-border ownership of equity over the last two decades, there 
would be potential for much more if the remaining impediments to a global market for se
curities disappeared. This would have possibly profound corporate-governance implica
tions.

In sum, the world of 20 years ago fell far short of the extent of cross-border holdings that 
would be welfare maximizing for passive portfolio investors. Today, with a severalfold in
crease in the foreign ownership of the typical, large established corporations around the 
world, it still falls well short, but not by as far. The distance that could still be traveled 
would represent a yet much greater amount of foreign ownership. This section considers 
trends in the factors that favor globalization and in the counter-factors that resist it. An 
examination of these factors and their trends both helps to explain the increase in foreign 
ownership that has occurred so far and predicts a substantial further increase in the fu
ture.

3.1 Factors Favoring Greater Foreign Ownership

Two factors push investors to hold shares of foreign issuers. First, when investors from a 
country rich in savings relative to its real investment opportunities are net positive pur
chasers of securities sold by issuers or persons from a country poorer in savings relative 
to such opportunities, savings are reallocated from the savings-rich country to the sav
ings-poor one. This profits the residents of both countries. Second, when an investor 
holds a portfolio that is diversified across issuers of multiple countries, instead of across 
just the issuers of her own country, she can reduce the risk of the portfolio relative to its 
expected return and thereby increase the expected utility from her investment activities.

3.1.1 Returns to a Reallocation of Savings
One factor working in favor of foreign ownership is the existence of differences among 
nations in their amounts of domestically generated savings relative to the quality of the 
available opportunities for domestic real investment.14 Real investment opportunities in 
each nation display diminishing marginal returns in the sense that the proposed projects 
that constitute any given nation’s set of domestic real investment opportunities are bound 
to have differing earnings prospects and, if the projects are implemented down the list in 
rank order of their prospects, the more of a nation’s projects that are implemented—i.e. 
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the greater the amount of total domestic real investment—the lower the expected return 
on the marginal project.

(p. 789) The amounts of available domestic savings and the sets of domestically available 
real investment projects have not historically been, and are not likely in the future to be, 
distributed among nations exactly in the same proportions. In other words, if there were 
no transnational investment, so that each nation simply took all of its savings and invest
ed them in just its projects, the expected return on the marginal project of each nation 
would be unlikely to be exactly the same. For example, if Country A’s marginal project 
would have, in the absence of transnational investment, an expected rate of return (say 
8%) that is lower than Country B’s marginal project would have been (say 10%), Country 
A can be said to have more savings relative to the quality of its investment opportunities 
than Country B. A reallocation of savings for investment from A to B will reduce the num
ber of projects implemented in A and increase the number of projects implemented in B. 
This reallocation enhances global economic efficiency because the projects that are now 
left unimplemented in A have a lower expected return than the resulting additional ones 
that are implemented in B. Until such point that any further a shift of funds from A to B 
will no longer have this result, there will be incentives for persons with savings in A to in
vest them in B rather than A because they can get a higher expected return.

One of the ways that such a transnational reallocation of savings can occur is when an in
vestor in one country purchases shares in a primary offering of shares issued by an issuer 
in another country. Further, when, on a net basis, investors in one country make sec
ondary market purchases of securities from investors in a second country, this will have 
the same effect, and often the securities so purchased will be of issuers from the second 
country. There are other ways through which such savings reallocations occur, such as in
ternal financial flows of multinational corporations engaging in direct investments, bank 
lending, private block purchases of securities, and even purchases of government debt. 
However, the purchase of shares that will be, or already are, publicly traded has the ad
vantages of being an investment that is liquid and that facilitates diversification.

3.1.2 Greater Diversification
A share’s future return is probabilistic, not certain, and so each stock has a certain riski
ness associated with it. Global investing offers investors a more effective way of reducing 
the negative impact of this riskiness on their welfare than does exclusively domestic in
vesting. To understand why requires a brief diversion into the theory of portfolio choice, 
which is a pillar of the modern approach to finance.

Portfolio choice theory teaches the investor to focus on what the acquisition of a given se
curity does to the returns on his whole portfolio of securities, not on the security’s char
acteristics in isolation.15 The critical lesson of portfolio choice theory is that holding a 

(p. 790) diversified set of risky securities results in lower risk for any given level of expect
ed return.16 The expected return of a portfolio is the aggregate of the expected returns of 
its individual securities. The variance of a portfolio is not, however, the aggregate of the 
variances of its individual securities. This is because of the likelihood that the actual re
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turns of some of the securities will exceed their expected returns and the actual returns 
of others will fall short of their expected returns. Consequently, the deviations of the two 
groups will, to one extent or another, cancel each other out, which reduces the amount by 
which the actual return of the portfolio as a whole deviates from its expected return. By 
diversifying in accordance with the dictates of portfolio theory, the investor maximizes, 
for any given level of portfolio expected return, the extent to which this type of canceling 
out is likely to occur.

There are limits, however, to the effectiveness of diversification for lowering risk. This is 
most easily seen in terms of a simplified model of portfolio choice theory that focuses on 
the correlation between the return on each individual risky security and the return on the 
market of securities as a whole (rather than with each other individual security).17 Each 
security has two kinds of riskiness associated with it: unsystematic risk (the portion of the 
security’s variance that has a 0 correlation with the market) and systematic risk (the por
tion of its variance that is perfectly correlated with the market). Unsystematic risk is due 
to factors specific in their effects to the issuer or its industry, for example, uncertainty 
concerning the quality of an issuer’s management. Systematic risk is due to factors affect
ing all issuers whose securities are traded in the market, for example, uncertainty con
cerning future interest rates. The contribution of the unsystematic risk of individual secu
rities to a portfolio’s overall risk can essentially be fully eliminated by sufficient diversifi
cation. This is because the deviations of the individual securities are unrelated to each 
other and will cancel each other out. The systematic risk of the individual securities, how
ever, cannot be eliminated by diversification. To the extent that individual securities devi
ate from their expected returns due to factors causing systematic risk, generally all secu
rities deviate in the same direction.

With this background, one can easily see why global investing offers an investor an op
portunity to construct a portfolio with lower risk for any given level of expected return. 
The extent to which diversification can eliminate overall portfolio risk depends on the 
proportion of each security’s total variance that results from unsystematic risk. This 
again is because unsystematic risk can be diversified away, but systematic risk cannot. 
The less each issuer in a market shares in common with the others, the smaller the pro
portion of systematic risk and the higher the proportion of unsystematic risk. Issuers 
worldwide share less in common with each other on average than issuers of a given coun
try share in common with each other. Thus, if the relevant securities market is global 
rather than merely domestic, a (p. 791) larger proportion of each issuer’s variance will 
constitute unsystematic risk and diversification will reduce portfolio risk more.

The concern with diversification highlights the fact that capital markets not only decide 
which proposed real investment projects should be implemented, but also who will bear 
the risk resulting from uncertainty concerning projects’ future returns. This observation 
suggests two modifications of the simple model that views transnational investment sim
ply as reallocation of savings. First, the desirability of a given project now depends not 
only on its expected return but also on its risk characteristics. Second, if all investors 
were to diversify globally sufficiently to achieve the maximum reduction in risk, the level 
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of each investor’s cross-border holdings as a proportion of all her holdings would be de
termined, not by the amount of savings reallocated transnationally, but by the investor’s 
desire to eliminate unnecessary risk through diversification. If one nation consistently has 
more savings relative to its real investment opportunities than another, its investors 
would accumulate a larger absolute share of the joint pool of securities of the two na
tions.18 But for investors in each country, the proportions of the securities of the two 
countries held in their portfolios would be the same and would depend on the respective 
total market capitalization of the issuers of each.19

3.2 Non-Corporate-governance Factors Impeding Global Securities 
Markets

We will now consider the factors independent of corporate governance that play major 
roles in why investors in fact fall so far short of being fully diversified globally.

3.2.1 Specialized Information Concentrated Nationally
Finance theorists often assume that all investors share identical beliefs concerning the 
probability distribution of the future returns of the available securities. This assumption 
is useful for understanding certain aspects of investor behavior. For example, it permits 
the demonstration that a totally passive investor, who in fact has no specific information 
concerning the future prospects of the available securities, can minimize risk for any giv
en expected return by simply randomly choosing a sufficiently large number of different 
securities from all the securities available in the market.

In reality, however, investors in different countries still possess significantly different bod
ies of information. The assumption of identical beliefs in the face of this obvious reality 
obscures two other aspects of investor behavior that have been important contributors to 
a strong home bias in the holdings of securities. First, for the totally passive investor to 
be willing to undertake the strategy of randomly choosing securities, she needs a basic 
faith in the market pricing of the securities from which she makes her selection. This 
faith arises (p. 792) from a level of familiarity which, for many investors, is today still at
tained only for their particular domestic market.20 Second, some investors (“speculators”) 
choose their portfolios on the basis of their own beliefs, not randomly, and these beliefs in 
turn are based on specialized information not possessed by all participants.21 Speculators 
are likely to do better concentrating their buying and selling in equities of issuers about 
which they and their advisers start with natural information advantages.22 These are like
ly to be domestic issuers, (p. 793) because the futures of most issuers are determined 
more by forces occurring within the borders of their own respective countries than by 
forces occurring outside.

For several reasons, historically, residents of a given nation have had advantages over for
eigners in gaining specialized information about forces acting within their own nation. To 
start, the costs of simply acquiring bits of local information have been lower for a resi
dent, whether that be through timely purchasing of published materials (in, or translated 
into, a language readable by the recipient) or computerized data, engaging in telephone 
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conversations, or traveling in order to engage in face-to-face conversations or to make on-
site physical observations. Thus it has traditionally been far easier for residents to gather 
a larger number of bits of information at a reasonable expenditure.

More importantly, these same economies that have permitted residents to receive large 
numbers of such bits of, permit them as well to develop refined rules for evaluating these 
bits of information: to choose which bits to analyze seriously and by which to be influ
enced.23 This evaluation must be based both on the source of the information as well as 
on its content. The concern with the source goes to the accuracy of the information. It 
asks the questions, “How trustworthy is the source?” and, assuming that the information 
has an interpretative element, “How competent is the source?” The concern with content 
asks the question, “How much does the bit, even assuming the information conveyed is 
accurate, tell the recipient about whether a particular security is underpriced or over
priced?”

Moreover, the resident recipient, through his education and his continuous absorption of 
general information concerning his nation, has started with a much richer context in 
which to make these evaluations. He has also obtain, cheaply, much more concerning 
both the structure of the source’s motivations and the reputation of the source (i.e., the 
experience of others with the source concerning his trustworthiness and competence). 
Since the source has been less expensive to acquire information from generally, the resi
dent recipient is also more likely to have had prior personal experience with the source 
and hence to have had more feedback on the quality of information the source provides.24

The resident recipient is, for the same reasons, more likely to have had prior experience 
with the usefulness of bits with any particular content when the information involved re
lates to local forces. For many of the same reasons, he is also more familiar with the insti
tutions involved in the process of price formation for his own nation’s issuers.

Technological change, of course, has been a game changer in this story. It can help ex
plain the severalfold increases in the proportion of cross-border holdings in investor port
folios. It also forecasts further increases to come. Over the last 20 years, technological 
change has (p. 794) substantially narrowed, and in many cases eliminated, the differences 
in the respective costs of timely acquisition of information from foreign and domestic 
sources. Consider email, transmission of documents by email attachment, the web, links 
to computerized databases, all of which have no cost sensitivity to distance, and interna
tional telephone calls and travel for face-to-face meetings and on-site inspections, each of 
which has declined greatly in cost. This reduction in the difference between acquiring in
formation domestically and from abroad applies with respect to both information directly 
relevant to predicting the prospects of issuers and information about the motivations and 
reputation of the sources of such directly relevant information. These same technological 
changes have also contributed to the development of truly transnational securities firms 
with the trust and control advantages of communications within a single organization. Fi
nally, these technological changes, through their effect on mass media, marketing, educa
tion, scholarly research and direct personal interaction, are working toward creating a 
more uniform social and economic culture among the capitalist nations of the world and 
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the coalescence around English as the international language. This greater uniformity of 
culture and language assists the speculative investor in evaluating the information he re
ceives from abroad and gives the passive investor more faith in how stocks of foreign is
suers are priced. Moreover, the rules by which investors and their advisers evaluate infor
mation have a “learning by doing” aspect and improve with experience, so that even the 
decline in information costs to date has not yet had anywhere near its full impact on re
ducing the impediment to global securities markets traditionally arising from the cost ad
vantages of local information.

3.2.2 Currency Exchange Risks
If the resident of one nation, for example the United States, purchases a security of an is
suer of another nation, for example the United Kingdom, the investor must consider the 
possibility that when he converts the return back into dollars, the rate of exchange may 
be different than at the time of the purchase. Thus, to the United States investor, the UK 
security has an additional element of risk—an additional source of variability of return—
that would not be present with an otherwise identical United States security. With hold
ings of foreign securities from a diversified set of nations, the variations in return of indi
vidual securities caused by exchange rate fluctuations would tend to cancel each other 
out. There is still remaining risk, however, that comes from the extent to which the 
investor’s home currency’s value has changed relative to a basket made up of the curren
cies of the other nations of the world. This is a risk that will discourage cross-border 
stock holdings.

Two factors moderate this risk, changes in each of which have contributed at least slight
ly to the increase in cross-border holdings over the past two decades. One factor comes 
from the fact that an increasing portion of the goods and services consumed by the typi
cal investor comes from abroad. For example, from 1993 to 2012, the percentage of 
goods and services imported from abroad increased from 10% to 17% for the United 
States, from 16% to 24% for China, from 7% to 17% for Japan, and from 26% to 34% for 
the United Kingdom.25 Future fluctuations in currency exchange rates create risks con
cerning how much of these foreign (p. 795) goods and services the investor will be able to 
consume when, in the future, she liquidates her investments to consume. Holding foreign 
issuer securities is a hedge against this risk. In domestic currency terms, exchange rate 
fluctuation will affect the return on foreign securities and the cost of imported goods in 
the same direction. Since one is income and the other expenditure, the effects tend to 
compensate for each other. With the increase in international trade, there is more room 
for holdings of foreign securities to act as a hedge, thereby reducing an investor’s overall 
risk from exchange rate fluctuations, rather than adding to it.

The other factor is the ability to use currency futures to hedge against the effect of future 
exchange rate changes on the returns of foreign securities. Futures markets for securi
ties have become less expensive to use and allow for longer-term hedges than was the 
case a few decades ago.

3.2.3 Government Impediments to Transnational Investments



The Rise of Foreign Ownership and Corporate Governance

Page 11 of 44

Governments can impede transnational securities transactions through currency controls 
and taxes and through securities regulation.

3.2.3.1 Currency Controls and Taxes
Consider a potential transnational transaction involving an issuer or secondary seller of 
one nation and an investor of another. The government of either nation can have tax or 
currency exchange regulations that create sufficient disincentives such that the transac
tion does not take place. The government of the investor, for example, may make it diffi
cult or impossible to obtain the foreign currency with which to purchase the security, may 
tax the returns on foreign securities at a higher rate than it taxes the returns on domestic 
securities, or may refuse to grant the domestic holder of a foreign security a tax credit for 
taxes withheld from the returns by the government of the issuer. The government of the 
issuer may make it difficult or impossible for a foreign investor to turn returns paid in the 
local currency of the issuer’s nation into the investor’s domestic currency. Alternatively, it 
may impose a withholding tax on the returns which, for a number of possible reasons, 
may not reduce the investor’s home tax obligations by a commensurate amount. Transna
tional transactions can be discouraged not only by currently existing regulations of these 
sorts, but also by the fear that they might be imposed at any point in the future during 
the life of the security.

The period after World War II witnessed a variety of such currency control and tax mea
sures imposed by many of the world’s most advanced economies. These measures tended 
to reinforce segmentation of securities markets along national lines. The countries in
volved had largely dismantled these measures by the end of the 1980s, however. A return 
of such measures in these advanced economies is unlikely because such nations compete 
with each other to provide environments congenial to the financial services industry, 
which regards such taxes and regulations as anathema.

Because of the rise of the emerging market countries as significant players in the world 
economy, however, such measures still play an important role impeding cross-border eq
uity ownership. Many of these countries, most notably China, continue to impose such 
controls. There is much talk of liberalization concerning these countries, which would 
lead to a further weakening of this impediment to foreign ownership. For many of these 
countries, it is unclear, however, whether this talk will materialize into action. Among oth
er reasons, they (p. 796) may hesitate because of the experiences of some emerging coun
tries that have lifted such controls, which have then been subject to fluctuating capital 
flows. These fluctuations have accentuated upswings and downswings in their overall 
economies, leading to cycles of boom and bust. While equities, which have no fixed repay
ments, presumably contribute less to this boom-and-bust problem than do short-term 
fixed repayment securities, they may still play some role and in any event may still be 
subject to the same blanket restrictions that apply to all other capital market instru
ments.
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3.2.3.2 Securities Regulation
There cannot be foreign ownership without transnational transactions. These transnation
al transactions in turn inevitably give rise to potential regulatory claims by multiple coun
tries. When more than one country in fact imposes its regulations on an activity associat
ed with a transnational securities transaction, the transaction becomes more expensive to 
undertake, thereby creating an impediment to a global market for the issuer’s shares.

To see how such impediments can arise, we will review some US regulations and legal ac
tions and consider their application to the shares of established foreign firms that are effi
ciently priced in trading markets abroad. Section 5 of the Securities Act of 1933 (the “Se
curities Act”) prohibits the offer or sale of any security by any person unless the security 
is registered under the Act. Such registration requires a complex process of disclosure. 
The SEC has always been clear that it interprets Section 5 as covering public offerings 
made in the United States by foreign issuers. Further, any foreign issuer wishing its secu
rities to be listed on a US stock exchange must, just like a US issuer, register these secu
rities with the SEC pursuant to Section 13 of the Securities Exchange Act of 1934 (the 
“Exchange Act”), which again involves a complex process of disclosure. This registration 
automatically makes the issuer subject to the Exchange Act’s periodic disclosure 
regime,26 as does the registration of a public offering under the Securities Act.27 This dis
closure regime is generally regarded to be as strict as that of any country in the world.

Listing on a US exchange can also create the potential for a foreign issuer to be liable for 
large damages payments as the result of a fraud-on-the-market class action.28 This kind of 
private action allows secondary market purchasers, who suffer losses because the price 
they paid was inflated by an issuer’s misstatement made in violation of Exchange Act 
§10(b) and Rule 10b-5, to recover as a group their total damages. These actions give rise 
to the bulk of all the damages paid out in settlements and judgments pursuant to private 
litigation under the US securities laws and are what gives the United States the reputa
tion in the rest of the world of being the securities damage action “Wild West.”29 No other 
country has a civil liability provision that regularly imposes a similar level of damages on 
issuers.

(p. 797) As discussed above, technological advances have substantially reduced the costs 
for US investors to acquire information about, and to evaluate, foreign issuers relative to 
the costs they face doing the same with respect to comparable US issuers, especially 
large established foreign issuers trading in efficient markets abroad. The US decision to 
apply these regulations and causes of action to foreign issuers creates costs on an expect
ed basis that would not be present if the issuer were subject only to its home country’s 
laws with respect to the activities involved. These expected costs lead some foreign is
suers to avoid offering, or promoting the trading of, their shares in the United States. As 
a result, there are situations in which a public offering to US residents would provide a 
foreign issuer with the lowest cost of capital, but the offer is not made. Similarly, there 
are situations where a United States trading venue would offer the best liquidity services, 
relative to cost, for the trading of the issuer’s shares but the issuer does not list or other
wise promote trading there. US investors suffer from these lost transactions as well. Be
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cause the issuer’s securities are not conveniently available in the US primary or sec
ondary trading markets, US investors face barriers to enjoying the risk-reduction benefits 
from full international diversification.30

The traditional rationale of the US decision to apply these regulations and causes of ac
tion to foreign issuers has been to protect US investors and markets.31 I have argued 
elsewhere that in the case of foreign issuers trading in efficient markets abroad, such US 
application is not necessary to protect US investors against investing at unfair prices. 
This is because, if these US laws and causes of action were not applied to these foreign 
issuers, prices would be appropriately discounted to reflect this fact.32 Rather, regula
tions and causes of actions of this type serve corporate governance and liquidity enhance
ment functions. These regulations have costs and benefits that depend on their intensity. 
The optimal level of regulatory intensity varies from one country’s issuers to those of an
other. The benefits of getting the level of regulatory intensity right redound mostly to the 
issuer’s home country, which thus has the greatest incentive to do so. Accordingly, the im
pediments to global trading arising from the US application of these regulations and 
causes of action to foreign issuers are needless from both a US and a global economic 
welfare point of view.

Perhaps in growing recognition of the costs associated with impeding global trading, the 
United States has in recent decades been pulling back. Since the early 1980s, foreign is
suers have not been required to disclose as much in either their public offering or in their 
ongoing periodic reports as US issuers are required to disclose, whereas previously they 
were.33 (p. 798) More recently, the SEC decided to permit foreign issuers to report their fi
nancials in their US filings in accordance with International Financial Reporting Stan
dards (“IFRS”), which many foreign issuers use to satisfy their home country require
ments, whereas previously such financials needed to be reconciled with US GAAP.34 

Finally, in Morrison v. Nat’l Austl. Bank,35 the US Supreme Court concluded in 2010 that 
Exchange Act §10(b)—and hence fraud-on-the-market actions—reached only situations 
where the securities were listed on a US exchange or where their purchase or sale was 
effected in the United States.36 For most foreign issuers, this means that any need to pay 
fraud-on-the-market damages or settlements would be confined to only the portion of the 
foreign firm’s shares that are purchased in US trading, whereas previous lower-court de
cisions created possible liability to purchasers worldwide.37

There are likely to be further reductions in these US impediments in the future. Consider 
what would happen if the United States were to maintain them at their current level. The 
global integration of equity markets outside the United States would continue to 
progress. This integrating market outside the United States would improve the non-US 
options available to foreign issuers. Fewer and fewer foreign issuers would find that the 
benefits of offering their shares in the United States, or promoting US trading of their 
shares, would be worth the costs. US capital markets would be left mostly with only US 
issuers,38 while competing markets abroad would have the opportunity to be the trading 
venues for all the rest of the world’s issuers. Thus, the level of activity in the US capital 
markets would fall further and further short of what it could be, and with it the skill-
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based rents earned by the US residents employed by enterprises associated with these 
markets. This prospect is likely to lead to increasing political pressure to reduce these US 
impediments, an effort that is particularly likely to succeed given, in my view, their lack of 
any real value in protecting US investors or markets.

3.2.4 Transaction Costs of Acquiring Foreign Securities
A final factor impeding foreign ownership of a corporation’s shares are the extra costs as
sociated with the transactions by which foreign investors acquire its shares. Two kinds of 
transactions can result in share ownership by foreign investors. One is a purchase by the 
foreign investor on an exchange in the issuer’s home country, or in an offering being con
ducted in the issuer’s country. Such a transnational transaction involves the additional 
costs associated with international communications, currency exchange, and clearances 
and settlements that are not present with transactions occurring at home. The other kind 
of transaction is a purchase by the foreign investor on an exchange in the investor’s home 
country, or in an (p. 799) offering being conducted in that country. This avoids the costs to 
the investor of a transnational transaction, but it imposes on the issuer the additional 
costs of maintaining an exchange listing in the investor’s home country or conducting an 
offering there.

The same technological changes that have been narrowing the cost differential of obtain
ing information from foreign and from domestic sources have been greatly reducing dif
ferences in real resource costs between executing a purchase on a domestic exchange, or 
in a domestic offering, and making these purchases abroad. This is particularly true of 
secondary trading. It also has become much more practical for the major exchanges 
around the world to compete for listings from foreign issuers and orders from foreign 
traders. Share-trading venues in the advanced economies have all become electronic lim
it-order books, where a computer matches electronically posted limit orders with elec
tronically submitted incoming marketable orders. It is essentially as easy and inexpensive 
to post a limit order or submit a marketable order from a country distant from the venue 
as from within the same city as the venue. The only remaining impediment to each of 
these venues serving a truly global market (other than that, as discussed above, posed by 
national securities regulation systems) is the need to perfect a seamless transnational 
system of clearance and settlement.

4 The Interaction of Foreign Ownership and 
Corporate Governance
As many of the other chapters in this book make clear, what constitutes good corporate 
governance is a matter of considerable contention. This chapter will not wade deeply into 
this fight. Rather it focuses on one dimension of an issuer’s corporate governance: its ca
pacity to support portfolio investment, i.e., to support a shareholding base that includes a 
substantial portion of the issuers shares held by persons who individually do not hold 
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enough to exert control and who are numerous enough that it would be difficult to form a 
group to exercise control.

This choice to focus on portfolio supportive corporate governance is made for positive, 
not normative, reasons. Most publicly traded firms outside the United States and the 
United Kingdom have control shareholders. Control shareholders in turn are most often 
of the same nationality as the issuer. These control shareholders might sell a block of 
shares to a foreign holder, but the relationship thereafter between the control sharehold
ers and the foreign block holder is likely to be governed by a contract specific to the par
ticular transaction. Thus, for there to be some kind of more general relationship between 
foreign share ownership and corporate governance, this will arise out of a situation 
where the foreign holders are portfolio investors, i.e., holders of freely trading non-con
trol shares. A firm’s potential for having foreign portfolio investors depends on its poten
tial for having portfolio investors more generally, which, in turn, depends on the portfolio 
supportiveness of its corporate governance.

This section begins with an elaboration of the concept of portfolio-supportive corporate 
governance and its implications. Subsequently, we review the literature suggesting that 
improved corporate governance in fact does lead to greater foreign ownership. Finally, 
we review the literature suggesting that increased foreign ownership leads to improved 
corporate (p. 800) governance. In each case, the review will consider the catalytic role 
played by the weakening of the non-corporate-governance impediments to foreign owner
ship discussed in section 3.

4.1 Portfolio-Supportive Corporate Governance

In an efficient market, the market price for an issuer’s shares reflects an unbiased predic
tion of the cash flows to be received by the holder. Thus, the price of a stock trading in 
such a market should fully discount for the extent to which some feature of an issuer’s 
corporate governance reduces this expected cash flow. At first take, this observation 
would appear to suggest an issuer’s corporate governance should have no effect on the 
extent of foreign ownership. For an issuer with poor corporate governance, the market 
would expect the portfolio holder of its shares to receive a lower future cash flow dis
counted to present value than would be expected of an issuer with good governance. 
Thus the share price of the poor governance issuer would be commensurately less than 
that of the good governance issuer. As a consequence, this reasoning would go, the share 
of the poor governance issuer is an equally attractive purchase: the lower price would 
make up for its lower value.

This first take on the problem, however, ignores a fundamental precondition. A firm will 
never have portfolio investors of any kind—foreign or domestic—unless these initial con
trol shareholders decide to sell some of their shares to such investors, or to direct the 
firm to issue and sell shares to such investors. Someone has to start a firm and so all 
firms inevitably start out their existence with only control shareholders and no portfolio 
shareholders. The control shareholders will not make the decision to effect a transaction 
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that results in portfolio shareholders unless the portfolio investors are willing to pay a 
share price sufficiently high that controlling shareholders find the transaction to be 
worthwhile. Thus, to determine a firm’s potential for having portfolio shareholders, we 
need to examine what portfolio investors are willing to pay and how this interacts with 
what control shareholders would think is a sufficiently high price to make a sale to the 
portfolio investors worthwhile.

4.1.1 The Problem of Information Asymmetries
As just noted, the value of an issuer’s shares to portfolio investors is determined by the 
discounted present value of the distributions, including dividends, that the portfolio hold
er of each such share can expect to receive in the future. The value of these distributions 
in turn depends in important part on the extent to which the issuer’s future discounted-
to-present-value net cash flow is expected to be diverted to benefit just the control share
holders. Such a diversion can occur in either of two ways. In one, the firm’s assets are de
ployed in a way that would maximize the value of their expected future cash flow, but the 
control shareholders give to themselves a greater than pro rata distribution of cash, or 
obtain the equivalent amount of cash by directly or indirectly entering into a contract 
with the firm on terms more favorable to them than market terms. The other way involves 
the control shareholders operating the firm in a way that benefits them, but does not 
maximize the discounted-to-present-value expected future cash flows of the firm.39

(p. 801) A sale to portfolio investors by a firm’s control shareholders, or by the firm they 
control, will only be worthwhile to the control shareholders if the price that the portfolio 
investors are willing to pay is greater than the control shareholders believe, based on 
what they know, to be the value to them of simply retaining their ownership position as it 
is. The prospect of diversions by a firm’s control shareholders would not affect this calcu
lation, however, if, unlike the real world, the control shareholders and portfolio investors 
were equally well informed as to what size the diversions will be. Larger expected diver
sions would mean that control shareholders would enjoy more in the way of the private 
benefits of control in the future, but they would pay for this benefit now in terms of a 
commensurately lower price for the shares sold to portfolio investors. The fundamental 
problem is that control shareholders are in fact better informed about the expected size 
of these future diversions than portfolio investors.

This asymmetry of information creates a classic “lemons” situation. Consider two types of 
issuers. The first type has “high-quality” shares. Based on the better information pos
sessed by the controlling shareholders of these high-quality issuers, the expected value of 
the distributions of these shares is high because they plan to engage in little or no diver
sion. The second type of issuer has “low-quality” shares. Based on the better information 
possessed by the controlling shareholders of these low quality issuers, the expected value 
of the distributions of these shares is low because the planned diversions by these is
suers’ control shareholders are large. Because the portfolio investors have less informa
tion, they are unable to distinguish between the two types of shares.
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As George Akerlof showed in his classic 1970 article concerning adverse selection, if 
nothing alters this asymmetric information situation, the low-quality version of any item 
of sale can drive the high-quality version out of the market.40 Suppose, in our example, 
that potentially there were an equal number of high-quality and low-quality shares of
fered in the market. Given that buyers cannot distinguish between what in fact are the 
high-quality shares and the low-quality ones, the price they rationally will be willing to 
pay will be the same for all the shares: the average of the expected values of the high-
quality shares and the low-quality shares. This is because there would be a 50% chance a 
purchased share was (p. 802) from a high-quality issuer and a 50% chance that it is from a 
low-quality issuer. This result would not be an equilibrium solution, however. The blended 
price that portfolio investors are willing to pay may well not make a sale worthwhile for 
the controlling shareholders of the high-quality share issuers. If so, the controlling share
holders of the high-quality issuers would decide not to offer their shares at all. The poten
tial portfolio investors would then know that only the low-quality shares would be avail
able and the shares would be priced in the market accordingly.

Now imagine a range of issuers in terms of their share qualities, with the worst, because 
of some mix of poor expected underlying cash flow and diversions by control sharehold
ers, that are worth nothing. The highest-quality issuers, as just described, would not en
ter the market in the first place. Now the next-highest-quality issuers would be in the 
same position as the highest-quality issuers would have been if they had stayed in the 
market. This is because the price offered to them would be an average of the expected 
value of these next-highest-quality shares and the values of the shares of all the lower-
quality issuers. So now these next-highest-quality issuers would not enter the market. 
Moving down the list in terms of the quality of an issuer’s shares, this story can be re
peated again and again. In the end, the market unravels completely and there are no 
share offerings to portfolio investors.

4.1.2 The Incentives for Control Shareholders to Create Portfolio Holders
If this information asymmetry problem can be solved, however, the control shareholders 
of a firm have a number of motives for selling to, or causing the firm to sell to, portfolio 
investors. To start, when the control shareholders are the sellers, they are able to diversi
fy their investment portfolios by taking the cash received from the sales and investing it 
elsewhere. By doing so, they can have a reduced level of risk for any given level of ex
pected return, as discussed earlier. Further, the existence of an active trading market in 
the shares of the firm makes the remainder of their holdings more liquid, especially when 
sold in small chunks. Finally, the prices of the firm’s shares in an efficient secondary trad
ing market can serve as useful guides to the firm’s management. A firm’s managers ordi
narily know more about what is going on within the firm than does anyone else, but they 
are not so expert relative to others with respect to many features of the outside environ
ment within which the firm operates. Prices in an efficient market very usefully incorpo
rate all publicly available public information concerning these features of the outside en
vironment. Thus market prices incorporate better predictions of the effects of these fea
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tures of the outside environment on the firm’s future cash flows than the parallel predic
tions of the managers.

4.1.3 Overcoming Information Asymmetry Problems and the Role of Corpo
rate Governance
A number of market-based antidotes to the information asymmetry problem allow some 
sales to portfolio investors to occur that would otherwise be blocked by the asymmetry 
problems described above.41 Each of these market-based antidotes to the information 

(p. 803) asymmetry problem has significant limitations, however.42 Mandatory disclosure 
law can supplement these market-based antidotes and allow more such sales to occur. So 
too can improved corporate governance, which is key to the theoretical story of how cor
porate governance can affect the level of foreign ownership.

4.1.3.1 Market-Based Antidotes to the Information Asymmetry Problem
The high-quality issuers, in our example above, may be able to credibly “signal” facts 
demonstrating their quality. This is so, however, only if making a false claim as to quality 
would not be worthwhile to the controlling shareholders of any issuer that is not high 
quality because of legal liability or loss of reputation. To avoid these costs, the low-quality 
issuers would remain silent rather than falsely claiming facts suggesting that they are 
high quality. The market then would infer from their silence that they are low quality.43

A high-quality issuer can also sell its shares to an investment bank that then resells them 
to portfolio investors at a premium that investors are willing to pay because of the bank’s 
involvement. The bank will be able to sell the shares at this premium price if the bank has 
the capacity to distinguish between high- and low-quality issuers and has a reputation for 
honesty that the bank, as a repeat player, finds it worthwhile to retain.44

To the extent that the quality of an issuer can be demonstrated by accounting information 
concerning assets, liabilities, and financial performance to date, a high-quality issuer can 
also distinguish itself by having its accounts certified by an outside accounting firm with 
a reputation worth preserving.45

4.1.3.2 Mandatory Issuer Disclosure at the Time of an Offering to Portfolio Investors
Effective mandatory disclosure at the time of a public offering of shares can address as
pects of the asymmetry directly and, because each of the market-based solutions has limi
tations, allows additional sales to portfolio investors that the asymmetry problem would 
otherwise block if only the market-based antidotes were available. Truthful information 
about an issuer’s prior history of diversions, and about the histories of the control share
holders in connection with other business ventures, will narrow the gap between control 
shareholders and portfolio investors in terms of their respective abilities to predict the 
level of future diversions.46
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(p. 804) 4.1.3.3 Corporate Governance
In this information asymmetry story, corporate governance is also relevant to the level of 
portfolio investor ownership and hence the possibility of foreign portfolio investor owner
ship. A principal focus of corporate law is the prevention of diversions. Much of modern 
corporate law has been built around this goal. The goal is reflected not only in rules re
quiring that dividends and distributions be made pro rata, but also in the basic fiduciary 
rules policing non-arm’s-length transactions involving insiders and the corporation.47 The 
more limited the possible extent of such diversions, the less important is the existence of 
information asymmetry between the controlling shareholders and portfolio investors con
cerning what the actual expected level of diversion will be. The information advantages of 
the controlling shareholders as to the expected extent of diversions will matter less since 
the maximum possible amount of diversion is less. The less important the asymmetry, the 
fewer stock sales are blocked that would have occurred absent the asymmetry.

The prospect that an issuer will be subject to an effective ongoing mandatory issuer dis
closure regime—a regime that requires an issuer to regularly update its disclosures—can 
also reinforce the constraints that corporate law and reputational concerns put on diver
sions. Diversions are less likely to occur if control shareholders know that the diversions 
will subsequently become publicly known.48 There is a general recognition that trans
parency is necessary for good corporate governance.49

These restraints on diversions arising from corporate law and from an effective ongoing 
periodic disclosure regime are especially important in the case of an issuer with no exist
ing portfolio investors and whose controlling shareholders do not have significant involve
ment in prior business ventures. With such an issuer, disclosure at the time of the offer
ing will do little to reduce the information asymmetry between the control shareholders 
and potential investors concerning the expected extent of future diversions. The conclu
sion that these diversion constraints are especially important for IPOs of first-time entre
preneurs should be highlighted because a public market for issuers of this kind is impor
tant for the dynamism of an economy,50 which can contribute to economic growth even 
for emerging countries.

(p. 805) 4.1.4 Conclusion and Some Terminology
In sum, corporations inevitably start their lives with control shareholders. For most coun
tries of the world, control shareholding is the preponderant ownership structure even for 
their older, larger firms.51 In many such firms, the control shareholders would enter into, 
or direct their firms to enter into, transactions that would result in a larger portion of the 
firm’s shares being held by portfolio investors if it were not for adverse selection’s nega
tive effect on what potential offerees would be willing to pay. Subjecting the firm to more 
effective corporate law constraints on diversions by control shareholders reduces this im
pediment to greater portfolio holdings. So does subjecting the firm to a more effective on
going periodic disclosure regime. Thus, where one or both of these diversion reduction 
constraints are mandatorily imposed on the firm pursuant to its home country’s legal sys
tem, or where a firm is otherwise individually subjected to one or both of these con
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straints, we would expect, all else equal, that a greater portion of the firm’s shares would 
be held by portfolio investors.

The remainder of this chapter will refer to both corporate law constraints on diversions 
and obligations to provide ongoing disclosure as “diversion constraints.” This terminology 
will be used whether the constraint or obligation is imposed by a firm’s home country’s 
laws or by the firm’s individual actions. The expression “more effective diversion con
straints” will be applied to the situation where the rules constituting a diversion con
straint stay the same but are enforced in such a way that the frequency of compliance is 
increased. It will also be applied to the situation where the rules constituting a diversion 
constraint are tightened but the frequency of compliance with new rules is not any 
greater than the frequency of compliance had been with the old, laxer rules.

4.2 More Effective Diversion Constraints Leading to Greater Foreign 
Ownership

There is a strong argument, based on a growing empirical literature, that being subject to 
more effective diversion constraints leads on average to a greater portion of a firm’s 
shares being held by foreign investors. As elaborated below, this argument suggests that 
the continued lessening of the non-corporate-governance impediments to global share
holding is acting as a catalyst that is resulting both in increasing foreign ownership and 
in firms around the world being subject to increasingly effective diversion constraints.

4.2.1 Implications from the Discussion of Portfolio Supportive Corporate 
Governance
In the preceding discussion, we concluded that firms with more effective diversion con
straints can be expected to have a higher proportion of their shares on average held by 
portfolio investors. This conclusion gives rise to two important implications.

(p. 806) First, the weakening of the non-corporate-governance impediments to foreign 
ownership discussed in section 3 increases the pool of the firm’s potential portfolio in
vestors. As a result, more situations arise where, absent the impediments created by ad
verse selection, both the firm’s control shareholders and portfolio investors would find 
advantageous a transaction that increases the portion of the firm’s shares held by portfo
lio investors. For any firm where this is the case, its control shareholders would, with the 
weakening of these impediments, have the incentive to adopt more effective diversion 
constraints. Using the same logic, a country with a relatively poor-quality corporate law 
or mandatory ongoing securities disclosure regime would have incentives to strengthen 
each. Individual firms, and countries as a whole, tend to respond to incentives.52 When 
they respond to these incentives for more effective diversion constraints, the portions of 
firms’ shares held by portfolio investors, including in particular those of foreign portfolio 
investors, should increase.

Second, some countries that start with a relatively ineffective corporate law or mandatory 
ongoing periodic disclosure regime will decide to strengthen their corporate law or dis
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closure rules for reasons independent of the weakening of the non-corporate-governance-
related factors impeding global markets that is discussed in section 3.53 With the weaken
ing of these impediments, however, this strengthening of the country’s corporate or secu
rities disclosure laws will lead to a greater increase in the proportion of shares held by 
foreigners in the country’s firms than would have occurred otherwise.

(p. 807) Keeping in mind these two implications, we can now move on to consider what the 
existing empirical literature suggests about whether more effective diversion constraints 
in fact lead to increased foreign ownership and the role played in this process by the 
weakening of the non-corporate-governance-based impediments to the global markets for 
equities.

4.2.2 Strong Effective Domestic Corporation and Securities Disclosure Laws 
and the Size and Depth of Capital Markets
There is evidence that countries with stronger corporate-governance rules and enforce
ment have substantially larger equity markets as a proportion of their GDPs and more 
listed firms.54 A large, deep capital market relative to a country’s GDP suggests that more 
of its economy is composed of firms with a significant portion of their shares held by port
folio investors. Thus, this evidence suggests a link between the effectiveness of a 
country’s diversion constraints and the proportion of its firms’ shares held by portfolio in
vestors. Even more to the point, there is also evidence that countries with stronger corpo
rate governance have a lower concentration of ownership.55 These two kinds of evidence 
are relevant to the issue under examination—whether more effective diversion con
straints lead to greater foreign ownership—because, as we have seen, for a firm to have a 
significant portion of its shares held by foreign portfolio investors, a precondition is that a 
significant portion of its shares be held by portfolio investors more generally.

4.2.3 Strong Effective Domestic Corporation and Securities Disclosure Laws 
and the Extent of Foreign Ownership
Evidence that laws imposing more effective diversion constraints lead to larger, deeper 
domestic capital markets logically suggests that such laws facilitate greater foreign, as 
well as domestic, portfolio ownership of a country’s firms. There is, however, more direct 
evidence. The starting point is a substantial body of scholarship showing a correlation be
tween indicators of the effective strength of a country’s corporate and securities laws and 
the extent of foreign ownership of its corporations, a correlation that holds even after 
controlling for (p. 808) the level of a country’s economic development.56 Concluding that 
this correlation is the result of effective laws leading to more foreign ownership, however, 
requires ruling out that the correlation is instead primarily the result of the reverse 
causal pathway, i.e., that a larger percentage of foreign shareholders in a country’s firms 
leads to the country adopting more effective diversion-constraining laws. There is a good 
case for ruling out this possible alternative explanation, however.

As the data at the beginning of this chapter suggests, for most firms in the world, home 
bias means that at most only a minority of the shareholders of a country’s firms are for
eign. These foreign shareholders are unlikely on their own initiative to push through legal 
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reforms abroad. As foreigners, they do not tend to wield much influence within the politi
cal systems of a firm’s home country. Moreover, their stakes tend to be smaller and more 
disorganized than those of the opposing control shareholders. Thus, it seems unlikely that 
the correlation between more effective laws constraining diversions and foreign owner
ship is explained by the foreign owners prompting the legal changes.57

4.2.4 The Effectiveness of Individual Firm Diversion Constraints and the Ex
tent of Foreign Ownership
Earlier discussion suggested that being subject to effective home-country corporate and 
securities laws is only one way for a firm to persuade investors that future diversions will 
be limited, and thereby resolve the adverse selection problem that impedes ownership of 
its shares by portfolio investors.58 One alternative way would be for the firm to subject it
self to one or more of a variety of ongoing transparency enhancing devices. These devices 
include credibly pledging to comply with a private disclosure code or to obtain certified fi
nancials on a periodic basis. They would also include listing on a stock exchange that re
quires certain ongoing disclosures or that requires registration with a foreign securities 

(p. 809) disclosure regime that imposes such disclosure requirements on the firm. Another 
alternative would be to include provisions in the corporate charter that would reduce the 
chance of diversions.

There is considerable empirical evidence that there is a correlation between such individ
ual firm efforts at good governance and greater foreign ownership.59 Again the question 
arises as to whether this correlation is at least in part the result of good individual firm 
corporate governance leading to more foreign ownership, or instead is primarily the re
sult of the reverse causal pathway, i.e., that a higher proportion of foreign shareholders 
leads a firm to adopt better corporate governance. Here we cannot rule out so easily this 
second reverse causation explanation. The fact that shareholders are foreign puts them at 
no particular disadvantage in the individual firm’s governance process, unlike their situa
tion with respect to the national political processes of a firm’s home country. As discussed 
below, there is empirical evidence that foreign shareholders do in fact have at least some 
influence on firm governance.60

Theory, however, suggests that the correlation would be due at least in part to more effec
tive diversion constraints at the individual firm level leading to greater portfolio share 
ownership, which presumably would include increased foreign ownership.61 Fortunately, 
also, the much (p. 810) larger number of observations allowed by using firm-level data, as 
compared to using country-level data, permits the use of econometric techniques that can 
help disentangle the question of causal direction. For example, Covrig, Defond, and Hung, 
using fixed effects regression techniques, show that foreign ownership increases after a 
firm switches from local to international accounting standards (“IAS”).62 Khanna and 
Palepu reach a similar conclusion in an investigation of the relationship between foreign 
ownership and measures of transparency of publicly traded firms that are affiliated with 
business groups.63 Because the affiliated firms in a business group are all controlled by 
the same owners, they are particularly vulnerable to diversions. These common owners 
can use their control to have one affiliate, for below-market consideration, enter into a 
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transaction with another affiliate in which the owners have a larger interest, thereby ben
efiting the owners at the expense of the portfolio shareholders of the first affiliate. Fur
ther, due to the possibility of highly frequent non-arm’s-length transactions among a 
group’s affiliates, they have a particularly high potential of being non-transparent in their 
accounts. As evidence that more transparency attracts foreign investors, Khanna and 
Palepu find that after India, in the early 1990s, lifted a number of provisions that had 
been preventing or discouraging foreign ownership of shares in Indian corporations, affil
iates of business groups that were more transparent displayed a larger gain in their per
centages of foreign ownership.64

4.2.5 Bonding to Better Governance by an Offering Abroad or Cross-Listing 
on a Foreign Exchange
A number of scholars have suggested that one way that an individual firm from a country 
with weak or ineffective corporate-governance laws can impose on itself a stricter regime 
is to conduct a public offering in, or cross-list on an exchange located in, a country that 
imposes on the firm the host country’s own stricter regime.65 Most of this “bonding” liter
ature refers specifically to a public offering or cross-listing in the United States, which is 
generally believed to have as strict securities disclosure laws as any country. The discus
sion above suggests that firms that impose on themselves more effective diversion con
straints will attract more foreign investors. So, to the extent that such a US offering or 
cross-listing by a foreign firm really does result in the firm being subject to more effective 
diversion constraints, the availability of these tools has played a role in the rise in foreign 
ownership.

How effective, though, is a US public offering or cross-listing as a bonding technique? An
swering this question requires both an examination of the theory as to how these actions 
might work as bonds and a review of the related empirical literature.

(p. 811) 4.2.5.1 How Bonding Might Work and its Limitations
As discussed above,66 any foreign issuer that does a first public offering in the United 
States or cross-lists its shares on a US exchange is required to file an initial disclosure 
statement, after which the issuer becomes subject to the Exchange Act’s ongoing periodic 
disclosure obligations.

Several things should be noted at the outset about a US public offering or cross-listing as 
a bonding device. First, the applicable US securities laws do not impose any obligations 
on the controlling shareholders of the issuer undertaking the offering or cross-listing to 
refrain from engaging in diversions. Rather, these acts of bonding work, to extent that 
they are effective, by the threat of US legal sanctions if the bonding firm misstates facts 
in its disclosure filings or omits required information. Thus, a controlling shareholder 
contemplating a diversion would know that if it were to go ahead, it either would need to 
comply with the disclosure rules intended to reveal such a diversion or face the threat of 
legal sanctions for non-compliance with these rules.
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Second, whether a firm does a public offering in the United States or just cross-lists 
there, it is the periodic-disclosure obligation that does the main bonding work. The initial 
Securities Act or Exchange Act filing may help disclose the existence of past diversions 
and hence, by revealing the character of the control shareholders, help investors predict 
the level of future diversions. However, it does nothing to deter future diversions other 
than to provide baseline information that makes the subsequent periodic disclosures 
more meaningful.

Third, a US public offering or cross-listing is only effective as a bonding device to the ex
tent that the control shareholders reasonably expect to be hurt if they violate their disclo
sure obligations. For a number of reasons, most foreign issuers and their managers and 
control shareholders have considerably less to fear from a violation than do their US 
counterparts. Many foreign issuers and their managers and control shareholders have lit
tle or no presence in the United States and hence, relative to their US counterparts, face 
much less exposure to the criminal, and even the civil, sanctions arising from a violation 
of their US disclosure obligations. In addition, there is some evidence that the SEC is un
willing to devote as much in resources to prosecuting cases involving foreign issuers.67

Moreover, even the control shareholders of foreign issuers that fully comply with their 
SEC mandates have less to fear from these mandates because they are not required to 
disclose as much, or as frequently, as their US counterparts.68

Finally, the SEC and the US Supreme Court have each taken actions in recent years to re
duce the effectiveness of foreign-issuer bonding. In 2007, the SEC promulgated Rule 
12h-6, whereby the SEC has provided a means of exiting the periodic disclosure obliga
tions for any foreign issuer whose average trading volume in the United States was less 
than 5% of its worldwide trading (p. 812) volume.69 A large portion of the world’s publicly 
traded issuers would not have this large a US trading volume if they did a US public of
fering or cross-listed on a US exchange, in which case neither of these acts would consti
tute any real kind of bond since exit would be easily available soon thereafter. Even 
where the US trading volume would be greater than 5% immediately after the offering or 
cross-listing, investors in many cases could not be confident that they would not fall be
low 5% in the future.

In 2010, in Morrison v. Nat’l Austl. Bank,70 the Supreme Court concluded that §10(b) 
reached only situations where the securities were listed on a US exchange or where their 
purchase or sale was effected in the United States.71 As discussed, this ruling had a ma
jor impact on fraud-on-the-market class actions against foreign issuers.72 Under Morrison, 
at least for foreign issuers that do their US equity listing in the form of American Deposi
tory Receipts (ADRs), which is the predominant approach, any damages or settlement 
payments arising from such an action are confined to only the portion of the foreign 
firm’s equity that is purchased in US trading, often only a small fraction of the total, 
whereas previous lower-court decisions suggested that a firm could sometimes be liable 
to all purchasers worldwide.73 US issuers, in comparison, continue to be liable to all pur
chasers who suffer these losses from their purchases. Thus, for the typical foreign firm 
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listed on a US exchange, this civil damages cause of action has a smaller, often much 
smaller, capacity to deter misstatements.

4.2.5.2 Empirical Evidence that a US Offering or Cross-Listing Constitutes an Effec
tive Bond
A number of studies document that when a foreign firm cross-lists in the United States, 
its stock price experiences a jump up in price.74 Moreover, the weaker the disclosure 
regime of the firm’s home country, the bigger the jump.75

What, though, causes this price jump? Theory suggests three possibilities, none mutually 
exclusive. First, cross-listing may lower the rate at which the market discounts the future 
cash flows expected to be received by shareholders. The discount rate decreases in part 
because the cross-listing reduces the segmentation between the market of the firm’s 
home country and the US market, enlarging the number of investors that can convenient
ly trade (p. 813) in its shares with the portfolio risk reduction that transnational investing 
allows. It also decreases in part because the improved disclosure resulting from the impo
sition of the US disclosure regime increases the stock’s liquidity by reducing market 
maker’s adverse selection concerns. Discounting expected future cash flows at a lower 
rate increases the present value of the right to receive these cash flows and hence the 
stock will trade today at a higher price. This is so even if the cross-listing is not expected 
to change the future behavior of the firm and its control shareholders and hence not ex
pected to increase future cash flows received by the portfolio shareholders.

Second, the price jump may occur because the cross-listing leads the market to expect 
that the future cash flows received by the firm’s portfolio holders will be greater than 
previously expected because the cross-listing shows the firm’s willingness to submit to 
greater scrutiny its claims of a bright future. In other words, the decision of the control 
shareholders to cross-list is a signal that makes these claims more credible and hence 
leads to an increase in the outside market’s perception of the expected level of the firm’s 
future cash flows to portfolio holders. Thus, again, the price would increase even if those 
who are most knowledgeable do not expect the cross-listing to change the future behav
ior of the firm and its control shareholders, and hence do not expect an increase in actual 
cash flows to the portfolio shareholders.

A third possible reason for the price jump is the focus of the larger discussion here, i.e., 
bonding. This would be the idea that the greater scrutiny of the firm permitted by im
proved disclosure is expected by the market to change firm and control shareholder be
havior in a way that will increase actual future cash flows to the firm’s portfolio share
holders.

We can label these three potential explanations, respectively, the discount rate, signaling, 
and bonding explanations. The prospect of a price jump, whatever the explanation, is pre
sumably an important motivation for a firm to cross-list. Determining, however, whether 
bonding is playing a significant role in this price jump is tricky because each of three ex
planations shares with the others either the same driving factors or ones that are at least 
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highly correlated with each other. Disclosure improvement is the driving factor behind 
both the bonding and signaling explanations as well as behind the liquidity improvement 
part of the discount-rate explanation. The weaker the home country’s disclosure regime, 
the greater will be the disclosure improvement from cross-listing. The driving factor be
hind the other part of the discount rate explanation is that the access to the US capital 
market helps make up for shortcomings in the size and functional quality of the home 
country’s capital market and its lack of integration into the larger global capital market. 
The greater these home country shortcomings, the more cross-listing can help. The ex
tent to which cross-listing can help in this way is likely highly correlated with the extent 
to which it improves disclosure. This is because home countries with smaller, more poorly 
functioning domestic capital markets that are more distinctly separate from the larger 
global capital market tend also to have weaker disclosure regimes. Thus the driver of this 
second part of the discount-rate explanation, though not the same as the driver of the 
other explanations, is highly correlated with it.

Some studies suggest that there is at least more at work in the price jump than the capi
tal market improvement part of the discount-rate explanation. Reese and Weisbach, for 
example, find that firms from weak diversion-constraint countries are more likely to en
gage in equity offerings after cross-listing in the United States than firms from stronger 

(p. 814) diversion-constraint countries, yet the offerings tend to occur outside the United 
States.76 This suggests that the price gain from the cross-listing carries over to these of
ferings in markets without the size and functional quality of those in the United States. 
Hail and Leuz use changes in analysts’ predictions of future cash flows to isolate the typi
cal foreign issuer’s US cross-listing’s effect on the discount rate from the market’s expec
tations of the firm’s future cash flows (which could be the result of the signaling effect, 
the bonding effect, or both). They find that on average a change in cash flow expectations 
explains about half the price jump.77

While these studies show that there is some effect from the bonding or the signaling ef
fect, they do not allow us to distinguish between the two effects in order to see if the 
bonding effect in fact plays a role. There is at least some indirect evidence that bonding 
does play a role, however. Studies by Doidge78 and by Bris, Cantale, and Nishiotis79 each 
focus on firms with two classes of stock, where both classes have the same cash flow 
rights per share, but one class has higher voting rights per share and, as a result, trades 
at a higher price. Each study finds that the price ratio of the high voting stock to the low 
voting stock decreases significantly after a US cross-listing.80 In each study, the authors 
attribute the high voting stock’s premium at least in part to the ability of the control to 
engage in diversions and interpret the decline in this premium to the cross-listing impos
ing new constraints on such diversions.81 It should be noted that the price for the high 
voting shares used in the study is of course the price at which the publicly held ones 
trade. The holders of these shares are not part of a control group that can steer diver
sions in their direction. However, if the current control group does not have a majority of 
the share votes, the publicly held high voting shares still have extra value that is related 
to the ability of control to extract diversions. This is because their holders can sell to 
someone who is trying to assemble a new control group or who is trying to reinforce the 
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power of an existing one. Lel and Miller focus on the effect of cross-listing on the likeli
hood that a CEO would be fired in the face of disappointing financial results.82 They find 
that cross-listing increases this likelihood more for firms from weak diversion-constraint 
countries than from strong ones, suggesting that cross-listing leads to better 
governance.83

4.2.5.3 Effects of Cross-Listing Independent of its Bonding Effect
A US cross-listing, independent of its effectiveness as a bonding device, will tend to pro
mote foreign ownership because it reduces the cost, inconvenience, and regulatory hur
dles associated with the purchase by US investors in the cross-listed foreign issuer. As 
discussed earlier, the availability of US cross-listings could play a larger role in promoting 
foreign ownership if the United States gave the issuer the option of imposing on itself the 
Exchange Act’s (p. 815) ongoing periodic disclosure obligations, but did not require the is
suer to do so. This optional approach would continue to allow firms to use these obliga
tions as a bonding device, but would reduce the cost of cross-listing for firms that do not 
wish to bond.

4.3 Greater Foreign Ownership Leading to More Effective Diversion 
Constraints

There is also considerable evidence that a larger portion of a firm’s shares being held by 
foreigners leads to the firm being subject to more effective diversion constraints. This evi
dence suggests that the continued lessening of the non-corporate-governance impedi
ments to global shareholding is acting as a catalyst in a second way that is resulting in 
both increasing foreign ownership and better governance around the world.

4.3.1 How Greater Foreign Ownership Could Lead to More Effective Diver
sion Constraints
As discussed above, it is unlikely that if a country’s firms have a larger proportion of for
eign owners, there will be pressure on its government to enact and enforce stricter corpo
rate and securities disclosure laws.84 The idea that foreign owners might lead individual 
firms to adopt more effective diversion constraints is much more plausible, however. So is 
the idea that the presence of foreign owners can be a diversion constraining force in and 
of itself.

4.3.1.1 The Extent of Foreign Ownership
It is worth noting at the start that many of the larger corporations from countries not hav
ing the most effective constraints on diversions have a considerable portion of their 
shares held by investors from countries that do. Even more than a decade ago, Anglo-Sax
on institutions held an average of 35% of the shares of the largest 40 firms listed on the 
Paris Bourse and 41% of large Dutch companies.85 Foreign investors more generally held 
over 30% of shares of companies listed on Mexico’s stock markets.86 However, even 
where foreign holders have smaller percentages than these, as would be the case with 
smaller firms in continental Europe and most firms in the developing countries, there are 
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still reasons, as discussed below, why they might have an influence on corporate gover
nance.

4.3.1.2 The Special Role of Foreign Investors
Foreign shareholders and domestic non-control shareholders have the same interest in 
preventing diversions by a firm’s control shareholders because, on per share basis, they 
each lose equally from such diversions. Foreign holders are more likely to act on this in
terest, however. To start, the foreign holders from strong corporate-governance countries 
may bring with them a greater familiarity and experience with the kinds of diversion con
straints that (p. 816) firms can impose on themselves, and a greater sense that diversions 
by control shareholders are an improper way of doing business. They and their agents are 
also less likely than domestic shareholders and their agents to be enmeshed in direct or 
indirect relationships with a firm’s control shareholders that dissuade them from acting 
to prevent diversions.

The concentration of a country’s equity holdings in the hands of institutional investors, 
characteristic of such wealthy good-governance jurisdictions as the United States and the 
United Kingdom, also makes holders from these countries more prone to act. This is be
cause larger holders get proportionally greater gains for their efforts, while small holders 
rationally tend to freeride.

There is evidence that foreign shareholders from strong corporate-governance countries 
do in fact attempt to cause the adoption of stronger diversion constraints by the foreign 
firms in which they invest that are from countries with weaker corporate-governance le
gal regimes and traditions. For example, the California Public Employees Retirement Sys
tem (“CalPERs”) adopted a variety of corporate-governance standards that it urges upon 
foreign issuers in which it has invested,87 and Fidelity has been reported as more aggres
sive on governance issues in Europe than in the United States.88 There is also significant 
evidence of interventions by hedge funds from the United States and the United Kingdom 
in the governance of firms from continental Europe.89

4.3.1.3 Methods of Influence
Willingness to act and having influence are two different things. The range of available 
tools for influence depend on whether the control shareholders have over 50% of the 
share votes. If they do have more than 50%, it is impossible for foreign shareholders to af
fect the firm’s corporate governance or behavior directly through the way they cast, or 
threaten to cast, their own votes. They can nevertheless still exercise influence through 
the threat that if the controlling shareholders fail to heed the foreign shareholders’ de
sires, the foreign shareholders will sell their shares, with a resulting price drop. The rea
son that the control shareholders may respond to this threat goes back in part to the rea
sons that the control shareholders wanted the firm to have public shareholders in the first 
place. All else being equal, they prefer the firm’s shares to trade at a higher than a lower 
price.90 The sale of a significant number of shares, even as little as 5–10%, is likely to 
prompt a lower price, particularly if the market becomes aware that foreign institutional 
investors, who are likely to be particularly informed about the corporate-governance situ
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ation at the firm, have decided (p. 817) to get out. Indeed, because foreign institutional in
vestors are particularly informed, just the public knowledge that control shareholders re
fused to make changes after one or more such institutions expressed dissatisfaction may 
result in a share-price drop.

The range of tools of influence expand if the control shareholders have less than 50% of 
the votes. Then the foreign shareholders have the possibility of providing, at least at the 
margin, the votes needed to force a change in governance or the elimination of the man
agers subservient to the control shareholders. Foreign institutional investors, by leading 
a movement that threatens such a vote, may be able to persuade the controlling share
holders to adopt stronger diversion constraints or simply to divert less without the neces
sity of a vote actually taking place.

If the control shareholders have less than 50% of the votes, there is also always the possi
bility of a hostile takeover. Again, the foreign shareholders can be, at the margin, the de
ciding factor in whether such a takeover occurs. Moreover a foreign institutional investor 
may be in a better position than any other shareholder credibly to communicate to a po
tential foreign acquirer the financial gain that could be attained from such a takeover in 
situations where the network of relationships in the firm’s home country makes unlikely a 
domestic acquirer coming forward. In most situations, the chances are probably relatively 
small that a foreign institutional investor could help instigate a successful hostile 
takeover. A domestically instigated takeover attempt that succeeds because of the votes 
of foreign investors is probably also infrequent. Even so, the stakes for control sharehold
ers in avoiding such a disaster are so high that they may well give some weight to the 
preferences of the foreign institutions and other foreign investors in order to avoid the 
risk.

4.3.2 Empirical Evidence
A number of studies provide empirical evidence that greater foreign ownership in fact 
leads a firm to being subject to more effective diversion constraints. Perhaps the most 
thorough is the 2011 study by Aggarwal, Erel, Ferreira and Matos (“AEFM”).91 Their 
starting point is their finding of a strong positive relation between foreign institutional 
ownership and a measure of a firm’s quality of governance.92 AEFM conclude that there 
is in fact a causal pathway leading from greater foreign institutional ownership to im
provements in corporate governance.93 They base this conclusion on the use of fixed ef
fects regressions showing a statistically significant positive relationship between a 
change in foreign ownership and a subsequent change in measures of good corporate 
governance.94 Use of these fixed-effects techniques also rules out the possibility that 
there is not some other characteristic of the sampled firms—one that correlates with both 
the extent of foreign ownership and the measure of firm corporate governance—that is 
the real driver of the observed relation between the two.95

AEFM’s conclusion that foreign institutional ownership leads to better governance is rein
forced by a few of their other findings. To start with, the relationship between foreign in
stitutional ownership and the good governance measure is more intense for firms whose 
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home (p. 818) countries do more poorly on a measure of a good corporate-governance le
gal regime.96 This is exactly what one would expect to see if greater foreign institutional 
ownership does in fact affect governance: such ownership has more room to make a dif
ference where other constraints on control shareholders are weaker. Two other of their 
findings relate to governance outcomes, as opposed to constraints. One is that where for
eign ownership is greater, the firm is more likely to replace its CEO if it has recently ex
perienced poor market-adjusted stock returns.97 The other is their conclusion that there 
is a causal pathway leading from greater foreign institutional ownership in a firm to a 
higher Tobin’s Q, i.e., the ratio of a firm’s stock market valuation to the book value of its 
assets.98 Tobin’s Q is considered a measure of how much management has been able to 
accomplish for the benefit of portfolio shareholders given the resources that shareholders 
have provided management to work with. AEFM base this Tobin’s Q conclusion on the re
sults of fixed-effects regressions showing a statistically significant positive relationship 
between a change in foreign ownership and a subsequent change in Tobin’s Q.99

A number of other studies are, in one way or another, supportive of the idea that greater 
foreign ownership leads to better governance. Khanna and Palepu, for example, find that 
in 1994, following India’s early-1990s removal of its very substantial barriers to foreign 
ownership, Tobin’s Q had risen more for firms that had achieved higher foreign owner
ship than it had for firms that had only achieved low foreign ownership.100 Liang, Lin, and 
Chin find that in Taiwan, greater foreign ownership is associated with greater voluntary 
disclosure as measured by frequency of management conference calls.101 They in turn 
find that these calls contained meaningful information, as measured by the increase in 
trading activity immediately after.102 Using an instrumental variable approach, they con
clude that the direction of causation is from foreign ownership to more conference 
calls.103 Ferreira, Massa, and Matos find that the greater the percentage of foreign insti
tutional ownership, the more likely it is that the firm will be involved in a cross-border 
merger and that this effect is stronger when (p. 819) the firm’s home country corporate-
governance legal regime is weaker.104 Using an instrumental variable approach, they con
clude that the direction of causation runs from foreign institutional ownership to the 
propensity to be involved in a cross-border merger.105 Thus, to the extent that the poten
tial of being subject to a cross-border merger has a disciplining effect on the control 
shareholders (either as an incentive or as a threat), greater foreign ownership will lead to 
more such discipline by enlarging the likely pool of merger partners.106 Finally, Iliev et 
al., in a study of the votes of US institutional investors in non-US firms, find that the larg
er the percentage of shares held by control shareholders, the more likely these institu
tions will be to vote against the recommendations of management.107 Again, this effect is 
stronger when the firm’s home country corporate-governance legal regime is weaker.108

5 Conclusion
Foreign ownership of publicly traded corporations around the world has increased dra
matically in the last few decades. In substantial part, this has been due to the technologi
cal and legal changes that have made acquiring and trading shares of issuers from 
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abroad much easier and less expensive. Even more important has been the reduction in 
the cost of obtaining information about the prospects of issuers abroad. Corporate gover
nance has also been involved in this story with the reduction in impediments acting as a 
catalyst for both the process by which better corporate governance leads to more foreign 
ownership and the one by which more foreign ownership leads to better corporate gover
nance.

There is considerable evidence that a firm that displays better corporate governance at
tracts more foreign investors, whether the better governance is the result of being sub
ject to stronger, more effective corporate and disclosure laws imposed by its home coun
try or the result of the firm’s individual actions. This evidence suggests that as the pool of 
potential foreign investors grows with the reduction in the impediments to global share 
investing, countries with weak corporate and securities laws will have incentives to 
strengthen them and make them more effective. It also suggests that many firms whose 
home countries have weak corporate and securities laws will have incentives to under
take their own individual efforts to improve their own governance and disclosure. Thus 
the reduction in impediments acts as a catalyst that results in both better corporate gov
ernance and more foreign ownership. Countries and individual firms may also improve 
their corporate governance for reasons independent of the incentives created by the re
duction in impediments, but the reduction (p. 820) in impediments still means that these 
improvements will lead to greater foreign ownership than would have been the case with
out impediments reduction.

There is also considerable evidence that greater foreign ownership in firms from weak 
corporate-governance jurisdictions leads to better corporate governance. Here too, the 
reduction in the impediments to a global market for equities appears to have played a cat
alytic role. Such a reduction leads to more foreign investors purchasing shares in issuers 
from countries with poor corporate governance even if at the time there has been no im
provement in the firms’ corporate governance. As the foreign investors acquire a larger 
portion of the outstanding shares of these issuers, they generate new pressure for gover
nance improvement, both through their share votes and through the threat to sell.

An interesting next step in the study of the relationship between foreign ownership and 
corporate governance would be to consider what developments in the past few decades 
can tell us about the future. Even if there were no further advances in information tech
nology, there is substantial room for more “learning by doing” in taking advantage of the 
recent large decline in the cost differences in acquiring information from abroad versus 
acquiring information domestically. Thus the trends of the past may indeed be prologue.
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Abstract and Keywords

This chapter examines the increased attention paid to stakeholder interests and its eco
nomic or, at least, societal impact, and whether giving a new or stronger voice to stake
holders is justified. It first provides an overview of recent stakeholder-oriented reforms 
and their impact before assessing the merits of giving stakeholders a new or reinforced 
voice in terms of corporate governance. It then turns to the hypothesis of having institu
tional investors act as stakeholder representatives as well as the extent to which their ul
timate beneficiaries can contribute to institutional investor governance. It also explores 
whether the ultimate beneficiaries of pension funds can have the option to choose be
tween shareholder and stakeholder-oriented investment strategies.
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1 Introduction
1FOR institutional investors, one thing is apparently clear: from a long-term perspective, 
the corporate objective must be the generation of sustainable shareholder value.2 To the 
extent that this means the pursuit of overall social efficiency, one can expect little or no 
objection from most economists, lawyers, or even politicians.3 In the same vein, it is gen
erally accepted that no important constituency should be mistreated if a firm aims at 
maximizing its value in the long term.4

Controversies start when it comes to defining the shorter-term policies that facilitate the 
realization of the long-term sustainability objective. In the US, lawyers were already de
bating in the 1930s whether non-shareholders could also be the beneficiaries of corpo
rate transactions. Adolf Berle reasoned that only shareholders had a claim over residual 
corporate income, whereas Merrick Dodd argued that changes in the attitude of courts 
and public opinion allowed for the taking into account of stakeholder interests.5 

Economists then joined the fray. Milton Friedman famously stated that the only social re
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sponsibility of corporations (p. 822) is to make money and Edward Freeman responded 
that profits are only an outcome, the purpose of a corporation being to be well managed.6

Clearly, these debates are not merely about the law, economic theory, or business prac
tices: they also reflect diverging political or philosophical opinions. This is a context 
where one can get lost unless one focuses on what is really at stake. For example, the 
rather rich Berle-Dood debate becomes easy to understand when one realizes it is essen
tially about the respective lawmakers’ and courts’ powers to take stakeholder interests 
into account. Similarly, the Friedman–Freeman discussion gains in clarity once estab
lished that it is about whether we should look at markets or at individuals when trying to 
understand how firms work.7

In the same vein, it is also useful to clarify what the terms “stakeholder” and “corporate 
social responsibility” generally mean. When mentioning stakeholders, one normally refers 
to a firm’s employees, suppliers, and customers as well as to third parties effectively or 
potentially affected by the firm’s activities.8 For this contribution, the stakeholder catego
ry will comprise creditors at large, i.e., any contractual counterparty or person having a 
claim against the firm under torts or other externality-related legislation. In other words, 
the discussion will not be limited to persons owed fiduciary duties under corporate law, as 
is often the case in the US corporate governance literature. On the other hand, the dis
cussion will not encompass persons who merely have an economic, reputational, social, or 
political relationship with the firm.

When one talks about “corporate social responsibility” (CSR) it is commonly recognized 
that he or she refers to a firm’s responsibility to avoid harming stakeholders and to con
tribute to social welfare. What a firm is precisely expected to do or not to do varies over 
time and across countries.9 Nowadays, however, demands for corporate social responsi
bility can largely be understood as demands for an alternative response to market and 
(state-led) redistribution failures.10

While focusing on what is at stake and referring to generally accepted terminology has 
analytical value, it can prove difficult to identify whether a given firm is of the sharehold
er value type or of the stakeholder interest type. Let’s start with the big picture. While 
CSR efforts are not limited to improving the situation of stakeholders as defined above, 
we would expect the “stakeholder”-type group to comprise all firms that favor CSR and 
other investments also benefiting creditors at large and the “shareholder”-type group to 
include all high equity performance firms. Yet, there is evidence of (1) firms that under
take “social” investments also improving their financial performance and (2) firm perfor
mance also attracting socially (p. 823) oriented investors.11 Similar results can be ob
served when looking more specifically at employee satisfaction. The classical prediction is 
that it comes at the price of shareholder value, but here too there is evidence of employee 
satisfaction being positively correlated with shareholder returns.12

This definitely does not imply that stakeholder-oriented firms are necessarily more valu
able than their shareholder-oriented brethren. However, it has become clear that this can 
be the case in various circumstances.13 As a result, the pro-shareholder versus pro-stake
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holder debate has become less polarized.14 For example, the suggestion made by stake
holder value advocates15 to reduce the focus on short-term results by amending disclo
sure requirements and getting board members elected for longer terms is not radically 
different from what a shareholder value advocate may propose. More generally, the claim 
that pursuing stakeholder value will result in managers behaving opportunistically has 
become less persuasive in the face of mounting evidence of opportunistic behavior also 
occurring in shareholder value environments.16 In addition, recent research finds no evi
dence of socially responsible activities being driven by managerial opportunism.17

Ongoing legislative developments are in line with this evolution, with corporate lawmak
ers paying increasing attention to stakeholder interests. Interestingly, this evolution is not 
only perceptible in jurisdictions like Germany, where corporate law has traditionally tak
en into account stakeholder interests. Even more shareholder-centric jurisdictions, such 
as the UK, are fostering strategies that focus on the interests of the “ultimate” beneficia
ries of capital market investments.

In this new environment, corporate governance reformers have paid special attention to 
institutional investors. One reason for singling them out is that they are the prototypical 
stakeholder. On the asset side, they often hold equity as well as debt instruments, where
as on the debt side their counterparts have variable as well as fixed income claims. In 
other words, their corporate governance interventions should be more balanced than in
terventions by shareholders, employees, trade creditors or customers. Another reason is 
that institutional investors are perceived as having insufficiently monitored their invest
ments during the period leading up to the credit crisis. In other words, institutional in
vestors have allegedly failed to discharge their combined equity and debt holder responsi
bilities. Finally, and most importantly, shareholders as well as stakeholders increasingly 
depend upon institutional investors for their post-retirement income as private firms and 
governments gradually outsource their pension obligations.

(p. 824) In this context, corporate governance reformers have nudged institutional in
vestors toward assuming bigger so-called “stewardship” responsibilities. The basic idea is 
relatively simple: it boils down to getting institutional investors to adopt policies that are 
more stakeholder or “socially” oriented. For implementation purposes, reformers have re
lied upon a transparency plus voice approach. On the one hand, they are encouraging in
dustrial corporations and financial intermediaries to provide information on their self-pro
claimed ‘CSR’ approach whereas institutional investors are expected to disclose how they 
intend to discharge the stewardship responsibilities they owe to their ultimate beneficia
ries. On the other hand, reformers have signaled to institutional investors that they 
should take a more active corporate governance role, in particular by effectively using 
their voice options.

Markets have not been taken by surprise. Industrial firms that adopted CSR policies over 
the past decades have generally informed market participants accordingly. Institutional 
investors, for their part, are increasingly considering the adoption of socially responsible 
investment (CSI) principles as a (positive) future performance indicator. There is also evi
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dence of institutional investors going a step further and actively encouraging firms to 
adopt stakeholder-oriented policies in addition to their traditional financial result driven 
policies. To be sure, one can still observe significant differences in ownership engage
ment levels18; overall, however, institutional investors have become more active over the 
past decade.19

These developments raise two fundamental questions. One is whether the increased (but 
not new) attention paid to stakeholders issues has had a positive economic or, at least, so
cietal impact. The other issue is whether institutional investors are acting in the interest 
of their “ultimate” beneficiaries (defined here as the individuals who personally consume 
the investment returns) to the extent they foster the interests of stakeholders or society 
at large. This chapter will address these issues from two angles. First, it will assess the 
attention currently paid to stakeholder interests and the extent to which it justifies giving 
a new or stronger voice to stakeholders. Second, it will evaluate whether institutional in
vestors are well placed to represent stakeholder interests and, if so, the extent to which 
their ultimate beneficiaries can contribute to institutional investor governance.

The remainder of this contribution is organized as follows. Section 2 describes recent 
stakeholder-oriented reforms and assess their impact. This allows for a preliminary as
sessment on the merits of giving stakeholders a new or reinforced governance voice.

Section 3 builds upon this assessment by discussing the hypothesis of having institutional 
investors act as stakeholder representatives. It shows that various institutional investors, 
in particular religious organizations, union managed pension funds, and ethical mutual 
funds already play such a role. But it also provides evidence of these interventions being 
biased toward special interests or having a limited impact. Therefore, section 3 also ex
plores whether the ultimate beneficiaries of pension funds can be given the option to 
choose between shareholder and stakeholder-oriented investment strategies.

(p. 825) 2 Focusing on Stakeholder Interests
Institutional investor activism has had an impact on the inter-shareholder agency prob
lem. Conflicts of interests between smaller and controlling shareholders used to be perva
sive in larger continental European and East Asian corporations.20 In recent decades, 
however, direct household share ownership has decreased by 20% to 50% in Canada, 
France, Germany, Japan, and Sweden due to portfolio diversification and tax optimization 
prompting households to favor mutual funds and retirement plans.21 As a result, smaller 
owners have largely been substituted by pension funds, investment funds, and insurance 
companies. While one cannot expect these new owners to necessarily favor voice over ex
it,22 their presence makes it more difficult for controlling owners to act opportunistically 
and to the detriment of minority shareholders.

In this context, increased attention is paid to the shareholder-creditor/stakeholder con
flict of interests.23 From a theoretical perspective, this novel environment is potentially 
detrimental to employees, suppliers and customers, and other creditor interests, especial
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ly when equity-based compensation incentivizes managers to undertake risky projects.24

Real-world creditors see it the same way, with bond prices falling when executive stock 
option plans are adopted.25

To be sure, shareholders do not necessarily benefit from the new equilibrium as it may 
lead to risk-taking levels that are (directly or indirectly) detrimental to both creditors and 
shareholders.26 This is especially likely to happen when shareholder demand for higher 
returns is not accompanied by an increase in creditor monitoring or creditor protection. 
Here too, real-world reactions confirm the theoretical prediction. In recent years, juris
dictions with weaker creditor protection regimes experienced higher declines in stock 
market index than jurisdictions with stronger creditor protection regimes.27

(p. 826) 2.1 Recent Stakeholder-Oriented Reforms

This evolution and the emergence of related creditor protection concerns have gone hand 
in hand with the adoption of a number of stakeholder-oriented corporate governance ini
tiatives. Various international organizations have taken steps to make managerial com
pensation less dependent upon shareholder value, to improve risk-taking disclosure and 
to generally reinforce creditor protection.28 At the national level, industrial corporations 
and financial intermediaries are encouraged to provide information on their CSR policies 
whereas institutional investors are expected to take a more active corporate governance 
role. German and UK code-makers, in particular, have emphasized the importance of 
long-term sustainability as well as focused on stakeholder involvement or representation.

In its original version, the German Corporate Governance Code stated in its foreword that 
its aim was to clarify “the needs of shareholders, who provide the company with the re
quired equity capital and who carry the entrepreneurial risk.” The foreword was amend
ed in 2009 and now underlines the obligation of the board “to ensure the continued exis
tence of the enterprise and its sustainable creation of value in conformity with the princi
ple of the social market economy (interest of the enterprise).” This evolution is back in 
line with the German corporate law tradition of taking into account stakeholder interests, 
most famously by imposing employee representation in boards of large companies (so-
called codetermination).29

In the UK, the 2009 Walker Review emphasized that governance failures had led to exces
sive risk taking and underlined the responsibility of institutional investors to encourage 

long-term improvements in performance.30 Accordingly, the 2012 UK Stewardship Code 
has subjected UK pension funds, insurance companies, investment trusts, and other col
lective investment vehicles to explicit stewardship responsibilities.31 According to the Fi
nancial Reporting Council,32 the Code’s aim is to enhance the quality of engagement be
tween asset managers and companies and the value that accrues to ultimate 
beneficiaries. The UK’s stewardship efforts are in line with theoretical work devoted to 
revamping the relationship between owners and managers,33 in particular by getting in
stitutional investors to focus on managers’ intrinsic rather than extrinsic motivation.34
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The German Code appears to be more stakeholder-oriented than the UK Code and its 
scope could be broader.35 However, both codes aim at going beyond immediate sharehold
er (p. 827) value so as to protect the interest of the firms’ ultimate beneficiaries. From this 
perspective, one can expect institutional investors to adopt similar strategies in both ju
risdictions.36

2.2 Assessing Regulatory Reforms

As already mentioned, the hard (and controversial) task is to identify the shorter-term
policies that facilitate the realization of the long-term sustainability objective.

Lawyers have continued to this day the theoretical shareholder/non-shareholder orienta
tion debate started by Berle and Dodd.37 The original Friedman–Freeman controversy is 
also still alive. Financial economists have generally made theirs the claim that, in the long 
run, what is good for shareholders in the short term is also good for stakeholders in the 
long term.38 Business management and industrial organization scholars, for their part, 
seem to favor a more stakeholder-oriented approach. Some justify it in terms of economic 
value creation.39 Others broaden the approach by proposing to let stakeholders appropri
ate a bigger share of value creation.40 Last but not least, some scholars favor psychologi
cal and sociological over homo economicus approaches.41 In other words, human beings 
operating in or interacting with the firm are not merely self-interested actors; one has to 
take into account that they often bond with the firm and behave like its psychological 
owners.

In practice, there is evidence of firms trying to optimize their relations with all 
stakeholders. Empirical investigations show that board members often consider them
selves accountable to stakeholders, with some directors having preferences that favor 
shareholder primacy and others being inclined to adopt a more balanced attitude.42 More 
generally, CSR approaches have become increasingly relevant within the business com
munity.43

This could be related to CSR being profitable by itself. Social investments may generate 
innovations and CSR-oriented managers can contribute to firm performance when their 
approach increases employee motivation.44 In fact, there is empirical evidence of superior 
CSR performance going hand in hand with better access to finance.45 Similarly, (p. 828)

there is increasing evidence of CSR investments being associated with financial perfor
mance improvements46 and contributing to merger performance.47 More generally, CSR 
investments can have positive reputation effects, which in turns may permit to increase 
output or charge higher prices.48

At the same time, CSR developments may essentially reflect institutional, political, or eth
ical factors.49 In particular, there is empirical evidence of firms governed by Scandinavian 
law scoring the highest CSR scores and of firms governed by English common law scor
ing the lowest CSR scores—firms governed by German and French law being in the mid
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dle.50 Similarly, it has been shown that companies that generate higher social costs or are 
subject to greater public attention also carry out higher social investments.51

Overall, it remains unclear why we observe a corporate social responsibility trend. CSR 
policies may contribute to the firm’s bottom line even though the social responsibility de
bate is often fueled by public goods considerations. Alternatively, managers may invest in 
CSR projects simply because they are philanthropy-oriented managers52 or are financially 
unconstrained.53 In short, the value of CSR activities may be circumstance-dependent, for 
example contingent upon CSR activities having a real impact on stakeholder behavior.54

(p. 829) 2.3 Giving Stakeholders a New Voice

Clearly, more research is needed to assess the extent to which CSR policies benefit share
holders, creditors, and/or society in general. However, the available evidence allows for a 
preliminary assessment of recent, more stakeholder-oriented corporate governance re
forms. They can rely on (some) theoretical support, they are in line with recent business 
practices, and they cannot be considered per se detrimental to either shareholders or 
stakeholders. This rather lukewarm assessment may be due to lawmakers having essen
tially relied upon boards and information flows to foster stakeholder interests.

Germany’s codetermination approach exemplifies the difficulties one faces when trying to 
get boards more responsive to stakeholder interests: after decades of experimentations, 
the debate about the costs and benefits of mandatory employee board participation has 
yet to be settled.55 To be sure, there is increasing evidence of boards around the world 
becoming more directly involved in social issues.56 However, we do not know whether this 
development has anything to do with either board structure or board composition. For ex
ample, appointing a CSR director does not seem to make a difference.57 The same is true 
when it comes to having employee representative directors, as they generally seem to 
take a shareholder view when there is a shareholder-stakeholder dilemma.58

On paper, improving corporate transparency seems a better approach toward fostering 
stakeholder interests. Better information flows could result in more socially balanced ex
ternal interventions while letting managers keep the discretion necessary for the efficient 
conduct of corporate affairs. In practice, however, the presence of presentation effects 
continues to cast doubt on the utility of CSR reports.59 More importantly, the empirical 
evidence remains sketchy when it comes to accounting standards’ contribution to the as
sessment of a firm’s social investments.60 On the one hand, financial accounting valuation 
usefulness seems negatively related to a firm’s stewardship orientation.61 On the other 
hand, it has been shown that socially responsible firms tend to produce higher-quality fi
nancial reports.62 More generally, there is an ongoing debate about the compatibility of 
valuation (p. 830) and stewardship accounting.63 This probably explains why securities 
regulators still focus on valuation issues, whereas accounting standard setters have yet to 
agree on how to approach stewardship.64
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Going forward, the question is whether more could be done to foster stakeholder inter
ests. This is not, as often in the past, a primarily continental European reflection. The 
adoption of the UK Stewardship Code and recent contributions by US academics show 
that the debate has reached the Anglo-Saxon world.65 Many reformers still follow a “more 
of the same” approach and continue to focus on boards and corporate disclosure require
ments. Nevertheless, as shown by the UK example, increasing attention is given to insti
tutional investor activism.

From the latter perspective, it is worth noting that institutional investors have been filing 
an increasing number of “social” resolutions over the past decade.66 The practice may or 
may not be in the interests of their ultimate beneficiaries, in particular when it comes to 
their stakeholder interests. It is therefore justified to investigate in more depth whether 
institutional investor are acting or should be required to act like stakeholder representa
tives.

3 Institutional Investors as Stakeholder Repre
sentatives
Stakeholder issues have originally been put on the corporate governance agenda by soci
etally oriented institutional investors such as mutual funds catering to clients who fa
vored investments made according to ethical criteria, union-managed pension funds, and, 
especially, religious organizations.67 However, this does not mean that societally-oriented 
institutional investors have necessarily aligned their corporate governance interventions 
with stakeholders’ interests—nor, a fortiori, that other institutional investors have given 
priority to the societal or long-term interests of their ultimate beneficiaries.

For example, mutual fund managers understand that while some of their clients are pre
pared to pay a significant price for high ethical performance, other clients are less willing 
to sacrifice financial returns.68 As a result, their corporate governance interventions may 
also reflect (short term) shareholder-oriented considerations. Similarly, labor unions that 
manage public pension funds are known for having their corporate governance (p. 831) in
terventions reflect union of member interests rather than the interests of pension funds’ 
ultimate beneficiaries. Hence, there is evidence of union-managed pension funds focusing 
upon occupational health and safety, fair wages, or equal opportunity issues.69 Likewise, 
religious organizations often target what they consider “unjust” corporate policies or try 
to promote peace and economic justice, which does not necessarily reflect the stakehold
er interests of their constituencies.

Moreover, societally-oriented activism has not necessarily translated into corporations 
adopting societally-oriented policies. In particular, the available evidence points toward 
very limited success in terms of activists getting a majority of fellow investors voting in 
favor of stakeholder-oriented resolutions. That being said, it has not been uncommon for 
targeted firms to amend their policies on the basis of informal discussions or in view of a 
resolution getting a significant number of (minority) votes. This may actually have been 
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activist investors’ original intent, as there is often a difference between what they ask and 
what they want.

Regardless of how one assesses the results of these stakeholder-oriented governance ef
forts, the fact is that they have become more significant in recent years, with mutual 
funds and non-union pension funds joining the activist fray. In particular, there is evi
dence of US public pension funds promoting social diversity not only via conventional 
proxy voting efforts but also by favoring the use of asset managers owned or operated by 
women and minorities.70 Overall, pension fund activism currently seems more stakehold
er-oriented than mutual fund activism. Differences in investment strategies and client 
bases are likely to explain this result.

Firms targeted by mutual funds are very diverse and mutual fund beneficiaries have di
vergent expectations. Consequently, mutual funds have incentives to adopt a cautious and 
diversified approach to social issues and stakeholder interests. To be sure, we have seen 
that the ethical mutual fund industry has an established stakeholder activism record. But 
this is not necessarily the case for the mutual fund industry at large (partly because of 
regulatory constraints)71 or for all ethical mutual funds (due to heterogeneous client pref
erences).

By contrast, pension funds tend to have more homogeneous investment strategies and 
client bases. In particular, they must take into account their ultimate beneficiaries’ com
mon expectations regarding the adoption of prudent investment strategies that secure 
their future financial security.72 This environment obviously favors the adoptions of long-
term oriented investment strategies. Clearly, this does not automatically mean that pen
sion fund originated governance interventions reflect social concerns rather than mere 
long term financial value considerations.73 Nevertheless, pension funds are generally con
sidered active social issues advocates.74 Two factors may explain this perception.

(p. 832) One is the increase in life expectancy and related changes in retiree expectations, 
which have put the limelight onto pension funds “trustee” responsibilities. Pension funds 
are nowadays expected to behave like good “stewards,” i.e., to understand and take into 
account the overall interests of their ultimate beneficiaries.75 To be sure, the latter are 
not necessarily interested in corporate social responsibility. However, the increase in life 
expectancy makes it likely that pension fund beneficiaries will have to work longer and 
bear a higher risk of suffering from the consequences of ongoing environmental and so
cial changes. One can expect younger beneficiaries to be aware of these risks and sup
port pension fund CSR activism as one way to protect their future retiree interests.

The other factor is related to concerns about the externalities that go hand in hand with a 
disproportionate focus on short-term profits. The 2008 credit crisis and related bank 
bailouts have made the beneficiaries of public pension funds aware of the relationship be
tween immediate profit strategies and their taxpayer exposure. Bank bailouts have also 
(or possibly therefore) prompted policy makers to adopt corporate governance reforms 
aiming at constraining risk taking by getting asset managers to better take into account 
sustainable performance. We have seen that the 2012 UK Stewardship Code is nudging 
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institutional investors toward adopting a longer-term stewardship approach.76 Asset man
agers in Canada, France, and the Netherlands have similarly been encouraged to act like 
stewards.77 The basic idea is to foster the longer-term interests of ultimate beneficiaries, 
in particular by having pension funds pay more attention to societal issues.

Reformers have, until now, refrained from prescribing ways to do so. As already men
tioned, state intervention is generally limited to getting pension funds to disclose their 
governance policies and interventions, so as to make stewardship more transparent and 
to encourage more effective investor engagement. This regulatory approach has been 
considered futile by some commentators, the argument being that it fails to provide a 
clear and constraining legal framework.78

Clearly, it would be a mistake to assume that market forces automatically provide optimal 
stewardship levels. “Natural” stakeholder activism is not only likely to vary across institu
tional investor types, but also among those institutional investors generally considered 
stakeholder-oriented, such as pension funds.79 Conversely, it would also be erroneous to 
require all institutional investors to engage in stakeholder activism. Activism capability or 
adequacy is similarly likely to vary across or among institutional investor types. What 
must be clarified here is whether some institutional investors are (1) better placed to pur
sue a stakeholder-oriented agenda that is in line with their ultimate beneficiaries’ inter
ests and, (p. 833) if so, (2) to identify the governance mechanism that ensures the effec
tiveness, efficiency, and representativeness of their intervention.

3.1 Best-Placed Stakeholder Representatives

Whether an institutional investor can adequately represent stakeholders ultimately de
pends upon the respective interests of its managers and ultimate beneficiaries.

Let us start with business angels and venture capitalists. These are institutional investors 
with rather short-term objectives, i.e., they take stakes in early-stage firms with the objec
tive of getting them to mature as rapidly as possible. Once this occurs, the firm type 
changes and becomes attractive for outside investors or suitable for public listing. Busi
ness angels and venture capitalists, respectively their funders, can then cash in and rein
vest in another early stage firm. Stakeholder interests are not irrelevant in this context, 
but they are only taken into account if doing so contributes to increasing shareholder val
ue. One could, of course, require (or incentivize) business angels and venture capitalists 
to foster stakeholder value as such. However, this is likely to be inefficient as it probably 
would constrain entrepreneurship at a critical firm development stage. More importantly, 
regulatory interference would also adversely affect the beneficiaries of pension funds and 
other funders of business angels and venture capitalists, which would be odd considering 
the importance stakeholder advocates give to the interest of ultimate beneficiaries.80

Private equity firms resemble business angels and venture capitalists in various respects. 
They have similar financial backers, as they are prototypically funded by investment 
banks, insurance companies, pension funds, and wealthy individuals.81 They also take an 
active part in the management of the targeted firms and their main objective is to cash in 
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on exit values. On the other hand, private equity firms usually target mature firms they 
consider to be underperforming, not emerging firms or firms that need to access capital 
markets to complete their development.

Stakeholder interests may prove more important for private equity firms than for busi
ness angels and venture capitalists for two reasons. First, as just mentioned, they gener
ally invest in larger and often publicly traded firms. Second, private equity firms may 
themselves be publicly traded.82 Overall, however, it is also likely to be contrary to the in
terests of ultimate beneficiaries to contrive private equity firms into taking stakeholder 
interests into account. In particular, getting an underperforming firm back into shape of
ten requires the adoption of restructuring measures that can be disadvantageous for em
ployees and suppliers. Such measures, which are controversial even in an ideal business 
environment, would be much harder to implement if private equity firms were forced to 
specifically consider their impact upon stakeholder interests.

(p. 834) That leaves us with mutual funds, hedge funds, and pension funds. Mutual funds 
provide diversification advantages and, therefore, count not only institutional investors 
but also a significant number of households among their immediate funders.83 Possibly 
but not necessarily for this reason, the mutual fund industry has paid increasing attention 
to socially responsible investments in recent years, both in terms of investment volume 
and investment value.84 On the other hand, there is evidence of so-called social funds be
ing more likely to support shareholder proposals than other funds.85

The implications in terms of performance are not easy to assess. As already indicated, 
mutual fund managers understand that while some of their clients are prepared to pay a 
significant price for high ethical performance, other clients are less willing to sacrifice fi
nancial returns. This may explain why various studies have found no significant differ
ence in performance between conventional mutual funds and socially responsible funds.86

At the same time, one cannot exclude that pursuing socially responsible investments may 
constrain portfolio diversification and, therefore, affect fund performance.87 This theoreti
cal prediction is supported by recent real-world evidence showing that socially responsi
ble mutual funds have inferior reward-to-risk performance.88

It follows that there is no compelling reason to adopt measures prompting mutual funds 
to take into account stakeholder interests. Stakeholder-oriented investors can invest in 
social funds if they wish to do so. However, this can prove costly in terms of risk-adjusted 
returns and incentivizing mutual funds to increase socially responsible investments is 
likely to make things worse for their beneficiaries without obvious benefits for stakehold
ers as a class.

Turning to hedge funds, it is well known that they are normally open only to a limited 
number of institutional or wealthy investors. This does not prevent future retirees to be 
their ultimate beneficiaries: of the $3 trillion managed by hedge funds across the world, 
more than a third is provided by retirement funds.89 Moreover, hedge funds often invest 
in industrial and financial firms. It could thus make sense to require (or incentivize) them 
to take into account stakeholder interests. However, when hedge funds undertake corpo
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rate investments, they essentially target badly managed firms—in particular those with 
free cash or excessive costs.90 To make the most of the business opportunities these defi
ciencies provide, hedge fund managers actively use their shareholder powers. In particu
lar, they regularly use their voting rights to create shareholder value by forcing the tar
geted firm into a (p. 835) merger or to otherwise restructure.91 Here again, this strategy 
can prove disadvantageous for the firm’s employees and suppliers and would become 
much harder to implement (and less advantageous for ultimate beneficiaries) if the hedge 
fund had to specifically consider their impact upon stakeholder interests.

This leaves us with pension funds. They prototypically have individuals as beneficiaries. 
Private pension funds generally operate under a contribution-defined retirement scheme. 
Public pension funds traditionally operated under a defined benefits retirement scheme, 
but public finance constraints have recently resulted in an overall trend toward contribu
tion-defined approaches.

As indicated, there is evidence of union-managed pension funds favoring union or union 
member interests over the interests of other stakeholders. However, it remains unclear 
whether labor union activism has any specific wealth impact, in particular on long-run 
beneficiary wealth.92

Non-union-managed pension funds are less likely to favor some beneficiaries over others, 
but they may nevertheless be conflicted. Private pension funds may not want to rock the 
boat when investing in firms that do business with their corporate sponsor.93 More gener
ally and importantly, their managers are likely to favor the immediate accumulation of 
pension assets over the longer-term interests of their beneficiaries.94 Public pension 
funds, for their part, may have managers whose activism is tainted by political 
ambitions95 or influenced by public debt financing considerations. When public pension 
funds operate under a benefit-defined scheme, self-interested managerial activism is un
likely to affect beneficiaries as any resulting asset shortfall will be funded by taxpayers. 
On the other hand, when public pension funds operate contribution-defined schemes or 
are not backed by taxpayers, beneficiaries are likely to bear the costs of misguided man
agerial activism.

It thus appears that pension fund beneficiaries face two specific longer-term risks. One is 
the so-called pension risk, i.e., the risk of not getting adequate retirement income. The 
other is what can be called the stakeholder risk, i.e., the risk of retiring in a world where 
asset misallocations have caused significant social costs. From this perspective, it is defi
nitely worth analyzing more in depth if and how pension funds could be required or in
centivized to take stakeholder interests into account. Our analysis will focus on defined-
contribution pension plans, to avoid the insurance-related moral hazard issues that may 
affect benefit-defined pension plans.

Summing-up, business angels, venture capitalists, private equity, or hedge funds are not 
well-placed to act as stakeholder representatives due to their business plans often requir
ing (p. 836) them to take actions that are contrary to the (short-term) interests of major 
stakeholder constituencies. Mutual funds, for their part, are paying increasing attention 
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to stakeholder value, but there is evidence of their socially responsible investments being 
costly for their beneficiaries without matching benefits for stakeholders at large.

Things look more promising when it comes to pension funds. The trend toward contribu
tion-defined schemes and the longer-term risks associated with this evolution have gener
ated a convergence of pension fund beneficiary and stakeholder interests. The remaining 
issue is to determine how pension funds managers, and more specifically managers of 
pension funds with contribution-defined schemes,96 can be required or incentivized to 
better take these interests into account.

3.2 Investor Voice and Stakeholder Interests

Pension fund reforms are highly political exercises.97 No proposal aiming at getting pen
sion fund managers to take into account stakeholder interests is viable if it significantly 
affects the institutional status quo or can be perceived as jeopardizing “adequate” retire
ment income.

Two basic regulatory strategies, disclosure and voice, are best suited to such an environ
ment. More specifically, pension funds could be asked to gather and disclose more infor
mation about the stakeholder value of their investments. On the voice side, pension fund 
beneficiaries could be given the possibility to individually choose among several invest
ment plans, some being more stakeholder-oriented than others. In other words, the cur
rently prevalent collective decision-making and investment mandates would be supple
mented by individual decision-making and investment options.

Like other institutional investors, pension funds are increasingly gathering and disclosing 
information about the social value of their investments. However, the information provid
ed to beneficiaries is often not very explicit, which obviously makes it more difficult to as
sess the market value of pension fund investments. More surprisingly, this lack of trans
parency could also prompt affective reactions and lead pension fund beneficiaries to over 
or underestimate the social value of their investment.98

Improving transparency is always a risky exercise. Simply requiring more or better dis
closure may prove insufficient or even counterproductive. In particular, getting more in
formation may overwhelm rather than help investors, especially if the goal is to improve 
individual decision making by pension fund beneficiaries. In the latter context, improving 
information quality is likely to be a better strategy. For example, pension funds could be 
required to (p. 837) provide information on the comparative shareholder and stakeholder 
values of a diverse set of portfolios.

More specifically, pension fund beneficiaries could be provided with tables comparing the 
value of three portfolios: (1) a portfolio mimicking the portfolio currently managed by the 
pension fund on a discretionary basis; (2) a portfolio mimicking the “managerial” portfo
lio for 80% of its value, but with the remaining 20% being invested in socially responsible 
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investments; (3) a portfolio mimicking the “managerial” portfolio for 80% of its value, but 
with the remaining 20% being invested in shareholder value maximization.

In theory, this approach has four advantages: it reduces the impact of cognitive biases; it 
makes it easier to grasp the pension risk impact of undertaking of socially responsible in
vestments; it facilitates a comparison between the stakeholder value allocation prefer
ences of the pension fund beneficiary and the pension fund’s effective stakeholder value 
allocation; it permits evaluation of the financial implications of an increase or decrease in 
stakeholder risk.

To be sure, the suggested approach requires the use of standardized shareholder and 
stakeholder value assessments. This could prove difficult, especially if one also aims at 
getting standardized shareholder and stakeholder value assessments that are compara
ble. However, given that shareholder value and stakeholder value are already commonly 
used to assess investment allocation and returns, these difficulties cannot justify the re
jection of the proposed transparency improvement: they simply reflect the imperfect na
ture of current (and presumably future) disclosure practices.

Moreover, getting pension funds to compare three sets of asset allocations is not an end 
by itself. The aim is to give pension fund beneficiaries a choice when it comes to their re
spective pension and stakeholder risks. Up to now, pension fund beneficiaries often had 
limited or non-existent powers when it comes to influencing investment strategies. This 
not only provides pension fund managers with room to engage in opportunistic 
activism.99 It also prevents the (many) pension fund beneficiaries whose main financial 
asset is a claim against their pension fund from effectively expressing their stakeholder 
preferences.

The standard way to address this governance issue would be to provide beneficiaries with 
monitoring and election rights. One could deem it naïve to expect beneficiaries to actively 
exercise such rights. Yet there is recent evidence of underperformance by unionized mul
ti-employer plans disappearing when the pension is controlled by individual employers.100

From that perspective, it seems conceivable to give pension fund beneficiaries an effec
tive voice without having to rely on third-party activists that may have their own agenda 
(or whose interventions make good fund managers reluctant to work for pension funds).

Nevertheless, getting pension funds to change their overall investment strategy to reflect 
their beneficiaries’ stakeholder preference is likely to prove very difficult. First, pension 
fund beneficiaries are unlikely to have identical stakeholder value preferences. Some may 
want the pension fund to be more “social” than it currently is, and others may want it to 
be less “social.” Second, getting pension fund beneficiaries to demand and engage into 
collective decision making is likely to prove very difficult, especially because it will be un
clear whether the final result will improve or worsen the status quo. Third, pension fund 
beneficiaries may (p. 838) have stakeholder value preferences that are strong enough to 
make them favor an asset allocation that results in excessive pension risks.
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These difficulties can be addressed by limiting beneficiary choice to a set of diverse but 
still comparable investment plans. More specifically, beneficiaries could be allowed to 
voice their preferences by opting for a diversified plan, a targeted shareholder value plan 
or a targeted stakeholder value plan. These plans could provide significant stakeholder 
choice without having radically different performance objectives. Indeed, the empirical 
evidence shows that shareholder value and stakeholder value approaches often result in 
relatively similar performances. Moreover, the risk of excessive performance difference 
could be minimized by constraining beneficiary choice in two ways. One would be to have 
beneficiary choice limited to a fraction of managed assets—for example the 20% men
tioned for transparency purposes. The second way would be to require any given choice 
to be made for at least five years, so as to insure for any change of mind to be based on 
an effective track record rather than on emotional responses to short term performance 
or recent economic or social events.

This restriction is related to the more general issue of whether beneficiaries could be al
lowed to switch from one investment plan to another as they get older. To the extent ben
eficiaries are allowed to exit their firm’s pension plan when to leave to work for another 
firm or to operate as independent contractors, there is no reason to forbid moving from 
one investment plan to another. Here again, it may prove necessary to impose a waiting 
period so as to avoid liquidity issues or significant investment losses. However, mutual 
funds regularly deal with such issues and there is no reason to believe that pension fund 
managers will not prove capable of managing them.

4 Conclusion
While changes in investor activism and compensation policies have reduced the share
holder–manager conflict of interests, the benefits of shareholder profit maximization 
strategies have been increasingly questioned over the past decade. This debate has gen
erated a number of stakeholder-oriented corporate governance initiatives and put institu
tional investors under pressure to better take into account the overall interests of their 
constituencies.

As a result, institutional investors have gathered and disclosed more information about 
the social value of their investments. This has been criticized as too small a departure 
from the shareholder profit maximization approach. The point is well taken, but does not 
sufficiently take into account institutional investor diversity. It is not obvious why busi
ness angels, venture capitalists, private equity firms, or mutual funds should be required 
to take into account stakeholder interests. By contrast, it can make sense to give pension 
fund beneficiaries a voice regarding stakeholder investments by providing them with a 
choice among investment options.
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Abstract and Keywords

This chapter examines initial public offerings (IPOs) as funding rounds for high-tech com
panies and exit mechanisms for investors, as well as the stringent corporate governance 
requirements that apply to newly listed companies in the growth stages of their develop
ment. Current investment trends seem to indicate that the IPO market is aging: More and 
more high-tech companies decide to remain private longer. Moreover, public market in
vestors, such as hedge funds and mutual funds, increasingly invest in non-listed high-tech 
companies, making “IPO-like” investment rounds at massive valuations a normal phenom
enon in the private market. These developments have led to the belief that we are in the 
next tech bubble. Fortunately, however, a new “establishment” amongst investors is 
emerging. They realize that in order to prevent the bursting of the bubble, they must col
laborate with management and actively contribute to a company’s medium-term and long-
term performance.

Keywords: initial public offerings, listed companies, alternative stock markets, high-growth companies, private 
secondary markets, JOBS Act, collaborative corporate governance, management, board of directors, investors

1 Introduction
SEVERAL questions are currently being debated by policy makers and regulators in an in
creasingly integrated and globalized capital market,1 regarding the listings and gover
nance structures of high-tech companies. Should policy makers and regulators stimulate 
initial public offerings (IPOs) of high-tech companies? Is the IPO market dying? If fast-
growing companies are subject to less stringent listing and governance requirements, 
would this result in more listings and an increase in high-tech companies? If the number 
of IPOs increases, will it lead us towards another bubble?

There is a general consensus that over-regulatory approaches have led to an IPO crisis 
around the world, and there is evidence to support this.2 Not only do we observe a num
ber of high-tech companies rethinking their intentions to pursue an IPO, but we also wit
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ness more and more listed companies considering delisting. Countries that maintain strict 
rules, or have recently introduced more stringent listing or governance requirements in 
order to boost market liquidity, are currently experiencing a decrease in IPO activity and 
an increase in back-door listings.3 Marc Andreessen, the reputed venture capitalist and 
cofounder of (p. 840) Netscape, went so far as to say that the IPO market is dying,4 and 
that he largely blames overregulation for this.5

In response to the overregulatory trends, new stock markets or stock market segments 
have been launched. These new listing venues are an attempt to bridge the funding gap 
that emerged after a number of uncoordinated, corporate governance reforms introduced 
numerous mandatory and stringent legal requirements which significantly increased the 
costs of being a public company on various main markets around the world. Another reg
ulatory answer to stimulate IPO activity has been the introduction of more flexible gover
nance rules and regulations for growth companies. An example of this took place in the 
US on April 5, 2012 when the Jumpstart Our Business Startups Act (JOBS Act) introduced 
“Emerging Growth Company” (EGC) status.6 Companies that avail themselves of EGC sta
tus are offered a transition, or on-ramp, period during which they are exempt from a 
number of regulatory requirements associated with both going and being public.

Inspired by the JOBS Act, similar initiatives are being introduced in Europe actively to 
promote the listing of high-tech companies and other small and medium-sized enterprises 
(SMEs). For example, in February 2015 the European Commission started a consultation 
process expected to evolve into an EU-wide Capital Markets Union.7 The idea is that a 
small company’s access to financing would be significantly improved in a more harmo
nized capital market.8 This initiative is in line with the NYSE Euronext’s establishment of 
EnterNext—the new pan-European marketplace designed to encourage SMEs to go pub
lic, to raise growth capital, and offer liquidity to their shareholders.9 Policy makers in the 
UK see the relaxation of listing rules, particularly lower free float requirements, as the 
key to reversing the trend of high-tech companies being reluctant to enter the bureau
cratic and overregulated world of listed companies.

This renewed focus on listings of high-tech companies is not limited to the US and Eu
rope. In 2013 South Korea launched a third stock exchange with the aim of helping 
promising startup companies to raise money from institutional investors and wealthy indi
viduals. The exchange—dubbed “Korea New Exchange” or KONEX—is considered a step
ping-stone to either the more regulated main board, KOSPI, or Korea’s venue for high-
tech companies, KOSDAQ.10 KONEX is Korea’s response to the JOBS Act, with any compa
nies that want to list on KONEX facing less stringent listing requirements and more flexi
ble corporate governance rules.11

But is the introduction of new alternative listing venues and deregulatory measures all 
that is needed to reverse the decline in the number of listed companies, and thereby 
boost long-term economic and employment growth? Proponents of this argue that the 
dream of (p. 841) a successful IPO is still one of the most important drivers for innovative 
entrepreneurs.12 A strong and accessible IPO market is important as it attracts venture 
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capital and other startup and growth capital investors, who provide early-stage investors 
with the opportunity to exit their ventures and realize strong positive returns. IPOs are 
thus considered essential to sustaining a robust venture capital industry, which is neces
sary to accelerate innovation and entrepreneurship.

However, there is another side to the story which argues that regulatory complexity and 
cost alone do not explain the decline in IPOs.13 Modifying legal and institutional mea
sures to encourage technology companies to float is not a new phenomenon. Over the 
past two decades, several alternative market venues have been introduced to support the 
fundraising of fast-growing companies. Unfortunately, most of these have failed to deliver 
the success they were designed to facilitate. Furthermore, of those venues still in exis
tence, they have been experiencing a steep and slippery downward slope with respect to 
the number of listed companies, their quality, or both.

Further, recent trends and developments in the venture capital industry have called into 
question the primacy of the IPO as an exit strategy. It has been found that in a sluggish 
IPO market, venture capitalists and entrepreneurs are able successfully to employ other 
exit routes, most notably through a lucrative trade sale to a strategic party.14 These trade 
sales (as well as secondary sales) have even become the preferred exit option for many in
vestors in growth companies. In contrast to an IPO exit, a trade sale offers immediate liq
uidity without onerous lockup periods, disclosure requirements, and obligations for ven
ture capitalists to maintain board seats.

Perhaps the most important factor in the decline of IPOs is that an increasing number of 
technology companies believe that it is in their best interest to remain private as long as 
possible. It is no longer necessary to go public to get access to large investments, high 
profiles, and liquidity. For example, Uber, the Internet/app-based transportation/taxi net
work, was able to close a financing round of $1.2 billion at a $17 billion pre-money valua
tion in June 2014. Amongst its investors are not only reputable venture capitalists and 
private equity funds, but also institutional investors (such as mutual funds and hedge 
funds) that usually limit their investment scope to public companies.15 These privately 
held technology companies, such as Uber, usually provide liquidity to shareholders (em
ployees and early investors) by offering regular access to buyback/liquidity programs. 
However, it should be noted here that these programs are typically viewed as a second-
best “liquidity” solution due to nontransparent valuation practices.16

(p. 842) There is a more critical issue with the increasing VC investments in high-growth 
private companies. Companies that attract enormous investments tend to have more ex
cessive spending behavior. This trend has led prominent investors to believe that we are 
heading towards yet another tech bubble, worse than the dot.com bubble of the late 
1990s.17 One interesting and possible solution to this is to make IPO markets more acces
sible to growth companies by implementing flexible listing and governance rules. Howev
er, besides the question of whether more flexibility will eventually show the desired re
sults, corporate governance experts argue that introducing more flexible rules is a “cor
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porate governance” scandal waiting to happen. Although it is difficult to predict the tim
ing of the bubble, the first signs may already be visible in the biotech market.

How can we solve this vicious circle? With the recent globalization trends in the financing 
and organization of high-growth (including high-tech) companies, now is a good time to 
take stock of the inner workings of IPOs as funding rounds and exit strategies, as well as 
the rules and regulations that apply to listed companies that are in the growth stages of 
their development. This chapter addresses these issues by offering a glimpse into the 
past, present, and future listings of high-growth companies. It shows that although the 
first empirical results indicated that the special IPO rules and regulations were not per
suasive enough to lure a large number of high-tech companies to the stock market, as oc
curred in the late 1990s, prior to the burst of the dot.com bubble in 1999 to 2001, the pol
icy makers’ efforts were not completely in vain.

The deregulatory efforts have not only made the public market more accessible to high-
tech companies, they can also be viewed as a first step towards redirecting corporate 
governance discussions away from merely focussing on increasing shareholders’ short-
term value to a more collaborative focus on stimulating “long-term” entrepreneurship, in
novation, and value creation inside both nonlisted and listed companies. This view is sup
ported by the emergence of a new establishment of active investors, such as venture capi
talists, private equity funds, or hedge funds that see themselves as allies of corporate 
management and executives. They have an increasing willingness to downplay stringent 
corporate governance norms and practices that have only created an apparently “un
bridgeable divide” between shareholders and management.18 They believe that the future 
of corporate governance is about sharing nonfinancial and financial information and hav
ing open discussions with the companies’ stakeholders. We call this trend: collaborative 
corporate governance.

2 The Past: The Emergence of Alternative Stock 
Markets
Discussions about the design of stock markets that are ideally suited to high-tech growth 
companies are not new. Under substantial pressure to create a robust entrepreneurial cli
mate, policy makers and regulators put a significant focus on increasing the financing op
portunities for these companies while at the same time offering liquidity to investors. This 
has led to a (p. 843) global increase in market venues designed to facilitate and stimulate 
venture-capital-backed IPOs over the past two decades. These markets initially sought to 
attract high-tech firms in their jurisdictions by mimicking the success of the NASDAQ 
model in the US. In an attempt to replicate NASDAQ’s success, several stock exchanges 
in Europe launched high-tech market segments during the 1990s. EASDAQ, initially es
tablished as a pan-European stock market in 1996, was among one of the first venues to 
emerge in Europe. The NASDAQ model also inspired a number of national initiatives, 



New Metrics for Corporate Governance: Shifting Strategies in an Aging IPO 
Market

Page 5 of 31

such as the Neuer Markt sponsored by the Deutsche Börse, the Paris Stock Exchange’s 
Nouveau Marché, the Italian Nuovo Mercato, and the Euro NM Brussels.

These “NASDAQ clones” proved not to be sustainable and were only able temporarily to 
support European high-tech companies. There were a few reasons for this. First, since 
these “new” markets mainly focused on Internet companies, the burst of the dot.com bub
ble logically ushered in their demise. Second, with a lack of institutional investments 
these markets were extremely vulnerable to economic downturns. There was one excep
tion: the Alternative Investment Market (AIM), a listing segment operated by the London 
Stock Exchange in the UK.19 The survival of AIM can be attributed to a series of factors 
that range from London’s prominence as a financial center to changes in the IPO market 
in the US.

The most important factor behind AIM’s good fortune is perhaps its regulatory model, 
which strikes a balance between the level of protection afforded to investors and the 
costs borne by the listed high-tech companies. Companies that trade their shares on AIM 
benefit from flexible rules that set low hurdles for listings and fewer ongoing principle-
based obligations compared to other stock exchanges. In the absence of mandatory and 
stringent requirements, AIM introduced the Nominated Advisers (NOMADs), typically 
registered investment banks, assisting companies with the listing process and performing 
the role of “regulators,” overseeing the admission process. This principle-based scheme 
contributed largely to the venue’s reputation and continued success in the years leading 
up to the most recent financial crisis (Figure 31.1).

Unsurprisingly, US high-tech companies also started to use AIM to offer an exit mecha
nism for their investors. The migration of US firms gained momentum after the promulga
tion of strict and stringent corporate governance regulations and mandates, such as the 
Sarbanes–Oxley Act (SOX) in 2002, which imposed stiff legal requirements on listed com
panies, particularly with regard to their auditing and internal control processes. A study 
published in 2008 included compelling evidence showing that SOX had disproportionately 
affected small US publicly held firms.20 Because, as already mentioned, significant costs 
were imposed on companies that intended to float their shares on NASDAQ, AIM quickly 
became an attractive IPO alternative. With US firms increasingly getting quoted on AIM, 
the reputation of the venue enhanced rapidly and it wasn’t long before policy makers 
around the world started to adopt the AIM model.21 Tokyo AIM (currently a Tokyo Pro 
Market), AIM (p. 844) Italia, First North in Scandinavia, NYSE-Alternext in Belgium, 
France, the Netherlands, and Portugal, and Entry Standard in Germany are all examples 
of this.
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Figure 31.1  Listed Companies at NASDAQ (US) and 
AIM (UK) 1995–2013.

Source: NASDAQ, London Stock Exchange.

So far, the performance of the AIM-type stock markets has fallen short of expectations, 
which is hardly surprising in light of the financial crisis that hit the global economy at the 
end of the previous decade. However, a closer look at the empirical evidence of the AIM-
type stock market initiatives raises questions as to whether the mere introduction of flexi
ble and accessible listing venues is sufficient to stimulate IPO activity. Looking at venture-
backed listings in Europe, from 2009 to 2014, we can see that some countries attract far 
more venture capital-backed IPOs than other countries even though they offer similar 
regulatory regimes. Why is that? One credible explanation is that specific stock markets 
attract more companies because special “IPO ecosystems” (i.e., networks of underwrit
ers, lawyers, and other advisors) have evolved around them. For instance, NYSE Al
ternext, an alternative stock market for high-tech companies in Europe, has venues in 
Amsterdam, Brussels, Lisbon, and Paris. NYSE Alternext is able to attract and retain is
suers, with admissions outweighing de-listings year on year. In October 2014 alone, 205 
companies were listed on NYSE Alternext. The differences in IPO ecosystems explain why 
94% of the firms that enter NYSE Alternext are listed in Paris, with only 5% in Brussels 
and 1% in Amsterdam and Lisbon.

Clearly, regulatory and network advantages do not offer a guarantee for continuing suc
cess. The AIM market recently witnessed an exodus of companies. From its peak of 1694 
companies in 2007, AIM has shrunk to 1087 companies in December 2013. There are sev
eral reasons for this. First, since it is generally paramount for companies that recently 
floated their shares to generate trading volume, it is not surprising that high-tech compa
nies increasingly prefer to list on a main market (instead of AIM-type markets) (see Fig
ure 31.2). (p. 845) These companies usually lack a track record; they trade less often and 
in smaller volume.22 This entails that their stock price is particularly responsive to buying 
and selling pressures, which, in turn, increases the cost of capital. Low trading volume is 
often the explanation for a depressed stock price and negative IPO performance. Thus, 
there are strong incentives for “young” IPO companies to list on the main board of a capi
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Figure 31.2  Venture Capital Backed IPOs on Alterna
tive versus Main Markets in Europe (2009–2014).

Source: PitchBook.

tal market, which increases the chances of generating trading volume and attracting the 
interest of equity research analysts.

The second reason for shrinking markets is that the best performing high-tech companies 
prefer to extend their “private company” status for as long as possible before making the 
“irreversible” decision to go public. The staying private trend is apparent in both the US 
and Europe. Figure 31.3 shows that the time that elapses between the inception of a firm, 
the first involvement of venture capital funds, and their eventual exit has significantly in
creased in recent years in the US. The median time between the initial equity funding and 
the IPO in 2000 was approximately three years, compared with the seven years for com
panies pursuing an IPO in 2014.

3 The Present: The Aging IPO Market
We ended the previous section with the observation that investors and entrepreneurs 
generally believe that IPOs are not in their best interest. In 2012, the Economist even 
proclaimed (p. 846) that since high-tech companies remain private as long as possible, 
“going public” has lost its glamour, resulting in the public corporation becoming an en
dangered species.23 The article refers to Michael Jensen’s study of 1989, “The Eclipse of 
the Public Corporation,” which supports the view that privately owned companies actual
ly outperform their publicly listed counterparts.24 However, in the same issue of the Econ
omist, Schumpeter’s column recognized that there is a symbiotic relationship between 
“being private” and “going public,” suggesting that public companies will not be extinct 
in the near future. The argument is simple and straightforward: An IPO enables the entre
preneurs and investors to realize the gains in market value related to the growth that the 
best performing companies have realized in their “private” phase.
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Figure 31.3  Median Time from Initial Equity Fund
ing to IPO in the US (2000–2014).

Source: Dow Jones VentureSource.

We have already mentioned that it is widely believed that entrepreneurs would not put so 
much effort into the establishment and development of their startups if they did not 
dream of a successful IPO. The IPO is allegedly also crucial for venture capitalists that in
vest in these entrepreneurs. To see this, it is important to understand the traditional ven
ture capital model.25 It typically starts with the creation of funds that raise capital from 
both institutional and private investors that are interested in backing innovative, often 
high-tech, companies. The venture capital funds select promising startups, which they 
nurture and support by (p. 847) contributing money and services that these companies 
need to reach the next stage in their development. Ideally, this continues until the mo
ment that the venture capital investors decide to exit their portfolio companies and reap 
the fruits of their investments. A significant part of the returns are then distributed back 
to the initial investors.

It is here that entrepreneurs and investors encounter some serious implications in the 
current IPO markets. When the best performing companies “finally” decide to pursue an 
IPO to find capital that is needed successfully to grow the company, most of the gains in 
the companies’ market value have already been allocated to pre-IPO investors.26 Consider 
the mere 0.6% first-day “pop” (or first-day increase in stock price) that Facebook realized 
during its IPO. Clearly, investors expected a “healthy” pop in the range of 20–30%,27

which would have been in line with the average first-day increase of 27.9% (based on an 
empirical analysis of 2634 venture-capital-backed IPOs from 1980 to 2010).28 The signifi
cant decrease in the first-day pop could largely be attributed to high-tech companies’ de
cisions to remain private longer, allowing pre-IPO investors to appropriate most of the 
gains from the increase in the value of the company. This is of course different when a 
company’s IPO is intentionally priced under market value, as was allegedly the case in 
the Alibaba IPO in 2014.29 This strategy resulted in a 38% gain after the first day of trad
ing.
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Figure 31.4  Venture-Capital-Backed Exits in the US 
and Europe.

Source: PitchBook.

When discussing this issue with investors, it is increasingly emphasized that much bigger 
cash on cash and IRR return can be realized while investing in early-stage and later-stage 
private opportunities than in the public markets. Investors mention several reasons for 
this. For instance, the supply–demand dynamics are much better for investors in private 
companies. That is to say, in public markets investors often have the feeling that the en
tire globe is their competitor when it comes to investing in a good deal. Private investors 
practically have a “monopoly,” allowing them to select and invest in the best opportuni
ties. Andrew Romans of Rubicon Ventures and author of the Entrepreneurial Bible to Ven
ture Capital made an interesting observation:

At a high level consider this. Most publicly traded companies have many bulge 
bracket investment banking analyst teams tracking them. Information is dissemi
nated in real time via Bloomberg terminals, the Internet and mobile phones. By 
the time I meet a CEO and learn some new information that same information is 
available to the global market of traders and any arbitrage opportunity exists for 
less than a second.

Investors in the pre-IPO market can thus capitalize on “inside information”.

Perhaps more importantly, making “hands-on” investments in private companies gives the 
investors more control over their own destiny. Simply put, they usually track approxi
mately 1000 deals in their deal flow funnel each month, but invest in for instance “only” 
10 new companies per year. This allows them to divert their time and resources to the 
very best ones. First, they use their proprietary networks for due diligence and (p. 848)

separating the good investments from the bad. They then mobilize their proprietary net
work to add value to their portfolio companies. The deal selection process based on pri
vate information together with the personal “magic” touch and “value add” explains why 
the better investors are able to achieve growth in private companies that can never be re
alized in publicly traded equities (where they cannot wave their magic wand over the 
deal).30
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The changing nature of the IPO market has also changed the way high-tech companies, 
and their founders and investors, deal with funding and liquidity strategies. For instance, 
even though Figure 31.4 shows a revival of the global IPO market starting in 2010, it 
seems hard to believe that “going public” will recover its traditional allure. Figure 31.4 

also shows that venture capitalists tend to induce entrepreneurs to sell their companies 
to strategic investors.31 They have good reasons to do this. In order to increase the track 
record of their funds and attract the interest of institutional and other investors, venture 
capitalists realized that a focus on an acquisition by a strategic corporate investor would 
significantly increase the probability of a successful exit. It is thus not surprising that the 
ratio of IPOs to trade sales increased from approximately 1:1 in 1997 to 1:7 in 2013 in the 
US. In Europe, this ratio was 1:10 in 2013.

There are other advantages to pursuing a trade sale. The median time to liquidity is 
shorter in the event of a trade sale (compared to an IPO), which took six years in 2014 
(compared to seven years in the event of an IPO). The timing advantage may be signifi
cant for well-established venture capitalists and perhaps even the founders of startup 
companies. Employees (who are usually awarded with restricted shares and stock (p. 849)

options) and early-stage investors (particularly family, friends, and other early-stage risk 
capital providers) may have short-term views when it comes to liquidity issues. For them, 
the extended exit—and its delayed cash-out event—arguably creates a liquidity gap that 
could potentially discourage them to work for and with high-tech startup companies. The 
availability of an exit strategy is of such importance that it can make or break the commit
ment of prospective employees to contribute human capital resources to a fledgling en
terprise. In 2008 when there was such a lack of liquidity options for holders of private 
shares, a former Facebook employee approached SecondMarket, a company that offered 
a marketplace for classes of stock in private companies and assets of defunct companies 
that could not be sold on the public market, to assist him in selling his stock options.32

There is, of course, little doubt that the best performing and most promising companies, 
as well as companies in highly capital-intensive sectors, will eventually pursue an IPO to 
find the capital needed to achieve stellar growth and success. What is remarkable, how
ever, is that even if venture capitalists and high-tech entrepreneurs decide to float the 
company’s shares on a stock exchange, the IPO can be completed with a relatively low 
median free float of 23% in the US and 27% in Europe, indicating that they can gradually 
give up their “private company” status (this is also due to onerous lock-up provisions 
which prevent venture capitalists from pursuing an immediate exit).33 More generally, the 
pace with which the companies are willing to give up this status depends on the hype sur
rounding the IPO. If the IPO has attracted significant media and (retail) investors’ atten
tion, the technology entrepreneurs/founders in consultation with their lead venture capi
talists tend to structure their future listed companies in such a way that investors and 
board members are not able to unseat them (see Figure 31.5).34

One example is LinkedIn, which went public on May 18, 2011 in the US. Similar to other 
social media companies, LinkedIn introduced dual class shares. Following its IPO, co-
founder Reid Hoffman, together with the key venture capital investors, held Class B 
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Figure 31.5  Percentage of US Companies that Went 
Public with Dual Class Shares.

Source: Bloomberg.

shares, which gave them 10 votes per share. Class A shares, with one vote a piece, were 
offered to the public. The outcome of this was that Hoffman, who is also the chairman of 
LinkedIn’s board (and part-time partner in a venture capital firm in Silicon Valley), held 
(directly or indirectly) a minority stake of approximately 16.3% of the outstanding Class A 
and Class B shares, but controlled approximately 61.5% of the voting power on December 
31, 2012. Indeed, Reid Hoffman’s Class B shares, which gave him controlling voting pow
er in excess of the cashflow rights attached to the minority stake, allowed him to resist 
immediate pressures from public market investors to produce short-term results and for
go investments in new products and services. (p. 850)

3.1 The Emergence of Robust pre-IPO (Private Secondary) Markets

It did not take long for clever entrepreneurs in the US to create and further develop on
line platforms to better facilitate pre-IPO trading in the shares of nonlisted venture-capi
tal-backed firms. They were able to avoid compliance with strict securities rules and reg
ulations by limiting access to trading to “accredited investors” or those deemed suffi
ciently wealthy. Unsurprisingly, these trading platforms fast became a critical component 
of the venture capital ecosystem, as they helped bridge the liquidity gap in the venture 
capital model. Perhaps the most well known online platform for shares in private firms 
was the New York-based SecondMarket, which rose to prominence after becoming the 
main platform for “trading” shares in Facebook. The sellers of shares traded through Se
condMarket were mainly the former and current employees of firms, with founders also 
unloading their stock from time to time. The main competitor of SecondMarket was Cali
fornia-based SharesPost. In close resemblance to SecondMarket, SharesPost started op
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erations in 2009 with the specific aim of dealing with “the lack of market liquidity for pri
vate company shares.”35

The online platforms as an outlet for trading shares in private companies have never been 
free from controversy.36 Concerns have been raised about the lack of sufficient (p. 851) in
formation regarding the companies whose stock “traded” through these platforms. As pri
vate firms have generally no obligation to make public disclosures, there has always been 
some doubt about the accuracy of the valuations used to determine the price of transac
tions in SecondMarket and SharesPost. Looking again at Facebook, in January 2010 their 
shares initially traded on SecondMarket at an implied valuation of $14.70 billion (and a 
share price of $6.39). By December 2010, following transactions carried out on Shares
Post, Facebook’s value reached $56 billion. SecondMarket transactions, executed just pri
or to the IPO, implied a valuation of $90.13 billion (and a share price of $36.05) in March 
2012, an increase of more than six times in a little more than two years.

The IPO was priced at $38 per share, at which price Facebook raised an amount of $16 
billion. The disappointing first-day pop and deteriorating “IPO performances” (Facebook’s 
30-day, 60-day, and six-month IPO performances were 21%, 26%, and 38%, respectively) 
fueled the general perception that Facebook was overvalued at the time of its decision to 
go public. The fact that the trading community was growing and started to include more 
and more investors (such as the “DLD”—doctors, lawyers, and dentists investors) without 
the necessary knowledge and expertise correctly to interpret the available information 
about the valuation of fast-growing startup companies has arguably created upward price 
pressures that significantly inflated the valuations of the private companies “listed” on 
these platforms.37

Naturally, the post-IPO fall in the price of Facebook shares quickly dampened the excite
ment for the private startup stock platforms. That is not to say that we have witnessed 
the end of these platforms, as was predicted in the wake of the Facebook IPO.38 In fact, 
online platforms, such as SecondMarket and SharesPost, continue to play an important 
role in offering employees and investors a possibility to cash out of their “illiquid” posi
tions in VC-backed companies that could still be years away from a trade sale or exit—but 
the model has changed. Prior to Facebook’s IPO, the shareholders auctioned their securi
ties directly to any buyer, under terms that were acceptable to both parties, and some
times without the company’s involvement and/or approval. The difference with the cur
rent post-Facebook IPO model is that the companies themselves employ SecondMarket-
type platforms to give existing shareholders the possibility of exit. The companies are 
thus largely in control of the transactions—they select the buyers and set the price of the 
securities.

Over the years, trading in stock of private companies has grown rapidly and is currently 
doubling the volume of trades that took place in the pre-Facebook IPO period of 
2011/2012, according to private equity research firm NYPPEX.39 This shouldn’t be all that 
unexpected for those attuned to the venture capital industry. Hedge funds, mutual funds, 
and other institutional investors are increasingly pushed to make later stage investments 
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in the venture capital asset class since, as we have seen, the timing of the “IPO pop” has 
slowly but surely shifted to before the IPO, leaving less capital on the table for the in
vestors in public markets.40 Thus it makes sense for these institutional investors to buy 
into high-tech companies by acquiring (p. 852) shares held by founders, early investors, 
and employees on the pre-IPO (secondary) market.41

With hedge funds and mutual funds gaining steam in the industry, there is however, suffi
cient evidence to suggest that venture capitalists do not plan on ignoring the new in
vestors. Venture capitalists have more capital reserved for their pro-rata investment op
portunities in the later financing rounds. The additional capital creates the opportunity to 
continue financing winners into later rounds (without running the risk of being signifi
cantly diluted when hedge funds and mutual funds bring out the big guns). We see “early-
stage” or “life-cycle” venture capitalists setting up separate later-stage funds to “capture 
the pro-rata,” as it was so clearly dubbed by Mark Susters of venture capital firm Upfront 
Ventures. The $225 million Foundry Group Select Fund and the $200 million Greycroft 
Growth fund are recent examples of special later stage funds.42

As public market investors are entering the private market and venture capitalists are be
ing pushed to later rounds of financing, high-tech companies have even more reason to 
stay private longer. The result is larger investments in bigger and more mature compa
nies with higher valuations. Indeed, the Wall Street Journal, in collaboration with data 
provider Dow Jones VentureSource, found that more and more venture-capital-backed 
companies with a valuation of $1 billion or more decide to remain private. This trend is 
not only happening in the US, but also in other parts of the world. As reflected in Figure 

31.6, at least 73 private companies were valued at $1 billion or more in February 2015. In 
January 2014, this number was 41. The number of “exceptional” startup companies that 
were still private in 2013 was 28. During the dot.com boom in 2000, “only” 10 companies 
with a valuation of $1 billion or more had the status of being “privately-owned,” the 
record number before the 2007–2008 financial crises.43

Dow Jones VentureSource data also reveal that the median amount that was raised prior 
to going public increased from $57.3 million in 2006 to $89.6 million in 2014. Another da
ta provider, PitchBook, shows that the median late stage (series D) valuations jumped 
from $67.9 in 2005 to $190.6 in the first 6 months of 2014. What is even more remark
able is that the 10 largest amounts of venture capital in high-tech companies in 2014 are 
higher than the capital raised in the 10 largest IPOs in the US (see Figure 31.7). This will 
become more imminent as US venture capital investors are taking a more global view as 
they seek to benefit from global investment opportunities.44 So what is the impact of 
these venture capital mega rounds and valuations on the IPO market? There are two pos
sible answers: (1) Mega rounds will eventually make the IPO market irrelevant or (2) 
mega rounds still need an active IPO market in order to enable later-stage investors to re
alize the required liquidity multiples (and provide companies with a realistic option to go 
public). The latter answer appears to be correct (as was previously stated by the Econo
mist in 2012),45 which brings us to the introduction of the JOBS Act in the US. (p. 853)
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Figure 31.6  Private Companies Valued at $1 Billion 
or More.

Source: Wall Street Journal, Dow Jones Ven
tureSource.

Figure 31.7  Top 10 Capital Raisings by High-Tech 
Companies in Public and Private Markets.

Source: qz.com, Deutsche Bank, Factset, Crunch
base.

(p. 854)

3.2 The JOBS Act

The JOBS Act, viewed by some as a mishmash of several different initiatives,46 illustrates 
the potential of a combined focus on both pre-IPO and IPO markets in successfully accom
modating high-tech companies at different stages of their respective life cycles. The JOBS 
Act offers several benefits to high-tech companies in the pre-IPO and post-IPO periods. 
Before the JOBS Act was enacted, once a private company in the US had surpassed a 
threshold of $10 million assets and 500 shareholders of record, it had to register with the 
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SEC and produce periodic disclosure reports under the US Securities Regulations. Al
though companies that had reached that threshold were not required to go public, the 
costs of disseminating private information about their activities were presumed to be sig
nificant. Preparing quarterly and annual reports requires the assistance of accountants, 
external auditors, and other professionals, whose service fees will have to be borne by the 
company. Perhaps more importantly, revealing strategic information about the firm’s ac
tivities might also benefit competitors or increase transaction costs in the context of the 
company’s relations with third parties. The JOBS Act has expanded the number of share
holders a private company may have from 500 to 2000, making it easier (and cheaper) for 
them to remain private, and thus extend the pre-IPO stage, as most of them currently pre
fer.

The JOBS Act also offers the possibility of a company to qualify as an “emerging growth 
company” (EGC) if its total annual gross revenues are less than $1 billion for the most re
cently ended fiscal year. The EGC label offers several benefits to high-growth companies 
in the pre-IPO and post-IPO stages. In the pre-IPO stage, an EGC will only be required to 
include two years—instead of the usually required three years—of audited statements in 
its IPO registration. An EGC can also elect to provide the market with reduced executive 
compensation disclosures (i.e., EGCs are allowed to disclose compensation statements for 
only the Chief Executive Officer and the two other highest-paid executives, while non-
EGCs must provide five executive compensation disclosures). More importantly, the JOBS 
Act provides these companies with the possibility to confidentially submit a draft of its 
IPO registration statement for review to the SEC. The special status thus introduces “test
ing-the-waters” provisions, which also allow EGCs to communicate with professional in
vestors (qualified institutional buyers or institutional accredited investors) to determine 
investors’ interest in the company prior to or following the date of the IPO registration 
statement.47

The JOBS Act’s “on-ramp” provisions grant temporary (five years or less if certain growth 
conditions are met) but important reliefs in the post-IPO period. For example, EGCs are 
exempted from the obligations under SOX Section 404(b) to provide an auditor attesta
tion of internal control. Furthermore, the Act excludes EGCs from (1) complying with the 
full range of executive compensation disclosures and (2) say-on-pay votes (p. 855) on exec
utive compensation. Finally, EGCs need not comply with any new or revised accounting 
standards until the date on which private companies are required to apply these stan
dards to their organization.

The JOBS Act is working. As we discussed in the previous section, venture-capital-backed 
companies do prefer to stay private longer, but the JOBS Act has contributed to a surge in 
IPOs within the US.48 In 2014, 118 venture-capital-backed companies floated their shares, 
compared to 84 companies in 2013. In particular, a number of companies active in either 
the biotechnology or the medical sector completed their IPOs as an “emerging growth 
company.”49 This trend is reflected in Figure 31.8. The JOBS Act is also (at least partly) 
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Figure 31.8  Impact of the JOBS Act in the US.

Source: PitchBook.

responsible for the increase in foreign companies “going public” on a stock exchange in 
the US.50

To see the success of the JOBS Act, consider the significant increase in the number of 
EGCs that have pursued a listing after having used the option confidentially to file their 
registration statements. It has already been argued that confidential filings have become 
the new normal for companies that consider going public.51 According to data provider 
Renaissance Capital, approximately 70-80% of the 131 IPO companies (including non-ven
ture-capital-backed companies) in 2013 availed themselves of the JOBS Act’s confidential 
filing provision. Accounting firm Ernst & Young estimates that approximately 85% of the 
EGCs that have filed IPO registration statements in the period April 2012 to June 2014 
submitted the statements confidentially.52

These observations are not surprising since high-tech companies value having control 
over the timing of the IPO (provided by a confidential filing) more than a possible dis
count in the stock price due to the reduced disclosure and reporting requirements of 
EGCs.53 Corporate governance experts, however, have a different view. They acknowl
edge that the drawbacks may not be immediately apparent, but when something goes 
wrong (and they argue that it always does in business)54 “then the investors are going to 
complain that the regulators screwed it up.”55 So who is right? (p. 856)
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4 The Future: Collaborative Corporate Gover
nance

4.1 Another Bubble?

The National Venture Capital Association, the Biotechnology Industry Organization, the 
New York Stock Exchange, NASDAQ, and the US Chamber of Commerce all welcomed the 
JOBS Act.56 However, not everyone was convinced of the potential benefits of the Act.57

When the JOBS act was introduced in 2012, 55% of the investment bank executives who 
participated in a survey conducted by accounting and consulting firm BDO USA LLP be
lieved that the JOBS Act was likely to produce accounting scandals, market manipulation, 
and fraud.58 In particular, the relaxed accounting standards under the JOBS Act raised 
concerns among academics and practitioners.59

(p. 857) In the two years since the enactment of the JOBS Act, concerns have changed. 
The benefits of the Act for the “lower valued” companies (those that had no or relatively 
little media attention before their IPOs) are now widely accepted. Current concerns focus 
on the billion-dollar companies that are also allowed to use the reduced disclosure re
quirements for EGCs for when they, eventually, decide to go public. In the media, 
Twitter’s high-profile IPO is an example of the cost and problems of allowing prominent 
companies to test the water, buy time, and, most worrisomely, show less paperwork be
fore they float their shares to the public.60 Twitter’s exceptional first-day pop of 73% 
(trading at $44.90 per share from its $26 IPO price) was among the 20 highest of any list
ing in the US in 2013.61 The share price gradually increased 92% during the first three 
months of trading, but then tumbled to $50.05 per share (dropping 24%) after their first 
earnings report was disclosed.62

Twitter’s sharp fall in the stock exchange worked exactly as the critics of the JOBS Act 
had predicted.63 They argue that less disclosure and less transparency had the perverse 
effect of increasing speculation about Twitter’s performance. They allocated most of the 
blame for the drop in share price following the disclosure of the earnings report on the 
JOBS Act.64 High valuations of late-stage private companies involving public market in
vestors and the subsequent hype building up to the eventual IPO arguably contributed to 
Twitter’s stock price decline. Certainly, there is anecdotal evidence that suggests that the 
increase in IPOs, the massive valuations (compared to the revenues) of pre-IPO-stage 
high-tech companies and the confidential filing process under the JOBS Act (which al
legedly explains some of the Twitter-like first-day IPO pops) would eventually lead to a 
bubble and a subsequent burst, similar to the dot.com bubble of the late 1990s.65

It is questionable whether or not full compliance with non-EGC disclosure standards and 
requirements would have completely avoided Twitter’s shaky stock price. The giant sums 
of capital that private companies are able to raise, however, are a concern that both the 
opponents and proponents of the JOBS Act appear to share. As we have seen, approxi
mately $4.2 billion was raised in the 10 biggest “venture capital” rounds in the first half 
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of 2014, compared to $2 billion in 2013 and $1.4 billion in 2012.66 The issue with the in
creasing venture capital investments is that there is usually some sort of correlation be
tween the amounts raised and the burn rate (defined as the amount of money spent by a 
company in excess of its revenues per month).67 Human capital-based high-tech compa
nies that have raised huge piles of cash, usually increase (p. 858) their monthly burn, ac
cording to several reputable venture capitalists that started to voice their worries about 
the increasing burn rates.68

Their worries appear to be supported by empirical research: the high-tech startup’s aver
age burn rate is at an all-time high since the burst of the Internet bubble. Data provider 
PitchBook calculated the burn rate at venture-capital-backed software companies in the 
US by dividing the capital raised by the time between the financing rounds. Their re
search also confirms that burn rates at later-stage companies are rising.69 Danielle Mor
rill, founder CEO of business intelligence company Mattermark, analyzed the percentage 
of expenses covered by revenues at high-tech companies at the time of their IPOs.70 Her 
data, which is included in Figure 31.9, shows that profitable IPOs made up a smaller por
tion of the IPOs in the first quarter of 2014 than they did before. It is however nearly im
possible to predict the timing of a bubble based on the available data.

Since unprofitable IPOs are nowhere near to the numbers we saw before the Internet 
bubble burst, it could be argued that another bubble is not likely to happen in the IPO 
market in the near future. Unfortunately, this cannot be said about the pre-IPO private 
market. Bill Gurley, a partner at the Silicon Valley venture capital firm Benchmark, refers 
to the example of Fab.com, a private online retail company that sells designer-influenced 
products, including clothing, accessories, furniture, food, and pet products.71 He argues 
that the later-stage investors that poured $150 million into the company at a $1 billion 
valuation should have been more wary about investing in a company that would most like
ly not have passed the immense scrutiny that is part of the IPO process. Companies that 
did not pursue an IPO in 2014 stayed private for a reason.

If we accept this line of reasoning, the Fab.com case suggests that there still remains a 
dilemma for the companies and their investors and a conundrum for policy makers and 
regulators. Arguably, the review of financial statements by auditors, bankers, lawyers, 
and the Securities and Exchange Commission is needed to reduce the information asym
metries between the investors and a company’s executives during the IPO.72 However, it 
is far from clear whether the disclosure of financial figures is truly material to any evalua
tion of a company’s prospects for sustainable growth and value creation. Mindful of this, 
an analysis of Fab.com suggests that new metrics should be developed in order to mea
sure the future performance of both private and public high-tech companies.73 The focus 
of the remainder (p. 859) of this chapter is on long-term metrics and the processes that we 
have already observed in practice.
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Figure 31.9  Profitable versus Nonprofitable Tech 
IPO Companies in the US.

Source: Mattermark.

4.2 The Emergence of a New Normal in Corporate Governance

There is something odd about the fear of another bubble in the venture capital industry. 
Surely, the most prominent and reputable venture capitalists acknowledge that the burn 
rate and spending plans of their own portfolio companies have increasingly made them 
grumpy.74 It could be argued, however, that the ones who are able to prevent the next 
bubble are none other than the venture capitalists themselves.75 When venture capitalists 
invest, they tend to hold preferred stock instead of common stock.76 The precise scope of 
the provisions and restrictions attached to the preferred stock is established by the terms 
of the contractual arrangements. These typically protect the venture capitalists extensive
ly against shirking, opportunism, and incompetence and, obviously, limit information 
asymmetries and agency issues which characterize the relationship between venture cap
italists and the founders of high-tech companies. The provisions usually attached to the 
preferred stock are: preference on dividends, the proceeds of a liquidation event (includ
ing a sale of the company), and pre-emptive rights. The preferred shareholders are also 
entitled to elect a set (p. 860) number of representatives on the board of directors. More
over (and most importantly in the current climate), they usually have the opportunity to 
replace the CEO, even if he or she is the founder, in the event of burn rates being exces
sive and irresponsible.

This was probably true under the traditional model of venture capital that has widely 
been discussed in the academic literature.77 Lawyers tend to introduce more and more 
stringent agency-based contractual provisions, such as senior liquidation preferences, 
participating preferred shares, high liquidation preference multipliers, and anti-dilution 
provisions to ensure that self-interested managers will not act in ways that conflict with 
shareholder value creation or to offer downside-protection when venture capitalists were 
about to lose money. This all sounds great in theory; however, people nowadays are in
creasingly debating how well these provisions truly protect the venture capitalists and 
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other risk capital providers.78 Speaking from personal experience, when you are on the 
ground working with venture-capital-backed companies, you immediately recognize that 
there are other overriding considerations that should take precedence. Fred Wilson, co-
founder of Union Square Ventures and notable blogger, puts it as follows:79

One thing I know for sure is that those who advise and invest in startups cannot 
and should not meddle in the day to day decision making. It’s harmful and hurtful 
to the startup and those that lead it. So operating at a higher level, helping to set 
the framework for decision making and then sitting down and watching the game 
being played, is certainly the way to go.

There is more and more evidence that venture capitalists are returning to the venture 
capital model in its most traditional form as risk takers and most importantly as real part
ners to the founders of high-tech companies. Mark Susters of Upfront Ventures summed 
it up perfectly:80 “In my view the best VCs are merely your guides. They are your sparring 
partners. They are there to help you correct your course when you want to make deci
sions that their history and wisdom tells them might lead you into a dark alley.” He con
tinues as follows:

That’s not to say that we as VCs are without strong opinions. I’m no wallflower. 
And I cherish my role of being difficult to persuade about strategic moves without 
strong data or logic or conviction on your part. It’s my job to help you find your 
True North. To know that while acquiring a business in China will help you global
ize faster it most certainly will take you off of your most immediate problems at 
home and that dominating your national opportunity first is far better than being 
spread thinly across two complex opportunities. You want to do that early in your 
company’s existing? Bring it on. You’re going to have to run over me like a Mack 
Truck to get that decision approved. But I would never say “no” 100%.

The best venture capitalists are in essence bringing retro back to the forefront, where it 
was once fashionable to be bold, but with a modern twist that takes advantage of new-age 
(social media) platforms and creative as well as disruptive mechanisms to differentiate 
themselves from the herd. For instance, Fred Wilson, whom we mentioned earlier, shares 
the (p. 861) three “must-have” terms (board representation, liquidation preferences, and 
pro-rata rights) to cover in a term sheet on his blog back in 2009.81 These types of posts 
have positively impacted the industry on a variety of matters including terms 
negotiated.82 In fact, we see that investor-favorable terms are being exchanged for more 
founder favorable clauses in term sheets. The very people that deal with this the most at 
Wilson Sonsini Goodrich & Rosati, Cooley, and Fenwick & West indicate in their quarterly 
reports on the industry that agency-based provisions continue to decline at a steady rate.

Consider the example of the liquidation preference, which traditionally entitles venture 
capitalists to get their money out first when an exit opportunity emerges and the 
company’s valuation has gone down (also known as a down round). Liquidation prefer
ences, however, are currently viewed less as stringent “down round risk protection” and 
more as a necessary provision to align the interests of the investors and the founders. To 
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see this, contemplate a venture capitalist who decides to invest without any liquidation 
preference protection. He or she would receive their “ownership percentage” from the 
proceeds of the exit, but this may be significantly lower than their initial investment. 
Clearly, this could disadvantage the venture capitalist, as the founder may disproportion
ally monetize his stake in the company at the venture capitalist’s expense. This different 
perception of the liquidation preference explains why the investor-favorable senior liqui
dation preference is used less often (see Figure 31.10), and additional participation in the 
remaining proceeds was infrequently used in 2013 (see Figure 31.11).

This is certainly not a call to remove all protections and agency-based provisions, but 
more to do with removing those that are purely unnecessary and uncalled for and can on
ly destroy the founders’ incentives to be prepared to go at any lengths to make their 
startup companies a long-term success. In this light, it is not surprising that not everyone 
in the venture capital industry is excited by the involvement of hedge funds and mutual 
funds in startup companies.83 Venture capitalists generally believe that the typical char
acteristics of these investors do not match well with the objectives of venture capital to 
make patient medium- to long-term equity investments in early-stage companies. The 
companies’ founders, however, are usually more positive about the new breeds of private 
investors.84 In their view, institutional investors, particularly hedge funds, are able to add 
exceptional and unique value to later-stage companies (besides loads of cash). For in
stance, their knowledge and expertise with listed companies are invaluable for companies 
that are eventually considering an IPO. Startups that are looking for ways to expand to 
foreign markets also benefit more and more from hedge funds’ broad international net
works and experiences.

The founders are right. A new establishment of hedge funds (similar to the modern ven
ture capitalists mentioned above) is emerging, with the hedge funds realizing that when 
they conceptualize the relationship between managers and investors as one of hierarchy, 
they create a short-term mentality within the company that usually leads to corporate 

(p. 862) (p. 863) reorganizations, and demands for increased dividends and stock buy
backs. This makes it extremely difficult for companies to recapture the focus on innova
tion, growth, and wealth85 Consider Nokia and Blackberry, once viewed as tech champi
ons until they became share buyback heavyweights.86 It is this disconnect that is slowly 
but surely causing a shift in corporate governance thinking amongst activist investors. 
They appear to be more interested in the question of what it is that causes companies to 
thrive and stay ahead of their competitors. As they ask themselves how to structure and 
design their private and public “portfolio” companies, they focus on certain common 
themes, such as board representation, M&A transactions, and business/growth strategy 
issues (see Figure 31.12). Consider ValueAct Capital’s board seat at Microsoft. Undoubt
edly, ValueAct was behind Satya Nadella’s appointment as the new CEO of Microsoft on 
February 4, 2014.
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Figure 31.10  The Evolution of “Liquidation Prefer
ences” in Venture Capital Term Sheets.

Source: Park and Vermeulen, “We Know the Sav
ior . . . and It Is Them: The Future Face(s) of Venture 
Capital”, Working Paper (2015).

Figure 31.11  The Evolution of “Participation Prefer
ences” in Venture Capital Term Sheets.

Source: Park and Vermeulen, “We Know the Sav
ior . . . and It Is Them: The Future Face(s) of Venture 
Capital”, Working Paper (2015).

It is exciting to see that the focus on helping business executives is starting to become 
the norm of what is expected of venture capitalists and active investors in both private 
and public companies. It is up to the founder/CEO and the board of directors, however, to 
make the investors work for the company (independently of the stage in the life cycle of a 
company).87 The best way to engage the investors is frequently to share information and 
communicate with them.88 This is also true for companies with a relatively small investor 
base, such as an early-stage startup.89 Clearly, the information is not so much about quar
terly financial statements that focus on the past. As we all know, past performance is not 
always indicative of future success. It is more effective to use metrics that are forward 
looking and complement some of the more historical data that is available in the market. 
Attributes that are critical for future performance are customer satisfaction, employee en
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Figure 31.12  Activist Strategies in 344 Companies in 
2014.

Source: Activist Insight 2015.

gagement, and community connections, collaborations, and co-creation activities, but also 
the introduction of new products, product innovations, and/or entering new markets.

As mentioned, it is not just the mere sharing of information, but the interactive discussion 
between executive management, investors, and also the board of directors that may prove 
to have a significant effect on the future performance of companies. There are generally 
three potential benefits for companies. First, the most important aspect of engagement 
may be in connecting with other leading investors across the globe to explain and discuss 
growth strategies (and invite input). These discussions assist the founder/CEO in making 
better decisions and avoiding tunnel vision. Second, a similar focus is on identifying op
portunities and getting a better sense of their peers and competitors that often attract 
the same investors. Third, (pro-)active engagement helps the founders/CEOs in identify
ing expertise gaps on the board of directors and executive teams. It is in this collabora
tive context that investors may have the most impact on the spending plans of the CEOs 
of their portfolio companies. (p. 864)

5 What’s Next? The Blurring Line between Pri
vate and Public Companies
This chapter started with the observation that policy makers and regulators are con
vinced that an active IPO market is an indispensable component in an environment that 
fosters long-term economic growth and job creation.90 Their efforts have mainly focused 
on nurturing alternative stock markets with low entry barriers and few ongoing require
ments for listed firms. The discussion in this chapter, however, suggests that govern
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ments and policy makers may have to reconsider some of the policies designed to foster 
the growth and development of high-tech companies. For instance, the Korean KONEX 
was able to attract a “disappointing” 35 companies within its first year. Choi Kyung-soo, 
Chairman of Korea Stock Exchange, acknowledged that further steps are needed to deal 
with KONEX’s low brand image and low trading volumes.91

(p. 865) We can draw several lessons from the developments in the aging IPO market as 
discussed in the previous sections of this chapter. A first lesson is that there is a growing 
need to develop a pre-IPO market for high-tech companies. Pre-IPO platforms (such as 
SecondMarket) have emerged to satisfy the liquidity needs of founders, early-stage in
vestors, and employees. The list of “new” players in the pre-IPO phase of venture-capital-
backed-companies also includes public market investors such as hedge funds and mutual 
funds. Indeed, participating in later stage (pre-IPO) financing rounds of venture capital-
backed companies (that offer unique investment opportunities and quick turnarounds) be
comes more and more a must for institutional investors in order to maintain performance 
standards.92

It is thus important for policy makers and regulators to remove the regulatory uncertain
ty that creates barriers to the emergence of pre-IPO trading platforms and the involve
ment of institutional investors in the venture capital industry.93 For instance, it is only 
waiting for stock exchanges to integrate platforms for pre-IPO (secondary) trading in 
shares of nonlisted companies into their existing venues in order to gain an edge in the 
increasingly fierce competition to dominate the market for IPOs of high-growth firms. A 
segmented venue of this nature would allow stock exchanges to create bonds with these 
firms early on in their life cycles. This may make it more likely for firms with high growth 
potential to undergo their IPOs in the same venue that supplied their investors with pre-
IPO liquidity, rather than in competing exchanges. The launch of NASDAQ Private Mar
ket, which evolved from the joint venture with SharesPost, is one of the first examples of 
a stock exchange offering a ‘pre-IPO’ segment.94

In this context, the introduction of the JOBS Act makes perfect sense. It allows high-
growth companies to stay private longer. But there is more. The JOBS Act also offers 
high-growth companies a legitimate basis to deviate from the “one-size-fits-all” agency-
based rules and regulations that usually apply as soon as they decide to go public. Under 
the JOBS Act the focus on financial statements and past performance has become less im
portant. This should be heralded as a first breakthrough in corporate governance think
ing. As we have seen in section 4, it is preferable if both the companies and their in
vestors focus on metrics and information that are material to their growth potential and 
competitive position. It is therefore only to be expected that connections, collaborations, 
and co-creation activities will emerge as leading-edge items on the agenda of the in
vestor-management meetings and conversations.

Lastly, I would like to conclude with what I call “collaborative corporate governance”. It is 
the process of developing new strategies with the aim of contributing to a culture that 
fosters valuable communications and conversations between a company’s management, 
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board of directors, and its investors that is likely to have real effects. A collaborative view 
on this considers corporate governance as the interface between what a company is to
day and (p. 866) what it attempts to achieve in the medium-term or long-term future 
rather than focusing upon the conflict between investors and managers. Fortunately, 
more and more founders, CEOs, and investors have already successfully applied this col
laborative corporate governance approach to maximize efficiency, performance, value 
creation, and innovation within the company.
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Abstract and Keywords

This chapter explores the different ways in which market actors are “co-opted” as corpo
rate law regulators. It considers the preconditions for generating “endogenous self-regu
lation” through the lens of the formation and operation of the UK Takeover Code and Pan
el. From endogenous self-regulation, the chapter moves onto consider “market-con
trolled” regulation where the state directly co-opts market actors as regulators. The chap
ter shows that the regulatory biases generated by self-regulation are more multi-faceted 
than, and often inconsistent with, the standard account that self-regulation is likely to 
generate rules that favour the regulated.
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1 Introduction
1TYPICALLY when we think about the regulation of corporate and business life we ask 
two questions: why should we regulate, and how should we regulate? The first question 
invokes justifications for interfering with the free contracting process amongst corporate 
actors, both within and outside of the corporation. The second question explores whether 
we should insist on corporations following a particular form of behavior through manda
tory rules, or merely provide weighted guidance on rule choice through default rules that 
can be opted-out of. A third question relating to corporate regulation is less prominent 
and is the subject of this chapter: who should do the regulating? Traditionally, we have 
thought about this question through the dichotomy of state versus market. Not “the mar
ket” as a mechanism which generates regulatory benefits, but the market as a collection 
of actors capable of coordinating to produce and enforce rules regulating their activities. 
Through this lens we ask: in what, if any, circumstances should market actors regulate 
corporate activity themselves by endogenously generating and enforcing regulation with
out overt state involvement; and in what, if any, circumstances is such endogenous self-
regulation likely to occur in practice?
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Of course the rigid dichotomy of the state as regulator versus the market as self-regulator 
does not do justice to the different ways in which the state and the market interact to pro
duce corporate law and regulation. In some sense both the state and the market are al
ways involved in the production of regulation: the state’s deference to self-regulation is 
inimical to its formation; the market forms state regulation through consultation process
es, repeat player activity, and lobbying. However, in this chapter we are interested not in 
the ways in which the market molds and influences regulation but the circumstances in 
which it actually controls the production and enforcement of that regulation. Endogenous 
self-regulation (p. 870) is the ideal type of such regulation, but it is not the only one. 
Where there are regulatory benefits for the state to defer to the market to generate and 
enforce rules, the state, cognizant of these benefits, may command the market, collective
ly or individually, to generate regulation or to engage in practices that lead to targeted 
norm formation. We might view this type of regulation as forced self-regulation. We refer 
to this form of regulation in the chapter as market-controlled regulation and distinguish it 
from self-regulation, which the chapter will view as the (quasi-)endogenous production of 
regulation in the absence of legal instruction.

The purpose of this Chapter is first to explore the conditions in which self- and market 
controlled regulation arise in the field of corporate law. To do so, the chapter analyzes the 
dominant real-world examples of self- and market-controlled regulation in the field of cor
porate law; examples which are often lauded by regulators and commentators alike as 
model examples of these forms of regulation. They are: the UK Takeover Code and the 
Takeover Panel created in 1968; and the ‘comply or explain’ approach to the regulation of 
board structure and composition, pioneered in the UK in the early 1990s. However, the 
chapter is not only concerned with the pre-conditions to the creation of these regulatory 
forms. The chapter also explores the distinctive regulatory biases generated by these dif
ferent modes of self-regulation and shows that they are more multi-faceted than, and of
ten inconsistent with, the standard account that self-regulation is likely to generate rules 
that favour the regulated.

2 Forms and Pre-conditions

2.1 Endogenous Self-Regulation of Corporate Activity?

Self-regulation as an ideal theoretical type is said to generate several benefits. Self-regu
lation is cheap and imposes no direct cost on the state treasury: the marketplace pays for 
its own regulation.2 In addition to such direct cost benefits, self-regulation has clear po
tential regulatory benefits. First and foremost, it is a means of addressing often acute 
knowledge and information asymmetries afflicting the relationship between the regulator 
and the regulated constituency. Market actors live the regulated activity and, accordingly, 
both understand the problems and issues that are generated by such activity and under
stand the means for most efficiently counteracting such problems through regulation. In 
contrast, state regulators, even ones with revolving doors from and back into practice, 
have partial vision and understanding of such activity and are more likely therefore to 
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craft suboptimal regulation that neither deals with the actual problems and, worse, im
poses unnecessary costs on such activity. This is compounded by the them against us lens 
generated by state regulation which disincentivizes information sharing as a result, inter 
alia, of the unpredictability of how a state regulator might respond to shared information 
about market practices. In contrast, the market’s “ownership” of the regulatory space 
both promotes information sharing with the self-regulator and, in theory, promotes behav
ioral norms which foster compliance. The (p. 871) second, well traversed,3 benefit of self-
regulation is that it is able to respond more quickly to new forms of activity that require 
regulation. Not only, for the reasons set forth above, is the self-regulator likely to be 
aware of the problem earlier, it is also not constrained by the procedures, checks, and 
balances associated with state action through primary or secondary legislation or through 
an authorized regulator.

Clearly, however, one needs to be wary of such broad-brush claims about the benefits of 
self-regulation. State regulatory forms, particularly regulatory bodies with rulemaking au
thority have the capacity to move relatively quickly. Self-regulatory bodies also typically 
provide for time-consuming procedures to effect rule changes. This is because public ex
pectations of due process and consultation typically inform nonstate as well as state bod
ies. And not all forms of corporate activity generate acute information asymmetries be
tween the regulator and the regulated. Corporate and audit scandals in the last two 
decades, as well as the global financial crisis, have illuminated areas of corporate activity 
where such asymmetries clearly exist, such as the accounting for off-balance sheet trans
actions or complex derivative instruments such as collateralized debt obligations. Howev
er, in many areas of corporate life, although we find market innovation and smart struc
turing, the conflict surrounding such activity typically renders it visible and comprehensi
ble. For example, innovative activity in the market for corporate control has typically 
been transparent because of the conflict it has generated. Consider, for example, 
takeover defenses in the 1960s, 1970s, and 1980s or the conflicts over the use of equity 
swaps in the 2000s. In these areas claims that self-regulation addresses asymmetries of 
knowledge and information are overstated because the asymmetries are insignificant.

As with the benefits of self-regulation, its potential costs have been thoroughly explored. 
Most important in this regard is the concern that the self-regulator will abuse its position 
and its knowledge and information advantage to craft rules that enhance its welfare posi
tion at the expense of other affected parties that have no control or influence over the 
rulemaking and enforcement process. State regulators are, of course, not immune from 
rent seeking but are thought—certainly in the eyes of the state regulators themselves!—
more able to resist pressures from market constituents and more likely to be able to craft 
rules that are not biased in favor of any particular constituency. The extent to which a 
self-regulator is able to bias the rules in favor of market actors is a function of several fac
tors. First, whether or not other non-participating parties are thought to be affected by 
the activity in question. Where the activity is thought only to affect the direct parties in
volved (or where such third-party effects although real are very opaque) then the inde
pendence concern will be (or will be seen to be) less pressing so long as all affected mar
ket participants have a voice in such self-regulation. It is in such areas in particular that 
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the welfare case for self-regulation is a strong one. Second, the extent to which bias is a 
concern is dependent on the alignment, or lack thereof, of the interests of the self-regula
tory rulemaker and the perceived interests of society. If, for example, institutional share
holder groups exercise self-regulatory authority and the prevailing political and social 
norms view the advancement of shareholder interests as congruent with social welfare, 
then any such rule bias is unproblematic. Third, the extent of this bias problem is, para
doxically, connected to one of the purported key benefits of (p. 872) self-regulation: the 
knowledge and information asymmetries of market actors. Where such asymmetries are 
significant, self-regulatory actors have more room to deploy self-interest, as the ability of 
the state and other nonstate actors, such as the financial press, to assess and monitor 
whether the rules are biased is much diminished. This means that where we think about 
the welfare implications of self- versus state-regulation we find that both the benefits and 
the costs are higher where knowledge and information asymmetries are high.

The second consensus drawback with self-regulation is the concern that the self-regulator 
is unlikely to enforce the rules against its own. There are two reasons given for this: the 
absence of the enforcement apparatus of the state and the lack of distance between the 
regulator and the regulated which undermines the willingness of the regulator to impose 
available sanctions for breach. Of course, these enforcement problems may be counter
balanced to some degree by both the positive compliance effects, mentioned above, of 
“owning” the regulatory space as well as the precarious nature of self-regulation—if rules 
are too pro market actor and are not enforced, the likelihood increases that the market 
will lose the regulatory franchise.

2.2 Theorizing the Preconditions for Self-Regulation

We might think about the probability that the market will elect to regulate itself through 
the lens of the costs (or lost benefits) of failing to do so. Clearly for many market actors 
there are significant benefits of remaining unregulated. However, market actors will col
lectively realize that where their actions are generating public and political disquiet there 
is a distinct likelihood of state regulatory intervention. Self-regulation in such a context 
may impose costs on market actors but will be viewed as the lesser of two evils and as 
way of deflecting political pressures to introduce more costly state regulation. Where C
< C  then the market actors will enter the “contracting zone”4 to produce self-regulation, 
where compared to a state of the world without regulation C  equals the costs5 for mar
ket participants of a self-regulatory regime which they control and enforce plus the trans
action costs—the costs of coordination—of agreeing on and maintaining the terms of self-
regulation; where C  is the costs of state regulation to the market actors; and where C  is 
discounted for the probability of state intervention. The costs of coordination will vary as 
a function of the homogeneity and proximity of the actors in question. Such homogeneity 
and proximity are also likely to foster coordination cost reducing norms, such as a sense 
of responsibility for the space within which the activity takes place.
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Figure 32.1.  Contracting Zone Open.

Figure 32.2  Contracting Zone Closed.

C  and C  are individual variables for each player—or category of player—in the market
place. Where there are multiple categories of player it is possible that whereas C  < C
for some categories, C  > C  for others. In such circumstances all parties will not be 
brought into the “contracting zone” in the absence of either some differential power 
weighting for key actors for whom C  < C  or a coordinating mechanism that ensures a 
response where in aggregate C  < C . A similar calculus operates where market actors’ 
concern is not the cost implications of state regulation but the cost implications of the 
failure to regulate due to, for example, the political failures of the executive or legislative 
authorities that are deadlocked or for other reasons incapable of acting. Here partici
pants will optimally enter the contracting zone where the aggregate benefits of (p. 873)

self-regulation, B , exceed the transaction costs of coordination. Again, however, individ
ual variation in B  may impede parties entering the contracting zone (Figures 32.1 and 

32.2).6
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Figure 32.3  Contracting Zone Open.

Figure 32.4  Contracting Zone Closed.

It is plausible that such a cost calculus is an important component of the drivers of the re
al-world examples of self-regulation. However, it is most certainly a secondary driver. 
Whether actors can enter the contracting zone is a function of whether the state will 
countenance self-regulation. In an idealized world if the state acts as a rational actor, 
whether it would permit self-regulation would be a function of the costs and benefits of 
self- and state-regulation, discussed above, as applied to the particular regulatory con
text. Where the social welfare benefits of self-regulation exceed those of state regulation 
one would expect a rational state to permit or to facilitate self-regulation and where they 
do not to preempt self-regulatory contracting (Figures 32.3 and 32.4).

(p. 874)

Clearly, however, the willingness of the state to open the contracting zone is a function of 
more than such a calculus. Of central importance in this regard is the regulatory concep
tion of state and whether such a conception countenances or encourages self-regulation. 
By regulatory conception of the state I mean the shared understanding—amongst politi



Corporate Law and Self-Regulation

Page 7 of 43

cians, market actors and citizens more broadly—about the extent to which it is legitimate 
or illegitimate for the state to exercise power to identify and address problems generated 
by interactions within civil society; or, put differently, the extent to which it is legitimate 
or illegitimate for nonstate actors to perform regulatory, state-like functions. Where this 
regulatory conception of the state does not countenance self-regulation, even where Fig
ures 32.1 and 32.3 apply, there is no scope for the marketplace to legitimately occupy the 
regulatory space policed by the state and therefore no scope for there to be a “contract
ing zone” within which the market actors’ cost calculus could operate. In such a context 
market actors are left to try and coordinate improved behavior in the hope of dampening 

(p. 875) political concern, or, where the problem is the failure of the state to act, to lobby 
for state action. Where the conception of the state is open to, or favorable to, market-
based action the contracting zone comes into play. For this reason it is unsurprising that 
we find that many of the examples of corporate self-regulation—some of which are dis
cussed in this chapter—are produced in the UK, a jurisdiction that for several centuries 
following the Enlightenment actively promoted local and market-based solutions to identi
fied problems—an approach that resulted from a longstanding and deeply held “wariness 
towards the central state apparatus.”7

There is a significant body of scholarship on the passive conception of the UK state which 
we can only touch on here. Jenks, for example, contrasts the prevailing political style in 
nineteenth- and twentieth-century Britain with the “imaginative conception of politics” as
sociated with the utilitarianism of Bentham and John Stuart Mill.8 For Jenks, this utilitari
an conception of politics involved an active form of government: “a conception of problem 
solving and exploration of opportunities for innovation as the very stuff of politics.” The 
British political style and the conception of the state that underpinned it was the antithe
sis of such an active and interventionist style. For Jenks, the British approach is charac
terized by sobriety, neutrality, and a resistance to problem solving, almost a willed passiv
ity in the face of identified problems until there is no alternative but to act. In his seminal 
work on the history of industrial relations in the UK Alan Fox observes that as “it was not 
part of the state’s duty to anticipate and meet needs which seemed likely to grow”; the 
problem would have to grow “to a major size before the government decided to step in.” 
But as the great labour lawyer Otto Kahn-Freund observed, the resistance to proactive in
tervention and directed control clearly should not be mistaken for the absence of any 
form of intervention or role for law. For Kahn-Freund, in the UK there was widespread 
support for the “social institution” of “organized persuasion” where the state’s, and law’s, 
role was to facilitate parties in creating order, reaching agreement, and resolving 
conflict.9 At most, the government’s role was to take steps—from cajoling actors to re
spond, to the creation of institutional structures—that would facilitate actors in address
ing the problem themselves. The bedfellow of this political outlook was an expectation, 
and a sense of entitlement, that market actors themselves should be given an opportunity 
to address identified problems. For politicians, an electoral minefield awaited those who 
proactively disturbed those expectations, and accordingly “crisis dimensions” were re
quired to drive government to (directly) intervene.10
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For this reason until the latter part of the twentieth century in the UK there was no form 
of what today we would recognize as capital market or banking regulation, responsibility 
for which was left to the City of London and the City’s “Pope,”11 the Governor of the Bank

(p. 876) of England, a non-state body itself until 1947. This approach led Louis Loss in his 
treatise on US Securities Regulation to observe that it was paradoxical that the US “the 
arch apostles of private enterprise should have resorted to public control while socialist 
Britain . . . should have left so wide a field free from state control.”12 For this same rea
son, the UK did not have a developed system of industrial relations or labor law until well 
into the 1970s—a regulatory lacuna that was viewed as a mark of success not state fail
ure. Alan Fox observes in this regard that as late as the early 1960s: “The industrial rela
tions systems of less ‘mature’ capitalisms such as the United States and Germany were 
thought to reveal their immaturity by their heavy dependence on legal definitions and 
sanctions and on their being more consciously and deliberately designed by the state.”13

Whilst one can chart a retreat from, or the disintegration of, this conception during the 
post-World War II period and in a more pronounced way in the past 40 years, many of the 
classic examples of corporate and non-corporate self-regulation in the UK are in large 
part a product of this conception and, as we shall see below, its mark is still impressed on 
contemporary self- and market-controlled UK approaches to the regulation of the corpo
ration. In other jurisdictions, including twentieth-century US and other European jurisdic
tions, where the conception of the regulatory state more closely approximates Jenk’s utili
tarian conception of politics,14 the scope for market players to take control of the regula
tory space and enter the contracting zone has been much more attenuated. Unsurprising
ly, in such jurisdictions examples of self-regulation are much less prevalent.

Where the conception of the state does enable self-regulation, the activity that takes 
place within the “contracting zone” must be framed through a continuing relationship of 
the state to the contracting market actors. We have already noted the role of possible 
state intervention in incentivizing actors to enter the contracting zone—the threat to act 
if the market fails to do so. Moreover, the long-term success and stability of any self-regu
latory response is dependent upon it maintaining its (democratic) legitimacy in the eyes 
of the public and the state. In particular, as the self-regulator usurps the regulatory func
tion of the state it must be seen to do so in an unbiased and even-handed way. Arguably, 
this need to maintain legitimacy renders self-regulation unstable, if not unworkable, in 
the long run in contexts where due to knowledge and information asymmetries it is diffi
cult for the state to assess whether or not the self-regulator is acting in a neutral or unbi
ased fashion. Visible failures in that marketplace are likely to lead to the inference of self-
regulatory failure. Even if such an inference is inaccurate, the knowledge and information 
asymmetries make it very difficult to explain to the regulator, or the public, why it is inac
curate. In these contexts, such failures may themselves irretrievably delegitimize the self-
regulator regardless of any failing or fault on its part. By way of contrast, where asymme
tries of information and knowledge are limited, (p. 877) a self-regulator can more easily 
explain its rules and actions and thereby maintain its legitimacy in the eyes of the state 
and the public.
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2.3 Market-Controlled Regulation

Everyone wants the best of both worlds. But invariably the real world consists of second-
best solutions that make inevitable trade-offs between the “bests” of each world. The 
above analysis of endogenous self-regulation has identified several advantages of this 
mode of regulation but also several bias, availability, and stability problems. Would it be 
possible to devise a system of corporate regulation that gets the knowledge and flexibility 
benefits of self-regulation but minimizes the downside rule and enforcement biases and 
stability problems; a system of regulation that guarantees a market response to the regu
latory problem without having to rely on a panglossian alignment of private and public 
economic interests as well as the availability of co-ordination mechanisms?

In such a system of regulation the state would demarcate the contours of regulation and 
then command the market to fill in the substantive content of that regulation. We might 
describe this approach to corporate regulation as forced self-regulation or “market-con
trolled regulation.” This typically takes place through a legal or regulatory requirement to 
comply with or to take account of rules produced by market actors. Corporate gover
nance codes provide perhaps the best example of this approach, where legislation or reg
ulation in several jurisdictions provides that publicly traded companies must comply or 
explain their failure to comply with the rules produced by a designated governance body 
or commission.15 Typically this body is a hybrid state/market regulator staffed by market 
participants but with some formal connections to the state. We explore this form of mar
ket-controlled regulation together with the enforcement effects and regulatory biases 
that it generates in section 4 of this chapter.

3 “Endogenous” Self-Regulation: A Takeover 
Case Study in the UK and Brazil
Examples of successful self-regulatory regimes that regulate significant parts of corpo
rate activity and that have no formal connection to the state are rare. The most notable 

(p. 878) example is the UK’s Takeover Code and the Takeover Panel that enforces and 
maintains the Code. The Code provides a comprehensive body of rules regulating all as
pects of the takeover process for publicly traded companies. The Takeover Panel is global
ly recognized as one of the most powerful and effective command and control regulators. 
Yet between 1968 and 2005—when it became a state regulator as a result of the imple
mentation of the EU’s Takeover Directive16—this was achieved without direct instruction 
from, or empowerment by, the state.

The first attempt to regulate the UK takeover market followed political and media disqui
et which arose in the 1950s as a result of target companies using early takeover defens
es, including a crown jewel defense in the battle for the Savoy Hotel and a white squire 
share issue defense in the battle for British Aluminium.17 These actions generated multi-
faceted political and public concerns from which one would be hard pressed to identify a 
dominant concern.18 The concerns included: disapproval of hostile bids as an inappropri
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ate interference in the “corporate bastion”;19 concern about the ethics of the takeover 
marketplace;20 anxiety about the effects of hostile activity on economic policy commit
ments to restrict income inflation;21 and concerns about illegitimate board interference in 
shareholder sovereignty.22 In July 1959 this led the Bank of England, which at the time 
was solely responsible for “regulating”23 banking and capital markets in the UK, to form a 
working group consisting of participants in the UK capital markets in order to produce a 
Code of Conduct to regulate hostile and competitive bids. Importantly, UK merchant (in
vestment) banks—through their trade association the Issuing Houses Association—took 
control of the production of this Code of Conduct. They produced their own working party 
which was tasked with producing an initial draft code.24 Other market constituencies 
clearly had input into this process although it was reported that there was “general 
agreement about the principles involved.”25 The resulting Code of Conduct, which came 
into force in 1959, was (p. 879) cumbersomely named the “Notes on the Amalgamation of 
British Business.” However, the Code was wholly unsuccessful and did not generate be
havioral constraint in the UK takeover market. From the moment it was published it was 
clear that it would not constrain behavior when an actor’s interest diverged from the 
rules. There was no body responsible for updating and enforcing the Notes and although 
the Notes contained the structural and substantive seeds of modern takeover regulation, 
in many instances they were comically ambiguous: “Every effort” should be made to avoid 
market disturbance; shareholders should be given “adequate time (say three weeks) for 
accepting” the offer; and it was “desirable that the offer is for the whole share capital.” It 
was, therefore, unsurprising that the marketplace ignored the Notes in multiple ways,26

including the replication of the very events that led to the Notes on the Amalgamation of 
Business. For example, in the 1967 battle for Cook & Watts Ltd. the target board locked 
up a deal with its preferred bidder by agreeing to issue a majority of the company’s ordi
nary shares in exchange for the sale of one of the preferred bidder’s subsidiaries.27 

Similarly, later in the same year in relation to a hostile bid for Metal Industries, the target 
again agreed to issue a block of shares in exchange for the sale of the preferred bidder’s 
subsidiary.28 These events generated renewed political and media clamor for regulatory 
intervention and again resulted in the Bank of England bringing market participants to
gether to put their own house in order.29 For the first time the group included representa
tives of management. Again the merchant banks through the Issuing Houses Association 
took the lead in revising the Code. A sub-committee was created to revise the Notes, 
which “did most of the work and the drafting of the code” and consisted only of Issuing 
House Association representatives from four merchant banks, one of whom, Robert Clark, 
had previously been a partner at Slaughter and May, the leading City law firm.30 The re
sult was the newly named Takeover Code which, building on the Notes, provided a pro-
shareholder code that directly responded to the problematic events that generated pres
sure for action and, of some contextual importance, was wholly in keeping with the pro-
shareholder orientation of UK company law. Furthermore, the City provided for a self-reg
ulatory body, staffed by representatives of market participants to administer the Code.

Today’s Takeover Code provides for a set of extremely demanding rules as well as a 
feared and uncompromisingly independent regulator. Compared to the Takeover Code—
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which today amounts to 300 pages of rules and rule guidance—other jurisdictions’ 
takeover rules, (p. 880) for example the US’s Williams Act, appear rather insubstantial, 
perhaps incomplete,31 and are much more deferential to the parties’ freedom to contract. 
In addition to the well-known non-frustration rule preventing any target board frustrating 
action,32 and the mandatory bid rules triggered when crossing the 30% threshold or fur
ther purchases within the 30–50% ownership range,33 the Code provides many other 
highly interventionist and controlling rules. For example, the Code requires announce
ments of possible offers when there is any untoward movement in the share price34—
what amounts to untoward is determined by the Panel. In contrast to the Williams Act35 in 
the United States—which provides for an all-holders-best-price rule in relation to one 
class of shares and in relation to purchases during the offer period—the Takeover Code 
requires bids for all share classes and convertibles36 and provides for an equal pricing 
rule both during the bid and between three to 12 months prior to the bid.37 The Code pro
vides for what is known as a “put up or shut up” rule requiring the bidder to make an an
nouncement of a firm offer 28 days following an announcement of a possible offer.38 An 
announcement of a firm offer as well as the offer itself may only be subject to limited con
ditionality which is controlled by the Panel.39 It is the Panel, not the parties or a court, 
that, for example, determines whether a material adverse change clause can be called 
pursuant to the contractual agreement. Finally, and perhaps most surprising for a US au
dience, the Code has long placed significant constraints on the use of deal protections in
cluding break fees. Until 2011 a break fee could not exceed 1% of deal value. After 2011, 
save in limited circumstances, they are prohibited altogether.40

The Takeover Panel today is a state body. Pursuant to the Companies Act 2006, which im
plemented the European Takeover Directive, the Panel is a “recognised supervisory au
thority.”41 As a state body the Takeover Panel now has clear access to the power of the 
state to sanction Code transgressions.42 It is noteworthy, however, that from the 1980s 
the Takeover Panel had theoretical access to the enforcement powers of the UK capital 
market regulators. And from its inception it had access to licensing sanctions in relation 
to certain market participants that were regulated by the Board of Trade, a government 
department. But these trappings of state power are of no relevance to the success of this 
endogenous self-regulatory body. They have never been and are highly unlikely ever to be 
used. If the probability of Code compliance were a function of the probability of the use of 
some form of state power to enforce the Code, then there would be no compliance with 
the Code because the probability of the use of state power is zero. Yet there is close to to
tal compliance with the Code; and incontrovertible deference to the views and instruc
tions of the Panel. What then explains the success of this self-regulatory mechanism and 
what are the preconditions to replicating its success? These are important questions of 
contemporary relevance both generally to the question of in what circumstances, if any, 
self-regulation can be effectively deployed within corporate law, but also of specific im
portance to takeover regulation in other jurisdictions, (p. 881) such as for example Brazil, 
who are currently experimenting with similar forms of self-regulation often because vest
ed interests or governance failures are thought to prevent the state from regulating di
rectly and effectively.43
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Based on the experience of the Takeover Panel and Code, below I suggest five key drivers 
to the successful self-regulation of the market for corporate control. This set of drivers 
suggests that the Takeover Panel’s existence and success is sui generis and that success
ful replication in other jurisdictions is improbable.

3.1 The Deferential State

The Takeover Code and the Takeover Panel are the product of the mid-twentieth-century 
conception of the British state which, as detailed in section 1, contained an inbuilt as
sumption of state passivity. This lens generated a regulatory logic which viewed the UK 
state’s role as one of facilitating and organizing self-regulatory solutions. This conception 
did not merely generate space for the “contracting zone,” it actively encouraged entry by 
market participants. Consider, for example, the UK government’s sense of powerlessness 
in relation to the Battle for British Aluminium. Kynaston notes in this regard that the 
prime minister’s (Harold Macmillan’s) view was that “it would be a grave political error 
to interfere now . . . Let the rival forces fight it out . . . It’s the only safe course.”44

Self-regulation of the takeover market in the UK is often presented as political disarma
ment: the powerful state threatens to act which leads market actors to self-regulate their 
activity in order to deflect intervention. This is invariably a key factor in driving what ap
pear to be self-regulatory solutions. And this lens certainly animated many actors and 
commentators around the time of the formation of the Code and the Panel.45 But this lens 
must be placed within the context of this then prevailing conception of the British state 
which created a presumption and an expectation—firmly held within government, the City 
of London, and the Bank of England—that market participants should address and resolve 
the problems of their own making. State intervention in the market for corporate control 
in the UK at the end of the 1950s and 1960s would have represented a regulatory para
digm fissure. Publicly stated fears and threats of intervention must accordingly be dis
counted to take cognizance of this conception. Consider in this regard the Financial 
Times’s (FT) LEX column of July 1967 that called both for more precise rules and a means 
of enforcement in light of the multiple high-profile takeover “scandals” of that year. It not
ed the concern that if the issues were not addressed by the City then government would 
be forced to step in.46 This concern was repeated in the press and crystalized around the 
idea of the threat of a British Securities and Exchange Commission (SEC).47 In spite of 
this perceived looming “threat,” in fact consistent with the longstanding British regulato
ry style, the government, the media, and the City were all of the view that the takeover 
problem was presumptively a problem for the City to solve. Less than a week later in his 
Mansion House speech Prime (p. 882) Minister Harold Wilson echoed the FT’s sentiments 
but observed that “it is for the City to ensure that these processes are and are seen to be, 
carried through in accordance with clearly formulated rules.” Of course, if the City failed 
to act there remained a threat of government intervention, and certainly by the late 
1960s this threat was increasing as more commentators called for a break with tradition 
and greater state involvement in the regulation of business.48 However, given the continu
ing weight of presumption associated with the British approach to governance, the proba
bility of intervention at this point was still extremely low. Historically situated, govern
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mental concerns and media attention were communicative triggers to tell the City to or
ganize itself to address the concerns that had arisen in relation to takeovers.

The centrality of this conception of the state to the UK takeover regulation story suggests 
that this form of corporate self-regulation is sui generis. In the absence of a similar con
ception, the contracting zone may be locked as self-regulation is viewed as an illegitimate 
intrusion into the role of the state; an anti-democratic grab for state authority. Moreover, 
this sense of illegitimate intrusion is likely to be compounded in more modern regulatory 
settings for capital markets, which typically already provide for a capital markets regula
tor who would be viewed as the natural regulator for such a new regulatory venture and 
who is likely to make a territorial claim thereover. In the United States context, for exam
ple, at the time of the introduction of the Williams Act the preexistence of the SEC gener
ated a path-dependent preference to address takeovers through an expanded SEC juris
diction.49 This factor is of particular concern in relation to modern attempts to replicate 
the Takeover Code’s self-regulatory success. Brazil has been much lauded for its regulato
ry dualism which involves the introduction of alternative regulatory regimes designed to 
offer companies and shareholders, at their election, protections that the state has failed 
to offer.50 In this vein of regulatory dualism, a body of market constituents has come to
gether in Brazil to produce a self-designated Committee on Mergers and Acquisitions 
(CAF).51 The CAF Code describes the body as “a non-statutory independent body created 
by representatives from the main Brazilian capital market players to operate on the basis 
of a voluntary self-regulation model.”52 It provides takeover regulation to companies that 
elect to be bound by (p. 883) its rules.53 Although this author is in no position to provide 
any account of the contemporary conception of the Brazilian state, and whether or not it 
is similarly open to endogenous self-regulatory initiatives, it is clear that attempts to gen
erate space for this regulatory solution have generated difficulties in traversing the terri
torial authority of the existing Brazilian Capital Markets regulator, CVM. In this regard, it 
is noteworthy that the Code itself observes that it “should not be regarded as a substi
tute” for either law or CVM.54 That is, there is a preexisting occupant of this regulatory 
space, even if—to carry the occupation metaphor further—they have been neglecting 
their property.

3.2 All for One and One for All: Rules, Trade-Offs, and Coordinating 
Mechanisms

Provided the contracting zone is open, it is necessary to get the affected market actors to 
the contracting table. The first UK Takeover Code acknowledged the importance of buy-in 
from all parties. In a statement issued shortly after its formation the Panel referred to the 
importance that the “voluntary system should function effectively and command the re
spect of all.”55 If key players opt out, there can be no self-regulatory solution. As noted 
above, the cost calculus for market actors will vary for different parties with both C  < 
and > C  and B  < and > 0 for different participants. There are two key considerations 
for successfully getting parties into the contracting zone. First, as B  and C  will be, in
ter alia, a function of the selected self-regulatory rule choices, compromises will have to 
be made to ensure that rule choices are not made that render B  < 0 or C  > C  for key 
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players. In addition, but also as a substitute for such rule trade-offs, contracting is more 
likely to take place where there are coordinating mechanisms in place that either force 
contracting or reduce the coordination costs of contracting.

Let us consider first the relationship between rule choice and variation in relation B . If 
the rulemakers reject the basic economic logic that key players will not contract if B  < 
0, the self-regulatory venture is likely to fail. This logic and lesson does not bode well for 
Brazil’s attempt to generate self-regulatory dualism in the takeover field. CAF has the 
support of several constituents of the Brazilian Capital Market including: the Brazilian Se
curities Exchange (BM&FBOVESPA S.A.—Bolsa de Valores, Mercadorias e Futuros, 
“BVMF”); the Association of Capital Markets Investors (Associação de Investidores no 
Mercado de Capitais; “AMEC”); the Brazilian Association of Entities of the Financial and 
Capital Markets (Associação Brasileira das Entidades dos Mercados Financeiro e de Capi
tais, “ANBIMA”); and the Brazilian Institute of Corporate Governance (Instituto Brasileiro 
de Governança Corporativa, “IBGC”). However, the Brazilian Association of Publicly Held 
Corporations (Associação Brasileira das Companhias Abertas, “ABRASCA”) did not join 
the group after a long period of negotiation. The reason for their opt-out is thought to be 
the mandatory bid pricing rule contained in the Code.56 A mandatory bid is triggered by 

(p. 884) a purchase of between 20–30% of the target’s shares (the precise percentage de
termined by the applicable company’s bylaws).57 The mandatory bidder must offer to all 
shareholders the highest price paid for the shares in the previous 12 months.58 The rule 
is understood to further the key takeover regulatory goal of equality of treatment of 
shareholders.59 However, for many large Brazilian companies which are subject to block
holder control, such a rule would prevent a controller from receiving any payment for its 
private benefits of control as any premium paid to the blockholder within a 12-month 
look-back period must be offered to all shareholders. It is a forced sharing rule which, 
given the consensual nature of Code application, means that blockholder-owned public 
companies are unlikely to sign up, and the same goes for their trade association, ABRAS
CA. Alternative rules would have enabled sign-up by this key constituency: for example, 
no or a short look-back period would enable premium block purchases which would not 
be subject to the highest price rule; or a weighted pricing rule taking a percentage of the 
highest price paid. Of course even in the absence of widespread sign-up by public compa
nies, from a regulatory dualism perspective the Code still offers benefits to existing wide
ly held companies—as well as companies that intend to effect an IPO where there will be 
no post-IPO controller—allowing them to elect to lock in60 the sharing rule. Nevertheless, 
rule integrity here appears to jeopardize generating momentum for the project. What is 
driving this counterproductive rule choice is difficult to parse. But it seems plausible that 
a possible driver is a classic translation problem: the desire of cosmopolitan legal elites to 
replicate, and to find authority for legal change in, foreign “best practice” regulation61—
here in relation to the perceived importance of the equality of treatment of shareholders
—at the expense of pragmatic adaptation to the conditions of the local marketplace. It is 
noteworthy in this regard that by the time the UK adopted a 12-month sharing rule for 
the mandatory bid rule in the mid-1970s there had been a significant reduction in the 
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number of controlling shareholders in publicly traded companies and a concomitant in
crease in institutional holdings.62

Where parties refuse to enter or reach agreement within the contracting zone, optimal 
welfare-enhancing solutions—for the state and aggregate market actors—may be left on 
the table. In such circumstances coordination mechanisms are required to enable self-
regulation. The story of the Takeover Code in this regard directs us to the importance of 
the financial incentives of pivotal players for coordinating self-regulatory contracting. 
Most important in this regard were the financial incentives of merchant (investment) 
banks. Prior to the Battle for British Aluminium, UK merchants banks were almost exclu
sively pro-management.63 The seismic cultural shock which resulted from the failure of 
the target to succeed in this case led bankers to realize that their business model had to 
adapt to take account of the fact that there was money to be made in hostile activity. 
“Overnight,” Roberts observes, City attitudes to takeovers changed and “financial advi
sors added hostile bids to (p. 885) their repertoire of merger and acquisition 
techniques.”64 Bankers came to realize that there was money to be made in an active 
takeover market and in regulation that wedded takeover activity to the financial advisory 
role. These investment bankers were at the center of a network of advisory services, 
many of which were essential components in making a takeover bid. Accordingly, once 
the marketplace incentivized bankers to come into the contracting zone many others had 
no choice but to follow.

Plausibly, such an investment-banker-driven coordinating mechanism could act as a sub
stitute for the absence of state or quasi-state drivers, as is the case in Brazil. However, for 
two reasons such replication is improbable. First, such an option is only available where 
hostile activity levels are sufficient to encourage bankers to take a more neutral stance 
between targets and acquirers. Where controlling ownership structures block a signifi
cant increase in such activity levels, as they do in Brazil, investment banker buy-in is like
ly to be difficult. Second, although investment bankers coordinated self-regulation in the 
UK, it was not an endogenous market response. Though coordinated action was in the 
bankers’ interests and coordination costs for bankers were low—given pre-existing struc
tures for collective action65 and the close, geographically proximate and relatively homo
geneous environment which was the Squire Mile of the City of London at this point in 
time66—bankers faced a prisoner’s dilemma coordination problem between 1959—the in
troduction of the Notes—and the creation of the Code and Panel. Although it was in the 
long term financial interests of bankers (individually and collectively) to control a regula
tory system that put them at the heart of the process, in the immediate term, in the ab
sence of such a system, it was in the individual bankers’ interests to serve their client’s 
needs by facilitating creative (non-)compliance with the Notes. This they did in multiple 
high-profile events.67 What was required—and what was in the bankers’ individual and 
collective long-term interests—was forced coordination, which arose indirectly from state 
expectation in response to these events and directly from the Bank of England, who dur
ing this period remained the self-styled “Pope”68 of the City.69 In other jurisdictions, in the 
absence of such direct or indirect state pressure—which is necessarily the case where 
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self-regulation responds to state governance failures—this financial advisor coordinating 
mechanism is unlikely to be triggered.70

Of course other market actors could also be incentivized to perform the coordinating role, 
even if no other constituency is as central to the deal process as the financial advisor. In 
an important article addressing the UK takeover context, Professors Armour and Skeel 

(p. 886) identify institutional shareholders as a coordinating mechanism. For Armour and 
Skeel, the increasing presence of institutional shareholders in the UK marketplace in the 
1950s and 1960s71 meant that it was in their interests to coordinate the market’s re
sponse in order to exert influence over rule choice even where it may not have been in in
dividual institutions’ interests to coordinate to monitor individual companies.72 In theory, 
with their increasing presence and power it seems very plausible that institutions could 
perform the role of self-regulatory coordinator in order to generate rules that favor their 
long-term interests. It would follow that the increasing institutionalization of corporate 
ownership in a jurisdiction may lead to an increase in the probability that self-regulatory 
solutions to corporate problems will arise, at least where the regulatory space has not al
ready been occupied by the state. In this regard, Armour and Skeel suggest that: “It is 
not surprising that the emergence of a pro-shareholder approach to takeover regulation 
coincided with the emergence of institutional investors as a significant force in British 
share ownership.”

With regard to the UK, Armour and Skeel are clearly correct that the “emergence of insti
tutional investors” played a key role in creating the conditions within which the self-regu
lation of takeovers could arise. However, in my view this is not because the institutions 
themselves coordinated to claim the regulatory space. In the rule production process 
their role is better characterized as the interested observer rather than the coordinator. 
Several considerations point in this direction. First, it is not clear that either at the end of 
the 1950s or 1960s intra-institution coordinating mechanisms were in place.73 Second, 
while it is correct that institutions expressed dissatisfaction at some pre-Takeover-Code 
events,74 in relation to several others they were the beneficiaries of practices—at the ex
pense of retail investors—that appeared to be in breach of the Notes.75 Although, as is the 
case with merchant bankers, one could make a case that regulation was in the long-term 
interests of institutions even if they were tempted to take the low-hanging value fruit as
sociated with preferential non-compliance. Third, and most importantly, it seems clear 
from the historical record that merchant banks controlled the drafting of both the Notes 
and the Code76 through the Issuing Houses Association, producing a Code that responded 
to the high-profile takeover events (p. 887) that led to the Code whilst bonding the 
takeover process to a financial advisory role.77 It is submitted that the more significant 
contribution of the institutionalization of share ownership to takeover regulation in the 
UK was then an indirect one: its demand-side contribution to the diffusion of share own
ership created the conditions for the proliferation of hostile activity which, as observed 
above, altered the business model for investment bankers and generated strong incen
tives for them to take control of the regulatory process when action was coordinated by 
the Bank of England.
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3.3 Enforcement

In the UK, unanimous constituency sign-up for the project was not only necessary for the 
project’s momentum, it was central to its mode of enforcement. During the lifetime of the 
Code the Takeover Panel has acquired several state enforcement supports through the 
capital markets regulator prior to 2005 and after 2005, when the Takeover Panel became 
a state supervisory authority, through the courts.78 But it has never, and is unlikely ever, 
to use them. It continues to rely on the enforcement tools introduced at its inception 
which involve neither injunctions nor fines but the corporate law equivalent of the 
naughty step and being sent to your bedroom.

There are three tiers of Panel sanction that ensure compliance with the Code and the 
Panel’s instructions. Such instructions could include a direction to comply with the Code 
or, much more rarely, to compensate parties who are injured as a result of non-compli
ance. The sanction regime provides for a pyramid of increasingly onerous sanctions which 
fall clearly within the responsive regulation umbrella:79 failing to comply with the Code 
could result in a private censure, a public censure, or a “cold shoulder.” The censures are 
really precursors/warning signs for cold shouldering and involve either a private or public 
dressing down. If parties continue to offend or the first offense is an egregious one then 
the Panel may issue a cold shoulder statement. The effect of a cold-shoulder statement is 
to inform all market participants that they cannot work with this person for the specified 
period of time in relation to a UK takeover. In the early years following the Panel’s forma
tion, all the trade associations, together with the Board of Trade in relation to licensed 
dealers, agreed that any of their members who dealt with such a cold shouldered person 
would be subject to trade association sanctions which could result, in theory, in an effec
tive loss of license for many of these participants. Today, the cold shoulder statement ben
efits directly from state support through the Financial Conduct Authority’s Market Con
duct Rules that provide that any person authorized to provide financial services business 
by the FCA must cease to work with the specified person in relation to takeovers and if 
they fail to do so may be sanctioned by the FCA, which again risks loss of license.80 

However, given the widespread compliance with the Code prior to this state support, it 
appears that the sanction worked effectively without it.

It is noteworthy that although this enforcement approach is widely considered to be high
ly effective, there are few public examples of sanctions being deployed. Although public 
censures do occur, they are relatively rare. There has only been one in the past five 
years.81 (p. 888) And cold shouldering orders are extremely rare. In the history of the Pan
el there have only been two. The last one was issued in 201082 but this was the first one 
for almost 20 years.83 It is common, and sensible, in corporate governance scholarship to 
draw conclusions about the probability of enforcement from evidence about the number 
of enforcement actions brought against market participants. Through the lens of the reg
ularity of enforcement action by the Panel one might conclude that the probability of 
Code enforcement is low. This would be a serious error of judgment for any market partic
ipant. However, it is only a mistake that an outsider would make. The Panel signals a high 
probability of enforcement for breach through its close engagement with the bid. For 
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every deal the Panel appoints a case officer who is, purportedly, available in real time 
24/7. This provides an unrivalled level of interaction with, and oversight and control of, 
each deal.84 The Panel’s approach is not unfairly characterized as a surveillance culture, 
with deal participants aware of the Panel’s presence and oversight throughout the deal.

Empirical evidence to support this account of such a surveillance culture is not available. 
However, a recent case provides some more than anecdotal support for this position. Re 
Expro International Group Plc85 involved an idiosyncratic UK deal structure known as a 
scheme of arrangement.86 A scheme is a court-controlled deal structure that can be used 
to effect a merger or the functional equivalent of a tender offer.87 To effect a scheme the 
parties must obtain the required approvals from shareholders, but also court approval 
that the scheme is fair and reasonable. This case involved a deal between Expro and a 
bidder called Umbrellastream. The parties agreed terms and obtained the scheme ap
provals. However, at the same time there was what UK M&A lawyers would call a virtual 
bid. In the shadows, Halliburton was lurking indicating that it might make an offer but 
never quite doing so. In such circumstances, the UK Takeover Code provides for a “put up 
or shut up” rule that requires such virtual bidders to either make a bid (put up) or an
nounce that it will not make one (shut up).88 If the bidder elects not to make a bid it can
not make an offer for the company in the following six months.89 However, when a bidder 
elects to “shut up” it can condition its election on certain events which if they occur will 
allow it to re-enter the fray.90 In this case Halliburton elected to “shut up” subject to the 
condition that if the court did not approve of the Umbrellastream scheme it would be able 
to make a bid. The possibility of a bidding war for the target incentivized several hedge 
funds to oppose the application for the court’s approval of the scheme. Halliburton in
structed counsel to attend the scheme hearing. More interestingly, for our purposes, so 
did the Takeover Panel. What the Panel was doing at the (p. 889) hearing is at first blush 
rather unclear. Although the Takeover Code applies to schemes of arrangement, it had no 
role in the court’s determination of whether or not to approve the scheme. The Code was 
not relevant to the outcome of the scheme. Nor was there any scope for the court to opine 
on Code rules; and its judgment would not affect the application of the Code to the 
scheme. What then was the Panel doing instructing expensive counsel to attend the meet
ing? It was there to make Halliburton aware that it was there. To ensure that Halliburton 
did not say anything at all that could be in breach of its shut-up election. Any indication of 
a particular price or encouragement to create space for a bid would have been, in the 
Panel’s view, a breach of the Code. The Panel’s presence was designed to ensure that Hal
liburton was aware of this.

The nature of this command and control compliance culture is difficult to describe and, as 
noted, has not been empirically documented. The above example merely provides a flavor 
of it. Moreover, how the culture came into being is also undocumented and illusive. It 
clearly cannot be accounted for by the mere existence of a powerful self-regulatory en
forcement tool that has rarely been used. For a body attempting to replicate the Panel’s 
success, such self-regulatory enforcement arrangements would, and should, appear hope
lessly utopian. The Brazilian self-regulatory takeover code does not attempt any such 
replication. Indeed, it falls far short in this regard with no enforcement mechanism of any 
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note.91 Yet in close attention to the Panel’s success there is a key replication lesson, al
though not one that will necessarily be available in the Brazilian context. The lesson is 
that a significant compliance dividend can be obtained, and a culture of self-regulatory 
compliance generated, if key (and coordinating) market actors can be given a financial 
stake in the rules and their enforcement. Put differently, and discussed in detail below, 
the key to self-regulatory enforcement success is, through the rules and process, to bribe 
the quarter-back.

3.4 Bribing the Quarterback: Creating Significant Financial Stakes in 
Compliance

For lawyers who encounter the Takeover Code in action for the first time it often involves 
a sense of surprise, if not disappointment. The reason for this is that the lawyers are not 
in charge of what is a very law-like and detailed rules-based92 document. As the Code 
makes clear, it is the company’s financial advisors that bear “a particular responsibility” 
for ensuring that their clients comply with the Code.93 As a consequence of this, it is fi
nancial advisors (as well as lawyers) that perform a legal function for their clients. In 
meetings to discuss deal structure and compliance with the Code clients more often than 
not turn to their bankers to understand how the Code works and to understand the 
Panel’s likely response to any requests that are made. Of course, given the central role 
that bankers played in the drafting of the Code and the creation of the Panel, this is un
surprising.

(p. 890) Accordingly, UK investment bankers have valuable human capital wrapped up in 
their ability to interpret the Code and to predict Panel judgments. Such individual and 
firm investments are enhanced by the secondee case officer system that the Panel de
ploys. According to this system, the Panel staffs itself, in addition to its limited full-time 
staff, with secondees from financial advisors (including investment banks and financial 
consulting firms) and other members of the City establishment (including lawyers). In ad
dition, at several junctures in the Code the role of financial advisor is hardwired into the 
takeover process. For example, a bidder cannot announce his intention to make a firm of
fer that will include a cash component without a “cash confirmation statement” from the 
financial advisor confirming that the cash resources needed to close the deal are avail
able to the bidder.94 Other, of the many, examples in which the Code builds in a role for 
the financial advisor include: the determination of whether or not to make a “possible of
fer announcement”;95 the requirement for certifications from financial advisors in rela
tion to profit forecasts;96 and target management’s post-bid remuneration.97 As each of 
these roles and functions generates fee income, the Code becomes a source of revenue.

As compliance with the Code is very clearly in the significant financial interests of finan
cial advisors it is in the financial interests of the brokers, accountants, the lawyers whom 
they instruct and the companies, private equity houses, hedge funds that rely on their 
services. The lesson for effective enforcement of self-regulation from the Takeover Code 
is not only the hands-on involvement of the Panel and the innovative informal sanction of 
the cold-shoulder mechanism, but also a more straightforward incentive story: self-regu
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lation will work if you make sure that strict compliance is in the financial interests of the 
most important player in the marketplace.

By providing one market player with such a key role in the regulatory space we might 
have legitimate public choice concerns that the rules will quickly become skewed toward 
the interests of the advisors and of their clients. A strong case can be made that multiple 
specific examples of such bias, referred to above, can be found, as well as a case that the 
exponential proliferation in the rule book is connected to financial advisor interests as it 
increases the scope for advice on Code interpretation and thereby solidifies a central role 
in the takeover process for bankers. However, with regard to the core of the Code that 
regulates bidder and target behavior it seems unlikely that any particular interests would 
be more forcefully transmitted to the Panel than others. Advisors typically work with bid
ders and targets and, therefore, see the advantages and disadvantages of the rules from 
both sides on a regular basis. The investment bank is therefore unlikely to become an ef
fective conduit for the interests of a particular constituency in any regulatory reform or 
enforcement process. Of course, if advisors specialize in working for particular repeat-
player clients such as private equity firms then their views may become weighted to
wards their client’s regulatory preferences. But from the Panel’s perspective, for every 
advisor putting forward a pro-bidder (p. 891) view there is an advisor putting forward the 
target’s perspective. Accordingly, this problem is of limited concern.

This is different, of course, than saying that the Takeover Code provides a neutral system 
of rules as between shareholders and managers. It does not. It clearly provides a pro-
shareholder rule book. But this rule book is not the product of shareholder control over or 
bias in the rulemaking process; rather the product of the deeper shareholder rights bias 
in British business culture and company law. A bias that generated the different strands 
of public and political outrage from the takeover events in the 1960s, relating to both 
shareholder sovereignty and equality of treatment, to which the original banker drafters 
of the Code directly responded.98

3.5 Demarcating the Regulatory Space

To operate effectively and ensure compliance with its rules, a self-regulator must “own” 
the regulatory space within which it operates. If it does not do so, market participants 
may attempt to subvert its rules by attempting to leverage the role of other lawmakers 
that may lay claim to the regulatory space. A self-regulator therefore requires either a 
regulatory space in which there is no other regulator or deference from such regulator. 
As detailed above, the Takeover Panel when it came into being benefited from both.99 The 
Takeover Code also teaches us that the ability of an effective self-regulator to control the 
regulatory space is not only a function of the absence or deference of other regulators 
and adjudicators, but also a function of certain “keystone” rules that carve out that regu
latory space. In the case of the Takeover Code there are two such rules: the non-frustra
tion rule and the mandatory bid rule. The non-frustration rule is a rule that provides that 
where a bid has commenced or is imminent, target management cannot take any action 
that could prevent the shareholders from deciding on the merits of the bid without share
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holder approval. This applies regardless of whether or not the board has any defensive 
motivation vis-à-vis the intended corporate action. As I have argued elsewhere,100 the ac
tual substantive effect of the non-frustration rule is overstated as the existing UK corpo
rate law requires similar, although not identical, protection through the proper purpose 
doctrine.101 However, the non-frustration rule’s (p. 892) limited substantive impact should 
not be mistaken for its lack of importance to the Takeover Panel. In its absence, the ques
tion of the availability of defenses and the effects they could have on bid timing and 
process would not be in the hands of the Takeover Panel but in the hands of the courts in
terpreting the scope of application of the proper purpose doctrine. The Takeover Panel 
would often be forced to play second fiddle to the courts, undermining both its autonomy 
and the perception that it controls the rules of the game in the UK takeover market.

The second “keystone rule” is the mandatory bid rule. There is of course no such thing as 
a mandatory bid. All mandatory bids under the Takeover Code are voluntary bids because 
the bidder decides voluntarily to cross the mandatory bid threshold. It might do so to en
hance its ownership position in the target prior to the offer if the bidder expects resis
tance from the target. The rules that apply to mandatory bids are more onerous than 
those that apply to voluntary bids. For example, the pricing look-back period for a manda
tory bid is 12 months rather than three months,102 and there is virtually no scope for any 
conditionality beyond a simple majority acceptance threshold.103 Accordingly, most bid
ders opt for voluntary bids. However, without the mandatory bid rule the Panel would not 
be able to maintain its stringent regulation of voluntary bids as the costs of the incremen
tal acquisition of control of the target over time would in many cases be lower than a 
Code-controlled voluntary bid. This would force the Panel to reduce the costs of voluntary 
bids by relaxing many of the rules.

Although both of these rules are contentious there are many valid arguments in their fa
vor.104 However, aside from the arguments for and against the rules, it is interesting to 
observe that the centrality of these rules to the creation and operation of self-regulation 
of the market for corporate control gives the regulator a distinct vested interest in th0se 
rules that may not be aligned with the interests of the companies it regulates or the econ
omy in which those companies operate. Accordingly, in relation to such keystone rules the 
technique of self-regulation may bias substantive outcomes in an unexpected way, inde
pendently of the rule bias sought by constituency interests. It follows that where events 
problematize such keystone rules we cannot rely on the self-regulator—even one that is 
truly independent of constituency interests—to be a neutral arbiter of their suitability and 
efficiency.

Recent events in the UK lend support to this view. The high-profile, initially hostile, 
takeover of Cadbury Plc. by the US corporation Kraft Inc. raised the question in political, 
business, and media circles as to whether UK companies were too exposed to hostile 
deals and too easily taken over. At a speech at the Said Business School the outgoing 
Chairman of Cadbury, Roger Carr, asked whether the prevailing takeover rules “were fair 
and helpful to the long-term success of Britain’s future.”105 As possible reform responses 
Mr Carr considered both the disenfranchisement of short-term shareholders in hostile bid 
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contexts and an increase in the minimum acceptance condition from a simple to a super 
majority. We cannot explore the merits of these proposals here, but what should be noted 
is that both ideas explored ways in which boards could be directly or indirectly empow
ered and supported over the long term. An alternative means of altering the balance of 
power would be to provide boards with greater defensive capability which, inter alia, 
would involve reform to the (p. 893) non-frustration rule. Following Carr’s comments, po
litical and media attention on the role of the Code’s rules was heightened and the 
Takeover Panel responded with a consultation process and rule changes that, at the mar
gin, may have dampened takeover activity.106 For our purposes, what matters here is not 
whether Carr was right or wrong; what matters is that there was no serious engagement 
in the consultation process regarding the merits of the non-frustration rule,107 and no at
tempt to gather empirical evidence on the effects that this rule may have had on UK com
panies and the UK economy. This key issue was not placed in play at all, and the debate 
was ultimately channeled into marginal, if useful, reforms. The keystone rule remained 
untouched.

4 Market Controlled Regulation: Comply or Ex
plain
It is clear that there are regulatory benefits of a regulator being able to access market 
knowledge and information about market practices and how those practices are likely to 
interact with regulation. However, unsurprisingly the regulated may be less than forth
coming to the regulator with that knowledge. Endogenous self-regulation may be one 
means of accessing that knowledge, but as we have seen the probability of generating ef
fective self-regulation is low. A close analysis of the Takeover Code and Panel reveals sev
eral sui generis factors upon which its success it built. This analysis suggests that a regu
latory strategy built upon encouraging or supporting self-regulation will often involve a 
considerable pinch of wishful thinking. The need to find alternative ways of harnessing 
market knowledge within regulation points us to another “light” version of self-regula
tion, referred to in this chapter as “market controlled regulation”. Through market-con
trolled regulation the state does not wait for or encourage the market to regulate itself; 
rather it commands its direct involvement in rule production. It seeks to achieve its regu
latory objectives by co-opting the market actors to form and tailor the rules. In doing so it 
takes the risk that control of the rules may bias the rules in favor of market actors, in or
der to obtain the substantive benefits of informed and tailored business regulation and 
the compliance and norm-formation benefits that may flow from market ownership of the 
regulatory space.

The main example of such market controlled regulation in the corporate sphere is the in
troduction during the last 20 years of market-controlled corporate governance codes de
signed to guide companies towards best practice in the composition and structure of 
boards. These Codes invariably address the number of non-executive directors and their 
role and independence of management, and board committee structure and the staffing 
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of these (p. 894) committees. They may also cover separation of the roles of chairman and 
chief executive officer, remuneration guidance, and internal controls. These Codes are 
typically—although as the US experience shows not always108—“comply or explain” 
codes. “Comply or explain” means that companies are required to comply with the recom
mendations set forth within the code or to explain to their shareholders why they do not 
comply. The underlying idea of such codes is to set forth guidance on governance best 
practice that one would expect most companies to follow but to leave companies the free
dom to adapt governance rules and structures to their own conditions and circumstances: 
one size does not fit all, therefore one size is not imposed on all. However, departures 
from the code must be justified to shareholders who can assess and respond to the non-
compliance explanation either through voice or exit. Although the code rules are typically 
produced by representatives of market actors who are the members of the code commit
tee or commission who produce the rules, such commissions invariably have been formed 
by or are connected to the State, members are often appointed by the state or the state at 
least has a say in the broader membership, and typically the obligation to comply or ex
plain is set forth in mandatory law.

4.1 Foundations

The first comply and explain corporate governance code was the UK’s Code of Best Prac
tice issued in 1992, which formed the basis of what today is known as the UK Corporate 
Governance Code. The first iteration of this Code resulted from Sir Adrian Cadbury’s in
vestigation into the “Financial Aspects of Corporate Governance.” The “Cadbury Commit
tee” was—like the Takeover Code and Panel—the product of the combination of a deferen
tial conception of the British State, pressure generated by public outrage in relation to 
several corporate and accounting scandals,109 and the coordination and forced entry of 
market participants into the “contracting zone” by the London Stock Exchange and the 
quasi-state body, the Financial Reporting Council (FRC), who commissioned the 
Report.110 The FRC itself was then a recently formed response to the failed self-regula
tion of accounting standards.111 After the Cadbury Committee’s recommendations were 
delivered, the FRC became responsible for the maintenance and revision of the Code. The 
FRC is a quasi state body with certain formally designated state functions112 and its 
Chairman and CEO are appointed by the secretary of state for business. Nevertheless, 
this is a body controlled by market constituents, with a majority of FRC appointed board 
members from the business and accounting worlds, and with no delegated representa
tives from other regulators or government.113

(p. 895) From its inception the Code has been a “comply or explain” Code. However, for 
companies subject to the Code the requirement either to “comply or explain” is mandato
ry. Pursuant to the FCA’s listing rules, premium listed companies114 must provide a state
ment in their annual reports setting forth whether they comply with the Code’s provisions 
or explaining their failure to comply.115 The Code itself recommends that explanations 
provide background to, the rational for, and risks associated with the departure for the 
Code.116 However, there are no clear guidelines in the FCA’s rules on the level of detail 
that must be provided in company’s explanations of non-compliance. A statement provid
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ing that “the provision is unsuitable for our company” would appear to suffice for the pur
poses of compliance with the explain obligation. It is noteworthy that in this regard the 
FRC has no sanctioning powers, and that to date there has been no action by the FCA or 
its predecessor, the Financial Services Authority, in relation to companies’ failure either 
to explain or in relation to the quality and detail of the explanation.

Worldwide at the beginning of this century there was an exponential increase in the pro
duction of Corporate Governance Commissions and Codes following multiple high-profile 
corporate and audit failures, particularly in the US.117 Although the governance response 
in the US generated mandatory rules imposed through exchanges and trading 
platforms,118 most other jurisdictions elected for the less intrusive “comply or explain” 
approach. In Germany, for example, a Corporate Governance Commission was appointed 
by the federal government in 2001 and a Code introduced in 2002.119 Publicly traded 
companies are required either to comply or to explain non-compliance pursuant to sec
tion 161 of the German Stock Corporation Law. Although the German state provided for 
its formation, the Commission is staffed (by government appointment) with shareholder 
and management representatives as well as auditors and academics. The Austrian and 
Dutch Corporate Governance Codes adopt a similar approach of state authorized commis
sions and statutory “comply and explain” obligations coupled with Commissions staffed 
by market participants.120

4.2 Compliance Levels

The typical expectation of students who encounter the “comply or explain” idea for the 
first time, is that compliance levels will be low. We tend to think of regulation, particular
ly (p. 896) regulation that represents a response to failings, as directing participants to 
take actions contrary to their preferences. It follows that if you give the regulated a 
choice about compliance they will elect not to comply. This concern was acknowledged by 
the Cadbury Committee, which warned market participants that if they did not take the 
recommendations seriously, “it is probable that legislation and external regulation will be 
sought to deal with some of the underlying problems.”121 Yet contrary to this expectation, 
compliance levels for “comply and explain” codes are high, and very high amongst large, 
publicly traded companies. In the UK, Arcot and Bruno122 report compliance levels of be
tween 85% to 95% of companies in relation to a subset of key—arguably the most impor
tant—Code provisions.123 Arcot and Bruno did note, however, that where there was non-
compliance, the relevant explanation was often very brief and uninformative.124 Over the 
course of the Code’s lifespan Arcot and Bruno’s results confirm that the UK Code is dri
ving profound structural governance changes, even where those changes are contentious. 
Consider, for example, the recommendation to separate the roles of chairman and 
CEO,125 an issue which continues to divide opinion both within the UK and across juris
dictions. Between 1991 and 1993 Conyon documents an increase in separation rates of 
48%–64%.126 Arcot and Bruno found that by 2003 the compliance rate had increased to 
92%. Another example of how the Code appears to be driving change is in relation to the 
length of senior management’s service contracts. As of 2003 Arcot and Bruno found weak 
compliance levels in relation to the Code provision recommending maximum one-year ser
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vice contracts. Several years after their study, one would struggle today to find any com
panies that do not comply with this provision. In a later study, with a smaller sample but a 
broader assessment of compliance with all (at the time) 48 Code provisions, Seidl, San
derson, and Roberts found that approximately 63% of the top 80 companies (by market 
capitalization) were fully compliant with the Code, whereas only 34% of the bottom com
panies were fully compliant.127 The top 80 companies had an average of 0.96 deviations 
and the bottom 50 an average of 1.49 deviations. If one turns to continental European 
“comply or explain” Codes compliance levels are high, although again the quality of ex
planations where there is non-compliance is considered to be poorly informative.128 The 
German Code makes a distinction between recommendation and suggestions. Compliance 
rates for DAX 30 companies in relation to recommendations are in the high 90s percentile 
and for suggestions in the high 80s.129 This represents a notable increase on 2006 

(p. 897) when only 40% of DAX companies were fully compliant and only 10% of MDAX 
(mid-cap) companies were in full compliance with the Code.130 Dutch compliance rates 
are high 90s percentile for large caps, although compliance rates drop for mid and small 
caps (89%, 88%, respectively).131

Care needs to be taken, however, not to assume that the existence of a “comply or ex
plain” governance code coupled with high rates of compliance necessarily represents a 
new and distinctive contribution to governance. Many corporate governance codes have 
extensive sections that merely replicate the existing legal position as set forth in the ap
plicable Corporate Code. The Austrian Corporate Code, for example, explicitly acknowl
edges that the Code is based on Austrian corporate and securities law, as well as OECD 
Principles.132 The German Code contains many provisions that again merely replicate cor
porate law and practice. For example, the German Code contains provisions referring to 
the unavailability of multiple voting rights, which for most companies are unavailable un
der German law.133 Its section on the management board (Vorstand) involves in large part 
a replication of existing mandatory corporate law.134 Furthermore, many of the provisions 
in the Code would not be viewed by many corporate governance scholars as governance 
terms at all, but merely as good process guidelines. For example in Provision 2.2.4 of the 
Code there is a suggestion that the general meeting last for four to six hours. Provision 
2.3.3 suggests that the general meeting should be followed by modern communication. Of 
course, these Codes do take important steps to alter certain existing practices. Most im
portant in relation to the German Code is the recommendation to limit the longstanding 
practice of management board members retiring to the supervisory board135 or the provi
sion recommending that supervisory board members do not take more than three supervi
sory board directorships.136 The Code provides both a recommended limit on the number 
of supervisory board members who are former management board members and for a 
cooling off period for managers of two years before they are eligible for supervisory 
board membership. As of 2013, these provisions attracted between low 70s and high 90s 
percentile compliance, with larger companies more likely to comply.137 The point here is 
not that these Codes do not, or do not have the potential to, make a governance differ
ence, but that we must parse often lengthy codes for provisions that are different from 
applicable corporate law or are of real governance significance. This in turn means that 
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we also need to be wary of overall compliance data which details partial compliance and 
percentage deviation from the Code provisions. There is a risk with this data that identi
fied (p. 898) partial compliance merely represents compliance with existing mandatory 
law or non-governance provisions.138

These caveats aside it remains clear that in relation to a substantial body of companies 
“comply or explain” governance codes alter the governance rules and practices of those 
companies even though there is no requirement to actually comply. In Germany, the UK, 
and the Netherlands, for example, high 80s and 90s percentile of the largest publicly 
traded companies comply fully with the Codes. Indeed, in some jurisdictions, for example 
the UK, excessive compliance is viewed as the primary enforcement problem. The FRC 
has become concerned that companies do not take seriously enough the idea that they 
can explain non-compliance. Recent amendments to the Code attempt to foreground this 
option to companies.139 The UK’s post-crisis Walker Review into the Governance of Banks 
and Financial Institutions lamented the fact that many of the UK Corporate Governance 
Code’s rules may be inapt for banks, yet banks did not opt out and explain non-compli
ance.140 Walker was particular concerned in this regard that the Code’s focus on the inde
pendence of non-executive directors resulted in boards of banks staffed with directors 
who did not understand modern banking and financial services.141 Whether or not this 
was the case across all UK banks is debatable,142 but Walker was surely correct that UK 
banks did not consider that they had space to explain non-compliance. This has led some 
commentators (unsuccessfully) to propose changing the terminology to “apply and ex
plain.”143 The idea being that companies need to distance themselves from a “compliance 
culture” and that using “apply” instead of “comply” will enable this.144

4.3 Enforcement Drivers

These Codes make recommendations many of which are not in the senior managers’ in
terests. Separation of Chairman and CEO in the UK and management board cooling-off 
periods in Germany are good examples of such managerially unfriendly rules. Such rules 
are not enforced by regulators. There are no direct financial consequences of non-compli
ance. Yet the compliance levels are very high. What explains this? Where do we find the 
compliance pressures?

(p. 899) It seems clear that the compliance pressure arises through a combination of mar
ket/investor expectation about good governance as benchmarked by the applicable Code 
coupled with reputational capital concerns for managers but also, more importantly, for 
non-executive directors whose rents are a function of their ability to obtain other (parallel 
or subsequent) non-executive positions. This reputational capital is, inter alia, a function 
of directors’ association with companies that are known for good and not bad governance 
practices. The potential reputational downside of non-compliance for directors is a func
tion of the likelihood that investors (fund managers) will reject the explanation and put 
their head above the parapet to complain about non-compliance and “bad governance.” 
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The question of importance here is: what factors determine an investor’s response to ex
plained non-compliance?

Ideally, such a response is a function of the arguments about the benefits and downsides 
of the provision itself and the provision’s application to the company in question. It may 
be the case that compliance levels are high because attempts to explain non-compliance 
have met with careful consideration by institutional investors and their fund managers, 
but ultimately their rejection of the non-compliance and subsequent direct and indirect 
pressure to comply. However, there are several factors which may distort such an “ideal” 
shareholder assessment of non-compliance. First, consider the costs associated with that 
analysis for the fund manager. Although the economic benefits for the investor of the 
company complying or not complying with the provision are likely to be very uncertain, 
opaque, and distant, the opportunity costs of the governance conversation are clear and 
immediate. It may be cheaper in such circumstances to have a pro-compliance bias across 
all portfolio companies which resists detailed investigation, engagement, and conversa
tion, and relies on the best practice recommendation of the expert market regulators. Of 
course, investors can also rely on, and pay for, the advice of governance specialists;145

however, such specialists have a deep vested interest in a strong compliance culture that 
keeps governance relevant. This surely gives such advisors a pro-compliance bias. Se
cond, compliance pressure may arise from the fact that many passive fund managers may 
themselves be subject to external pressure to be seen to be acting in order to be seen to 
be doing their job. Such pressure could come from the ultimate investors—for example, 
pension trustees, but could also come from government. In the UK, for several decades 
the monitoring and activism of shareholders has been on the regulatory agenda. Govern
ment ministers who have decried the role of shareholders prior to the crisis have de
scribed them as “absentee landlords.”146 Most recently this resulted in the introduction of 
a “comply or explain” Stewardship Code for investors.147 Notably, this pressure and criti
cism rarely takes account of the fact that, due to limited share holdings as well as the 
practicalities and compensation structures of long UK fund management, shareholder ac
tivism may not be in the economic interests of the fund manager or the investor. Howev
er, fund managers sensitive to these pressures and criticisms are aware that they need to 
be seen to be acting, even when they are of the opinion that it is not in their, or their 

(p. 900) ultimate investors’, economic interests to invest resources in being more attentive 
and active. Opposing non-compliance with the Corporate Governance Code is arguably a 
very cheap way of being responsive to such external pressures.

As Ed Rock and Marcel Kahan have recently taught us,148 in each jurisdiction, we need to 
understand the symbolism of investor activism which may reveal that the reason for act
ing is very different than the reason given for acting. It seems likely in the UK that com
pliance pressure comes in part from the symbolic capital investors can earn by opposing—
loudly—non-compliance, regardless of explanations. High-profile examples of shareholder 
dissatisfaction with Code non-compliance would appear to fit with such an understand
ing. Consider, for example, the decision in 2008 by Marks & Spencer Plc., a household 
name in British retail, not to comply with the Code provision recommending separation of 
the chairman and CEO roles. Investors treated the separation rule as a mandatory provi
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sion, accusing the company of being “in breach” of the Code, leading one City commenta
tor to observe that “apparently the English word ‘or’ in comply or explain has lost its 
meaning.”149 If this correctly describes investor motivation some of the time in objecting 
to non-compliance, then directors of companies cannot expect a fair hearing for their ex
planations. Furthermore, it seems probable that as soon as one investor publicly com
plains, other investors will line up to drink at the trough of symbolic capital, and directors 
will suffer reputational damage regardless of the strength of the justification for non-com
pliance. The larger and more high-profile the company the more likely it will be to trigger 
a knee jerk “object and shout loudly” response from the investment community. And the 
more likely the directors will be to comply rather than bother to explain why non-compli
ance makes sense, even when it does.

4.4 The effects of regulatory technique on rule choice

As noted in the Introduction to this chapter, one of the concerns about delegating regula
tory authority to the marketplace is that the regulation will have a pro-market bias. Is it 
then surprising that the UK’s market-controlled “comply or explain” Code is much more 
detailed and demanding, and much more pro-shareholder than mandatory governance 
regimes subject to state regulatory oversight such as those found in the US?150 Two famil
iar explanations offer themselves for this variation, but neither are satisfactory. First, that 
the market-controlled rulemaking process has been captured by the interests of institu
tional shareholders which have pushed the Code’s shareholder orientation. Indeed, it is 
clearly the case that for the past two decades institutional investors themselves, and via 
their trade associations, have exerted a strong public governance voice in the UK. Howev
er, a case for the overweighting of such direct influence is difficult to make when one con
siders the background of the key players of the members of the Cadbury Committee, the 
membership of the FRC, or the leading players in governance reform such as Sir Adrian 
Cadbury and Sir (p. 901) Derek Higgs.151 Second, that the Code’s shareholder primacy 
bias may be an extension of, or a reflection of, UK company law’s established shareholder 
rights orientation.152 Whilst a pro-shareholder legal environment is surely an important 
contextual factor, given the absence of these type of rules until the 1990s, it is clearly on
ly an ancillary driver.

The primary driver of this rule detail and rule orientation, it is submitted, is the effect of 
the “comply or explain” technique itself on the market-controlled regulator’s outlook. The 
market-controlled regulatory bodies charged with drafting and amending a “comply or ex
plain code” will approach their task very differently from a body tasked with drafting a 
set of mandatory governance rules. The latter is aware that the rules it selects must be 
adopted by the subject companies. It is, therefore, likely to be highly attuned to the au
thority/accountability153 trade-offs associated with different rule choices and much more 
wary of changing the rules in the face of governance scandals. In contrast, a “comply or 
explain” regulator may feel that she has more room to ignore, or at least be less con
cerned about, the trade-offs and can “aim high” by providing truly best practice rules. 
This is because in such a regulator’s mind’s eye the trade-off, if it needs to be made, can 
be made by the company itself. That is, built into the “comply or explain” approach is the 
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safety value that if the regulator gets it wrong for the company in question the company 
may simply ignore the rule and explain why. Such an outlook would also make a “comply 
or explain” regulator more receptive to calls for reviews of, and changes to, the rules in 
the face of public and political pressure to address governance scandals. Where “comply 
or explain” works as it is designed to, such responsiveness to accountability pressures 
and best practice outlook are not problematic. However, if “comply or explain” malfunc
tions for the reasons discussed above and in effect turns an optional regime into a manda
tory regime, when combined with such a regulatory outlook, there is a strong case that 
“comply or explain” is a suboptimal regulatory technique likely to result in a regulatory 
overweighting of accountability concerns.

Take, for example, governance rules that determine whether a director is independent or 
not. Very demanding independence rules that provide for no business relations with the 
company or long employee cooling-off periods will exclude many individuals with the 
right skills and knowledge from performing the directorial role effectively: to exercise the 
managerial function and to bring industry-relevant experience, contacts, and networks to 
bear. There is a trade-off between tight independence rules and the pool of knowledge
able directors: the tighter the rules, the shallower the available pool of directors. This 
trade-off has been brought to light by the financial crisis. A “comply or explain” regulator 
may be more likely to select demanding rules that take independence seriously because 
she knows that if the rules are not suitable, the company can elect not to comply with the 
independent non-executive recommendation and appoint a non-independent but knowl
edgeable director. In an optional “comply or explain” environment there is, in theory, no 
demarcated pool of talent because companies can dip into the non-independent pool. In 
contrast, in a mandatory rule environment, as is the case for example with corporations 
listed on the New York Stock Exchange,154 there is no option not to comply with the 50% 
independent non-executive director requirement and appoint the non-independent knowl
edgeable (p. 902) director. In such a mandatory environment the regulator will be acutely 
aware of the need to ensure that the definition of independence does not cut off the sup
ply to the talent pool. However, if in a “comply or explain” environment companies experi
ence the rules as mandatory rules, they are then faced with the same predicament as 
companies in the mandatory regime but with a regulator who thinks that the regime’s 
non-compliance flexibility gives it more room to set rules that represent ideal standards. 
Of course a regulator could adjust its approach to rulemaking to take account of an over-
compliance culture. However, such over-compliance with a rule may equally be viewed by 
the regulator as the broad affirmation of its rulemaking choices. When faced with inter
pretations of empirical facts that challenge or affirm our identities and roles, invariably 
people select the interpretation which defensively affirms their identity and their prior ac
tions.155 It is, therefore, improbable that one would see such an adjustment by a “comply 
or explain” regulator to its rulemaking outlook.

It is problematic to attribute jurisdictional variation to any particular driver. There are 
likely to be many drivers of variation. It is submitted, however, that a comparison of the 
UK corporate Governance Code with the US rules as set forth, for example, in the NYSE 
Listing Rules, raises concerns that the above suboptimality problem is present in the UK. 
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Both jurisdictions have a 50% independent non-executive director requirement.156 

However, the independence definition is much more demanding in the UK than in the US. 
The UK has, for example, a cooling-off period of five rather than three years under the 
NYSE rules.157 In the UK any performance-based pay for independent directors renders 
them presumptively non-independent,158 as does nine years’ continuous service; the 
NYSE rules contain no such limitations.159 It is of course empirically very difficult/impos
sible to assess whether such rules are resulting in the staffing of UK boards with indepen
dent but unknowledgeable directors. The consequences of this being the case are reason 
enough to consider whether the UK should step back from governance leadership. It may 
also be a salient lesson that there is always a darker side to every governance innovation 
and that in practice we may find that regulatory theory—such as the probable bias associ
ated with delegating regulatory power to the regulated—may be significantly wide of the 
mark.

4.5 Cultural governance beyond the ticked box

A traditional view of self-regulation focuses on the creation of law-like rules produced by 
market actors. More contemporary ideas of how to get the market to self-regulate focus 
less on enabling market actors to create and enforce rules applicable to all market actors, 
and more on facilitating pro-regulation norm formation within the players themselves: 
within the cultures of the firms and within the heads and identities of their managers and 
employees. If successful, this is true self-regulation in the literal meaning of the term and 

(p. 903) external rules, whether state- or market-controlled, become far less important as 
internal firm norms ensure targeted behaviors. This approach to regulation has multiple 
academic labels, including meta-regulation,160 principles-based regulation,161 and 
process-based regulation.162 The idea is that the regulator sets forth broad objectives and 
then requires the regulated firms to explore processes and procedures to enable those 
goals to be realized.163 This both utilizes local knowledge to provide tailored firm-level 
regulation but also creates conversations and processes that bias local norm 
formation.164 Several factors contribute to the likely success of this regulatory strategy 
that we cannot explore in detail here. First, and most importantly, clear and credible buy-
in by senior management and the board must drive internal (firm-level) enforcement of 
failures to engage with the processes.165 Secondly, the subject firms’ incentives, in partic
ular, but not only, those of senior management, must not be demonstrably non-aligned 
with the regulatory objectives.166

While increasingly this strategy is being used in the regulation of corporate activity, it has 
not featured significantly in corporate law. One area in which it is deployed is in relation 
to board performance. Again we see the UK as market leader in the use of this innova
tion. Whether this is connected to a traditional deference to market-solutions which re
mains embedded in the UK’s regulatory psyche is clearly plausible, although speculative. 
The FRC has become increasingly aware that ticking several board composition and 
structure boxes provided by “comply or explain” codes may not necessarily drive im
proved performance in the boardroom. In this regard a key, if innocuous, change in the 
UK Corporate Governance Code in 2010 provided that boards must undertake a “formal 
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and rigorous” annual evaluation of their performance. As per the process-based regula
tion tool-kit, the FRC also provides a non-binding set of objectives and guidance on both 
board effectiveness and the effectiveness of the different directors including the CEO and 
CFO, the chairman of the board, the lead independent non-executive director (known as a
senior independent director), and more generally in relation to executive and non-execu
tive directors. This guidance states, for example, that “effective boards” provide direction 
for management, demonstrate ethical (p. 904) leadership, and make well informed and 
high-quality decisions.167 Importantly, the Code both builds in senior board responsibility 
for this evaluation—by requiring the chairman of the board to act on the results—and pro
vides the means of imposing discipline on this evaluation process through: an annual re
port to shareholders on the evaluation; performance evaluation of the chairman led by 
the senior independent director; and a tri-annual facilitation of this performance review 
through an external facilitator.168

The effects of this process-based approach remain invisible to external scrutiny, which 
renders it unstable in the face of high-profile failure. However, in contrast to other areas 
of regulation where this technique is deployed169 there are good reasons to be optimistic 
about its effects. The board, and in particular, the non-executive directors and the chair
man have strong incentives to take, and to be seen to be taking, board performance and 
evaluation seriously. Failure to do so puts at risk their reputational capital.

5 Conclusion
A typical caricature of self- or market-controlled regulation is that it serves the needs on
ly of the regulated constituencies by producing rules that purport but fail to really ad
dress the problems that require regulatory attention and which are rarely enforced 
against their “brethren.” We see from the market-leading examples of self- and market-
controlled regulation in the UK discussed in this chapter that, paradoxically, this is palpa
bly not the case in corporate law. In the context of both takeover regulation and corpo
rate governance codes, we find rule overload and rigorous enforcement. Do these exam
ples then provide model approaches to regulation that other jurisdictions would be well 
advised to emulate? Has corporate law missed a trick in failing to employ more broadly 
such regulatory devices? The analysis in this chapter suggests that there is significant 
doubt that this is the case. The rule-content and enforcement overload in both the context 
of takeovers and “comply or explain” codes appear in part to be the product of regulatory 
malfunction. In relation to takeovers such overload may be a function of rent seeking it
self—the investment banking role, which in the context of enforcement generates a posi
tive regulatory dividend but may be a factor in the production of what is now a 300-page 
Code. In the context of “comply or explain” codes, over-enforcement generates a best 
practice, accountability driven code from which opt-outs are in many instances impracti
cable even though such a best practice outlook is premised on the possibility of opt-out.

The diffusion of market-controlled “comply or explain” codes shows that such innovations 
are clearly replicable. Any state can direct market actors to produce rules and can deploy 
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the process-based tool-kit which we see used in the UK Corporate Governance Code’s 
board evaluation requirement. But in relation to endogenous self-regulation where the 
state does not have a direct role, the analysis in this chapter does not hold out significant 
hope for effective replication where market actors—in jurisdictions such as in Brazil to
day in the (p. 905) takeover context—attempt to provide welfare-enhancing regulatory so
lutions where the state has failed to do so. The UK Takeover Panel and Code is in multiple 
respects a sui generis regulatory product. That said, the analysis in this chapter suggests 
that if there is one lesson which it offers in the hope of making it work it is “bribe your 
quarterback”: bond the investment banking community to your regulatory product by 
showing them that it can generate income. If successful, it may be that you end up with a 
300-page code! Maybe the trade-off is worth the candle.
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Abstract and Keywords

This chapter examines the evolution of private enforcement in the United States and the 
lessons that can be learned by German public companies from the experiences of their 
US counterparts. It first looks at the place of representative shareholder litigation within 
the US corporate governance system before turning to the broad-based criticisms against 
all forms of representative shareholder litigation on the grounds of excessive litigation 
agency costs. It then discusses the role of shareholder derivative suits in remedying 
breaches of duty of loyalty, along with the use of hedge funds in shareholder monitoring. 
It explores the increasing role of appraisal remedy against the backdrop of developments 
in shareholder litigation focused on acquisitions, and highlights the limitations of hedge 
fund activism. Finally, it assesses the implications of shareholder monitoring mechanisms 
in the United States for shareholders in Germany.
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1 Introduction
12TWO decades ago, it was generally agreed that US public companies had dispersed 
ownership structures, whereas almost all German public companies had a controlling 
shareholder, generally supported by a house bank.3 Financial capital markets have 
changed dramatically since then so that today, in the US there is an increasing level of 
ownership consolidation,4 whereas in Germany at public companies there has been a 
marked reduction in block holder size and a reduced governance role for banks.5 If these 
trends continue, the two systems may (p. 907) wind up having very similar public company 
ownership structures.6 As ownership patterns in the US and Germany move toward one 
another, in this chapter we explore whether each country may learn from the other’s past.
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Historically, in the US dispersed ownership system, the central corporate governance 
problem was the agency costs arising out of the separation of ownership and control.7 To 
police these costs, shareholders employed a variety of monitoring methods—corporate 
voting, the threat of a change of control transaction, and representative litigation—by 
which managers were disciplined if they were poor stewards and failed to create share
holder value. Over time, the value of these different devices for disciplining managers 
ebbed and flowed as capital markets evolved and legal rules changed. This was especially 
true for private representative shareholder litigation.

During the past 70 years, shareholder representative litigation has acted as an important 
policing mechanism of managerial abuses at US public companies.8 Different types of 
representative litigation have had their moment in the sun—derivative suits early on, fol
lowed by federal securities class actions and most recently merger litigation—often pro
ducing benefits for shareholders but posing difficult challenges as well. In the last few 
years, new developments have placed pressure on representative shareholder litigation in 
each of its forms and cast doubt on the continuing ability of such suits to act as an effec
tive monitoring device to constrain managerial agency costs.

Concurrently with, and perhaps causally related to, this development, a number of rela
tively new policing mechanisms for managerial agency costs have sprung up in the US. 
Most prominently, activist hedge funds that control large pools of unregulated capital 
have assumed a role of “governance intermediaries,” as they develop and present choices 
to more docile institutional holders who can become supporters but rarely initiators.9 

Institutions are informed by their proxy advisors on initiatives teed up by the activist 
hedge fund.10 These proxy advisors play a key role in this movement as they help to solve 
the collective action problems faced by investors. The passage of the Dodd–Frank Act fur
ther armed institutional investors by mandating that public companies hold a non-binding 
Say on Pay vote.11

We also consider the rising role of the appraisal remedy against the backdrop of develop
ments in shareholder litigation focused on acquisitions. As we will see, the appraisal pro
ceeding, an old, and previously largely defunct, form of litigation has been spruced up by 
a few intrepid investment groups, who have begun filing these actions in an effort to 

(p. 908) engage in what some have called “appraisal arbitrage.”12 Each one of these new, 
or revived, monitoring techniques may be able to stand in for representative shareholder 
litigation during its hour of need to insure that managerial agency costs do not get out of 
line.

We finish by attempting to draw lessons from the evolution of monitoring devices in the 
US and apply them in Germany, and vice versa. As mentioned above, Germany has long 
been viewed as a control shareholder dominated system.13 Such systems face a different 
type of agency cost problem than dispersed ownership systems: instead of constantly 
worrying about constraining managers’ interests, they are more concerned with minimiz
ing the conflict between the interests of controlling shareholders and those of minority in
vestors.14
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But things are changing rapidly in Germany. Control blocks are shrinking with time at 
German public companies.15 The resulting increased dispersion of ownership has been 
accompanied by a decline in traditional bank monitoring at German public firms and a 
vast increase in foreign equity ownership. Germany’s ongoing transition toward greater 
dispersed ownership has led commentators to argue in favor of greater shareholder pro
tections to combat the rising managerial agency costs associated with shareholder disper
sion.16

2 The Contracting Space for Shareholder Liti
gation
While there have been many shifts between forms of representative litigation over the 
past 70 years, its place within our corporate governance system has been secure, at least 
until recently. At present, there is a broad-based attack being mounted on all forms of 
representative shareholder litigation on the grounds that it creates excessive litigation 
agency costs. In this section, we outline the parameters of that assault.

2.1 Shareholder Merger and Acquisition Suits

Delaware jurisprudence has for some time placed a litigation bullseye on merger and ac
quisition transactions. Delaware’s heightened judicial scrutiny for change of control 
transactions, control shareholder squeeze-outs, and defensive tactics in hostile litigation 
led plaintiffs to file numerous cases challenging mergers and acquisition deals.17

(p. 909) Litigation against publicly held companies that are engaged in deals overwhelm
ingly arises in the form of class actions, as opposed to derivative suits.18 Generally, multi
ple suits are filed very quickly after the announcement of a transaction, by law firms who 
are repeat players in such litigation.19 Early data indicated that suits challenging deals in 
which managers had a conflict of interest in the proposed deal were the most likely to 
produce cash settlements and that these suits did not exhibit the same degree of litiga
tion agency costs as suggested for other representative suits.20 Thus, during 1999–2000, 
only 12% of deals had litigation and most of the deal litigation related to Delaware firms 
was in Delaware. 21 Furthermore, this litigation decreased the likelihood of a deal closing, 
but also increased return on the deals that closed, so that overall it was associated with 
an increased return for the deals.22

This has since changed dramatically with most deals attracting suits.23 Cain et al. report 
that in 2013 96% of deals over $100 million in value experienced deal litigation.24 

Roughly 61% of these deals also resulted in litigation in more than one jurisdiction.25

While several commentators have opined on the underlying causes for these develop
ments,26 we observe that it has occurred while, as seen later in section 2.3, the number of 
securities class actions and their lawyers has declined. Although causal relationship of 
observed social events is always a difficult challenge, we do surmise that the rapid rise in 
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transaction-oriented litigation may, at least in part, be reflective of many plaintiff-oriented 
law firms redirecting their foci.

Just as too much fudge can be a problem, the warm invitation that Delaware substantive 
law extends to challenge commonly engaged in transactions also has its list of problems. 
When all the suits were in Delaware, this was a manageable problem. For example, sim
plifying rules such as “first to file,” while crude, had the benefit of quickly whittling multi
ple nettlesome complaints down to a more easily managed consolidated case. However, 
with multiple suits involving the same transaction outside of Delaware, a problem of a 
very different order of magnitude arises. In addition to the higher administrative costs, a 
real fear existed that this could feed a reverse auction whereby a cooperative plaintiff 
would collaborate with the defendant corporation to bring all challenges to a swift resolu
tion by a court-approved low-ball settlement that yields a quick return to the lawyers but 
fails to protect the interest of the shareholders.27

The antidote followed by many companies has been forum selection bylaws, approved 
solely by directors, which mandate most forms of shareholder suits can only be main
tained in a particular forum; Delaware is generally the designated forum. In 2013, the 
Delaware (p. 910) Chancery Court upheld a unilaterally adopted forum selection bylaw, 
reasoning that the bylaws, including the board’s authority to adopt bylaws, were an ex
tension of the shareholders’ contractual rights to the corporation.28 More recently, the 
Delaware Supreme Court similarly reasoned that a bylaw by a non-profit corporation 
could impose a “loser pays” standard on shareholder litigation.29 The Delaware legisla
ture has since divided the judicial baby, authorizing forum selection bylaws but prohibit
ing bylaws that would assign fees to the losing party. The ultimate step in a board of di
rectors’ resort to the bylaws to address feared shareholder suits will be mandated arbi
tration; this step remains to be adjudicated in Delaware but is clearly at hand 
elsewhere.30

We therefore see colliding developments in Delaware. On the one hand, the Delaware 
courts have developed substantive doctrines inviting shareholders to head to court to 
challenge the conduct of the board of directors in mergers and acquisitions. On the other 
hand, the Delaware courts have approved boards adopting bylaws that channel those 
challenges to Delaware, that discourage such suits’ maintenance by shifting costs to the 
losing party, and that portend sweeping all such disputes behind the veil of arbitration. 
While there is no reason to believe that forum selection bylaws inevitably lead to less ac
countability on the part of managers and their boards, the other two developments most 
likely will.

2.2 Shareholder Derivative Suits

Traditional derivative cases raise state law breach of fiduciary duty claims by directors 
and officers. Typically, these claims allege breach of the duties of loyalty (including good 
faith) and care, as well as other state law issues. They are commonly used to attack direc
tors or officers engaging in conflict of interest transactions with the corporation or taking 
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a corporate opportunity belonging to the corporation. The options backdating scandal, in 
which a number of large corporations were found to have provided their executives with 
options to buy stock on dates and terms that were backdated, is a good example of such 
predilection.31 These cases arose after a scandal sparked by academic research and news 
stories led to government regulatory investigations that revealed wide-ranging misbehav
ior. In the aftermath of these events, shareholders filed a series of derivative suits to re
cover benefits that insiders unjustly obtained from the corporation.32

(p. 911) This category of shareholder suits is probably the most stable set of cases of all of 
the representative litigation groups. There has been little change in the underlying set of 
legal and procedural rules for derivative litigation in the past 20 years. In prior research, 
one of the authors studied all derivative litigation filed in Delaware during 1999 and 
2000.33 That article found that Delaware public companies were hit with about 30 cases 
per year with about 30% of them yielding relief to the corporation or its shareholders, 
and the remainder being quickly dismissed with little litigation activity.34 Private 
Delaware firms were targeted with a dozen lawsuits annually, typically raising claims of 
minority oppression.35

This research showed that a careful distinction must be made between public and private 
corporations when discussing the role of shareholder derivative suits. Derivative suits are 
very much alive and well in the private company setting; in this context they perform 
their historical function of remedying breaches of duty of loyalty, customarily in the form 
of acts in bad faith and more particularly self-dealing practices. In the close corporation 
context they are better seen as remedying opportunistic behavior by those in control. 
While opportunistic grabs for assets and business are not foreign to public companies, in 
the non-private context the malefactor is more likely to enjoy the insulation provided by 
the demand requirement. That is, a major feature of the derivative suit is the requirement 
that the suit’s plaintiff must either make a demand on the board of directors or establish 
a basis why such a demand would be futile. The ultimate outcome in either case depends 
on whether the board, or a subcommittee of the board, is believed to be sufficiently inde
pendent of the suit so that the board or committee’s opinion that the suit fails to serve a 
corporate interest will be upheld by the reviewing court. As a consequence, the robust 
derivative suit boneyard for public companies is predominantly the handiwork of the de
mand requirement. In the case of the private corporation, because those disputes are 
largely between the “ins” and the “outs,” the demand requirement is much less lethal as 
the alleged wrongdoing at the heart of the suit frequently can be more easily linked to a 
majority of the board. In addition, shaping the contours of such suits is the wide adoption 
of immunity shields whereby a provision in the firm’s articles of incorporation insulates 
directors from liability for misconduct that is not illegal, in bad faith, or a knowing viola
tion of the law.36 Immunity shields thus limit suits focused on alleged managerial failures 
to those involving knowing and systematic breaches on the part of the board.

Failure to oversee claims finds its source in former Chancellor Allen’s path-breaking 
Caremark decision holding that the directors’ duty of good faith was breached when 
there is evidence of a “sustained or systematic failure of a director to exercise reasonable 
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oversight.” A dramatic instance of such a suit is In re Massey Energy Company Derivative 
and Class Action Litigation,37 where the complaint withstood defendants’ motions to dis
miss by alleging facts reflecting that the board repeatedly ignored reports and sanctions 
of mine safety violations in the years preceding the explosion in its Upper Big Branch 
mine which killed 29 miners—the deadliest mine accident in 40 years. But, absent such 
dramatic pre-disaster warnings as occurred in Massey, there is generally insufficient evi
dence on which to conclude that the board has engaged in more than negligent oversight 
for which the ubiquitous (p. 912) immunity shield, discussed above, protects it from being 
accountable in the derivative suit. Indeed, the Delaware judiciary may well conclude that 
ignoring red flags may not even rise to director negligence. To illustrate, consider In re 
Citigroup Inc. Shareholder Derivative Litigation,38 holding that the business judgment 
rule insulated the directors against charges that they failed to take precautions to avoid 
the ensuing financial losses arising from Citigroup’s large exposure to the subprime lend
ing markets. The suit alleged various red flags such as an economist’s forecast that a 
speculative bubble was nearing its end, a leading subprime lender closing its 229 offices, 
another lender filing bankruptcy, analysts downgrading subprime mortgages, and a warn
ing of increasing subprime delinquencies by another lender. The court reasoned:

[The “red flags”] amount to little more than portions of public documents that re
flected the worsening conditions in the subprime mortgage market and in the 
economy generally. Plaintiffs fail to plead particularized facts suggesting that the 
Board was presented with “red flags” alerting it to potential misconduct . . . [The 
plaintiffs] repeatedly make the conclusory allegation that the defendants have 
breached their duty of oversight, but nowhere do [they] adequately explain what 
the director defendants actually did or failed to do that would constitute a viola
tion. Even while admitting that Citigroup had a risk monitoring system in place, 
plaintiffs seem to conclude that, because the director defendants were charged 
with monitoring Citigroup’s risk, then they must be found liable because Citigroup 
experienced losses as a result of exposure to the subprime mortgage market. The 
only factual support plaintiffs provide for this conclusion are “red flags” that actu
ally amount to nothing more than signs of continuing deterioration in the sub
prime mortgage market. These types of conclusory allegations are exactly the 
kinds of allegation that do not state a claim for relief under Caremark.39

The above reasoning appears consistent with observation made in a widely noted earlier 
Delaware Supreme Court decision that conduct that offends good corporate governance 
practices nonetheless is not inherently negligent conduct.40 Thus, not only the immunity 
shield but more importantly the high standard of fault required to constitute an action
able breach on the part of the directors severely restrict the scope of duty to monitor 
suits.41

One type of derivative suits that has increased is the questionable “tag-along” derivative 
suits that parallel securities class actions. Erickson finds that in 75% of the derivative 
cases, there were also 10b-5 securities class actions.42 She discovered that most of these 

(p. 913) cases produced nothing in the way of specific monetary recovery for the 
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company.43 Non-monetary relief was more common, and often came in the form of corpo
rate governance changes, such as more independent directors, or splitting the chief exec
utive officer and chair of the board positions.44 However, such suits likely are corrosive in 
that they too frequently appear driven by the rewards they garner for their attorneys 
rather than the shareholders.

2.3 Federal Securities Class Actions

The story of the few trials and many tribulations of securities class actions is well known. 
Faced with the obstacles to derivative litigation, plaintiff shareholders moved to federal 
court and filed actions under Rule 10b-5 of the federal securities laws. Investors benefit
ed from temporarily favorable interpretations of federal securities laws for such claims.45

This led to a surge of federal securities class action filings, which was ultimately followed 
by a negative shift in judicial and legislative perceptions. Just as with derivative suits, leg
islatures and courts heard arguments that hasty, frivolous cases were being filed. These 
trends led to the passage of the PSLRA in 1995 in an effort to reform the field.

Since the mid-1990s the trend line for the number of filed and settled securities class ac
tions has been downward; at the same time, the trend line for total settlements and the 
average amount of settlements has risen.46 Thus, we might conclude that the good life of 
the securities class action lawyer persists; what is new is that today the good life is en
joyed by fewer than before.47

(p. 914) The seeds of eviscerating the antifraud provision potential to address agency 
costs were sown much earlier. The mantra invoked in the 1960s and 1970s to justify curb
ing the then ever-expanding scope of Rule 10b-5 was that it could not address “acts of 
corporate mismanagement.” This phrase arose from Birnbaum v. Newport Steel Corp.,48

where the gravamen of the complaint was that the controlling stockholder thwarted an 
ongoing acquisition of the company at a premium so that he could garner the entire con
trol premium for himself. Later, the Supreme Court in Santa Fe Industries, Inc. v. Green49

would take a similar position in holding that alleged unfairness, absent deception, in con
nection with a forced sale of securities held by minority holders was outside the scope of 
the antifraud provision. Thus, the sine qua non for a violation of the securities laws is a 
material deception; an egregious breach of fiduciary obligation absent deception is not 
within the reach of antifraud provisions.

Despite the legislative and judicial restrictions that have been imposed on 10b-5 private 
suits, we do see one form of antifraud suit that at its heart is addressed to managerial 
misconduct, not just misconduct by managers. As seen earlier, state fiduciary duty claims 
that the directors and officers were poor stewards must confront not only the business 
judgment rule’s strong presumption of propriety but more importantly that at least with 
respect to directors the claim is likely insulated by the immunity shield that limits dam
age actions against directors to breaches of duty of loyalty. Suits focused on failure to dis
close practices constituting poor to unlawful business practices are now being filed under 
the antifraud provision. The Supreme Court’s recent Omnicare decision can be expected 
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to encourage federal securities law suits based on generalized claims by companies that 
they operate legally; Omnicare holds that claims of legal compliance are to be evaluated 
with regard to whether facts known to the speaker regarding the illegality of operations 
needed to be disclosed to prevent what was represented from being materially mislead
ing.50 A purely state fiduciary suit on such a claim would not only confront the problems 
described above, but also would be a derivative claim for which the necessity of a de
mand on the board or a committee of the board greatly weakens the suit’s possibilities.

We therefore find that disclosure-oriented federal securities suits can address errant 
stewardship provided the managers proffer bold claims of their compliance with the law, 
that their business strategies are yielding great returns, or that existing contracts will 
add immensely to future profits, when behind each assertion is an ongoing violation of 
federal or state law that upon detection and compliance will prove immensely unreward
ing to the firm. However, outside this realm, the most significant contribution of private 
and public enforcement of the securities laws is the culture of compliance they compel. 
Complaints abound that suits, or most suits, are frivolous and drive up the cost of busi
ness transactions. Regardless of the accuracy of this claim, it nonetheless supports a 
healthy awareness of the (p. 915) perils of nondisclosure of material information in securi
ties transactions, which includes periodic reports and other announcements that reach in
vestors. Enforcement, public and private, of the securities laws shines a bright light on 
managers with not only the therapeutic effect of warding some from misbehavior, but al
so by alerting investors and regulators of facts warranting inquiry and perhaps enforce
ment.

3 Evolving US Non-Litigation Monitoring Sub
stitutes
To summarize, all of this evidence suggests that shareholder litigation has a lessening 
role in addressing managerial agency costs. Managerial underperformance is insulated 
by the business judgment rule, the demand requirement in derivative suits, and the im
munity shield. Finally, although it remains early in the life cycle of forum selection and fee 
shifting bylaws, they each portend weakening whatever force shareholder suits have had 
in protecting shareholders in acquisitions.

Coterminous with the constriction of shareholder litigation, a number of alternative moni
toring techniques have developed that address, to some extent, the voids created by its 
contraction. While each of these methods has its advocates and critics, collectively they 
have brought about significant changes in the relationship between management and 
shareholders at American public corporations. In this section, we explore each one of 
these areas to explain how they are affecting corporate governance today as well as their 
limits as monitoring devices.
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3.1 Hedge Funds as Effective Monitors

Hedge funds have been actively engaged in shareholder monitoring in recent years, both 
on their own and also by providing leadership to quieter institutional investors.51 Hedge 
funds target firms that are undervalued by the market, perhaps because of poor manage
ment.52 The stock market appears to recognize the hedge fund’s potential impact on 
these firms as the filing of an activist hedge fund’s Schedule 13D filing creates positive 
average abnormal returns from 7% to 8%.53 These benefits appear to last: firms targeted 
by activists see a 1.22% increase in operating efficiency one year after acquisition.54

(p. 916) Despite these apparent benefits, hedge funds have their detractors, being re
ferred to as “villains,”55 who pursue short-term profits at the expense of the long-term 
value of their portfolio companies.56 Such charges have raised interest in whether fiducia
ry duties ought to be reformed to include the actions of hedge funds.57 The data is incon
sistent with the view that hedge fund activism is short-term oriented.58 First, hedge funds 
seem to have little trouble recruiting long-term investors to support their activist goals.59

If a hedge fund’s plans actually only produced a short-term gain at the expense of long-
term profitability, one would think that long-term investors would be reluctant to support 
them.60 Second, hedge fund activism seems to improve a firm’s long-term prospects.61

Third, activist hedge fund holding periods are not that short, with one study finding they 
have an average holding period of 31 months.62 Finally, one study of hedge fund interven
tions from 1994 to 2007 found that the initial stock price gains resulting from the initial 
announcement of a hedge fund’s activism were sustained over a five-year period as were 
improvements in other measures of returns.63 All of this evidence supports the claim that 
hedge fund activism is not generally a short-term strategy and generates valuable moni
toring of corporate management.64

(p. 917) 3.2 Say on Pay: The New Conversation between Boards and 
Shareholders

In the US, derivative suits have proven impotent to either redress or retard excessive ex
ecutive compensation.65 In search of alternative monitoring mechanism, Congress passed 
the Dodd–Frank Act, which, among other things, required public companies to hold an ad
visory shareholder vote on the compensation of their top executives.66 Why would such a 
vote, one that is merely advisory, be expected to produce tangible benefits to the firm?

Say on Pay may affect governance and compensation at firms for a variety of reasons. 
First, if a CEO is powerful enough to extract rents from his or her firm, then Say on Pay 
may provide the board of directors with additional leverage to negotiate a better deal for 
the firm.67 Second, if directors are worried about being re-elected to the board, they may 
attach great importance to the level of shareholder support in a Say on Pay vote, and may 
therefore be more willing to reduce compensation levels or eliminate abusive pay prac
tices.68 Finally, Say on Pay may improve communication between shareholders and man
agers on compensation issues, which could result in a general improvement of corporate 
governance.69
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We now have several proxy seasons’ experience with Say on Pay. Generally speaking, 
shareholders strongly support existing pay practices at most firms with Say on Pay votes 
with only 1–2% of firms (40 to 60 firms of the Russell 3000) receiving less than 50% 
shareholder support during these same years.70

Despite the hopes of some proponents, Say on Pay has not led to lower executive pay lev
els or changes in its composition in the US.71 Research on the UK has also found that 
overall CEO pay levels do not seem to have changed as a result of the Say on Pay vote.72

However, (p. 918) Correa and Lel find that executive pay growth rates are lower in coun
tries that have adopted Say on Pay legislation.73 If their results are correct, it is hard to 
know whether the relative decline in CEO pay levels reflects additional leverage for direc
tors in negotiations with CEOs, or greater willingness of directors to stand up to CEOs 
because of their fear of losing their jobs.

Say on Pay’s introduction did have a significant effect on American corporate governance 
though.74 Dodd–Frank’s mandated shareholder votes focused directors on shareholders’ 
concerns about executive pay, increased shareholder participation in corporate gover
nance, and opened lines of communication between management and shareholders (and 
proxy advisory firms) regarding executive compensation.75 Management at many compa
nies made changes to the substance and disclosure of their pay programs in an attempt to 
more clearly align pay to performance.76 Other companies improved the compensation 
disclosures contained in their annual meeting proxy materials. At companies whose pay 
programs received negative Say on Pay recommendations by proxy advisory firms, man
agement at some firms initiated discussions with shareholders following an “against” rec
ommendation.77

3.3 A New Role for Appraisal Actions

Merger litigation has played a significant monitoring role of abusive corporate transac
tions in the past.78 However, as we discussed in section 2.1 above, merger litigation’s fu
ture has been placed in jeopardy by the board-adopted forum selection bylaws and fee 
shifting bylaws. If this is true, is there another form of litigation that could take its place?

One possible candidate is appraisal litigation. Traditionally, appraisal has been viewed as 
an ineffective remedy for shareholders that is cumbersome and very limited in its scope. 
It has three disadvantages that commentators have focused on:79 difficult procedural 
steps that must be followed in precise order to preserve one’s right to the remedy; the 
lack of a class action procedure that would permit easy joinder of all dissenting share
holders so that the costs of bringing an action could be more widely shared; and the nar
row limits of the remedy, particularly in Delaware, where it is limited to mergers or con
solidations and further restricted by the market out provision.80

(p. 919) Since appraisal is not a class action, a shareholder bringing such an action can 
only spread the costs across the group of shareholders that actually file complaints seek
ing such relief.81 For small shareholders, this effectively means that seeking appraisal is 
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almost never cost-justified. Perhaps as a result, in the past, few appraisal actions were 
filed and even fewer were actively litigated.82

However, Professors Kahan and Rock have recently observed that hedge funds may be 
adapting appraisal litigation to a new role.83 After noting that hedge funds had been suc
cessful in blocking several proposed mergers when they believed that the price offered 
was too low, they noted that:

[w]hen hedge funds are dissatisfied with the terms of an acquisition and unable to 
obtain better terms, they also resort to litigation. In particular, hedge funds have 
filed statutory appraisal actions, in which shareholders receive a court-determined 
fair value instead of merger consideration.84

Professor Geis85 and Professors Korsmo and Myers86 have advanced this idea and debat
ed the appropriate role of appraisal litigation as a monitor of M&A deals.

Professor Geis focused on a relatively obscure Delaware Chancery Court appraisal deci
sion involving a company called Transkaryotic Therapies.87 The net effect of the decision 
was to facilitate hedge funds accumulating large stakes in target companies in order to 
file appraisal actions in the hopes of making large profits on their investments. Using this 
decision as a springboard, Geis argued that, “it is certainly possible that a robust after-
market for appraisal rights will develop, analogous to the market for corporate control 
that allegedly disciplines otherwise entrenched managers with the threat of an external 
takeover.” 88 After reciting the many limitations of appraisal as a remedy, he concludes 
that “corporate law might play a meaningful role in enhancing firm value by policing 
freeze out mergers in a more nuanced and creative manner.”89 In the end though, Geis 
equivocates about whether this is beneficial to target company shareholders because of 
concerns that opening up the appraisal remedy will lead to more strike suits, and there
fore suggests further restrictions on shareholders’ (already quite limited) ability to bring 
these cases.90

Professors Korsmo and Myers are much more enthusiastic about appraisal’s current and 
future role as a managerial agency cost monitor. Using a data set on appraisal cases from 
2004 to 2013, they find that the dollar value of dissenting shares in appraisal actions 
spiked (p. 920) sharply in 2013.91 They document the rise of a small, but growing, group of 
investors filing multiple appraisal actions arising out of different transactions. These “re
peat petitioners [are] increasingly dominating appraisal activity.”92 They go on to find 
that these repeat petitioners “target deals where the merger premium is low and where 
controlling shareholders are taking the company private.”93 Based on these findings, Ko
rsmo and Myers argue that a robust appraisal remedy could be working in a socially re
sponsible way as a “back-end check on abuses by corporate managers, controlling share
holders, or other insiders in merger transactions.”94

We are much more cautious about this potential trend and its effects on the market for 
corporate control. First, any monitoring effects on M&A activity that will arise out of ap
praisal litigation will be limited to a relatively small set of deals where appraisal is avail
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able. Moreover, Korsmo and Myers find that only slightly more than 15% of the transac
tions that are covered have appraisal actions filed challenging the consideration paid in 
the deal.95

To the extent that appraisal is effective within this narrow class of deals, we would expect 
to see controlling shareholders and other acquirers revising existing deal structures to 
avoid appraisal’s reach. Delaware’s equal dignity doctrine will insulate other forms of ac
quisition from claims that appraisal ought to be available to shareholders in the event of 
changes of the form of the transaction. This suggests a need to expand the class of trans
actions covered by appraisal rights in order to offset such manipulations.

Another important limitation of appraisal is that it is realistically limited to big sharehold
ers that own substantial dollar amounts of the stock. Smaller shareholders will not find 
appraisal to be cost effective and so their only real choices are either to take the merger 
consideration or sell to a hedge fund that is planning on seeking appraisal.

Indeed, small investors will benefit, if at all, from this appraisal litigation only if there is 
an ex ante effect on acquirers’ original pricing of the deal because recent amendments to 
8 Del. Code §§102(f) and 115 bar appraisal actions by shareholders whose holdings sum 
to less than $1 million. An acquirer might take into account the likelihood of subsequent 
appraisal litigation and, in an effort to stop such cases from being filed, choose to pay an 
acquisition price that is closer to the actual fair market value of the stock as it would be 
determined by a court in an appraisal proceeding. In this case, smaller investors might 
get a higher deal price. But note that, even if this is true, a rational acquirer will still of
fer less than fair market value in the deal because even if an appraisal action was filed 
and won, the acquirer would only pay fair market value of those shares covered in the ap
praisal action, which are still a small minority of the total number of shares outstanding. 
Furthermore, even if all of the dissenting shares seek appraisal, a majority of the stock 
must have voted in favor of the deal or it would not have closed, so that at most the ac
quirer will need to pay off the minority of investors. It is only in situations where share
holders accurately anticipate that they will win an appraisal action, and therefore threat
en to block a deal, plus have the power to block a deal, that the ex ante effect of appraisal 
litigation would lead acquirers to pay close to fair market value for the target’s stock.

(p. 921) Appraisal litigation may have a limited, but valuable role, to play as a monitor of 
managerial agency costs in mergers. For that to happen though, we agree with Profes
sors Korsmo and Myers that the market-out exception must be eliminated.96 As numerous 
critics have pointed out, it makes no sense to say that shareholders who receive mar
ketable securities for their shares in a merger do not need appraisal: if they sell those 
shares in the market after the merger, then they will suffer an uncompensated loss. We 
would also go further and expand the number of transactions that qualify for appraisal, 
especially in Delaware, to limit acquirers’ ability to recast the form of their acquisition to 
avoid appraisal’s reach. Finally, we would note that the Delaware courts have the power 
to change, or reinterpret, the rules surrounding appraisal in ways that would greatly re
duce its attractiveness to hedge fund and other appraisal seekers.97 If that were to hap
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pen, this form of shareholder monitoring of M&A transactions could come to a screeching 
halt.

3.4 The Limits of Governance

Say on Pay and the revived appraisal remedy are unlikely to have strong immediate ef
fects on managerial agency costs. First, it remains to be seen whether the American expe
rience with Say on Pay votes will be more than a ritualistic blessing of the status quo or 
what the impact of hedge funds’ opportunistic use of the appraisal remedy will be. If their 
promise fades over time, then established corporate doctrines that interface strongly with 
governance will likely remain the major bulwark to protect shareholder value. To this 
end, the antidote for the present epidemic of suits in multiple jurisdictions is a well-craft
ed forum selection bylaw, not the dilution of substantive doctrine that invites such suits. 
What remains to be seen is whether, just as the plaintiffs’ bar overreacted to permissive 
substantive doctrines, there will be an overreaction by the defense bar drafting director-
adopted bylaws that are more sweeping than necessary to centralize suits in an appropri
ate forum. One example would be director-approved bylaws that lodge shareholder suits 
behind the impenetrable veil of arbitration or eviscerate such suits by adopting a loser 
pays standard.

By far the most significant force addressing agency costs has been shareholder activism 
by hedge funds. Their effect is broader than the lash of change of control that has long 
been championed as a mechanism to address significant agency costs. But as significant 
as hedge funds have been, their impact does not reach abuses targeted in shareholder 
failure to monitor suits. Simply put, hedge funds are not likely to find the rewards of 
changing the mine safety in Massey or risk management at Citigroup at all sufficient to 
attract their attention. In contrast, vigorous application of Caremark obligations on the 
part of directors can be expected to promote better oversight by outside directors. Thus, 
hedge fund activism complements, but does not supplement, shareholder suits in this 
area, and likely other forms of agency costs.

(p. 922) 4 Implications for and from Germany
As we noted earlier, Germany is evolving into a more dispersed ownership system.98 This 
will lead managerial agency costs to rise, and Germany will need to develop techniques to 
reduce them. While Germany already has some legal rules and institutions in place that 
facilitate minority shareholder monitoring,99 the decline in bank monitoring, the in
creased levels of equity securities held by foreign investors, and the rapid drop in block 
holder ownership levels, in combination emphasize the need for it to carefully evaluate 
new options.100

Any such reform for shareholder litigation must overcome substantial inertial forces as 
for some time Germany has been skeptical of it, in large part because of concerns about 
litigation agency costs.
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4.1 Representative Shareholder Litigation

Historically, German public company shareholders have not used litigation much as a de
vice to discipline managers. This difference from the US is explained by the dominating 
role of the control block holder within the typical German public company. Even with the 
weakening of the role of banks and block holders generally in Germany, today derivative 
suits remain virtually non-existent. Moreover, the two-tiered board structure for German 
companies itself provides a governance structure to manage agency costs. Although the 
supervisory board has the statutory authority and requirement to initiate suit against mis
behaving managers, there is a recognized bias on the part of the supervisory board not to 
go after managers since this may suggest weaknesses in oversight by the supervisory 
board that enabled the misbehavior.101

To be sure, there is express statutory authority for derivative-like suits in Germany to step 
in where the supervisory board has been reluctant to act. One means for such sharehold
er suits is upon the approval of a majority of the shareholders.102 Alternatively, a share
holder or group of owners holding 1% of the firm’s capital (or €100,000) can initiate suits 
for violations of the articles of incorporation or serious violations of law.103 The board can 
nonetheless scuttle the suit, but to do so must show that the overriding interest of the 
company calls for the suit to be dismissed.

Few such suits occur, most likely due to Germany having, like most of continental Europe, 
a loser pays system so that representative shareholder litigation rarely makes sense and 
even less so in the absence of class action procedures.104 However, the plaintiff can es
cape (p. 923) the clutches of loser pays upon the courts’ preliminary determination that 
the suit should proceed and this outcome is not affected if the suit ultimately rules in fa
vor of the manager defendants. Once the suit survives the preliminary determination, the 
court has the power to appoint a neutral party to prosecute the suit on behalf of the 
shareholders. Moreover, in making this preliminary determination, the court accords 
much less deference to the conclusions reached by the supervisory board than an Ameri
can court customarily assigns to the business judgment rule.

The leading decision on supervisory boards’ responsibility to address misconduct by man
agers is ARAG/Garmenbeck.105 It involved two members of a supervisory board who 
sought review of that body’s decision not to pursue the firm’s CEO in connection with 
losses suffered by the corporation when it became the victim of a Ponzi scheme. Twice 
the supervisory board refused to authorize an investigation into the CEO’s possible culpa
bility in connection with the corporation’s losses. The BGH held that in light of the super
visory board’s affirmative duty to monitor the managing board that the supervisory board 
has a duty to determine whether members of the managing board have engaged in mis
conduct. If so, the supervisory board must evaluate the litigation risk and the burdens of 
the suit; if these weigh in favor of prosecuting the suit, then the supervisory board must, 
except in extraordinary circumstances, proceed with a suit against the offending manag
er.106 Accordingly, the BGH overruled the decision of the supervisory board not to investi
gate the CEO.
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Germany does have another species of lawsuit, the rescission, or contesting action. The 
German statute confers the power to shareholders who oppose either in person or by 
proxy resolutions at a stockholders’ meeting, to challenge the action approved in a share
holder resolution.107 The strength of such suits is that the corporation cannot complete 
the challenged transaction so long as the challenge is outstanding. These suits have over 
time grown in popularity. An empirical study by Vermeulen and Zetzsche make the case 
that the German contesting suits are fraught by unprofessional conduct by their lawyers 
and suggests they produce hardly any substantive relief to the corporation or its stock
holders.108 We can see that the German experience with contesting actions compares 
with the multi-forum litigation that thrives in the US with respect to mergers and acquisi
tions. Of interest is that Professors Vermeulen and Zetzsche, while marshaling a good 
deal of evidence of abuse with the German contesting action, find that the Dutch process 
whereby such shareholder claims must first pass through a neutral body before being ini
tiated frequently leads to positive outcomes. Their finding underscores the virtues of a 
neutral screening mechanism for shareholder suits and lifting the blunt instrument of los
er pays as the governor on shareholder suits.

Despite the infrequency of German derivative suits and the likely abuses of the more 
prevalent contesting actions, the German procedure whereby an external auditor can be 
appointed shows a good deal of promise.109 A dramatic illustration of the special auditor 
was in IKB,110 where the court granted the request for a special auditor to be appointed, 
holding that (p. 924) the petitioner had pleaded sufficient facts of gross breach of duty. 
IKB had invested 46% of its assets in collateral debt obligations (CDOs) where the under
lying assets were subprime US home mortgages. Its articles of incorporation provided 
that IKB was to promote “trade and industry, in particular through the provision of mid- 
and long-term financing” and thereby meet the “financial needs of medium-sized enter
prises.” The appellate court stressed that it was the role of the auditor, if appointed, to 
determine whether a breach had occurred such that the role of the reviewing court was 
to determine if sufficient facts were pled to begin that inquiry, not to resolve the truthful
ness or accuracy of the pled facts. The business judgment rule was held not to be a de
fense to violating a provision of the articles of incorporation. Furthermore, the court con
cluded that the petition alleged that the directors had acted in total reliance on the rat
ings provided by rating agencies which the IKB directors must have known were subject 
to a conflict of interest that rendered them less than independent. Notwithstanding not 
being fully informed, the petition set forth sufficient facts that the directors’ action ex
posed the firm to excessive risk of loss. The court emphasized that the CDO holdings 
were not just risky themselves but given their magnitude relative to the firm’s size there
by jeopardized the solvency of the IKB.

As seen in IKB, the procedure introduces a neutral party to the dynamics, rids the process 
of agency costs by the initiating lawyers, as occurs in the contesting action, and should 
with the auditor’s independence accepted weaken the claim for further restraints such as 
automatic fee shifting as is the case in other forms of shareholder litigation. The outcome 
in IKB stands in stark contrast to the more deferential and less skeptical approach in Citi
group. discussed earlier. To be sure, IKB involved the distinguishing factor of involving, 
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albeit only partly, the board acting inconsistently with the clear strictures of the 
company’s bylaws; however, the focus of the IKB court was not this factor but rather the 
failure of the board to act reasonably in assessing the firm’s substantial purchase of 
CDOs.

4.2 Evolving Monitoring Devices

Besides litigation, Germany does have a number of other shareholder monitoring mecha
nisms for protecting minority shareholders’ rights. These are of varying strength, but in
clude the duty of loyalty, German “group” law, and the equality principle.111 But these de
vices are imperfect and seem insufficient to address the rising level of managerial agency 
costs that will accompany the shift from control shareholder ownership to dispersed own
ership. As discussed in section 3, several new forms of shareholder monitoring have 
evolved in the US in recent years that could be considered for deployment in Germany.

While the market for corporate control in Germany has long been dormant, commenta
tors have been pushing for it to open up to take the place of control block holder monitor
ing.112 Hedge fund activism has become a powerful monitoring force that could be har
nessed in Germany to free up the market for corporate control.113 Hedge funds have had 
some success in raising shareholder value in Europe, including in Germany, although the 
levels of activism (p. 925) are much lower than in the US.114 While international studies of 
hedge fund activism have found that the cumulative abnormal returns to activism in Eu
rope are lower than in the US and Japan, they are still positive and significant.115 

European returns are especially high for hedge fund interventions that lead to restructur
ings or takeovers.116

However, Germany makes life very difficult for many hedge fund activists.117 For exam
ple, German shareholders cannot gain access to the corporation’s stock list in order to 
communicate with their fellow shareholders, making proxy solicitation very difficult.118

Importantly, markets are also illiquid for many German companies, making it more diffi
cult for hedge funds to accumulate large positions and to exit at the end of an engage
ment.119 Given the significant monitoring potential of hedge fund activism, Germany 
might do well to consider making legal and structural changes that make it more feasible.

The Germans should also consider providing shareholders with an alternative device for 
monitoring abuse friendly transactions along the lines of appraisal arbitrage discussed 
above; indeed, this may be seen as a response to the overuse of contesting actions, de
scribed above. There is presently a limited appraisal remedy for minority shareholders in 
German firms.120 In the event of a friendly change of control transaction at an unfair 
price, minority shareholders would benefit from having a stronger version of the ap
praisal remedy, particularly in management-financed transactions such as private equity 
management buyouts.

Shareholder monitoring of executive compensation is a third promising area for develop
ment. In the past, there was concentrated ownership by banks, which, all other things be
ing equal, was associated with lower levels of CEO compensation at German 
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companies.121 Now, as ownership concentration has become more dispersed, we are see
ing much higher levels of executive compensation. For example, the mean compensation 
of a member of the (p. 926) management board of a DAX company soared from €1.2 mil
lion in 2001 to over €2.8 million in 2011, an increase of over 240%.122

One potential pay-monitoring device is mandating a Say on Pay advisory shareholder 
vote. The Germans have made some tentative movements in this direction. The Law on 
the Appropriateness of Director Compensation states that the general meeting of share
holders may be provided an advisory vote of the remuneration system of the management 
board of listed companies.123 While not mandatory, all DAX companies nonetheless have 
had their management board remuneration system approved at least once by their gener
al meeting of shareholders since 2010.124 While most such proposals are strongly sup
ported by shareholders,125 institutional investors make use of the advisory Say on Pay to 
signal their worries over pay increases.126

There is room to strengthen the German Say on Pay voting system. First, we would urge 
the Germans to adopt a mandatory vote on the top executives’ pay level, such as the one 
in the US, rather than on the remuneration system of the management board.127 Second, 
Germany should give serious consideration to making this vote binding, as it is in the UK 
and Australia, perhaps going so far as to implement the Australian “two strikes” rule.128

The combination of a mandatory and binding vote might significantly improve sharehold
ers’ monitoring power over executive pay at German public companies.

We believe there are lessons for America to draw from the German experience. First, we 
believe that when evaluating a board’s rejection of a demand in derivative suits that 
American courts would be better advised to accord, as German courts have, less defer
ence to the board’s determination on matters not germane to matters directly related to 
the conduct of the company’s business. Just as the business of business is business, which 
supports the deference embodied in the business judgment rule, we believe courts have 
greater experience than the board or a committee of the board with matters related to 
the likely strengths of a derivative suit. Second, we believe that if this approach were tak
en that bylaws mandating fee shifting could more readily be seen as striking the right bal
ance between fostering the meaningful therapeutic of the derivative suit and curtailing 
abusive litigation. However, once the demand is excused under the less deferential treat
ment of the board or committee (p. 927) rejection of a demand, this should lead to the 
same result as in Germany so that loser pays abates regardless of the ultimate outcome of 
the suit. We believe this balance approach could reflect moderation so that courts can be 
somewhat more welcoming to limited fee shifting via bylaw provisions.

5 Conclusions
Shifting ownership structures lead to changes in corporate governance systems as those 
systems evolve to address new problems. In the US, ownership structures have moved 
from largely dispersed to more concentrated in the past few decades, while in Germany 
the old control-shareholder-dominated, house-bank-driven ownership arrangements are 



The Evolution in the U.S. of Private Enforcement via Litigation and Monitor
ing Techniques: Are There Lessons for Germany?

Page 18 of 27

slowly dissolving. For Germany, these changes will ultimately result in higher levels of 
managerial agency costs as control shareholders become less capable of engaging in 
close monitoring of managers.

In this chapter, we have closely examined shareholder monitoring devices created in the 
US and asked whether they might be of some service to (more) dispersed shareholders in 
Germany. We proposed that representative litigation, despite its flaws, may be useful to 
shareholders in their quest to monitor managements. We also suggested that Germany 
consider loosening the barriers to hedge fund activism and shareholder Say on Pay vot
ing. Finally, we recommended that Germany consider adopting an appraisal-type remedy 
for minority shareholders to address potential unfair friendly transactions, especially 
when they benefit corporate managers.
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Abstract and Keywords

This chapter examines the impact of private and public enforcement of securities regula
tion on the development of capital markets. After a review of the literature, it considers 
empirical findings related to private and public enforcement as measured by formal in
dices and resources, with particular emphasis on the link between enforcement intensity 
and technical measures of financial market performance. It then analyses the impact of 
cross-border flows of capital, valuation effects, and cross-listing decisions by corporate is
suers before turning to a discussion of whether countries that dedicate more resources to 
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the enforcement of banking regulation and its relationship to financial stability and con
cludes by focusing on direct and indirect, resource-based evidence on the efficacy of the 
US Securities and Exchange Commission’s enforcement actions.
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1 Introduction
12IN a widely influential article published in the Journal of Political Economy in 1998, La 
Porta, Lopez-de-Silanes, Shleifer, and Vishny (“LLSV”) pioneered the quantitative coding 
of legal rules to explore the relationship between the rule of law and the development of 
capital markets.3 Their analysis produced the now well-familiar finding that common law 
countries have greater investor protection than civil law countries and that greater share
holder protection is associated with a lower level of ownership concentration. LLSV also 
inspired numerous sub-fields related to the theme of law and finance. In this chapter, we 
review one of them—the empirical relationship between actual enforcement of the law 
and the robustness of capital markets.
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Research on the significance of enforcement intensity, especially the importance of pri
vate versus public enforcement, has provided a healthy debate with valuable insights. In 
a 2006 paper published in the Journal of Finance, La Porta, Lopez-de-Silanes, and Sh
leifer (“LLS”) examined capital market development in 49 countries and concluded that 
private enforcement through liability rules positively affected capital market development 
while public enforcement had negligible consequences.4 Jackson and Roe (“JR”) revisited 
this issue a few years later, arguing that real resources in the form of a regulator’s bud
get or staff, (p. 929) as opposed to formal legal indices, would better proxy public enforce
ment intensity.5 Using resource-based measures of enforcement, the authors concluded 
that public enforcement was consistently associated with several measures of robust capi
tal markets, most notably market capitalization, the number of publicly traded firms, ini
tial public offerings, and overall trading levels. Moreover, for these measures, the authors 
claimed that public enforcement performed at least as well as the measures of private en
forcement identified as important to capital market development in earlier research.

Although the debate between private and public enforcement is ongoing, at least two sub
sequent empirical studies have indirectly confirmed significant relationships between en
forcement and robust capital markets found in JR and LLS. In a 2010 working paper, 
Echeverri-Gent and Bloom focused their attention on the relationship between politics 
and financial development.6 In a model that incorporates controls for electoral competi
tiveness, federalism, and checks on executive power, the authors conceptualized regulato
ry budgets and staffing as reflections of political choices and thus also included the JR re
source-based variables in the analysis. Using measures of robust financial markets simi
lar to those used in JR, they concluded: “[W]e find support for those who argue that the 
well-endowed government regulators play an important role in promoting financial mar
ket development.”7

In a recent publication, Cumming, Knill, and Richardson explored the influence of public 
and private enforcement on securities issuances using a research strategy that distin
guishes between the size of issuers.8 Their paper exploits a newly assembled data set of 
over 45,000 firms across 46 countries and spanning the years 1996 to 2007, thus generat
ing considerably more statistical power than the country cross-sectional sample upon 
which the JR and LLS results were based. Utilizing various measures of enforcement in
tensity, the authors reported two main results:

First, counter to what has been previously found in the literature, public enforce
ment, as measured by legal statute (i.e., LLS, 2006) and resources (JR, 2009), is 
influential in firm access to capital and seems to level the playing field for small 
firms who struggle for adequate access to equity capital . . .. Second, private en
forcement is not found to be unilaterally beneficial as previously suggested in LLS; 
laws regulating private transaction exacerbate preferential access to equity mar
kets for large firms. The disparate effects of private enforcement likely have to do 
with the marginal benefits versus the costs of additional regulation for firms of dif
ferent sizes.9
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Specifically with respect to the JR staffing variable, the authors reported that a one stan
dard deviation increase in the resource-based proxy raised the probability of equity is
suance of small firms by nearly 4%.10 While documenting the beneficial impacts of 
greater public (p. 930) enforcement, the paper also presents a more nuanced view of pri
vate enforcement by showing that, once small firms gained access to equity markets, 
greater private enforcement intensity allowed them to raise significantly more capital.11

The papers by Echeverri-Gent and Bloom and by Cumming et al. are closest to directly 
addressing the JR conjectures, but they are only part of the growing literature in support 
of the view that enforcement, particularly public enforcement, plays an integral role in 
the development of robust capital markets. Our main analysis in this chapter appears in 
section 2, which summarizes the literature exploring the relationship between enforce
ment and other measures of robust capital markets, between enforcement and capital 
flows, valuations, and cross-listing decisions, and between enforcement and the success 
of regulatory reform efforts. At the end of that section, we offer a cursory review of some 
of the emerging literature surrounding the global financial crisis and discuss potential im
plications for public enforcement. Section 3 deals with issues of causation in the existing 
literature and presents papers which utilize data and methods capable of overcoming 
those obstacles. Finally, section 4 concludes and offers some tentative suggestions for fu
ture research.

2 Empirical Research
This section focuses exclusively on empirical findings related to private and public en
forcement as measured by formal indices and resources. Many of the papers reviewed do 
not themselves have enforcement as their primary focus. Rather, each of these papers in
vestigates a distinctive hypothesis and, as part of that analysis, utilizes one of the JR re
source-based measures, the LLS measures, or some variant thereon to determine 
whether enforcement intensity has a bearing on the variables of interest. Oftentimes, the 
enforcement aspect of the analysis is a relatively minor piece of the overall paper. The 
goal of this section is to bring together these disparate lines of research to present a larg
er picture of the extent to which enforcement has been found to have a consistent and 
significant association with important indicia of financial market performance.

2.1 Financial Market Performance

We first turn to the association between enforcement intensity and technical measures of 
financial market performance (as opposed to the broader measures of capital market de
velopment explored in the original JR and LLS papers). In a 2012 working paper, Amiram 
and Owens studied the relationship between income smoothing in financial statements to 
the cost of firm debt.12 Using 1,817 facility-level debt observations for 639 non-US bor
rowers across 20 countries from 1996 to 2009, the authors concluded that income 
smoothing was associated with lower costs of debt in countries where it was more diffi
cult for managers (p. 931) to extract private benefits of firm value and was associated with 
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higher costs of debt in jurisdictions where it was easier to extract private benefits. In de
riving the main results, the authors captured the threat of private benefits extraction us
ing the anti-self-dealing index created by Djankov et al., which was based on private en
forcement mechanisms available to minority shareholders related to disclosure, approval, 
and litigation in 2003.13 In alternative specifications, the authors segmented jurisdictions 
by substituting the JR enforcement variables as a proxy for restraints on private benefits 
and reported “qualitatively consistent” results.14 Accordingly, the paper offers evidence 
that increased levels of both public and private enforcement can be associated with lower 
costs of capital.

Another paper investigating technical measures of performance is Kerl and Ohlert’s 2014 
working paper on the accuracy of forecasts by star analysts.15 Using over 30,000 analyst 
reports from 2005 to 2010, the authors tested a number of hypotheses, including the 
question of whether the quality of corporate governance affects the accuracy of analysts’ 
forecasts. In distinguishing among corporate governance regimes, they used several dif
ferent proxies, including the Djankov et al. anti-self-dealing index, the Leuz et al. public 
enforcement index,16 and the JR staffing variable. In jurisdictions with higher levels of en
forcement capabilities, the forecasts of all analysts were more accurate and the relative 
merits of star analyst forecasts were especially pronounced.17 The paper concludes: 
“[B]etter corporate governance and stronger investor protection have a positive effect on 
forecast accuracy of star-analysts.”18

In a similar vein, Arand, Kerl, and Walter undertook a study into the informativeness of 
nearly 700,000 sell-side analyst reports in eight leading capital markets.19 The authors 
explored whether the regulatory environment of both issuers and institutional investors 
influenced the informativeness of analyst reports, measured by both short-term market 
reactions and an ex post assessment of report accuracy. They experimented with several 
different measures of the quality of the regulatory environment, including three men
tioned previously (the Djankov et al. anti-self-dealing index, the Leuz et al. enforcement 
proxy, and the JR staffing variable). In all of these cases, the authors found that “the infor
mation value of target price and earnings forecast revisions, as proxied by the level of 
market reaction, increases with the level of investor protection.”20 Moreover, with the ex
ception of the Leuz et al. measure of public enforcement, the other enforcement proxies 
generated results (p. 932) showing that “forecast errors are negatively associated with the 
respective investor protection measure and highly significant at the 1% level.”21

To be sure, not all intervening studies have reported robust effects of private or public en
forcement on capital market performance. In a 2012 working paper, Cumming, 
Imad’Eddine, and Schwienbacher analyzed various law and enforcement proxies in con
nection with the degree of spread of UCITS equity funds and bond funds to other coun
tries.22 While the authors found a statistically significant correlation between the level of 
spread and host countries with better anti-director rights or with better creditor rights, 
they failed to indicate any association between enforcement measures (namely, the JR 
regulatory budget and staffing levels and the LLSV and LLS legal indices of law enforce
ment) of host countries and the spread of UCITS funds.23 Similarly, in a 2009 working pa
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per, Frijns, Gilbert, and Tourani-Rad developed a data set containing the scope, sanctions, 
and enforcement of insider trading laws for a sample of 1,432 firms from 30 countries to 
examine their efficacy in decreasing informational asymmetry and the incidence of insid
er trading.24 In their analysis, they found private and public enforcement variables to be 
insignificant in the deterrence of insider trading; their empirical tests included the re
source-based proxies of enforcement as well.25

At least one working paper identifies an association between enforcement and reform 
outcomes that might be viewed as having negative implications. In a study exploring the 
speed with which national authorities adopted International Financial Reporting Stan
dards (IFRS), Pownall and Wieczynska concluded that a higher level of the JR regulatory 
budget variable was negatively associated with the likelihood that a firm in the European 
Union adopted IFRS.26 However, when assessing their results involving other proxies for 
enforcement, the authors reported: “We find little evidence that cross-country enforce
ment conditions or mechanisms are associated with IFRS adoption during our period.”27

In sum, it appears that private and public enforcement play significant roles in improving 
essential aspects of capital markets, notably with regards to the private cost of capital 
and the value of information, but these benefits do not seem to extend to areas such as in
sider trading and the speed of regulatory adoption. The negative results are not too sur
prising given that enforcement is only a piece of the regulatory framework, but the mixed 
results reported above are important to note as they highlight the importance of multiple 
channels of supervisory impact.

(p. 933) 2.2 Capital Flows, Valuations, and Cross-Listing Decisions

A separate strand of research investigates the impact of cross-border flows of capital, val
uation effects, and cross-listing decisions by corporate issuers. While some of the studies 
find statistically significant correlations with enforcement variables, the results again are 
mixed. On balance, however, the evidence available to date suggests a possible impact of 
public and private enforcement activities on cross-border capital flows and valuations.

In a 2012 paper published in the Journal of International Money and Finance, Eichler ex
amined a data set measuring the equity home bias of US investors toward 38 countries 
from 2003 to 2008 with the goal of exploring the influence of the quality of corporate dis
closure in each county on mitigating the equity home bias of US investors—a bias which 
generally leads investors to overinvest in the United States at the expense of what is 
thought to be more desirable levels of international diversification.28 After first determin
ing that the quality of corporate disclosure in foreign jurisdictions was associated with a 
statistically significant reduction in home country bias on the part of US investors,29 the 
author expanded the analysis to the marginal impact of supervisory intensity, using the li
ability standards index from LLS to proxy for private enforcement and the JR staffing 
variable to proxy for public enforcement. Significant results were found using both vari
ables. Specifically, investors preferred stocks from countries with more comprehensive 
corporate disclosure only if enforcement levels in those countries were sufficiently high.30
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In comparing private and public enforcement, the authors noted that “fewer countries 
have sufficient public enforcement to ensure that more comprehensive corporate disclo
sure yields significantly less home bias,” thus implying that the relatively “lax public en
forcement of securities laws may be a more probable cause of US investors’ equity home 
bias than low liability standards.”31 Overall, the analysis corroborates a hypothesis ad
vanced in JR that one of the channels through which public enforcement benefits capital 
markets is through its interaction with disclosure standards.32

In a further exploration of the relationship between disclosure and public enforcement in 
cross-border context, Loureiro and Taboada presented a 2012 working paper exploring 
the relationship between stock market informativeness and the adoption of IFRS of nearly 
4,000 firms across 30 countries from 1999 through 2010.33 While their primary investiga
tion concerned the positive effect on stock market informativeness of voluntary adop
tions, they also investigated whether higher public enforcement levels were associated 
with greater informativeness where issuers were mandated to adopt IFRS. Using both the 
public enforcement index from Djankov et al. and the JR budget variable, the authors con
cluded that “mandatory adopters in countries with better enforcement exhibit a more sig
nificant increase in stock price informativeness following IFRS adoption. These results 
are both statistically and economically significant.”34 The authors interpreted these re
sults to suggest that, when an issuer (p. 934) is forced to adopt IFRS as the result of a gov
ernment mandate, stock market pricing rewards that adoption only when the jurisdiction 
maintains robust systems of supervisory oversight: the authors reasoned that mandatory 
IFRS adoption does not send a credible market signal in lax jurisdictions.35

Studies regarding the cross-listing of securities are more mixed in their findings with re
spect to enforcement intensity. In a 2012 paper published in the Journal of Banking & Fi
nance, Sarkissian and Schill explored the importance of law enforcement in explaining 
foreign listing premiums in 2,838 listings on 32 foreign stock exchanges from 69 home 
markets during the period 1985–2006.36 The authors used the JR budgetary and staffing 
variables to compare enforcement levels between countries, but failed to find any statisti
cally significant correlation between the intensity of public enforcement and foreign list
ing premium, other than in a small positive effect in the cases of US firms listed 
overseas.37

Researchers have also utilized the Supreme Court’s 2010 decision in Morrison v. National 
Australia Bank Ltd. to test the consequences of private enforcement on cross-listing deci
sions.38 Previously, private lawsuits under Rule 10b-5 of the Securities Exchange Act of 
1934 could be filed against non-US issuers if the alleged fraud occurred in the United 
States or had substantial consequences for the United States. In Morrison, however, the 
Court ruled that 10b-5 would only apply to securities transacted upon a US stock ex
change or otherwise sold through US domestic transactions. According to a forthcoming 
article by Bartlett, institutional investors claimed that such a decision would bias invest
ments toward securities listed on US exchanges.39 Because the ruling was unexpected, it 
provided a natural experiment to test the influence of private enforcement on cross-list



Private and Public Enforcement of Securities Regulation

Page 7 of 22

ing decisions. Using proprietary trading data from over 300 institutional investors, 
Bartlett found:

[N]o significant change in investor trading in the thirty month period surrounding 
Morrison. Nor did investors appear to be allocating more narrowly to US ex
changes after Morrison in those cross-listed issuers where preserving the right to 
bring a 10b-5 action might be especially desirable. Most notably, an investor’s lev
el of US trading after Morrison appears to have had no demonstrable relation to a 
trade’s investment risk, trading cost, or the condition of a local market’s investor 
protection regime. Similarly, even though Morrison made it considerably easier to 
determine which foreign issuers were subject to the risk of a private 10b-5 action, 
investors showed no evidence of reallocating toward these “bonded” issuers with
in their non-US equity portfolios.40

(p. 935) It should be noted that, following the Morrison ruling, Congress added Section 
929P to the then-pending Dodd–Frank Wall Street Reform and Consumer Protection Act 
in order to allow the SEC “to bring public enforcement actions against non-US firms un
der the conduct and effects test.”41 This could partially explain the insignificant results, 
assuming that investors expected increased involvement from public regulators. Howev
er, the Bartlett findings do pose a question of whether market participants actually value 
the benefits of private enforcement provided by 10b-5.

The Bartlett article includes evidence suggesting that some measures of enforcement did 
seem to affect trading practices before the Morrison case was decided. In particular, the 
author found that, prior to the Morrison ruling, there was a significant negative relation
ship between the JR resource-based proxies of public enforcement and US trading of 
cross-listed issuers, which is consistent with the JR results. Regarding private enforce
ment, a significant negative association was found with respect to the anti-self-dealing in
dex created by Djankov et al. (2008) but not the LLSV anti-director rights index.42 In oth
er words, investors were “more likely to purchase cross-listed shares in the US when an 
issuer’s local market was characterized by low measures of investor rights protections.”43

In a separate investigation of cross-border listings, Samarasekera, Chang, and Tarca pre
sented a study of the accounting quality of 495 UK listed firms who implemented IFRS, 
including 246 cross-listed firms (mostly from Germany and the United States).44 Finding 
that accounting quality improves for only cross-listed firms, the authors reported that 
changes in regulatory scrutiny (by cross-listed countries) had a material effect on the 
quality of accounting reporting, reasoning that the additional scrutiny imposed on firms 
listed in multiple jurisdictions contributed to these improvements. While the authors did 
not utilize the JR variables in their analysis, they concluded: “Consistent with the view of 
Jackson and Roe (2009) that public enforcement is a key mechanism for promoting pro
tection of investors and growth of securities markets, our evidence shows benefits from 
activity by public bodies to promote the quality of audit and compliance with accounting 
standards.”45
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The affirmative results in this subsection are consistent with the previous analysis on 
technical measures of capital market performance. On the other hand, the mixed cross-
listing results, especially the ones derived from the Morrison ruling, are somewhat sur
prising. The Supreme Court’s unexpected decision in that case provided an opportunity to 
examine the benefits of private enforcement, but a negative investor reaction was simply 
not present in the empirical results. Perhaps the available data were not of sufficient 
quality to construct a valid counterfactual or perhaps the Dodd–Frank Act mitigated the 
potential fallout of weaker private enforcement. Regardless, the results presented here 
suggest that readers should carefully consider seemingly intuitive assumptions about the 
efficacy of private enforcement.

(p. 936) 2.3 Success of Reform Efforts

Another group of studies utilize measures of enforcement to examine whether countries 
that dedicate more resources to regulatory reform behave differently in some areas of 
market activities. While the results of these studies are again not entirely uniform in their 
findings, in many contexts, greater public enforcement intensity has been found to have a 
statistically significant association with the market variable of interest.

For example, in a 2013 working paper, Christensen, Hail, and Leuz conducted an empiri
cal study of the changes in the market liquidity and the cost of capital to firms in each of 
the countries in the European Union as the countries implemented Market Abuse Direc
tive and Transparency Directive on a staggered basis between 2001 and 2011.46 The pa
per shows that the implementation of the two directives was significantly correlated with 
the increase of market liquidity, as measured by bid-ask spreads and percentage of zero-
return days, and the decrease of cost of capital, as measured by implied cost of capital 
and dividend yields. Of particular interest here, the authors’ examination of liquidity ef
fects partitioned countries based on various implementation and enforcement variables. 
They concluded that the “liquidity effects of the two directives are stronger in countries 
with a history of higher regulatory quality. Stricter implementation and enforcement of 
the two directives also result in larger liquidity effects, but these effects exist primarily in 
countries with strong prior regulatory quality.”47

The Christensen, Hail, and Leuz results are informative on multiple dimensions. First, 
they provided evidence of a positive relationship between supervisory resources and a 
technical measure of market performance (bid-ask spreads), which might reasonably be 
thought to contribute to robust capital markets. Second, at least in this context, they iso
lated the source of this improvement as coming largely from countries that already had 
substantial supervisory staffing as measured by the growth in the number of full-time su
pervisory employees from 2004 to 2009. In other words, the gains did not come from tra
ditionally low-supervisory jurisdictions that contemporaneously increased supervisory re
sources. The authors concluded with the following interpretation:

In sum, our findings support a causal link between stricter securities regulation 
and market liquidity. They also support the notion that the success of regulation 
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depends critically on how regulation is implemented and enforced. Thus, policy 
debates should pay close attention to implementation and enforcement issues if 
regulation is to have the intended effects. Our finding that countries with weaker 
securities regulation do not catch up with stronger countries illustrates the diffi
culty of harmonizing capital markets through regulatory reforms. It highlights that 
prior regulatory conditions matter and that imposing the same regulation on coun
tries with disparate initial conditions can have the (unintended) effect of making 
countries diverge more, not less.48

(p. 937) In a subsequent paper published in the Review of Finance, Dubois, Fresard, and 
Dumontier also explored the effects of adoption of the EU Market Abuse Directive (MAD) 
by documenting changes in other technical measures of stock market performance: bi
ased research advice from the sell-side equity research industries in 15 European coun
tries between 1997 and 2007.49 Utilizing the JR budgetary and staffing variables as well 
as the LLS public enforcement index, the authors partitioned countries into “weak” and 
“strong” enforcement countries and found that optimism bias was significantly dimin
ished after MAD in strong enforcement countries while it was not as effective in reducing 
bias in weak enforcement countries. The authors also included proxies for actual legal 
sanctions and found further positive effects. They concluded: “[U]sing the heterogeneity 
that exists in legal sanctions and enforcement practices across European countries, we 
find that the curbing effect of MAD largely depends on countries’ institutional traits. The 
impact of MAD is significantly stronger in countries where the sanctions applicable in 
cases of violations of MAD’s rules are severe.”50

2.4 Financial Stability

Although our primary focus in this chapter is on the enforcement intensity of securities 
regulation, it is worth briefly discussing a few notable strands of research on the enforce
ment of banking regulation and its relationship to financial stability. The global financial 
crisis of 2008 caused a tremendous loss of economic output, employment opportunities, 
and social welfare. Since then, considerable academic work has attempted to identify its 
root causes, with many emphasizing banking supervision and regulation. Identifying the 
relationships between the type or degree of regulation and the incidence or severity of 
the crises is difficult not only because of the paucity of relevant data available to re
searchers, but also because of the complexity of the financial system and the inherent 
confounding factors in cross-country analyses. For instance, the United States and the 
United Kingdom both dedicated high levels of resources to supervisory functions but both 
were at the epicenter of the crisis. Australia and Canada, on the other hand, also invested 
high levels of resources into supervision and both are regarded as having weathered the 
crisis particularly well.51 Nevertheless, the growing body of empirical investigation into 
regulation and financial stability offers intriguing insights into the study of public en
forcement. We focus the following discussion on the consequences of the regulatory 
structure and content on stability, and conclude with some potentially undesirable effects 
of robust capital markets on stability.
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(p. 938) 2.4.1 Regulatory Structure
In a 2011 IMF working paper, Masciandaro, Pansini, and Quintyn investigated the associ
ation between the macroeconomic performance of 102 countries during the financial cri
sis in 2008–2009 and their supervisory unification, degree of central bank involvement in 
supervision, and supervisory governance (in terms of independence and accountability) in 
2007.52 The authors proxied macroeconomic performance using the average real output 
growth in the years 2008 and 2009. Possibly because of misaligned incentives of supervi
sors, their result suggests that the high levels of supervisory governance, as well as su
pervisory consolidation, were negatively associated with economic resilience, with cen
tral bank involvement in supervision having little effect on outcomes.53

In another recent paper studying the relationship between regulatory structure and crisis 
incidence, authors Amri and Kocher reviewed 124 banking crises from 65 advanced and 
developing countries during the period 1976–2005.54 Their results depend on the specific 
measure of regulation used for analysis. With a measure that combined the scope and le
gal framework for banking regulators’ ability to conduct on- and off-site examinations, 
compliance with Basel capital requirements, and independence of supervisory bodies, the 
authors found a significantly negative relationship with the probability of the incurrence 
of banking crises.55 Interestingly, the authors found no significant relationship when us
ing a private monitoring index, which proxied for the extent to which market or private 
monitoring exists; the authors noted that the latter result may be due to data limitations 
since certain index variables were available only for 1999.56

2.4.2 Content of Regulation
In a 2011 article, Ahrend, Arnold, and Murtin examined various indicators of on-the-book 
banking regulation, as collected by the World Bank, and their associations with the dam
age to each country during the crisis, as measured either by the degree of equity value 
destruction in the banking sector or by the fiscal cost of financial sector rescue.57 The re
sults reveal that moderately stronger prudential regulation, stricter regulatory require
ments with respect to accounting and provisioning, and stricter restrictions on entry 
rules and ownership structures were associated with better stock prices and a lower ex
pected rescue cost. Stricter (p. 939) requirements for capital were also found to be corre
lated with a lower expected cost for the financial crisis.58

In the same mold, Čihák and co-authors highlighted findings from the World Bank’s 2011–
2012 Bank Regulation and Supervision Survey, which was distributed to 143 countries 
during the period 2008–2010.59 First, the authors noted that countries affected by a sys
temic banking crisis imposed less stringent definitions of capital on their banks, allowed 
them to have more discretion in calculating capital requirements, and, not surprisingly, 
had lower actual capital ratios.60 Second, crisis-hit countries had fewer restrictions on 
nonbank activities such as insurance, investment banking, and real estate. Third, regula
tions concerning the treatment of bad loans and loan losses were less strict in crisis coun
tries. Fourth, regulators in crisis countries were less able to demand banks to put up 
more equity. Last, but not least, there were weaker incentives for the private sector to 
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monitor bank risks in crisis countries because of a proliferation of credit rating for bonds 
and deposit insurance.61 These findings provide systematic evidence of regulatory differ
ences between countries which experienced a crisis and those that did not, and the evi
dence points toward regulatory leniency in crisis countries.62

While the beneficial effects of regulatory structure seem mixed and those of regulatory 
content more robust, it should be noted that all of these studies are conducted across 
countries, which inherently involves confounding factors. To prove a causal relationship, 
one would have to take country-level details and the specific type of supervision into ac
count.63 Having said that, the research presented in the previous two subsections (p. 940)

suggests that financial stability and the ability to withstand global financial distress are 
variables of interest and should be part of future work on the effects of regulation and su
pervision.

2.4.3 Robust Capital Markets
When we analyzed the effect of enforcement on various indicators of capital markets in 
previous subsections—for example, market capitalization and trading volumes—we im
plicitly assumed that higher levels of those indicators were an unambiguously desirable 
outcome since they made capital markets more “robust” in a sense. A somewhat more 
troubling strain of empirical research into financial crises concerns the potentially desta
bilizing relationship between robust capital markets in ordinary times with the perfor
mance of national economies in times of financial stress. Several studies have drawn a 
connection between bank reliance on short-term credit and the severity of the financial 
crisis.64 Particularly to the extent that banks moved away from deposit funding to re
liance on short-term capital market funding, those institutions and their surrounding sys
tem appear to have been more vulnerable in times of financial turmoil.65 Strong reliance 
on depository funding is one of the factors that researchers have cited as explaining the 
relatively strong performance of Canadian66 and Australian67 banks in the financial crisis.

A negative correlation between capital market funding for banks and poor results in fi
nancial crises is relevant to the study of enforcement and the law and finance approach 
more generally in that it suggests some potentially undesirable consequences of robust 
capital markets. Even if more robust capital markets lead to greater economic growth on 
average, a higher probability of experiencing financial crises may still result in an out
come that is suboptimal for social welfare. The possibility that some capital market ex
pansions might have negative ramifications in times of financial distress suggests that a 
more nuanced analysis may be needed in the future.68

(p. 941) 3 Critiques
A weakness of some earlier papers in the literature is their use of cross-sectional analysis 
(i.e., analysis using data from only a certain point in time), which is poorly suited to deci
phering causality. Such data limitations in the time dimension cannot guard against cau
sation running in the opposite direction. Many authors, including some of those cited 
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above, have utilized longitudinal data (i.e., analysis using data across time) to address 
this issue.69

Armour et al. expanded the time dimension to overcome the obstacles presented by at
tempting to uncover causation. They pooled together time series from multiple countries 
during 1995–2005 to see whether common law or civil law countries had better share
holder protection, which was one of the main findings by LLSV.70 Using this panel data 
approach, the authors found that common law countries did have better shareholder pro
tection but that civil law countries were catching up to common law countries during the 
period studied. Importantly, they also found no positive relationship between changes in 
shareholder protection and stock market development, contrary to the proposition that 
better shareholder protection causes more rapid financial development.71

A second potential problem of many earlier papers in this line of research is their reliance 
on cross-country analysis (i.e., using data where the unit of observation is a country). It is 
understandable why authors would take such an approach since certain questions are 
specifically about the adoption of regulations across countries. However, this approach is 
often too coarse to establish causation because there are numerous confounding factors 
within each country that could affect the relationship of interest. Controlling for those 
factors can help to clarify the analysis but oftentimes does not completely resolve the is
sue.

Cheffins and co-authors revisited the law and finance relationship by focusing on the 
United States from 1930 to 1970.72 As a first step, the authors presented various mea
sures of stock market performance (e.g., SEC data on the value of publicly traded stocks, 
normalized by GDP) to show that they were more or less flat from the early 1930s 
through the early 1950s. (p. 942) Subsequently, the authors created a time series version 
of the anti-director index for the United States and demonstrated that the index was prac
tically the same during the doldrums (1930s–1950s) as it was in the boom times, and thus 
inferring that this lack of correlation did not bode well for the law and finance argument 
with respect to anti-director rights.73 The authors also considered the development of fed
eral securities law, which is not captured by the anti-director index, but saw no convinc
ing connection there either. Although no sophisticated statistical methods are used in the 
paper, it still shows that expanding the time horizon of the analysis (from a slice of time to 
decades) and internalizing country-specific details can potentially yield mixed results.

Articles such as the ones by Cheffins et al. and Armour et al. highlight issues with the 
causal element of law and finance analysis. We should note that the vast majority, if not 
all, of those articles discussed above do not claim to establish a causal mechanism. More
over, some of the papers cited above actually take care to address both concerns. Howev
er, it is still the case that strong correlations can be misinterpreted by researchers and 
policy makers. In the next subsection, we focus on a growing body of enforcement related 
research that is well poised to disentangle causation by exploiting the wealth of data on 
the budget and enforcement actions of the US Securities and Exchange Commission. The 
reader will notice that, by taking a more rigorous approach to tackling the relationship 
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between enforcement and market outcomes, researchers have sacrificed breadth. They 
are no longer able to address the grand questions on law and finance across national ju
risdictional boundaries.

3.1 Resources Allocated to Enforcement

We start with a discussion of indirect, resource-based evidence on the efficacy of SEC en
forcement actions. Lohse, Pascalau, and Thomann assembled a data set of SEC funding 
and enforcement between 1946 and 2010 in order to investigate whether increases in 
SEC resources improved compliance with securities market rules.74 Following the re
source-based approach taken by JR, the authors used SEC budgets as a proxy for public 
enforcement. The authors summarized their findings as follows:

In a theoretical model, we characterize a corporation’s compliance decision with 
the securities laws under the SEC’s supervision. The model predicts, first, that in
creases in the regulator’s resources deter firms from misbehaving (compliance hy
pothesis). Second, the model predicts that an increase in the SEC’s budget leads 
to a (temporary) decrease of observed compliance. Given that the SEC may even 
police past misbehavior, this decrease reflects the delayed adjustment of corpora
tions’ compliance behavior (adjustment hypothesis). We test these hypotheses by 
using data on the SEC’s funding and the reported cases of current noncompliance 
(injunctions). We find supportive evidence for our theory: Our empirical results 
show that the increases in the SEC’s budget lead to a higher compliance by finan
cial market participants. First, using Granger-causality tests we establish that 
there is a significant link between the SEC’s resources and corporations’ contem
poraneous misbehavior. Second, we show that an (p. 943) increase in the SEC’s 
budget leads to a (temporary) decrease of observed compliance. This is reflected 
in a temporary increase in the number of injunctions that the SEC brings against 
the securities industry. Third, the longer-term effect of an increase in the SEC’s 
resources is a decrease in (reported) ongoing misbehavior. The results from the 
VAR analysis suggest that a positive budget shock leads to an aggregate decrease 
in the number of ongoing misbehavior, reflected by a decrease in the number of 
injunctions by 10% within five years and by 18% within ten years, respectively. 
This is clear evidence for higher firm compliance.75

Though limited to the United States, the analysis offers perhaps the most compelling evi
dence to date of the causal relationship between public enforcement and capital market 
behavior. In addition, the study documents the impact of real resources on an intermedi
ate outcome: firm compliance. As the authors explained:

In practice, before enforcement can lead to better financial markets, i.e., markets 
where investors demand a relatively low return on their capital as they do not 
have to be afraid of being defrauded, it must initially influence firms’ decisions to 
comply with securities market rules. By analyzing the incentives for firms’ disclo
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sure provided by the SEC’s enforcement, our study closes this gap. It is those 
changes in compliance that—over time—can lead to improved financial markets.76

Thus, the paper presents additional evidence of a channel through which real resources 
could lead to more robust capital markets.

A similar type of study was undertaken by Blackburne, who focused on the link between 
industry-level political activity and the SEC’s regional budgetary allocation, and on the 
link between regulatory intensity (proxied by the budgetary allocation) and managers’ re
porting incentives.77 The data used in the exercise were quite extensive. The author re
ceived proprietary SEC data on staffing and salary levels in each of the 12 disclosure re
view offices of the Division of Corporation Finance and the annual budgetary resources 
for the Division as a whole for fiscal years 2003 to 2012. The author then collected data 
for over 4,000 firms over the period 2003–2011 and matched each firm to the SEC office 
that reviews its disclosure filings. Notably, Blackburne first discovered that a 1% increase 
in industry-level political contributions was associated with a 0.12 to 0.31% decrease in 
the following year’s SEC office-level budget allocation.78 Since the SEC’s budget is known 
to managers in advance (because it’s allocated by Congress for an upcoming fiscal year), 
the author also tested whether the resource allocation caused managers’ reporting be
haviors to change. Again, the author used resource allocation as a proxy for enforcement 
intensity, finding that when SEC oversight was stronger, company managers reported 
lower discretionary accruals and were less likely to issue financial reports that were sub
sequently restated. On top of that, a 1% increase in the resource proxy resulted in a 0.3% 
decrease in firms’ bid-ask spreads, which is a sizable market consequence. The results of 
this paper tell a story similar to that of Lohse et al., namely, that (p. 944) SEC enforcement 
as measured by real resources allocated to the institution can have real and sizable ef
fects on capital markets.

3.2 Direct Enforcement Actions

Recent research has also tried to quantify the market effect of direct regulatory actions 
undertaken by the SEC. Using a before-and-after event study approach, Bengtsson and 
co-authors looked at the market reaction after the SEC enforcement actions on the struc
ture of the PIPEs markets in 2002.79 Using PIPE transactions data from 1999 to 2006, the 
authors demonstrated the existence of significant changes in the structure of PIPE trans
actions after the SEC’s 2002 enforcement. Specifically, PIPE transactions after the SEC 
action were less likely to include the contractual element that the SEC was targeting.80

While the authors reserved judgment on whether the effects served to enhance share
holder value, their work offers further empirical validation of the impact of supervisory 
actions on market behavior.81

Besides intervening in specific market activities, the SEC has a more routine task of re
viewing company filings and sending comment letters should those filings be deemed 
lacking in any way. Johnston and Petacchi analyzed the effect of these comment letters on 
the abnormal returns and trading volume corresponding to a recipient firm around subse
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quent earnings report.82 To conduct this experiment, the authors collected all the SEC 
comment letters regarding annual (10K) and quarterly (10Q) filings for the period 2004–
2006. The sample consisted of over 6,000 letters from 2,374 cases for 2,256 firms and 
most of the letters’ contents were about accounting, financial reporting, and disclosure is
sues. By looking at a letter recipient firm’s subsequent eight earnings announcements, 
and comparing them to the previous eight earnings announcements, the authors found 
that absolute abnormal returns and trading volume around those earning announcements 
declined and that analyst forecast accuracy improved.83 These results led the authors to 
conclude that the SEC’s supervisory action (in the form of comment letters) had positive 
informational effects on the market.

The articles cited above all employ data and techniques better suited to establishing a 
causal link between enforcement and market outcomes than analyzing cross-sectional da
ta or country-level data, and the results are striking. They show that the SEC’s enforce
ment actions caused a real market effect, which strongly suggests that public enforce
ment intensity matters in the United States. If the data exist for other countries, it would 
be important to know whether this is a general empirical phenomenon or if there is some
thing unique about the regulatory environment in the United States.

(p. 945) 4 Conclusion
Building upon the work of LLS and JR, researchers have tested various hypotheses relat
ed to the link between enforcement intensity and capital markets. The work in this field 
has done much to support the theory that higher enforcement intensity can have positive 
effects on capital market outcomes. For instance, private and public enforcement are sig
nificantly associated with essential elements of capital markets like the private cost of 
capital and the accuracy of information. In addition, studies show that greater public en
forcement intensity is significantly associated with market variables of interest in coun
tries that dedicate more resources to regulatory reform.

Recent work using higher-quality data and more sophisticated statistical methods has al
so been carried out to establish that causality runs from enforcement to market outcomes 
and not in the opposite direction, especially with respect to public enforcement. Several 
articles focusing on the enforcement actions of the SEC show that the agency’s actions 
have caused real market effects, which strongly suggests that public enforcement mat
ters in the United States. Although much work remains—and the global financial crisis 
suggests ways in which future work might be refined—the intervening body of work con
firms that greater levels of private and public enforcement are associated with key mea
sures of robust capital markets.

Another lesson of the large and growing body of subsequent work is the appetite that the 
academic community has for data on enforcement beyond legal rules. The global financial 
crisis has demonstrated the necessity of maintaining effective supervision of financial 
markets and financial institutions. With more data on key variables of enforcement, re
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searchers can tackle a myriad of questions and, just as importantly, provide more convinc
ing answers.
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Abstract and Keywords

This chapter examines issues relating to corporate governance in closely held corpora
tions. It begins by describing the typical characteristics of closely held corporations, with 
particular emphasis on shareholder involvement in management, number of sharehold
ers, share transfers, market for shares, and the broad spectrum of shareholders and ap
plications. It then considers common governance issues and conflicts in closely held cor
porations and proceeds with a discussion of the governance framework for such corpora
tions consisting of company law, model articles, articles of association, shareholder agree
ments, and corporate governance guidelines. It also explores the internal governance and 
management of closely held corporations, the governance of share transfer restrictions, 
and provisions for shareholder withdrawal and expulsion. The chapter concludes with an 
analysis of shareholder conflicts, especially oppression by majority shareholders and ex-
post opportunism by minority shareholders, and how they are governed in closely held 
corporations.

Keywords: public enforcement, civil enforcement, theories, criminal enforcement, corporate law, UK, United 
States, Continental Europe, criminal liability

1 Introduction
PRIOR chapters have explored the distinction between private and public enforcement of 
corporate laws and standards. Whereas private enforcement mechanisms are necessarily 
civil, public enforcement may be civil or criminal in nature. What theories animate the 
choice between civil and criminal enforcement? How well do these theories explain the 
public enforcement choices we see in practice in the United States, the United Kingdom, 
and continental Europe? It is to these questions that this chapter turns.
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2 The Civil–Criminal Divide: Theoretical Foun
dations
If asked what distinguishes criminal and civil cases, a lay person would likely recite the 
traditional markers: criminal cases require a showing of mens rea or “guilty mind,” 
whereas negligence or strict liability may prevail in a civil case; criminal prosecutions 
seek to punish defendants for violations of community norms, through fines or imprison
ment, whereas civil cases seek to compensate victims through money damages; criminal 
defendants enjoy heightened procedural protections relative to their civil counterparts; 
and so on. These traditional markers fail, however, to provide a coherent theoretical ac
count of the civil–criminal divide. Moreover, they are increasingly inaccurate even as a 
descriptive matter. Consider the United States. Public civil enforcement has taken on a 
variety of traditionally “criminal” characteristics. Civil public enforcers like the Securities 
& Exchange Commission (SEC) do not limit themselves to seeking compensatory relief on 
behalf of victims, for example. Rather, their goal is often expressly to punish defendants 
through the imposition of severe (p. 947) fines.1 Criminal prosecutions have also become 
more characteristically “civil,” most notably through a loosening of the mens rea 

requirement. This is evident not only in criminal prosecutions of regulatory offenses, but 
also in the imposition of vicarious criminal liability on corporations.2 In order to evaluate 
the wisdom of these changes, as well as to appreciate the significance of cross-border dif
ferences in public enforcement patterns, a normative theory of the civil–criminal divide is 
necessary. This part provides an overview of the competing alternatives.

The oldest normative theory of the civil–criminal divide is rooted in deontological ethics. 
It posits that the criminal label should be reserved for misconduct that is morally blame
worthy. This view, shared by Blackstone, traces its roots to ancient Greek philosophers as 
well as natural law proponents like St. Thomas Aquinas.3 Modern supporters include Hen
ry Hart, who wrote in his seminal 1958 article “The Aims of the Criminal Law”:

[A crime] is not simply anything which a legislature chooses to call a “crime.” It is 
not simply antisocial conduct which public officers are given a responsibility to 
suppress. It is not simply any conduct to which a legislature chooses to attach a 
“criminal” penalty. It is conduct which, if duly shown to have taken place, will in
cur a formal and solemn pronouncement of the moral condemnation of the com
munity.4

Hart viewed the criminal label, when appropriately limited to morally repugnant conduct, 
as an important part of a free society’s effort to develop a shared sense of conscience. 
Not surprisingly, he objected to the imposition of criminal sanctions for strict liability or 
negligence-based offenses, noting the “shocking damage that is done to social morale by 
open and official admission that crime can be respectable and criminality a matter of ill 
chance, rather than blameworthy choice.”5 Jerome Hall similarly believed that criminal 
punishment is just only when imposed on “those who have knowingly committed moral 
wrongs.”6
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A utilitarian challenge to this view of the civil–criminal divide was mounted by Jeremy 
Bentham and Cesare Beccaria in the eighteenth century,7 and again by Oliver Wendell 
Holmes in the nineteenth,8 but did not gain traction until Gary Becker’s 1968 article 
“Crime and Punishment: An Economic Approach.”9 Becker argued that the civil and crimi
nal law (p. 948) should be viewed as serving the same goal: social welfare maximization. 
This goal is advanced when threatened legal sanctions—whether civil or criminal—cause 
individuals to internalize the costs their activities impose on third parties. In Becker’s 
view, the criminal label derives its importance not because it targets “immoral” conduct, 
as Hart believed, but rather by virtue of the sanction it uniquely makes available: impris
onment. Imprisonment is more socially costly than monetary sanctions, but is better able 
to deter judgment-proof individuals. Becker therefore argued that conduct should be pur
sued criminally only if a defendant lacks sufficient assets to satisfy an optimal monetary 
sanction, warranting imprisonment; otherwise, civil remedies are preferred.10

Becker’s article spawned tremendous interest in the economic analysis of criminal law.11

It also attracted its share of critics.12 For example, many objected to the notion that only 
judgment-proof defendants should face imprisonment as unfairly privileging the rich.13

Others attacked the assumption that potential criminals behave as rational economic ac
tors, weighing their anticipated gain from engaging in criminal conduct against the 
threatened criminal sanction.14 Still others took offense at the idea that sanctions should 
invite such weighing in the first place. In Becker’s framework, sanctions should cause a 
potential defendant to internalize the harm his actions will impose on society; if the bene
fit of a crime to the perpetrator exceeds this expected sanction, the socially efficient re
sult is for the perpetrator to commit it. But such a notion is at odds with the traditional 
deontological account of the criminal law, as well as with common sense. Criminal sanc
tions should be designed to deter unconditionally, it is generally thought, not to price 
criminal behavior in the Pigouvian sense.

Subsequent writers in the law and economics tradition have attempted to deal with the 
last critique.15 For example, in an influential article Steven Shavell assumed that the so
cial benefits from crime are zero, regardless of the private benefits perpetrators (p. 949)

derive.16 “Allowing for a divergence between social and private benefits gives the analyst 
greater freedom to describe society’s values,” Shavell explained.17 This approach calls for 
setting expected criminal sanctions so that they exceed the private gain the perpetrator 
would obtain from committing the crime, resulting in unconditional deterrence.18 Richard 
Posner has similarly observed that criminal sanctions “are not really prices designed to 
ration the activity,” as Becker’s model suggests; rather their “purpose so far as possible is 
to extirpate it.”19 While this approach may comport better with our sensibilities than 
Becker’s, it fails to provide a normative justification for the civil–criminal divide. When ex
actly should conduct be deterred unconditionally, thus warranting a criminal sanction, 
and when should it merely be priced? Are answers available that do not fall back on con
cepts of morality?
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Guido Calabresi and Douglas Melamed provide one in their famous article “Property 
Rules, Liability Rules, and Inalienability: One View of the Cathedral.”20 According to Cal
abresi and Melamed, the first issue which must be faced by any legal system is the alloca
tion of entitlements—for example, “the entitlement to make noise versus the entitlement 
to have silence, the entitlement to pollute versus the entitlement to breathe clean air, the 
entitlement to have children versus the entitlement to forbid them.”21 The second issue a 
legal system must confront is how to protect the entitlements it has decided to grant, 
whether by property, liability, or inalienability rules. Property rules require “someone who 
wishes to remove the entitlement from its holder [to] buy it from him in a voluntary trans
action.”22 A liability rule, by contrast, allows someone to destroy the initial entitlement so 
long as they are willing to pay an objectively determined value for it, and inalienability 
rules forbid the transfer of the entitlement entirely, even if the holder consents.23 

Property rules are an appropriate way to protect entitlements when the transaction costs 
associated with voluntary negotiation are low, Calabresi and Melamed explained; liability 
rules, by contrast, are to be preferred when high transaction costs make a collective de
termination of value preferable, and inalienability rules when society wishes to bar trans
fer of the entitlement altogether.24 Within this framework, Calabresi and Melamed view 
criminal punishment (which they understand as seeking to deter unconditionally) as a 
mechanism for preventing people from essentially converting property and inalienability 
rules into liability rules through fiat.25

(p. 950) Like the deontological account discussed at the outset, Calabresi and Melamed’s 
approach assumes that the criminal category includes only intentional misconduct. They 
explain that the thief or rapist must be treated differently from the negligent driver:

The only level at which, before the accident, the driver can negotiate for the value 
of what he might take from his potential victim is one at which transactions are 
too costly. The thief or rapist, on the other hand, could have negotiated without 
undue expense (at least if the good was one which we allowed to be sold at all) be
cause we assume he knew what he was going to do and to whom he would do it.26

Richard Posner, who has similarly argued that the “major function of criminal law in a 
capitalist society is to prevent people from bypassing the system of voluntary, compensat
ed exchange,”27 offers an additional reason for limiting the criminal law to intentional 
misconduct: a requirement of intent limits the unique over-deterrence potential of crimi
nal sanctions.28 Without an intent requirement, which allows one to avoid criminal liabili
ty with some degree of confidence, the severity of criminal sanctions might chill socially 
productive activities.29 The same over-deterrence concern dictates clarity in the scope of 
the criminal prohibition.30

Expanding on Posner’s work, Keith Hylton has addressed in more detail “when penalties 
should be set to internalize social harms and when they should be set to completely deter 
offensive conduct.”31 According to his model, sanctions designed to deter unconditionally 
(i.e., criminal sanctions) are appropriate in two situations: (1) when the offender’s gain is 
never greater than the victim’s loss (as one might presume is the case with respect to vio



Public Enforcement: Criminal versus Civil

Page 5 of 17

lent crimes) and (2) when the conduct is market-bypassing. If the transaction costs asso
ciated with bargaining over the entitlement are low, Hylton explains, “then the optimal 
punishment policy is to set the penalty at the full deterrence or gain-eliminating level” so 
as to “force potential offenders to use the market.”32 By contrast, if transaction costs are 
high, and the offender’s gain may exceed the victim’s loss, “then the optimal policy is to 
set the penalty at a level that internalizes society’s losses.”33 Hylton proceeds to explain 
how the doctrine of criminal (p. 951) intent “serves a channeling function that permits us 
to distinguish the different sorts of conduct” in order to allocate civil and criminal penal
ties appropriately.34

The theories advanced by Posner and Calabresi and Melamed have, like the Beckerian 
model, been subject to critique. Alvin Klevorick, for example, has faulted them for being 
too restrictive.35 To illustrate, he points out that buying votes may be deemed a crime 
even though it is not market-bypassing (to use Posner’s lexicon) and even though it repre
sents the conversion of an inalienability rule into a property rule rather than a liability 
rule (to use Calabresi and Melamed’s).36 He offers a similar but more generalized formu
lation of the civil–criminal divide: “An act is a crime because the actor behaves in a way 
that is contrary to [] the transaction structure that society has established.”37 This struc
ture, he explains, “sets out the terms or conditions under which particular transactions or 
exchanges are to take place under different circumstances.”38 He emphasizes that the 
criminal category therefore ultimately depends on the transaction structure a society has 
chosen to adopt—something that is informed by moral and political considerations that 
disciplines other than economics are best suited to explore.39

All of the economic accounts of the civil–criminal divide discussed thus far treat individ
ual preferences as exogenous to the criminal law. In “An Economic Analysis of the Crimi
nal Law as a Preference-Shaping Policy,” Kenneth Dau-Schmidt questions this assump
tion.40 He suggests that the criminal law, in addition to shaping opportunities, should be 
viewed as a mechanism for shaping preferences. In other words, in addition to making 
crime unprofitable through the imposition of sanctions, Dau-Schmidt posits that the crim
inal law also has the capacity to make crime less desirable by shaping attitudes. He ar
gues that the criminal label should apply to conduct only when the social benefits of 
changing individual preferences through the criminal law outweigh the social costs. This 
condition is most likely to be met, he explains, with respect to preferences “whose real
ization is assigned no value in the social welfare function and which interfere with prefer
ences whose realization is highly valued in the social welfare function.”41 Dau-Schmidt 
fails to explain how a society should pick which preferences to ignore or exalt in the so
cial welfare function, however, referring such questions to philosophers, theologians, and 
other non-economists.42 Dau-Schmidt’s analysis thus essentially recasts in economic 
terms the deontological theory of the civil–criminal divide discussed at the outset. As he 
himself explains, “[u]nder the preference-shaping theory, criminal punishment is not 
merely the price of crime, but is also an expression of society’s condemnation of the crim
inal act and an effort to discourage preferences for such activity.”43 Social preferences, 
he writes, “can be understood as the economic description of morality.”44
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(p. 952) Like the deontological theory, Dau-Schmidt’s preference-shaping account implies 
that the criminal category should be limited to intentional conduct: “If the person does 
not intend the proscribed harm but rather causes it out of negligence or mistake, the 
person’s acts do not indicate deviant preferences” that require shaping.45

3 Theoretical Implications for Corporate Law
From these diverse theories of the civil–criminal divide flow some common implications 
regarding the public enforcement of corporate laws and standards. It is worthwhile to 
briefly survey these implications before turning, in the next part, to review actual public 
enforcement patterns in the United States and abroad.

With the possible exception of Becker’s pricing model of the criminal law, which I will not 
consider further, each of the approaches discussed above would support imposing crimi
nal sanctions on corporate managers who intentionally defraud or steal from sharehold
ers.46 The same can be said for intentional derelictions of duty—“bad faith” conduct, in 
the language of the Delaware courts. This sort of behavior is widely perceived as morally 
blameworthy or, if you would rather, as reflecting deviant preferences. Moreover, it is an 
affront to a capitalist society’s “transaction structure”: shareholders are entitled to the 
residual value of their firms; if managers want to appropriate part of that value for them
selves, or intentionally put it at risk through their recklessness, they are required to bar
gain for the right47—something a pricing system of civil liability would not encourage 
them to do.

Conversely, none of the theories would support imposing criminal sanctions on corporate 
managers who merely breach their duty of care, as none consider negligence an appropri
ate basis for criminal sanctions. If it were difficult to distinguish fraud or bad faith from 
mere negligent management or bad luck (in other words, if legal error were a significant 

(p. 953) risk), these theories would also uniformly urge caution in imposing criminal sanc
tions: imposing criminal sanctions on undeserving defendants would both be unjust and 
could lead to significant over-deterrence.

Each of these approaches also casts doubt on the use of vicarious corporate criminal lia
bility—the imposition of criminal sanctions on a corporation (and, ultimately, its share
holders) for the crimes of its employees undertaken in the scope of their employment. 
Those who take a deontological view of the civil–criminal divide have traditionally reject
ed vicarious corporate criminal liability on the ground that it is divorced from personal 
guilt and moral agency.48 Vicarious corporate liability has also been attacked as ineffi
cient in the criminal context.49 This is because the economic justification for vicarious lia
bility presumes the underlying offense is “priced,” rather than criminally sanctioned. 
When this is in fact the case, vicarious liability can have the laudable effect of incentiviz
ing shareholders to prod their firms to invest socially optimal amounts of corporate re
sources in deterrence efforts.50 When the conduct is sanctioned, by contrast, vicarious li
ability threatens to over-deter by causing shareholders to internalize more than the social 
harm employees cause.51 Framed differently, the failure of shareholders to prevent em
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ployee misconduct is not itself an affront to society’s “transaction structure” warranting 
criminal sanctions—at least absent evidence of shareholder complicity in, or willful blind
ness to, the employee misconduct (which would support direct, fault-based liability).

To be sure, attempts have been made to defend corporate-level criminal sanctions, on 
both moral and instrumental grounds. For example, theories of organizational guilt have 
been advanced to justify the practice.52 It has also been argued that corporate-level crimi
nal sanctions may serve a valuable “preference-shaping” or “expressive” function.53 I can
not do (p. 954) these arguments justice in the space afforded here,54 but will simply note 
that they rarely go so far as to support true vicarious liability; rather, most require as a 
predicate to corporate liability a showing of fault that is either pervasive throughout the 
organization or traceable to the top management level.55

Vicarious corporate liability, whether imposed criminally or civilly, suffers from a more 
fundamental weakness when it comes to the public enforcement of laws that are meant, 
first and foremost, to protect shareholders from managerial opportunism. Imposing liabil
ity for misconduct on the victims of that misconduct is rarely just or efficient, and that is 
precisely what occurs when vicarious corporate liability is imposed for managerial viola
tions of corporate laws and standards.56

The theories of the civil–criminal divide discussed in the last part also help illuminate the 
private–public divide discussed earlier in this book. If a polity took a pure approach to the 
civil–criminal divide, limiting civil enforcement to “pricing” with the task of “sanctioning” 
reserved for criminal enforcers, it would follow that public civil enforcement should prop
erly be viewed as filling private enforcement gaps. After all, if shareholder suits were 
brought every time corporate managers breached their duties, and resulted in the offend
ing managers paying damage awards that fully compensated for all the harm inflicted, 
there would be no pricing work left for public enforcers to do. Thus, an inquiry into the 
ways in which private enforcement fails would help elucidate the desired contours of pub
lic civil enforcement.57

Of course, the label a polity has chosen to assign a public enforcer may not correlate with 
the nature of the sanctions they actually impose. Lines can be blurred, with “civil” en
forcers sometimes seeking “criminal” sanctions (in the sense of sanctions designed to de
ter unconditionally) and “criminal” enforcers sometimes seeking “civil” sanctions (in the 
sense of sanctions designed merely to price). The theories discussed above suggest this 
may be undesirable. Such blurring may make it more difficult for the populace to absorb 
messages about (p. 955) morality (or, if you would rather, social preferences) that criminal 
sanctions are hoped to deliver.58 It also raises efficiency concerns. For example, if civil 
and criminal enforcers sought to sanction the same misconduct, it would create the 
prospect of wasteful redundancies; if both sought to price the same offense, it might lead 
to over-deterrence.59 Furthermore, the involvement of multiple enforcers risks distorting 
litigation dynamics in unpredictable ways,60 and overlapping authority can undermine ac
countability and in turn the performance of public enforcers.61 This is not to say that a 
blurred civil–criminal divide is always undesirable: overlapping enforcement authority 
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can, under the right circumstances, have laudable effects on regulatory incentives, for ex
ample.62 It is to say, though, that a careful assessment of the institutional dynamics and 
political economy of a jurisdiction is necessary in order to determine whether shared re
sponsibility is truly social welfare enhancing.63

4 Theory versus Reality in the United States 
and Abroad
How closely do countries hew to the theoretical ideal when allocating public enforcement 
efforts between criminal and civil enforcers in the corporate law sphere? As one might ex
pect, the answer varies depending on the particular area of corporate law being exam
ined, as well as the country of interest.

The nearly universal treatment of negligent corporate mismanagement as a civil offense 
tracks well with theory. In the United States, duty of care violations are primarily litigat
ed in private derivative suits brought under state law, as discussed in the chapter by 

James Cox and Randall Thomas, this volume.64 But in other countries with less robust pri
vate enforcement mechanisms, such as the United Kingdom, civil public enforcement 
plays a greater role.65

(p. 956) In the wake of the financial crisis, there have been calls for more criminal 
prosecutions of the individuals and institutions whose risk taking contributed to the cri
sis.66 Others have cautioned against criminalizing risk taking (or the failure to adopt ade
quate internal controls to regulate risk taking), and criticize recent prosecutions that they 
contend do so under the guise of criminal fraud.67 As a matter of theory, the latter have 
the better argument. Imposing criminal sanctions for poor business decisions threatens to 
dilute the moral force of the criminal law, and risks over-deterring socially desirable be
havior. Under no theory of the civil–criminal divide is it advisable.

True fraud presents a very different case, of course, as do other intentional violations of 
managers’ fiduciary duties. These sorts of offenses do warrant criminal sanctions as a 
matter of theory, and in reality most jurisdictions treat this behavior as criminal. That is 
not to say that all jurisdictions pursue corporate fraud and disloyalty with the same level 
of intensity. As discussed in the chapter by Howell Jackson and Jeffery Zhang, this vol
ume, there is significant variation in the level of public resources that countries invest in 
public enforcement efforts, whether civil or criminal.

One important dimension along which countries vary significantly concerns the use of 
corporate criminal liability. At one end of the spectrum stands the United States, which 
authorizes criminal sanctions against corporations for any employee’s crime, so long as it 
is committed in the course of employment and the employee intended to benefit the com
pany (with both conditions interpreted loosely by courts).68 This may be referred to as the 
“agency” or “respondeat superior” approach to corporate criminal liability. At the other 
end of the spectrum stands Germany, which does not impose criminal liability on corpora
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tions at all, limiting corporate liability for employee misconduct to (p. 957) administrative 
fines and only then for wrongs committed by certain corporate officers.69 Taking an inter
mediate position is the UK, which holds corporations criminally liable, but only for crimes 
by persons who control and direct the activities of the corporation.70 This is sometimes 
referred to as the “identification” or “alter ego” approach to corporate criminal liability.

Only the German approach is consistent with traditional theoretical accounts of the civil-
criminal divide. The UK approach deviates from these, but finds some modern normative 
support given its restriction to crimes by high-level corporate officers.71 The approach 
taken by the United States, however, finds no support in any extant theory of the civil–
criminal divide.72 What might then explain it? A full treatment of this interesting question 
is beyond the scope of this chapter, but a few preliminary observations may help to set it 
in context. The first is that criminal prosecutions of corporations in the United States may 
sometimes be driven by political or strategic, rather than theoretical, concerns. Billion-
dollar settlements to resolve allegations of “corporate crime” play well in the headlines, 
after all, especially when populist sentiment runs high. It is also the case that criminal 
prosecutors can leverage the threat of corporate criminal liability (which can impose dev
astating collateral consequences on a firm) to obtain assistance in prosecuting individuals 
within the firm who might be difficult to convict without board cooperation.73 The threat 
of corporate criminal prosecution may also be used to pursue non-criminal remedial ob
jectives, like corporate governance reforms (which are often featured in so-called de
ferred prosecution agreements (“DPAs”) entered into between companies and the United 
States Department of Justice74). While theory suggests that the pursuit of such objectives 
is better left to civil enforcers, path dependency and other frictions may give the edge to 
criminal enforcers in the United States. Finally, the United States may not be as different 
from the UK as it first appears. It may be that criminal enforcers in the United States use 
their prosecutorial discretion to target their enforcement efforts at firms with serious 
problems at high levels of the corporate hierarchy.75 Moreover, the United States Sen
tencing Guidelines instruct courts to consider a corporation’s internal control structure 
when making sentencing determinations.76

(p. 958) 5 Conclusion
A variety of theoretical and practical considerations may inform a polity’s choice between 
civil and criminal public enforcement of corporate law violations. This chapter has identi
fied the main normative arguments relevant to the choice between civil and criminal en
forcement, both generally and as applied to the corporate law context specifically, and 
has examined actual corporate law enforcement patterns in the United States and 
abroad. While enforcement patterns vis-à-vis individual defendants hew closely to the the
oretical ideal, there is substantial variation in countries’ use of corporate criminal liabili
ty, with some countries (most notably the United States) pursuing policies that are diffi
cult to defend theoretically.
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Abstract and Keywords

Plaintiffs’ lawyer fees and monetary awards have a distorting effect on shareholder value 
effects in US derivative cases. In this chapter we analyze the benefits of corporate litiga
tion without these externalities using a data set for the Netherlands between 2002 and 
2013. We find significant abnormal returns within a short timespan surrounding the filing 
and resolution of M&A-related lawsuits. Over longer horizons, resolutions have little im
pact on shareholder value. However, our findings suggest that longer waiting times for 
court resolutions are costly. The evidence from the Netherlands supports the view that in 
settings without strong distortions derivative style litigation may be important.

Keywords: corporate litigation, derivative cases, business courts, derivative style litigation, shareholder value ef
fects

1 Introduction
CORPORATE litigation is a topic of much interest due to its potential effect on firm value. 
Prior literature shows that the cost and likelihood of litigation may have a negative im
pact on shareholder value.1 Romano, for example, assumes that derivative cases are frivo
lous and add little shareholder value due to the size of the awards.2 Supporting this view, 
Coffee focuses on the large fee awards that the plaintiff’s attorneys expect to receive in a 
court settlement.3 While prior research has attempted to disentangle the effects of attor
ney fees and case merits, the analysis of derivative litigation in the absence of externali
ties has largely been overlooked.

One common feature of the recent literature is the suggestion that the increase of inde
pendent board directors has made it more difficult to launch a derivative action since in
dependent directors are unlikely to excuse the demand requirement.4 Better legal protec
tions and corporate governance have also been reported to lead plaintiffs to file higher-
quality suits that increase the probability of success. Supporting this view is the growing 
role of M&A-related litigation that has prompted attorneys to file cases in multiple juris
dictions, causing diminishing effects on shareholder wealth.5 Armour, Black, and Cheffins 
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further (p. 960) show that a “high-quality” filing is consistent with a pattern of negative ef
fects due to the percentage of high damage and attorney fees awards.6 Additionally, Cur
tis and Myers report that the merit-related factors play a role in the initiation and disposi
tion of derivative litigation, showing that plaintiffs’ attorneys are selective in cases where 
both the underlying legal merits and backdating of options are more egregious, since 
they are more likely to bring larger settlements.7 The focus of the current literature is to 
find the control forms to determine if these cases add value.

In this chapter, we use a natural experiment provided by the absence of attorney fees and 
monetary awards to examine whether derivative litigation impacts shareholder wealth 
negatively. Though the literature suggests that attorney fees and monetary awards stimu
late the filing of derivative cases, we conjecture that the absence of such incentives has 
the potential to result in filings that may be associated with gains for shareholders. This 
is because when conflict resolution is speedy and effective it is likely to have an impor
tant impact on a variety of the corporate finance issues the firm faces. Moreover, if filings 
result in settlements that involve corporate governance reforms, the market’s reaction to 
a perception of better post-litigation outcome might also materially benefit shareholders. 
The intuition is that shareholder wealth effects should be observable since conflict resolu
tion improves the alignment of management’s interests with shareholders’ and provides 
new information to the market.

We select a sample of shareholder suits from a country that has a well-developed corpo
rate litigation market that does not provide incentives for lawyers and private litigants: 
the Netherlands. We carry out our analysis using 589 filings that have been collected 
through multiple databases from the beginning of 2002 through the end of 2013. Corpo
rate litigation in the Netherlands is comparable to the US derivative suit since litigation 
costs are borne by shareholders. Moreover, shareholder litigation in the Dutch Enterprise 
Chamber focuses mostly on providing nonpecuniary remedies to resolving deadlocks or 
other intra-firm disputes. In contrast to the US, a filing in the Enterprise Chamber in
volves a two-step procedure in which the court first investigates the complaint and pro
duces an independent report on the correctness of the management’s decision. In the sec
ond step, the court determines if there has been mismanagement and then may take ap
propriate measures to remedy them.

We examine corporate litigation in two ways. First, we empirically analyze filings of listed 
and non-listed firms at the Enterprise Chamber. Since most plaintiffs are non-listed firms 
that have different governance structures and economic resources than listed firms, we 
conjecture a different demand for corporate litigation. In contrast, listed firms typically 
have better governance mechanisms, and therefore shareholders are more likely to rely 
on public enforcement.8 To evaluate the characteristics of listed firms, we split our sam
ple and analyze these cases. Second, we focus on filings and resolutions to determine 
whether (p. 961) acquisition-related lawsuits have an effect on firm value. To our knowl
edge, we provide the first empirical evidence on the effect of acquisition-related litigation 
on the firm value of Dutch firms.
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We first begin our investigation of these questions by examining the differences in the 
case filings of non-listed and listed firms. We find that most plaintiffs are non-listed firms 
seeking to obtain injunctions or resolve intra-firm conflicts, whereas listed firms are usu
ally involved in merger and acquisition related corporate litigation. To proxy for the effect 
of corporate litigation on firm value in non-listed, we focus on the effectiveness of court 
mechanisms to resolve conflicts between shareholders. In this way, we consider the 
court’s functioning in removing deadlock situations in small firms. While we cannot mea
sure the wealth effects as is possible with listed firms, we nevertheless conjecture that, 
using our empirical evidence, litigation adds value for small, non-listed firms. In fact, our 
findings strongly support the view that where the threat of litigation is high, the with
drawal effect of a case filing may add value.

Second, we examine how a selection of acquisition-related filings could generate positive 
abnormal returns. First, similarly to Cain and Davidoff,9 we focus on the relationship be
tween M&A litigation and shareholder value. We collect data on the share prices and per
form an event study for the impact of case filings and court resolutions. Using event win
dows of varying lengths to estimate the short- and longer-term effects, we find an abnor
mal return of 0.5% for firms that are subject to merger-related litigation between 2002 
and 2013. Our findings imply, taking the abnormal returns on the day of the filing, that 
shareholders do significantly better. Our results highlight that the market responds posi
tively to a filing since it may remove asymmetrical information and a deadlock situation 
between shareholders. In terms of resolution, we find a negative effect over the short-
term period near the resolution. This indicates that shareholders incur actual costs from 
the proceedings in the Enterprise Chamber. However, over the long term, we find that 
resolutions have little impact on the stock price. The result of this analysis is consistent 
with previous literature.

Overall, our research contributes to prior literature in three distinct aspects. First, this 
study is most clearly related to work by Kroeze that shows the Dutch model of corporate 
litigation has similar features to the Delaware Court of Chancery even though it is much 
smaller and provides few, if any, incentives to overcome lawyers’ collective action prob
lems.10 Second, while there are empirical studies on the effect of merit-based M&A litiga
tion on firm value,11 we believe that our findings are novel in this literature. To our knowl
edge, we are the first to show that M&A-related litigation is associated with positive 
shareholder wealth effects. Third, our work adds to the literature on the corporate litiga
tion of publicly listed firms. Prior studies have often assumed that private conflict resolu
tion is rarely launched by private parties against directors of publicly listed companies. 
The results of this study are consistent with other related studies on entrepreneurial firm 
litigation and venture capital12 (p. 962) whose findings suggest that non-listed firms are 
more likely to rely on private enforcement to resolve conflicts.

This chapter proceeds as follows. Section 2 provides a review of the trends of corporate 
litigation in the US and provides summary statistics of the pattern of shareholder litiga
tion in the Dutch Enterprise Chamber. Section 3 presents the empirical analysis of the ef
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fectiveness of the Dutch conflict resolution model. Section 4 examines the market impact 
of M&A-related litigation on firm value. Section 5 concludes.

2 Corporate Litigation in the United States
In this section, we review recent trends in corporate litigation in the United States. We 
organize the theoretical discussion into the factors that can lead to externalities in deriva
tive lawsuits. We also discuss the related empirical literature on multi-jurisdictional litiga
tion. We continue by looking at how corporate litigation can, from a theoretical perspec
tive, lower agency costs in a public firm. Finally, we describe the structure and character
istics of shareholder litigation in the Dutch Enterprise Chamber during the period 2002–
2013.

2.1 Trends in American Corporate Litigation

The Delaware Court has been widely recognized as the main forum of corporate litiga
tion.13 Recent studies have identified two major trends in corporate litigation that compli
cate the analysis of shareholder wealth effects. The first trend reveals the number of ac
quisition-related cases strongly dropped in the period before 2009.14 Since acquisition-re
lated litigation is the predominant source of lawsuits filed in Delaware, this sharply re
duces the court influence on corporate litigation. As Thompson and Thomas report, the 
majority of cases filed in the years 1999–2000 against public firms were acquisition-ori
ented class actions.15 A second trend indicates an increase of multi-jurisdiction lawsuits 
between 2005 and 2010. In addition to identifying the increased role for foreign jurisdic
tions in adjudicating leveraged buyout and merger transactions, empirical evidence lends 
support to the view that litigation in Delaware appears to have contracted earlier in the 
decade due to a variety of factors. Thus, in an increasingly competitive and transparent 
litigation environment, it becomes harder for any jurisdiction to maintain the competitive 
advantage while providing the same quality and fairness in litigation.

Several theories have been put forward for the shift out of Delaware. The first theory re
flects the pro-defendant orientation of the Delaware Chancery. Armour et al. argue that 
the sentiment has turned away plaintiffs to more favorable jurisdictions.16 While Armour 

(p. 963) et al. report the Vice Chancellor’s quotes that capture the sentiment against plain
tiffs, they are unable to locate a shift in Delaware law that would lead to precedents fa
voring defendants.17 Conversely, a second theory holds that plaintiffs’ attorneys have a di
rect financial incentive to file cases outside Delaware. The implication is that factors, 
such as attorney fee cuts by the Delaware court in agreed settlements, create strong in
centive to file cases outside Delaware. As attorneys seek out more profitable fees outside 
Delaware, state courts accelerate this trend by competing for acquisition-related cases. 
Cain and Davidoff show that states compete on attorneys’ fees and settlement rate.18 As 
such, to compensate for the loss of market share of cases, courts adjust these factors to 
account for their losses.
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Filing cases in multiple jurisdictions allows for additional strategic advantages. First, at
torneys can press for expedited proceedings. Second, filing cases in other jurisdiction can 
support objections made in previous filed cases. These advantages increase the pressure 
for the defendants to settle and increase the leverage of the plaintiffs. Collectively, these 
factors will accelerate the move out of Delaware and affect the results of measuring the 
shareholder wealth effect.

However, Delaware remains an important corporate litigation forum as it signals the de
termination of the plaintiff. Armour et al. report that plaintiffs’ counsel still favors 
Delaware as the leading forum for acquisition-related and derivative litigation.19 Given 
the stature of the court, plaintiffs filing cases in Delaware over competing jurisdictions 
still have credibility. In fact, over the period 2009–2011, the number of cases strongly in
creased. It is likely, moreover, that this trend will continue, particularly in light of the 
Delaware State Legislature’s recent approval of amendments to the Delaware General 
Corporation Law authorizing forum selection clauses in the charters and bylaws that des
ignate Delaware as the sole forum for litigation.

2.2 Measuring Wealth Effects of Corporate Litigation

This section examines the factors motivating corporate litigation and the effect of litiga
tion on shareholder value. Absent externalities, corporate litigation is a mechanism that 
can improve the alignment of interests between shareholders and management. This 
alignment is typically conjectured to play an important role in generating value for share
holders. Two important factors influence shareholder value as lawsuits tend to limit the 
negative effect of principal–agent problems between shareholders and management.20

First, as the early literature has established, asymmetric information may prevent an effi
cient outcome. In typical shareholder lawsuits, such as mergers and acquisitions (M&A), 
information known to the board, but unknown to shareholders, may prevent the share
holders from fully valuing and assessing a bidder’s offer. Litigation can theoretically add 
value by removing the information asymmetry between parties. Second, inequality in bar
gaining power between the two parties may lead to inefficient outcomes. Hence, corpo
rate litigation works to protect minority shareholder rights and improve shareholder val
ue by limiting externalities in settlement procedures.

(p. 964) Empirically, the relationship between corporate litigation and generating share
holder value is less well established. Early literature has moved from a focus on case 
studies of corporate litigation21 to measuring wealth effects of intra-firm litigation.22 One 
important strand of recent empirical evidence stems from studies that have focused on 
lawsuits related to M&A. An observation of M&A transactions is that most deals lead to 
litigation. Cain and Davidoff report that in 2005 only 38.7% of significant-sized deals 
were subject to litigation, whereas in 2011 this rose to 94.2%.23 There is also evidence 
that, during the same period, the cases filed in multiple jurisdictions increased from 8.6% 
to 47.4%. Overall, the growing role of M&A-derivative litigation has led to the heavy use 
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of fee-shifting and minimum-stake-to-sue provisions, as well as attorneys filing cases in 
multiple jurisdictions, which is consistent with diminishing effects on shareholder wealth.

Some writers argue that the optimal strategy of plaintiffs’ law firms is to settle claims 
rather than pursue strong lawsuits.24 There is also evidence that top plaintiffs’ law firms 
are more likely to gain success in M&A lawsuits, suggesting the value-enhancing mecha
nism of filing plaintiff’s lawsuits.25 The implication of this study is that litigation offsets 
the fall in probability of deal completion with an increase in expected takeover premiums 
generating economic value for target shareholders.

On the other hand, target stock price reactions to bid announcements do not fully antici
pate the positive effect from the potential ligation. One strand of the literature focuses on 
how settlements appear to have negative effects on share prices, whereas court rulings 
have a positive effect.26 Typically, firms with weak corporate governance structures are 
willing to settle, signaling to investors they are vulnerable due to high agency costs. 
Thompson and Thomas find evidence that M&A lawsuits suits have high levels of litiga
tion agency costs.27 As a consequence, we would expect to see a weak response of the 
share price. Since litigation may remove asymmetric information, Thompson and Thomas 
argue that in 1999–2000 merger litigation had a role in reducing managerial agency 
costs.28

Another strand of literature offers insight on the shareholder wealth effect of corporate 
litigation via derivative lawsuits. Theoretically, derivative lawsuits can increase share
holder value through the protection of shareholder rights. As noted, early empirical stud
ies find that the filing of a derivative lawsuit does not significantly affect the stock 
price.29 This work is in line with prior findings that a negative effect can be expected with 
dismissals of a derivative suit and no market reaction to court decisions that overrule pro
posals to dismiss a case.30 More recent literature, however, indicates a negative effect on 
shareholder value for (p. 965) the filing of derivative cases, and this effect increases with 
case quality.31 One explanation for the decrease in shareholder wealth is that markets re
spond to increased uncertainty regarding the impact of the litigation on business continu
ity. The filing of a derivative suit signals unexpected corporate governance or manage
ment issues and information disclosed at the trial may harm future firm revenues.

An interesting recent suggestion is that shareholder litigation can increase shareholder 
value.32 In fact, the $279 million settlement of a derivative suit involving Activision Bliz
zard in 2014, and a $130 million derivative settlement of the Freeport–McMoRan action 
in 2015 seems to reinforce the suggestion that settlements of derivative litigation will 
lead to direct dividend payments to shareholders, resulting in shareholder gains.

Other studies have investigated the wealth effects of corporate litigation in the pricing 
mechanism of IPOs. Underpricing at the IPO provides insurance for firms with high litiga
tion risk and can lower the expected litigation costs.33 In order to defend against corpo
rate litigation, firms with high litigation risk might increase their cash holdings. Share
holders, on the other hand, would prefer higher payouts as excess cash might increase 
damage payments.34 These findings suggest that while the size and impact of litigation 
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risk is well known, the resulting effect on shareholder wealth is not entirely known due to 
the possible impact of externalities.

2.3 The Dutch Enterprise Chamber

In this section, we describe the development of the Dutch Enterprise Chamber from the 
perspective of its long-standing role in the enforcement of corporate governance. We then 
provide summary statistics about trends in cases filed and withdrawn and verdicts ren
dered over the last decade. The data shows that while there was a decline in cases from 
2004 to 2007, there has been a steady increase in new cases after 2010.

For years, the Netherlands ranked consistently behind the United States and United King
dom, with respect to corporate governance. This is reflected in much lower firm perfor
mance and increased cost of capital. In terms of the legal regime, the Netherlands ranked 
low in investor protection and, in the context of listed companies, Dutch firms were seen 
to make takeovers very difficult to achieve. The Netherlands has taken steps, over the 
last decade, to provide better legal protections for minority shareholders, and mecha
nisms to monitor management’s actions. Starting with the introduction of the Dutch Cor
porate Governance Code in 2003, and amendments to the Dutch Civil Code in 2004, 
Dutch firms have been committed to the implementation of higher standards of gover
nance. The perceived payoff of better corporate governance standards was also influ
enced, in some cases, by firms’ calculation of potential costs associated with the “Dutch 
discount,” which refers to the fact that firms trade lower than their competitors abroad 
due to the lower standards of governance (p. 966) in the Netherlands. According to this 
theory, managers have tended to focus on lowering the “Dutch discount” as a motivation 
for their strongly held commitment to the enforcement of the Dutch corporate gover
nance code. One of the results of the amendments to the Dutch law is the renewed focus 
of the Enterprise Chamber. The Dutch Enterprise Chamber has been labeled as the Euro
pean counterpart of Delaware.35 While there are similarities between Delaware and the 
Enterprise Chamber, a closer look at the Dutch statute and procedure suggests that there 
may be some differences. For example, derivative lawsuits are not possible in the Nether
lands. Under Dutch law, the Enterprise Chamber has jurisdiction when: (1) doubts arise 
as to whether a company is properly managed (the inquiry procedure)36; (2) there are 
conflicts regarding the removal of a firm’s Supervisory Board organized under the Struc
ture Regime37; (3) shareholders are dissatisfied with financial reporting and challenge 
the annual account38; (4) a shareholder that owns at least 95% of the outstanding share 
capital seeks to freeze out the remaining shareholders39; or (5) conflicts arise between 
shareholders and harm the existence of the corporation, allowing for a forced buyout of 
shareholders.40 Also, in the absence of contingency fees, Dutch lawyers do not have the 
same incentives as US lawyers.41 Hence, plaintiffs’ attorneys working under a fixed fee 
system in the Netherlands will no doubt have incentives to settle cases.42

The court, which includes three justices and two lay members with financial experience, 
has arguably exerted most influence on the development of Dutch corporate law and the 
protection of minority shareholders through the inquiry procedure.43 Upon request, the 
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Figure 36.1  The Enterprise Chamber’s proceedings.

Source: Data from the Enterprise Chamber.

court has the ability to initiate an inquiry into the policy, management, and conduct of 
business in a company when there are well-founded reasons to believe that a company is 
or has been managed improperly and incorrectly. The inquiry procedure was first intro
duced in 1928 to strengthen the position of minority shareholders in Dutch listed firms, 
although it had no practical use until 1971, when an overhaul of Dutch company law laid 
the foundation for a popular dispute resolution mechanism.

Over the years from 1996, the demand for the court in conflict resolution has increased 
substantially. Figure 36.1 shows that the arrival of new cases has mostly increased from 
the period 1996–2001. In this period, the number of new cases grew 165%, from 68 cases 
in 1996 (p. 967) to 180 in 2001. The large increase in these cases can be attributed to 
changes in the law. In the subsequent period, the number of cases started to decline. Sev
eral theories have been put forward to explain this trend. First, changes in the law and 
the appointment of a new president of the court may be one of the contributing factors.44

Other factors contributing to the decline include the rapid and transparent proceedings 
of the Enterprise Chamber itself. Recent media accounts indicate that plaintiffs that pre
fer less transparent proceedings typically will lodge actions in Dutch civil courts to pre
vent negative publicity following from a lawsuit with the Enterprise Chamber.45

The two periods of decline in new cases seem to imply that the improved incentives to 
bring litigation in the first period may have had the unintended effect of increasing the 
costs of this style of litigation for some parties. Our evidence suggests that the Enterprise 
Chamber’s highly public exposure of the details of the litigation, often involving weak cas
es and corporate governance practices, may have triggered the migration of cases away 
from the Enterprise Chamber to civil courts. The “reputation theory” holds that some 
shareholders tend to pursue claims in civil court to avoid the impact of negative publicity 
on firm value.

We also find some evidence that the pickup in new cases after 2010 is consistent with the 
corporate governance hypothesis that shareholders have incentives to litigate code viola
tions to influence the quality of the firm’s internal governance regime. This data is also 
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Figure 36.2  The number of cases withdrawn in the 
Enterprise Chamber.

Source: Data from the Enterprise Chamber.

consistent with Figure 36.3, which shows the increase in inquiry procedure requests from 
2010 to 2014.

(p. 968)

We also ask whether the Enterprise Chamber, like Delaware, is delivering settlements be
tween shareholders, and decreasing the costs of litigation to all parties. To understand 
the role of the Dutch Enterprise Chamber in facilitating agreements, Figure 36.2 shows 
the number of withdrawn cases. Over the period from 2003 to 2014, an average of 40.4% 
of new cases were withdrawn. There are various ways to interpret the increasing trend of 
settlements. First, it is quite possible that the economic downturn of 2008 and the follow
ing crisis may have triggered an increase in the number of settlements. Since most plain
tiffs are unlikely to have recovered economic damages or costs, it is more likely that par
ties would focus on the potential to resolve conflicts through other channels. Similarly, 
since attorney fees are typically proportional to the length of procedure, plaintiffs clearly 
had an incentive to settle. To be sure, there is another possibility: that plaintiffs simply 
filed claims as a threat, which had lost its effectiveness during the financial crisis, to in
duce a settlement.

3 The Dutch Enterprise Chamber and the Con
flict-Resolution Model
This section examines the two stages of the inquiry procedure and the injunction relief, 
which are the two main functions of the Dutch corporate court mostly sought after by 
firms. We analyze the number of inquiry procedure requests and measures that have been 
brought to the Enterprise Chamber by listed and non-listed companies.46 Finally, we in
vestigate the impact of the court on the Dutch governance model.
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Figure 36.3  Characterization of the inflow of new 
cases.

Source: Data from the Enterprise Chamber.

(p. 969)

3.1 Stage One: The Inquiry Procedure

As we have noted, the inquiry procedure is one of the most important mechanisms of the 
Dutch Enterprise Chamber. It is generally recognized that the certainty, speed, and pre
dictability of the Enterprise Chamber increased as precedent expanded. Figure 36.3
shows that over the period 2010–2014 about 60% of the new cases were seeking conflict 
resolution within the scope of the inquiry procedure. The bulk of the remaining actions in
volve conflicts about the supervisory board, financial statements, squeeze-outs, and buy
outs. As we might expect, Table 36.1 shows that while the length of these procedures can 
vary, the Enterprise Chamber is able to deliver fast-track conflict resolution.

Dutch corporate law provides that only a narrow range of individuals are entitled to re
quest an inquiry procedure.47 Besides the public prosecutor (for reasons of public inter
est) and labor unions (for employees’ interests), the most important constituency allowed 
to request an inquiry procedure is shareholders (or depository receipt holders) alone or 
collectively owning at least 10% of the outstanding shares (or depository receipts, respec
tively) of a company or shares with a nominal value of €225,000, or a lesser amount as 
provided by the articles of association. The inquiry procedure contains two stages. In the 
first stage, parties may request an inquiry into the affairs of the corporation to determine 
whether the firm has been mismanaged. If the Enterprise Chamber shares the applicant’s 
concerns, it will appoint one or more individuals, who will conduct an investigation and 
file a report with the court.48 In the second stage, the Enterprise Chamber may (p. 970) be 
requested to take certain measures, provided that improper conduct and mismanagement 
follows from the report.49 These measures include: (1) the suspension or dismissal of 
board members; (2) the nullification or suspension of board or shareholder resolutions; 
(3) the appointment of temporary board members; (4) the temporary transfer of shares; 
(5) the temporary deviation of provisions of the articles of association; and (6) the dissolu
tion of the company.50 The firm or the applicants may appeal to the Supreme Court on le
gal grounds.51 On appeal, the Supreme Court will not review the factual findings and 
background of the case.
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Table 36.1 Average length of procedures

Period Inquiry proce
dure stage 1

Inquiry proce
dure stage 2

Supervisory 
Board

Squeeze out Conflict buy-out

2012 25 232 26 108 125

2013 37 245 43 103 125

2014 64 108 46 132 –

The average length of the main procedures in the Enterprise Chamber in days. The length is measured between the filing of the case 
and a court ruling.

Source: Data from the Enterprise Chamber.
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Table 36.2 summarizes the number of inquiry procedure requests and measures that have 
been brought by listed and non-listed companies to the Enterprise Chamber. Judging from 
the number of cases in the period 1971–1994, the inquiry procedure initially played a 
modest role in the development of company law and the reduction of managerial agency 
costs. First, the lengthy and formalistic two-stage procedure rendered immediate re
sponses to practical needs in a dynamic and ever-changing business environment impos
sible. Second, the limitation on the number of measures that the Enterprise Chamber 
could order constituted another reason for initial caution in employing the inquiry proce
dure. If, for instance, a conflict between shareholders caused the mismanagement of a 
company, the court’s discretion was limited to ordering the temporary transfer of shares 
to a nominee. This prevented the court from effectively resolving the dispute. Finally, the 
uncertainty about the application of the open “improper management” standard tem
pered the initial success rate of the inquiry (p. 971) procedure. Interestingly, as case law 
expanded, the certainty, predictability, and speed of the inquiry procedures increased (see 
Table 36.3). Table 36.1 shows that the length of the inquiry procedure has been consider
ably shorter in the recent period 2012–2014. The results highlighted here may partly ex
plain the spur for new case demands in the same period, as shown in Figure 36.1.
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Table 36.2 Inquiry requests and measures

First stage Second stage

Written request Request sus
tained

Request to rule 
on mismanage
ment

Mismanagement 
found by court

Final injunction 
relief sustained

Listed companies 31 22 15 9 6

Non-listed compa
nies

479 294 92 71 61

Source: Adapted from K. Cools, P. G. F. A. Geerts, M. J. Kroeze, & A. C. W. Pijls, Het recht van enquête, een empirisch onderzoek 
(2009).
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Table 36.3 Length of the inquiry procedure

Period Non-listed firms Listed firms

Number Length Number Length

1971–1994 99 – 4 –

1994–1999 80 mean 704
median 490

4 mean 1858
median 2024

2000–2007 300 mean 440
median 265

23 mean 564
median 447

The number of cases involving the inquiry procedure and the length of the procedure (days) for different time periods. The cases are 
split into non-listed and listed firms.

Source: Adapted from K. Cools, P. G. F. A. Geerts, M. J. Kroeze, and A. C. W. Pijls, Het recht van enquête, een empirisch onderzoek 
(2009).
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Figure 36.4  Popularity of the Dutch Inquiry Proce
dure.

Source: Adapted from K. Cools, P. G. F. A. Geerts, M. 
J. Kroeze, & A. C. W. Pijls, Het recht van enquête, een 
empirisch onderzoek (2009).

An analysis of the decisions into the inquiry procedures shows that the Enterprise Cham
ber defined a number of situations in which there are reasonable doubts whether a com
pany is properly managed. A large percentage of these actions involve conflicts with mi
nority shareholders in non-listed firms. Most actions arising in the Enterprise Chamber 
involve the following conflicts: (1) a deadlock in the decision-making process of the com
pany; (2) management has failed to disclose vital information to the minority sharehold
ers; (3) conflicts of interest between managers and shareholders have arisen or have not 
been (p. 972) properly countered by the company; (4) the company does not comply with 
the disclosure and accounting requirements; (5) the company has no, or an unfair, divi
dend policy; (6) assets are being removed or reallocated to the detriment of the share
holders or other stakeholders of the company; or (7) decisions of management are chal
lenged as being inconsistent with the rules of the Dutch Corporate Governance Code.

3.2 Stage Two: Injunctive Relief

Thus far we have looked at the number of inquiry procedure requests and measures that 
have been brought by listed and non-listed firms in the two-stage proceedings of the En
terprise Chamber. In this section we analyze requests for injunctive relief covering the 
period 2000–2008, and examine the factors contributing to the high settlement rate of 
these actions.

In 1994, the implementation of injunctive relief in Art. 349a (2) BW gave rise to the cur
rent popularity of the Enterprise Chamber (see Figure 36.4). Pursuant to Art. 349a (2) 
BW:

where an immediate remedy is required in connection with the condition of the 
company or in the interest of the inquiry, the Enterprise Chamber may at any 
stage of the proceedings, upon the application of the persons that requested the 
inquiry, order preliminary injunctions for the duration of the proceedings at most.
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Since then, an application for injunctive relief was the rule rather than the exception. In 
the period 2000–2007, out of 23 inquiry requests with respect to public firms, injunctive 
relief was requested in 21 of these cases; a preliminary remedy was granted in 57% of 
these cases. In the context of closely held firms, the number reached 234 requests for in
junctive relief in 300 cases with a “success rate” of 47%.

(p. 973)

Table 36.4 Injunctive relief

Mean Median

Listed companies 5 days 4 days

Non-listed companies 72 days 65 days

The time length (day) before injunctive relief is granted by the Enterprise Chamber. 
These statistics are calculated over the period 2002–2008.

Source: Adapted from K. Cools, P. G. F. A. Geerts, M. J. Kroeze, & A. C. W. Pijls, Het 
recht van enquête, een empirisch onderzoek (2009).

Recall that the “fast-track” procedure, under Art. 349a (2) BW, is characterized by speed 
and informality. Even though the formalistic two-stage inquiry continues after the court 
has granted an injunctive relief, the preliminary nature of the decision furthers the 
judiciary’s ability to assist in resolving the issues caused by the alleged improper manage
ment of the firm. Data on the number of days before an injunctive relief bears this out. 
During the period of 2002–2008, the average number of days before injunctive relief was 
granted was five days for listed and 72 for non-listed companies (see Table 36.4). On both 
counts, the procedure offered is clearly efficient for shareholders. Additionally, the 
process of injunctive relief is much quicker for publicly listed companies due to the 
amount of media attention and greater pressure that can be exerted by institutional in
vestors involved in the litigation.

In terms of relief, the Enterprise Chamber has full discretion to order any preliminary 
remedy as it sees fit. The most popular remedies for publicly listed firms are: (1) the ap
pointment of independent board members; (2) the prohibition of voting on particular 
agenda items; and (3) deviation from the articles of association.52 Conversely, the prelimi
nary remedies that are most popular for non-listed companies include: (1) suspending di
rectors; and (2) suspending shareholder resolutions.53 These results confirm our hypothe
sis that the inquiry procedure is not limited to mere after-the-fact adjudication. The evi
dence, moreover, indicates that the Enterprise Chamber procedure assists the parties in 
overcoming their differences by promoting informal and supposedly efficient solutions. 
These nonformalistic remedies offer parties an additional round of after-the-fact bargain
ing either by themselves or under the supervision of independent observers. The princi
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ple of (p. 974) fast, informal, and what we call judge-initiated “mediation” or “conciliation” 
appears to be very attractive to minority shareholders.54 In many cases, after the injunc
tive relief, the firm and its shareholders tend to follow the preliminary relief or settle 
their disputes amicably under the “supervision” of the Enterprise Chamber. In the context 
of non-listed firms, 120 out of 309 disputes in the period 2002–2008 were settled and 
published by the Enterprise Chamber.

3.3 The Chamber’s Impact on the Governance Model in the Nether
lands

In this section we document the dramatic differences in case characteristics of listed and 
non-listed firms. We use hand-collected data from lawsuits of the Dutch Enterprise Cham
ber. Our data set consists of all the 589 cases for the period 2002–2013. Most of the cases 
consist of non-listed companies that seek to obtain injunctions or resolve conflicts 
through an effective and efficient conflict-resolution process. Recall that listed firms typi
cally have better governance mechanisms and shareholders are more likely to rely on 
public enforcement.55 To explore the different dynamics of listed and non-listed firms, we 
split our sample and analyze the case characteristics.

Table 36.5 highlights the differences in litigation characteristics between listed and non-
listed firms. Almost 90% of the cases filed in our sample are from non-listed companies. 
We find that proceedings on merits and Supreme Court rulings are substantially more fre
quently invoked in lawsuits with listed firms. For example, 55% of the cases for listed 
firms proceed on the merits, while only 40% for the non-listed firms. Supreme Court rul
ings are more frequently invoked for listed firms, about 28% for listed firms whereas only 
2% of the cases for the non-listed firms. These findings support the size effect of the firm 
characteristics in our sample. Again, listed firms, because of their economic resources, 
are considerably more involved in complex litigation proceedings. Conversely, non-listed 
firms are typically smaller firms with fewer economic resources compared to listed firms.

In several lawsuit characteristics non-listed firms do not differ from listed firms. Surpris
ingly, we find no differences for interim measures taken by the court and recognition of 
mismanagement in lawsuits. Theory suggests that listed firms are more likely to establish 
good governance mechanisms than non-listed firms. As a result, mismanagement and 
court intervention would naturally be deemed less likely to be filed. On the other hand, 
listed firms may be considered mismanaged by self-interested managers in a struggle for 
corporate control. Indeed, it is possible to conceive of a firm as mismanaged not only if a 
potential conflict of interest existed, but also if it failed to take protection against such a 
conflict. Our data suggest, however, that listed firms are equally likely to face such mat
ters in corporate litigation.

The data shows that, together with a decrease in rulings, the duration of the cases has 
strongly increased from 61 business days in 2002 to 95 business days in 2013. This result 
is (p. 975) also in line with our previous conclusion from Table 36.1 on the average length 
of the inquiry procedure. While the average durations of court cases through the years 
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have varied, the trend seems to be that these are increasing. This leads to a lower effi
ciency level in the Dutch model of corporate litigation.

Table 36.5 Summary characteristics of our sample of lawsuits from 2002 to 2013

Listed Non-listed

General characteristics

Total cases 2002–2013 47 542

Average business days between filing and resolution 106 99

Mismanagement found by court 4 31

Proceeding on the merits 26 215

Supreme court ruling 13 9

Type of conflict

Takeover 5 16

Restructuring 33 6

Merger 0 1

Conflict 8 276

Unknown 0 243

Interim measures

Changes in statutes 6 46

Appointment of director 3 57

Appointment member of the board 4 25

Appointment member of the board with Veto 1 15

Overall, these findings raise questions about the current levels of litigation and the im
pact of the quality of the Enterprise Chamber as a platform for conflict resolution in the 
Netherlands. On the other hand, the data may be explained by the fact that mediation or 
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negotiation may have been more effective in recent years. As highlighted earlier, this 
would explain the notable decrease. One might expect that the Enterprise Chamber 
would facilitate more efficient conflict resolution outside the courtroom. Such an explana
tion is consistent with the evidence of longer case duration.

While efficiency reductions in conflict resolution for non-listed firms have a strong and di
rect effect on the Dutch economy, lower efficiency for listed firms will have a negative im
pact on international reputation and the possible establishment of international firms in 
the Netherlands. Table 36.6 shows the strong reliance of non-listed firms on the court res
olution mechanism. The volume of cases involving non-listed firms has actually increased 
over time, while case characteristics remained relatively unchanged. (p. 976) However, a 
reduction in these trends can lower the conflict resolution efficiency of the Dutch model.
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Table 36.6 Case characteristics of non-listed firms

Total cases Duration Proc. merits Interim mea
sures

Mismanagement

2002 71 61 39 17 3

2003 73 109 30 12 6

2004 49 68 14 9 1

2005 84 108 39 21 5

2006 83 88 39 19 5

2007 82 97 27 9 4

2008 66 100 22 16 5

2009 17 131 4 3 1

2010 9 683 1 1 1

2011 2 41 0 1 0

2012 2 357 0 0 0
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2013 4 95 0 2 0

The case characteristics of our sample of lawsuits for non-listed firms from 2002 to 2013. The duration of the case is measured in 
business days.
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Table 36.7 confirms a similarly negative effect for listed firms. While we have established 
differences in the characteristics of conflicts brought to court, the data show a similar 
time trend to that of non-listed firms. In absolute terms, the number of cases for non-list
ed firms have decreased over the time period, and the duration of some cases remains ex
tensive and is unlikely to change.

Overall, this evidence suggests that the increased duration of corporate litigation will 
have an effect on the market. Given the great uncertainty about interim measures, the 
market may respond negatively to filings of cases. On the other hand, this pattern of fil
ings may suggest improved efficiency obtained through litigation. Given the evidence, we 
cannot fully exclude the hypothesis that shareholders are more likely to settle through 
the litigation phase without a final court ruling. Note that as out-of-court settlements are 
typically conducted outside the public scope, empirical evidence is hard to obtain.

In this section, we have provided evidence on the important relationship between a spe
cialized company law court and improving the quality of corporate governance at the firm 
level. The data indicate the important role that the Enterprise Chamber plays in the en
forcement of the Dutch Corporate Governance Code and in limiting the asymmetric infor
mation problems for non-listed companies in governance conflicts. The evidence also re
veals that the popularity of the Enterprise Chamber’s unique two-stage inquiry procedure 
is linked to the success of its proceedings in balancing power in conflict-of-interest cases, 
and influencing the outcome of financial problems between parties. To some extent, the 
data presented here shows the extent to which lawmakers’ commitment to the introduc
tion and enforcement of efficient corporate-governance rules may make it possible even
tually to eliminate the Dutch discount.

(p. 977)
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Table 36.7 Case characteristics of listed firms

Total cases Duration Proc. merits Interim mea
sures

Mismanagement

2002 8 18 3 1 2

2003 5 110 3 1 0

2004 2 163 1 0 0

2005 8 48 5 3 0

2006 6 77 3 2 0

2007 3 6 3 2 0

2008 9 15 5 1 0

2009 – – – – –

2010 4 114 2 0 0

2011 1 679 0 0 1

2012 1 877 1 0 1
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2013 – – – – –

The case characteristics of our sample of lawsuits for listed firms from 2002 to 2013. The symbol “–” denotes that data was not avail
able in our sample.
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4 Shareholder Wealth Effects
In Section 2, we discussed how corporate litigation could affect shareholder wealth 
through market reactions on firm value. Indeed, recent studies have focused on the fil
ings effects of M&A-related lawsuits in Delaware on equity prices.56 In this section, we 
present evidence of the cumulative abnormal common stock returns around the initial an
nouncement and the final outcome of M&A-related cases in the Enterprise Chamber.

4.1 Measuring the Shareholder Wealth Effects in the Netherlands

Three central hypotheses are routinely discussed to explain the effect of acquisition-relat
ed litigation on equity prices. One explanation why derivative litigation has no impact on 
equity prices is that investors do not believe litigation will motivate management and de
ter misconduct.57 A second explanation suggests that the market’s reaction is an indica
tion that a lawsuit will be used to negotiate a higher control premium, which should have 
a positive impact on share prices.58 A third explanation documents how filings negatively 
impact the market’s perception of the firm, leading to lower shareholder value.59 This re
search suggests (p. 978) that the market’s reaction to the filing of M&A-related litigation 
can provide us with an indication of the litigation’s impact on the firm value.

Our focus of analysis concerns two important events in the litigation process. The first 
event is the filing of the case at the Enterprise Chamber, which allows us to verify the ef
fect of the market on the presence of a conflict between shareholders. The second event 
is the resolution of the matter in the Enterprise Chamber in which the conflict is settled 
by court intervention.

To measure the impact on shareholders’ wealth for both events, we employ an event 
study for all the cases for the listed firms in our sample.60 We collect the share prices61

for each individual firm and regress the stock performance on the market index,62 using 
the following equation

where Return  denotes the daily stock returns of firm i at time t. The parameters α  and 
β  are estimated over a period of 200 days that ends ten days prior to the court filing. In 
this way, our abnormal returns derived from our estimates are not influenced by the 
events. Next, we determine the abnormal returns of the stock, which is the difference be
tween the predicted return using the estimated parameters and the observed return. To 
analyze the effect of the events, we select a number of event windows and determine the 
cumulative absolute return over these periods.

Table 36.8 presents the cumulative abnormal returns (CARs) on the day of the filing of the 
litigation in the Enterprise Chamber and the final outcome of the litigation, as well as 
during the interval in between. These results are consistent with previous studies on gen

t,i i

i
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eral corporate litigation that find an average positive market response to the filing of liti
gation even though the firm has lost the lawsuit.63 The data indicate that the day after the 
filing, the market reacts with a slight decrease in value, lowering its expectation.

The findings also confirm our hypothesis that a filing in the Dutch Enterprise Chamber 
may lead to a positive increase in the stock price, and therefore the conflict-resolution 
mechanism of the Dutch Enterprise Chamber might ultimately add value for sharehold
ers. This impression is confirmed because the CAR over the event window [–2, 2] days is 
positive and significant.

We also find, on the longer horizon, a CAR that has a negative effect on the filing. On the 
one hand, this might indicate that case filing might lower the shareholder value. Howev
er, the event window with a longer horizon is based on a sample with only cases that have 
not yet been resolved. One explanation could be that over longer periods, the results sug
gest that these cases signal complexity to the market, causing additional uncertainty. The 
result is consistent with the view that after the filing, it is more likely that shareholder 
wealth will (p. 979) decrease, as uncertainty about the settlement increases. This interpre
tation is consistent with our view that speedy court procedures can add value for share
holders. Accordingly, if the time to settlement increases, the odds are that the market will 
react by lowering its expectation of the firm’s value.

Table 36.8 The impact of litigation on shareholder value

Window Event

Filing Resolution

[0] 0.48%***
(0.16%)

0.65%***
(0.15%)

[–2, 0] 0.25%
(0.15%)

–0.05%
(0.10%)

[–1, 0] 0.29%**
(0.10%)

0.00%
(0.13%)

[0, +1] –0.30%**
(0.11%)

0.26%***
(0.09%)

[–1, +1] –0.22%*
(0.10%)

–0.05%
(0.11%)
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[–2, +2] 0.21%*
(0.11%)

–0.28%**
(0.11%)

[–1, +10] –0.14%*
(0.06%)

–0.09%
(0.08%)

The cumulative abnormal returns for the events of filing a case at the Enterprise 
Chamber and of a resolution by the court. Event window 0 is the abnormal return for 
the day of the event. Subsequent periods denote the cumulative abnormal returns and 
are either days before or after the events. The standard error of the coefficients are re
ported between brackets and significance at a level of 0.10, 0.05, 0.01 with respective
ly *,**,***. The total amount of companies used is 43 and varies across periods to avoid 
overlaps between filling and resolution events.

On the other hand, Table 36.8 shows that if the court announces a resolution, the market 
will respond positively. Over a period of two days before the resolution and two days af
ter, we find a negative CAR, indicating that the resolution is costly in terms of the share
holders. However, over a longer horizon there is no significant impact on the share price. 
This suggests that the market has already priced the resolution at the times of the filing, 
which is consistent with prior US literature that the resolution of cases has little market 
impact.64

From the above analysis, it appears that the Dutch Enterprise Chamber has a reasonably 
similar conflict-resolution process to the Delaware court. Note, however, that while 

(p. 980) Badawi and Chen find empirical evidence for the negative impact of filing a deriv
ative suit in Delaware,65 we show, in contrast, a positive effect associated with the filing 
of merger-related litigation in Amsterdam. Importantly, while cases at the Enterprise 
Chamber can be compared to derivative suits, as previously explained, the crucial differ
ence is that the Enterprise Chamber is able to pursue an inquiry into management using 
the two-stage inquiry procedure. Yet, due to the special setting and inquiry methods, the 
court is able thoroughly to investigate claims in a transparent and low-cost fashion. For 
these and possibly other reasons, this procedure could in principle help out other coun
tries with specialized courts to litigate mergers efficiently.

Overall, our results are consistent with the shareholder wealth effects hypothesis of liti
gation filings, suggesting that positive abnormal returns reflect the possibility that the 
case will lead to an increase in shareholder wealth. Our results are robust and suggest 
that the Enterprise Chamber could, over time, attract more plaintiffs in acquisition-relat
ed cases. Further, our results indicate that speed is an important factor for the Enterprise 
Chamber to prevent erosion of shareholder wealth.
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5 Conclusion
The main purpose of this chapter is to examine if, absent attorney fees and monetary 
awards, the filing of a derivative case will add value for shareholders. Using Dutch data 
from the Enterprise Chamber, we show that a filing in an acquisition-related suit can have 
positive shareholder effects. This chapter finds that, in contrast with US literature, M&A-
related litigation in the Netherland’s Enterprise Chamber is associated with an abnormal 
return for target firms on a shorter horizon. We also show that the conflict-resolution pro
cedure of the Enterprise Chamber appears to be very effective because of its speed and 
reliability. We find that the data reveal a negative effect for prolonging resolutions. How
ever, as the US evidence shows,66 resolutions do not necessarily improve shareholder val
ue over a long horizon. These results support the view that markets may not fully account 
for how a case is resolved or the importance of complexity for interpreting the impact of 
the decision.

The findings of our chapter should be of interest to lawmakers and regulators who are in
terested in examining derivative litigation mechanisms. Our results suggest that a more 
effective derivative-suit mechanism can be obtained by prohibiting the use of incentives 
and improving speed to settlement. These findings also add further evidence as to the im
portance of the Dutch Enterprise Chamber’s model of corporate litigation, which has sig
nificantly better outcomes in promoting shareholder wealth by relying on the impact of 
the proposed litigation on attorney reputations, and the prevalence of nonpecuniary set
tlements.

Notes:

(1) Adam B. Badawi & Daniel Chen, “The Shareholder Wealth Effects of Delaware Litiga
tion”, 19 Am. L. & Econ. Rev. 287 (2017).

(2) Roberta Romano, “Shareholder Suit: Litigation Without Foundation”, 7 J. L. Econ. & 
Org. 55 (1991).

(3) John C. Coffee, Jr., “Understanding the Plaintiff’s Attorney: The Implications of Eco
nomic Theory for Private Enforcement of Law through Class and Derivative Actions”, 86 
Colum. L. Rev. 669 (1986).

(4) Robert B. Thompson & Randall S. Thomas, “Public and Private Faces of Derivative 
Lawsuits”, 57 Vand. L. Rev. 619 (2004).

(5) Matthew D. Cain & Steven M. Davidoff, “Takeover Litigation in 2011” (2012), Working 
Paper, available at: http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1998482.

(6) J. Armour, B. Black, & B. Cheffins, “Delaware’s Balancing Act”, 87 Ind. L. J. 1345 
(2012).

(7) Q. Curtis & M. Myers, “Do the Merits Matter? Empirical Evidence on Shareholder 
Suits from Options Backdating Litigation”, 164 U. Pa. L. Rev. 291 (2016).



Corporate Litigation in Specialized Business Courts

Page 30 of 33

(8) Organization for Economic Co-operation & Development (OECD), Supervision and En
forcement in Corporate Governance (2013), available at http://www.oecd.org/daf/ca/
SupervisionandEnforcementinCorporateGovernance2013.pdf.

(9) M. D. Cain & S. M. Davidoff, “A Great Game: The Dynamics of State Competition and 
Litigation” 100 Iowa L. Rev. 465 (2015).

(10) M. Kroeze, The Companies and Business Court as a Specialized Court, in The Quality 
of Corporate Law and the Role of Corporate Law Judges (L. Bouche, M. Knubben, J. A. 
McCahery, & L. Timmerman eds., 2006).

(11) See e.g., Badawi & Chen, supra note 1.

(12) D. J. Cumming, B. Haslem, & A. M. Knill, “Entrepreneurial Litigation and Venture 
Capital Finance”, 52 J. Fin. Quant. Anal. 2217 (2017).

(13) For an overview of the role of Delaware in corporate litigation see, e.g., R. Romano, 
Foundations of Corporate Law (2010).

(14) Armour, Black, & Cheffins, supra note 6.

(15) Thompson & Thomas, supra note 4.

(16) J. Armour, B. Black, & B. Cheffins, “Is Delaware Losing its Cases?”, 9 J. Emp. Legal 
Stud. 605 (2012).

(17) Id.

(18) Cain & Davidoff, supra note 5.

(19) Armour, Black, & Cheffins, supra note 16.

(20) M. C. Jensen & W. H. Meckling, “Theory of the Firm: Managerial Behavior, Agency 
Costs and Ownership Structure”, 3 J. Fin. Econ. 305 (1976).

(21) D. M. Cutler & L. H. Summers, “The Costs of Conflict Resolution and Financial Dis
tress: Evidence from the Texaco–Pennzoil litigation”, 19 RAND J. Econ. 157 (1987).

(22) S. Bhagat, J. A. Brickley, & J. L. Coles, “The Wealth Effects of Interfirm Lawsuits”, 35 
J. Fin. Econ. 221 (1994).

(23) Cain & Davidoff, supra note 5.

(24) R. S. Thomas & R. B. Thompson, “A Theory of Representative Shareholder Suits and 
its Application to Multijurisdictional Litigation”, 106 Nw. U. L. Rev. 1753 (2012).

(25) C. N. V. Krishnan, R. W. Masulis, R. Thomas, & R. B. Thompson, “Litigation in Mergers 
and Acquisitions”, 18 J. Corp. Fin. 1248 (2012).



Corporate Litigation in Specialized Business Courts

Page 31 of 33

(26) B. Haslem, “Managerial Opportunism During Corporate Litigation”, 60 J. Fin. 2013 
(2005).

(27) Thompson & Thomas, supra note 4.

(28) Id.

(29) Romano, supra note 2.

(30) D. R. Fischel & M. Bradley, “The Role of Liability Rules and the Derivative Suit in Cor
porate Law: A Theoretical and Empirical Analysis”, 71 Cornell L. Rev. 261 (1986).

(31) Badawi & Chen, supra note 1.

(32) A. Frankel, Ugly Duckling Shareholder Derivative Suits are Poised for Swandom (Jan. 
1, 2015), Reuters, available at: http://blogs.reuters.com/alison-frankel/2015/01/02/ugly-
duckling-shareholder-derivative-suits-are-poised-for-swandom/.

(33) M. Lowry & S. Shu, “Litigation Risk and IPO Underpricing”, 65 J. Fin. Econ. 309 
(2002).

(34) T. A. Gormley & D. A. Matsa, “Growing Out of Trouble? Corporate Responses to Lia
bility Risk”, 24 Rev. Fin. Stud. 2781 (2011).

(35) J. B. Jacobs, The Role of Specialized Courts in Resolving Corporate Governance Dis
putes in the United States and the EU: An American Judge’s Perspective, in The Quality of 
Corporate Law and the Role of Corporate Law Judges (L. Bouche, M. Knubben, & J. A. 
McCahery eds., 2006).

(36) See Arts. 344–359 of Book 2 of the Dutch Civil Code.

(37) See Arts. 158 and 161a of Book 2 of the Dutch Civil Code. The Structure Regime ap
plies to large firms in the Netherlands (roughly those with more than 100 employees and 
16 million euros in capital). These firms are required to have a two-tier board structure. 
The directors are appointed by the supervisory board. The shareholders are only able to 
dismiss the entire supervisory board.

(38) See Arts. 447–453 of Book 2 of the Dutch Civil Code.

(39) See Art. 92a of Book 2 of the Dutch Civil Code.

(40) See Art. 336 of Book 2 of the Dutch Civil Code for the exclusion procedure of share
holders and Art. 343 of Book 2 of the Dutch Civil Code for relinquishment procedure of 
shareholders.

(41) M. W. J. Jitta, Dispute Resolution in the Netherlands: Recent Decisions of the Enter
prise Chamber and Their Impact on the Corporate Governance of Dutch Companies, in 



Corporate Litigation in Specialized Business Courts

Page 32 of 33

The Quality of Corporate Law and the Role of Corporate Law Judges (L. Bouche, M. 
Knubben, & J. A. McCahery eds., 2006).

(42) M. Gelter, “Why Do Shareholder Derivative Suits Remain Rare in Continental Eu
rope?”, 37 Brook. J. Int’l. L. 843 (2012).

(43) Kroeze, supra note 10.

(44) R. G. J. Nowak, Corporate Boards in the Netherlands, in Corporate Boards in Law and 
Practice: A Comparative Analysis in Europe (2013).

(45) F. Schreurs, Ook bij Ondernemingskamer valt veel winst te behalen met aanstelling 
“stille bewindvoerder”, Het Financieele Dagblad, Nov. 1, 2013.

(46) Parts of this section are adapted from J. A. McCahery & E. P. M. Vermeulen, Conflict 
Resolution and the Role of Courts: An Empirical Study, in Company Law and SMEs (M. 
Neville & K. E. Sørensen eds., 2010).

(47) Arts. 345, 346, and 347 of Book 2 of the Dutch Civil Code.

(48) See Art. 350 of Book 2 of the Dutch Civil Code.

(49) Each case could generate several decisions, such as a preliminary measure, a final 
measure, the appointment of one or more persons to undertake an inquiry into the policy 
and conduct of the company, or the determination of the maximum amount of the costs of 
the inquiry.

(50) See Art. 356 of Book 2 of the Dutch Civil Code. Table 36.1 shows that only 6% of the 
requests in the context of listed companies (this is 13% in the context of non-listed com
panies) will result in a final measure. If we analyze our dataset for the period 2002–2008, 
we find that the appointment of temporary board members is the most popular measure 
(28%), followed by the suspension or dismissal of board members (23%), the temporary 
transfer of shares (18%), the nullification or suspension of board or shareholder resolu
tions (17%), the temporary deviation of provisions of the articles of association (11%), 
and the dissolution of the company (3%).

(51) See Art. 359 of Book 2 of the Dutch Civil Code.

(52) The list is derived from our dataset including both listed and non-listed firms that 
were not involved in bankruptcy proceedings. In the period 2002–2008, the Enterprise 
Chamber granted more than 130 preliminary reliefs.

(53) Since the inquiry proceeding is often used in non-listed firms to resolve deadlock situ
ations and minority squeeze-outs, the majority of resolutions that are either withdrawn or 
suspended include shareholder resolutions.



Corporate Litigation in Specialized Business Courts

Page 33 of 33

(54) This is true for both listed and non-listed companies. It appears that the inquiry pro
ceeding is a very attractive mechanism for resolving deadlock situations in closely held 
firms.

(55) OECD, supra note 8.

(56) Krishnan, Masulis, Thomas, & Thompson, supra note 25; Badawi & Chen, supra note 

1.

(57) Romano, supra note 2.

(58) Fischel & Bradley, supra note 30; Badawi & Chen, supra note 1.

(59) M. B. Billings, A. Klein, & E. Zur, “Shareholder Class Action Suits and the Bond Mar
ket” (2011), Working Paper, available at: http://papers.ssrn.com/sol3/papers.cfm?
abstract_id=1838582.

(60) See e.g., J. Campbell, A. Lo, & A. C. MacKinlay, The Econometrics of Financial Mar
kets (1997).

(61) All share prices are obtained using Datastream.

(62) For each individual firm we select the associated market, which is in our sample the 
AEX Index. As a robustness check for the market impact, we also use the MSCI World In
dex.

(63) Haslem, supra note 26.

(64) Romano, supra note 2.

(65) Badawi & Chen, supra note 1.

(66) Haslem, supra note 26.

Joseph A. McCahery

Joseph A. McCahery is Professor of International Economic Law at Tilburg University.

F. Alexander de Roode

Alexander de Roode is a researcher at the Quantitative Research department of 
Robeco.



The Compliance Function: An Overview

Page 1 of 24

Print Publication Date:  May 2018 Subject:  Law, Company and Commercial Law
Online Publication Date:  Oct 2015 DOI:  10.1093/oxfordhb/9780198743682.013.9

The Compliance Function: An Overview 
Geoffrey Parsons Miller
The Oxford Handbook of Corporate Law and Governance
Edited by Jeffrey N. Gordon and Wolf-Georg Ringe

 

Abstract and Keywords

This chapter discusses the compliance function, a form of internalized law enforcement 
employed by corporations and other complex organizations to ensure that employees and 
others associated with the firm do not violate applicable rules, regulations or norms. It 
first examines compliance within a general theory of enforcement. It considers the con
cept of internal control, the development of the compliance function and its distribution 
among control personnel, and compliance programs, policies, and contracts within an or
ganization. It then analyzes the oversight obligations of the board of directors and the 
management team including the chief executive officer, the chief financial officer, the 
chief compliance officer, the chief legal officer, and the chief risk officer. It also outlines 
the elements of a robust compliance program and concludes by considering internal in
vestigations, whistleblowers, criminal enforcement, compliance outside the firm, and 
business ethics beyond formal compliance.

Keywords: compliance function, enforcement, internal control, compliance programs, chief compliance officer, in
ternal investigations, whistleblowers, criminal enforcement, business ethics

1 Introduction
THE compliance function consists of efforts organizations undertake to ensure that em
ployees and others associated with the firm do not violate applicable rules, regulations, or 
norms. It is a form of internalized law enforcement which, if it functions effectively, can 
substitute for much (although not all) of the enforcement activities provided by the state. 
The importance of compliance and the extent of liability for its failure have greatly in
creased over the past decades in countries around the world. Together with its close 
cousins, governance and risk management, compliance is an essential internal control ac
tivity at corporations and other complex organizations.1

The compliance function is embodied, in part, in the fiduciary duty of directors, whose 
obligation to direct the management of corporations includes the responsibility to guard 
against illegal activities. The corporate law of compliance, however, extends beyond fidu
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ciary duties traditionally understood. It also includes substantive regulatory statutes, 
criminal laws, guidance from administrative agencies, codes of best practices, internal 
corporate rules, and other governing norms.

This chapter will examine the following topics: the analysis of compliance within a gener
al theory of enforcement; the development of the compliance function; the concept of in
ternal control; the distribution of the compliance function among control personnel; 

(p. 982) oversight obligations of directors and executives; compliance programs and poli
cies; internal investigations; whistleblowers; criminal enforcement; compliance outside 
the firm; and business ethics beyond formal compliance.

2 Compliance in a Theory of Enforcement
At the most general level, compliance involves a trade-off of costs and benefits. On the 
one hand, compliance can be a cheaper and more effective means to ensure that complex 
organizations obey applicable norms. The reason is that an external norm enforcer may 
not have the resources or the ability either to detect violations or to devise an effective 
system of sanctions. The organization has the knowledge and the ability more effectively 
to perform these tasks. It therefore makes sense for institutions to police themselves—to 
carry out a compliance operation.

On the other hand, because compliance delegates responsibility for norm enforcement to 
the organization, the external enforcer (regulator, prosecutor, etc.) loses some degree of 
control over the situation: It may be perilous to rely on an institution to police itself when 
the institution wants to flout the norm or to cover up violations. Accordingly, the external 
enforcer needs to monitor the compliance function to ensure that it is faithfully and effec
tively carried out—adding to aggregate social costs.

There is also a problem of incentives. When the external enforcer operates directly, 
rather than through a compliance program, the enforcer bears most of the costs of the 
enforcement activity. It has an incentive to perform in a cost-effective way. When, howev
er, the external enforcer relies on internal compliance to enforce norms, the enforcer 
does not bear the costs of enforcement; these are imposed on the organization. Since the 
external enforcer doesn’t internalize the costs of compliance, it may demand that the or
ganization implement compliance operations which are costly but not particularly effec
tive or necessary.

The job of policy makers is to devise a system which minimizes total costs of norm en
forcement and norm violations. This task cannot be performed scientifically. Lawmakers 
are not structural engineers. When it comes to designing a compliance system much is 
done by intuition and guesswork. Nevertheless, in examining any given compliance sys
tem, we can still ask the basic questions: Does it draw the right line between internal and 
external enforcement; are the requirements appropriate, insufficient, or excessive; are 
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there sufficient backup lines of defense; and overall, does the chosen structure represent 
a reasonable trade-off of costs and benefits.

3 Development of the Compliance Function
The history of the compliance function across the world remains to be written. Every 
country has a different history of compliance reflecting its unique legal, historical, and 
political circumstances. It appears, however, that two elements play a principal role.

First, compliance is a function of the enormous growth of the administrative state. This 
chapter will discuss developments in the United States; similar developments occurred in 

(p. 983) many countries around the world. In the case of the US, the compliance function 
might be said to have started in the Interstate Commerce Act of 1887, which created a 
federal administrative agency, the Interstate Commerce Commission, to regulate the rail
roads. The Progressive Movement of the 1890s through 1920s, another important step in 
the development of compliance, reflected concern for eliminating corruption and enhanc
ing the efficiency of government. Among its achievements were the Pure Food and Drug 
Act (1906), the Federal Reserve Act (1913), and the Clayton antitrust law (1914). The col
lapse of financial markets and the Depression of the 1930s led to the Banking Act of 
1933, the Securities Acts of 1933 and 1934, and other regulatory enactments. More gen
erally, this period witnessed a change in attitude on the Supreme Court, from one that re
sisted regulation of business to one that enthusiastically embraced it.

In more recent times, the rise of environmental concerns in the 1960s sparked a series of 
important federal statutes, including the Clean Water Act and the Clean Air Act, as well 
as the birth of a new federal administrative body, the Environmental Protection Agency. In 
the mid-1970s, revelations of American companies bribing foreign officials led to the For
eign Corrupt Practices Act in 1977. In the 1980s, the collapse of savings and loan institu
tions shook America’s confidence in the integrity of the financial system and sparked leg
islation that upgraded banking regulation in many respects. The corporate scandals of 
the early 2000s, including spectacular failures of Enron and other firms, led to the enact
ment of the Sarbanes–Oxley Act (2002). The terror attacks of September 2001 focussed 
attention on new threats to national security and triggered enhanced obligations to re
port suspicious activities and combat terror financing. Finally, the financial crisis of 2007–
2009 undermined public confidence in banks and financial markets and led to a host of 
new regulations, including the Dodd–Frank Act of 2010.

These and other events punctuated what has been a broader and more “tectonic” change 
in American law. In the nineteenth century, relations between corporations and the state 
followed a judicial model in which the government was required to prove its case in court 
like any other litigant. Due to changes in constitutional doctrine and administrative law, 
the judicial model no longer accurately describes the government’s relationship with reg
ulated firms. Governments today possess awesome powers of enforcement and authority 
to impose devastating penalties, often with only minimal judicial involvement.2
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The contemporary law of compliance in the US is profoundly influenced by these develop
ments. Corporations faced with compliance problems are sometimes better described as 
supplicants seeking mercy from their regulators rather than as equal adversaries. Facing 
severe penalties for violations and significantly reduced powers to defend themselves in 
court, organizations have a strong incentive to internalize the law enforcement function 
by instituting procedures to guard against misconduct by their employees.

The second key factor that influences the growth of compliance is the globalization of en
terprise and the parallel growth of service providers in the areas of internal control that 
have played a major role in standardizing the compliance activities of multinational firms. 
A global enterprise with operations in dozens of countries cannot, as a practical matter, 
operate independent compliance operations in every country where it does business. 
Even if (p. 984) it wished to operate in this fashion, doing so would not be wise because 
the activities of the enterprise cannot be hermetically sealed within national silos. Fur
ther, international organizations utilize consultants and other service providers, and look 
to models developed in similar institutions as prototypes for their open operations. These 
institutions operate in a world corporate culture in which developments that occur in one 
country or in one institution or one industry quickly transmit themselves to many others.

4 The Concept of Internal Control
Compliance is a form of internal control. The concept of internal control suggests that a 
well-managed organization is one in which assets and resources are effectively deployed 
to serve the purposes of the corporation. At one time in corporate history, a function of in
ternal control was assigned to the corporate charter which would specify the purposes for 
which the firm was established and enumerate the powers it could exercise. Actions by a 
corporation that went beyond the purposes or powers so defined were ultra vires and 
wholly or partly unenforceable. In the modern corporation, however, purposes and pow
ers restrictions have been all but nullified. The resulting gap has been filled by contempo
rary notions of internal control.

The leading statement of internal control in the modern business enterprise is set forth 
by the Committee of Sponsoring Organizations of the Treadway Commission (COSO), an 
umbrella of groups in the fields of accounting, auditing, and financial management.3

COSO’s Integrated Framework is the standard most public company auditors employ to 
evaluate management’s assessment of the company’s internal controls. COSO describes 
internal control as “a process, effected by an entity’s board of directors, management and 
other personnel, designed to provide reasonable assurance regarding the achievement of 
objectives relating to operations, reporting, and compliance.”4 Internal control, so de
fined, consists of the following components: control environment, risk assessment, con
trol activities, information and communication, and monitoring activities.

As implemented within firms, the concept of internal control is embodied in the metaphor 
of the “Three Lines of Defense.” The metaphor associates internal control with the 
process of defending territory from an external threat. It stresses the gravity of break
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downs in the internal control function; defines the threat as external to the organization; 
and offers reassurance that if control functions are properly designed and maintained, 
the threat of a breakdown can be kept within tolerable limits.

The first line of defense is the operating units and the heads of the entities, offices, or di
visions that carry out business activities. These people are named first because if they do 
not transgress applicable norms, the organization will not commit violations. But the 
metaphor also recognizes that the operating units cannot be relied on fully as a bulwark 
against violations, both because the line employees are not compliance professionals and 

(p. 985) because they may experience incentives to test limits in order to enhance their 
status or compensation.

The second line of defense consists of persons or offices charged with carrying out moni
toring and control activities. Two second-line offices are most important: the senior offi
cial responsible for preventing and/or detecting violations of legal norms (chief compli
ance officer or general counsel); and the chief risk officer, whose job is to ensure that the 
risks undertaken by the line employees are consistent with the risk appetite established 
by the board of directors.

The third line of defense, which is supposed to catch problems that filter through the first 
two, is internal audit. The internal audit department is responsible for checking on the 
entire organization, including senior managers, in order to ensure that policies and pro
cedures are being observed and shortcomings in the organization’s internal controls are 
identified and promptly fixed.

The metaphor of the three lines of defense is useful, but also incomplete and inaccurate. 
It omits to mention other important controls that serve to catch and correct problems 
that get past internal audit: the board of directors (especially the audit committee), the 
external auditor, and, for regulated firms, the government supervisor. Even more broadly, 
the concept of control includes figures such as activist shareholders, proxy advisory 
firms, takeover bidders, and the financial press, all of whom, to one degree or another, 
monitor the behavior of the organization’s managers. The metaphor of the three lines of 
defense also fails to capture the ambiguous role of the second and third lines, which are 
supposed to operate as independent checks on the business lines, but at the same are 
themselves part of the management team.

5 Distribution of the Compliance Function
As suggested in the concept of the three lines of defense, the compliance function is dis
tributed across institutions rather than being centralized in any single person or office. 
The distribution of responsibility is often unclear and varies from organization to organi
zation.

To address the lack of clarity as to role responsibilities, a United Kingdom reform pro
posed in 2014 would require banks to maintain and disclose a “management responsibili
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ties map” describing how control functions are allocated across the firm, outlining report
ing lines and lines of responsibility, and providing detailed information about senior man
agers and their responsibilities.5

In the US, the Volcker Rule, which restricts proprietary trading by banks, requires large 
depository institutions to implement a framework that clearly delineates responsibility 
and accountability for compliance.6 As yet, however, the US has not implemented more 
general requirements for disclosing the allocation of compliance responsibilities.

(p. 986) 5.1 The Board of Directors

It has always been clear that the board’s responsibility for directing the management of a 
corporation includes a duty to oversee the activities of employees to ensure that they do 
not break rules.7 The contours of this fiduciary duty of oversight, however, have evolved 
over time.

In the US, the business judgment rule, which protects directors against personal liability 
for actions undertaken in good faith, long appeared to provide a shield that protected di
rectors in compliance cases. It is true that if a director failed to act as a director at all, 
the business judgment rule would not protect against liability.8 But if a director carried 
out even minimal responsibilities and did not willfully ignore evidence of illegal conduct, 
corporate law provided substantial immunity.

This shielding of directors was problematic from the standpoint of public policy. The dis
cretion afforded to directors under the business judgment rule is appropriate for ordinary 
business decisions because the incentives of shareholders align with the interests of soci
ety. In the case of compliance violations, however, illegal behavior might increase rather 
than reduce profits (an example is bribery to obtain lucrative contracts). In such cases, 
the business judgment rule threatened to immunize conduct inimical to the public inter
est. The problem became even more acute after Delaware authorized charter provisions 
that shield directors from monetary liability in duty of care cases.9

Delaware courts have attempted to remediate this problem. The theory, endorsed in 

Stone v. Ritter,10 is that the director’s duty of compliance is an aspect of the duty of loyal
ty, and therefore cannot be shielded by the business judgment rule or exculpated by char
ter amendment.11 This duty requires directors to implement a “reporting or information 
system or controls”; and to “monitor or oversee” the operation of the system once imple
mented.12 The meaningfulness of these duties is undercut, however, by the leniency of the 
standard of care: directors are liable only if they utterly fail to implement a compliance 
program or consciously fail to monitor its operations.13 Delaware’s approach to compli
ance thus has a curiously ambivalent quality: directors are subject to significant obliga
tions, but are held liable only if they fail to manifest even minimal efforts.14 Although 
Delaware might be criticized as ineffectual, the state’s approach arguably influences atti
tudes within the boardroom and empowers lawyers to encourage clients to upgrade com
pliance efforts.
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(p. 987) In addition to liability for breach of fiduciary duty, directors may face exposure 
under regulatory statutes for failure to exercise oversight over compliance.15 As yet the 
scope of this more general oversight liability is unclear. Future cases may clarify which 
regulatory statutes can support oversight liability, whether oversight liability can be 
based on negligence, and in what circumstances members of boards of directors face lia
bility for money damages under this theory.

While the full board is charged with assuring compliance, primary responsibility is often 
allocated to committees. The audit committee is most important. Often the audit commit
tee charter includes a specific reference to compliance, and key officers in the second 
and third lines may have substantive reports to the audit committee rather than to a se
nior executive. Other committees also play a role in compliance. Some firms have estab
lished committees with responsibility for compliance matters. The compensation commit
tee can become involved because of the link between the incentives created by compen
sation arrangements and the propensity of managers to test the limits of legality. The 
nominating and governance committee may play a role, especially in cases where a mem
ber of the board or a senior manager is accused of wrongdoing.

5.2 The Management Team

Some compliance obligations are imposed on senior managers as a team. Section 404(a) 
of the US Sarbanes–Oxley Act requires that a reporting company’s annual report must 
contain an “internal control report” which states “the responsibility of management for 
establishing and maintaining an adequate internal control structure and procedures for 
financial reporting.”16 The report must also contain management’s assessment of the ef
fectiveness of these procedures.17 SEC regulations require reporting firms to “maintain 
disclosure controls and procedures” and “internal control over financial reporting.”18

“Disclosure controls or procedures” are designed to ensure that the necessary informa
tion “is accumulated and communicated to the issuer’s management, including its princi
pal executive and principal financial officers, or persons performing similar functions, as 
appropriate to allow timely decisions regarding required disclosure.”19

5.3 The CEO

The chief executive officer (CEO) is the public face of a firm—the living embodiment and 
symbol of the institution in the eyes of the public and its regulators. She is ultimately re
sponsible for decisions the organization makes (subject to oversight by the board). Most 
importantly, from the standpoint of compliance, the CEO is responsible for setting the 
“tone at the top”—a culture, flowing from the highest management level, which endorses 
scrupulous adherence to applicable rules and norms. For this reason, even if only a rela
tively small (p. 988) percentage of her time is spent on compliance matters, the CEO is in 
a real sense the most important compliance officer in the organization.

Aside from the responsibility to establish a healthy tone at the top, CEOs have more spe
cific compliance obligations. Section 302 of the Sarbanes–Oxley Act requires the CEO and 
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chief financial officer (CFO) to certify that a public company’s annual and quarterly re
ports are not misleading and that the information included in the reports fairly presents 
the financial condition and results of operations of the issuer.20 In addition, the CEO and 
CFO must certify that they “are responsible for establishing and maintaining internal con
trols”; have “designed such internal controls to ensure that material information relating 
to the issuer and its consolidated subsidiaries is made known to such officers by others 
within those entities”; have “evaluated the effectiveness of the issuer’s internal controls”; 
and have “presented in the report their conclusions about the effectiveness of their inter
nal controls.” 21

The CEO and CFO must also certify that they have disclosed to the issuer’s auditors and 
the board audit committee: “all significant deficiencies in the design or operation of inter
nal controls which could adversely affect the issuer’s ability to record, process, summa
rize, and report financial data and have identified for the issuer’s auditors any material 
weaknesses in internal controls;” as well as “any fraud, whether or not material, that in
volves management or other employees who have a significant role in the issuer’s inter
nal controls.”22 The signing officers must indicate “whether or not there were significant 
changes in internal controls or in other factors that could significantly affect internal con
trols subsequent to the date of their evaluation, including any corrective actions with re
gard to significant deficiencies and material weaknesses.”23

A related provision, § 906 of the Sarbanes–Oxley Act, requires that an issuer’s periodic re
ports to the SEC be accompanied by a written statement of the CEO and CFO certifying 
that the information contained in the reports “fairly presents, in all material respects, the 
financial condition and results of operations of the issuer.”24 Anyone who certifies a finan
cial statement that does not comport with this requirement is subject to criminal penal
ties: up to 10 years’ imprisonment if the officer acted “knowing that the periodic report 
accompanying the statement does not comport with all the requirements,” and up to 
twenty years if the officer acted “willfully.”25

5.4 The Chief Compliance/Chief Legal Officer

Many organizations active in international business employ a senior officer who has ex
plicit authority for compliance. Traditionally, that officer was the in-house general coun
sel (GC). Many organizations continue to assign compliance to general counsels, but oth
ers have vested the responsibility in a chief compliance officer (CCO), who is usually but 
not always an attorney. The rationale for creating the CCO position is the inherent ten
sion in the GC’s role: Is the person charged with overseeing compliance supposed to be a 
zealous advocate for the organization’s interests in regulatory matters, or does she owe 
professional duties to a broader public? By separating the roles, organizations allow the 
GC to act with undivided (p. 989) loyalty to the client without being subject to potentially 
countervailing obligations to the public.26

To what extent should the CCO act independently of the CEO and other senior execu
tives? There are advantages and disadvantages to any arrangement. Requiring the CCO 
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to report to another executive officer—the CEO, the CFO, the GC, or perhaps the chief 
risk officer (CRO)—has the virtue of centralizing management and bringing an advocate 
for compliance into the senior management team. On the other hand, making the CCO 
subordinate to other executive officials can be dangerous when the boss might herself be 
involved in a violation. Considerations such as these suggest that the CCO should be giv
en a direct reporting line to the board of directors or to the audit or compliance commit
tee, and that the CCO may also be given a degree of budgetary independence. One com
mon solution is for the CCO to report substantively to the audit committee and adminis
tratively to an executive such as the CFO or CEO.

The CCO can perform her job effectively only if she has unfettered access to information 
about the firm. Organizations thus need to empower CCOs to expect full cooperation from 
others in the organization. In the case of US mutual funds, such an expectation is guaran
teed by law. SEC Rule 38a-1(c) prohibits an officer, director, or employee of a mutual fund 
or its investment advisor from taking any action to coerce, manipulate, mislead, or fraud
ulently influence the fund’s chief compliance officer in the performance of her duties.27

Even in the absence of a statute, the power and independence of compliance officers has 
increased as a result of judicial decisions. An example is UBS v. Communale Wasserwerke 
Leipzig, [2014] EWHC 3615 (Comm), a 2014 decision of the Commercial Court of the 
British High Court of Justice holding a bank responsible for contracts procured through 
bribery; even though bank officials were not shown to have any direct culpability in the 
misconduct. An important fact that appeared to have influenced the decision is the find
ing that senior bank officials interested in obtaining large profits had overruled the 
bank’s compliance department’s objections to the deal.

The activities and powers of the CCO are generally defined in internal documents. In 
some cases, however, the law imposes non-delegable duties on these officials. In the US, 
for example, the Dodd–Frank Act’s rules regulating swap dealers require the CCO to re
view and ensure the registrant’s compliance with the Commodities Exchange Act (CEA), 
to resolve conflicts of interest, and to establish procedures for remediation of noncompli
ance. The CCO must prepare and sign an annual report describing the registrant’s com
pliance with the CEA, the code of ethics, and the internal conflict of interest policy.28

What happens if the CCO doesn’t perform effectively? In ordinary business settings, an 
officer who falls down on the job will face pay cuts, demotion, transfer, or dismissal. But 
these measures may not be effective in the case of the CCO, since that officer must moni
tor senior officials who determine the CCO’s compensation and authority. Addressing this 
problem, the US SEC imposes supervisory liability on broker dealer CCOs who fail to pre
vent or detect wrongdoing. A difficulty here is an allegedly ineffective CCO may defend 
on the ground that they were not a supervisor of the culpable employee.29
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(p. 990) 5.5 The Chief Audit Executive

The internal audit function is carried out by a department within a firm. Internal audit de
partments are led by people with titles such as “Chief Audit Executive.” The head of inter
nal audit often has a direct reporting line to the chief executive officer—a formal acknowl
edgment that the audit function is not subject to the control of any other department and 
a recognition that the head of internal audit has rights of access to the senior leadership. 
At the board level, the head of internal audit reports principally to the board audit com
mittee.

What is the relationship between internal audit and the external auditor? On the one 
hand, the two operate at arm’s length. The external auditor reviews all aspects of finan
cial controls, including internal audit. In this respect, the external auditor is an indepen
dent and potentially exacting critic. On the other hand, internal audit typically cooperates 
in the external audit, reducing the independence of the two functions to some extent. Ex
ternal audit may also help empower internal audit in cases where others in the organiza
tion are impeding the latter’s work. In such cases, internal audit may find a way to get its 
needs met through the (more powerful) voice of the external auditor.

5.6 The Chief Risk Officer

Many financial institutions and an increasing number of other organizations have created 
specialized risk management offices headed by a CRO. The CRO has an important, al
though indirect, role in compliance. Compliance risk is one of the most important threats 
facing an organization, and therefore a matter falling within the natural purview of the 
CRO. Accordingly, when an organization hosts both a CRO and a CCO, the two offices 
must operate according to a border treaty that establishes the boundary between their 
respective responsibilities.

6 Compliance Programs, Policies, and Con
tracts
The compliance function is implemented through compliance policies, programs, and con
tracts. A compliance policy is a statement of an organization’s approach to ensuring ad
herence to its normative obligations, approved by the board of directors or other manag
ing body, and announced internally and externally as representing the organization’s ap
proach to carrying out this responsibility. A compliance program is a detailed statement 
of how (p. 991) the organization intends to carry out the obligations that it has recognized 
in its compliance policy. In addition to these internal documents, the compliance function 
increasingly involves a host of representations, commitments, rights, and obligations con
tained in contractual agreements with counterparties, in areas as diverse as vendor risk 
management and supply chain due diligence.30
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Most large organizations have adopted compliance policies and compliance programs. 
There are many reasons for doing so. Such activities reduce board members’ potential lia
bility under Stone v. Ritter. Implementing a robust compliance program can also shield 
managers from regulatory oversight liability. For example, the US Securities and Ex
change Act of 1934 contains a safe harbor protecting against supervisory liability if 
“there have been established procedures, and a system for applying such procedures, 
which would reasonably be expected to prevent and detect [violations].”31

Organizations have other reasons to adopt compliance programs. In some cases, the law 
directly requires regulated industries to do so. An example is the US Bank Secrecy Act, a 
law which seeks to combat money laundering and the financing of illegal activities. This 
statute requires banks to establish anti-money-laundering programs with explicit compli
ance requirements.32 Similarly, the SEC has adopted regulations under the Investment 
Advisors Act and the Investment Company Act, which require regulated investment com
panies and their advisors to create and maintain compliance programs.33 The Dodd–Frank 
Act, likewise, requires swap dealers and major swap participants to designate a chief 
compliance officer who reports to the board of directors or CEO.34

Corporations also establish or upgrade compliance programs as a result of regulatory en
forcement actions. Settlements of regulatory enforcement actions often include undertak
ings to enhance compliance activities. A similar pattern is observed in criminal cases: 
prosecutors demand that targets upgrade compliance programs as a condition to de
ferred prosecution or non-prosecution agreements.35 These programs, adopted in the 
shadow of enforcement proceedings, will not necessarily be the same as the ones that the 
firms would have chosen in the absence of an enforcement action. Among other things, 
settlement agreements often provide for the retention of a third party monitor to verify 
that the target fulfills its commitments.

Compliance programs are affected by private litigation. Shareholders’ derivative lawsuits 
challenging misconduct sometimes terminate in a settlement under which the company 
commits to implement “prophylactic” reforms to internal governance, often including re
forms to processes of internal control. Compliance obligations may also be included in 
settlements of qui tam litigation brought by private parties in the name of the govern
ment. (p. 992) Less commonly, compliance-related settlements are negotiated in class ac
tion litigation challenging allegedly illegal conduct.

Firms also implement compliance programs in order to mitigate the severity of enforce
ment. Regulators consider an organization’s commitment to compliance when they decide 
whether to initiate enforcement actions. Federal prosecutors undertake a similar analy
sis: if a potential defendant has operated a compliance program and has cooperated 
wholeheartedly with the investigation, these factors will count in the decision whether or 
not to charge the entity.

An organization’s compliance-related conduct is also taken into account at the penalty 
stage. Among civil regulators, the US Environmental Protection Agency is a leader in 
promising to mitigate the severity of sanctions if the defendant demonstrates sufficient 
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cooperation and evidences a commitment to compliant behavior.36 As for criminal con
duct, the US Sentencing Guidelines provide for credit in sentencing to organizations that 
operate effective compliance programs, even if the program in question failed to deter or 
detect the criminal conduct.37

Conversely, an organization that implements a compliance program but then fails to ad
minister it in an effective manner can suffer enhanced penalties. In 2011 the US SEC 
rolled out a policy applicable to firms that are warned about deficiencies in their compli
ance programs, fail to correct the problem, and subsequently commit violations. The pro
gram encourages firms to adopt robust compliance programs because if they do not do so 
and are warned about the problem, they will receive especially harsh treatment in the 
event of a violation.38

7 Elements of a Robust Compliance Program
It is obvious that the mere creation of a compliance program will not ensure results. The 
program must also be effective.39

Perhaps the earliest statement of the requirements for a robust compliance program in 
the US is contained in the Federal Sentencing Guidelines, promulgated in 1991.40 To 
qualify for potential reductions in sentencing, an organization must “exercise due dili
gence to prevent and detect criminal conduct; and otherwise promote an organizational 
culture that encourages ethical conduct and a commitment to compliance with the law.” 
The organization must establish standards and procedures to prevent and detect criminal 
conduct; ensure that its governing authority understands the content and operation of the 
program and exercises reasonable oversight over its implementation; conduct effective 
training programs; (p. 993) establish incentives to comply and disciplinary sanctions for 
noncompliance; and take reasonable steps to respond to the criminal conduct and to pre
vent repeat violations.

Other official pronouncements identify somewhat different ingredients of a robust compli
ance program. The Bank Secrecy Act specifies four elements: internal policies, proce
dures, and controls; a compliance officer; an employee training program; and an indepen
dent audit function.41 The US Department of Justice notes 10 features: high-level commit
ment to compliance; written policies; peer-based review; oversight and independence of 
compliance officers; training and guidance for employees; internal reporting; investiga
tion; enforcement and discipline; oversight of agents and business partners; and monitor
ing and testing.42 The SEC and Department of Justice, in joint guidance on foreign cor
rupt practices, identify the following factors: commitment from senior management; code 
of conduct and compliance policies and procedures; oversight, autonomy, and resources; 
risk assessment; training and advice; incentives and disciplinary measures; third-party 
due diligence; confidential reporting and internal investigation; testing and review; and 
pre-acquisition due diligence and post-acquisition integration in mergers and acquisi
tions.43
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The Volcker Rule, jointly promulgated by federal banking agencies, requires that the com
pliance programs of mid-sized banks satisfy the following six elements: written policies 
and procedures; a system of internal controls; a management framework that clearly de
lineates responsibility and accountability for compliance; independent testing and audit 
of the effectiveness of the compliance program; training for trading personnel and man
agers; and making and keeping records sufficient to demonstrate compliance.44 In the 
case of mega-banks, the rule mandates enhanced programs with more detailed policies, 
limits, governance processes, independent testing and reporting, and CEO attestation.45

Several features of robust compliance discussions warrant further discussion. One is the 
idea of “tone at the top.” The concept is vague and indefinite, and it is all too easy for an 
unscrupulous CEO to mouth the right words while secretly subverting performance. Nev
ertheless, many government officials and compliance professionals view tone at the top 
as essential.46 Part of the challenge of an effective compliance program is to signal the 
credibility of senior managers’ commitment to compliant behavior.

Another key feature is controls over hiring. If an organization hires only employees of out
standing character, it is unlikely to run into compliance problems down the line. The 
problem is how to sort between good and bad candidates. People do not show up at the 
job interview bearing signs signaling the quality of their character. Human resources de
partments have developed a number of techniques to overcome this information asymme
try. The organization (p. 994) may investigate a job candidate’s arrests, convictions, bank
ruptcies, credit scores, and employment history. The HR department may administer psy
chological assessments and may require employees and candidates to undergo drug or al
cohol tests. These investigative techniques can be effective, but also pose legal risks. The 
organization must be careful not to cross the line into employment discrimination or ille
gal intrusions on privacy.

Yet another key feature of a robust compliance program is employee training. A robust 
program should inform traders, salespeople, and other employees about their obligations 
and—if possible—encourage them to internalize an ethical norm against shady dealing. 
Organizations devote considerable ingenuity to finding ways to ensure that the lessons 
conveyed during employee training have a real impact on behavior. Barclays, a large 
British bank, may have gone as far as any institution in this regard. In addition to making 
ethics training available to approximately 140,000 of its employees, Barclays has estab
lished a “Compliance Career Academy,” a joint effort with the Cambridge Judge Business 
School, to deliver compliance training in Cambridge, Johannesburg, New York, and Singa
pore.47

Compliance programs may also include controls such as record keeping, reporting, data 
analysis, and sign-off requirements. Record keeping creates an audit trail that internal 
audit or other investigators can use to check on potential violations. Compliance officers 
can use the power of “big data” to identify red flags of potential misconduct; a host of 
vendors offer software, systems, and services to assist firms in implementing such analyt
ic methods. Sign-off requirements call a supervisor’s attention to decisions that might im
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plicate compliance concerns, and operate as a check against uninformed or unethical be
havior by junior staff.

Merely undertaking the steps described above is no guarantee that the program will func
tion well. It is possible to establish a “paper program” that includes state-of-the-art com
pliance procedures but still operates ineffectively. Enron’s cutting-edge compliance pro
gram failed to prevent one of the largest frauds in American history (although, in fair
ness, it should be noted that Sherron Watkins, the Enron whistleblower, did take advan
tage of one feature of Enron’s program when she elevated concerns about the 
organization’s financial shenanigans to the highest management level).

Regulators are taking an increasingly active interest in the compliance programs operat
ed by firms they oversee. This interest involves not only obtaining extensive information 
about the nature and operations of the program,48 but also substantive involvement in as
sessing whether the program is adequate to meet the regulators’ expectations.

(p. 995) 8 Investigations
Once an organization has received evidence of a violation, it must determine what to do. 
In many cases, the next step is an investigation which seeks to ferret out the underlying 
facts. Some companies have spent millions or tens of millions of dollars a year in an effort 
to get to the bottom of potential violations.

Compliance investigations come in two general types. One concerns the routine violations 
that occur at any workforce. Typically, organizations have a set procedure for such cases. 
Investigations of minor misconduct are almost always conducted in-house, and may be 
undertaken by the human resources department under the direction of in-house counsel. 
The other type of internal investigation is the large-scale inquiry associated with viola
tions that are serious, systematic, or likely to result in government enforcement actions. 
These investigations are often outsourced to law firms which specialize in the practice 
area; the reasons are that the organization may not have the resources in-house for such 
a major undertaking and that enlisting the aid of an independent attorney may induce le
niency by the regulators. A downside of outside investigations is that organizations lose 
control of costs: having assigned a third party to perform the inquiry, they cannot afford 
to be seen as denying the investigators the resources needed to pursue their inquiry 
wherever it may lead.

A notable feature of internal investigations is the fact that employees enjoy few of the 
rights that would be afforded to them if the investigation were being carried out by the 
government. Private employers are not bound by constitutional norms. Further, because 
employees generally lack an expectation of privacy in the workplace, there are few limits 
on what the employer may scrutinize: the employer can read the target’s emails, monitor 
her web-browsing habits, listen to her voicemails, train video cameras on her (in public 
spaces), confiscate her hard drive, interview her without disclosing that she is under sus
picion, and deny her the right to counsel during such interrogations. Even worse, from 
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the employee’s point of view, information obtained by the employer during such an inves
tigation may be turned over to the government, and can even be used by the organization 
as a strategy for obtaining leniency for itself.49

Employees found to have committed a compliance violation will often be summarily termi
nated under circumstances that are hard to explain to other employers. They may lose 
their professional reputations. The emotional strains of investigation and punishment are 
likely to be high. They may experience a loss of benefits or a claw-back of compensation 
previously advanced. And while many who suffer these consequences have committed in
fractions that merit punishment, some who are innocent may find it difficult to clear their 
reputations.

9 Whistleblowers
Whistleblowers are key to compliance because they come forward with private informa
tion about violations. The potential advantage offered by such informants, however, is 

(p. 996) threatened by the powerful social norm against “snitching.”50 No one likes a tat
tle-tale, and people who report compliance violations face retribution, not only from the 
people they expose, but also from others who enforce the social code. To counteract this 
problem, compliance programs typically provide an anonymous means for whistleblowers 
to communicate with senior officers, potentially including the CEO or the board audit 
committee chair, and also offer guarantees against retaliation. Some organizations have 
gone further and defined whistleblowing not only as a right but also as an obligation: all 
employees are required to come forward and report when they observe evidence of mis
conduct.

Whistleblowing is now protected by law in many countries. The UK’s Public Interest Dis
closure Act of 1998 provided a degree of protection against retaliation for employees who 
report their employer’s unlawful practices by making a “protected disclosure.” In 2013 
the UK substantially expanded these protections by, among other things, imposing vicari
ous liability on employers for retaliatory actions by employees as well as individual liabili
ty on co-workers who engage in such retaliation.51 Most other Western European coun
tries provide similar protections. Spanish case law protects employees from employer re
taliation in response to acts undertaken to protect the employee’s rights; this general rule 
can cover acts of whistleblowing as well as other conduct.52 French law provides that em
ployees may not be sanctioned by their employers for reporting facts of corruption which 
they learned in the course of their duties.53 European firms, for their part, appear to have 
been somewhat slower to adopt whistleblower policies than their American counterparts, 
but by now a large majority of firms chartered in Western Europe have such policies in 
place.54

In the US, the phenomenon of whistleblowing is regulated by federal and state law. Typi
cally, these laws offer protections against retaliation as well as compensation if retaliation 
occurs.55 Several regulatory schemes also provide bounties for people who come forward 
with evidence leading to enforcement actions. The SEC’s program authorizes payments to 



The Compliance Function: An Overview

Page 16 of 24

qualifying individuals who provide original information that leads to an enforcement ac
tion generating more than $1 million in sanctions; qualifying individuals receive between 
10% and 30% of the penalty.56 The Internal Revenue Service operates a similar program 
for persons who come forward with information about tax violations.57 In the banking law 
area, the Federal Financial Institution Reform, Recovery and Enforcement Act of 1988 
provides that private individuals may submit confidential claims of violations to the De
partment of Justice, which has 12 months to investigate. If the government responds by 
initiating enforcement proceedings, the whistleblower is entitled to between 20% and 
30% of the first million recovered, 10% to 20% of the next $4 million, and 5% to 10% of 
the next $5 million.58

Also important are qui tam actions. The False Claims Act, the most important qui tam
statute, sets forth a procedure under which a private party (a “relator”) can file a lawsuit 
on behalf of the government, charging that a person has made a false claim on the gov
ernment.59 The relator (p. 997) must deliver a copy of the complaint plus supporting evi
dence to the government, which has 60 days to decide whether to intervene. If the gov
ernment intervenes, it takes responsibility for the litigation although the relator retains 
the right to participate. If the government doesn’t intervene, the relator may continue the 
case on her own. Relators receive a bonus if the litigation generates a settlement or judg
ment on the merits, ranging from 15% to 25% if the government intervenes to 25% to 
30% if it does not. The relator is also entitled to attorneys’ fees and costs.

10 Criminal Enforcement
Criminal enforcement of regulatory norms is problematic. Organizations are not human 
beings; they cannot feel remorse or act with evil intent. They cannot be imprisoned or ex
ecuted (other than by being put out of business). The most effective sanction against an 
offending organization is a fine; but fines can be obtained in civil enforcement actions 
without the high burden of proof and constitutional protections required in criminal cas
es. Why prosecute organizations, moreover, when prosecutions against individuals appear 
to be effective? And prosecutors have responsibilities other than enforcing compliance 
obligations—they need to deal with murderers, drug kingpins, and terrorists. Since civil 
authorities are available to enforce regulatory norms, would a prosecutor’s resources be 
better directed elsewhere? Notwithstanding these objections, criminal prosecution is now 
well entrenched as one of the government’s arsenal of weapons arrayed against regulato
ry violations.60 So active are prosecutors, in fact, that commentators debate whether reg
ulatory enforcement has become “over-criminalized.”61

A key issue in criminal cases is whether to initiate a prosecution. The Department of 
Justice’s Principles of Federal Prosecution of Business Organizations62 identifies factors 
that play a role in the charging decision. These include the nature and seriousness of the 
offense; the pervasiveness of wrongdoing; the organization’s past history of offenses; the 
value of cooperation and voluntary disclosure; the existence of a pre-existing compliance 
program; remedial actions undertaken by the organization; collateral consequences to 
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third parties; the adequacy of prosecution against the individual offenders; and the avail
ability of remedies such as civil or regulatory enforcement actions.

Criminal cases only rarely result in a verdict after trial. More often, prosecutors and the 
regulated party settle the dispute. Traditionally, settlements took the form of plea bar
gains in which the defendant pleaded guilty to a lesser offense. A problem with plea bar
gains is that the offender is generally required to admit its guilt.63 Organizational defen
dants don’t want (p. 998) to admit to criminal behavior for a number of reasons. Admitting 
guilt will likely damage their reputations, may result in their being debarred from provid
ing services to government entities, and may be used against them in subsequent civil liti
gation. In many cases, therefore, the need to admit guilt in a plea bargain will be a stum
bling block to settlement.

To avoid this problem, the US government has devised alternative remedies: deferred 
prosecution agreements (DPAs) and non-prosecution agreements (NPAs).64 Because they 
are private agreements without a formal finding of liability, DPAs and NPAs do not involve 
judicial oversight and thus do not insert the court as an independent check on prosecutor
ial behavior. DPAs and NPAs may contain an agreed statement of facts but don’t require 
an admission of guilt. Key to these agreements is the organization’s commitment to coop
erate with the government and to rectify control deficiencies. Often the agreement will 
set forth detailed obligations to establish or enhance compliance programs, policies, and 
procedures.65

11 Compliance beyond the Firm
Traditionally, the law of compliance has focused on a firm’s internal norm enforcement 
activities. In recent years, however, law enforcement agencies and others have sought to 
enlist organizations to enforce norms against third parties. These cases of “compliance 
beyond the firm” can cause problems for the administration of compliance programs.

Consider the requirement under the US Bank Secrecy Act for financial institutions to file 
Suspicious Activity Reports (SARs) with FinCEN, an agency of the Department of the 
Treasury. These reports are required whenever a transaction involves at least $5,000 and 
the bank knows, suspects, or has reason to suspect that the transaction involves funds de
rived from illegal activities or is intended or conducted in order to hide or disguise funds 
or assets derived from illegal activities.66 The SAR filing requirement is an example of 
compliance beyond the firm because the bank is asked to facilitate the government’s ef
forts to combat money laundering and terror financing.

Another example of compliance beyond the firm is the UK Bribery Act, enacted in 2010, 
one of the most comprehensive and far-reaching anti-corruption measures in the world. 
This statute imposes penalties of fines and up to 10 years’ imprisonment, and also pro
vides for disqualification of directors found responsible for violations. The jurisdictional 
scope of this statute is exceptionally broad.
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In the US, the Foreign Corrupt Practices Act (FCPA) prohibits firms with US connections 
from bribing foreign officials.67 While the statute is directed at corrupt activity by employ
ees or agents of US firms, it also has the obvious function of deterring corruption in for
eign governments—a form of outsourced compliance.

(p. 999) Compliance beyond the firm has also become an issue in US securities law. The 
SEC’s “conflict minerals” rule requires companies that use “conflict minerals”—tantalum, 
tin, tungsten, and gold—to disclose to the Commission whether those minerals originated 
in the Democratic Republic of the Congo or an adjoining country.68 If such materials did 
originate in the defined area, then companies must also submit an additional report to the 
Commission containing a “description of the measures taken . . . to exercise due diligence 
on the source and chain of custody of such minerals,” and “a description of the products 
manufactured or contracted to be manufactured that are not DRC conflict free.”69 An im
portant purpose of this rule is to discourage companies from activities that could indirect
ly contribute to human rights abuses in the affected region.

12 Ethics beyond Compliance
Organizations often include the term “ethics” in their compliance programs, promulgate 
codes of “ethics” that include a compliance component, and create positions such as 
“chief ethics officer” that include responsibility for compliance. As illustrated by these 
and other governance features, the law of compliance shares an uneasy boundary with a 
broader set of issues that might loosely be termed “ethics beyond compliance.”

Several factors explain the ambiguity in topic definition. First, the notions of a culture of 
compliance and tone at the topic cannot be strictly limited to formal legal requirements; 
otherwise the task of compliance could become synonymous with skirting legal regula
tions. Second, it may be advisable for an organization to place a “fence” around legal 
norms, thus helping to ensure that even if employees make mistakes they are unlikely to 
break the law. Third, the norms enforced by the compliance function include not only ex
ternal rules but also internal norms. Self-imposed rules are often thought of as matters of 
ethics rather than law (consider bar association ethics codes). Finally, organizations can 
benefit from the “good guy” image that ethical behavior beyond compliance can promote, 
either because the organization’s constituents obtain psychological benefits from doing 
the “right thing” or because a favorable public image may enhance sales, attract invest
ment, deflect criticism, or deter enforcement actions.

Issues of ethics beyond compliance were problematic in an earlier era. Corporations were 
conceived of as exclusively profit-seeking enterprises that existed to serve the financial 
interests of shareholders. Such a firm could not make substantial gifts to charity without 
raising concerns that the donations were ultra vires. Early decisions on charitable gifts 
gave credence to this idea, at least when the gift was unusually large or general in 
scope.70 More recently, corporate law has evolved to a point where gifts to charitable 
causes are clearly authorized.71 Nevertheless there probably are limits beyond which a 
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firm’s charitable activities could be called into question—either because the gift is large 
relative to profits or because an insider is seen as obtaining some special benefit.

(p. 1000) Ethics beyond compliance has expanded beyond its initial grounding in charita
ble gifts. Permitted public interest goals include matters such as social responsibility, 
community empowerment, respect for human rights, sustainable environmental policies, 
labor rights, and other objectives.72 Open any company website and you are likely to find 
a description of the various activities the firm is supporting to serve the public interest. 
State legislatures have also taken an active role. Many states now authorize “public bene
fit corporations” which serve the public interest as well as private profit.73 A potential ad
vantage of these companies is that they inform investors of their public interest goals; 
shareholders cannot claim unfairness or surprise when the company goes about seeking 
those goals at the expense of profits. It is too early to tell if public benefit corporations 
will have an important impact or to assess whether they will be subject to the same com
pliance obligations as apply to traditional profit-oriented firms.74
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Abstract and Keywords

This chapter deals with fundamental issues of corporate insolvency (bankruptcy) law. Par
ticular attention is paid to the agency problems related to “insolvency (bankruptcy) gov
ernance” of corporations and how these problems are addressed in various jurisdictions. 
Methodologically, the chapter is based on a functional approach that compares different 
legal regimes against the yardstick of economic efficiency. The structure of the chapter 
follows the issues as they arise in time in a corporate insolvency proceeding: objectives of 
insolvency laws, opening and governance of proceedings, ranking of claims and the posi
tion of secured creditors and shareholders, and rescue proceedings. The chapter also cov
ers the contractual resolution of financial distress. It concludes with thoughts on the rea
sons for the identified jurisdictional divergences and an outlook on the worldwide efforts 
toward harmonization of (corporate) insolvency laws. In terms of jurisdictions, the chap
ter mainly draws on the corporate insolvency laws in the US, England, France, and Ger
many.

Keywords: insolvency, bankruptcy, corporations, corporate insolvency law, corporate bankruptcy law, comparative 
law, insolvency governance, bankruptcy governance

1 Introduction
CORPORATE law and governance on the one hand and insolvency/bankruptcy1 law on the 
other have long been viewed as distinct disciplines: whereas the former deal with legal is
sues associated with the organization and operation of a solvent corporation, the latter is 
meant to address a new set of legal problems arising once a corporation finds itself in se
vere financial distress. Agency conflicts between shareholders and management and be
tween majority and minority shareholders figure prominently in corporate law and gover
nance.2 Agency conflicts between the corporation and its creditors and within the credi
tor community are at the center of insolvency law.3
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The divide between these two spheres of law and academic discipline becomes less clear, 
however, once one conceives of insolvency law as “corporate governance under financial 
distress.” Indeed, “insolvency governance” can be characterized as a special form (or 
case) of “corporate governance.”4 The conceptual/analytical apparatus to understand the 
regulatory problems and develop potential policy responses is the same; it is only the 
framework conditions which change, and possibly only to a small degree: laws on the (fi
nancial) restructuring of businesses pre-insolvency are gaining increasing importance, in 
the European Union and elsewhere.5

(p. 1004) Hence, it appears sensible to include a chapter on corporate insolvency law in a 
handbook on corporate governance. Such a chapter should of course be comparative in 
nature, i.e., it should consider the regulatory approaches of different jurisdictions with re
spect to corporate insolvency law issues and compare their respective merits. Adopting a 
comparative perspective enlarges the “solution set” for legal problems and also helps 
evaluate domestic regulatory approaches against an international benchmark (“best prac
tice”). This chapter focuses on the corporate insolvency laws of the US, England, France, 
and Germany. It does so because these jurisdictions are representative of diverse legal 
traditions and because they can rightfully be characterized as leading the international 
search for optimal insolvency and/or restructuring regimes with respect to corporate enti
ties that find themselves in or near financial distress. Harmonization efforts worldwide 
are, or have been, heavily influenced by Chapter 11 of the US Bankruptcy Code, the Eng
lish Scheme of Arrangement, the French sauveguarde proceedings, and German propos
als to regulate insolvencies of members of a group of companies—to name just a few ex
amples.6

Interest in comparative corporate insolvency law has grown considerably in the last 
years, driven by various factors. It is increasingly recognized that (corporate) insolvency 
laws have a significant impact on entrepreneurship and economic growth.7 Hence, juris
dictions attempt to identify best practices that allow them to boost their domestic 
economies. At the same time, the number of transnational insolvencies is clearly on the 
rise. Given the growth in international commerce, today even the insolvency of small or 
medium-sized (closed) corporations usually will exhibit some transnational aspect such as 
foreign creditors, subsidiaries/branches/offices in other jurisdictions, or assets that are lo
cated abroad. However, scholarly work in the field of comparative corporate insolvency 
law up till now has been rather scarce.8

This chapter will start out with an introduction to the comparative approach as applied to 
corporate insolvency law (section 2). It will then provide a taxonomy of insolvency laws 
and identify objectives that these pursue (section 3). Substantive issues covered will be 
the (p. 1005) opening (section 4) and governance (section 5) of insolvency proceedings, the 
ranking of claims, and, in particular, the position of secured creditors (section 6), con
tracting for assets of the debtor (section 7), rescue proceedings (section 8), and the con
tractual resolution of financial distress (section 9). The chapter concludes with some 
thoughts on the reasons for the identified jurisdictional divergences (section 10) and an 
outlook on the worldwide efforts toward harmonization of insolvency laws (section 11). It 
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goes without saying that the level of detailed analysis that can be reached in a book chap
ter on these many important issues is limited. The emphasis will be on those issues that 
are more closely related to questions of corporate governance.

2 The Comparative Approach
The comparative approach is characterized by a functional perspective. It starts with a 
particular regulatory problem, and it seeks to understand, describe, and evaluate how 
that problem is “solved” in a particular jurisdiction. This implies that the comparative ap
proach needs to abstract from jurisdiction-specific categorizations and doctrinal classifi
cations. To illustrate: one important issue in comparative insolvency law is the “initiation 
problem”:9 What triggers insolvency proceedings? How do they get started? Jurisdictions 
worldwide approach this issue very differently. Some use liability rules—in corporate and/
or insolvency law—that penalize managers for filing too late. Some reward managers for 
initiating insolvency proceedings in time by, for example, rights and/or privileges such as 
the “debtor in possession” (no insolvency administrator is appointed and management 
stays in charge of running the bankrupt firm) or an “exclusivity period” during which only 
the debtor may propose a restructuring plan (see in detail section 4 infra). Comparative 
analysis must be open to very different regulatory approaches and techniques in order 
not to lose sight of the wealth of rules and mechanisms that attempt to address a particu
lar regulatory problem.

Another recurrent and important issue in comparative law is the problem of the appropri
ate measuring rod. Once different regulatory approaches and techniques have been iden
tified, their operation in legal practice and their effects in reality must be studied in clos
er detail. The former task involves, in particular, an in-depth analysis of the relevant case 
law and contract practice; the latter social-scientific studies of causal consequences of le
gal rules. It is against this background that the important normative question must be 
put: Which regulatory approach/technique is or works best, given the regulatory back
ground? This question can only be answered, if it can be answered at all,10 on the basis of 
a clearly specified measuring rod. For a long time, “conventional” comparative private 
law scholarship has not been very convincing in this respect. To characterize a specific 
jurisdiction’s rule or regime as “better” or “more appropriate”11 rather begs the question: 
Why? The analytical (p. 1006) landscape has changed considerably with the advent of the 
economic analysis of law in the 1970s. “Positive Law and Economics” offers tools to pre
dict the effects of laws in reality, and “Normative Law and Economics” uses welfare eco
nomics to evaluate these effects, judging the underlying laws to be more or less 
efficient.12 To be sure, both branches of the economic analysis of law are subject to se
vere criticisms.13 The analytical apparatus of economics has been refined to respond to 
these criticisms, leading inter alia to new sub-disciplines such as “Behavioural Law and 
Economics.”14 For this reason and because (1) the economic analysis of legal rules often 
generates relatively precise answers (compared to more fuzzy measuring rods) and (2) ef
ficiency has a relatively high appeal as a normative criterion especially in the field of 
commercial and corporate activities, this standard will be used in this chapter. However, 
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shortcomings and/or limitations of the economic analysis will be mentioned where neces
sary.

3 Taxonomy and Objectives of Insolvency Laws
As a starting point for comparative corporate insolvency law scholarship, it seems helpful 
to take stock of existing corporate insolvency law systems in select jurisdictions, identify 
the objectives these pursue, and compare them. A particular issue in this context is 
whether there is a need for a special insolvency regime for systemically important finan
cial institutions. This issue has assumed a significant importance in the regulatory after
math of the most recent global financial and economic crisis.

3.1 Taxonomy of Insolvency Laws: Different Systems

Corporate insolvency law systems in various jurisdictions differ formally especially in that 
some jurisdictions have a multiplicity of proceedings that are regulated in different 
statutes or at least different chapters in one statute, whereas others are less “rich” in the 
choices they offer for corporate debtors that find themselves in or near financial 
distress.15 A broad distinction can be drawn between proceedings that aim at a restruc
turing of corporate debtors and those that are directed toward liquidation. In its simplest 
form, this distinction is reflected in two well-known Chapters of the US Bankruptcy Code: 
Chapter 7 on liquidations and Chapter 11 on reorganizations. Germany modeled its own 

Insolvenzordnung (in force (p. 1007) since 1999) against the background of these two 
Chapters: the statute contains liquidations in its initial parts and a Chapter-11-type 
debtor in possession restructuring proceeding in Parts 6 and 7.

With the increasing importance of corporate restructurings and the need for legal 
regimes to facilitate these, especially pre-insolvency, some jurisdictions now offer not just 
one restructuring regime but a multifaceted set of restructuring laws. This is true, for ex
ample, with respect to England: the Insolvency Act 1986 contains the Winding Up proce
dure in Part IV, a liquidation proceeding, but also the Administration (Schedule B1) and 
the Company Voluntary Arrangement [CVA] (Part I), which can be used as a restructuring 
framework. These are complemented by the Scheme of Arrangement (SoA) (sections 895–
901 of the Companies Act 2006), another restructuring tool that can be employed both 
before and after insolvency (Solvent and Insolvent Schemes of Arrangement). The French 
insolvency landscape is even more diverse. Book 6 of the Code de commerce contains dif
ferent types of court-supervised proceedings (Redressement judiciaire, Liquidation judici
aire), but also many different forms of restructuring proceedings with minimal or no 
court intervention: Procédure de conciliation, Procédure de sauvegarde,16 Procédure de 
sauvegarde financière accélérée, and Procédure de sauvegarde accélérée.

A crucial distinguishing feature with respect to these various “modern” restructuring pro
ceedings is whether they offer tools to discipline holdouts such as, for example, an auto
matic stay and/or the possibility of majority voting with respect to a restructuring plan.17

Without these devices, the proceeding is purely voluntary in the sense that creditors can
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not be forced to participate. This allows for strategic maneuvering and free riding. At the 
same time, introducing a stay or majority voting comes at a cost: it increases court in
volvement and (public) visibility and, as a consequence, direct and indirect bankruptcy 
costs.18 The English Scheme, for example, does not impose a stay but allows majority vot
ing, the French Procédure de sauvegarde and the Procédure de sauvegarde accélérée im
pose a (universal) stay but do not allow all dissenting creditors to be bound by a plan 
agreed by a majority of creditors, and the Procédure de conciliation exhibits neither of 
these “collectivizing” devices.19

Whether or not liquidations and (various forms of) restructurings are or should be regu
lated in different chapters of the same statute or in different statutes is more a formal 

(p. 1008) than an important substantive question. Putting them in the same statute might 
generate certain cost advantages because an initial general chapter can be used to stipu
late certain rules that apply to all types of proceedings. On the other hand, clarity and 
marketability of the proceeding for potential users might be said to argue in favor of a 
separate statute. Furthermore, including a chapter on restructurings in legislation enti
tled “Insolvenzordnung” (Insolvency Code)—as in Germany—might be said to be particu
larly bad in this respect, as “Insolvency Code” tends to be associated with liquidations.

A more important substantive issue is whether firms worldwide have access to efficient 
restructuring proceedings that can be initiated pre-insolvency. A lack of efficient local 
proceedings is not so much a problem for multinational corporations as they are usually 
able to forum shop for the best or most suitable restructuring regime. However, given the 
costs involved with forum shopping, this is not a viable alternative, especially for many 
SMEs. Hence, a case can be made for “minimum harmonization” with respect to jurisdic
tions’ provisions of pre-insolvency restructuring regimes. Such harmonization efforts are 
currently being undertaken in the European Union, for example (see in detail section 11).

3.2 Bank Insolvency and Resolution

Before the most recent global financial and economic crisis, very few jurisdictions world
wide had special bank insolvency and restructuring/resolution regimes in their statute 
books. It is true that banks were mostly subject to distinctive supervisory regimes. But 
once it came to insolvency, regular insolvency proceedings were applied, usually with cer
tain exceptions—to account for the banks’ unique corporate features—such as, for exam
ple, filing rights and pick of insolvency administrators.

This all changed with the global financial and economic crisis, starting in the UK with the 
bank run on Northern Rock (2007) and involving the bankruptcy of Lehman and a bailout 
of American International Group (AIG)—both within a couple of days of each other in 
September 2008. The policy shift followed rapidly. The evidence supporting the shift was 
not very strong though: if one compared the reaction of certain capital market indices to 
the Lehman Chapter 11 filing on the one hand and to the AIG bailout on the other, it ap
pears that it was not the bankruptcy procedure itself that was the problem—the TED 
spread, for example, increased more after the AIG bailout.20 Nevertheless and very soon, 
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a worldwide near-consensus amongst policy makers and regulators emerged that the de
fault, in particular, of a systemically important financial institution demands a special 
regime that kicks in earlier, is more flexible, and also much speedier than an ordinary 
bankruptcy proceeding.21 Further, depositors should not have to fear that their claims 
would be reduced in a bankruptcy proceeding. After the 2007 collapse of Northern Rock, 
the UK was (p. 1009) the first jurisdiction to enact a “modern” bank resolution and recov
ery regime (Banking Act 2009).22 Other jurisdictions followed suit: the US with Title II of 
the Dodd–Frank Wall Street Reform and Consumer Protection Act (2010)23 and Germany 
with the Kreditinstitute-Reorganisationsgesetz (2010).24

Experimenting with different types of bank resolution and recovery regimes might be 
viewed as a potential regulatory option—let the market decide which rule systems work 
(best). However, at least in the banking field, a consensus amongst policy makers and 
regulators soon again emerged that this was no real option and that, wherever feasible, 
harmonization along the lines of best practice should be achieved. One can, of course, ask 
critical questions as to the existence of a best practice in a regulatory field so new and 
untested as bank resolution and recovery, and point to the dangers of harmonizing along 
the lines of principles that are potentially fundamentally flawed.25 Nevertheless, the Euro
pean Union (EU), for one, pushed forward and enacted the “Bank Recovery and Resolu
tion Directive (BRRD)” in 2014.26 Member States only had until January 1, 2015 to adjust 
their domestic regimes to the rules stipulated in the Directive.

Simply put, it provides for a unitary system of bank resolution and recovery throughout 
the EU. The BRRD provides authorities with comprehensive and effective arrangements 
to deal with failing banks at national level, as well as cooperation arrangements to tackle 
cross-border banking failures. It sets out the rules for the resolution of banks and large 
investment firms in all EU Member States. Banks will be required to prepare recovery 
plans to overcome financial distress. Authorities are also granted a set of powers to inter
vene in the operations of banks to avoid them failing. If they do face failure, authorities 
are equipped with comprehensive powers and tools to restructure them, allocating losses 
to shareholders and creditors following a clearly defined hierarchy. They have the power 
to implement plans to resolve failed banks in a way that preserves their most critical 
functions and avoids taxpayers having to bail them out (bail-in versus bail-out). Precise 
arrangements are set out for how home and host authorities of banking groups should co
operate in all stages of cross-border resolution, from resolution planning to resolution it
self, with a strong role for the European Banking Authority to coordinate and mediate in 
case of disagreements. National resolution funds are (p. 1010) also being established. In 
the case of Member States within the Eurozone, these funds were replaced by the Single 
Resolution Fund as of 2016.

3.3 Economic versus Non-Economic Goals

What are the proper goals of a corporate insolvency procedure? The normative impor
tance of the answer to this question cannot be overestimated. It defines the architecture 
of an insolvency proceeding and is also important with respect to most specific regulatory 
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issues in corporate insolvency law. As with many other areas of the law, an economic per
spective on insolvency laws has become very influential—both in the scholarly literature 
and in law-making. Hence, it is indispensable to understand and study this perspective in 
order to be able to follow the conceptual debates about most insolvency law issues. How
ever, jurisdictions differ markedly regarding the extent to which they design corporate in
solvency law systems according to economic principles. This difference is also reflected in 
another distinction, namely whether a country’s corporate insolvency regime is more 
creditor or more debtor oriented.

3.3.1 The Economic Perspective of Insolvency Laws
The economic perspective clearly distinguishes between an ex post and an ex ante view of 
insolvency laws. The former view is the one usually adopted by lawyers and legal schol
ars. With respect to corporate insolvency law, it focuses on the question of what to do 
with the assets of a corporation and the corporation itself in a situation in which it finds 
itself in financial distress, i.e., unable to pay all its debts as they fall due.27 The economic 
maxim to address this question is simple: maximize the net company value. The larger the 
pie, the more is available for distribution to the company’s creditors. This goal (function) 
implies at least three important sub-goals: (1) First, prevention of an asset race, i.e., a so
lution to the common pool problem.28 Creditors of a financially distressed corporation 
find themselves in a multi-party prisoners’ dilemma.29 Each creditor has a dominant strat
egy to seize assets as fast as possible—with potentially disastrous consequences for the 
group. (2) Second, restructuring of the firm only if the restructuring value exceeds its liq
uidation value, i.e., if the firm is economically viable.30 On the basis of this test, the great 
majority of insolvent corporations in legal practice should be liquidated because they suf
fer from financial and economic failure.31 (3) Third, minimization of the direct and indi
rect costs of insolvency proceedings. (p. 1011) Direct costs comprise the transactions costs 
triggered by the procedure such as, for example, administrators’ or court fees. Indirect 
costs are economic losses caused by the procedure such as, for example, the reputational 
damage to the firm associated with the mere fact of an insolvency procedure. Indirect 
bankruptcy costs are usually much higher than direct bankruptcy costs and tend to con
sume approximately 10–20% of the remaining firm value.32 Given the creditors’ interest 
in as large a pie as possible in bankruptcy, minimizing direct and indirect bankruptcy 
costs is an economic imperative.

Economic analysis complements the ex post view of insolvency laws with an ex ante per
spective. The message is as clear-cut and simple as the maxim from an ex post perspec
tive. Ex ante is about setting the appropriate, i.e., welfare-maximizing, incentives for 
shareholders and managers of a corporation that might find itself in financial distress 
(with a non-trivial probability). This goal (function) implies at least two important sub-
goals: (1) First, agency costs of debt must be reduced. As is well known, shareholders of a 
near-insolvent corporation have an incentive to undertake risky projects that might even 
have a negative net present value (“betting the bank’s money”).33 Managers have similar 
incentives to the extent that they can be assumed to act according to the shareholders’ 
preferences.34 Hence, in closed corporations, where shareholders are usually able to di
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rectly control managers’ actions, the “risk shifting incentive” of managers will be 
stronger than in public corporations where management enjoys more freedom in business 
decisions. (2) Second, restructuring efforts of a firm that faces serious business problems 
should be initiated sooner rather than later. Experience teaches us that the timely trig
gering of restructuring initiatives is a crucial success factor for these initiatives.35 In
deed, it is never too early to think about the competitiveness of one’s business, and there 
is no clear-cut line between keeping a business on a competitive track—by appropriate 
measures—and restructuring it to avert a decline in financial and/or economic perfor
mance.

How do different jurisdictions’ insolvency laws worldwide fare against these criteria for 
ex post and ex ante efficient insolvency regimes? There are no overall empirical analyses 
of the relevant cost/benefit effects available, and the methodological hurdles for such 
studies do (p. 1012) seem insurmountable: recovery rates for creditors in bankruptcy tell 
only part of the story,36 and how would one even start to identify and measure accurately 
all relevant cost/benefit factors that go into an overall calculus of the efficiency effects of 
a particular insolvency regime? What probably can be said, though, is that the ex ante ef
fects are more important than the ex post effects: the former relate to all firms, whereas 
the latter are important only with a subset of firms, namely those that find themselves in 
financial distress.37 To put it differently: maintaining the health of all firms is more impor
tant than getting it right with respect to the subset of firms that find themselves in the 
emergency room. Hence, the fixation of lawyers and legal scholars with ex post efficiency 
is misplaced—at least from an economic standpoint.

3.3.2 Diversity of Bankruptcy Philosophies
As already stated in the introduction to this section, jurisdictions worldwide differ 
markedly with respect to the “bankruptcy philosophies” that they pursue.38 On the one 
hand, there are jurisdictions that view insolvency law primarily or even exclusively as 
debt collection law, i.e., as an instrument to best satisfy creditors’ interests when the 
debtor is in a situation of financial distress. These jurisdictions tend clearly to prioritize 
economic efficiency vis-à-vis any other potential goal to be pursued by insolvency laws. 
On the other hand, there are jurisdictions that entertain a policy according to which insol
vency law should serve not only creditors’ but also other stakeholders’ interests, for ex
ample those of the debtor, workers, and the (local) community.39 Under this policy, envi
ronmental concerns are a legitimate factor in a corporate insolvency as well as are, po
tentially, redistributive aims: insolvency is not just about enforcing pre-existing entitle
ments under conditions of scarcity; it is also about redefining entitlements and shifting 
rents.40

(p. 1013) The current German insolvency regime for corporate debtors clearly falls in the 
first group, i.e. it is debt collection law and nothing else. Section 1 of the Insolvenzord
nung reads as follows:
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The insolvency proceedings shall serve the purpose of collective satisfaction of a 
debtor’s creditors by liquidation of the debtor’s assets and by distribution of the 
proceeds, or by reaching an arrangement in an insolvency plan, particularly in or
der to maintain the enterprise. Honest debtors shall be given the opportunity to 
achieve discharge of residual debt.

The discharge mentioned in the second sentence is irrelevant for corporate debtors: it ap
plies only to natural persons (see sections 286 et seq. Insolvenzordnung). On the other 
end of the spectrum, we find the current French insolvency laws. With respect to a Re
dressment judiciaire, the Code de commerce sets out the following objectives: “The pur
pose of the judicial restructuring is to allow the continuation of the business’s operations, 
the maintenance of employment and the settlement of its liabilities.”41 Hence, considera
tions of maintaining employment (in the short run) or “local business structures” may 
well trump economic logic. The “middle ground,” so to speak, is firmly occupied by the 
US and the English insolvency regimes. Traditionally, US Chapter 11 has a very strong 
debtor orientation: despite some changes in more recent times,42 the fresh start philoso
phy and giving the debtor a second chance is still characteristic of Chapter 11 proceed
ings. Of course, discharge can be advocated both on economic and on redistributive 
grounds, and the US version of discharge as a tool to promote entrepreneurship probably 
falls more in the first than in the second category (whether it is successful in that regard 
is another matter43). English insolvency law used to be and still is fairly creditor rights 
oriented. For example, the holder of a qualifying floating charge may appoint an adminis
trator or an administrative receiver under the Insolvency Act 1986 without the need for 
an order of the court.44 However, as early as 1982, the “Cork Report” (commissioned by a 
Labour government in 1977) had suggested that insolvency laws should pursue a multi
plicity of aims and that the effects of insolvency are not limited to the private interests in
volved.45 This view was reflected in later reforms, especially in those introduced by the 
Enterprise Act 2002. The Act made substantial amendments to the administration proce
dure for failing companies. The purpose was to enhance the policy of creating a “rescue 
culture,” so that insolvent companies should so far as possible be saved, before their as
sets are stripped and distributed to creditors.46

Against the background of even this small sample of insolvency policy debates and law
making in select countries, it clearly emerges how markedly jurisdictions worldwide dif
fer with respect to the “bankruptcy philosophies” that they pursue. The extent to which 
economic reasoning should appropriately inspire corporate insolvency law reform certain
ly is one of the features of this ongoing discussion. At the same time, the marked differ
ences also (p. 1014) indicate how difficult harmonization efforts with respect to corporate 
insolvency lawmaking are and will be (on this, see section 11 infra).

3.3.3 Creditor versus Debtor Orientation
The significant differences between various jurisdictions with respect to the degree to 
which their insolvency systems attempt to achieve economic efficiency is also reflected in 
another distinction, namely whether a country’s corporate insolvency regime is more 
creditor or more debtor oriented. There are at least two reasons why one might want to 
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undertake such a categorization or classification: first, it serves a heuristic purpose in the 
sense of informing scholars or policy makers of the principal direction of a jurisdiction’s 
bankruptcy philosophy; second, it might be used as a basis for undertaking econometric 
analysis, for example with respect to the level and/or structure of debt financing in a par
ticular jurisdiction. One could hypothesize, for example, that more creditor orientation 
will lead to more credit being extended and at terms more favorable to the debtors—a hy
pothesis that has indeed been confirmed by econometric studies.47

Various features of an insolvency regime can be singled out to signal more or less credi
tor or debtor orientation: the appointment of a trustee to safeguard creditors’ interests 
versus the “debtor in possession” (DIP), the imposition of an automatic (and complete) 
stay with respect to creditors’ enforcement actions (less creditor protection), or the so-
called absolute priority rule, i.e., the rule that lower-ranking creditors or, more generally, 
claim-holders are allowed to receive any value only if higher-ranking claim-holders have 
been paid in full (more creditor protection). Other criteria that have been suggested are 
the existence of a set-off in insolvency, the protection of security interests, the existence 
of the trust as a legal device, the marketability of contracts, and the tracing of tainted 
money48—every single one of these criteria is meant to indicate a stronger creditor orien
tation. While most of these criteria make intuitive sense, others appear to be more idio
syncratic such as the existence of the trust, which is unknown in civil law jurisdictions 
without it being obvious that these jurisdictions therefore necessarily are less creditor 
oriented. Clearly for econometric studies such as those mentioned above, a less heteroge
neous proxy needs to be constructed, and in fact it was constructed (“creditor rights in
dex”),49 without doing away with the controversies about the appropriateness of the cho
sen index for its specific purpose.50

As with a categorization of jurisdictions as being more or less inclined to follow economic 
logic in the design of their insolvency laws, one can also categorize jurisdictions as being 
more or less creditor or debtor oriented (based on any of the metrics mentioned above). 
This would lead to Germany and England being representative of a fairly strong creditor-
orientation policy, whereas France counts as strongly debtor oriented, with the US being 
positioned somewhere in the middle. The above-mentioned heuristic value of such a cate
gorization or classification exists, but it is limited.51 To begin with, it obviously (p. 1015)

makes a significant difference whether creditor orientation is about the interests and 
rights of secured creditors or whether one is talking about the interests and rights of un
secured creditors. Most metrics or schemes simply assume that, in principle, secured 
credit should receive priority in insolvency—an assumption that is far from uncontrover
sial (see section 6 infra). Moreover, a classification or categorization of an insolvency 
regime as creditor or debtor oriented neglects the importance of ownership, debt, and 
governance structures in a particular jurisdiction for the design of its insolvency laws.52

For example, concentrated debt structures—such as exist in jurisdictions where the ma
jority of debt is held by a few large commercial banks—facilitate workouts, i.e., out-of-
court restructurings: the free-rider problem associated with holdouts is less acute in such 
jurisdictions, and negotiations amongst creditors proceed with greater ease and efficien
cy compared to jurisdictions in which most corporate debt is held by dispersed bondhold
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ers. Hence, in a jurisdiction with concentrated debt structures, there is less need for a 
debtor-friendly reorganization procedure. By contrast, fragmented and dispersed debt 
ownership calls for a statutory and debtor-friendly reorganization procedure that sup
ports ex post efficiency in the restructuring of a financially distressed corporate debtor. 
To conclude, statements with respect to the creditor or debtor orientation of a particular 
jurisdiction need to be put in context, i.e., adjusted for the ownership, debt, and gover
nance structures in the respective jurisdiction.

4 Opening of Insolvency Proceedings
When should statutory insolvency proceedings with respect to a corporate debtor be 
opened? “The Initiation Problem in Bankruptcy”53 is certainly one of the most important 
insolvency policy questions that every jurisdiction has to answer in one way or another. 
Based on economic reasoning, the answer to this question seems straightforward: insol
vency proceedings should be opened in case of financial failure of a company. More for
mally, the test is V = max(Vgc, Vl) < L, where V stands for the greater of the going con
cern value and the liquidation value of the company and L for its liabilities. In essence 
this means that insolvency proceedings should be initiated once whatever value is left in 
the firm is less than the firm’s liabilities to its creditors. This does not mean that the firm 
should be shut down. The latter question, i.e., economic failure, is defined by the follow
ing condition: Vgc < Vl. A firm should be shut down if its going concern value is lower 
than its liquidation value.

In reality, it can be very difficult to determine whether V = max(Vgc, Vl) < L holds. 
Whereas it usually will be relatively straightforward to determine L, both the liquidation 
value of the firm (Vl) and especially its going concern value (Vgc) may be hard to esti
mate, let alone to quantify precisely. Hence, for practical purposes, a proxy for financial 
failure as defined above is needed. Most jurisdictions worldwide use some form of liquidi
ty test: a firm that is not able to pay all its debts as they fall due must file for insolvency. 
Usually, illiquidity in this sense will occur after a firm fails financially based on the V < L 
test. This is so because (p. 1016) even firms whose asset value is lower than its debts may 
still be able to obtain credit, given information asymmetries, and hence still be liquid.

Initiating insolvency proceedings only once a firm fails financially (on either test) may be 
too late for two reasons. First, it ignores the effect of backward induction and the incen
tives thereby created for the firm’s creditors.54 If creditors anticipate that a firm will fail 
financially the day after tomorrow, they all have an incentive to enforce their claims to
morrow, and they all know this. If they all know that everybody will take enforcement ac
tion tomorrow, they all have an incentive to do this today, and that is what is going to hap
pen. So backward induction “backdates” the common pool problem. Second, creditors’ in
terests are already endangered before financial failure of a corporation. Once the equity 
position of a corporation deteriorates, shareholders and managers have an incentive to 
engage in risk shifting, i.e., in initiating risky projects that might even have a negative net 
present value (see section 3.3.1 supra). It is difficult to draw a precise lesson from these 
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two complicating factors for the design of laws on the initiation of corporate insolvency 
proceedings. The only thing that can be said with certainty is that both backward induc
tion by creditors and risk shifting by shareholders/managers may need to be addressed by 
insolvency-type rules that apply before a firm is technically financially insolvent.

Different jurisdictions approach the “Initiation Problem” very differently. In the US, for 
example, the regulatory strategy was, and still is, primarily based on rewarding share
holders/managers for filing early. Central features of (the practice of) Chapter 11, such as 
the “debtor in possession,” the “exclusivity period” for the debtor to propose a reorgani
zation plan, the automatic stay, and violations of the absolute priority rule,55 are best ex
plained as carrots for the incumbent shareholders/managers to use the statutory reorga
nization procedure as a tool to get a distressed company back on track. The English and 
the French approaches differ significantly. Both jurisdictions rely on sticks rather than 
carrots to secure a timely filing. In England, section 214 of the Insolvency Act 1986 im
poses unlimited personal liability (“make such contribution (if any) to the company’s as
sets as the court thinks proper”) for “wrongful trading” on a director of a company that 
went into insolvent liquidation, if he or she “knew or ought to have concluded that there 
was no reasonable prospect that the company would avoid going into insolvent liquida
tion” and did not take “every step with a view to minimizing the potential loss to the 
company’s creditors.”56 This statutory liability is flanked by a similar liability at common 
law.57 In addition, “misbehaving” directors face potentially stiff sanctions under (p. 1017)

disqualification rules.58 The French liability regime is similar to the English one. Art. L.
651-2, sentence 1 of the Code de commerce (“action en comblement de l’insuffisance 
d’actif”) reads as follows:

Where the judicial liquidation proceedings of a legal entity reveals an excess of lia
bilities over assets, the court may, in instances where management fault has con
tributed to the excess of liabilities over assets, decide that the debts of the legal 
entity will be borne, in whole or in part, by all or some of the de jure or de facto 
managers, or by some of them who have contributed to the management fault.59

In Germany, neither effective sticks nor sufficiently attractive carrots are currently in 
place to secure a timely filing. Managers face criminal and tort liability if they fail to file 
within three weeks after cash flow or balance sheet insolvency of a corporation (section 
15a Insolvenzordnung, section 823 Bürgerliches Gesetzbuch). They are also liable vis-à-
vis the corporation for payments made after that point in time (sections 64 GmbH-Gesetz, 
92 para. 2 Aktiengesetz). Hence, it is only upon acute financial distress of a corporation 
that managers are required to take action.60 In 2012, the German lawmaker tried to im
prove the situation by introducing a reformed DIP procedure which provides the debtor 
with a “protective regime” of three months during which creditors’ enforcement action is 
stayed and the debtor is able to conceptualize and propose a reorganization plan (sec
tions 270, 270a, 270b, 270c Insolvenzordnung). However, unlike in the US, the debtor 
may resort to this regime only after the firm is already balance sheet insolvent or there is 
a serious threat (likelihood > 50%) of a cash flow insolvency within the foreseeable fu
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ture, i.e., the next months. This may be too late for the initiation of a successful restruc
turing operation.

The significant diversity of rules that seek to secure a timely initiation of insolvency pro
ceedings in Europe and beyond gives rise to the question of whether some form of harmo
nization might be beneficial. The case for such harmonization rests on forum shopping by 
firms in the vicinity of insolvency. Imagine an English company whose directors would 
face liability under section 214 of the Insolvency Act 1986 were they to put the company 
in an English insolvency proceeding. They decide to move the “Centre of Main 
Interests”61 (COMI) of the company from England to Germany and file for insolvency in 
Germany. Moving a firm’s COMI from one jurisdiction to another is costly, but it can be 
done (it is less costly within Europe than, say, from England to the US).62 Under German 
insolvency (p. 1018) laws, they are free from liability as long as they stay within the three-
week period mentioned above.63 Hence, they can escape liability in England by shifting 
the firm’s COMI to Germany. Against this background, a uniform European wrongful trad
ing rule appears to be sensible, and it would also be within the competence of the EU to 
enact it.64

5 Governance of Insolvency Proceedings
Once corporate insolvency proceedings are initiated, a governance mechanism must be 
put in place—“insolvency governance” substitutes “corporate governance.” However, as 
mentioned in section 1, the divide between these two spheres of law and academic disci
pline is less pronounced once one conceives of insolvency law as “corporate governance 
under financial distress.” To some extent, corporate law already caters for creditors. Just 
think about the European rules on legal capital, i.e., the regime established by the second 
company law directive on minimum capital (for certain corporations), capital mainte
nance, and actions to be taken upon a serious loss of capital.65 Agency theory can be used 
to understand the regulatory problems and develop potential policy responses both with 
respect to financially healthy and financially distressed corporations. What is true, 
though, is that insolvency does not only exacerbate existing agency conflicts. The con
flicts of interests also change, and new actors and interested parties come on to the 
stage: in addition to the debtor (shareholders/managers) and its creditors, insolvency 
courts—alongside general private law courts or specialized corporate courts— insolvency 
practitioners, and new institutions or agencies of the state/government—looking into, for 
example, tax, welfare, or environmental matters—become relevant actors, performing 
specific roles.

Who sits “in the driver’s seat” in various jurisdictions? Again, jurisdictions worldwide dif
fer significantly in the governance mechanisms employed.66 Mirroring an earlier catego
rization or classification of different jurisdictions being more or less creditor or debtor 

(p. 1019) oriented, creditors enjoy a very strong position both in England and in Germany. 
This holds true for the various (insolvency) proceedings in England, especially for the 
CVA and the SoA, which do not involve an insolvency administrator/receiver, but also, al



Comparative Corporate Insolvency Law

Page 14 of 41

beit to a somewhat lesser degree, for the German Insolvenzordnung under which the ap
pointment of at least a supervisor is mandatory if no insolvency administrator is installed. 
Such a supervisor functions as a controller for significant transactions but also as a medi
ator between the interests of all other stakeholders. Both in England and in Germany, the 
insolvency courts are of course in the picture, too. However, they don’t actively “manage” 
the case but rather function as an arbiter that makes sure that fundamental procedural 
rules and rights are observed.

By contrast in the US, the debtor typically sits “in the driver’s seat.” This was certainly 
the case before the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 
curbed some of the debtor’s rights and privileges in Chapter 11,67 but it is still true today, 
albeit to a somewhat lesser degree. In France, it is the bankruptcy courts that hold a 
strong governance position. It was already mentioned that in a Redressement judiciaire, 
for example, the competent court can always decide on the closure or sale of distressed 
business—regardless of the business’ economic viability (section 3.3.2 supra).

As a matter of first principles, there is much to be said in favor of a strong governance 
role of the firm’s creditors in an insolvency proceeding. As the new residual claimants to 
the firm’s assets, their money is at stake, so they have appropriate incentives to take eco
nomically rational decisions. However, not all creditors are alike, of course. Fully secured 
creditors may press for a premature liquidation even in cases where the company is not 
economically distressed, i.e., its going concern value exceeds its liquidation value. Con
versely, creditors who are completely out of the money will push for a continuation of the 
business even where this would be unjustified economically. Hence, designing an appro
priate “creditor governance mechanism” must ensure that creditors’ control and decision 
rights are channeled toward value-maximizing decisions—by establishing appropriate 
procedural controls (by the competent courts), for example.

Putting creditors in the driver’s seat does not imply that the debtor should be completely 
disempowered. The debtor’s managers and, with respect to closed corporations, its share
holders will usually have a significant comparative informational advantage with respect 
to the debtor’s economic and financial health. This can best be “exploited” for the timely 
initiation of insolvency proceedings if the debtor’s managers and its shareholders are re
warded by retaining some control over the firm’s management by a debtor in possession-
like proceeding, and possibly also can expect to receive some equity value in the firm that 
is to be restructured. However, here again biases need to be controlled: as with out-of-
the-money creditors, shareholders have a strong continuation bias even where a financial
ly distressed firm should be liquidated because it suffers from economic failure.

Do courts have the information, expertise and incentives to play an active governance 
role that goes beyond arbitrating between competing stakeholders’ interests and making 
sure that fundamental (procedural) rights are observed? Most scholars would probably 
doubt the courts’ competence to perform such a role on all three counts mentioned (infor
mation, (p. 1020) expertise, and incentives) and hence be very critical of the very active, 
managerial role assumed by the French courts in a Redressement judiciaire, for example. 
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However, there is some evidence that courts may do a better governance job than one 
could and would expect. In a study on Chapter 11 bankruptcies, it appeared that judges 
do not suffer from a continuation bias and that they are able and competent to filter cor
rectly economically distressed from healthy firms and to do so quickly.68 One probably 
needs to distinguish between judges in various jurisdictions, their training, expertise and 
also powers and “goal function” as established by the insolvency rules in place.

An illustrative example of the governance problems raised in insolvency proceedings is 
offered by going concern sales as a substitute for restructuring proceedings. Such going 
concern sales seem to offer the possibility of preserving a viable business as a going con
cern while avoiding the duration and costs involved with developing, negotiating, and 
confirming a restructuring plan. At the same time, markets for distressed firms often are 
thin—if they exist at all—and insiders have a strong interest to acquire whatever value is 
left in the firm at as low a price as possible (see in detail section 8.5.1 infra).

6 Ranking of Claims and Position of Secured 
Creditors
One of the most important questions in the design of (corporate) insolvency procedures is 
the ranking of claims in general and the position of secured creditors in particular.69 

Jurisdictions worldwide differ significantly in their approach to this question, not least be
cause it is perceived to involve highly “political” judgments, and the scholarly work, if it 
exists, does not provide clear guidance. It is not surprising, then, that harmonization ef
forts in this area face significant challenges.

6.1 Approaches of Different Jurisdictions

If one makes a very stylized distinction between different types of claims, one can differ
entiate between administrative expenses (AE), secured creditors (SC), and unsecured 
creditors (UNSC). The latter include tax claims, wages and pensions, and shareholder 
loans. Based on these three categories, the ranking of different types of claims in Eng
land, the US, France, and Germany is remarkably different (see Table 38.1).70

The simplest ranking system appears to be the German one: secured creditors come first, 
followed by administrative expenses and all unsecured creditors. The English system 
varies this ordering in two important respects: first, floating charges have a lower 

(p. 1021) ranking compared to fixed charges; second, certain unsecured creditors, includ
ing wage claims and unpaid pension contributions, receive a preferential treatment com
pared to general unsecured creditors. The differentiation between various types of unse
cured creditors is also reflected in the US and the French system, with preferred unse
cured creditors ranking highest in France—they top all other types of claims, even se
cured creditors.
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Table 38.1 Ranking of Different Types of Claims

England US France Germany

1 SC (fixed charges) SC (but see § 364 BC 
for post-commence
ment financing)

Pref. UNSC (certain 
taxes, wages/benefits)

SC

2 AE AE AE AE

3 Pref. UNSC (including 
certain wages, unpaid 
pension contributions)

Pref. UNSC (including 
certain wages, unpaid 
pension contributions, 
taxes)

SC UNSC

4 Up to £600,000 for 
General UNSC

General UNSC General UNSC

5 SC (floating charges)

6 General UNSC (includ
ing taxes)
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6.2 Secured Creditors

The treatment of secured creditors in insolvency proceedings has a significant effect on 
lending practice. One would assume that the higher the ranking of secured creditors in 
insolvency proceedings is, the cheaper credit will be for debtors, and the higher debt lev
els/lending volume will be in a particular jurisdiction. This is exactly what is confirmed by 
the available evidence: Using a sample of small firms that defaulted on their bank debt in 
France, Germany, and the UK, Davydenko and Franks found that large differences in 
creditors’ rights across countries lead banks to adjust their lending and reorganization 
practices to mitigate costly aspects of bankruptcy law. In particular, they found that 
French banks respond to a code that is “unfriendly” to secured creditors by requiring 
more collateral than lenders elsewhere, and by relying on forms of collateral that mini
mize the statutory dilution of their claims in bankruptcy.71

These effects say something about the empirical importance of how secured creditors in 
particular are treated in insolvency proceedings. A very different matter is whether 

(p. 1022) according secured creditors full priority in insolvency proceedings is a defend
able policy choice. This is a normative question, and it is one of the most controversial 
ones in the scholarly and political debate about the design of (corporate) insolvency pro
ceedings. LoPucki once put the problem succinctly by stating that “Security is an agree
ment between A and B that C take nothing.”72 As between A (creditor) and B (debtor), se
curity clearly has efficiency benefits: it lowers A’s monitoring, enforcement, and risk 
costs, and it protects A against opportunistic business policies that would require B to use 
the pledged collateral. However, these efficiency benefits come at a cost to C if C cannot 
adjust to the transaction between A and B: the total asset pool available for the other 
creditors shrinks, and correspondingly their expected recovery prospects are reduced as 
well. C might not be able to adjust to the transaction between A and B either because C is 
an involuntary creditor such as a tort creditor, because C finds it not worth the effort giv
en the size of his claim, or because he lacks the skill or bargaining power to push B to 
agree to a contractual regime that would effectively protect his interest.73 Do the efficien
cy benefits of secured credit in the relationship between A and B outweigh the costs im
posed on C? This is an empirical question, and some evidence suggests that in fact they 
do.74 Hence, according secured creditors (full) priority in insolvency proceedings appears 
to be a defendable policy choice in principle.75

Even if, in principle, secured creditors are given this priority position, the question arises 
of whether certain limits may be justified vis-à-vis all other creditors and the debtor. It is 
easy to see that the immediate realization of a secured claim upon the opening of an in
solvency proceeding may have detrimental effects on the going concern value of a dis
tressed firm. Consider, for example, a machine that is crucial for running a production 
process in a business. If the financing bank were allowed to take it away and sell it on the 
market to realize its claim, restructuring prospects for the firm would be greatly reduced 
or even eliminated. Hence, imposing a stay on enforcement actions also with respect to 
secured creditors, as many jurisdictions do,76 makes sense. However, jurisdictions differ 
in the protection granted to secured creditors on whom such a stay is imposed. The US 
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Supreme Court once held that § 362(d)(1) of the Bankruptcy Code does not afford protec
tion in the form of interest for the deferred realization of the encumbered asset with re
spect to undersecured creditors.77 The converse holds true under section 169 of the Ger
man Insolvenzordnung.

(p. 1023) 6.3 Administrative Expenses

The rationale for putting administrative expenses—such as court fees or fees for an insol
vency administrator—before general unsecured creditors is straightforward: as a collec
tive proceeding that aims to solve a multi-party prisoners’ dilemma, an insolvency pro
ceeding is run for the benefit of the unsecured creditors’ collective. A more difficult ques
tion is whether contributions of the secured creditors to the administrative expenses are 
justified as well. A case can be made for such contributions if it can be shown that se
cured creditors, too, benefit from a collective proceeding or that certain costs can be at
tributed to them, for example costs of identifying collateral and realizing its value. Sec
tion 171 of the German Insolvenzordnung, for example, forces secured creditors to con
tribute as much as 4% of the collateral value as sorting costs, 5% as realization costs, 
and, if applicable, 19% VAT, i.e., a total of 28% of the collateral value. Based on the above-
stated considerations, this appears to be justifiable. Against this background, secured 
creditors have an incentive to “oversecure” their claim, and German law allows them to 
do this within certain limits.78

6.4 Unsecured Creditors

No apparent efficiency rationale exists why certain unsecured creditors, for example tax, 
wage, and pension claims, should be given priority over the claims of other, general unse
cured creditors. It is rather fairness or distributional concerns that are instrumental in 
this regard, as with the wage or pension claims of workers, or the clout that certain 
stakeholders have in the political process, as with claims of tax authorities, i.e., the state.

An interesting and important case for the design of corporate insolvency laws in particu
lar is the ranking of shareholder loans vis-à-vis other unsecured creditors. Debt finance 
by shareholders is an important source of financing for closed corporations or in group 
structures in particular. It is driven primarily by tax considerations. Some jurisdictions 
subordinate shareholder loans relative to the claims of other unsecured creditors. This is 
the case, for example, according to section 39 para. 1 no. 5 of the German Insolvenzord
nung. In the US, 11 U.S.C. § 510(c)(1) gives the bankruptcy court discretion to subordi
nate claims (equitable subordination).79 By contrast, English law treats claims arising 
from shareholder loans pari passu with other unsecured claims, as does French law.80

It is relatively easy to come up with a justification for provisions that subject payments on 
shareholder loans to the avoidance provisions of an insolvency code (within certain time 
limits): shareholders are insiders, and they may enrich themselves to the detriment of 
other creditors by such payments in the vicinity of insolvency.81 However, it is much more 
difficult (p. 1024) to identify a convincing rationale for subordination rules if no such pay
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ments have taken place. Clearly, a subordination rule discourages debt financing by 
shareholders if the company is in financial distress, and the shareholders may be the only 
available financing source in such a setting. As a consequence, the prospects for a re
structuring of the firm might be greatly reduced. On the other hand, one can argue that 
distressed firms might (ab)use funds made available by shareholder loans to “gamble for 
resurrection,” further diluting existing claims of outside creditors. This is a serious con
cern. At the same time, it would appear that a liability rule for wrongful trading address
es this concern more directly and efficiently than a rule that subordinates all shareholder 
loans—whatever their purpose. The one remaining advantage of such a subordination 
rule might then lie in the lower-risk costs imposed on shareholders/managers compared 
to a liability regime: the loss from the shareholders’ perspective is limited to the amount 
of the loan under a subordination regime, whereas they face a potentially unlimited per
sonal liability under a liability regime.

7 Contracting for Assets of the Debtor
Given the statutory ranking of claims in an insolvency proceeding, creditors have an in
centive to try and contract for a better position than that accorded to them by the statuto
ry ranking. In principle, such contractual arrangements appear problematic as they are 
aimed at upsetting the statutory order. At the same time, creditors can legitimately con
tract for security and, hence, improve their ranking compared to having an unsecured po
sition. So why not allow them to modify their statutory ranking in other ways?

A good illustration of the problem is the so-called “flip clause” that was the subject of liti
gation in the US and the UK in the aftermaths of the latest financial and economic crisis. 
The issue arose in the context of the Lehman bankruptcy. In essence, the flip clause stipu
lates that upon A’s bankruptcy, a charge held by A over certain of B’s assets would flip to 
certain of A’s creditors. This results in these creditors gaining an advantage over A’s oth
er creditors: an asset that would have been available to all of A’s creditors has now been 
carved out of the asset pool and is available only to some of them.

In the US, 11 U.S.C. § 365(e)(1) stipulates that executory contracts may not be terminated 
or modified as a result of a contractual provision which purports to permit such termina
tion or modification conditioned on the insolvency of the debtor. According to § 541(c)(1)
(B), an interest of the debtor in property becomes property of the estate notwithstanding 
any provision in an agreement, transfer instrument, or applicable non-bankruptcy law 
that is conditioned on the insolvency or financial condition of the debtor and that effects 
or gives an option to effect a forfeiture, modification, or termination of the debtor’s inter
est in property. These provisions invalidate so-called ipso facto clauses,82 and it has been 
held that the flip clause amounted to just that.83 Further, the clause was judged to violate 
the automatic stay.84

(p. 1025) The English courts came to a different conclusion. The litigation in the UK cen
tered around the common law “anti-deprivation principle,” which aims to prevent 
arrangements—operating upon bankruptcy—which withdraw from the insolvent estate as
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sets which would be otherwise available to the debtor’s creditors.85 The rationale of the 
principle originally was to prevent “false” ownership of assets and a deception of credi
tors.86 Later on, the policy of preventing contracting out of bankruptcy became an issue 
as well, but there are other ways to contract out of bankruptcy not affected by the princi
ple, such as creating a charge or contractually subordinating a claim.87

In Belmont Park, the UK Supreme Court held that a good faith transaction without the 
purpose of circumventing bankruptcy rules does not violate the anti-deprivation 
principle.88 So the crucial test appears to be whether there is a “valid commercial rea
son” for the transaction or whether the only (“real”) purpose is to circumvent bankruptcy 
rules.89 Such a valid commercial reason was found to be present in Belmont Park and, ac
cordingly, the transaction was upheld.

However, distinguishing cases based on the (non-)existence of valid commercial reasons 
for the transaction in question appears to obfuscate the real issue. If an insolvency sys
tem creates a mandatory statutory order with respect to the ranking of claims, any 

private arrangement that has the effect of upsetting or modifying the order must be 
judged to be impermissible. It simply does not matter whether it is a good faith transac
tion that was undertaken with other (legitimate) motives (also) in mind. The policy under
lying the mandatory statutory ordering system overrides any “legitimate” commercial 
goal that the parties to the transaction wish to pursue. The only permissible contractual 
arrangement is for parties to agree to a priority position as defined by the statute, for ex
ample by creating a security right.90

8 Rescue Proceedings
A central feature of modern corporate insolvency systems are rescue proceedings. These 
are proceedings that aim at restructuring the financially (and possibly also economically) 
distressed firm and putting it back on track financially (and possibly also economically). 
Various types of rescue proceedings exist in the US, England, France, and Germany.

(p. 1026) 8.1 Types of Proceedings

One way to classify or categorize these proceedings is to distinguish between “structured 
bargaining” procedures that involve negotiations over a restructuring plan and proce
dures that do not involve such negotiations.91 Another differentiating feature is whether 
the procedure allows dissenting creditors to be bound by a restructuring plan or not. 
Chapter 11 of the Bankruptcy Code in the US, Company Voluntary Arrangements and 
Schemes of Arrangements under English law, the French Procédure de sauvegarde, and 
the Insolvenzplanverfahren according to sections 217 et seq. of the German Insolvenzord
nung are structured bargaining procedures, and they also allow dissenting creditors to be 
bound. The French Redressement judiciaire allows dissenting creditors to be bound (but 
is not a structured bargaining procedure), the French Procédure de conciliation is a 
structured bargaining procedure (but does not allow dissenting creditors to be bound), 
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and the English Administration is neither a structured bargaining procedure nor does it 
allow dissenting creditors to be bound (but it may be used as a restructuring tool).

Within the category of structured bargaining procedures, a further distinction can be 
drawn between systems that provide for a segmentation of creditors into classes with 
each class voting on the restructuring plan (followed by court approval)—this is the case, 
for example, with respect to Chapter 11, the Scheme of Arrangement, and the Insolvenz
planverfahren—and systems that do not provide for such a segmentation as, for example, 
the Company Voluntary Arrangement. Conducting bargaining and voting within classes 
enhances the legitimacy of the process as the likelihood of voting results that reflect the 
interests of similarly situated creditors increases. At the same time, the process becomes 
more cumbersome, and therefore costly. If time is of the essence, as it is with respect to 
the restructuring of financial institutions, for example, one would rather not want to use a 
structured bargaining process with creditors voting in classes (if one wanted to use an 
“ordinary” bankruptcy procedure at all).

8.2 The Position of Shareholders

Structured bargaining procedures with voting by classes often provide that the incum
bent shareholders of the corporation form one or more of the various classes, i.e., they 
are “part of the plan,” and their interests can be affected by it. This makes sense concep
tually, as a corporation’s shareholders, in a situation of financial distress, have the lowest 
ranking claim on the corporation’s assets, i.e., they are “sub-subordinated.”92 This is how 
shareholders are treated, for example, in a Chapter 11 process (11 U.S.C. § 1123(a)(1)) 
and in (p. 1027) an Insolvenzplanverfahren according to the German Insolvenzordnung 
(sections 217, 225a) since 2002.93

Integrating the shareholders into the structured bargaining and voting process allows 
debt to equity swaps to be part of a restructuring plan. Such swaps are an important ele
ment of restructuring practice. They reduce debt levels and interest payments, improving 
the balance sheet and liquidity position of a distressed firm. If they could not be imple
mented in a restructuring plan against the will of the incumbent shareholders as well, 
these shareholders could use their legal position to extract rents from the creditors—
which is not justified. However, the prospect of being “expropriated” in an insolvency pro
cedure by virtue of a debt to equity swap might lead the shareholders to delay the filing 
of an insolvency petition—which is not in the interest of the creditors. On the other hand, 
debt to equity swaps are a tool that is usually employed more with respect to large public 
corporations, and in these managers enjoy more independence vis-à-vis the shareholders
—also with respect to the filing decision—than in small closed corporations.

8.3 Cram Down Power of Courts

Structured bargaining procedures with class-wise voting differ with respect to the majori
ty requirements that must be met if the plan is to be approved by the competent court. In 
the US, for example, a plan must, in principle, be accepted by each impaired class (11 
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U.S.C. § 1129(a)(8)). However, the competent court may “cram down” the plan on a non-
accepting class if the members of this class do not fare worse than in a liquidation, and 
lower-ranking classes receive nothing under the plan (“absolute priority rule”). A similar 
provision can be found in the Insolvenzplanverfahren of the German Insolvenzordnung 
(section 245).

One of the critical questions relating to this cram-down power centers around a potential 
equity stake in the reorganized enterprise for the incumbent shareholders. Sometimes it 
appears commercially sensible to give them such a stake, for example in order to incen
tivize an early filing or to make them contribute productively to the restructuring process. 
US courts, therefore, have recognized a “new value” exception to the absolute priority 
rule. If the incumbent shareholders contribute “money or money’s worth” to the restruc
tured firm, they may retain an equity stake.94 The German rule in section 245 of the Insol
venzordnung is stricter than its US counterpart and does not allow for a similar excep
tion.

8.4 Financing Rescue Proceedings

Critically important for the success of a rescue proceeding is the issue of financing.95 The 
firm entering an insolvency proceeding will usually be (extremely) cash short, making 

(p. 1028) continuation and restructuring of the enterprise a difficult task that requires 
“fresh money.” If no further security is available for a potential lender, no loan might be 
forthcoming and restructuring may be made impossible. Hence, many jurisdictions have 
provisions granting “superpriority” to financiers of restructuring proceedings under cer
tain circumstances. This is the case, for example, with respect to a Chapter 11 proceed
ing. 11 U.S.C. § 364(d) permits the use of already encumbered assets as security for new 
loans provided that adequate protection is given to existing (secured) lenders. Superpri
ority loans are also possible in France96 (but not vis-à-vis employee claims) but not in 
England97 or in Germany.98

It is clear that superpriority provisions not only facilitate the financing of rescue proceed
ings. They also have a significant governance impact. The debtor in possession financier 
usually will condition lending on being granted important “governance rights”—for exam
ple, via loan covenants—on top of a superpriority before providing “fresh money.” Baird 
and Rasmussen once put it succinctly as follows: “The board may be in the saddle, but the 
whip is in the creditors’ hands.”99 The clout exercised by dominant lenders is potentially 
problematic for various reasons: the managers negotiating the financing agreement on 
behalf of the firm may not have the best incentives to do so if they (are forced to) leave 
the firm and a new crisis management team comes in; firms might take too little risk in 
the restructuring process, and the dominant lenders might divert value from outside 
creditors with less clout but who are still in the money. The applicable insolvency regime 
needs to make sure that the benefits of superpriority are not outweighed by these costs.

8.5 Reform Proposals
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Rescue proceedings for corporate debtors are a vibrant field for law reforms worldwide. 
Jurisdictions experiment with new proceedings (such as, for example, France with the 
Procédure de sauvegarde accélérée), or they try to improve on existing ones (such as, for 
example, the US with reforms of Chapter 11100).101 Two “radical” proposals for corporate 
insolvency law reform deserve to be singled out: going concern sales as a substitute for 
restructuring proceedings, and “full” debt to equity swaps as a specific form of such pro
ceedings.

(p. 1029) 8.5.1 Going Concern Sales
Restructuring proceedings are often lengthy and costly. This is especially so with respect 
to structured bargaining procedures with class-based voting. Hence, instead of restruc
turing a firm in the hands of an existing legal entity by creating a new financial structure, 
one can also try to salvage its going concern value by selling all its assets to another legal 
entity (an investor). This entity would implement the necessary reforms of the business, 
having paid a purchase price for the assets out of which the firm’s creditors can be paid. 
In order to maximize the returns to the creditors, an auction might be set up under which 
the investor who puts up the highest bid gets the firm’s assets.

Such going concern sales were already suggested many decades ago as a viable alterna
tive to Chapter 11,102 and they are used by many jurisdictions’ corporate insolvency 
regimes as one form of restructuring of a distressed firm.103 At the same time, there are 
limits to this approach which reconfirm the need for a statutory restructuring proceeding 
directed toward the legal entity that faces financial distress. First, markets for firms do 
not always exist, and if they exist, they may not be very competitive and/or informational
ly efficient. In crisis-ridden industries, usually only a few potential buyers will be interest
ed. These buyers will often be insiders (managers, shareholders) or competitors of the 
distressed firms because these are, given their industry knowledge and experience, best 
positioned to assess its economic prospects. At the same time, they have a strong incen
tive to acquire the firm as cheaply as possible, possibly at a price much lower than the 
value of the firm were it to be restructured in the hands of the existing legal entity. Se
cond, asset sales sometimes do not allow the transfer of “dedicated assets” which make 
up a significant part of the firm’s value. Such dedicated assets can come in the form of IP 
rights, (public) permits, or leases at favorable conditions—to give just three examples. 
Again, to capture the full going concern value, the firm should be restructured in the 
hands of the existing legal entity in such circumstances.104

If a jurisdiction permits or even promotes going concern sales in insolvency proceedings, 
it must address the intricate governance problems raised thereby. The most fundamental 
of these problems is the pricing issue. More specifically, precautions must be taken to 
avoid sales to insiders at fire sale prices. Jurisdictions differ significantly in their ap
proach to this problem. Under the German Insolvenzordnung, for example, creditors are 
involved in the sale decision (sections 160 et seq. Insolvenzordnung). A sale to insiders 
requires the assent (by majority decision) of the whole creditors’ assembly (section 162 
Insolvenzordnung). By contrast, in England and Wales, administrators have the power to 
carry out a pre-packaged (p. 1030) sale without the prior approval of the creditors or the 
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permission of the court under certain conditions, including extensive disclosure obliga
tions (Statements of Insolvency Practice (SIP) 16). In addition, section 129 of the Small 
Business, Enterprise and Employment Act 2015 provides the UK Government with the 
power to enact legislation restricting, or imposing conditions on, administrators’ powers 
to sell or otherwise dispose of assets to “connected persons” (such as directors of the 
company) in the event that the insolvency industry fails to comply with SIP 16. In compar
ison, the German approach places greater emphasis on ex ante controls and safeguards, 
and the UK approach on procedural efficiency.105 Alternatively, or in addition to these 
measures, one could contemplate a fault-based liability of administrators who fail to ef
fect a sale that is in the interest of all creditors. Data on recovery rates for creditors that 
could help assess the merits of the respective regulatory approaches are missing.

8.5.2 Full Debt to Equity Swaps
It has already been mentioned that debt to equity swaps are an important element of 
modern restructuring practice (see section 8.2 supra). The good thing about such swaps 
is that they put creditors in a position in which they then all have the “correct” economic 
incentive to implement whatever measures maximize firm value. As creditors, they do not 
always have this incentive: fully secured creditors may push to liquidate the firm even if 
restructuring would be value-maximizing, and creditors who are out of the money will 
push toward a restructuring even if the firm is economically distressed and should be liq
uidated. It is hard to design rules on class formation and voting that make sure that such 
“skewed” incentives are not decisive for the outcome of the process.

As early 1988, Lucian Bebchuk suggested a radically different reorganization procedure 
based on a “full debt to equity swap” that would “solve” this problem and also be in line 
with the absolute priority rule.106 Assume that a firm has two creditors with a claim of 
US$1 million each: a fully secured creditor (SC) and an unsecured creditor (UNSC). The 
firm has one (sole) shareholder (SH). Under Bebchuk’s scheme, SC would become the 
sole shareholder. UNSC would get an option to acquire SC’s shares at an exercise price of 
US$1 million. SH would get an option to acquire UNSC’s option and SC’s shares at an ex
ercise price of US$2 million. This scheme preserves absolute priority. Each stakeholder 
would get exactly what she can claim under the absolute priority rule. Whoever ends up 
as the sole shareholder of the firm will implement the restructuring plan that maximizes 
firm value.

Bebchuk’s scheme is elegant and in line with fundamental principles of corporate insol
vency law. At the same time, to date it has not been implemented in the real world of re
structuring. The simple reason is probably that policy makers worldwide stay clear of 

(p. 1031) all proposals that force all creditors to exchange their debt against an equity po
sition. In many jurisdictions, such an involuntary swap would violate fundamental consti
tutional guarantees. In others, political lobbying by banks in particular prevents legisla
tures from moving to implement Bebchuk’s scheme. If it were implemented, creditors 
would need to expect to find themselves in the position of a shareholder of a distressed 
firm whenever they extend credit to a firm with a non-trivial prospect of insolvency. This 
would potentially have a serious impact on their business model, and many creditors are 
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not comfortable with that prospect. That said, however, Bebchuck’s model is useful for re
structuring practice because it highlights important features (and benefits) of debt for eq
uity swaps.

9 Contractual Resolution of Financial Distress
Statutory insolvency proceedings are associated with significant direct and indirect bank
ruptcy costs (see section 3.3.1 supra). Hence, stakeholders of a financially distressed firm 
have a strong incentive to avoid these costs and attempt a private resolution of financial 
distress: the “privatization of bankruptcy” promises flexible, tailor-made, and fast solu
tions that come with significantly reduced bankruptcy costs.107 Two forms of such a priva
tization must be distinguished: ex ante contracting about bankruptcy, and an ex post 
renegotiation of the firm’s debt structure (“workouts”).

9.1 Ex ante Contracting about Bankruptcy

There would be no need for a statutory bankruptcy procedure if all of the firm’s creditors 
and the firm were able to contractually agree ex ante on the procedure that would be ap
plicable if the firm entered a—contractually specified—condition of financial distress. In 
reality, this is not feasible as some creditors, for example those who have a claim based 
on tort, do not have a contractual relationship with the firm at all. Nevertheless, scholars 
have designed schemes that would give contracts with individual lenders an erga omnes
effect vis-à-vis the whole creditor community.108 Instead of a full-blown statutory insolven
cy procedure, the statutory rules would then operate as a backup to legitimize certain pri
vate schemes under specified conditions.

Another, probably more realistic form of ex ante contracting about bankruptcy would be 
to allow firms to choose the applicable bankruptcy regime in their charter.109 This could 
be (p. 1032) done by either allowing firms to choose the bankruptcy forum—with the ap
plicable bankruptcy law being that of the forum—or by giving firms the option to directly 
pick a particular bankruptcy regime out of a “menu” of different regimes provided for by 
the competent lawmaker. The former regime would be easier to implement—no need to 
agree (as between states) on the “menu” —and it also has the advantage that it directly 
incentivizes states to improve their domestic bankruptcy procedures and make them 
more competitive. Moreover, in contrast to ex post forum shopping by COMI manipula
tions in times of crisis, picking the forum ex ante in the corporate charter makes the 
choice visible to all creditors, allowing them to adjust. A critical issue with respect to this 
form of contracting for bankruptcy is charter amendments. These would need to be sub
ject to a super-majority requirement. To further reduce the danger of opportunistic ma
neuvers on the eve of bankruptcy, a “waiting period” of a couple of months before the 
amendment takes effect probably also makes sense.
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9.2 Ex post Renegotiation of Debt Structure

Ex ante contracting for bankruptcy regimes is still very much a scholarly enterprise, not a 
real-life phenomenon. By contrast, ex post renegotiation of the debt structure of a firm 
that finds itself in financial distress is an important fact of restructuring practice world
wide.110 Such “workouts” face many challenges, of which the free-rider (or hold-out) 
problem probably is the most important one: all creditors have a common interest in a 
success of the restructuring process, but each individual creditor of course wants to max
imize her economic benefit, i.e., reduce her contribution to the common good. This strate
gic incentive problem of a multi-party prisoners’ dilemma is “solved” by statutory insol
vency procedures that impose a stay on creditors’ enforcement actions. Out of court, no 
such general statutory regime exists. No legal duty forces creditors and/or shareholders 
to cooperate in a workout.111 Hence, workout negotiations are destabilized by the free-
rider problem.

Creditors can address this issue by putting “majority voting clauses” in common debt in
struments such as syndicated loans or bond indentures. Such clauses allow a majority of 
the creditors—based on voting rights—to agree on debt reductions even if a minority ob
jects. Some jurisdictions are more accommodating of these clauses than others. For ex
ample, US law does not allow a reduction of the principal claim by majority decision in a 
bond indenture (15 U.S.C. § 77ppp),112 but section 5 of the German Schuldverschreibungs
gesetz (2009) does.

In any event, such clauses are helpful only with strategic/opportunistic actions of certain 
creditors that are part of a specific debt instrument. They do not address the free rider 
problem as between the creditor community as a whole, i.e., regarding creditors of differ
ent debt instruments. Various attempts have been made to ameliorate this problem by 
“soft law” tools. One of these is the so-called London Approach to out-of-court restructur
ings, which achieved a certain prominence with respect to the restructuring of City firms 
in the (p. 1033) 1980s and 1990s.113 Another soft regulatory instrument is the INSOL Prin
ciples for a global approach to multi-creditor workouts (2000).114

These instruments are helpful especially in settings with a relatively homogeneous and 
stable creditor community such as, for example, in cases where a firm is financed primar
ily by bank debt. However, debt structures worldwide have changed significantly com
pared to what they looked like in the City of London two or three decades ago. Bond fi
nancing has become much more widespread, also with respect to smaller firms. Debt is 
traded on secondary markets, and new activist investors have entered the scene, espe
cially hedge funds and private equity funds. Credit default swaps (CDS) are available to 
protect against insolvency risks, changing the incentives of insured creditors or other 
holders of these instruments. Hence, firms today face workout scenarios where the credi
tors are extremely heterogeneous and deeply fragmented, have very different interests 
(effects of CDS, hedge funds as active investors [“loan to own”], etc.), and the composi
tion of the creditors is permanently changing (due to debt trading). Workouts have be
come more difficult than a couple of decades ago.115
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If a workout fails because of strategic maneuvers of hold-outs, one way to save at least 
some of the benefits of an out-of-court restructuring is a “slim statutory reorganization” 
procedure that is initiated only to get a restructuring plan passed by a majority vote. 
These types of procedures are often termed “pre-packaged bankruptcies” because most 
of the issues except the acceptance of the pre-negotiated plan have already been resolved 
before the bankruptcy petition is filed.116 The technique of pre-packaged bankruptcies is 
most advanced in the US where the vote on the plan can also be taken out of court—only 
plan confirmation requires initiation of a bankruptcy procedure and court approval (“pre-
voted pre-packaged bankruptcy”).117 If this is not feasible, the drafted and pre-negotiated 
plan will be subject to a vote after the bankruptcy petition has been filed (“post-voted pre-
packaged bankruptcy”).118 If a full-blown “pre-packaged bankruptcy” is not feasible, the 
Chapter 11 process can at least be streamlined by so-called restructuring support agree
ments. These are usually concluded between the debtor and other key players, often se
nior secured lenders.119

(p. 1034) 10 Reasons for the Jurisdictional Diver
gences
Insolvency laws worldwide differ significantly—as should be apparent by now. This is true 
both with respect to corporate and individual insolvencies. Crucial issues of corporate in
solvency law, such as the opening and governance of insolvency proceedings, the ranking 
of claims, the position of secured creditors, and the type and structure of rescue proceed
ings, are regulated very differently in the jurisdictions that are the focus of this chapter 
(US, England, France, and Germany). What are the reasons for these jurisdictional diver
gences? Answering this question can inform projects that aim at harmonizing (corporate) 
insolvency laws (see section 11 infra). If, for example, competitive pressures (regulatory 
competition) gradually push jurisdictions to adopt particular “solutions” to corporate in
solvency law problems, harmonization might not be necessary. And if certain divergences 
are rooted in different regulatory philosophies or even in differences between the “deep 
normative structures” of particular societies, then harmonization might be positively 
harmful—at least from the perspective of those jurisdictions whose regimes are replaced 
by harmonization.

The reasons for jurisdictional divergences with respect to important corporate insolvency 
law issues have yet to be studied (empirically) in detail. It is probably true that competi
tive pressures are influencing corporate insolvency lawmaking, but their intensity is far 
from clear. The latest major reform of the German Insolvenzordnung was explicitly moti
vated, for example, by the fact that some German firms “forum shopped” to England, 
seeking access to a more attractive restructuring regime than that in place in Germany 
before the reform.120 At the same time, it would be a gross overstatement to say that mar
ket pressures (in Europe) are so strong that we can identify a clear trend toward certain 
uniform procedures.
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Forces that hinder further convergence are, for example, strong lobbying by well-orga
nized stakeholder groups, different regulatory or insolvency philosophies, and “function
al” reasons such as differences in financing structures. There are probably many other 
causes influencing the degree of jurisdictional divergences, and their explanatory force 
will always be a function of the specific regulatory problem and jurisdiction(s) studied. In
solvency administrators, for example, are a very powerful lobby group in a country like 
Germany that, for a long time, did not recognize debtor in possession-like proceedings. 
Hence, it does not come as a surprise that it took Germany so long to introduce such pro
ceedings and that, in practice, they are still a very rare phenomenon. By contrast, the 
fresh-start philosophy is characteristic for insolvency policy and practice in the US (see 
section 3.3.2 supra). It would require a paradigm shift to move to a regime that starts 
from the premise that, in the great majority of cases, insolvency is not an “accident” but 
the consequence of (p. 1035) negligent if not fraudulent management actions. Finally, con
centrated debt structures reduce the need for a debtor-friendly restructuring procedure, 
as has already been pointed out (see section 3.3.3 supra). Whether this really explains the 
existence of such procedures in jurisdictions with fragmented and dispersed debt owner
ship is another question.

If anything, the absence of empirical evidence for dysfunctional regulatory diversity cau
tions against too much zeal in pursuing harmonization projects in the field of corporate 
insolvency law. Regulatory competition with respect to corporate insolvency law systems 
has certain benefits of its own, and what appears “dysfunctional” may be an expression of 
completely different (but legitimate) insolvency philosophies, as will be seen in the con
cluding section of this chapter.

11 Outlook: Harmonization of Insolvency Laws
The great diversity of (corporate) insolvency systems worldwide has benefits: it creates 
an “international laboratory” for better solutions, spurring regulatory competition be
tween states for the best “insolvency product.” At the same time, last-minute forum shop
ping by firms—possibly initiated by dominant lenders—can create problems, especially for 
outside creditors whose interests might be compromised by the move.121 Further, not all 
firms have the knowledge and money to engage in sophisticated regulatory arbitrage and, 
as a consequence, might not have access to an efficient domestic insolvency or restruc
turing regime. Hence, a case can be made for harmonization of insolvency laws, at least 
in the form of “minimum harmonization” that allows states to go beyond the required 
minimum.

Even then, however, harmonizing substantive insolvency laws will always be an exceed
ingly difficult enterprise, given the heterogeneity of bankruptcy philosophies (objectives 
of insolvency laws, governance of proceedings, ranking of claims, etc.) and the legitimate 
resistance of states to harmonization if it is felt directly or indirectly to impact negatively 
on their respective autonomous regulatory policy. It is not surprising, therefore, that “ear
ly” harmonization efforts focused rather on jurisdictional and private international law 
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rules and not on issues of substantive law as a first step. The guiding philosophy with re
spect to these projects was and is that, as a start, predictable and stable jurisdictional 
rules should be established and cases should be decided on the basis of the same or at 
least similar rules, regardless of the forum in which the insolvency procedure takes place. 
In Europe, the outcome of these efforts was the European Insolvency Regulation of 2002, 
which was recast in 2015.122 (p. 1036) The UNCITRAL Model Law on Cross-Border Insol
vency (1997) attempted to provide a blueprint for states to harmonize their cross-border 
insolvency regimes on a global scale.123

More recently, efforts to also harmonize substantive insolvency laws have gained greater 
momentum. Early on, it was again UNCITRAL that moved first with the “Legislative 
Guide on Insolvency Law” (2004)124 and its special provisions on “Group Insolven
cies” (2010).125 However, these are, like the 1997 Model Law, not binding legal instru
ments but merely blueprints for states who wish to reform their domestic regimes based 
on what might be considered international best practice. The European Union, as with 
the European Insolvency Regulation, plans to move one step further: in 2014, the Euro
pean Commission issued a “Recommendation on a New Approach to Business Failure and 
Insolvency”,126 and it has proposed, in 2016, a binding legal instrument (a Directive) as 
part of its plan to complete the capital markets union.127 The driving force behind this ini
tiative is the idea of giving firms in all Member States of the EU access to efficient pre-in
solvency restructuring proceedings.128 By and large, the substantive insolvency regimes 
of the Member States would be left intact, potentially reducing the political resistance 
that is to be expected. However, important elements of the proposed restructuring regime 
are subject to criticism. The draft directive is flawed because it (i) creates a refuge for 
failing firms that should be liquidated; (ii) rules out going-concern sales for viable firms; 
(iii) is, in essence, a twisted and truncated insolvency proceeding but without strong 
court involvement from the beginning and without the tools needed for the court to guar
antee a fair outcome of the process.129 Further, there would be a stifling effect on regula
tory competition between the Member States and on the benefits that could bring (“labo
ratory for the best solutions”)

Notes:

(1) “Bankruptcy law” is the term more commonly used in the US, “insolvency law” is more 
common elsewhere in the world, especially in the UK.

(2) Reinier Kraakman et al., The Anatomy of Corporate Law: A Comparative and Function
al Approach (2009), chapter 2; Gregor Bachmann et al., Regulating the Closed Corpora
tion 8–13 (2014).

(3) Kraakman et al., supra note 2, at 115 et seq.; Horst Eidenmüller, Un
ternehmenssanierung zwischen Markt und Gesetz (1999).

(4) While “insolvency governance” probably is a new term, the interaction of corporate 
law and corporate bankruptcy was noted decades ago by scholars such as Whitford, LoP
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ucki, and Skeel. See David Skeel, “Rediscovering Corporate Governance in Bankruptcy”, 
87 Temple L. Rev. 1021 (2015).

(5) In 2014, for example, the EU Commission published a Recommendation on a new ap
proach to business failure and insolvency (2014/135/EU, OJ of the EU of 14 March 2014, 
L 74/65) that asks the Member States to bring their domestic pre-insolvency restructur
ing regimes into line with the principles set out in the recommendation (see Horst Eiden
müller & Kristin van Zwieten, “Restructuring the European Business Enterprise: the Eu
ropean Commission’s Recommendation on a New Approach to Business Failure and Insol
vency”, 16 Eur. Bus. Org. L. Rev. 625 (2015)). The Commission has presented a legislative 
proposalin 2016; see Commission Proposal for a Directive of the European Parliament 
and of the Council on preventive restructuring frameworks, second chance and measures 
to increase the efficiency of restructuring, insolvency and discharge procedures and 
amending Directive 2012/30/EU, COM (2016) 723 final(22 November 2016). On the pro
posal see Horst Eidenmüller, “Contracting for a European Insolvency Regime”, 18 Eur. 
Bus. Org. L. Rev. 273 (2017). See also section 11 infra.
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Abstract and Keywords

Rent-sharing between employees and shareholders is a necessity if the societal value of 
the firm is to be maximized. This is reflected in laws across the world which, in different 
ways, underpin job security and worker voice. Where employees have no role in firm-level 
governance and are weakly protected by regulation, contractual arrangements intended 
to align investor and worker interests often fail. A growing body of empirical evidence, 
drawing in part on leximetric data, points to the beneficial economic effects of employ
ment protection and codetermination laws for innovation and productivity. These laws al
so promote equality, in contrast to laws mandating additional protections for sharehold
ers to those provided by basic corporate law, which are distributionally regressive as well 
as being of questionable value for efficiency.

Keywords: corporate governance, employment relations, shareholder rights, corporate law, employee protection, 
innovation, takeover bids, residual income, shareholders, employees

1 Introduction
1WHY does capital hire labor, rather than the reverse? Why are employee-owned enter
prises so rare? Modern institutional economics has answers to these questions, which 
stress the efficiency properties of shareholder-based monitoring of managers.2 Following 
this lead, the corporate governance literature evolved during the 1980s and 1990s to ar
rive at a consensus around the salience, in both positive and normative terms, of the 
norm of shareholder primacy.3 Alternative approaches, such as the “stakeholder” or 
“team production” model,4 did not win general acceptance in the field. In the 2000s, poli
cy makers around the world followed this consensus, adopting numerous laws and corpo
rate governance codes which set out to strengthen the rights of shareholders to hold 
managers to account.5
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The debate over the role of employees within corporate governance never entirely went 
away. Transaction cost economics models the employment relationship as an incomplete 
contract which does not in itself guarantee the conditions for cooperation between work
ers and management.6 Thus even allowing for the predominant role given to shareholders 
in the governance structure of the business enterprise, laws mandating (p. 1038) job secu
rity and worker voice may increase the value of individual firms and enhance the societal 
surplus (or minimize the social costs) that they create.7 In line with this suggestion, a 
growing body of empirical work finds that worker-protective labor and employment laws 
are positively correlated with productivity and innovation at firm level.8

By contrast, the empirical literature on shareholder rights is much more equivocal: it 
seems that there is a tenuous relationship, at best, between corporate governance prac
tices associated with the shareholder primacy norm, in particular independent boards, 
and enhanced firm performance.9 Laws mandating or encouraging higher levels of share
holder protection, by tilting the balance of corporate power away from workers and to
ward investors, may limit the ability of managers to make credible commitments of job se
curity and worker voice. Empowerment of shareholders may also impact negatively on 
the innovative capacity of firms.10

To assess the relationship between corporate governance and employment relations re
quires a dual approach: investigating, on the one hand, the impact of the worldwide move 
to enhanced legal protection of shareholder rights beyond those provided by the basic 
framework of corporate law, and, on the other, the implications for the firm and for the 
wider economy of laws and regulations affecting the employment relationship. This chap
ter will provide an overview of relevant theoretical perspectives (section 2), a considera
tion of research methods (section 3) and an analysis of recent empirical findings, starting 
with evidence on long-run trends in laws relating to shareholder and employee protection 
(section 4), and then going on to review studies on the relationship between corporate 
governance, employment protection and innovation across a range of different country 
contexts (section 5). This empirical overview will cover recent research using “leximetric” 
data sets in the course of a wider review of the research field. Section 6 concludes.

(p. 1039) 2 Employment Relations and Corporate 
Governance: Theoretical Perspectives
Among the first tasks of corporate governance theory is to explain the incentive struc
tures which arise from different configurations of ownership within the firm.11 

“Governance” in a narrow sense is concerned with how residual income and control 
rights are partitioned between the different corporate constituencies. Once shareholders 
are identified as the firm’s residual owners, an arrangement which corporate governance 
theory tends to regard as efficient,12 the claims of other groups fall to be determined by 
contract, supplemented by regulation. Thus how employees are positioned in relation to 
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the firm could be seen as falling outside the scope of “corporate governance,” understood 
both as an organizational and institutional practice, and as a field of study.

The boundary between “governance,” on the one hand, and “contract,” on the other, may 
not be so clearly fixed. On one view, it is because the contract between investors and the 
firm is too difficult to write that it is necessary to allocate residual income and control 
rights to shareholders rather than to workers or customers.13 If that is so, it is the com
parative costs of contracting under different ownership regimes which determine the gov
ernance structure of the firm in the first place. Putting the point slightly differently, and 
without ascribing causal priority to one over the other, we might say that “ownership” 
and “contract” are interrelated mechanisms for the governance of the business firm.

When corporate governance scholarship has addressed the role of employees within the 
firm it has done so largely in order to explain why it is that they are so rarely constituted 
as its residual owners.14 Given the rarity in industrialized market economies of “employ
ee-owned” firms such as producer cooperatives, this is certainly a legitimate question, 
but it is not the only one of interest. Another approach is to take the near-ubiquity of the 
“shareholder-owned” firm (referring to the standard legal model of the company limited 
by share capital) as a given, and to explore its consequences for employment relations 
and, more generally, for firm performance.

A starting point in this analysis is to consider the distinct features of the employment con
tract when viewed from a transaction cost perspective. The sum total of the norms gov
erning employment—legal, contractual, and customary—can be thought of as providing a 
framework for repeated exchange in a setting characterized by uncertainty. Ex ante, the 
worker sells to the employer his or her labor power or capacity to work in return for an 
agreed wage. Ex post, residual income and control rights are vested in the employer. 
What juridical language refers to as the worker’s “subordination” can be described in 
economic terminology as contractual incompleteness.15 Because the precise terms of the 
bargain between employer and worker cannot be specified in advance, their formal 
agreement is supplemented by other norms, many of which have a fairness dimension in 
the sense of specifying distributions which the parties regard as legitimate. Behavioral 
studies show that fairness norms help (p. 1040) build trust between the parties to the em
ployment contract, thereby reconciling equity and efficiency.16

That it may be in the enlightened self-interest of employers to offer job security and work
er voice in order to improve contractual outcomes is not surprising; this observation is 
recognized in some well-established economic concepts such as those associated with ef
ficiency wage theory, for example.17 It is less obvious that labor law should mandate par
ticular forms of worker protection. It could be argued that if employers would adopt these 
norms anyway, the law should not impose them; and if they would not, the law would be 
interfering with autonomous contractual choices. However, this view neglects the pres
ence, in practice, of constraints on the spontaneous emergence of worker-protective 
rules. Adverse selection effects may deter employers from offering job security to 
prospective employees,18 while the threat of free-riding by other employers may lead to 
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under-provision of training by firms.19 Labor laws setting standards for termination in 
employment and requiring employers to train are essentially means of overcoming collec
tive action problems associated with the inability of employers to coordinate on efficient 
rules. Laws of this kind have often had the support of employer groups and have been 
legislated for by political parties with a broadly pro-employer leaning.20

The economic case for employment regulation applies particularly to innovative firms. In
novation entails the transformation of productive inputs into saleable outputs in the form 
of goods and services which are more desirable and/or affordable to consumers than 
those previously available. The innovative enterprise must assess the quantity and quality 
of the productive resources that it has to invest to develop such goods and services, in the 
light of what it knows of its competitors’ strategies.21 In this context, value creation is a 
developmental process, which turns on the capacity of the firm to utilize the human 
knowledge at its disposal.22 Innovative firms are characterized by decentralized decision 
making, alignment of risks and rewards over the medium to longer term, and toleration of 
failure.23 The firm’s dependence on specific knowledge may mean that internal, peer-
based monitoring is more (p. 1041) efficient than external monitoring through outside in
vestors.24 However, decentralization of decision making and reliance on specific knowl
edge may make shareholders vulnerable to opportunism on the part of workers and man
agers. The innovative firm therefore faces a series of trade-offs.25

These trade-offs could be resolved contractually, but only up to a point. In highly liquid 
capital markets, the threat of shareholder exit through a takeover bid or related restruc
turing may make employees reluctant to commit to innovative projects in which returns 
will be realized over the longer term. Firms may therefore offer managers and senior em
ployees incentives to innovate through long-term compensation plans, stock options, gold
en parachutes, and job security guarantees.26 These strategies may, however, give rise to 
new opportunities for managerial rent extraction, particularly where performance-related 
pay can be manipulated by insiders.27

An alternative to contractual solutions of this kind is to alter the governance structure of 
the firm, so that residual control and income rights are shared between employees and in
vestors. In principle these “hybrid” systems are unstable because of the high transaction 
costs associated with decision making within and across heterogeneous stakeholder 
groups.28 However, they may be a feasible alternative to suboptimal contractual arrange
ments governing executive pay and performance. Although, as already noted, employee-
owned firms in the form of cooperatives or worker-managed enterprises are rare, it is not 
uncommon to see workers being given voice rights within the firm via contract and regu
lation, in ways which may significantly qualify shareholders’ control and income rights. 
Nor are shareholders’ rights simply a function of ownership: the degree of control they 
exercise over management may also be affected by laws and regulations.

The literature on comparative capitalisms argues that corporate governance arrange
ments will be framed by nationally specific institutional factors, which may derive in vary
ing degrees from legal origins,29 political ideologies,30 or technological complementari
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ties.31 In so-called “liberal market” systems, firms tend to be characterized by dispersed 
ownership and a high degree of director independence. These features may nevertheless 
be qualified in the context of the innovative firm by measures designed to lock sharehold
ers in, including (p. 1042) poison pills, weighted voting, and insider-dominated boards.32 In 
“coordinated market” systems, the legal system itself may supply alternative governance 
mechanisms to the conventional model of shareholder-based control, in the form of dual-
board structures and related mechanisms for employee participation in managerial deci
sion making (“codetermination”33). In both cases, firms’ governance choices are liable to 
be influenced by the state of the laws governing shareholder and worker protection.

3 Empirical Methods: Leximetrics and Time-
Series Econometrics
How far the legal system actually drives corporate governance outcomes depends on a 
range of factors including the scope for firms to opt into or out of particular governance 
models and the leeway they have for customizing them. The tightness of the “fit” between 
legal norms and particular technological and organizational configurations may differ 
from one national and/or sectoral context to another. In this regard, it is helpful that the 
empirical turn in law and economics has seen the development of new data sources for 
analyzing cross-national differences in the legal framework for corporate governance and 
their economic effects. Attempts to measure legal institutions in a systematic way go back 
to the OECD’s Employment Protection Index (EPI), first published in the mid-1990s,34 and 
the World Bank Doing Business Reports (DBR) from the early 2000s,35 which built on the 
methods used in the legal origins literature.36 Although these indices are very widely 
used by social scientists, they suffer from numerous flaws including home-country bias, 
inconsistent coding, and a lack of transparency in the reporting of sources.37

A particular weakness of the OECD and World Bank data sets is that they each provide 
limited time-series. The OECD’s EPI has recently been revised to incorporate a more con
sistent time series but there are still gaps in the coverage.38 The legal origins studies on 
which (p. 1043) the DBR indicators are based were mostly cross sectional. The later DBR 
studies have a limited time series, going back only to the early 2000s. By contrast, the da
ta sets constructed at the Centre for Business Research in Cambridge provide several 
decades of continuous time series data.39

An empirically informed assessment of the effects of corporate and labor laws should take 
into account a number of features of legal rules. A first of these is their partial endogene
ity: legal rules reflect economic conditions as well as shaping behavior. Legal systems co-
evolve alongside developments in the economy and the political system.40 Thus quantita
tive economic analysis should be able to take on board the possibility of reverse causation 
or of multi-directional causal flows between legal and economic variables. It further fol
lows that econometric analysis of law should be longitudinal. Cross-sectional analyses can 
indicate correlation but not, normally, causation.
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A second relevant feature of legal rules is their mutability. Legal rules rarely have a com
pletely fixed meaning or unique interpretation. Thus the application of a legal rule is 
rarely a matter of “either/or.” Binary variables, which purport to measure the presence or 
absence of a legal rule using a simple (0, 1) coding scheme, may well not be an appropri
ate way of conceptualizing the operation of regulatory norms.41

A third feature to consider is the gap between law in action and law in the books. The for
mal enactment of a legal rule may tell us something about its practical effects, but legal 
rules are not self-enforcing. If a given legal rule reflects an existing social consensus, it 
may well take effect without the need for regular enforcement. In other contexts, general 
respect for the law, the efficiency of the court system and the amount of resources devot
ed to enforcement may be critical variables to add into the analysis.42

“Leximetric” coding techniques attempt to address these issues.43 Leximetric method in
volves breaking down the process of index construction into a series of stages, beginning 
with the identification of a phenomenon of interest (“corporate law,” “employment law”) 
that may be expressed as a conceptual construct (“regulation,” from the viewpoint of the 
firm or employer, or “protection,” from that of the shareholder or worker). Then one or 
more indicators or variables are identified which, singly or together, express the construct

(p. 1044) in numerical terms. A coding algorithm is devised, setting out a series of steps to 
be taken in assigning numerical values to the primary source material. The algorithm in
corporates a measurement scale of some kind. Finally, a decision must be taken on 
whether and/or how to apply weights to the individual variables or indicators. The result 
is an index which provides a measure of the phenomenon of interest, which can be used 
in statistical analysis.

The CBR data set, which has been constructed according to these principles, can be put 
to use in time-series econometric analysis, to study the effects of legal change, and to 
identify the direction of causality in the law–economy relation. If the law–economy rela
tion is essentially one of co-evolution,44 a statistical method capable of identifying two-
way causal flows, and of indicating when a change in the law induces a long-run shift in 
the evolutionary path of the economy or just a temporary adjustment after which the 
economy resumes its previous path, is needed. Vector autoregression (VAR) and vector er
ror correction (VEC) models, which can distinguish between the short-run and long-run 
effects of a change in legal rules,45 are among the methods which can be used here.46

Leximetric datasets are a comparatively recent development, and the methods they em
ploy are still being tested. Even with such data, there are limits to how far econometric 
testing can elucidate causal relationships. While VAR models can be used to test for 
short-run and long-run relationships between variables subject to a co-evolutionary dy
namic, data and modelling constraints place limits on their use. In our current state of 
knowledge, they cannot be used to study the operation of informal institutions which are 
beyond the reach of quantitative data collection processes. To access these requires di
rect contact with actors who are in a position to explain to researchers what their percep
tions of a particular institutional practice are. Qualitative research of this kind requires “a 
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substantial period of fieldwork, keen observational skills, thorough record keeping, and a 
high degree of self-awareness and ethical management of social relations” on the part of 
researchers, who should have “appropriate language skills and sufficient understanding 
of the local context to gain access, recognize informal institutions, and accurately inter
pret culturally coded observations.”47 Evidence from such studies may be essential in for
mulating questions for quantitative analysis and in filling in the gaps left by statistical 
studies.48

(p. 1045) 4 Evidence on Long-Run Trends in Share
holder and Employee Protection
The Shareholder Protection Index (SPI) and Labor Regulation Index (LRI) are two of a 
number of databases developed at the Centre for Business Research in Cambridge since 
the mid-2000s which provide longitudinal data on changes in labor and company law. 
They are based on a “fine-grained” approach to the coding of primary legal sources which 
makes it possible to indicate not just the presence or absence of a shareholder/worker-
protective law in a given country, but to estimate magnitudes concerning the degree of 
protection conferred by a given legal rule. These are represented using graduated scores 
between 0 (indicating little or no protection) and 1 (indicating high protection). Coding al
gorithms or protocols are used in an attempt to ensure consistency in the scoring of legal 
rules, and primary sources are reported in full alongside the scores for particular vari
ables (see https://www.repository.cam.ac.uk/handle/1810/263766 (last accessed 4 April 
2018).).

The SPI focuses on laws protecting shareholders against managerial control or power, us
ing ten indicators which were intended to capture the core of what, despite its common-
law origins, had become a “global consensus” on shareholder protection from the early 
1990s onwards. The indicators were drawn from texts of global relevance for corporate 
governance standards at this time, in particular the OECD’s Principles of Corporate Gov
ernance (1999, amended in 2004).49

The LRI contains 40 indicators in all, spread across five sub-indices, covering, respective
ly, the regulation of different forms of employment (self-employment, part-time work, 
fixed-term employment, and temporary agency work), working time (daily and weekly 
working time limits and rules governing overtime), dismissal (procedural and substantive 
rules on termination of employment), employee representation (rules on collective bar
gaining, the closed shop and codetermination), and the industrial action (the extent of le
gal support for the right to strike, including rules on secondary and political strikes). Not 
all labor law rules touch on corporate governance. For the purposes of this paper, a seg
ment of the LRI is relevant, that is to say, the nine indicators in the dismissal law sub-in
dex, and two additional indicators from the employee representation index, covering em
ployee directors and codetermination respectively.50
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Figure 39.1  Shareholder protection in 30 countries, 
1990–2014, comparing common law and civil law ori
gin countries.

Note: The countries in the data set are Argentina, 
Austria, Belgium, Brazil, Canada, Chile, China, Czech 
Republic, Cyprus, Estonia, France, Germany, India, 
Italy, Japan, Latvia, Lithuania, Malaysia, Mexico, 
Netherlands, Pakistan, Poland, Russia, Slovenia, 
Sweden, South Africa, Spain, Switzerland, Turkey, 
UK, US.

Source: CBR Leximetric Database (https://
www.repository.cam.ac.uk/handle/1810/263766).

Figure 39.1 to Figure 39.4 present data on trends in shareholder protection and employ
ment protection in 30 countries since the early 1990s, using the CBR data sets. It can be 
seen that shareholder protection scores have risen steadily over this period, and that the 
increase has been particularly marked in civil law countries, which have now more or less 
converged with common law ones. When the sample of countries is broken down by level 
of development, developed countries are shown to have higher levels of shareholder pro
tection over most of this period than either transition or developing countries, but here 
again there has been convergence, with transition systems in particular catching up with 
developed ones.

(p. 1046)
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Figure 39.2  Shareholder protection in 30 countries, 
1990–2014, comparing developed, developing and 
transition countries.

Source: CBR Leximetric Database (https://
www.repository.cam.ac.uk/handle/1810/263766)

Figure 39.3  Dismissal protection and codetermina
tion in 30 countries, 1990–2014, comparing common 
law and civil law origin countries.

Source: CBR Leximetric Database (https://
www.repository.cam.ac.uk/handle/1810/263766)

The story for employment protection is somewhat different: civil law countries have con
sistently higher scores than common law ones. There is little difference between devel
oped and developing systems, and they follow similar trends, but transition systems show 
higher scores than the other two groups. There is no evidence of a general trend toward 
deregulation of employment protection laws, although a fall in the scores in some 

(p. 1047) transition systems and developed countries reflects the impact of the economic 
crisis in Europe after 2010.
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Figure 39.4  Dismissal protection and codetermina
tion in 30 countries, 1990–2014, comparing devel
oped, developing, and transition countries.

Source: CBR Leximetric Database (https://
www.repository.cam.ac.uk/handle/1810/263766)

Figure 39.1  Shareholder protection in 30 countries, 
1990–2014, comparing common law and civil law ori
gin countries.

Note: The countries in the data set are Argentina, 
Austria, Belgium, Brazil, Canada, Chile, China, Czech 
Republic, Cyprus, Estonia, France, Germany, India, 
Italy, Japan, Latvia, Lithuania, Malaysia, Mexico, 
Netherlands, Pakistan, Poland, Russia, Slovenia, 
Sweden, South Africa, Spain, Switzerland, Turkey, 
UK, US.

Source: CBR Leximetric Database (https://
www.repository.cam.ac.uk/handle/1810/263766).

With both data sets, it should be borne in mind that these scores record the formal con
tent of the law and do not take account of weaknesses in implementation or enforcement. 
These qualifications are important and are reflected in the use of additional data sets 
measuring the quality of legal institutions, such as the World Bank Rule of Law index, in 
econometric studies.51
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Figure 39.2  Shareholder protection in 30 countries, 
1990–2014, comparing developed, developing and 
transition countries.

Source: CBR Leximetric Database (https://
www.repository.cam.ac.uk/handle/1810/263766)

Figure 39.3  Dismissal protection and codetermina
tion in 30 countries, 1990–2014, comparing common 
law and civil law origin countries.

Source: CBR Leximetric Database (https://
www.repository.cam.ac.uk/handle/1810/263766)
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Figure 39.4  Dismissal protection and codetermina
tion in 30 countries, 1990–2014, comparing devel
oped, developing, and transition countries.

Source: CBR Leximetric Database (https://
www.repository.cam.ac.uk/handle/1810/263766)

(p. 1048) 5 Evidence on the Economic Effects of Cor
porate Governance and Employment Laws

5.1 Shareholder Rights and Economic Performance

One of the key empirical questions arising from the trend toward greater shareholder 
protection is whether the strengthening of shareholders’ legal rights has had tangible ef
fects on firm performance and, more generally, on economic growth. In principle, it 
should have led to improved managerial effectiveness and, via that route, to greater orga
nizational efficiency and higher growth. These effects should be measurable in a number 
of ways: by reference to the value placed by shareholders on firms (share price move
ments around the “event window” of corporate announcement, and longer term share val
ues relative to assets, or “Tobin’s q”); the efficiency with which firms use their capital (re
turn on equity); their profitability (return on assets); and their productivity performance.

Early research in this field was shaped by Gompers, Ishii, and Metrick’s study52 of the ef
fects on firm values of the adoption by US listed companies of measures restricting share
holder decision making over changes of control, including takeovers and mergers, and en
trenching boards against shareholder influence. Their so-called G-index of corporate gov
ernance provisions focused on poison pills, supermajority requirements, staggered board 
rules, golden parachutes, and similar measures adopted by US listed firms, mostly in the 
period during the 1980s when the effects of hostile takeover bids were highly contested. 
They found a consistently negative correlation between firm value (measured by Tobin’s 
q) and a high score on the G-index (indicating weak shareholder rights). Subsequent stud
ies have refined this analysis, and have suggested that the results derived from the G-in
dex are mostly driven by the adoption by firms of poison pills and similar devices for re
stricting the role of shareholder decision making in change of control transactions.53 The 
G-index and later variants based on it mostly focus on company bylaws and other internal 
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corporate arrangements rather than legal regulation of corporate governance, although 
some account is taken of state-level laws on takeover bids. Because of its focus on poison 
pills and other features of corporate practice which are mostly specific to the American 
experience, this series of studies, although highly influential for both research and policy 
in the US, has limited relevance for the experience of other countries.

Another highly significant paper in the development of the field was the study by La Porta 
et al.54 of the impact of cross-national differences in shareholder rights on financial devel
opment and growth. Their “anti-director rights index” measured shareholder rights by 
coding for laws affecting shareholders’ voting, voice, and dividend rights. Higher scores 
on this (p. 1049) index, indicating a higher degree of shareholder protection, were found to 
be correlated with more dispersed share ownership, and also with common law legal ori
gin. This original index was limited in scope (it did not code for director independence or 
takeover regulation) and time invariant; later studies (reviewed below) have added fur
ther variables and incorporated a time-varying element to the process of legal index con
struction.

The first studies of the likely effects of legal encouragement for independent boards and 
related aspects of corporate governance were carried out in the context of US listed firms 
in the 1990s, when director independence was not a legal requirement, making it possi
ble to compare the situation of companies with different board arrangements. In the most 
comprehensive such study, Bhagat and Black55 found that there was no clear correlation 
between independent boards and corporate performance. While underperforming compa
nies increased the proportion of non-independents on their boards, apparently in an at
tempt to improve performance, this strategy was largely unsuccessful.

Bhagat and Black’s causal variable, board structure, was constructed from data on the 
proportion of “inside,” “affiliated” (that is, non-executive but linked to the company) and 
“independent” directors, in a sample of around 1,000 large US public companies across a 
range of industries (including manufacturing sectors). Their outcome variables were 
Tobin’s q, return on assets, sales over assets, and adjusted stock price returns. They con
trolled for firm-specific characteristics including pre-existing board structure, firm size, 
industry, and the presence of larger, “blockholder” shareholders (>5%). They found that 
there was a negative correlation between director independence and one or more of the 
performance variables in the period prior to the adoption of majority independent boards, 
suggesting that weaker firms were more likely to increase the proportion of independent 
directors on their boards. They also found that firms adopting independent boards did not 
subsequently outperform the market, and, for one of the variables (Tobin’s q), did worse 
than comparable firms. They then looked at the impact on growth, using the percentage 
growth in assets, sales, and operating income over a period of years as the outcomes vari
ables. Again, they found no positive impact of director independence on performance.

Bhagat and Black concluded from their study that the performance advantages of inde
pendent boards were most likely being overstated: insider directors were 
“conflicted” (that is, inclined to support management) but well informed, whereas inde
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pendent directors, while likely to be more attuned to shareholder concerns, were also less 
knowledgeable on the underlying business of the firm. On this basis, they argued for cor
porate governance standards based on a model of a “mixed” board of insiders and out
siders, rather than the majority-independent boards that were then being widely advocat
ed in both the US and the UK.

Notwithstanding these findings, which were replicated by a number of other studies at 
the time and since,56 US corporate governance standards in the early 2000s moved in the 
direction of mandatory independent boards: the Sarbanes–Oxley Act of 2003 required a 
majority of independent directors on audit and remuneration committees, and listing 
rules on the NYSE and NASDAQ exchanges were tightened up to require main boards of 
quoted companies to have majority independent membership. Studies of the impact of the 
SOX provisions including those on board structure have generally found negative effects 
of its (p. 1050) introduction, in particular for already well-governed firms, indicating high 
costs of compliance associated with this form of legislative intervention, and few if any 
performance-related benefits.57

In the UK, company law largely leaves companies free to structure boards as they wish. 
The issues of board composition and structure are governed by the flexible regulatory ap
proach of corporate governance codes applying to listed companies (currently, the UK 
Corporate Governance Code). Under the principle of “comply or explain,” listed compa
nies have the option of either complying with the relevant corporate governance standard 
(such as rules on board structure), or of explaining why they do not comply. The thinking 
behind this approach is that companies are heterogeneous and should be allowed to 
match their corporate governance arrangements to their own needs. Thus the test of 
whether a given firm has adopted effective governance procedures is, in the final analy
sis, for the market to make; weak (or ill-matched) governance structures will be reflected 
in lower share prices.

The flexibility inherent in the UK approach makes it possible to test for the consequences 
for firm performance of companies’ decisions on board structure and other corporate gov
ernance arrangements. The empirical literature for the UK broadly follows that for the 
US, in failing to find a clear correlation between the adoption of independent boards and 
separate CEO/Chair roles, on the one hand, and firm performance on the other. One of 
the few studies to examine in detail the effects on performance of companies’ different 
approaches to disclosure (or “explanation” as an alternative to “compliance”) is by Arcot 
and Bruno.58 Using a sample of 245 non-financial listed UK firms, they studied the impact 
of corporate governance compliance and reporting on firms’ return on assets, over a five-
year period (1999–2004). They found some evidence of a positive correlation between 
compliance and performance, but also evidence that firms which did not comply with the 
standards set out in the Cadbury Code but offered effective explanations for non-compli
ance performed best of all. The worst performers were those which did not comply with 
corporate governance standards prior to the implementation of the Code, but did so after 
it was introduced.
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The implication of the Arcot–Bruno study is that corporate governance standards may 
perform a useful function in enabling already well-run firms to signal this fact, in particu
lar through their use of the “explanation” option. However, this potentially positive effect 
of corporate governance codes must be qualified by another of Arcot and Bruno’s find
ings, namely that shareholders did not value this subset of firms as highly as they should 
have done given their higher profitability; rather, there was a bias, in the valuations 
placed on companies by the stock market, in favor of firms which formally complied with 
the provisions of the Cadbury Code. This result implies a degree of shareholder myopia 
which puts into question the assumption, implicit in the “comply or explain” approach, 
that the market can efficiently gauge the quality of explanatory disclosures.

There is evidence to suggest that the impact of the laws and corporate governance codes 
strengthening shareholder rights differs according to the national context that is being 
considered. A number of studies have found that changes to legislation and/or to listing 

(p. 1051) rules, encouraging greater independence of boards and related corporate gover
nance changes, have been reflected in improved firm performance in developing coun
tries, as measured by Tobin’s q59 and abnormal share price returns around the “event 
window” of the announcement of legal changes.60

There are few studies directly comparing the experience of developed and developing 
countries. Deakin, Sarkar, and Singh61 report findings from a study of the impact of legal 
reforms in a panel of 25 developed and developing countries over the period 1995–2005. 
Their causal variable consisted of the measure of legal adoption of pro-shareholder re
forms in the CBR SPI. As we have seen, this index is focused on issues of board structure, 
shareholder voice and voting rights, and protection of minority shareholder interests in 
the context of takeover bids. The outcome variables in this study consisted of country-lev
el measures of financial development, drawn from the IMF’s Financial Structure Dataset. 
They used a VEC analysis and the GMM (generalized method of moments) technique to 
estimate the long-run impact of legal changes, and Granger causality techniques to test 
for the direction of causation. They found a positive impact of legal change on stock mar
ket values (stock market capitalization over GDP) for developing countries, as well as evi
dence, in the developing world, of reverse causation, suggesting that investor demand 
was, in part, driving legal change. For developed countries, they found a positive impact 
of reforms on stock market capitalization for common law countries only; there was no ef
fect in civil law systems. This finding suggests that standards of the kind contained in cor
porate governance codes have had most impact in common law systems, such as the US 
and UK, which have dispersed share ownership, but a limited impact in civil law systems, 
which tend to have concentrated or blockholder ownership. In addition, the results from 
this study for developed common law countries indicated a possible “bubble” effect, with 
legal change associated with an increase in equity values but not in the underlying vol
ume of shares traded (this was not the case with the developing country sample).

This study implies that corporate governance reforms encouraging or mandating protec
tions for shareholders are most likely to have positive impacts in systems where equity 
markets are still in the process of emerging and where firm-level governance is weak. In 
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developed country contexts, on the other hand, they can have negative implications, im
posing regulatory costs on already well-governed firms, and contributing to overvaluation 
of shares during stock market bubbles. This effect is most marked in common law sys
tems such as the UK and US.62 In civil law countries, where ownership still tends to be 
concentrated in large blocks, reforms premised on the assumption of the US or UK-style 
separation of ownership and control run the risk of failing to bed down in practice.

One of a very small number of cross-country studies to address the interaction of corpo
rate governance standards and employment laws is by Conway et al.63 They used (p. 1052)

establishment-level data on workplace practices (the UK Workplace Employment Rela
tions Survey and its French equivalent, REPONSE) to test for the significance of a stock-
market listing on firm-level human resource management practices. They found that UK-
listed companies were less likely to engage in high-commitment HRM practices than 
“stakeholder” firms (mutual, cooperatives, and public interest companies). In France, 
there was a somewhat different result: French listed companies were more likely to en
gage in formal HRM practices than non-listed firms, but reported lower levels of worker 
engagement than stakeholder firms. One interpretation of the different results for France 
and Britain is that French labor law, which is more worker-protective than that in the UK, 
mediated the impact of shareholder pressure on management, resulting in a more sus
tainable form of rent-sharing between investors and workers.

5.2 Board Structure and Managerial Strategy

One of the consequences of the move toward independent boards in both the UK and the 
US has been greater scrutiny of the hiring of senior executives, including CEOs, by board 
members, and the increased use of incentive payments and bonuses for CEOs based on 
share price performance and other performance criteria. The delegation of nomination 
and remuneration decisions to board subcommittees with a majority of independent mem
bers is mandatory for US listed companies under the Sarbanes–Oxley Act and recom
mended practice under the UK Corporate Governance Code. Although in principle these 
changes should bring about a closer alignment of managerial and shareholder interests, 
and hence increase firm value, there is evidence that firm value may be negatively affect
ed by short-termism associated with the financial incentivization of CEOs. Antia, Pantza
lis, and Chul64 find that longer time horizons for CEOs of US listed companies, which they 
calculate in terms of current tenure plus age, are associated with higher firm value as 
measured by Tobin’s q, while Brochet, Loumioti, and Serafeim,65 who measure the short-
term orientation of CEOs on the basis of transcripts of conference calls with investors, 
find that US firms with a short-term strategy attract short-term investors and have higher 
stock price volatility.

The nature of relationships in the investment chain between pension fund trustees (who 
have a fiduciary duty to maximize returns for the scheme members) and asset managers, 
and the resulting implications for the strategies pursued by investee companies, is the 
subject of a small but growing empirical literature. Del Guercio and Tkac66 find, in the 
context of a US study, that pension funds are more likely than mutual funds to replace 
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fund managers after poor performance over the short term (up to one year), and Heisler 
et al.67 similarly find that US pension fund trustees’ fiduciary duties and duty to monitor 
managers together make (p. 1053) them prone to use short-term performance measures 
and to replace managers who fail to meet them.

In the case of the US and the UK, there is evidence of potentially negative effects of 
shareholder-orientated corporate governance rules on investment decisions. Graham, 
Harvey, and Rajgopal68 report that US listed companies are becoming less willing to in
vest in R&D when they come under pressure to prioritize shareholder returns through 
share buy-backs and higher dividends. Asker, Farre-Mensa, and Ljungqvist69 find that US 
listed firms invest less than comparable private firms and are less responsive to changes 
in investment opportunities, particularly in industries characterized by high sensitivity of 
stock prices to current earnings. Comparative studies also provide evidence of trade-offs 
between shareholder protection and stock market values, on the one hand, and innova
tion, on the other. Belloc reports the findings of a 48-country study which analyses the re
lationship between shareholder protection, as measured by the World Bank and CBR in
dices, and innovation, as measured by investments in R&D and patenting activity. Em
ploying a panel data methodology, he finds that a high level of legal shareholder protec
tion is correlated with a higher level of stock market capitalization, but a lower level of in
novation activity.70

Lazonick and Prencipe’s71 case study of Rolls Royce points to tensions between corporate 
governance practices in the UK and the development of technological capabilities by 
manufacturing firms. The paper describes how Rolls Royce consolidated and then im
proved its position in the global market for aircraft engine production in the course of the 
1990s through a strategy of building internal capabilities that was led by a largely engi
neering-focused team of managers. In this period, the development of the company’s 
three-shaft turbofan engine enabled it to overtake its US rival Pratt and Witney to be
come the second-ranked commercial aviation engine producer after GE. In the early 
1990s the company cut dividend payments, and its share price subsequently under-per
formed in the FTSE 100 index. Despite this, the company was able to raise capital 
through a rights issue in 1993, and it took on debt to fund a number of acquisitions. By 
the end of the decade it had largely paid off its debt through the revenues generated by 
increasing sales; its share of the global turbofan market increased from 8% in 1987 to 
30% in 2002. Throughout this process, the company’s management was effectively pro
tected from negative investor opinion by the “golden share” retained by the UK govern
ment. The senior management team had virtually no ownership stake in the company, and 
the board members between them held less than 0.5% of the issued share capital. The au
thors of this study make the point that the success of Rolls Royce needs to be seen 
against the background of “the relative lack of success, more generally, of British compa
nies in high-technology manufacturing industries over the past half century or so.”72
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(p. 1054) 5.3 Shareholder Rights, Product Market Competition, and In
novation

There is a growing literature examining the interaction between corporate governance 
standards and product market competition, which has implications for the relationship 
between governance and innovation. Giroud and Mueller73 analyze the impact of firm-lev
el governance practices on a number of performance measures (share price performance, 
Tobin’s q, return on equity, return on assets, net profits) for a sample of over 3,000 US 
listed companies across a range of industries (including but not confined to manufactur
ing sectors). They then control for the competitive structure of industries, as measured by 
the Hirschman–Herfindahl index of concentration. They find that governance has only a 
small effect on firm performance in competitive industries and a more sizable positive im
pact on performance in non-competitive ones. They conclude that product market compe
tition and corporate governance operate as substitutes: governance has little role to play 
in enhancing firm performance if product markets are already competitive.

Knyazeva and Knyazeva74 reach an opposite result, although differences in their focus, 
which is on legal rules rather than firm-level practices, and in the scope of their study, 
which does not include the US or Canada, may partly explain the divergence. Rather than 
focusing on differences in firm-level governance practices in a single jurisdiction as 
Giroud and Mueller75 did, they look at differences in country-level laws on shareholder 
protection, using, for this purpose, the time-invariant index developed by La Porta et al.76

They use a very large sample of mostly manufacturing firms (regulated industries and fi
nancial firms are excluded) in 45 developed and developing countries, excluding US or 
Canadian incorporated firms. They find that shareholder rights have a positive impact on 
firm performance (both financial performance and profitability) in industries which are 
more competitive (using the HHI as the measure of competitive structure). They explain 
this result on the basis that shareholders are likely to monitor managers more effectively 
in competitive industries where it is easier to identify and remedy managerial under-per
formance.

Chai et al.77 introduce innovation into the picture by using as a measure of product mar
ket competition the abnormal persistence of firm-level profits. If markets were perfectly 
competitive, abnormally high profits should be competed away over time. Persistence of 
profits can therefore be interpreted as indicating incomplete or imperfect competition in 
product markets. However, abnormal persistence can also be interpreted as evidence for 
the presence of innovative firms which are successful over time in capturing rents from 
product or process innovation. Using a very large sample of manufacturing firms in 18 
developed and developing countries, Chai et al.78 estimate the impact of laws governing 
shareholder rights on the persistence of firm-level profits. They use the CBR SPI as the 
measure of legal shareholder protection; as this (p. 1055) varies over time it provides an 
alternative (and potentially more revealing) measure to the time-invariant index of La 
Porta et al.79 They find that higher shareholder protection reduces the persistence of 
profits in common law countries and increases it in civil law countries. This is consistent 
with the view that increases in legally mandated or encouraged shareholder protection 



Corporate Governance and Employment Relations

Page 19 of 33

during the 1990s and 2000s had a negative impact on firm-level innovation (proxied here 
by the abnormal persistence of profits) in common law systems. In civil law systems, 
which had a lower level of shareholder protection to begin with, the effect was positive, 
implying that there is a curvilinear (inverted U) relationship between shareholder rights 
and firm-level profitability based on innovation.

5.4 Employment Protection and Innovation

A body of work is beginning to look at the relationship between employment protection 
laws (EPL) and innovation. There are two possible routes by which they might be related. 
One possibility is that EPL, by raising dismissal costs, provides incentives for firms to 
move to, or remain on, a “high road” to competitive success, based on continuous product 
and process innovation, as the condition of being able to maintain a credible commitment 
to job security. This also implies a greater commitment by firms to training and upgrading 
of the labor force. A second possible route depends on the effect of EPL in reducing the 
downside costs to employees of risk taking of the kind associated with high-innovation 
practices. If employees are confident that their knowledge and know-how will not be ap
propriated ex post by the employer, through dismissal, they are more likely to contribute 
their skills and knowledge to the development of innovative products and processes.

There is some evidence to support both these sets of claims. With respect to the first, 
Koeniger80 finds that a high level of EPL at country-level is associated with more innova
tion-related firm-level training. With respect to the second, Acharya, Baghai-Wadji, and 
Subramanian81 use the dismissal protection variables in the CBR-LRI to examine the ef
fects of changes in EPL over time on patenting activity and citations to patents in four in
dustrialized countries (France, Germany, the UK, and the US). Using a difference-in-dif
ferences approach, they find a positive correlation which can be interpreted as a causal 
relationship, with greater employment protection laws stimulating higher innovation 
based on employee input into new products and processes.

These findings on the positive link between innovation and employment protection are be
ing replicated in other studies. A cross-national study by Belloc reports evidence that a 
combination of low EPL and high shareholder protection is correlated with reduced inno
vation, measured in terms of patenting and patent citation rates.82 Griffith and McCart
ney83 report a correlation between high EPL and investments by multinational firms en
gaging in incremental innovation (involving the adaptation of existing technologies), al
though they (p. 1056) also find that low EPL attracts cross-border investments by firms 
pursuing radical innovation (developing new technologies). Zhou, Decker, and 
Kleinknecht84 find, in an econometric study of Dutch firms in a range of sectors including 
manufacturing, that firms adopting “Rhineland”-style job security practices had stronger 
innovation performance (measured in terms of sales of new or improved products) than 
those with “Anglo-Saxon” hire-and-fire-type practices. Temporary contracts were positive
ly correlated with “imitative” (follower) strategies on the part of innovating firms, but 
negatively correlated with strategies of market-leading firms. They interpret their find
ings as support for a theoretical model within which innovating firms offer “functional 
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flexibility,” combining job security with a high degree of firm-specific training and intra-
organizational mobility on the part of workers, rather than “numerical flexibility,” which 
relies on temporary contracts and redundancies to meet fluctuations in labor demand. On 
this basis they caution against policies of labor market deregulation, arguing that they 
will reduce pressures on weaker firms to upgrade their performance.

A particular subset of this literature has looked at the legal regime governing early-stage 
finance and startups, which is a composite of the standard-form contracts which have 
evolved over time to meet the needs of firms and investors, and elements of the legisla
tive framework drawn from each of the areas considered in this review (company law, in
solvency law, and employment law), as well as tax law. It has been argued that sharehold
er pressure operates as a device for releasing capital from under-performing firms and 
ensuring its reallocation to more profitable and, in principle, innovative ones elsewhere in 
the economy, including startups. Specifically, it is suggested that the availability of ven
ture capital for startups is linked to the ability of shareholders to extract value from com
panies in mature sectors through takeover bids and direct engagement with companies to 
increase dividends and engage in share buy-backs (“shareholder activism”). Once the 
capital is released in this way, the capital market functions to redirect it to growing firms 
in developing sectors of the economy.85 More generally, it is argued that a liquid stock 
market is important for providing venture capital firms with an exit strategy, via an IPO, 
which will enable them to cash out their investments.86

In the same vein, a flexible labor market can be understood as complementing the corpo
rate governance mechanisms which underpin early-stage finance. The ability of estab
lished firms to downsize at minimal cost is part of the process by which hostile takeovers 
and shareholder activism work to free up capital for wider circulation in the economy. 
While downsizing in response to shareholder pressure can be analyzed as a breach of im
plicit contracts between the firm and its core workforce,87 agency-theoretical approaches 
see advantages in labor law regimes which give employers the freedom to restructure the 
enterprise where to do so will enhance shareholder value.88 This implies a regime of mini
mal employment protection regulation and limited provision for collective employee voice 
in the (p. 1057) event of redundancies. For startups, a low degree of employment protec
tion could therefore be seen as providing an important source of flexibility in hiring and 
firing.

Acharya, Baghai-Wadji, and Subramanian89 examine the effects of the erosion of the em
ployment-at-will rule in California and a number of other US states from the 1970s on
wards. Contrary to the predicted effects upon innovation of a strengthening of employ
ment protection, they find that stricter controls over dismissal are found to be correlated 
with higher innovation, with the direction of causation running from the former to the lat
ter. This study finds that the states with the greatest concentration of high-tech firms, 
namely California and Massachusetts, are among those with the most significant excep
tions to the employment at will rule (the “implied good faith exception”), and that follow
ing the tightening of wrongful discharge laws in these states there was an increase not 
only in patenting activity but in the number of entrepreneurial startups and in the num
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bers employed in innovative firms. The study also reports positive effects on patenting ac
tivity in California following the adoption of the federal WARN law of 1988 on notice and 
severance pay. The authors ascribe these effects to the reduced risk of “hold-up” of innov
ative employees by firms following the adoption of stricter employment protection laws. 
The ability of employees to move between firms free of the constraints imposed by non-
competition clauses or “restrictive covenants” may be a more important dimension than 
weak levels of employment protection in explaining the emergence of “high velocity” la
bor markets.90

5.5 Takeover Bids and Hedge Fund Activism

The way in which the potentially divergent interests of shareholders and workers are ad
dressed in the context of takeover bids is an important indicator of cross-national differ
ences in approaches to corporate governance. In principle, hostile takeover bids enable 
shareholders in systems with liquid capital markets to hold managers to account in cir
cumstances where, thanks to diffused share ownership, they may not be in a position to 
exercise direct control over the board.91 Hedge fund activism, in which takeover bids may 
be used as one of a number of tactics to put pressure on boards to enhance short-term fi
nancial returns to shareholders,92 is a related phenomenon which may similarly tip the 
balance of power within the firm in favor of shareholders.93 The potential downside in 
both cases is decreased investment by employees in firm-specific human capital, which is 
vulnerable to expropriation though a “breach of trust” if the firm is taken over or its 
strategic direction altered through a hedge fund intervention.94

(p. 1058) Evidence on the incidence of takeover bids and on success rates suggests that 
they are associated with diffused ownership, as theory would suggest. Jackson and Miyaji
ma95 report nearly 200 hostile bids in the UK between the early 1990s and the mid-2000s 
and over 300 in the US, during which there were only 18 hostile bids in France and six 
each in Germany and Japan, while there were 176 in the UK and 332 in the US. The suc
cess rate for bids, indicating whether the target company was taken over, was 42% in the 
UK and 22% in the US. In France 12 out of 18 bids succeeded but in both Germany and 
Japan there was only one instance of a successful bid during this period.96 Hedge fund ac
tivism, while growing after 2000 in Europe97 and Japan,98 is still largely a US phenome
non.99

There is also evidence to connect the scale of hostile takeover and hedge fund activity to 
differences in regulatory regimes. The UK’s Takeover Code has since its inception been 
highly protective of the rights of minority shareholders during takeover bids, to the ex
tent of effectively prohibiting poison pills and similar defences of the kind which are com
mon among US-listed companies.100 Cross-national analysis suggests that the incidence 
of adversarial hedge fund activism is correlated with higher scores for shareholder rights 
on the CBR’s SPI.101

The efficiency and wealth effects of takeovers and activist interventions have been among 
the most intensively studied in the empirical corporate governance literature, and the 
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field continues to evolve with a growing emphasis on comparative analysis. Recent cross-
national studies suggest that hostile bids do not, on average, lead to improved firm per
formance, but also that a large proportion of bids do produce enhanced value for share
holders, and that there is considerable variance in the range of outcomes.102 These find
ings do not rule out the possibility that pro-shareholder takeover regimes induce efficien
cy gains in firms which are never targeted for takeover, a result predicted by agency the
ory.103 In the US context, firms (p. 1059) without anti-takeover defences are more highly 
valued by shareholders,104 which may be evidence for the negative effects of poison pills 
on managerial performance.105

There is evidence that corporate restructurings triggered by a change of control or by a 
hedge fund intervention may have negative effects for labor while producing value for 
shareholders. For the UK, studies suggest that takeovers which result in redundancies 
and downsizing also lead to improvements in firm value.106 In the US, adversarial hedge 
fund activism tends to produce positive returns for shareholders of target firms around 
the period of the intervention, and while evidence of long-term improvements in firm per
formance is mixed, the consensus is that activism of this kind operates to reduce agency 
costs by aligning managerial strategy with shareholder interests.107 Since there is also 
evidence that adversarial interventions involve losses for bondholders108 and workers,109

it is plausible to see hedge fund activism, whatever its wider implications for firm perfor
mance, as involving a trade-off between shareholder and worker interests.

5.6 Hybrid Forms of Governance: The Effects of Sharing Residual In
come and Control Rights between Shareholders and Employees

There is a large literature on the effects of employee financial participation, but relatively 
little on the distinctive features of enterprises in which employees have residual income 
and/or control rights. The literature on employee share ownership suggest that while fi
nancial participation can induce heightened commitment and morale, it rarely has this ef
fect on its own, but does so in conjunction with HRM practices which encourage employ
ee engagement and the exercise of voice.110 The practice of employee share ownership 
through ESOPs (in the US) and similar financial structures in other countries (in the UK, 
ETs and QUESTs) indicates that while they may provide employees with individualized 
residual income rights, they are rarely associated with worker control rights, in part be
cause they cannot easily be used as a means of exercising collective worker voice.111

The codetermination model found in certain mainland European countries provides em
ployees with a form of residual control rights, although these are best understood as 
structures within which shareholders and employees share supervisory responsibilities 

(p. 1060) in a way which is intended to encourage consensus between them over issues of 
corporate strategy. There is limited empirical evidence on the impact of two-tier boards 
on company performance. The German literature is mainly focused on the performance 
implications of works councils, which studies find to be positively correlated with innova
tion and productivity indicators.112 The works council provides a basis for codetermina
tion over matters of workplace organization, not corporate strategy. It is possible that the 
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supervisory board and the works council complement each other in providing a frame
work for labor-management cooperation, but this has not been shown empirically. The in
formational benefits which a two-tier board structure is meant to confer on worker repre
sentatives are commonly offset in practice by the informality of supervisory board 
processes.113 The Biedenkopf Commission which reviewed dual-board structures in Ger
many the early 1970s came to the view that worker directors had little impact on strate
gic or financial decision making, but did raise the profile of social aspects of firm perfor
mance.114

In Germany, the two-tier board structure is mandatory for larger companies, making di
rect comparisons with other structures problematic. In France, by contrast, the two-tier 
structure is optional. Rouyer115 studies the impact of supervisory boards using a sample 
of the 250 largest non-financial French firms, around a third of which had moved to the 
two-tier structure. She finds that companies with a supervisory board have superior long-
run financial performance, as measured by Tobin’s q, and lower cash holdings, a result 
she attributes to the superior monitoring achieved by the two-tier model.

The Japanese firm offers another national variant, which in practice treats workers as if 
they had a share of the residual control rights, alongside shareholders, although in formal 
legal terms this is far from the case. Japanese company law is strongly pro-shareholder. 
The CBR-SPI index ranks Japan in the top quintile of countries for this type of sharehold
er protection, alongside countries such as Canada, the UK, and US.116 Shareholders with 
a 1% holding can submit proposals to the annual general meeting and those with 3% can 
call for an extraordinary meeting. In most cases, a simple majority of participating share
holders is entitled to appoint the board and to dictate the level of dividend payouts, while 
a majority of two-thirds can vote to alter the company’s capital structure. In the early 
2000s Japanese company law was amended to permit firms to opt into a US-inspired 
“company with committees” model, with a more prominent role for external directors and 
a clearer demarcation between the managerial and monitoring functions of the board.117

However, very few firms took up this option, and those which did so used it to streamline 
executive decision-making structures, not to move to a different model of board-level 

(p. 1061) governance. External directors continue to have limited influence in Japanese 
firms and generally have an advisory rather than a monitoring role. The boards of large 
Japanese companies continue to be dominated by executive directors, and corporate gov
ernance practices more generally are “internally focused,” with an emphasis on peer-
based monitoring by informed insiders which is consistent with a broadly pro-stakeholder 
or “communitarian” conception of the firm. The strong and mostly effective resistance of 
listed Japanese companies to hedge fund activist campaigns in the mid-2000s testifies to 
the limited influence of minority shareholders in the Japanese system.118

In addition to their implications for firm-level performance, hybrid regulatory regimes 
have an impact on the relative wealth of shareholders and workers. Deakin, Malmberg, 
and Sarkar119 use the CBR LRI to analyze the effects of worker-protective labor laws on 
the labor share, which measures the relative proportion of national output taken by 
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wages and profits in six OECD countries. After controlling for differences in GDP, they 
find a correlation between legal support for employee representation through codetermi
nation and collective bargaining, and an increased labor share. Conversely, there is evi
dence that a higher degree of protection for shareholders affects distribution. Sjöberg120

finds that protection for minority shareholders, in conjunction with the incidence of 
takeover bids, is correlated with a higher degree of earnings inequality in OECD coun
tries.

6 Assessment
The consensus position in corporate governance theory is that it is efficient to allocate 
residual income and monitoring rights to shareholders, leaving other stakeholders, in
cluding employees, to resolve their claims against the firm through contract. Because, 
however, the employment contract is inherently incomplete, some element of rent sharing 
between workers and investors is a necessity for the firm. Governance mechanisms which 
reflect this reality are commonly found in legal systems around the world: they include 
two-tier boards and codetermination systems of the kind that occur in parts of mainland 
Europe. While codetermination is relatively rare, laws making it costly for firms to dis
miss workers and granting them voice rights in the firm are not, and may have similar ef
fects in terms of enhancing employees’ investments in firm-specific human capital, in par
ticular in the context of innovative firms.

Systems in which employees play no role in governance and where regulation of the em
ployment contract is minimal do not thereby escape the dilemmas posed by the need for 
rent sharing. In place of codetermination and job security clauses, firms compensate em
ployees for the risk of dismissal by increasing their remuneration and linking it to stock 
price increases and other indicators of corporate performance. These solutions, suppos
edly (p. 1062) designed to align employee and shareholder interests, often do not work, 
since they invite new forms of opportunism and rent extraction on the part of strategical
ly placed employees and managers, mostly to the detriment of shareholders. Meanwhile, 
laws adding to the rights shareholders already have to hold managers to account may tilt 
the balance of corporate power too far in favor of investor power, shortening managerial 
time horizons and leading to under-investment in firm-specific capabilities.

While the efficiency implications of a regime of high shareholder protection and low em
ployee protection are equivocal, the distributional effects of such a regime are clear: they 
are regressive. Strong shareholder rights regimes are correlated with high earnings in
equality, and worker-protective labor laws with an increased share of national production 
being taken in the form of wages rather than profits. At a time of growing concern over 
inequality, this may become an issue for corporate governance research and practice.
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Abstract and Keywords

This chapter explores the interrelationships among corporate governance, capital mar
kets, and securities law. More specifically, it considers the role that securities law should 
play in encouraging corporate governance standards that hold managers and directors 
accountable to shareholders. It also examines whether disclosure, bolstered by market 
forces, is sufficient to promote efficient corporate governance provisions. After charting 
the origins of the dividing line between securities law and corporate governance in the 
United States, the article looks at the efforts of the Securities and Exchange Commission 
to push against that boundary. It then analyses the institutional connections between cap
ital markets and corporate governance, especially whether there are practical limits to 
the link between securities law and corporate governance. Finally, it discusses future 
prospects concerning the boundary between corporate governance and securities law.

Keywords: corporate governance, capital markets, securities law, shareholders, disclosure, United States, Securi
ties and Exchange Commission

1 Introduction
AT first blush, the connection between corporate governance and capital markets might 
seem tenuous. Under the Efficient Capital Market Hypothesis (ECMH),1 investors will in
corporate their assessment of a firm’s corporate governance into their valuation of the 
firm’s future cash flows and the risk associated with those cash flows. Consequently, a 
company’s stock price will reflect the quality of its corporate governance in limiting 
agency costs associated with the company’s managers and/or controlling shareholders.2

On this view, securities regulators’ only concern is ensuring that corporate governance 
terms are accurately disclosed. If disclosure is effective, even unsophisticated investors 
will be protected. Poor corporate governance—if it is adequately disclosed—will not affect 
investors’ expected returns because the price they pay for a security will be “fair,” i.e., 
discounted to reflect any reduced returns that may result from poor corporate gover
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nance. Thus, one can think of securities markets as a grading mechanism for the efficacy 
of corporate governance.

From its beginnings, however, securities law has sought to do more than neutrally grade 
corporate governance. Securities law obviously needs to discourage fraud, with its obvi
ous implications for the value of disclosure. (Fraud also has the potential to undermine 
the market’s ability to grade firms’ corporate governance provisions.) But securities law 
has also worried about other forms of overreaching by corporate insiders. Justice Louis 
Brandeis’ oft-quoted phrase that “s[]unlight . . . is the best disinfectant; electric light the 
best (p. 1064) policeman” captures the attitude succinctly.3 Disclosure has been justified, 
not simply as a means of promoting accurate pricing, but also as a means of exposing—
and disinfecting—problematic behavior. Exposure would deter wrongdoing by managers 
and promoters.4 Managers bent on self-dealing may restrain themselves if related-party 
transactions must be disclosed, at least if disclosure is backed by a plausible threat of en
forcement. If investors (and perhaps, regulators) can see such activities clearly, then mar
ket participants (assuming either a modicum of shame or oversight) are less likely to en
gage in opportunistic behavior in the first place.5

What role should securities law play in encouraging corporate governance standards that 
hold managers and directors accountable to shareholders? Is disclosure, bolstered by 
market forces, sufficient to induce efficient corporate governance provisions, as the 
ECMH suggests? Or should securities law affirmatively seek to put a thumb on the scale 
of corporate governance outcomes, pushing companies toward “good” corporate gover
nance? From the perspective of those who believe that governance has significant poten
tial to limit agency costs, a disclosure regime—coupled with robust enforcement—that 
promoted good corporate governance might provide a signal that a company was well 
run, with structural provisions in place (e.g., independent directors) to keep agency costs 
in check. If investors value that signal, we have the groundwork for a virtuous circle, with 
an efficient and effective disclosure regime fueling a potential race to the top in corpo
rate governance.

This argument blurs the line between corporate governance and the disclosure focus of 
securities law. But another question lurks: Does corporate governance influence the effi
ciency of securities markets? History suggests it might. Exchanges have long imposed 
corporate governance mandates on companies listing their shares for trading. Securities 
regulators, as they have gained greater authority over exchanges, have used listing stan
dards as a tool for promoting more stringent corporate governance standards in the name 
of promoting “investor confidence,” and at least implicitly, liquidity.

There may be limits, however, to the connection between liquidity and corporate gover
nance. In the US, listing standards for public companies have become a favored tool by 
which the federal government imposes governance standards. Those standards, however, 
do not always have a clear connection to the efficiency of securities markets. Consequent
ly, it is unclear whether the US model of securities law provides a useful lesson, or a cau
tionary tale, for other jurisdictions contemplating corporate governance reform.
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This chapter explores the dividing line between corporate governance and securities law 
from both historical and institutional perspectives. Section 2 examines the origins of the 
dividing line between securities law and corporate governance in the United States, as 
well as the efforts of the SEC to push against that boundary. That history sets the stage 
for section 3, which broadens the inquiry by examining the institutional connections be
tween capital markets and corporate governance. Are there practical limits to the connec
tion between (p. 1065) securities law and corporate governance? The US again illustrates 
the point, as Congress has increasingly crossed the traditional boundary between securi
ties law and corporate governance. I conclude by speculating on the future of the dividing 
line between corporate governance and securities law.

2 A Brief History of the Dividing Line between 
Corporate Governance and the Securities Law 
in the United States

2.1 Corporate Law and Corporate Governance in the United States

The US treats corporate governance and securities law as separate spheres. Why not just 
“company law”? The answer is historical, not functional. Before there were federal securi
ties laws in the US, there were state corporate laws. State corporate law not only gave 
corporations their legal existence, but also imposed corporate governance mandates for 
the protection of shareholders and creditors. State corporate law determines most ques
tions of internal corporate governance—the role of boards of directors, the allocation of 
authority between directors, managers, and shareholders, etc.6 The force of those man
dates is constrained by the fact that, under US law, companies have unfettered discretion 
in choosing their state of incorporation. Moreover, the “internal affairs” doctrine requires 
courts to apply the law of the state of incorporation to corporate law disputes.7

The result of this combination has been an “issuer choice” regime in state corporate law 
in that US Corporations are free to choose the law of the state that best suits the needs of 
their directors, managers, and shareholders, without regard to where the corporation 
principally does business. States can compete to attract firms by offering the most attrac
tive menu of corporate law rules and the best judges for resolving any disputes that may 
arise. Directors make that choice, subject to the risk that the market will sanction them if 
they pick a jurisdiction with overly lax standards. Thus, the stage was set early on for an 
“enabling” or “permissive” model of state corporate law, which progressively diluted a 
number of the regulatory mandates that were common in early state corporation statutes. 
First New Jersey, then Delaware, took the lead in attracting corporations headquartered 
in other jurisdictions, with the principal selling point being the elimination of restrictions 
on corporate directors and managers that earlier featured prominently in the corporate 
law of many states. 8 Defenders (p. 1066) of this trend contend that competition in the cap
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ital markets compels managers to offer shareholders corporate law rules that effectively 
constrain the agency costs inherent in the separation of ownership and control.9

Even before the adoption of the federal securities laws, there were counterweights to the 
influence of the states over corporate governance, primarily driven by capital markets. 
That market-driven response suggests there may be an inherent connection between cor
porate governance and capital markets. The New York Stock Exchange (NYSE)—the first 
truly national exchange in the US—provided a contractual version of a national securities 
law, at least for the US’s largest public companies. Through its listing agreement, the 
NYSE played an important role in promoting both disclosure and improved corporate gov
ernance by allowing companies to pre-commit to best practices. Most conspicuously, the 
NYSE waged a long campaign against the traditional secrecy of corporate managers.10

Despite a number of practical obstacles,11 the NYSE eventually was able to require listed 
corporations to provide regular balance sheets and other financial data to stockholders.12

The NYSE’s requirement that those financial statements be audited also provided a sub
stantial impediment to fraud.13

The NYSE’s practice of imposing corporate governance and disclosure requirements 
through listing standards, although purely voluntary (no one could force a company to list 
its shares), did create a contractual certification mechanism that companies could use to 
signal their quality. The value of the NYSE’s listing requirements is testified by the fact 
that Congress closely tracked the NYSE disclosure requirements when it drafted the Se
curities Exchange Act of 1934 (Exchange Act).14 The difference, of course, is that the dis
closure requirements for public companies became a legal mandate, backed up by SEC 
enforcement, rather than a contractual undertaking, backed up by the threat of delisting 
from the exchange. With the advent of that mandate, the stage was set for the dividing 
line between corporate governance and securities law to have significant consequences 
because securities law, unlike state corporate law or listing standards, could not be easily 
evaded.

(p. 1067) 2.2 The Introduction of the Federal Securities Laws

The gradual relaxation of corporate governance mandates in state corporate law was not 
without its detractors, then or now. Critics of issuer choice argue that states were com
peting for charter fees—soliciting “tramp” corporations—by pandering to corporate man
agers. The incentive for the states to compete for charters is clear. Delaware, as the long-
term winner of that competition for corporate charters,15 currently funds roughly a quar
ter of its state budget from corporate charter fees.16 Critics of issuer choice charge that 
states prevail in this competition by leaving shareholders vulnerable to overreaching by 
corporate managers. Exchange listing requirements are an insufficient counterweight, on 
this view, because exchanges are similarly beholden to corporate managers. The result, 
critics alleged, has been a “race to the bottom.”17

The obvious answer to concerns raised by a potential “race to the bottom” was federal 
minimum standards, but at one time, the federal structure of the US government was 
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thought to limit the federal government’s power over corporate governance. As the US 
confronted the economic devastation wrought by the stock market crash of October 1929 
and the ensuing Great Depression, corporate governance was seen as the province of the 
states, whose corporate laws gave corporations their very existence. Thus, the scope of 
the federal intervention was necessarily constrained, the policy levers available were lim
ited.

There was some support among more radical New Deal reformers for a “federal corpo
rate law.” The interventions that Franklin Delano Roosevelt would ultimately pursue were 
more targeted, however, as his administration was reluctant to push constitutional limits. 
As we shall see, those limits were soon abandoned. By the end of the Second World War, 
the constitution was no longer a meaningful constraint on the power of the federal gov
ernment to dictate corporate governance standards. The dividing line fostered by those 
now-discarded constitutional doubts, however, persists in the US as a matter of tradition 
and interpretive presumption. Even today, state corporate law determines most internal 
governance questions while federal securities law is generally limited to governing ques
tions of disclosure to shareholders—annual reports, proxy statements, and periodic fil
ings.

The push to enact federal securities law was one of the great political battlegrounds of 
the New Deal; 1933 to 1935 saw annual fights to enact the three laws that established 
the foundation of federal securities legislation. The first, the Securities Act of 1933 (Secu
rities Act), brought the federal government into the regulation of the public offering of se
curities, curbing the investment bankers’ prior domination of that process. The law re
quired corporate issuers to make full disclosure when selling securities. The second, the 
Exchange Act, required disclosure of operations and results by companies listing on ex
changes, as noted above. Although the Exchange Act targeted the NYSE, particularly in 
regulating broker-dealers, the NYSE did get one benefit from the law: The Exchange 
Act’s mandate (p. 1068) for disclosure by listed companies eliminated the ability of rival 
exchanges to undercut the NYSE’s disclosure requirements. The NYSE’s gold-plated stan
dards would be mandated for all listed companies, although companies that traded in the 
over-the-counter market remained exempt for another 30 years. These two laws cement
ed disclosure as the foundational basis of the securities law.

The third foundational securities law, the Public Utility Holding Company Act of 1935 
(PUHCA), departed from the disclosure model underpinning the Securities Act and the 
Exchange Act, making it the most controversial of the three securities laws from FDR’s 
first term.18 PUHCA targeted the holding companies that owned most of the public utili
ties in the US at the time. The public utility structure had long been a bête noire of re
formers; the collapse of the Insull public utility holding company was the Enron of its 
day.19 The demise of the Insull empire cemented the public utility holding company 
structure’s reputation for abuse.

Given that the holding companies sprawled across multiple jurisdictions, no state could 
effectively control their corporate governance. Disclosure was not enough to correct the 



Corporate Governance, Capital Markets, and Securities Law

Page 6 of 27

abuses. If regulatory oversight of these monopolies was to be effective, stronger medicine 
was required: The federal government needed to control corporate governance. The eco
nomic crisis provided Roosevelt with the opportunity to eliminate the holding companies. 
On January 4, 1935, Roosevelt called for the “abolition of the evil of holding companies” 
in his State of the Union address to Congress.20 The public utilities industry was consider
ably less enthusiastic about being the subject of the federal government’s experiments in 
corporate governance, predicting economic disaster if the bill were enacted.21

PUHCA went well beyond the disclosure mandates of the two earlier securities statutes. 
PUHCA’s “death sentence” provision effectively limited utility holding companies to one 
geographic area; those that did not comply were to be broken up under the direction of 
the SEC.22 The death sentence provision was a major departure from the disclosure para
digm (p. 1069) of the earlier securities laws. The holding company legislation also required 
registration and disclosure, but it broke new ground in giving the SEC control over the 
utilities’ capital structures and corporate governance as part of their reorganization. 
Thus, the legislation set a new high water mark for federal interference with business: 
“Except in wartime, the federal government never before had assumed such total control 
over any industry.”23 PUHCA’s sweeping reforms would trigger a decade-long war in the 
courts, as the giant utilities resisted the efforts of the SEC to dismantle them. But it also 
set the stage for the SEC to play a key role in corporate governance, albeit for only a por
tion of American business.

For opponents of federal economic regulation, PUHCA looked like the constitutional test 
case for the federal control of corporate governance that liberals had long sought. The 
Roosevelt administration ultimately prevailed despite the industry’s resistance, but only 
after an epic legal struggle, requiring three visits to the Supreme Court before it was fi
nally resolved in the government’s favor.24 Only a decade after PUHCA’s enactment did 
the Court resolve the constitutionality of the controversial death sentence provision.25

When the North American v. SEC decision came down, it was an enthusiastic validation of 
the SEC’s power to break up utility holding companies. The Court’s opinion painted with 
a broad, moralistic brush: “The fact that an evil may involve a corporation’s financial 
practices, its business structure or its security portfolio does not detract from the power 
of Congress under the commerce clause to promulgate rules in order to destroy that 
evil.”26 Under its new understanding of the Commerce Clause, the Court had validated 
the federal government’s authority over corporate governance. Would Congress and the 
SEC exercise that authority?

The answer was no—at least in the short term. Having gained the power, the federal gov
ernment lost the will. PUHCA, which in the 1940s allowed the SEC to dictate corporate 
governance standards to an industry vital to the economy, faded in significance after the 
nation’s public utility holding companies were broken up by the 1950s. It did not prove to 
be the trial run for “federal corporation law” as liberals had hoped. A generation later, 
narrow interpretations and regulatory exemptions undid much of the work accomplished 
by the SEC in breaking up the holding companies. New utility conglomerates emerged, 
such as Enron, with diverse business interests and sprawling operations. PUHCA’s pur
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pose was largely repudiated, and the Act itself was repealed in 2005.27 After PUHCA’s re
peal, the SEC was deprived of the role that gave the agency an important say in corpo
rate governance, limiting the agency to overseeing the disclosure-focused regulation of 
the Securities Act and Exchange Act.

PUHCA’s withering foreshadowed a broader retreat by Congress and the SEC in the 
realm of corporate governance, and indeed, securities law generally. Congress passed no 
significant securities legislation between 1940 and 1964. The SEC went from being an ac
tivist force in the 1930s, to being a backwater after its wartime move to Philadelphia. (It 
was not returned (p. 1070) from exile until 1948.) Simply put, almost as soon as the consti
tutionality of PUHCA was established in North American, affirming the power of Con
gress over corporate governance, securities law stopped pushing those boundaries. Not 
until the 1960s would that push be revived, but that extension would come from the SEC 
and the courts, not Congress.

2.3 The 1960s Expansion

The 1960s witnessed a rapid expansion of the influence of the federal securities laws, in 
the form of broad interpretations of Rule 10b-5 of the Exchange Act.28 Rule 10b-5, which 
the Commission had adopted two decades earlier under its § 10(b) authority as a general 
anti-fraud prohibition, threatened to become an overarching “federal corporation law.”29

The development began with a topic squarely at the intersection of disclosure and corpo
rate governance: insider trading. Informational advantages discourage stock market liq
uidity, so exchanges and securities regulators have an incentive to check information 
asymmetry if it is feasible to do so. For that reason, the NYSE and other exchanges have 
long had (spottily enforced) requirements that listed companies disclose information that 
was likely to move the market. The intersection with corporate governance arises be
cause use of inside information can be thought of as a misappropriation by the insider of 
a corporate asset: material, confidential business information. That misappropriation has 
come to be seen as a breach of fiduciary duty under state corporate law.30 The influence 
of inside information on the securities markets has also attracted the interest of the SEC, 
however, and that agency has played the starring role in developing the law of insider 
trading.

The SEC’s first salvo came in 1961, when it pioneered prohibitions against insider trading 
with its Cady, Roberts decision.31 The source of the prohibition was somewhat surprising. 
In Cady, Roberts, the Commission interpreted Rule 10b-5 to prohibit insider trading, de
spite the fact that neither Rule 10b-5 nor § 10(b) makes any mention of insider trading. 
Notwithstanding this omission, the SEC found in Cady, Roberts that a director of a public 
company violated Rule 10b-5 by tipping non-public information. The director had learned 
that the company was planning to cut the size of its dividend. The director, who happened 
to be the partner of a brokerage firm, provided the information to one of his partners at 
the brokerage house, who traded on it. In concluding that the director had violated Rule 
10b-5, the SEC set out a broad fiduciary standard for the insider trading prohibition:
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The obligation rests on two principal elements; first, the existence of a relation
ship giving access, directly or indirectly, to information intended to be available 
only for a corporate purpose and not for the personal benefit of anyone, and sec
ond, the inherent unfairness involved where a party takes advantage of such infor
mation knowing it is unavailable to those with whom he is dealing.32

(p. 1071) This standard was not constrained by state law notions of fiduciary duty. Indeed, 
Cady, Roberts noted in passing that “the securities acts may be said to have generated a 
wholly new and far-reaching body of Federal corporation law.”33

The SEC’s interpretation is breathtaking in its assertiveness. The fiduciary obligation out
lined by the agency finds no support in the text of either Rule 10b-5 or § 10(b). With the 

Cady, Roberts decision, the SEC gave notice that in interpreting “[the] elements [of § 
10(b)] under the broad language of the anti-fraud provisions we are not to be circum
scribed by fine distinctions and rigid classifications.”34 Thus, the SEC announced its in
tent to root out information asymmetries in the secondary markets to protect “the buying 
public” “from the misuse of special information.”35 The securities laws would be inter
preted as needed to achieve that goal; the SEC developing its own body of fiduciary prin
ciples, unmoored from statutory text and untethered by state corporate law, to achieve 
that end.36

Three years later in Securities and Exchange Commission v. Capital Gains Research Bu
reau, Inc.,37 the Supreme Court gave a green light to the SEC to extend the boundaries of 
its powers in fleshing out a new—federal—understanding of fiduciary obligation. The Cap
ital Gains decision, although turning on an interpretation of the Investment Advisers Act 
of 1940,38 suggested that the SEC could expand its power through agency and judicial in
terpretation of existing statutes and regulation. The agency would not need to resort to 
the cumbersome rulemaking process under the Administrative Procedure Act, or, still 
more daunting, seek legislation. According to the Court, “Congress intended the Invest
ment Advisers Act of 1940 to be construed like other securities legislation enacted for the 
purpose of avoiding frauds, not technically and restrictively, but flexibly to effectuate its 
remedial purposes.”39 After its victory in Capital Gains, the SEC would push an aggres
sive interpretation of § 10(b) of the Exchange Act in the lower courts, particularly the Se
cond Circuit, as its principal weapon in its bold new campaign against insider trading. 
Four years later, in SEC v. Texas Gulf Sulphur, the Second Circuit would validate the 
SEC’s expansive reading of § 10(b) of the Exchange Act.40 Capital Gains would be cited by 
the Texas Gulf Sulphur majority for the proposition that even negligent insider trading 
would be unlawful.41 Post Capital Gains, the SEC and the lower courts could feel confi
dent that their expansive interpretations would be upheld.

By the end of the 1960s the federal securities laws seemed poised to take over the law 
governing corporations entirely. In the words of Louis Loss, “the great Rule 10b-5 . . . 
seems to be taking over the universe gradually.”42 This usurpation of corporate gover
nance standards was being accomplished by the SEC and the courts without any interven
tion from Congress.
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(p. 1072) 2.4 The 1970s and 1980s: Retrenchment

The era of 10b-5 expansionism came to an abrupt halt in the 1970s. The first salvo came 
in a pair of class actions from the mid-1970s—Blue Chip Stamps43 and Ernst & Ernst44— 
in which the Supreme Court made plain its intention to rein in Rule 10b-5. Blue Chip 
Stamps holds that a private plaintiff must be a purchaser or seller of securities to state a 
claim under Rule 10b-5,45 but the opinion is notable for its skepticism regarding securi
ties fraud class actions, which were the lawsuits affording the Second Circuit the oppor
tunity to push the boundaries of Rule 10b-5.46 Ernst & Ernst signals a reading of Rule 
10b-5 narrowly tethered to the text of § 10(b). In rejecting the argument that an allega
tion of negligence would establish a fraud claim under Rule 10b-5, the Court emphasized 
that the scope of Rule 10b-5 “cannot exceed the power granted the [SEC] by Congress 
under § 10(b).”47 Blue Chip and Ernst & Ernst signaled that the Supreme Court had aban
doned “flexible” construction of the sort seen in Cady, Roberts and Capital Gains to 
achieve “remedial purposes.”

The nail in the coffin for the effort to push Rule 10b-5 into the realm of corporate gover
nance arrived soon thereafter. Santa Fe Industries v. Green48 is the Court’s most sweep
ing defense of state corporate law. The Second Circuit held that a short form merger au
thorized by Delaware law,49 which “froze out” the company’s minority shareholders, vio
lated Rule 10b-5.50 That court held that “no allegation or proof of misrepresentation or 
nondisclosure [was] necessary” to state a violation of Rule 10b-5; a breach of fiduciary 
duty was sufficient.51 Rule 10b-5 was completely divorced from disclosure. Moreover, that 
breach of fiduciary duty arose out of federal, rather than state, common law.52

In reversing the Second Circuit, Justice Byron White held for the Court that fraud re
quires a misrepresentation or nondisclosure.53 That was sufficient to answer the question 
presented, but White went out of his way to defend the role of state corporate law:

The reasoning behind a holding that the complaint in this case alleged fraud un
der Rule 10b-5 could not be easily contained . . . The result would be to bring 
within the Rule a wide variety of corporate conduct traditionally left to state regu
lation . . . this extension of the federal securities laws would overlap and quite pos
sibly interfere with state corporate law. Federal courts applying a “federal fiducia
ry principle” under Rule 10b-5 could be expected to depart from state fiduciary 
standards at least to the extent necessary to ensure uniformity within the federal 
system. Absent a clear indication of congressional intent, we are reluctant to fed
eralize the substantial portion of the law of corporations that deals with transac
tions in securities, particularly where established state policies of corporate regu
lation would be overridden.54

(p. 1073) Thus, the Supreme Court was emphatic in drawing a line in the sand to preserve 
state corporate law from lower federal courts developing their own “federal corporate 
law.”
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A decade later, the Court did not hesitate to reaffirm the line between state corporate law 
and federal securities law when a wave of hostile takeovers reached its zenith in the 
1980s.55 The states were taking the lead in discouraging takeovers. The SEC was in the 
opposing corner, attempting to use federal law to head off state efforts to restrict the 
market for corporate control.56 Once again, the Supreme Court came down firmly on the 
side of states’ control over corporate governance.

In CTS Corp. v. Dynamics Corp. of America,57 the Indiana anti-takeover statute at issue 
required a potential acquirer (defined as anyone acquiring certain threshold percentages 
of the company’s shares) to obtain the approval of a company’s “disinterested” shares 
(defined as shares not owned by the acquirer or management) before it would be allowed 
to vote its own shares.58 Thus, a hostile tender offeror could not use its voting power to 
remove incumbent management without the approval of the company’s independent 
shareholders. The Indiana statute was limited to corporations organized under the law of 
Indiana, with their principal place of business and a substantial shareholder presence in 
that state.59

In upholding the statute against twin challenges based on the Dormant Commerce Clause 
and preemption under the federal securities law, the Court emphasized that state authori
ty over voting rights was supported by tradition: “No principle of corporation law and 
practice is more firmly established than a State’s authority to regulate domestic corps, in
cluding the voting rights of shareholders.”60 By implication, the SEC’s authority in this 
area was doubtful absent explicit legislative authorization.61 As far as the Supreme Court 
was concerned, corporate governance was a topic for the states, not the SEC.

In some tension with these decisions rebuffing “federal corporate law” is the Supreme 
Court’s insider trading decision in Chiarella v. United States.62 Justice Lewis Powell, writ
ing for the Court, construed Cady, Roberts and Texas Gulf Sulphur and its progeny in the 
Second Circuit narrowly, fitting those decisions into a common law framework, but that 

(p. 1074) framework rested on a federal common law.63 Powell rejected a duty to the sell
ers because Chiarella owed them no fiduciary duty.64 The common law of fraud required a 
duty to the person on the other side of the transaction.65 Despite his reliance on common 
law principles, Powell was creating a federal fiduciary principle, not incorporating state 
law into federal law. Consequently, Chiarella’s approach is hard to square with Justice 
White’s rejection of a federal fiduciary standard in Santa Fe. Powell’s justification for rely
ing on fiduciary duty? “Section 10(b) is aptly described as a catchall provision, but what it 
catches must be fraud.”66 Powell recognized that insider trading law would have implica
tions for corporate governance, but he wanted to keep that body of law firmly rooted in 
disclosure, the province of federal law. Fiduciary duty provided him the doctrinal tool to 
confine insider trading to (somewhat) traditional notions of fraud.
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3 Capital Markets and Corporate Governance

3.1 An International Market for Corporate Governance?

We have seen the US market for corporate charters protected by the Supreme Court from 
incursions by the SEC. That market now has an international analogue. Capital markets 
are no longer parochial; technological changes have made the market for listings much 
deeper. Improvements in communication and related technologies have created an inter
national market for stock exchange listings that resembles, in many respects, the long
standing federal market for corporate charters in the US.

Historically, issuers listed their stock for trading on one of the exchanges in the country 
where they principally did business. In an era when businesses are consolidating across 
national boundaries to create international conglomerates, the notion of a corporation 
having a “home” country seems increasingly archaic. Corporations, at least those of a 
certain size, are now citizens of the world, although they may identify for a time with the 
jurisdiction where their headquarters are located. Today, corporations around the world 
realistically can choose the location, or locations, where they want to raise capital. They 
can also choose where they want their common shares to trade. Corporations are not lim
ited to their “home” country for financing and trading, and the capital-raising decision 
need not be linked to the listing decision.

Why not, then, list on an exchange that allowed a company to signal the quality of its cor
porate governance? There are obvious efficiency advantages. Disclosure of corporate gov
ernance terms will not only facilitate more accurate securities prices, but also allow in
vestors to make better choices in allocating their investment dollars, funneling capital to 
better managed companies. If firms do not give credible assurances that they will not 
abuse their investors’ trust, investors will not entrust them with their investment dollars. 
Companies (p. 1075) looking to maximize their returns when selling securities to the pub
lic will accordingly have a strong incentive to include corporate governance mechanisms 
valued by shareholders.

Exchanges have market incentives to promote the signal: “Self-interested stock exchange 
members will produce rules that investors want for the same reasons that self-interested 
bakers produce the kind of bread that consumers want.”67 Securities markets live or die 
with trading volume. Broker-dealers make a substantial portion of their revenues from 
trading commissions; another chunk comes from trading for their own accounts. More 
trading by customers obviously means more commissions, but more liquid markets also 
enhance the profitability of broker-dealers’ own trading. Exchanges attract trading vol
ume by encouraging companies to list their shares and by encouraging investors to trade 
in those listed shares. These two goals are largely consistent, as companies will want to 
list their shares on exchanges that provide the greatest liquidity because liquidity mini
mizes their cost of capital. The exchanges also have a quasi-property interest in the stock 
prices quoted in their market. This interest effectively makes the exchanges residual 
claimants in the integrity of those stock prices. Thus, exchanges might compete to attract 
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trading volume by providing a “bonding” signal to companies seeking to attract investors, 
if investors are more willing to trade in the stock of companies with good corporate gov
ernance.

That story provides an optimistic scenario of corporate government and securities law 
complementing each other. What is the practical limit of legislators and securities regula
tors to impose corporate governance mandates through securities laws? If capital mar
kets provide the critical connection between the two, the answer to that question may lie 
with liquidity. Greater disclosure of information is associated with higher levels of liquidi
ty.68 And there is evidence that fraud may have market-wide effects on liquidity.69 So ex
changes, and perhaps, securities regulators, will have incentives to regulate in areas 
where the connection to liquidity is clear.

Consider insider trading, one area where the SEC has had considerable success in impos
ing fiduciary standards on corporate insiders, with the blessing of both the Supreme 
Court and Congress. Economic theory and empirical evidence suggest that insider trad
ing harms liquidity.70 Insider traders hold information advantages over outsiders. Those 
information asymmetries lead to trading profits—insiders buy low and sell high. To avoid 
the corresponding trading losses, outsiders would prefer to trade only with other out
siders. Securities markets are anonymous, however, so outsiders have no way of knowing 
when they are trading with an insider, but they do know that they will systematically lose 
when they do so. Market makers who supply liquidity to the markets on an uninformed 
basis will increase their spreads to reflect the possibility of dealing with an insider, con
verting insider trading into a transaction cost of all trading. Uninformed shareholders will 
discount the amount that they are willing to pay for shares by their expected losses from 
trading with insiders; (p. 1076) they may attempt to avoid losses from trading with insiders 
by trading less frequently. Less trading means less liquidity, and less liquid securities 
markets raise the cost of trading. In this scenario, the SEC’s effort to harness fiduciary 
principles in the service of promoting liquidity deftly walks the line where corporate gov
ernance and securities law intersect.

Policy makers recognize that encouraging liquid securities markets will facilitate capital 
formation, and thus, economic growth. Unfortunately, politicians are unlikely to worry 
about the details of promoting economic growth during a bull market. The capital mar
kets are not crying out for government intervention when investors’ primary focus is 
counting their gains. Bear markets, however, inevitably follow bull markets. Corporate 
mismanagement and corruption can be obscured by rising stock prices, but the dirty 
laundry has a way of surfacing in bear markets. The bad news produces dissatisfied in
vestors who clamor for government intervention, and politicians shake off their apathy 
and suddenly become profoundly interested in securities law. This dynamic means that 
demands for regulation will arise in times of crisis, particularly if that crisis spills over in
to the real economy. Politicians will want to “do something,” even if the proposed some
thing has scant connection to the promotion of liquid securities markets. Corporate gov
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ernance may fit the bill, providing a salient response to the scandals arising during the 
crisis.

3.2 The US Competes

The recent history of securities regulation in the US illustrates the phenomenon. For a 
time, proponents of the US securities law regime argued that its rigor gave US exchanges 
a competitive edge by allowing them to provide a bonding signal. Foreign companies 
could signal their integrity by exposing themselves to the demands of the US disclosure 
and enforcement regime, which proponents claimed was the best in the world.71 That 
regime permitted foreign companies to credibly pre-commit to limit self-dealing transac
tions, a concern that might be particularly salient in jurisdictions where controlling share
holders are common, i.e., most jurisdictions other than the US and the UK. Companies 
headquartered in jurisdictions not known for the quality of their legal systems might be 
particularly interested in the possibility of buying a credible “bonding” signal; it might be 
difficult or impossible for such companies to duplicate such a signal on their own.72 The 
power of contract goes only so far if enforcement mechanisms are dubious.

Critically, the mechanism for the precommitment signal was not a corporate governance-
style ban on such transactions, which might have been unworkable for companies in 
countries where cross shareholdings are common. Instead, the tool of choice was disclo
sure requirements under exacting US standards, backed by the threat of SEC scrutiny. 
The US exchanges’ computerized surveillance systems also promised real teeth for en
forcing insider trading rules and other prohibitions against market manipulation. Other 
countries have followed the US lead in prohibiting insider trading, but enforcement of 
those (p. 1077) prohibitions pales in comparison to the SEC’s vendetta against the abuse. 
Of equal significance for companies listing in the United States, misstatements about a 
company’s fortunes would be subject to the sting of SEC enforcement, generally regarded 
as a step above other jurisdictions, both in the probability and size of sanctions.73

In response to lobbying by the exchanges, the SEC encouraged foreign companies to list 
in the US by relaxing a number of potentially expensive requirements for listing.74 The 
SEC did not, however, go so far as to allow foreign companies to merely comply with the 
disclosure requirements of their home jurisdictions (a “mutual recognition” regime). 
From the SEC’s perspective, US disclosure standards were superior; they could be tin
kered with around the edges, but wholesale waiver was not an option. Although the SEC 
was anxious to bring foreign companies to US exchanges, it recognized that it bore a “sig
nificant political risk” from financial scandals involving foreign firms if American retail in
vestors incurred substantial losses.75 Moreover, the SEC did not exempt foreign compa
nies from the anti-fraud rules, with their potential for both SEC enforcement, but also, 
the risk of private litigation, unheard of in other jurisdictions until very recently. Compa
nies willing to face this risk by listing in the United States sent a strong signal of honesty 
and integrity.
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The twin burdens of SEC disclosure requirements and exposure to securities class actions 
made listing in the United States a costly proposition for foreign companies, notwith
standing the SEC’s efforts at accommodation. The fact that a significant number of com
panies were willing to pay this price allowed the SEC to tell a happy story of a race to the 
top in the competition for international listings. The best companies—world-class compa
nies—sought to list in the United States because it had the best regulation, the story 
went. Evidence of a listing premium for companies selling shares in the United States 
strongly supported the SEC’s account.76

3.3 The US Loses its Lead

The cheery equilibrium between corporate governance and listing in the US has since 
proved to be fragile. The flow of foreign companies coming to the US stopped, and more 
worryingly, (p. 1078) reversed. After the SEC relaxed standards for foreign companies 
wanting to delist,77 a flood of companies headed for the doors.78

What derailed the US-led race to the top? The answer is politics, and more particularly, 
Congress. The dividing line between securities law and corporate governance drawn by 
the Supreme Court limits the SEC and the lower courts, but it does not constrain Con
gress. Nonetheless, for nearly fifty years after PUHCA had begun to dwindle, Congress 
generally respected that line. The securities laws were about disclosure.

The major exception to the disclosure focus of the securities laws was the enactment of 
the Foreign Corrupt Practices Act (FCPA) in 1977. The FCPA is a response to Watergate-
era scandals involving the bribery of foreign officials by US companies, which came un
der the SEC’s purview because companies were not recording the bribes and slush funds 
in their accounts (Surprise!). The FCPA includes a variety of books and records provisions 
intended to improve the accuracy of corporate disclosures, so some of its provisions are 
squarely within the bailiwick of the SEC. The FCPA, however, also includes a substantive 
provision outlawing payments by US companies to foreign officials, which can be en
forced civilly by the SEC and criminally by the Justice Department. The provision sits odd
ly amidst the disclosure-oriented provisions of the securities laws, but its practical import 
has been limited until recent efforts to increase enforcement. Moreover, although it does 
contain a substantive provision that limits the conduct of corporations, it is not limited to 

public corporations, the traditional concern of the securities laws, but rather, US corpora
tions generally. More importantly, the prohibition is outward directed. The law prohibits 
bribing foreign government officials. It says nothing about bribing company officers, 
which would be a classic corporate governance problem. Thus, the FCPA departs from the 
disclosure focus of the securities laws, but not in a direction that one could fairly criticize 
as an incursion into the state’s domain of corporate governance.

More recently, however, Congress has made substantial inroads into corporate gover
nance through amendments to the securities laws, blurring the line separating the two. 
Those forays by Congress into corporate governance correspond with the demise of the 
US as a listing destination. The first salvo of incursions into the field of corporate gover
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nance came with the Sarbanes–Oxley Act fueled by accounting scandals at Enron and 
WorldCom.79 Collecting a hodge-podge of reforms, Congress (1) took over the regulation 
of accounting firms from the private sector;80 (2) imposed expensive internal controls and 
certification requirements;81 and (3) adopted an array of new sanctions.82 The most ex
pensive of these requirements were standards relating to internal accounting controls, re
quiring both review and certifications of those controls by the chief executive officer and 
chief financial officer.83 (p. 1079) Foreign company executives proved less than enthusias
tic about the spotlight afforded by those certifications, perhaps helping to speed the exo
dus that followed.

Not surprisingly, Congress also sought to improve corporate governance relating to the 
auditing function. Sarbanes–Oxley mandates that the retention, compensation, and over
sight of the company’s external auditor must be entrusted to an audit committee of the 
board of directors. The auditors must report to the audit committee “critical accounting 
policies and practices.” The audit committee is also charged with establishing procedures 
for dealing with complaints relating to auditing and internal controls. These provisions 
are intended to set up audit committees as an independent power center within the gov
ernance structure of public corporations.

That independence is bolstered by additional mandates relating to the audit committee’s 
composition. Audit committees must be made up exclusively of independent directors, 
meaning that the only compensation the director can receive from the company is the 
director’s fee—no consulting or other employment arrangements are permitted.84 The 
SEC has bolstered this independence requirement by requiring companies to disclose 
whether any member of the audit committee qualifies as a “financial expert,” which re
quires either experience as an accountant or an accounting officer, or experience super
vising an accounting officer or overseeing public accountants.85 Listing requirements for 
the NYSE and Nasdaq now require financial literacy for all audit committee members.

These minor incursions into corporate governance in the Sarbanes–Oxley Act coincided 
with the exodus of foreign companies from US exchanges described above. Far from be
ing chastened by that trend, Congress demonstrated even less restraint when it came to 
“do something” in response to the next financial crisis. This time, with the Dodd–Frank 
Act, the corporate governance mandates have no connection whatsoever to liquidity.86

For example, the Dodd–Frank requires that companies disclose whether the same person 
holds both the CEO and Chairman of the Board positions, and explain why the position is 
combined or not.87 This is a pure corporate governance provision, styled as a disclosure 
mandate, but with no possible connection to liquidity. It simply uses disclosure to put a 
thumb on the scale toward Congress’s view of best corporate governance practices.

Other mandates are more explicitly driven by a political agenda. Most blatant is Dodd–
Frank’s mandate relating to conflict minerals. Concerned about violence in the Democrat
ic Republic of Congo relating to a variety of resource extraction industries, Congress de
cided to use its leverage over corporate disclosure policies to deal with the problem.88

The SEC adopted a new disclosure form, Form SD, requiring companies to disclose pay
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ments in excess of $100,000 made to governments for the purpose of commercial devel
opment of natural resources.89 The target was armed groups that were profiting from ex
tortion of mining operations. The teeth of the rule were provided by the requirement that 
firms investigate and disclose if their products used any “conflict minerals.” The expense 
of the investigation was calculated to be enormous: the SEC estimated that the total costs 
of the final rule would be (p. 1080) $3 billion to $4 billion initially, and $207 million to $609 
million annually thereafter.90 The benefits of the rule? Hard to calculate, according to the 
SEC, because it was hard to quantify peace and stability in the Congo.91 It is not hard to 
guess, however, the benefit to investors from these disclosures, which are presumably ze
ro.

Somewhat more closely tied to corporate governance are Dodd–Frank’s mandates relat
ing to executive pay, an issue with apparently evergreen populist appeal. The political 
agenda is quite clear in Dodd–Frank’s requirement that companies disclose the ratio of 
their CEO’s pay to that of their median employee.92 On the governance side, the Dodd–
Frank Act requires the SEC to direct, by rule, the securities exchanges to prohibit the list
ing of any equity securities of public companies unless the compensation committees of 
the public companies’ boards are made up exclusively of independent directors.93 The in
dependence requirement for the board compensation committee parallels the indepen
dence requirement for the board audit committee. Moreover, Dodd–Frank imposes a vari
ety of responsibilities on compensation committees, such as the hiring and supervision of 
compensation consultants.

The Dodd–Frank Act also enhances shareholder power over executive compensation. Pub
lic companies are now required to conduct an advisory vote of shareholders on the pay 
packages of top executives at least once every three years.94 “Golden parachute” pay
ments made to executives displaced in connection with mergers and acquisitions also re
quire an advisory vote of shareholders. In connection with these advisory votes, the SEC 
has enhanced the disclosure requirements for these executives in the Compensation Dis
cussion and Analysis section of the proxy statement. That disclosure now must also ad
dress whether (and if so, how) the company has considered the results of the most recent 
say-on-pay vote in determining compensation policies and decisions. Shareholders are not 
allowed to dictate the pay packages of senior executives, but the new regime attempts to 
maximize the leverage implicit in embarrassment.95

The Dodd–Frank Act also attempted to shift power to shareholders by ensuring access to 
the company’s proxy. Historically, outside insurgents could launch a full-blown contest 
with their own proxy statement to elect a competing slate to a company’s board of direc
tors, but such contests are costly and correspondingly rare. The Dodd–Frank Act autho
rized the SEC to allow shareholders to nominate candidates for director directly on the 
company’s proxy without going to the trouble and expense of a proxy contest using a sep
arate proxy statement.96 The SEC attempted to implement proxy access through Rule 
14a-11. Rule 14a-11 (p. 1081) allowed shareholders (and shareholder groups) who have 
held at least 3% of the company’s stock for three years the right to nominate directors 
and have those nominees included in the company’s proxy statement and ballot. The rule 
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did not provide an alternative to a full-fledged proxy contest, however, as shareholders 
were limited to nominating candidates for only 25% of the board. The SEC adopted Rule 
14a-11 over the heated objections of corporate management. Groups representing man
agement then challenged the rule in court, and in mid-2011, the D.C. Circuit vacated Rule 
14a-11.97 The SEC has not been stripped of its rulemaking authority, however, so it is a 
matter of time before it returns to the topic.

The net effect of the Sarbanes–Oxley and Dodd–Frank Acts has been to erode the tradi
tional line between securities law and corporate governance in the US. The key word is 
“traditional”; there has not been any legal barrier to Congress taking over the gover
nance of public corporations since the 1940s. Perhaps what is surprising is that the incur
sion took as long as it did. Perhaps less surprising is that Congress now appears com
pletely indifferent to the status of the US as a listing destination. Competitiveness in fi
nancial services, once a hot topic, was swept aside as a concern in the rush to respond to 
accounting scandals and a financial crisis. Also swept aside has been the notion that 
there “should” be a dividing line between corporate governance and securities law.

4 Conclusion
The US maintained the dividing line between corporate law and securities law for nearly 
70 years after the adoption of the federal securities law. Much of the work done protect
ing that line was done by the Supreme Court, which affirmed the role of the states in cor
porate law as a matter of tradition, rather than enforcing strict constitutional limits. The 
last 15 years, however, have seen that line beginning to erode as Congress has amended 
the federal securities laws to include corporate governance mandates with little or no 
connection to liquidity, the traditional focus of securities regulation. Those intrusions 
were responses to accounting scandals and financial crisis. Congress’s interventions in 
corporate governance have coincided with a decline in the competitiveness of the US in 
the market for listings, but Congress has not responded to that decline, which is not 
salient enough to rise to “crisis” level.

To be sure, the US’s decline as a listing destination cannot wholly be ascribed to Con
gress. Another factor fueling the trend has been the continuing development of trading 
technology and market liquidity that once promised to fuel the US’s race to the top. The 
comparative advantage of US exchanges has now been substantially eroded. Stock ex
changes around the world now offer similar speed in executing orders. Increasingly, secu
rities trading has been reduced to the status of commodity. The best trading systems are 
no longer the monopoly of the exchanges, which are hemorrhaging market share to pro
prietary trading systems and dark pools.98 Commodification of trading technology—along 
with greater access (p. 1082) to information about companies in other jurisdictions—has 
greatly reduced the liquidity advantages historically enjoyed by the NYSE, which has cut 
fees in response.99
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Of equal importance to the question of liquidity is the fact that companies no longer need 
to bring their shares in physical proximity to investors. Institutional investors can access 
virtually any market in the world.100 As a result, ADRs have fallen out of favor, as in
vestors invest directly abroad.101 Moreover, Rule 144A allows issuers to access capital in 
the United States without a US listing.102 Why should a company pay for an expensive 
listing in New York if a listing in their home country allows them easy access to capital 
from around the world? For regulators, this means that listing requirements are likely to 
offer little leverage as a regulatory tool. Draconian mandates, unrelated to liquidity, will 
be met by an exodus to jurisdictions with more lenient standards.

Another threat to the use of listing standards as a means of promoting corporate gover
nance reform is private equity. The rise of private equity has demonstrated that firms in 
many industries with diverse business models can thrive without access to public capital 
markets. For these firms, corporate governance is purely a matter of contract. Firms that 
value liquidity are likely to tolerate disclosure mandates relating to liquidity, but if securi
ties law and disclosure mandates drift toward corporate governance imperatives unrelat
ed to liquidity, firms are likely to exit the public markets. If Congress continues to inter
vene in corporate governance, the number of US public companies could dwindle.

The US experience thus presents a cautionary tale for reformers contemplating the use of 
securities law to upgrade corporate governance standards. Countries may vary, however, 
in the relationship that corporate governance has to liquidity. Lessons from the US expe
rience may have limited relevance for other parts of the world: US corporate governance 
is pretty good, so marginal improvements in any particular aspect may have limited real-
world effects.103

The situation may be quite different in developing economies, where the baseline may not 
be as high. For example, there is evidence that degree of board independence and split
ting the roles of Chair and CEO may correlate with greater liquidity post-IPO for Chinese 
firms.104 These correlations may be explained by the prevalence of controlling sharehold
ers in Chinese firms, and perhaps, relatively weak legal enforcement. The Chinese experi
ence may be singular in another way—many governance reforms in that country are initi
ated by the country’s securities regulator, which may be forced to act due to the absence 
of any (p. 1083) alternative actor.105 In countries such as China, where the rule of law is 
not as well established, the move toward mandating better corporate governance stan
dards may substantially improve the operation of the capital markets, even absent an ob
vious connection between corporate governance and liquidity.

Another consideration for corporate governance reformers is that familiarity may breed 
liquidity. Standardization may be an important feature in corporate governance if infor
mation is incomplete and market participants are boundedly rational. If investors under
stand a common governance structure, making it mandatory may allow for easier compa
rability, which may be particularly important to firms seeking overseas investment. From 
the US perspective, the prevalence of Delaware as the choice of incorporation for most 
public companies in the US is sometimes attributed to investors’ preference for Delaware 
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incorporation—which may be based on Delaware’s prevalence. Institutional investors are 
familiar with Delaware corporate law; they know what they are getting. Sometimes hav
ing a consistent standard is more important than having the best standard, or the stan
dard best tailored for a particular firm.

On the other hand, a standardization strategy may have long-term consequences. Once 
standards become prevalent, if not universal, in the marketplace, politicians may be 
tempted to mandate the prevalent standard as “best practice.” Once mandated, however, 
there may be costs imposed on firms that deviated from the norm for idiosyncratic, but 
perhaps legitimate reasons. In addition, the mandate may stifle experimentation and 
adaption to new conditions. Assessing the benefits and costs flowing from standardization 
is a daunting empirical task, particularly because the incidence of those benefits and 
costs is unlikely to be evenly distributed.

This chapter has focused on the connections between corporate governance, capital mar
kets, and securities law. Looking at how the relation among these has developed over 
time in the US, it has identified liquidity as the key variable connecting the three. Corpo
rate governance mandates with a clear connection to liquidity are more likely to be ac
cepted and to last. When policy makers move beyond the promotion of liquidity, firms may 
choose to exit to avoid costly mandates.
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Abstract and Keywords

This chapter discusses vertical and horizontal problems in financial regulation and corpo
rate governance. More specifically, it examines three contexts in which efforts to mitigate 
systemic risk and moral hazard in capital markets and financial institutions clash with 
long-standing principles of corporate governance. The first issue relates to the so-called 
“vertical” challenge between financial institutions and the separately incorporated hold
ing companies that own and control them. The second issue relates to the “horizontal” 
challenge, in which regulatory arbitrage occurs between the banking subsidiaries of com
plex holding companies and their less-regulated nonbank and shadow bank siblings. The 
third and final issue deals with the conflict between the conception of fiduciary duty in 
the federal law of insider trading and the concept of fiduciary duty in state law.
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1 Introduction
RECENT efforts to mitigate systemic risk and moral hazard in capital markets and finan
cial institutions have run headlong into long-standing principles of corporate governance. 
This chapter discusses three contexts in which that is the case. The first issue relates to 
what we will describe as the “vertical” challenge between financial institutions and the 
separately incorporated holding companies that own and control them. The second issue 
relates to what we call the “horizontal” challenge, which concerns the regulatory arbi
trage that occurs between the banking subsidiaries of complex holding companies and 
their less-regulated nonbank and shadow bank siblings. The final issue is the conflict be
tween the conception of fiduciary duty in the federal law of insider trading and the differ
ent concept of fiduciary duty in state law.
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2 Financial Institutions and the Companies 
that Own them
That corporate governance problems are particularly acute in banks is well understood.1

What may not be appreciated, however, is the degree to which certain unique features of 
(p. 1085) banking complicate both the role of financial institutions’ boards of directors and 

the effectiveness of their governance.

In an earlier paper, we reviewed the different models of corporate governance, with a 
particular focus on the duties board members owe to different constituencies.2 We argued 
that these unique features of banks dictated a heightened duty of care for bank directors. 
We discussed the various legal cases defining the duty of care for directors, and how the 
courts have vacillated in their application of these duties owed by directors. Since then a 
lot has changed with respect to banking structure and practice, but little has changed 
with respect to the duties and obligations of bank directors. This inertia with respect to 
bank directors is all the more puzzling given that the Dodd–Frank Wall Street Reform and 
Consumer Protection Act3 (Dodd–Frank Act) explicitly addressed the externalities im
posed by individual banks on the financial system—yet imposed no additional corporate 
governance requirements on bank directors to make them responsible for limiting such 
risks. Thus, while Dodd–Frank unleashed a plethora of changes for markets, with restric
tions on what banks can do, who can regulate them, how they should be liquidated, mort
gage and insurance reform, and consumer protection, the duties required of bank direc
tors per se were not a focus of specific attention in the statute.

2.1 An Introduction to the Corporate Governance of Banks

Generally speaking, the problem of corporate governance stems from agency problems 
that emerge when the residual claims on a firm’s income take the form of shares of stock 
that are mostly owned by people who are not involved in the management or operations 
of the company.4 In order to ameliorate agency costs, over time corporate law has gener
ated the general rule that fiduciary duties should be owed exclusively to shareholders.5

The justifications for making shareholders the exclusive beneficiaries of the fiduciary du
ties owed by managers and directors are based on the fact that creditors, as fixed 
claimants, can safeguard their investments through a combination of pricing and the im
position of contractual protections such as conversion rights or put options.6

In our earlier paper on corporate governance problems in banks, we argued that banks 
are different from other firms and that the economic policies that justify making share
holders the (p. 1086) exclusive beneficiaries of fiduciary duties do not apply with the same 
force to banks as they do to other types of corporations, such as manufacturing compa
nies or technology companies. We believe these difficulties have only increased in the 
past decade, with the result that banks in the post-crisis era face even greater corporate 
governance difficulties. Specifically, we believe there are a variety of unique features of 
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banks relative to other firms that make them unusually risky, more fragile, and more diffi
cult to monitor and control.7

First, banks’ unusual capital structures give them a unique role in generating liquidity for 
the economy. It is well known that banks’ balance sheets are highly leveraged,8 with 
fixed-claim creditors supplying 90% or more of the funding banks require to operate. 
Moreover, these fixed-claim liabilities generally are available to creditors/depositors on 
demand, while on the asset side of the balance sheet, the bank’s loans and other assets 
have longer maturities.

The development of increasingly robust secondary markets and banks’ ability to securi
tize assets has enabled banks to move assets off their balance sheet, but this process has 
not led to a reduction in the size of banks’ balance sheets: Banks tend to grow rather than 
shrink even as they securitize more of their assets. Because more transparent and liquid 
assets are the ones that tend to be sold either outright or as part of a pool of securitized 
financial assets, what is left on the bank’s balance sheet tends to be the more opaque and 
idiosyncratic assets. Arguably, these evolutionary developments in capital markets have 
led to a secular deterioration, rather than to an improvement in the transparency and liq
uidity of bank assets.

The phenomenon of holding simultaneously transparent, liquid liabilities on the one hand, 
and illiquid, opaque assets on the other, enables banks to serve the vital economic role of 
creating liquidity.9 However, to create liquidity, banks must lend the funds that they re
ceive from deposits and other short-term liabilities, and consequently banks keep only a 
small fraction of funds as reserves to satisfy depositors’ demands for liquidity. This asset 
transformation process results in a situation in which no bank has sufficient funds on 
hand to satisfy the demands of depositors if a significant number demand payment simul
taneously.

The mismatch in the liquidity characteristics and term-structure of banks’ assets leads to 
bank runs and other systemic problems in the financial system. With greater than a third 
of US bank liabilities uninsured, rational uninsured depositors (and claimants) will try to 
be among the first to withdraw before other, more nimble creditors deplete the banks’ as
sets. Thus, bank depositors, unlike creditors in other companies, are in a situation closely 
akin to the classic prisoner’s dilemma. This prisoner’s dilemma can lead to failures in sol
vent banks because the need for liquidity in the event of a run or panic can lead to fire-
sale liquidations of assets, thereby spreading problems to heretofore solvent banks. For 
bank directors, the need to manage such liquidity risks is fundamental to a bank’s sur
vival.

Second, the existence of federally sponsored deposit insurance means that banks can con
tinue to attract liquidity to fund their operations even after they are insolvent. Thus, un
like other sorts of companies, it is virtually impossible for federally insured banks to 

(p. 1087) become insolvent in the “equitable” sense of being unable to pay their debts as 
they come due in the ordinary course of business.10 Federal insurance eliminates the mar
ket forces that starve nonfinancial firms with poor prospects of cash. The federal govern
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ment has attempted to replace these market forces with regulatory requirements such as 
capital requirements and requirements for the “prompt resolution” of financially dis
tressed banks. Nevertheless, it seems clear that the well-established tenet of corporate fi
nance that there is a conflict between fixed claimants and shareholders is, as we previ
ously observed “raised to a new dimension in the banking context.”11 In banking, neither 
creditors nor capital markets have incentives either to negotiate for protections against 
risky, “bet-the-bank” investment strategies, or to demand compensation for such risk in 
the form of higher interest payments.

Bebchuk and Spamann argue that these agency conflicts manifest particularly in prob
lems with bank executive compensation.12 They make the intriguing point that gover
nance reforms aimed at aligning compensation with shareholder interests—such as say-
on-pay votes, use of restricted stock, and increased director independence—fail in banks 
because shareholders also benefit from bank management taking on excessive risk. This 
raises the disturbing specter that bank directors are in fact doing their job—but that their 
job does not include adequately recognizing the systemic risks that banks pose for the fi
nancial system.

Third, moral hazard caused by deposit insurance coupled with imperfections in the regu
latory system also leads not only to suboptimally easy access to liquidity, but also to an in
dustry-wide reduction in levels of monitoring within the firm, resulting in a higher inci
dence of large losses and bank failures due to fraud.13 The high incidence of fraud is at
tributable both to the lack of monitoring by creditors and to the highly liquid form of 
banks’ assets, which makes it easy to divert bank assets to private use relative to less liq
uid assets such as factories and equipment.

Shareholders’ incentives to monitor to prevent fraud and self-dealing exist in banks as 
they do in other sorts of companies. As in these other sorts of companies, however, “such 
monitoring is notoriously ineffective in many cases because individual shareholders rarely 
have sufficient incentives to engage in monitoring because of collective-action 
problems.”14

Perhaps no event illustrates the endemic monitoring and other corporate governance 
problems in the context of the banking industry more clearly than the London whale trad
ing loss debacle, in which Mary Jo White, the new chair of the US Securities and Ex
change Commission (SEC) deployed her marquee policy to require admissions (p. 1088) of 
wrongdoing in certain “egregious” cases.15 The SEC charged JPMorgan Chase with mis
stating financial results and lacking effective internal controls to detect and prevent its 
traders from fraudulently overvaluing investments to conceal hundreds of millions of dol
lars in trading losses.16

The SEC’s lawsuit against JPMorgan charged the company with violating provisions of the 
Sarbanes–Oxley Act of 2002 (SOX) relating to corporate governance and disclosure. In 
particular, SOX requires public companies to maintain disclosure controls and procedures 
that ensure that important information flows to the appropriate persons so that timely de
cisions can be made regarding disclosure in public filings.17 Also at issue were 
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JPMorgan’s alleged violations of SEC regulations requiring corporate managers to evalu
ate on a quarterly basis the effectiveness of the company’s disclosure controls and proce
dures and to disclose management’s conclusion regarding their effectiveness in its quar
terly filings.18 The SEC also alleged that even after having announced a trading loss of 
approximately $2 billion on May 10, 2012, the full extent of the trading losses that oc
curred during the first quarter of 2012 was not detected and reported. This failure was 
due, in part, to ineffectiveness of internal control functions within the bank’s Chief Invest
ment Office, which was known as the Valuation Control Group (“CIO-VCG”).19

Within banks, valuation control units are a critical part of a company’s internal controls 
because they monitor and control for accuracy of the valuations of the financial assets ac
quired and held by traders and other market professionals within the firm. From a corpo
rate governance perspective it is obvious that a valuation control group must be indepen
dent of the trading desks it monitors in order to be effective. The consequences of a cor
porate governance failure in this respect are severe because such failures risk both the 
inaccurate valuation of the bank’s assets as well as the material misstatement of the 
bank’s financial condition in its public filings. In the case of JPMorgan, the SEC found 
that JPMorgan’s CIO-VCG was “unequipped to cope with the size and complexity of the 
credit derivatives” that were the principal assets in the bank’s Synthetic Credit Portfolio 
(“SCP”).20 As of March 31, (p. 1089) 2012, the SCP contained 132 trading positions with a 
net notional amount of approximately $157 billion.21

The SEC also found that the CIO-VCG “did not function as an effective internal control” 
during the relevant time period because the CIO-VCG was “understaffed, insufficiently su
pervised, and did not adequately document its actual price-testing policies.”22 Perhaps 
more disturbingly, it appeared to the SEC that the price-testing methodology used by 
CIO-VCG “was subjective and insufficiently independent from the SCP traders, which en
abled the traders to improperly influence the VCG process.”23 In addition, during the first 
quarter of 2012, CIO-VCG failed to escalate to CIO and JPMorgan management signifi
cant information that management required in order to make informed decisions about 
disclosure of the firm’s financial results for the first quarter of 2012. As a result, JPMor
gan did not timely detect or effectively challenge questionable valuations by the SCP 
traders as the portfolio’s losses accumulated in the first quarter of 2012, leading the bank 
to publicly misstate its financial results for that period.24

The internal problems were egregious. For example, when losses were incurred on the 
traditionally profitable SCP portfolio in the first quarter of 2012, the senior SCP trader in
structed SCP traders to stop reporting losses to CIO management unless there was a 
market-moving event that could easily explain the losses. At least one SCP trader 
changed his daily marking methodology for the SCP and began assigning values at the 
point in the bid-offer spread that resulted in highest valuations of the SCP positions, a 
valuation technique inconsistent with Generally Accepted Accounted Principles (GAAP).25

Things got much worse when this trader even began valuing assets at prices that were 
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completely “outside every dealer’s bid and offer received that day” and thereby “inten
tionally understated mark-to-market losses in the SCP.”26

In JPMorgan’s $200 million settlement of the SEC’s enforcement action against it, the 
bank acknowledged significant corporate governance failures. For example, the bank ad
mitted (p. 1090) that significant facts learned in the course of the various internal reviews 
were not shared in meetings and calls among the participants in such reviews. As a re
sult, these facts were not escalated to JPMorgan senior management or communicated to 
the Audit Committee of the board in a timely fashion.27 However, it is not clear that the 
Bank’s Audit Committee would have been able to handle the monitoring and internal con
trol problems in the bank even if they had been better informed. Also apparently missing 
in action was the bank’s risk committee which also was not kept informed of what was 
clearly a gaping hole in the bank’s risk management process.

The Board of Governors of the Federal Reserve (Fed) joined the SEC in suing and settling 
with JPMorgan Chase & Co. (JPMC), the registered bank holding company that owns and 
controls the bank.28 The Fed’s Order did raise these deficiencies in risk management and 
oversight, as well as raising concerns with the governance, finance, and internal audit 
functions of the company.29

In earlier decades, the mismatch between the maturity and liquidity characteristics of 
banks’ assets and liabilities, their unusually high leverage, and the moral hazard caused 
by such institutional features as the Fed discount window, deposit insurance, and the ex
pectation of bailouts, largely defined the unique corporate governance problems experi
enced by banks.30 These characteristics remain, but the JPMorgan whale debacle under
scores some important new dimensions of bank corporate governance problems: the 
opacity of bank activities, combined with the complexity of risk-management activities in
volving the valuation and control of complex asset positions, create significant monitoring 
difficulties for directors.31

Thus, a large part of the problem with JPMorgan Chase appears to be that the firm’s di
rectors lacked the special expertise necessary to evaluate the nature and the quality of 
the information they were getting (or not getting) from managers.32 JPMorgan Chase was 
not by any means the only financial institution whose board lacked sufficient industry and 
financial markets expertise. When Citibank teetered on the brink of insolvency, requiring 
a massive federal bailout, its board was:

filled with luminaries from all walks of life.—It boasted directors from a chemical 
company, a telecom giant, and a liberal arts university, for example. Yet in early 
2008 only one of the (p. 1091) independent directors had ever worked at a financial 
services firm—and that person was concurrently the CEO of a large entertainment 
firm.33
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2.2 Vertical Corporate Governance: The Problem of Dual Boards

A significant corporate governance challenge for banks arises from their unique organiza
tional structure in which banks, which are corporations with their own boards of direc
tors, tend to be entirely owned and controlled by holding companies, which are also cor
porations but are generally publicly held. In the case of major commercial banks such as 
JPMorgan Chase and Citibank, the holding companies are incorporated in Delaware, 
while the banks are federally chartered and under the jurisdiction of the Comptroller of 
the Currency. Delaware has strong, shareholder-centric corporate governance norms and 
rules oriented toward profit maximization. In stark contrast, the Comptroller of the Cur
rency has only a remote interest in profit maximization. Its concern is on the safety and 
soundness of banks and the financial system.

Since Goldman Sachs34 and Morgan Stanley35 became bank holding companies 
and financial holding companies during the financial crisis, every major bank in 
the US is now organized as some form of bank holding company (“BHC”). A BHC 
is defined as

[a] company that owns and/or controls one or more U.S. banks or one that owns, 
or has controlling interest in, one or more banks. A bank holding company may al
so own another bank holding company, which in turn owns or controls a bank; the 
company at the top of the ownership chain is called the top holder.36

Bank holding companies are, by definition, involved in the business of banking. In fact, 
bank holding companies are limited by law to activities that are “so closely related to 
banking (p. 1092) as to be a proper incident thereto.”37 Because the BHC controls the 
bank, the monitoring and control of risk must take place at multiple levels. From a regula
tory perspective, the Federal Reserve “is responsible for regulating and supervising bank 
holding companies, even if the bank owned by the holding company is under the primary 
supervision of a different federal agency (OCC or FDIC).”38 When assessing a BHC, how
ever, the Fed will “work cooperatively” with the functional regulator of the subsidiary 
bank “to address information gaps or indications of weakness or risk identified in a super
vised BHC subsidiary that are material to the Federal Reserve’s understanding or assess
ment” of the BHC.39 This structure of supervision acknowledges that bank holding compa
nies wield control over the banks they hold.

From a governance perspective, the holding company’s board inevitably exerts control 
over the banks within the holding company structure, particularly where, as is often the 
case, the directors of the bank holding company also sit as officers and directors of the 
bank. As such, it is each holding company director’s duty to control risk down to the level 
of the banks the BHC holds.40 This means the directors of holding companies, like the di
rectors of the banks themselves, must be involved in the governance, risk-management, 
and monitoring and oversight of the banks and bank affiliates within the holding company 
structure. The formal corporate separateness of BHCs and the banks they control does 
not absolve holding company directors from involvement with the activities of their sub
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sidiary banks even if there are directors who are on the board of a BHC but not on the 
board of the bank.41

Howell Jackson has observed that holding companies and the banks they own and control 
are not truly separate as a practical matter:

Within bank holding companies, there is a natural tendency of management to 
centralize decision making power and resources in the parent bank or BHC. It is 
doubtful that management would leave the bank and nonbank subsidiaries free to 
make the important business decisions as to activities, reinvestment of profits and 
new markets. It is more likely that there would be significant centralization of de
cision making at the parent company level, with management deciding what prod
ucts and markets will be focused upon and how profits will be reallocated.42

Jackson also argues that this interrelatedness of banks and BHCs has increased over 
time:

Until twenty years ago [i.e. until 20 years prior to the publication of this article by 
Professor Jackson in 1994], financial holding companies [ . . . ] had relatively few 
affirmative obligations with respect to their regulated subsidiaries [ . . . ]. Over the 
past two decades however, financial (p. 1093) holding companies have become in
creasingly embroiled in the regulatory supervision of subsidiary financial institu
tions.43

Jackson posits that this increased interrelatedness reflects a regulatory push to “transfer 
front-line supervisory responsibility from governmental agencies to financial holding com
panies.” This is because:

[n]ot only are financial holding companies apt to be more proficient than govern
ment officials in evaluating institutional behavior, but holding companies also can 
monitor risks at a lower cost than government agencies, because holding compa
nies already have substantial information about their regulated subsidiaries as a 
result of ordinary managerial activities.44

The Fed evaluates bank holding companies’ directors and senior executives based upon 
their ability to identify, measure, and control risk, which includes those posed by the un
derlying banks. Thus, the Fed essentially treats BHCs and their bank affiliates as so inex
tricably linked that, when evaluating BHCs, it analyzes the consolidated organization’s fi
nancial strength and risks. Additionally, the Fed can examine a BHC’s subsidiaries direct
ly to “inform itself of the systems for monitoring and controlling risks to such depository 
institutions.”45

Since both the holding company and the bank have boards of directors, a natural ques
tion is what role should each board play? Thomas C. Baxter, Jr., General Counsel and Ex
ecutive Vice-President of the Federal Reserve Bank of New York addresses this point:
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We want the governing body of the holding company to perform two critical func
tions. First, we want it to understand the risks to the “enterprise,” meaning the 
risks in all of the company’s constituent parts. Second, we want the holding com
pany to take reasonable steps to manage those risks and keep them within accept
able limits.46

. . .

As I see it, the public interest in the bank subsidiary is protected by a panoply of 
prudential laws and regulations. The ownership interest of the holding company in 
the bank is protected by the holding company’s ability to control the bank’s board 
of directors.47

From both a regulatory perspective and a corporate governance perspective, bank safety 
and soundness is paramount. The well-known “source of strength” doctrine requires that 
bank holding companies provide financial assistance to support its banking subsidiaries. 
In particular, § 225.142 of the Bank Holding Company Act provides that “[i]n supervising 
the activities of bank holding companies, the Board has adopted and continues to follow 
the principle that bank holding companies should serve as a source of strength for their 
subsidiary banks.” This notion pervades the BHC’s corporate governance and directly im
pacts the relationship between the BHC and its subsidiaries.

(p. 1094) It is our contention that the Fed’s BHC regulations, the principles of corporate 
governance developed here, as well as basic concerns about systemic risk and bank safe
ty all indicate that BHC officers and directors have fiduciary obligations that guide—and 
when necessary, trump—corporate form. Fiduciary duties flow not only to shareholders of 
the holding company but also to the corporate organization itself. Thus the responsibility 
for bank safety and soundness must be shouldered by both holding company directors 
and officers and the directors and officers of their subsidiaries, particularly their bank 
subsidiaries.

Less clear, however, is how the shared responsibility between the holding company board 
and the bank board should work in practice in the post-crisis environment. On the one 
hand, it clearly makes no sense to say that BHC officers and directors can ignore issues 
of safety and soundness that affect their subsidiary banks on the grounds that they are 
fiduciaries of a different corporate entity, namely the holding company. On the other 
hand, the notion that the duties and obligations of holding company officers and directors 
and bank officers and directors are identical and wholly duplicative also appears prob
lematic. To see why, consider the perspective of the OCC (the Office of the Comptroller of 
the Currency), the main regulator of nationally chartered banks, on its expectation for the 
subsidiary bank’s directors. The OCC argues “For its part, the primary duty of the sub
sidiary bank’s directors is to protect the bank.”48 This may be the view of the OCC, but it 
is inconsistent with the duties of the directors of BHCs, which require that directors of 
holding companies—like directors of other firms—maximize value for shareholders.
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Thus, there is a significant obstacle to making safety and soundness the primary duty of 
BHCs or BHC directors. And these holding companies determine who sits on the board of 
directors of the banks they own or control. BHCs are, from a state-law point of view, gar
den-variety corporations, with garden-variety fiduciary duties that are owed exclusively to 
shareholders. Unlike banks themselves, holding companies are not only subject to the 
same corporate governance rules as other companies, but, also unlike banks, which re
ceive charters either from the Comptroller of the Currency (national banks) or state bank 
regulators (state banks), holding companies are chartered by the same state chartering 
authorities as any other nonbanks. For example, Citigroup, which owns a national bank, is 
charged in the state of Delaware,49 as are Morgan Stanley50 and Goldman Sachs.51

The problem is simple to describe. Because they are considered simply to be directors of 
garden-variety corporations, holding company directors (and bank directors too, for that 
matter), ostensibly have no obligation to mitigate risk, but rather are tasked with maxi
mizing the value of the company on whose board they sit. This rule makes perfect sense 
in the context of non-financial corporations, whose failure poses no systemic risk and 
whose shareholders can eliminate the firm-specific risk of the company’s business antics 
easily and cheaply through diversification.

(p. 1095) On the other hand, of course, the federal government, if not the state govern
ments, wants banks and BHCs to refrain from engaging in excessive risk taking. Thus, 
BHC directors are pulled in two opposite directions by the legal rules that govern their 
behavior. On the one hand, as established in this section, it is the clear policy of federal 
banking regulators, particularly the Fed, that holding companies—and particularly large 
holding companies whose operations pose systemic risks—should focus primarily on is
sues of safety and soundness. On the other hand, the state laws that impose fiduciary du
ties on the directors of all corporations, both banks and nonbanks, require all such direc
tors to maximize the value of the firm, even if doing so causes the company to assume 
considerable risk. And because of the low cost of leverage for federally insured banks and 
for companies designated as “systemically important financial institutions” (SIFIs),52

these fiduciary duties will channel directors towards tolerating, if not actively encourag
ing, risky capital structures and risky investment practices. One way to reconcile the ap
parent deep inconsistency between bank and BHC directors’ fiduciary obligation to maxi
mize returns and their statutory and regulatory obligations to promote safety is to priori
tize these conflicting dictates. The regulatory and (p. 1096) statutory obligations come 
first. Managers and directors can only maximize profits to the extent that doing so does 
not conflict with relevant legal rules and regulations. As the influential American Law In
stitute Principles of Corporate Governance make clear, a corporation “[i]s obliged, to the 
same extent as a natural person, to act within the boundaries set by law.”53 Or as Milton 
Friedman admonished, corporations are obligated “to make as much money as possible 
while conforming to the basic rules of the society, both those embodied in law and those 
embodied in ethical custom.”54
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In our view, the fact that banks and, their officers and directors, can only maximize profit 
within the limits of applicable law and regulations is an extremely important feature of 
the corporate governance landscape. Establishing and maintaining this hierarchy, howev
er, does not resolve entirely the tension between profit maximization and the regulatory 
and social goals of achieving safer and sounder financial institutions. This is because, as 
we have seen over the past several decades, there is plenty of room for financial institu
tions to engage in excessive risk taking even after they have complied with the law.

For example, banks must, of course, comply with the relevant rules regarding the mainte
nance of certain capital levels. But even after complying with such rules, there is ample 
room to maneuver. Banks, for example, can, and do invest in the riskiest assets within a 
particular risk-weighting class. They also look for loopholes in regulations such as the Vol
cker rule in order to squeeze the highest returns they can for their shareholders: and, of 
course, this quest for the highest returns involves risk, which, in turn, is not something 
that regulators are interested in maximizing.

But the fiduciary duty to maximize profits is not the only obstacle to reaching the goal of 
incentivizing managers and directors of financial institutions to focus on keeping banks 
safe with the same intensity as directors of other companies focus on maximizing share 
prices. In addition to fiduciary duties, it also is the case that holding company directors, 
like the directors of all other corporations, are elected by the shareholders. Fixed and 
contingent claimants, such as depositors, non-depositor-creditors, and the US govern
ment lack voting power. In an election between a risk taker and a non-risk taker, the 
shareholders will vote for the risk taker. Thus, to the extent that directors survive in their 
jobs in the Darwinian environment that characterizes the democratic process, among the 
strongest characteristics for survival in the job of bank or BHC directors is a strong pro
clivity for risk taking.55

Outside of the US, bank directors have faced strictly higher burdens, with some jurisdic
tions viewing bank failures as a criminal offense on the part of directors. Brazil, for exam
ple, holds banks’ executives and directors personally liable for the debts of failed institu
tions even when no fault is proven.56 The UK government, following on the recommenda
tion of the Parliamentary Commission on Banking Standards, has recently introduced a 
new criminal offense for reckless misconduct in the management of a bank. This criminal 
liability would apply to both executive and non-executive directors of a bank.57 The maxi
mum sentence for the offense is seven years in prison and/or an unlimited fine.

(p. 1097) The notion that “reckless management” is a crime is rather alien to the US per
spective that business failure is not a criminal offense, but rather a natural, albeit unfor
tunate, outcome of business judgment in an uncertain world. In our view, criminalizing 
bank failure is not a viable approach to resolving the difficulties of bank corporate gover
nance. It does, however, change the calculus for bank directors with respect to the ac
ceptable level of risk for a financial institution.
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A similar change in calculus can arise from the concept found in Germany, Switzerland, 
and Austria called Untreue. This “breach of trust” is defined as “a derogation of duty that 
causes real harm to the institution,”58 and it has been the basis for charges against 
bankers at West LB, Bayern LB, HSH Nordbank, and Sal. Oppenheim.59 Indeed, the CEO 
of West LB paid a fine of EUR 150,000 to settle charges relating to breach of trust, and 
the former CEO of Bayern LB was convicted to a suspended prison sentence of 18 months 
in 2014 for bribery, although the court dismissed separate allegations of breach of trust 
against him.60 More intriguing are the cases involving board members of these failed fi
nancial institutions. The entire management board of the German bank HSH Nordbank 
stood on trial for breach of trust due to risk management failures relating to a CDO and 
other off-balance-sheet activities that resulted in the bank having to be bailed out to the 
tune of EUR 30 billion, although the board was eventually acquitted.61 Similarly, seven 
former directors of LBBW, Germany’s largest public sector lender, were charged with 
breach of trust (and eventually settled) in connection with moving risky assets to special-
purpose vehicles allegedly to hide the riskiness of the bank.62

In the US, bank directors and managers can be criminally prosecuted for fraud and for vi
olating the federal securities laws or provisions of the securities laws, and this was the 
fate that befell more than 800 bankers jailed in the aftermath of the S&L crisis. But pur
suing such cases, particularly against bank directors, is notoriously difficult due to the 
challenge of linking wrongdoing to those actually running the bank.63 The rarity of this 
outcome means that bank director behavior is unlikely to be affected.

What is clear from this review is that corporate governance problems are remarkably re
silient. While some approaches have been more successful than others, in general even 
the most extreme outside constraints have failed to resolve bank governance problems. In 
our view, this suggests using a new approach, one that explicitly recognizes the inherent 
difficulty of managing and controlling risk in the post-crisis era.

(p. 1098) 2.3 Bank Governance in the Post-Crisis World: A Proposal

Several factors suggest that it may be time to impose a more rigorous standard on the di
rectors of certain financial institutions, particularly those deemed to be systemically im
portant by regulatory authorities. The fact that an institution is systemically important 
seems to us reason enough to expect directors of such institutions to be able to perform 
their functions at the level of other directors at comparable financial institutions. The vast 
complexity not only of the businesses of banking and finance but also of the laws and reg
ulations that govern financial institutions, particularly in the wake of Dodd–Frank, pro
vide additional support for the argument that bank directors should be held to higher 
standards than the amateur standard that governs directors generally. Our proposal here 
is particularly relevant for directors of BHCs, who currently face no special requirements 
as to qualifications.64

While our proposal that bank directors have special expertise is new, the idea that corpo
rate directors in general should have special expertise is not new, though the idea has not 
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been well developed in the literature. Some scholars define the term “professional direc
tors” simply as directors who serve on multiple boards, and adduce evidence that board 
membership of such professional directors correlates with improved performance for the 
companies on whose boards those directors serve.65 Others use the term “professional” to 
refer to the particular, industry-specific expertise that certain directors have.66 We use 
the term in the latter sense.

Among the earliest and most persuasive appeals to require that corporate directors have 
substantial industry-specific expertise was made by Yale law professor, later Supreme 
Court Justice William O. Douglas. Douglas argued that experts on the board “would be in
valuable [ . . . ] in determining the course of conduct for the managers,” and would be 
“better qualified to determine financial and commercial policy.” For these reasons Dou
glas argued that outside experts on boards of directors “should have a position of domi
nance and power on the board” so that they can “make their directive influence effective” 
by means of their “real power over executive management.”67 In arguing for directors 
with sufficient industry expertise, Robert Pozen has observed,

Lack of expertise among directors is a perennial problem. Most directors of large 
companies struggle to properly understand the business. Today’s companies are 
engaged in wide-ranging operations, do business in far-flung locations with global 
partners, and operate within complex political and economic environments. Some 
businesses, retailing, for one, are relatively (p. 1099) easy to fathom, but others—
aircraft manufacture, drug discovery, financial services, and telecommunications, 
for instance—are technically very challenging. I remember catching up with a 
friend who had served for many years as an independent director of a technology 
company. The CEO had suddenly resigned, and my friend was asked to step in. “I 
thought I knew a lot about the company, but boy, was I wrong,” he told me. “The 
knowledge gaps between the directors and the executives are huge.”68

Just as the idea that some directors should be held to higher standards is not alien to the 
academic literature, neither is it new to policy makers. As noted above, Dodd–Frank re
quires at least one of the members of the risk committees of BHCs and SIFIs to have risk-
management experience commensurate with the firm’s capital structure, risk profile, 
complexity, size, and activities. The Sarbanes–Oxley Act explicitly set higher require
ments for qualified audit committees by requiring all members to be independent and at 
least one member to be a “financial expert” as defined by SEC rules.69 Indeed, one of the 
motivations behind Sarbanes–Oxley was to strengthen audit committees to “avoid future 
auditing breakdowns” which were contributing to a loss of confidence in the integrity of 
US companies and markets.70 Our argument here is that the failure of risk management 
at financial institutions, particularly systemically important ones, can lead to outcomes of 
even greater consequence, and that current steps are insufficient to address the magni
tude of the problem of excessive risk taking by financial institutions.

How might such a system work? We suggest a two-part structure involving differential 
standards for both bank risk committee members and bank directors. With respect to risk 
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committee members, we note that risk management of a complex financial institution is 
not something easily grasped by a typical corporate director but instead requires special
ized expertise. Indeed, the shareholder advisory services ISS and Glass Lewis both rec
ommended voting against the members of JPMorgan Chase’s Risk Committee, citing their 
lack of risk-management experience. We believe that risk-management committees should 
be composed only of individuals who can demonstrate expertise in evaluating and moni
toring the risk control systems of a bank. Allowing “amateur hour” in this oversight func
tion at large complex financial institutions is simply irresponsible in post-crisis financial 
markets.

Such individuals, whom we will call “banking experts,” would have acquired, either 
through experience or education, the skills needed to monitor the risk-management 

(p. 1100) functions of the bank. For smaller financial institutions, this expertise may be 
more limited, reflecting that risk management at such institutions generally involves less 
complex methodologies (such as gap analysis, liquidity monitoring, and the like). For 
large, complex financial institutions, the needed skill set will be larger, requiring familiar
ity with risk modeling, valuation of complex derivatives, synthetic asset replication, hedg
ing strategies, etc. The specific qualifications for being a banking expert could be defined 
in much the way that audit committee financial experts are determined.

Second, we also propose higher professional standards for bank directors. As we have ar
gued in this chapter, bank corporate governance issues pose an ongoing threat to the fi
nancial system. While heightened oversight of banks is surely called for, such oversight 
will be successful only to the extent that the directors of financial institutions have both 
the incentives, and the experience and skill required to be successful in carrying out their 
oversight responsibilities. At a minimum, we believe bank directors should be “banking 
literate,” where such literacy is defined by an understanding of the basic functions of 
banking, the nature of risk in complex financial organizations, and the complex regulato
ry structure defining banking. Such literacy, which would be a prerequisite for becoming 
a director, could have been acquired through experience or through education.

We suspect that some may object to these proposals on the grounds that if having more 
qualified directors were valuable, then bank shareholders would demand this on their 
own. Alternatively, others may argue that if higher requirements are desirable for banks, 
then perhaps they should be required of firms more generally. We think the response to 
both objections is actually the same: banks are different from other firms. As we have ar
gued, bank shareholders do not have properly aligned incentives to limit bank risk, so ex
ternally imposed requirements may be necessary. Other firms can adequately address 
corporate governance deficiencies internally, so requiring higher standards for all corpo
rate directors is unnecessary.

Another objection to our proposal involves a more subtle point about bank risk taking. 
There is empirical research that indicates that banks with more knowledgeable directors 
are more likely to take on greater risk than other banks. One could argue that our propos
al could actually exacerbate the risk taking problem at banks rather than ameliorate it 
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because our proposal would place more knowledgeable directors on boards. We have two 
responses to this. First, ignorance is not a good strategy for risk control—relying on di
rectors’ lack of knowledge to restrain risk is surely not a formula for a safe and sound 
banking system. We completely agree, however, that knowledge alone is not sufficient to 
achieve the goal of safety and soundness in banking. In addition to knowledge and com
petence, there must also be a culture within banks that considers prudent banking to be a 
way of life rather than an oxymoron. Culture starts at the top, so efforts by regulators to 
highlight the importance of cultural issues within banks should be viewed as working 
hand in hand with our proposals to improve corporate governance in banking.

Finally, a legitimate concern is that our proposal would cause the demand for qualified 
bank directors to exceed the supply. We acknowledge that it will take time and effort to 
groom enough competent directors for all of the important financial firms in the economy. 
But if better directors result in creating better banks, then the returns to searching for, 
educating, and empowering those directors will pay off for all concerned.

(p. 1101) 3 Horizontal Governance Issues: Nonbank 
Subsidiaries versus Bank Subsidiaries
Another context in which financial regulation and corporate governance clash are the in
teractions among the bank and the nonbank subsidiaries of BHCs. The banks’ sub
sidiaries operate as banks, while the nonbank subsidiaries often operate in the shadow 
banking sector as so-called “shadow banks.” Shadow banking refers to traditional bank
ing activities, particularly lending, that occur outside the regulated banking system and 
are effectuated by nonbank financial intermediaries as well. Claessens and Ratnovski de
fine shadow banking as a nonbanking institution that engages in what, from an economic 
and functional point of view, is the business of banking.71 In contrast, other researchers, 
including Paul McCulley and Mehrling et al., focus on the nature of the financial assets in
volved in the transactions.72

Shadow banking includes such important financial sectors as the repo market and the 
commercial paper market. Among the more important sorts of firms that operate as shad
ow banks are money market mutual funds, hedge funds, commercial and personal/finance 
companies, and broker-dealers firms. Because unregulated nonbanks are active in the 
shadow banking system, such institutions were able to engage in transactions featuring 
significantly higher credit risk, market risk, and liquidity risk, while holding much smaller 
capital cushions than their regulated bank competitors.

According to the IMF, in the US shadow-banking assets exceed those of the conventional 
banking system and have for some time.73 Shadow banking amounts to between 15 and 
25 trillion dollars in the United States, between 13.5 and 22.5 trillion in the euro area, 
and between 2.5 and 6 trillion in Japan—depending on the measure—and around 7 trillion 
in emerging markets. In emerging markets, its growth is outpacing that of the traditional 
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banking system.74 In the US, the UK, and the euro area, the value of assets in the shadow 
banking system is greater than the GDPs of each of the individual countries.

Subsequent to the subprime meltdown in 2008, the activities of the shadow banking sys
tem came under increasing scrutiny and regulation in Europe, Japan, and the United 
States. In particular, new rules cover money market funds (MMFs), securitization, and fi
nancial companies such as American International Group, General Electric Capital Corpo
ration, MetLife, Inc., and Prudential Financial that have been designated as “systemically 
important financial institutions” (SIFIs) by the Financial Stability Oversight Council 
(FSOC). This is an entity created by Dodd–Frank that is empowered to determine that a 

(p. 1102) financial institution poses a threat to US financial stability and thereby is to be 
subjected to prudential regulation by the Board of Governors of the Federal Reserve Sys
tem.75 A threat exists if the material financial distress of an institution or the particular 
characteristics of the institution could cause systemic effects throughout the US economy.

Also pursuant to Dodd–Frank, in July 2014, the SEC issued final rules for the reform of 
MMFs. Certain MMFs known as “prime institutional” MMFs will be required to transact 
at a floating NAV and to maintain daily share prices that change according to changes in 
the value of the individual assets that constitute the portfolio.76 MMFs whose customers 
are natural persons and government MMFs, which are MMFs that invest in government 
debt, may impose the practice of using constant NAV pricing. However, in times of stress, 
all MMFs may impose liquidity fees and redemption gates.77

Another point of entry for US regulators seeking to regulate the shadow banking systems 
is through the imposition of credit risk retention requirements in securitizations. Such re
quirements, known colloquially as “skin-in-the-game” provisions, are, strangely enough, 
coupled with prohibitions against hedging the retained credit risk portion of the securiti
zation. These anti-hedging provisions are strange, of course, because they increase rather 
than decrease the risks of the firms that are subject to the credit risk retention rules. An
ti-hedging provisions are necessary, because without them hedging would permit finan
cial firms involved in securitizations to avoid having “skin in the game” by implementing 
hedging strategies that nullified the risks associated with the securitized financial assets 
retained by these financial firms.

From a corporate governance perspective, one particular facet of the shadow banking 
system is of particular concern. Bank and financial holding companies can conduct bank
ing activities not only through the downstream banks that they own and control, but also 
through virtually unregulated nonbank subsidiaries such as mortgage companies:

Mortgage companies were largely ignored (by both functional and institutional 
regulators), despite the fact that they had held a dominant market share (of mort
gage originations) since the early 1990s. Mortgage companies were not funded by 
deposits, so no institutional regulator oversaw them, and their activities did not 
fall under the domain of any functional regulator. The Federal Trade Commission 
and the State Attorneys General did have the ability to bring punitive actions 
against mortgage companies, but only if they observed unfair and deceptive prac
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tices evidenced by a pattern of customer complaints. Before the 2007 crisis, this 
“repeat-complaint-oriented supervision” had little power to systematically affect 
mortgage company behavior, leaving them essentially free of regulatory 
oversight.78

In a recent article, Yuliya Demyanyk and Elena Loutskina observe that, while defaulted 
mortgages originated by bank subsidiaries weakened the balance sheets and income 

(p. 1103) statements of their holding company parents by increasing their reported loan 
losses and reducing their profits (net income), the defaults on mortgages originated by 
their nonbank mortgage-company subsidiaries did not.79 Thus, rather stunningly, loan 
losses from mortgage defaults from subprime mortgages “have an adverse effect on a 
BHC’s reported loan losses and net income only if they were originated by a bank sub
sidiary, not a mortgage-company subsidiary.”80

Unsurprisingly, the different consequences for a BHC of making loans through a mort
gage company subsidiary rather than through a subsidiary bank had consequences. De
myanyk and Loutskina document the fact that “mortgage-company subsidiaries of BHCs 
originated more loans to borrowers with lower credit scores, higher loan-to-income ra
tios, and lower relative incomes than did their bank subsidiaries. Mortgage companies 
were also more likely to originate loans of riskier types, such as adjustable-rate and inter
est-only mortgages.”81

The incentives for holding companies to shift their riskiest subprime lending activities out 
of banks and into nonbank mortgage companies were further heightened by the Gramm–
Leach–Bliley Act of 1999, which, in an effort to control risk, isolated the activities of bank 
and nonbank subsidiaries by erecting “formal financial barriers between the BHCs’ bank 
and their non-depository subsidiaries.”82 In particular, BHCs were required to erect “fire
walls” between their bank subsidiaries and their nonbank subsidiaries. Gramm–Leach–
Bliley explicitly prohibited BHCs from bailing out troubled nonbank subsidiaries, which 
meant that as a practical matter “BHCs’ exposure to the limited liability mortgage-compa
ny subsidiaries was indeed limited to their equity investment.”83

Gramm–Leach–Bliley had the stated policy objective of protecting FDIC-insured banks, 
the federal deposit insurance fund and taxpayers—from the costs associated with the fail
ure of their nonbank/uninsured affiliate. The unintended consequence of Gramm–Leach–
Bliley was that it increased systemic risk because risky activities were simply shunted 
from insured banks to their uninsured, unregulated nonbank affiliates within the same 
holding company. This shift not only led to weaker lending standards, but also led to the 
financial crisis.84

4 Regulatory Externalities
In previous joint work, we have observed another tension between the interests of the fi
nancial markets and the interests of individual market participants. In particular, we have 
shown that the SEC’s order-handling rules for securities trading, the so-called “trade-
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through rules,” tend to benefit the securities markets in general but tend to harm certain 
individual traders who bring liquidity to the markets by preventing them from attaining 
the most efficient execution of their orders.85

The trade-through rule requires that purchasers (sellers) buy (sell) securities at the best 
displayed offer (bid) price even if the offer (bid) is for fewer shares than the bidder (offer
or) would like to buy (sell). The problem arises because traders with a large block to buy 
or sell (p. 1104) may achieve better overall execution terms for their entire order by exe
cuting the entire order at an inferior price rather than splitting their entire order up into 
smaller blocks and taking offers or hitting bids seriatim at different, and usually constant
ly worsening, prices. As we have explained in earlier work:

For example, if the best bid anywhere for a stock is $100, a large block seller (with 
10,000 shares to sell) must, under the current incarnation of the trade-through 
rule, execute the trade at that price, even if the bid were for only 1,000 shares and 
the seller would prefer to sell the entire 100,000-share block at an inferior bid of 
$99.75. Of course, if the block trader were permitted to “trade-through” the supe
rior bid as the SEC proposed in 2004 and consummate the transaction at $99.75, 
the retail trader who entered the $100 bid might not obtain best execution if the 
market moves higher before the trade can be executed.86

Here in contrast to having rules, the so-called firewall rules of Gramm–Leach–Bliley that 
cabin off the unregulated nonbank affiliates from their affiliate regulated banks, which 
make individual banks safer but may increase systemic risk by shifting risky activities 
from regulated banks to unregulated and relatively monitored subsidiaries.

Several provisions in 2010 Dodd–Frank Act provide regulators with the tools to deal with 
the problem just identified. But it is important that regulators understand this problem so 
that they can address it properly.

Dodd–Frank is an enormously complex and multifaceted statute. Here we focus as pre
cisely as we can on the provisions that can be most useful as a tool for dealing with the 
negative externality problem just identified. These provisions call for establishing the Fi
nancial Stability Oversight Council (FSOC) to address systemic risks. The FSOC was es
tablished primarily to (1) identify risks to the financial stability of the United States that 
could arise from the material financial distress or failure, or ongoing activities, of large, 
interconnected bank holding companies or nonbank financial companies, or that could 
arise outside the financial services marketplace; (2) promote market discipline, by elimi
nating expectations on the part of shareholders, creditors, and counterparties of such 
companies that the US government will shield them from losses in the event of failure; 
and (3) to respond to emerging threats to the stability of the US financial system.87

In addition, Dodd–Frank requires the Federal Reserve to adopt enhanced prudential regu
latory standards for the largest BHCs and designated nonbank financial companies. The 
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stringency of these requirements increases with the size and complexity of the holding 
company subject to the rules.

Further, Dodd–Frank restricts banks, bank affiliates, and BHCs from proprietary trading 
or investing in a hedge fund or private equity fund, requires the Federal Reserve to im
pose a debt-to-equity limit on companies the Council has determined pose a grave threat 
to financial stability, and to establish enhanced prudential standards for large BHCs and 
foreign banking organizations (known as FBOs).

These rules have the potential to mitigate the risk-shifting problem that arises when in
sured and regulated depository institutions shift their riskiest activities to uninsured 

(p. 1105) unregulated subsidiaries, at least for depository institutions that are designated 
as SIFIs. It appears to us, however, that the rules do not go far enough. They do not affect 
holding companies such as General Electric, which has many subsidiaries but only one 
(General Electric Credit Corporation) that is designated as a SIFI. The rules also do not 
affect non-SIFIs. SIFIs consist of BHCs with total consolidated assets of $50 billion or 
more as well as nonbank financial companies88 designated as systemically important by 
the FSOC. The nonbank holding companies designated as SIFIs are American Internation
al Group (AIG), General Electric Capital Corporation (GECC), MetLife, Inc., and Pruden
tial Financial Inc.89

Title I of Dodd–Frank gives the FSOC the authority to determine whether a nonbank fi
nancial company will be subject to the Fed’s supervision and prudential standards. 
Specifically, the Fed’s powers kick in if the company’s size, complexity, interconnected
ness, and mix of activities pose a threat to the US financial system, and also when a non
bank financial company is in “material financial distress,” defined as being in imminent 
danger of default or insolvency, that poses a threat to the financial system of the US.

Under Dodd–Frank, the FSOC must apply 10 statutory considerations when it makes its 
determination.90 In so doing, the FSOC will employ a three-stage process. In the first 
stage, it will analyze nonbank financial companies based on six quantitative measures 
(see Table 41.1). The companies that exceed the asset size threshold plus one or more of 
the remaining five quantitative measures “could move onto the second stage, during 
which the (p. 1106) FSOC will evaluate their risk profiles using a wider variety of quantita
tive information that is available from public and regulatory resources.” In the third 
stage, the FSOC will use quantitative and qualitative information it receives from the 
companies to determine whether they are potential threats to the financial stability of the 
US.91
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Table 41.1 Selected FSOC Stage 1 thresholds
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Selected FSOC Stage 1 Thresholds

Total consolidated as
sets (GAAP) (mil. $)

Total debt outstanding 
(mil. $)

Leverage multiple (x)§ Short-term debt ratio 
(%)

FSOC Stage 1 thresh
olds

50,000 20,000 15 10

Asset Managers

BlackRock Inc. 179,896 27,282 2.4 1.0

Finance companies

SLM Corp. 193,345 183,966 36.8 15.3

Independent Brokers

Charles Schwab Corp. 108,553 2,853 14.1 0.0

ETRADE Financial 
Corp.

47,940 9,752 9.7 9.0

IBG LLC 30,404 2,880 6.5 0.4

Jefferies Group Inc. 34,564 17,551 9.5 0.7

*
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Alternative Asset Managers (Hedge Funds And Private Equity Firms)

Blackstone Group LP 21,909 10,396 2.5 0.1

Icahn Enterprises L.P. 25,136 6,473 3.2 0.4

KKR & Co. L.P. 40,378 1,565 1.1 0.5

Oaktree Capital Man
agement L.P.

44,294 702 35.8 0.2

(*) This chart excludes the threshold “notional amount of credit default swaps on reference entity,” because the threshold amount 
$30 billion is relevant only for GECC (with $96 billion in CDSs) and SLM Corp. (with $28 billion in CDSs).

Source: Standard and Poor’s, New Regulatory Rules Likely Will Have A Limited Impact On U.S. Nonbank Financial Company Rat
ings, May 9, 2012, <http://static.ow.ly/docs/5-9-12%20-
%20New%20Regulatory%20Rules%20Likely%20Have%20A%20Limited%20Impact%20On%20U%20S%20%20Nonbank%20Financial%20Company%20Ratings_Clg.pdf
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As reflected in Table 41.1, several nonbank financial companies are not designated as 
SIFIs despite meeting the $50 billion asset threshold. For other such companies see Table
41.1.

(p. 1107)

5 Conclusion
There is a fundamental and perhaps irreconcilable difference between the corporate gov
ernance goals of systemically important financial institutions and federally insured finan
cial institutions on the one hand, and non-federally insured, non-systemically important 
companies on the other. Because all systemically important financial institutions and vir
tually all insured banks are controlled by holding company parents, this means that dif
ferent subsidiaries of the same holding companies will be subjected to different corporate 
governance norms. This structure creates a conflict between the goal in financial regula
tion of reducing the incidence of failure of systemically important financial institutions 
and the goal in corporate law of maximizing the value of the corporation for shareholders.

The conflict between BHCs and their subsidiaries, discussed earlier in this chapter is a 
“vertical” corporate governance problem. The horizontal conflict is exacerbated by the 
size and complexity of large financial institutions. It can be mitigated by imposing higher 
professional standards on bank directors and on members of board risk committees.

The conflict between the bank and nonbank subsidiaries of BHCs discussed in the second 
part of this chapter is a “horizontal” corporate governance problem. The horizontal con
flict exists among bank and nonbank subsidiaries, and is, if anything, even more difficult 
to resolve than the vertical governance problem. The extent of this challenge is reflected 
in the immense complexity of Dodd–Frank, and particularly in the designation and regula
tion of entities designated as systemically important. In light of the small number of insti
tutions designated as SIFIs, however, it appears that more work is required to mitigate 
the horizontal challenge, particularly as the shadow banking system remains extremely 
robust.
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228 (2016); Renée B. Adams & Hamid Mehran, “Bank Board Structure and Performance: 
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Abstract and Keywords

According to a common narrative, the failure of banks in the financial crisis reflected 
poor corporate governance practices, as well as inadequate prudential regulatory safe
guards. Yet it turns out that the “best” governance practices according to ordinary stan
dards were the ones that did worst during the financial crisis. In the period leading up to 
the financial crisis, it was believed that regulation would cause banks to internalize the 
costs of their activities, meaning that what maximized bank shareholders’ returns would 
also be in the interests of society. Consequently, large banks used the same governance 
tools as non-financial companies to minimize shareholder-management agency costs, 
namely independent boards, shareholder rights, the shareholder primacy norm, the 
threat of takeovers, and equity-based executive compensation. Unfortunately, such tools 
had the adverse effect of encouraging bank managers to take excessive risks. Conse
quently, a significant rethink about the way in which banks are governed is required.

Keywords: financial crisis, regulation, banks, governance, executive compensation, independent boards

1 Introduction
ACCORDING to a common narrative, the failure of banks during the financial crisis in 
part reflected poor corporate governance on their part, as well as failures in the pruden
tial regulatory regime to which they were subject.1 According to this view, bank failures 
reflected internal deficiencies stemming from the relation between those who financed 
the banks, as shareholders or creditors, and those who ran these firms, as managers. Yet 
empirical studies report that the banks with the “best” corporate governance practices, 
as measured by ordinary standards, were the ones that did worst during the financial cri
sis.

Reconciling these views requires a theory of what “good” corporate governance for banks 
should look like. Banks are materially different in their financing, business model and bal
ance sheets from most non-financial firms. First, banks are extremely highly leveraged in
stitutions. The core of a bank’s business model is to transform short-term deposits into 
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long-term loans, implying that most of its capital is raised through debt. With any lever
aged firm, shareholders may gain at creditors’ expense from an increase in risk and asso
ciated returns. If things go well, shareholders keep the higher returns; if things go badly, 
the creditors suffer. The potential for such risk-shifting rises with the level of leverage. It 
is consequently greater for banks than for most nonfinancial firms. At the same time, the 
financial assets held by a bank are distinguished from the assets of a non-financial firm by 
their opacity—that is, the difficulty outsiders have in determining their quality. This 
makes it more difficult for outsiders to monitor asset quality in a bank than in a non-finan
cial firm.

So banks have greater potential for risk shifting, in ways that may be harder to detect, 
than non-financial firms. What is worse, their failure can impose enormous costs on soci
ety at large—negative externalities. The interconnection of the banking system means 
that the failure of a large bank can trigger contagion to other institutions, and the col
lapse of banks imposes costs on the real economy, not least through a reduced supply of 
capital for investment. To avoid this outcome, prudential regulation imposes capital and 
liquidity (p. 1109) requirements on banks so as to reduce their probability of failure. De
posit insurance mitigates the incentives of depositors to engage in a run. Moreover, as a 
last-ditch measure, bank bailouts prevent a failing bank from creating systemic costs.

Unfortunately, these policy measures have the effect of muting bank creditors’ incentives 
to engage in monitoring of bank risk taking. If banks were companies like any other, de
positors and other creditors would take notice of the risk of shareholder opportunism and 
either charge a higher interest rate (making financing through debt more expensive and 
therefore less predominant) or insist on having stronger governance and control rights.2

Yet various factors stand in the way of creditors themselves playing an important part in 
disciplining bank shareholder opportunism. Depositors have no oversight rights, are dis
persed, and are protected by deposit insurance. Banking regulation and supervision are 
there exactly to prevent shareholder opportunism of this kind, so that (at least unsophisti
cated) market participants may over-rely on their effectiveness. And perhaps most impor
tantly, creditors of larger banks could (and perhaps still can) reasonably expect a state 
bailout that will avoid losses for them should the bank become insolvent.

In the period leading up to the financial crisis, the peculiarities of banks’ balance sheets, 
their regulation, and the externalities they can create were thought not to necessitate any 
difference in the structure of bank governance from that of non-financial firms. It was be
lieved that prudential regulation caused banks to internalize the full social costs of their 
activities, meaning that what maximized bank shareholders’ returns would also be in the 
interests of society. On this view, which we might call the “assimilation” theory of bank 
governance, it was appropriate for banks to use the same governance tools as non-finan
cial companies to minimize shareholder-management agency costs, namely independent 
boards, shareholder rights, the threat of takeovers, and equity-based executive compen
sation.
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Unfortunately, tightening the linkage between shareholders and managers in banks had 
the adverse effect of encouraging bank managers to test the limits of regulatory controls. 
Given the opacity of bank assets, it is hard for regulators to ensure that bank risk taking 
is appropriately controlled. In the presence of less than complete regulatory controls, 
those running banks have incentives to take excessive risks. As described throughout this 
chapter, the banks that had the most “pro-shareholder” boards and the closest alignment 
between executive returns and the stock price were those that took the most risks prior 
to, and suffered the greatest losses during, the crisis.

As a result, a significant rethink about the way in which banks are governed is required. 
The revised perspective might be termed the “bank exceptionalism” theory of gover
nance.3 On this view, the structure and function of bank boards, the compensation of bank 
employees, and the function of risk management within organizations need careful differ
entiation from ordinary corporate governance if reforms are to address, and not exacer
bate, bank failures.

(p. 1110) The rest of this chapter is structured as follows. Section 2 reviews the conven
tional goals and mechanisms of corporate governance, and explains their limitations 
when applied to banks. Sections 3–6 then consider, respectively, the operation of boards 
of directors, executive pay, shareholder rights and directors’ duties in relation to banks, 
reviewing empirical evidence, and describing regulatory initiatives. Section 7 offers a 
brief conclusion.

2 Corporate Governance: How Are Banks Dif
ferent?

2.1 The Conventional Approach to Corporate Governance

The standard approach to corporate governance exhorts managers to run their firm in the 
interests of shareholders. This is because shareholders are “residual claimants”: that is, 
they receive what is left after all fixed claimants have been paid. Focusing on maximizing 
the residual surplus gives incentives to maximize the overall value of the firm: that is, to 
run it as efficiently as possible. Moreover, amongst those who contract with the firm—in
vestors, creditors, employees, customers, and suppliers—the shareholders have the most 
homogeneous interests in the financial performance of the firm.4 Their interests relate 
simply to the maximization of the value of their claims, which, in the context of a publicly 
traded firm, is reflected in the firm’s stock price. Consequently, maximizing the stock 
price should be management’s objective.

To implement this, shareholders are given the right to appoint directors, who in turn se
lect the managers.5 The significance of the directors derives from the fact that ownership 
of shares in large public corporations is typically widely dispersed. As a consequence, 
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shareholders face high coordination costs in exercising their rights. A number of mecha
nisms are relied upon to overcome this problem.

First, the board of directors has increasingly come to be viewed as performing the func
tion of monitoring managerial performance on behalf of the shareholders. If the share
holders are too dispersed to be able to engage in effective monitoring themselves, then 
the elected board of directors can do so in their stead. The problem here is that the 
shareholders’ very lack of coordination may undermine the process of election of effec
tive monitors. The managers may influence the list of candidates and ensure that only 
their friends and associates are represented on the board. In response to this concern, di
rectors are increasingly expected to be “independent” of the firm: that is, they should 
have no family, financial, or employment ties to the firm or its managers. Independent di
rectors, it is thought, will make better delegated monitors on behalf of shareholders. The 
problem remains that in the absence of effective shareholder input, the “independence” 
of directors means simply the absence of a conflict of interest; it does nothing to ensure 
the presence of the necessary qualities to be an effective monitor.

(p. 1111) Executive pay comprises a second mechanism, which has in recent years become 
the most important focus of governance activity in the US. Tying managerial compensa
tion to the stock performance gives very direct incentives. A drawback with conditioning 
pay on financial performance is that it requires managers to bear the risk of the firm’s un
derperformance, even for reasons beyond their control. This may result in managers 
adopting an unduly risk-averse approach to decision making, passing up valuable but 
risky opportunities in favor of safer, more conservative, strategies. One way to encourage 
managerial risk taking and stock price maximization at the same time is to pay managers 
by way of options. These have the potential to offer managers rewards for increasing the 
stock price, but with no associated loss if the share price falls. However, the incentives 
associated with options are highly sensitive to the way in which the strike price is set. 
These contracts are normally negotiated by the compensation committee of the board of 
directors. Their success, therefore, is a function of the quality of the board. Because of 
this, some influential scholars argue that the rise in option-based compensation is not so 
much a function of improved corporate governance, but of a combination of changes to 
the US tax code that made it cheaper for firms to grant options than cash compensation, 
and of thinly veiled managerial self-interest.6

Third, shareholder rights provide channels through which shareholders may exercise con
trol, for example by voting on major business decisions or more generally by removing di
rectors. The exercise of shareholder rights requires some concentration of ownership, so 
as to overcome coordination problems. It is sometimes suggested that takeovers are a 
mechanism by which external discipline is brought to bear on management even in the 
presence of dispersed shareholdings. Poorly performing management faces the threat of 
acquisition by another company, and the mere threat of this occurring may be sufficient 
to encourage management to pursue the interests of their shareholders vigorously.
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The last few years have witnessed the emergence of a second mechanism by which exter
nal discipline is brought to bear on management in the presence of dispersed sharehold
ers. Activist shareholders, and in particular hedge funds, have acquired significant but 
not necessarily controlling shareholdings in firms to effect changes in corporate policy 
and management. They frequently act in conjunction with other institutional investors in 
promoting change. The rise of institutional activists has had a profound impact on the 
conduct of management in dispersed ownership systems in the UK and US particularly.

Fourth, directors and officers are subject to legal duties to avoid conflicts of interest and 
to take appropriate care in the running of their company. These may be enforced by 
shareholders through derivative or class actions, which enable a single shareholder or 
group of shareholders to represent the rest in claims against errant directors. However, it 
is unlikely that the shareholders who initiate such an action, or the judges called upon to 
adjudicate them, will know as much about the business as the incumbent managers. This 
makes litigation a blunt instrument. To avoid over-zealous enforcement, there are typical
ly checks on shareholder litigation in relation to good faith business decisions that grant 
considerable discretion to management in the running of their businesses, leaving share
holder plaintiffs to focus on more egregious cases of conflicts of interest.

(p. 1112) 2.2 How Are Banks Different?

As anticipated in the introduction, governance problems and mechanisms often play out 
differently in banks than in ordinary firms, reflecting how banks are special from this per
spective in three important respects. The first difference is that banks are highly lever
aged. The core of a bank’s business model is to transform short-term deposits into long-
term loans, implying that most of its capital is raised through debt. In addition to de
posits, banks raise money via short-term and long-term debt, which, together with de
posits, typically make up most of the liability side of their balance sheets. As a result, 
shareholders may stand to benefit at creditors’ expense from changes in the bank’s in
vestment projects that increase risk and associated returns. If things go well, the share
holders keep the increased returns, whereas if things go badly, the creditors suffer losses. 
Perversely, mechanisms that succeed in tying executives to the interests of shareholders 
may actually exacerbate these financial agency costs. Creditors should therefore satisfy 
themselves that there are strong checks in place to ensure that the riskiness of the bank’s 
activities is kept within acceptable limits. However, depositors are usually widely dis
persed with only small amounts at stake, and do not wish to, or feel able to, monitor bank 
lending effectively.

The second difference is that bank failure imposes greater costs on society. A bank failure 
can trigger contagion in other parts of the financial system and, by impeding the opera
tion of the financial system can harm the ability of businesses to obtain finance. Since 
losses are purely economic, they are not generally susceptible to compensation through 
the tort system.7 Moreover, as the source of contagion is usually the failure of a financial 
firm, governments have incentives to throw money at troubled firms to avert such 
failure.8 The more systemically important the bank, the more likely it will be able to rely 
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on government support should it get into difficulties. This gives banks a perverse incen
tive to structure their operations such that they are systemically important and, in the 
eyes of policy makers, “too big to fail.”9 The implicit government guarantee means that 
such firms enjoy a lower cost of credit, and that creditors’ incentives to monitor the firms’ 
performance is weakened. What this does is to morph the creditors’ problem described in 
the previous paragraph into a problem for society more generally, through the implicit 
subsidy that creditors receive.

Of course, bank shareholders will lose money if their bank fails, but, because of limited li
ability, the shareholders’ maximum loss is set by the initial value of their shares. Conse
quently, other than the extent to which it affects creditors’ willingness to lend, sharehold
ers have no (p. 1113) incentive to take precautions that might reduce the total losses con
sequent upon failure: as far as the shareholders are concerned, they have lost everything 
anyway by that point. There is even a Wall Street acronym used by market participants to 
reassure themselves they need not worry about marginal losses consequent upon failure: 
“IBG–YBG”—“I’ll be gone, you’ll be gone.”10

The third difference is that certain types of financial assets are hard to observe and mea
sure. The rationale for bank lending is that banks may be able to collect information on 
borrowers that is not available to others. Hence, the value of their loan portfolio may not 
readily be subject to external scrutiny by shareholders as well as potential hostile bidders 
and creditors themselves.11

As a result of the first and second of these differences, regulators—in lieu of creditors—
are tasked with monitoring and controlling bank risk taking. However, the very difficulty 
of monitoring financial assets—the third of the differences described above—makes it 
particularly challenging for regulators, as well as investors, to perform this task effective
ly. And the efficacy of regulatory control is further compromised by very intense manager
ial incentives to maximize the share price. Managers may, therefore, seek to avoid regula
tion and to minimize the costs of regulation by influencing regulators, rather than taking 
desired actions and precautions to minimize risks of failure.

2.3 Bank Governance before the Crisis

For much of the postwar period, banks were treated as utilities subject to a form of rate 
regulation: both entry to the sector, and profits, were restricted. This gave shareholders a 
steady stream of returns, and no great incentive to push managers. Managers in turn had 
no great incentive to push to increase the firm’s performance. From the 1980s onward, 
there was significant deregulation in banking in the US, the UK, and many other coun
tries. This introduced greater competition to the sector and volatility to shareholder re
turns. Bank governance, therefore, became more intensely focused on share price maxi
mization. To the extent that banks were different, it was thought that financial regulation 
could be relied upon to correct any problems. Consequently, policy makers and industry 
participants sought to apply ordinary “best practice” in corporate governance to banking 
firms. For example, guidance by the Basel Committee on Banking Supervision concerning 
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corporate governance in banks emphasized the monitoring role of the board of 
directors.12

Of the governance mechanisms described in section 1, incentive pay was perhaps the 
most heavily relied upon to control bank executives. This tracked the rise of executive 
compensation as a governance mechanism generally. Moreover, variable pay has long 
been a feature (p. 1114) of employment in the investment banking sector. When the major 
investment banks converted from partnerships to corporations in the 1990s, profit-shar
ing that had previously been effected through partnership status came to be managed 
through variable pay for risk takers instead. As investment banks merged with commer
cial banks, these pay practices were rationalized as promoting shareholder value and ex
tended to the commercial banking divisions of the resulting financial conglomerates.

However, reliance on incentive compensation has a serious drawback in the context of fi
nancial institutions. Correctly calibrating incentive pay depends on assessments of the 
state of financial assets, which by definition are hard to observe. For example, consider a 
loan officer, who agrees loans on the bank’s behalf. The number of loans she writes, and 
the interest charged, are easy to observe. But the quality of the borrowers she lends to is 
not. If the bank were to offer her “incentive” compensation, this should condition 
amongst other things on the quality of borrowers, but because borrower quality is hard to 
observe, the bank may only be able to make the contract conditional on loan size and in
terest rates, which will lead to predictably problematic results.

The failure to appreciate that the differences between banks and non-financial firms had 
implications for governance, and that these could not readily be solved by regulators, had 
unfortunate consequences. An emerging body of literature reports that the bank execu
tives who had the strongest incentives to maximize the value of their shares—as reflected 
in stock-based compensation, oversight by independent directors, and shareholder power
—worked at banks that took the greatest risks and suffered the greatest losses.13 In other 
words, financial firms that had the “best” governance mechanisms, as conventionally un
derstood before the crisis, actually did worst during the crisis.

We now review the application to financial institutions of each of the corporate gover
nance mechanisms described in section 1. We begin with boards of directors, then consid
er compensation practices, then shareholder rights, and conclude with a discussion of le
gal duties. In each case, we consider first what we have learned from pre-crisis practices, 
and then review critically recent regulatory initiatives.

3 Bank Boards of Directors

3.1 Before the Crisis

Historically, bank boards in the UK and US were typically larger, and had more indepen
dent directors, than non-financial firms.14 However, the size of bank boards around the 
world had been shrinking during the decade prior to the financial crisis, making these 
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boards (p. 1115) look more like those in non-financial firms.15 Yet banks’ compliance with 
general norms of “good” corporate governance was associated with their failure during 
the financial crisis.16 Two studies of banks around the world report that those with more 
“shareholder-oriented” boards had greater levels of risk prior to the crisis and experi
enced greater losses subsequently.17 There are at least two, likely complementary, expla
nations for these results. The first is that independent directors in banks may have as
sumed that regulators were exercising appropriate risk controls and consequently be
come less intensive in their own scrutiny. The second is that, because of the externalities 
associated with bank risk taking, shareholders would have wanted banks to take greater 
risks. In other words, since financial gains benefit shareholders and losses that are so 
large as to put to banks into bankruptcy are borne by others, shareholders benefit from 
the firm’s pursuit of more risky investments.

3.2 Bank Internal Controls

An important role of the board of directors is to oversee internal controls within a firm. In 
most firms, these are primarily concerned with ensuring operational decisions are actual
ly made in accordance with the firm’s strategy. However, the business of financial institu
tions is principally concerned with the allocation of risk. As a result, these firms need to 
engage in risk management—that is, ensuring that the financial risks assumed by the or
ganization are consistent with its objectives.18 At the core of this is the need to assess 
whether (1) the risks are justified by the returns associated (for particular contracts), and 
whether (2) the portfolio of risks taken on by the firm as a whole is appropriately con
structed.

Banks’ risk management systems can be subdivided into four components:19 (1) the as
similation and communication of information about exposures, in the form of standards 
and reports; (2) the application of rules governing limits on positions that employees with 
a given level of authority may enter into on the firm’s behalf; (3) the development of 
strategies and guidelines governing investment; and (4) the design of employee compen
sation so as to generate appropriate incentives. Each component needs to be monitored 
and reviewed on a continuing basis, as does its relationship with the others.

(p. 1116) A number of aspects of bank risk management are particularly problematic. 
First, the gross level of complexity. In addition to the inherent difficulty of observing fi
nancial assets, noted in section 2, bank risk management systems have evolved gradually 
over time, following different trajectories in relation to different categories of risk. Credit 
risk management differs from interest rate risk or liquidity risk, for example. The level of 
complexity involved in the management of each of these has evolved in accordance with 
the limit of the competence of the most highly skilled teams of experts. This makes it ex
tremely difficult for senior management to synthesize and assess overall risks to the 
firm.20

Second, there is a particular conflict between risk management and high-powered finan
cial incentives for employees. Employees with strongly incentive-based compensation will 
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seek to maximize whatever performance benchmark has been set for them. The more in
tense the incentive to maximize a particular benchmark, the more single-minded the fo
cus on that measure will be, which may be to the detriment of other business objectives. 
Worse still, intense incentives can lead employees to seek to “game” the performance 
benchmark through steps that are positively harmful to the business as a whole, or even 
fraudulent. Given the great difficulties in monitoring financial assets, the appropriate cali
bration of employee compensation schemes and the policing of the way in which employ
ees meet their performance targets are extremely important for the successful operation 
of the business. They therefore demand significant levels of internal oversight. This needs 
to be effected not just at the level of individual compensation targets and behavior, but al
so at group- and firm-wide levels, ensuring that individual (group) targets are set in a way 
that are mutually consistent at the level of the firm as a whole.

Consistent with intuition, there is evidence that the level of resources devoted to risk 
management has a meaningful impact on bank overall returns. Ellul and Yerramilli con
structed an index of risk management intended to capture the strength and independence 
of risk management functions at US bank holding companies. They report that bank hold
ing companies with higher scores in this index were less risky prior to the crisis and en
joyed better returns during the crisis.21

3.3 EU Regulation of Bank Board Structure and Risk Management

The EU has, under the aegis of the Capital Requirements Directive IV (“CRD IV”) and the 
accompanying Capital Requirements Regulation (“CRR”),22 introduced a wide-ranging 
and prescriptive set of guidelines for bank governance, dealing inter alia with board 
structure (p. 1117) and risk management. In contrast, the US has steered clear of impos
ing prescriptive rules on bank boards, save as respects compensation committees (dis
cussed in section 4) and for risk management, for which a board committee with over
sight over risk management policies is required under Dodd-Frank and the implementing 
regulations, with heightened requirements for the largest firms.23

CRD IV, which applies to credit institutions and investment firms, emphasizes the obliga
tions of the board to monitor the performance, risk controls, compensation strategy, and 
the integrity of disclosures of the firm.24 It imposes regulatory duties of care and loyalty 
on board members.25 It does not impose any minimum requirements for the proportion of 
independent directors, or the extent of their independence, save for separation of Chair 
and Chief Executive and the composition of the nomination, remuneration, and risk com
mittees.26 However, it does require that board members “commit sufficient time to per
form their functions in the institution,” and to encourage this, mandates that not more 
than two non-executive roles at other organizations may be combined with one executive 
role, and not more than four non-executive roles in total may be held by any individual di
rector.27 It also requires firms to promote diversity in the boardroom, on the theory that 
this will assist in “recruiting a broad set of qualities and competences.”28 To this end, 
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nomination committees must specifically introduce targets for representation of women 
on the boards, although not as regards ethnicity.29

CRD IV also imposes both procedural and substantive requirements regarding risk man
agement. Procedurally, it emphasizes the importance of overall risk management func
tions that are proportionate to the nature, scale, and complexity of the risks inherent in 
the firm’s business model.30 It also requires boards to “devote sufficient time to consider
ation of risks,” and for large firms to establish a risk committee of the board comprised of 
non-executive directors.31 Firms are also required to ensure that they have a “risk man
agement function,” which is independent of the operational decision makers, reports to 
the board, has sufficient stature and resources to ensure that “all material risks are iden
tified, measured, and properly reported”, and is capable of delivering a “complete view of 
the whole range of risks of the institution.”32 Turning to substantive requirements, the Di
rective requires regulators to specify guidelines regarding the management of various 
types of risk run by financial institutions.33 Ironically, however, to the extent that these 
detailed guidelines adopt different measurement technologies for different types of risk, 
they may actually make it harder for boards and risk committees to comply with their pro
cedural obligations.34

Institutions must also disclose their recruitment and diversity policies for the board and 
its members’ relevant knowledge and expertise, whether or not the firm has a risk com
mittee, and if so, how frequently it meets, and a description of the information flow on 
risk to the management body.35

(p. 1118) 4 Executive Pay in Banks

4.1 History and Problems

Prior to the crisis, the financial sector made enthusiastic use of performance-related 
pay.36 In keeping with the pattern for non-financial firms, CEOs of US banks typically re
ceived far more variable pay than base salary.37 For example, Fahlenbrach and Stulz 
(“F&S”), studying compensation of US bank CEOs in 2006, report a mean base salary of 
$760,000, which is less than a sixth of the mean variable pay (comprising cash bonus and 
equity compensation) of $5.3 million.38 This heavy weighting towards variable pay—char
acterized as “performance-related”—was relatively recent. Historically, US bank execu
tives received a greater fraction of fixed pay than was the norm in non-financial firms.39

Following the deregulation of banking in the 1990s, the use of equity-based pay rose 
sharply in the sector, such that by the turn of the century, bank executive pay looked very 
similar to other sectors.40

Just as before the crisis no one questioned the application to banks of ordinary gover
nance standards, it has now become an article of faith that high levels of variable pay for 
bank executives tend to encourage “excessive” risk taking. Yet such a generalization 
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might be just as misleading as the pre-crisis complacency. We need to look carefully at 
the details in order to understand the mechanisms in play.

Did having “skin in the game” restrain risk taking? First, we should note that bank execu
tives typically held significant holdings of stock in their firms. In F&S’s sample, the mean 
value of the stock CEOs held in their own firm was $87.5 million, approximately 0.4% of 
the outstanding stock.41 In part this would have been because stock awards were often 
“restricted” for five years, meaning that the CEO could not sell until five years after 
grant. However, these very large holdings also reflected a significant degree of voluntary 
exposure by executives—that is, not selling their stock holdings even when they were no 
longer restricted. As a result, bank CEOs suffered huge losses—averaging $31.5 million—
over the (p. 1119) period 2006–2008.42 Should we conclude that because managers had 
such a substantial amount of “skin in the game,” they did not have incentives to indulge 
in “excessive” risk taking?

Apparently not. While managers clearly had significant downside exposure, looking solely 
at their holdings of stock does not take account of cash already received from bonuses 
and stock sales. Bebchuk, Cohen, and Spamann report that the top five executives in Bear 
Stearns and Lehman Brothers received aggregate cash flows of $2.4 billion over the peri
od 2000–2008.43 Although these executives suffered losses of approximately $1.4 billion 
through their holdings of stock in their firms, taking cash flows into account showed they 
were still ahead by approximately $1 billion over these eight years.44 In other words, even 
for the financial firms that failed outright, managers’ payouts from good years had great
ly exceeded their eventual losses when the firms failed. This asymmetry—upside returns 
exceeding downside—seems to generalize. Thus F&S report that, taking into account op
tions and cash bonuses, the mean CEO in their sample would receive 2.4% of the value of 
any increase in the stock price.45 However, their downside losses would only be 0.4% of 
any decrease, tracking their holdings of the firm’s stock. In short, incentives on the up
side were five times as strong as on the downside.

Moreover, this asymmetry of incentives appears linked to underperformance during the 
financial crisis. F&S report that the greater the managers’ incentives to increase the 
stock price—as measured by the proportion of the increase in value they captured—the 
worse were bank shareholders’ returns during the financial crisis.46 This suggests that 
powerfully asymmetric financial incentives encouraged managers to pursue strategies 
that, at least ex post, turned out to be harmful to shareholders. We need to understand 
why this may have been the case.

One answer may be that stock options gave incentives to take risks in excess of what was 
optimal even from the shareholders’ perspective. The basic rationale for using options is 
that—assuming they are correctly priced (that is, “out of the money”)—they provide a 
powerful upside incentive to take actions that will increase the stock price. But might 
managers be pushed too far? Could options encourage them to pursue risky projects sim
ply for the sake of it? An increase in the volatility of firm’s stock price will increase the 
value of an out-of-the-money option on that stock47 and if the incentive is sufficiently pow
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erful then managers may be induced to select projects with lower net present values sim
ply because they are more risky. F&S did not find any evidence of a link between the risk-
sensitivity of (p. 1120) managers’ portfolios and shareholder returns.48 In other words, 
they found no evidence that option compensation led managers to select projects with 
lower expected values—thus harming even shareholders—simply because they are more 
risky. However, this does not imply that option contracts do not encourage a degree of 
risk taking that is detrimental to creditors or society more generally.

Were the risks excessive from a societal perspective? The costs of financial firm failure 
are not borne entirely by shareholders. Implicit or explicit government guarantees of 
creditors mean that these costs are only partially priced into credit agreements. As a re
sult, shareholders as a group may stand to benefit from strategies that increase default 
risk but generate more positive cashflows in other states of the world. Consistently with 
this, Balachandran et al. report a positive relationship between managerial equity com
pensation and default risk.49 That is, firms whose managers had the strongest incentives 
to maximize share price were also those most likely to fail. However, this cynical perspec
tive fails to explain why managers did not reduce their holdings of shares in anticipation 
of the financial crisis. Had managers simply been ramping up risk in order to transfer 
losses to the state, it would make no sense for them to remain holding shares at the time 
the losses crystallized. Moreover, this perspective also overlooks the fact that—in the US 
and UK at least—most bank shareholders are diversified, meaning that they incur signifi
cant losses through their other portfolio firms should systemic harms materialize.50 Such 
shareholders would not want bank managers to take socially excessive risks.

What about more junior employees? We have so far focused on the compensation of se
nior managers, primarily because these are the only group for whom detailed compensa
tion information must be disclosed. Consequently, far less is known about the compensa
tion of less senior employees. However, such literature as exists suggests that incentive 
problems stemming from miscalibrated “performance” pay may have been most egre
gious at the level of trading and sales staff, rather than senior executives. Shortly after 
the onset of the financial crisis, the (then) Financial Services Authority (FSA) carried out 
a study of bank employee compensation practices in the UK.51 They found that cash 
bonuses accounted for a large proportion of employees’ pay. However, these bonuses 
were typically not linked to the stock price, but to net revenues in that financial year. This 
seems an astonishingly poor way to motivate employees. Where a financial firm takes on 
a risk under a contract, it is functionally—albeit not legally—providing insurance to the 
counterparty in respect of that risk. We would expect the premium for providing this in
surance to be reflected in the price of the contract. It is clearly a mistake to reward peo
ple for writing insurance based only on the size of the premium they earn, without taking 
into account the risks insured. This simply gives them incentives to commit their firm to 
the biggest risks they can find, because these will attract the highest premiums. But this 
is precisely the effect of rewarding employees in a financial firm on the basis of revenues, 
without any adjustment for risk.
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(p. 1121) This disturbing picture is reinforced by Acharya et al.’s innovative study of the 
impact of employee incentive compensation.52 These authors identify the aggregate com
pensation for sub-board-level employees by subtracting the (disclosed) compensation for 
“top five” executives from the (disclosed) aggregate total compensation paid by financial 
firms, and then determine how sensitive this total compensation is to the firm’s revenues 
(not stock price). This gives a measure of the extent to which employees are incentivized 
to maximize revenues in a given year. The authors go on to report that greater revenue-
sensitivity of aggregate employee cash pay was associated with greater default risk for 
the firm. This implies that incentive contracts of the type the FSA reported—linking pay 
to revenues—were associated with greater default risk.

In light of our discussion in section 4 about the deficiencies of internal monitoring, we can 
offer a conjecture about the ways in which senior management may have made mistakes 
about risk taking. Management with strong incentives to increase the stock price may 
have been more inclined to focus simply on revenues generated by employees and (mis
takenly) reflected in the stock price, paying insufficient attention to appropriate risk ad
justment of returns. That is, there was likely a negative synergy between the extent to 
which managers were encouraged to “manage the stock price” and the extent to which 
the stock price failed—owing to opacity—to take into account the true downside costs of 
firms’ strategies.

4.2 The New Regulation of Executive Compensation in Banks

Bank executive compensation became an early target for regulatory reform. At the G20 
summit in Pittsburgh in September 2009, member countries circulated a Statement of 
Principles regarding executive pay in the financial services sector.53 This encompassed a 
programme of reform with the following three pillars: First, internal governance mecha
nisms were to be strengthened as regards the process of setting compensation. Second, 
the substance of compensation packages should be more closely aligned with “prudent 
risk taking.” Third, there should be more disclosure, and effective supervisory oversight, 
of both the process and substance of compensation arrangements.

These principles were first implemented in Europe through CRD III,54 and subsequently 
tightened considerably in CRD IV,55 which goes significantly beyond what is envisaged by 
the Financial Stability Board’s (FSB) Statement of Principles. In the US, the Dodd–Frank 
Act requires the appropriate Federal regulators to introduce rules in relation to internal 
governance,56 disclosure of executive pay, and substantive regulation of compensation 
contracts.57 (p. 1122) Rules regarding internal governance, in particular the role of com
pensation committees, have been implemented by the SEC, and in 2016 there was a re
vised interagency rule proposal regarding enhanced disclosure of compensation in finan
cial firms and substantive standards on compensation contracts.58 However, it currently 
appears unlikely that this proposal will be implemented under the Trump administration. 
Table 42.1 sets out the firms and executives to which the regulations apply in the EU and 
US, respectively. We now turn to consider specific details of the rules that have emerged.
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4.2.1 The Process of Setting Compensation
The FSB’s first pillar proposed more active internal oversight of the setting of compensa
tion.59 At the center is the idea of a remuneration committee of the board with sufficient 
independence and expertise to exercise appropriate judgment on remuneration policies. 
The remuneration committee should work with the firm’s risk committee to evaluate the 
incentives created by the firm’s compensation arrangements so as to ensure that these 
are consistent with the risk committee’s assessment of the firm’s financial condition and 
prospects, and with regulatory guidelines. It should also oversee an annual review of 
compensation practices which should be produced for regulators. Employees working in 
the firm’s risk and compliance function should have their remuneration set independently 
of the firm’s performance, at a level sufficient to attract qualified and experienced staff, 
and their performance should be assessed on the basis of the achievement of the objec
tives of their functions (that is, risk management).

This was the least controversial aspect of the FSB’s proposals, and—with the addition of a 
nod to greater involvement by risk management officials in the process—largely reflected 
existing best practice.60

4.2.2 Substantive Regulation of Executive Compensation Arrangements
Much more significant are the substantive guidelines regarding the content of executive 
compensation, which are to be overseen by regulators. At their heart is a commitment to 
continued use of performance-related pay, but in a manner better aligned with the long-
term and risk-adjusted performance of the firm. There are two principal routes by which 
the guidelines seek to do this. First, variable compensation awards must be adjusted ex 
ante in accordance with the riskiness of the activities undertaken by the employee and/or 
the firm.61 While this idea is easy to state in principle, it is harder to implement in prac
tice, because it requires a benchmark of risk. Any such benchmark in turn creates incen
tives to game the system.

The second limb operates in part as a check against such gaming. It requires that perfor
mance-related pay should vary with ex post realizations of risk outcomes, over a (p. 1123)

sufficiently long period of time. The FSB consequently prescribes that for senior execu
tives and other employees whose actions have a material impact on the firm’s risk expo
sure (“material risk takers”), a “substantial proportion” of pay should be performance-re
lated over time.62 A large part of this variable pay (no less than 40%, rising to at least 
60% for the most senior executives) should be deferred for a period of at least three 
years, but possibly longer depending on the risks associated with the business.63 This is 
most easily done for equity-related pay (stock and options), by restricting the manager’s 
ability to sell stock or exercise the options for a longer period. The FSB also suggests that 
at least half of variable pay should be awarded in equity. Some part of cash bonuses can 
also be deferred, with the possibility (p. 1124) that it will not vest if negative performance 
is realized. This deferred compensation must then be subject to clawback—a so called 
“malus” award—if poor performance outcomes are realized within the vesting period.64
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Table 42.1 To which financial firms does the regulation of executive compensation ap
ply?

EU US

Which 
firms?

CRD IV Art 3, CRR Art 4(1).
“Credit institutions” (firms taking 
both deposits and granting credit); 
“Investment firms” (firms provid
ing investment services or engag
ing in investment activities, includ
ing brokers, dealers, investment 
managers, underwriters and mar
ket operators).

Dodd–Frank Act of 2010, § 956
“Covered financial 
institutions” (firms taking deposits or 
their holding companies, registered 
broker-dealers, credit unions, invest
ment advisors, Fannie Mae and Fred
die Mac, and any other financial in
stitution that Federal regulators 
jointly determine should be treated 
as such) with assets > $1 billion.

Which 
em
ploy
ees?

CRD IV Art 92(2) and Delegated 
Regulation (EU) No 604/2014.
“Material risk-takers” (categories 
of employee whose professional 
activities have a material impact 
on [the firm’s] risk profile). Identi
fication based on both internal cri
teria developed by the firm and 
qualitative (functions performed) 
and quantitative (compensation 
value) criteria applied by supervi
sors.
Qualitative criteria: Board and se
nior management; staff with the 
authority to commit significant 
credit risk exposures.
Quantitative criteria:

(1) Total gross remuneration 
> €500 000; or
(2) among firm’s 0.3% most 
highly paid staff; or
(3) remuneration equal to se
nior managers; or (4) variable 
pay could exceed €75 000 and 
75% of fixed pay.

Dodd–Frank Act of 2010, § 956 and 
Proposed Rule
“Senior executive officers and signifi
cant risk-takers”: senior executive of
ficers, and any other executive offi
cer or employee who received total 
compensation in top 5% (for firms 
with assets >$250bn) or top 2% (for 
firms with assets >$50bn but 
<$250bn) of firm’s payroll, or who 
can expose 0.5% or more of the 
firm’s net worth.
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Although the EU first implemented these guidelines under CRD III, it then went signifi
cantly beyond them with CRD IV.65 CRD IV imposes an outright cap on the amount of vari
able compensation that may be paid.66 It may not exceed the amount of fixed pay for any 
individual, although with the approval of a supermajority of the shareholders, it may be 
up to twice the size of fixed pay. What is more, the rules regarding the identification of 
material risk takers (to whom the restrictions apply) are extensive in their coverage.67

They apply to all employees of EU-based organizations, including, for example, those 
working in New York or Singapore.68 Up to 25% of variable compensation may be dis
counted (for the purposes of the cap) at a supervisor-determined rate, provided that it is 
deferred for at least five years.69 Moreover, up to 100% of variable compensation (not just 
that part which has been deferred) is subject to “malus” or clawback provisions.70

In the US, implementation of the FSB Principles has been proposed through an intera
gency rule made under the mandate conferred by section 956 of the Dodd–Frank Act. The 
current draft outlines standards as regards incentive-based compensation, such that it 
must not “encourage inappropriate risks” either by providing “excessive compensation, 
fees, or benefits,” or “that could lead to a material financial loss.”71 Moreover, for institu
tions with assets in excess of $50 billion, there are detailed rules requiring deferral of 40–
60% (depending on employee seniority and the size of the firm) of variable compensation 
for at least three years (or four years for firms with assets of more than $250 billion), and 
its adjustment downward to reflect losses realized during this period. However, it appears 
unlikely that these proposed rules will be implemented under the Trump administration.

The EU’s step of capping the ratio of variable pay to fixed pay is likely to lead to an in
crease in base rates of pay, given an internationally competitive market for executive tal
ent. It may also have a counter-intuitive impact on risk taking. This is because, according 
to some commentators, the base pay in a traditional investment banking compensation 
scheme was set below the competitive rate, such that the bonus already incorporated a 
significant amount of downside performance sensitivity. Increasing the proportion of fixed 
pay will reduce this. Decreasing the proportion of variable pay will also reduce the upside 
payoffs. As a result, executives will have less incentives to take risks with upside compo
nents, and more incentive to take risks with downside components.72 Moreover, incen
tives to increase performance (p. 1125) will entirely dry up once the bonus has been 
“maxed out.” Coupled with deferrals and realized performance contingencies, it will cre
ate incentives to “manage” performance into subsequent periods as well. There are also 
likely to be employment selection effects. Making pay less performance-sensitive will se
lect away from highly talented individuals and in favor of less talented types.

4.2.3 Disclosure and Supervision of Compensation Practices
The FSB’s third pillar exhorts that information about both the process of setting compen
sation and the quantum of pay for top executives should be disclosed publicly, at least an
nually.73 Process information should include information about the composition and man
date of the remuneration committee; the most important criteria used in setting compen
sation (performance measurement, risk adjustment, pay-performance linkage, deferral 
policy and vesting criteria, and the parameters used for choosing between cash and other 
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forms of compensation). As regards substantive pay, there should be aggregate disclosure 
of the total (and the breakdown into various components) paid to all senior executives 
and material risk takers. This level of disclosure was already largely in place in the US 
under existing rules for disclosure by public corporations of executive compensation 
arrangements. In the EU, the relevant disclosure obligations are found in the Capital Re
quirements Regulation accompanying CRD IV.74

The FSB also called for “rigorous and sustained” domestic supervisory engagement with 
the implementation of the FSB Principles.75 In particular, compensation practices should 
be taken into account as part of supervisory risk review of financial service firms. Failure 
by firms to implement appropriate compensation policies should result in “prompt reme
dial action” to offset any associated risks. This would be implemented in the US through 
proposed rules made under section 956 of Dodd–Frank, which would require covered fi
nancial institutions to keep records for at least seven years of incentive-based compensa
tion plans. In the EU, this will be implemented by Article 75 of CRD IV.

5 Shareholder Rights
Early responses to the financial crisis suggested that lack of shareholder oversight was 
part of the problem in the governance of financial institutions. For example, the Walker 
Review, commissioned by the UK government in 2009, concluded that greater engage
ment by institutional shareholders with boards of financial institutions was desirable.76

Similarly, the Dodd–Frank Act in the US introduced powers for the SEC to strengthen 
shareholders’ rights, in particular their ability to put forward candidates for the board not 
supported by incumbent management and a right to vote to approve the compensation of 
senior executives.77

(p. 1126) It is far from clear that such proposals are appropriate. As shareholders enjoy 
limited liability, then in the presence of imperfectly priced deposit insurance, or the ex
pectation of a bail-out for “too big to fail” firms, we might think they would have incen
tives to encourage firms to take more risk than is socially desirable.78 Consistently with 
this, Ferreira et al. report that US banks in which shareholders enjoy objectively greater 
power—in terms of shareholder rights and ability to control management—were more 
likely to be bailed out during the financial crisis.79

We might expect this concern to be ameliorated where investors hold shares in banks as 
part of a diversified portfolio. Such investors will internalize a large part of the costs to 
society of bank failure through losses to their other portfolio firms.80 On the other hand, 
the problems will be exacerbated by the presence of controlling shareholders, who will be 
in a position to make more of a difference to the control of the firm than dispersed share
holders, and who will be less diversified and so care less about impacts on other firms. In 
a study of large banks from across 48 countries, Laeven and Levine report that the pro
portion of the cash flow rights enjoyed by large shareholders is positively correlated with 
bank risk taking.81 To this end, many regimes require regulatory approval of the identity 
of major shareholders as a condition of bank licensing.82 Similar restrictions apply to 
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changes of control, with regulators reserving the right to refuse to approve such deals.83

A key factor as regards such approval is the reputation of the controlling shareholder.84

6 Liability Rules
Is it enough simply to moderate the “upside” returns that those running a bank receive, 
by altering the terms of executive compensation? Or should we also push for the imposi
tion of more “downside” liability? The classic objections to liability for those controlling a 
business firm—at least for business decisions (as opposed to conflicts of interest)—are 
that judges lack the capacity to review such decisions effectively, and that fear of liability 
will induce undiversified managers to take less risk than diversified shareholders might 
want. In the case of firms whose activities have the propensity to create systemic risk, 
this logic might actually be reversed. Diversified shareholders may actually stand to lose 
proportionally more, in the case of default, than executives who have a stake in the firm 
through equity-based compensation. This is because systemic harms can impact negative
ly on their entire portfolios, not just on their holding in the bank. Consequently, for banks 
with diversified share ownership and managers with equity-based pay, fear of liability 
would not lead to undesirable risk-aversion on the part of managers. Rather, it might sim
ply rein in undesirably risky activities such managers might otherwise take.85

(p. 1127) Such liability is in principle available in the US in the case of banks entering 
FDIC receivership proceedings.86 However, for other banks, directors and officers are 
shielded from liability for errors and omissions in relation to business judgment and over
sight, unless they are so egregious as to evince a lack of good faith.87 In the UK and many 
other European countries, directors and officers do in principle owe a duty of care in rela
tion to business decisions, but this is almost never enforced. Civil procedure rules make it 
costly for shareholder litigation to be commenced. Enforcement by public agencies seems 
a more worthwhile strategy in this case. Here, the problem has been that agencies lack 
standing to pursue private law obligations, but rather enforce a parallel regulatory 
regime. Within this, there has been a lack of clarity as to individual versus organizational 
responsibility.88 Upon the input of the UK’s Parliamentary Commission on Banking Stan
dards, UK supervisory authorities have approved a new ‘Senior Managers Regime’ aimed 
at focusing regulatory responsibility onto specific individuals, who should then become 
natural targets for regulatory enforcement.89 Moreover, a new criminal offense for bank 
senior managers whose reckless misconduct causes their firm to fail has been 
introduced.90

7 Conclusion
In this chapter, we have explored why the corporate governance framework that is ap
plied for most businesses, in which managers are encouraged to focus on maximizing the 
stock price, is less well suited to the case of banks. Financial assets are particularly hard 
to monitor, and so managerial agency costs are unusually high. Banks’ business model 
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makes them unusually fragile, and their failure imposes costs on society beyond those 
borne by their investors. As a consequence, ordinary mechanisms of corporate gover
nance, which rely on stock market prices to incentivize managers, are liable to yield per
verse results. Managers may exploit the opacity of financial assets to game the measures, 
and regulators will face an uphill struggle to uncover this. Maximizing the stock price 
may not be the right approach in any event, as shareholders’ interests may diverge from 
those of society. Reforms since the financial crisis have gone some way to address these 
problems. Two particularly beneficial steps have been the push toward greater resources 
being deployed in risk management and internal monitoring functions, and an attempt to 
better calibrate incentives in relation to executive pay. The latter task will be extremely 
challenging for regulators to get right, but the former seems more promising.
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Abstract and Keywords

This chapter examines the influence of tax on managerial agency costs, with particular 
emphasis on public companies in the United States. Focusing on “C-corporations,” this 
chapter first considers why tax is an imperfect vehicle for mitigating managerial agency 
costs. It then discusses how tax influences the compensation of managers, both in ways 
policy makers intended, and in ways they did not. The chapter also considers how tax af
fects management decisions about capital structure, hedging, and acquisitions. In addi
tion, this chapter explores the tax system’s influence on the ability and incentives of 
shareholders to monitor management. This chapter then concludes with an analysis of 
how the tax system itself monitors managers.

Keywords: tax, agency costs, public companies, C-corporations, compensation, managers, shareholders, manage
ment, hedging, acquisitions

1 Introduction
1MOTIVATING managers to be faithful agents of shareholders is a foundational challenge 
of corporate governance. The tax system is regularly conscripted in this effort.2 In addi
tion, tax also can affect managerial agency costs in ways policy makers do not intend or 
even recognize. Yet although the tax system influences managerial agency costs in a num
ber of ways, many of these effects have attracted only limited scholarly attention; tax ex
perts rarely focus on agency costs, while corporate experts seldom have detailed knowl
edge of tax. To fill this gap, this chapter of the Oxford Handbook on Corporate Law and 
Governance canvasses a broad range of ways that tax influences managerial agency 
costs, focusing especially on the United States.

In doing so, this chapter has two goals. The first is to help corporate law experts target 
managerial agency costs more effectively. The analysis here flags when tax is likely to ex
acerbate agency costs, and when it is likely to mitigate them. Armed with this informa
tion, corporate law experts have a better sense of how vigorous a contractual or corpo
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rate law response they need. In some cases, a change in the tax law may also be justified. 
This chapter’s second goal, then, is to enhance our understanding of tax rules, shedding 
light on a set of (p. 1129) welfare effects that are important but understudied. After all, tax 
policy is more likely to enhance welfare if policy makers weigh all possible welfare ef
fects, including managerial agency costs.

Overall, the US tax system’s record in influencing agency costs is not encouraging. After 
all, the system’s priority is not to reduce agency costs, but to raise revenue efficiently and 
fairly. Government tax experts do not usually have the expertise or motivation to tackle 
corporate governance problems. Tax also is a poor fit because it typically applies manda
torily and uniformly, while responses to agency cost should be molded to the context. For 
example, promoting stock options or leverage will be valuable in some settings, but disas
trous in others. There also are political hurdles to be overcome. Accordingly, when tax 
rules target agency costs, the results are often poorly tailored or even counterproductive. 
This is all the more true when tax influences agency costs by accident, instead of by de
sign.

Fortunately, the effects are not all bad. On the positive side of the ledger, US tax rules en
courage performance-based pay both intentionally and inadvertently, albeit in blunt 
ways.3 In addition, by taxing intercompany dividends, the US keeps block-holders in one 
firm from indirectly controlling other firms. In so doing, tax discourages “pyramidal” own
ership, which is a common source of agency costs in other jurisdictions.4 US tax rules al
so encourage leverage, which usually (but not always) mitigates managerial agency 
costs.5 Likewise, some tax rules favor long-term ownership,6 which can motivate share
holders to monitor management more carefully. The need to disclose financial information 
on a corporate tax return can also discipline management.7 Discouraging the use of off
shore accounts and off-balance sheet entities, moreover, can keep managers from cheat
ing shareholders, as well as the fisc.8

On the other side of the ledger, US tax rules can be a reason (or excuse) for flawed pay.9

Managers also can use tax as a pretext to retain earnings, and also to oppose takeovers 
that put their jobs at risk. Tax also can be invoked to justify “empire building” acquisi
tions as well as hedging, each of which appeals more to undiversified managers than to 
diversified shareholders.10 US tax rules also encourage firms to incorporate offshore or to 
use (p. 1130) pass-through entities, even though these steps can weaken shareholders’ 
corporate law rights.11

This chapter concentrates on public companies, where the separation of ownership and 
control is especially pronounced. The focus is on “C-corporations,” since pass-through en
tities (such as S-corporations, LLCs, and partnerships) are generally ineligible for public 
trading.

While the topic here is how tax can affect agency costs, causation also can run the other 
way: that is, agency costs can affect tax. For instance, a manager whose bonus is based 
on accounting earnings might reject a tax planning strategy that reduces book earnings. 
If so, agency costs (and accounting rules) are serving as non-tax constraints on tax plan
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ning (or “frictions”). Frictions are not the focus of this chapter, but a few are mentioned 
along the way.

After section 2 assesses why tax is an imperfect vehicle for mitigating managerial agency 
costs, section 3 assesses how tax influences the compensation of managers. Section 4 

analyzes how tax affects management decisions about distributing and investing firm re
sources. Section 5 considers how the tax system influences the ability and incentives of 
shareholders to monitor management, as well as how the tax system itself monitors man
agers. Section 6 is the conclusion.

2 An Imperfect Vehicle for Mitigating Manager
ial Agency Costs
Although there is a plausible theoretical case for using tax to influence managerial 
agency costs, tax is likely to be an imperfect vehicle for a number of reasons.

2.1 Agency Costs, Free Riding, and Externalities

In theory, a tax rule that successfully enhances corporate governance is appealing, since 
poor governance leads to suboptimal allocations of capital, less innovation, inflated costs, 
and slower economic growth. Of course, a government role is unnecessary if sharehold
ers are effective in monitoring management. Yet although monitoring is in their collective 
interest, individual shareholders would prefer to free ride on others. As a result, monitor
ing usually is undersupplied. By compensating for this free riding, the government can 
enhance welfare.

2.2 An Existing and Potentially Persuasive Mechanism to Influence 
Managers

Even though there is a plausible case for government intervention, is tax the right instru
ment? One advantage is that managers pay attention to tax. They want to reduce their 
own (p. 1131) tax liabilities as well as the firm’s tax bill (as long as doing so isn’t costly to 
them). Using this existing mechanism for communicating government policy to manage
ment avoids the costs of building another from scratch.

Of course, tax considerations are not always persuasive to managers. While executives 
want to reduce the firm’s tax bill (and, of course, their own), they have other priorities as 
well, such as maximizing the firm’s accounting earnings. Indeed, managers sometimes fa
vor book over tax when these goals are in conflict.12

2.3 Mismatch in Institutional Focus and Expertise

Another limitation of using tax to constrain agency costs is the mismatch in institutional 
focus and expertise. Many government tax experts do not have deep experience with key 
corporate governance problems or potential solutions. Most do not view these issues as 
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central to their mission. This lack of focus and expertise helps explain why some tax rules 
targeting agency costs pursue misguided goals, while others pursue sensible goals in 
poorly tailored ways.

2.4 Political Constraints and Symbolic Legislation

These deficiencies sometimes derive also from political dynamics. In enacting these rules, 
Congress often responds to critical media reports about a particular practice. At the same 
time, organized interest groups exert offsetting pressure to keep this response limited. A 
politically expedient reaction, then, is to target the abuse, while allowing an obscure way 
for it to continue. Since these rules and the targeted practices are usually complex, unso
phisticated constituents are unlikely to know how narrow the response actually is. As a 
result, government officials can claim credit with these constituents without alienating af
fected interest groups.

2.5 Poorly Tailored Scope: The Drawbacks of Uniform and Mandatory 
Rules

These political constraints, combined with the mismatch in expertise and institutional fo
cus, tend to breed poorly tailored rules. Some are easy to avoid. A modest tweak allows a 

(p. 1132) firm or manager to dodge a well-deserved penalty or claim an unwarranted bene
fit. Other measures are too broad. A practice that compounds agency costs in one setting 
may mitigate them in another. The answer can vary by industry, firm size, dispersion of 
share ownership, overall market conditions, and so forth. The tax authorities may not be 
sensitive to these differences. In addition, unlike corporate law, whose default rules can 
be tailored to a firm’s circumstances, tax rules usually are mandatory and uniform. In 
principle, tax rules could vary with the context or be waivable (e.g., by a board or share
holder vote), but this sort of tax rule is rare.

In navigating these tax rules, firms typically rely on the ingenuity of law firms, compensa
tion consultants, and other professional advisors. Their services do not come cheap, and 
shareholders usually are footing the bill. These planning costs are regrettable even when 
the goal is to reduce agency costs—and all the more so when the opposite goal is pur
sued.

2.6 The Magnitude of the Penalty or Subsidy

In targeting agency costs, tax subsidies or penalties must have not only the right scope 
but also the right magnitude. In other words, the amount has to be calibrated to the rele
vant externality. Unfortunately, though, government tax experts are unlikely to have the 
expertise to pick the right level, especially if the externality varies with the context.

An additional problem is that the level varies with the taxpayer’s marginal rate when a 
deduction or exclusion is used.13 Yet marginal rates obviously are not set with managerial 
agency costs in mind. For example, a firm with substantial net operating losses, which 
would not pay taxes anyway, could be immune from the penalty. If anything, this seems 
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backwards. Firms may be unprofitable because of agency costs, and these firms should 
not be left out. Moreover, to the extent that marginal rates otherwise vary with income—
as is more true of LLCs (subject to individual rates) than corporations (subject to largely 
flat corporate rates) in the US—the penalty or subsidy is lower for less profitable firms. 
Credits and some excise taxes can avoid these problems, as can rules that affect the tax 
bill of the manager instead of the firm.

2.7 Imposition on the Wrong Party

There is another reason to target the manager instead of the firm: the manager is more 
likely to pay attention. After all, a manager who wastes the firm’s money on lavish offices 
or travel accounts presumably will not mind inflating the firm’s tax bill. Since tax is com
plex and esoteric, shareholders may not notice. In contrast, managers usually will know 
(and care) about their own tax liabilities. Admittedly, the latter incentive is neutralized if 
the firm grosses the manager up. But, at least in some cases, a gross-up could discourage 
the relevant practice by calling more attention to it.

(p. 1133) 2.8 Accidental Effects

These issues arise not only when the government uses the tax law deliberately (so-called 
“Pigouvian” measures), but also when effects are unintended. For example, a goal pur
sued by the tax system, such as reducing compliance costs or blocking a form of tax plan
ning, could end up affecting agency costs as well. In some cases, government tax experts 
may not even be aware of these accidental effects. When they are, they often won’t con
sider them their problems to solve.

This mismatch in expertise and mission is a problem, then, not only because tax experts 
are unlikely to craft a successful Pigouvian measure, but also because they are unlikely to 
consider managerial agency costs when making run-of-the-mill tax policy decisions. Tax 
experts may overvalue a tax rule that fares well on traditional tax policy criteria, but has 
adverse corporate governance effects. Likewise, they may undervalue a rule that is weak 
on traditional criteria, but diminishes managerial agency costs. Of course, agency costs 
are not a trump that always should override these traditional tax policy considerations, 
but they should not be neglected either.

For parallel reasons, an interdisciplinary perspective is also valuable for corporate gover
nance experts. For example, if a change in tax law exacerbates agency costs, corporate 
experts should consider an offsetting change in contracts, corporate law, or securities 
law. Admittedly, though, this sort of coordination is a delicate matter, which requires 
enough tax expertise to know of the change and its likely effect on agency costs.

There are good reasons, then, for the government to develop more interdisciplinary ex
pertise, although it may be optimistic to expect them to do so. Practitioners and academic 
commentators can play a valuable role in identifying unintended effects and suggesting 
reforms to respond to them.
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2.9 Randomness and Instability

Just as tax effects can be enacted unintentionally, they also can be repealed 

unintentionally. The tax rule can change for policy or political reasons having nothing to 
do with corporate governance. When this happens, the good news is that executives are 
unlikely to capture the process. The bad news is that changes are essentially random. 
They are as likely to exacerbate agency costs as to mitigate them.

3 Compensation
To see how these dynamics play out, we turn to a key setting in which tax influences 
agency costs: executive compensation. In the US, a number of Pigouvian tax provisions 
regulate executive pay. Some pursue worthy goals in imperfect ways, while others are 
misguided. There also are unintended effects. In some cases, the tax system has its own 
reasons to target activity that could compound agency costs. In other cases, the effects 
are essentially an accident. Ironically, the unintended effects have a somewhat better 
track record, a reality that does not inspire confidence.

(p. 1134) 3.1 Pigouvian Provisions Encouraging Performance-Based Pay

3.1.1 Performance-Based Pay: A Standard Response to Agency Costs
In general, managers should earn more for doing good work, but this is easier said than 
done. If cash bonuses reward executives for meeting specified goals, the right goals must 
be set and progress must be measured in ways that are hard to manipulate. Alternatively, 
equity compensation can motivate executives to raise the stock price, but it has three fa
miliar problems. First, equity compensation can tempt managers to use accounting gim
micks (or fraud) to raise the stock price. Second, this pay often rewards executives for 
general market increases. Third, stock and options create different incentives. Unlike 
stockholders, option-holders generally do not benefit from dividends, so option grants can 
exacerbate agency costs by discouraging dividends.14 Option grants also encourage more 
risk taking than stock grants.15 This incentive often is valuable, since managers tend to 
be more risk averse than shareholders. Yet options sometimes induce too much risk.

The right mix of stock, options, and bonuses, then, depends on a broad range of context-
specific factors, including the business’s maturity, its debt-equity ratio, general market 
conditions, the executive’s overall portfolio and risk preferences, the extent of sharehold
er monitoring, and the type of industry (since risk taking at banks, for instance, creates 
unique concerns). One-size-fits-all answers will not be optimal, and sometimes are quite 
flawed.

3.1.2 Tax Deferral for Equity Compensation
Compared to cash compensation, US tax on equity compensation generally is deferred.16

During this deferral period, the employer can invest the cash it otherwise would have 
used to pay cash compensation. When the firm pays tax on these investments, it in effect 
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serves as a surrogate taxpayer for the employee.17 This arrangement is tax-advantaged, 
as Daniel Halperin and Alvin Warren have shown, “if the employer earns an after-tax re
turn on the deferred compensation that is higher than that available to the employee.”18

This can happen, for instance, if the firm uses this cash to buy back its stock (e.g., to 
hedge its obligation on the executive compensation), since (unlike executives) firms are 
not taxed on gains in their own stock.19 In other cases, though, the firm cannot earn a 
higher after-tax return than the executive. For example, if the firm invests in stock of a 
third party, its tax rate could be higher (p. 1135) than the executive’s tax rate on the same 
investment.20 In this case, the arrangement is not tax advantaged, once all the parties’ 
tax burdens are considered.21

3.1.3 Favoring Bonuses and Stock Options: A Worthy Goal Sometimes, but 
Not Always
Section 162(m) accords a clearer tax advantage to equity compensation (and other per
formance-based pay), but in a blunt way. It denies a deduction for pay above $1 million to 
certain senior executives.22 The goal was to use tax to police abuses in managerial pay, a 
model that in principle can be used more generally.23

Yet Section 162(m) is not an encouraging precedent. When enacted in 1993, it was ex
plained as a limit on the amount of pay. Nevertheless, its main effect has been on the type
of pay, since it offers a widely used exception for “performance-based compensation.”24

To qualify, pay must be “solely on account of the attainment of . . . pre-established, objec
tive performance goals,” and attaining these must be “substantially uncertain.”25 In re
sponse, firms shifted from cash compensation to stock options and stock appreciation 
rights (SARs) in the 1990s,26 something they were doing for other reasons anyway. Op
tions and SARs qualify as long as they are not in-the-money when issued, as do earnings-
based bonuses if the target is challenging enough.27

Section 162(m) has introduced potentially useful process requirements. A committee of 
independent directors must set performance-based targets and confirm that they have 
been met.28 In addition, shareholders must vote to approve material terms.29 These re
quirements could mitigate agency costs in some cases.

Yet Section 162(m) has also distorted compensation practices in unfortunate ways. For 
example, the formula for computing performance-based pay can provide discretion to re
duce pay, but not to increase it.30 This asymmetry can justify (or rationalize) a more gen
erous (p. 1136) formula, since the resulting number can be cut but not raised. If compen
sation committees then reduce the number, they can claim to be holding the line on pay—
by offering less than was authorized—even as they award a substantial increase over the 
prior year.

Section 162(m) also creates a preference for options and SARs over stock, which is not al
ways advisable. Restricted stock grants do not qualify as performance-based—and thus 
are not deductible—unless employees earn the stock grant only by satisfying a perfor
mance-based standard (e.g., an earnings-based bonus paid in stock). In deciding whether 
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to compensate executives with stock or options, a key question is how much risk we want 
executives to take. Unfortunately Section 162(m) does not account for the context-specif
ic factors bearing on this judgment. In addition, as noted above, option grants may dis
courage firms from paying dividends.31

Unfortunately, section 162(m) may even have motivated some firms to commit fraud. By 
favoring options that were at-the-money when granted, the rule creates a tax incentive to 
lie about the grant date. Many firms have “backdated” options to conceal that the options 
were in-the-money when granted.32

3.1.4 Conventional Options Instead of Indexed Options: Worthy Goal but Im
perfect Means
Another problem with Section 162(m) is that it treats options as performance-based even 
when they are not—or, at least, when a significant source of their value is not. Assume 
XYZ stock is trading at $100, and executives are given options to buy shares at $100. 
Let’s say that the market as a whole increases by 30%, while XYZ shares rise by only 
10%. Even though XYZ has significantly underperformed the market, executives still earn 
$10 per share. In contrast, if the overall market declines by 30%, but XYZ declines by on
ly 1%, XYZ has significantly outperformed the market. Nevertheless, executives earn 
nothing on these conventional options.

To avoid this problem, the exercise price should not be a fixed number. Instead, it should 
float with the overall market or with the performance of industry competitors.33 For ex
ample, the exercise price on an “indexed” option can be 1/20th of the S&P 500 (e.g., if 
the S&P 500 is 2000 when the option is granted). Yet even though an indexed option is 
more performance-based, Section 162(m) does not distinguish between it and a conven
tional option.

On the contrary, Section 162(m) actually favors conventional options over indexed options 
in a range of ways. First, the process requirements for conventional options are more re
laxed than for indexed options.34 Second, conventional options offer pay that is not really 

(p. 1137) performance-based but is still deductible. These options offer two sources of val
ue: a firm-specific bet, which is performance-based, and a general market bet, which is 
not. As a result, compensating executives with conventional options is like giving them in
dexed options along with extra cash that is invested in a diversified portfolio.35

Finally, there is even an argument that indexed options cannot qualify as “performance-
based pay,” although the better view is that they can. The concern derives from Section 
162’s legislative history, which suggests that stock options are performance-based only if 
they reward increases in the stock price.36 If this is the rule, indexed options may not pass 
muster; they reward executives whose stock price declines, as long as it declines less 
than the index. Yet unlike the legislative history, the statute itself says nothing about this 
issue. Instead, it merely requires compensation to be “payable solely on account of the at
tainment of one or more performance goals.”37 Indexed options should satisfy this re
quirement. Their performance goal is that the stock price has to outperform the index.38



Tax and Corporate Governance: The Influence of Tax on Managerial Agency 
Costs

Page 9 of 42

3.1.5 Incentive Stock Options: Worthy Goal but Imperfect Means
Another US tax rule favoring performance-based pay is Section 422, which offers capital 
gains tax treatment for so-called incentive stock options (ISOs). Under current rates, ex
ecutives are taxed at 23.8% on ISOs (20% on capital gains and, in some cases, an addi
tional 3.8% net investment tax), instead of the top bracket of 39.6%, as long as holding 
period and other requirements are satisfied.39 Yet this tax advantage is offset—often, 
more than offset—by a tax disadvantage to the firm: ISOs are not deductible.40 For each 
dollar, the firm gives (p. 1138) up 35 cents to save employees 15.8 cents. ISOs are not tru
ly tax advantaged, then, unless the employer cannot use the deduction, as is the case with 
a tech startup that is not yet profitable.

Even so, ISOs are used beyond this narrow setting presumably because managers care 
more about their taxes than the firm’s taxes. In theory, a firm could instead persuade 
shareholders to forgo capital gains treatment by “grossing them up” with a larger (but 
deductible) grant that is taxed as ordinary income.41 But managers may be reluctant to 
accept this trade because the gross-up would be more visible to shareholders than the 
lost deduction. As a result, even though the tax law limits the size of ISO grants, execu
tives often receive the largest allowable grant. Ironically, a form of pay that is supposed 
to target agency costs is probably overused for agency cost reasons.

3.1.6 Deferred Compensation: Worthy Goal but Imperfect Means
Managers are supposed to be faithful agents not only to shareholders but also to credi
tors. A familiar concern is that when insolvency is likely, executives take unwise risks 
hoping to save the company (and their jobs). If the bet doesn’t pay off, creditors will be 
hurt, but the executive has little to lose.42 In response, the interests of managers and 
creditors can be aligned by giving managers deferred compensation so they become un
secured credits.43 A tax preference can promote deferred compensation by offering high
er after-tax returns if pay is deferred.44

Even so, deferred compensation reduces agency costs only if structured properly. To ex
pose this pay to the risks of bankruptcy, it should not be paid too soon after the executive 
retires.45 Yet US executives can accelerate this pay by incurring a 20% penalty.46 They 
will be willing to incur this cost if bankruptcy is imminent, which means acceleration is 
most likely when it is most problematic.47 Deferred compensation also should be dis
closed (p. 1139) clearly. It should not be performance-based, and it should not encourage 
executives to take risks.48 However, according to Robert Jackson and Colleen Honigsberg, 
these conditions are often violated.49

3.1.7 Golden Parachutes: Misguided Goal
The US also imposes a Pigouvian tax on golden parachutes, or payments to managers 
when their employer is sold. Presumably, the concern is that parachutes make managers 
too willing to accept acquisitions.50 Yet this provision neglects the strong management in
terest in resisting acquisitions, which can eliminate their jobs. In tempering this self-in
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terested impulse, parachutes align shareholder and management interests in many cases, 
and should not be discouraged.51

Unfortunately, Section 4999 imposes a 20% excise tax on “excess parachute payments,” 
which generally are the excess over three years’ salary. This penalty applies not only to 
cash payments, but also to the accelerated vesting of stock and options. These grants ap
preciate if there is an acquisition premium, so this appreciation—a significant percentage 
of most parachutes52—increases the excise tax bill. Yet it makes no sense to penalize 
managers for a deal premium that benefits shareholders.53

The tax penalty on parachutes is misguided also in imposing costs on the firm, instead of 
on management. Experts must be retained to value this accelerated vesting, and this diffi
cult and costly process is funded by shareholders. In addition, Section 280G disallows the 
firm’s deduction for excess parachute payments (as well as payments “grossing up” man
agers for the excise tax). But if managers really put their own interests ahead of the firm, 
as this regime assumes, why would a tax penalty on the firm deter them?

(p. 1140) 3.2 Shared Interests: Hedging Stock Options and Suspicion of 
Hedged Positions

Although the focus so far has been on tax effects that are intentional, unintended effects 
can also be important. In fact, one of US tax law’s main contributions to corporate gover
nance—discouraging executives from hedging their stock options—arose essentially by 
accident. Options are supposed to reduce agency costs by rewarding executives when the 
firm’s stock price rises, but in theory executives could thwart this goal by neutralizing 
this exposure with derivatives.54 Although firms should have contractual bans on hedg
ing, only some do. US securities laws can require reporting, but this reporting can be ob
scure and is required only in some cases.

Instead, US tax law plays an important but largely unintended role.55 Executives are re
luctant to hedge stock options because they can incur tax even when they have no eco
nomic gain. Although the relevant rules are technical, the executive’s problem is that 
stock option gains are taxed as ordinary income, while (offsetting) hedging losses gener
ally are treated as capital losses, which cannot shelter ordinary income.56 For example, 
assume an executive’s options appreciate by $1 million after she hedges them. She has an 
extra $1 million of ordinary income, which is matched by a $1 million capital loss on the 
hedge that cannot be deducted from ordinary income. As a result, she owes an extra 
$396,000 in tax, but without a corresponding economic gain. Of course, she still has $1 
million of capital losses, but she cannot use them unless she has $1 million of capital 
gains elsewhere in her portfolio.57 Unlike the Pigouvian measures discussed above, the 
relevant tax rules here are not meant to target managerial agency costs. Rather, tax sys
tems have their own reasons to penalize offsetting positions. In a realization-based sys
tem, gains and losses can be timed in ways that reduce tax; in response, capital loss and 
other limitations are supposed to impede this tax planning. These rules were added by 



Tax and Corporate Governance: The Influence of Tax on Managerial Agency 
Costs

Page 11 of 42

the tax system for its own reasons, but they end up playing a valuable corporate gover
nance role.

Even so, these rules are incomplete and potentially unstable. They apply only if equity 
compensation is taxed as ordinary income, which is true of non-qualified options but not 
(always) of stock. Although stock grants usually are taxed as ordinary income when they 
vest, executives can elect to pay tax earlier, so that subsequent appreciation is capital 
gain. (p. 1141) After this “83(b) election,” executives can hedge stock without any tax mis
match.58 Unlike option grants, then, stock grants sometimes can be hedged. This differ
ence is all the more significant because stock grants have increasingly been replacing op
tion grants in recent years.59 Not only is this tax effect becoming less important, but it al
so is at risk of being repealed. A range of tweaks in US tax law could solve the executive’s 
tax mismatch.60 Since the tax authorities never intended to block hedging, they are un
likely to notice (or care) if they inadvertently stop doing so.

3.3 Accidental Byproducts

Accidental effects can arise not only because tax and corporate governance have partially 
overlapping goals, but also because of wholly unrelated choices made by the tax system. 
This Section offers two examples, which derive from the tax system’s reluctance to re
quire difficult valuations.

3.3.1 Venture Capital (VC) and Valuation
The first involves venture-capital-financed startups. Although this chapter focuses on pub
lic companies, privately owned high-tech startups also struggle with agency costs. When 
these firms fail, investors cannot always tell whether the idea was unworkable or man
agers were not working.

Equity compensation is a standard response, which the tax system enhances (inadvertent
ly) by applying capital gains rates. Although the US tax system intentionally offers a pref
erence for startups,61 the focus here is on an unintended preference that helps executives 
who receive stock in early VC funding rounds. This stock is effectively salary—issued for 
“sweat equity,” not capital—which otherwise would be taxed at ordinary rates. Assume, 
for instance, that VCs pay $100 per share for their stock, and the executive receives iden
tical shares at the same time. Under the usual rules, the executive has $100 of ordinary 
income upon receiving the stock and is eligible for capital gains rates only on subsequent 
appreciation.62 Nevertheless, executives prefer capital gains to ordinary income, and Sili
con Valley (p. 1142) has a strategy to provide it. The key is for VCs to receive convertible 
preferred stock63 so their shares are no longer the same as the executive’s common 
shares. If the startup is liquidated, the VC is paid first. Although the value of this prefer
ence is unclear—since early stage startups typically have few assets64—the standard 
practice is to treat the VCs preferred as much more valuable than the executive’s com
mon. When executives pay tax on the common, then, they assign a low valuation for it 
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(e.g., one dollar, instead of the $100 paid by the VC). When they sell later, proceeds above 
one dollar are reported as capital gain.65

The lynchpin of this strategy—aggressive valuation—has not been explicitly blessed by 
the US government. Even so, valuation is difficult to challenge, especially when the rele
vant assets are ideas (which might not work), and not hard assets. Once again, the tax 
system makes a choice for its own reasons—in this case, administrability—that inadver
tently reduces agency costs. The resulting subsidy piggybacks on the judgments of VCs. 
Since the strategy works only when outside investors provide funding, it is limited to star
tups that attract outside investors.66

3.3.2 Untaxed Perquisites and Valuation
Administrability also explains why the tax system does not tax some perquisites and thus 
inadvertently encourages them. It is hard to tax the utility that managers derive from 
light hours, long lunches, lavish offices, and nepotistic hiring practices. Unfortunately, 
though, a manager may favor these benefits for a parallel reason: they are hard for share
holders to see. While tax is unlikely to motivate these practices, then, it may reinforce 
them. Unlike most issues in this chapter, this issue arises in all tax systems since the ad
ministrative cost challenge is universal.

Even so, different jurisdictions target work-related consumption in particular contexts. 
For example, US firms can deduct only half of work-related entertainment expenses.67

Again, though, taxing the firm instead of the executive is a poor strategy. Managers who 
put their own interests ahead of the firm’s worry less about a tax on the firm than one on 
them. Even a tax on managers will not have much effect, moreover, if it is too low. In the 
US, for example, executives are taxed on personal travel on corporate jets, but the tax is 
based on the taxpayer-friendly “standard industry fare level.” The actual cost to the firm, 
then, significantly exceeds what the executive includes in income.68

(p. 1143) Another tax strategy to constrain agency costs is to offer tax-free treatment only 
if a perquisite is available to all employees. Under these “nondiscrimination rules,” execu
tives can either offer the benefit broadly, which raises costs and can attract more atten
tion, or pay tax on it. By raising a perquisite’s visibility or imposing a tax on the execu
tive, these rules discourage the proliferation of benefits, at least at the margin.

4 Management Decisions about Capital Struc
ture, Hedging, and Acquisitions
Tax influences not only the pay executives receive, but also the choices they make. In a 
number of jurisdictions, for example, Pigouvian tax provisions discourage bribes and par
ticipation in international boycotts, while encouraging research and development, corpo
rate charity, and various types of investments.69 In addition to these deliberate uses of 
tax, unintended effects also can be quite important. In the US, for instance, tax influences 
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management decisions about capital structure, hedging, and acquisitions. This section fo
cuses on these (largely) unintended effects.70

4.1 Capital Structure

The US tax system has two (largely) positive effects on capital structure, and one that is 
less clear. First, US tax rules encourage leverage, which usually (but not always) reduces 
agency costs. Second, it discourages pyramidal ownership by taxing intercompany divi
dends. Third, the US tax system can distort payout policies, although the magnitude and 
direction of this effect varies with the context and over time.

4.1.1 Accidental Byproduct: Tax Advantages of Leverage
The US tax system favors leverage, and debt can reduce agency costs in three ways. 
First, debt ensures that some earnings are distributed as interest, leaving less for pet 
projects and perquisites. Second, the need to pay interest pressures managers to gener
ate earnings. Third, bankruptcy can be even more costly for managers than shareholders. 
Senior executives are likely to lose their jobs and could have trouble finding another. This 
means debt—and thus (p. 1144) the prospect of bankruptcy—can motivate managers to 
perform better. These factors could help explain why share prices usually rise when firms 
issue debt to buy back equity.71

Context is also important since debt sometimes can add to agency costs. Managers and 
shareholders often have different risk appetites, and debt can increase these differences 
in two (competing) ways. On one hand, managers of levered firms might shy away from 
especially risky investments, since bankruptcy is costlier for them than for shareholders. 
On the other hand, once managers believe bankruptcy is likely, they have the incentive to 
take extra risk, even if it has negative expected value.72 Managers “swing for the fences” 
if anything short of a home run would not prevent bankruptcy and save their jobs. In con
trast, creditors and shareholders would prefer more modest returns with higher expected 
value, which would increase their recoveries in bankruptcy.

Given these competing effects, the net impact of debt on agency costs varies with general 
market conditions, the maturity of the business, the sector, the assets backing the loan,73

and the negative externalities from insolvency. Bank failures, for example, are likely to 
pose greater systemic effects.

Just as debt usually (but not always) reduces agency costs, it also usually (but not always) 
has tax advantages. Unlike a dividend, interest is deductible in the US.74 This means prof
its paid to creditors are taxed only once (at the creditor level), while profits paid to share
holders are taxed twice. Although this difference persuaded Franco Modigliani and Mer
ton Miller that firms should be capitalized with 100% debt, it is not quite so simple.75 The 
incentive to add debt is stronger when corporate tax rates are high.76 At the same time, 
this incentive is weaker when the firm already has enough debt to shelter its profits77—or, 
for that matter, when it has other deductions to do so, such as depreciation, foreign tax 
credits, or stock option expenses.78 There also is a competing effect for multinationals. 



Tax and Corporate Governance: The Influence of Tax on Managerial Agency 
Costs

Page 14 of 42

Though the relevant (p. 1145) rules are technical, the upshot is that borrowing more can 
sometimes reduce a firm’s foreign tax credits.79

Moreover, if we look only at the tax treatment of the firm, but not the investor, we are 
missing half the picture. In the US, (taxable) investors are taxed less favorably on debt 
than on equity: interest is ordinary income, while dividends and capital gains are eligible 
for reduced rates. The importance of this offsetting disadvantage depends on who the 
creditor is, and also on the rate structure.80 If the creditor is tax exempt or foreign (and 
thus does not pay US tax), this disadvantage is irrelevant. As a result, these clienteles are 
especially likely to hold debt.81 When they do, corporate cash flow funded by debt is, in 
effect, never taxed by the US.82 However, if the creditor is taxable, the tax advantage of 
debt over equity depends on how the (p. 1146) corporate tax rate (which firms avoid by us
ing debt) compares with the extra tax investors must pay. This additional tax is the spread 
between the tax on interest (at ordinary rates) and dividends (at capital gains rates). Un
der current rates, debt has a significant advantage.

Yet the magnitude of this advantage can change over time, since ordinary and capital 
gains rates for individuals fluctuate. When Congress changes these rates, it usually is not 
focused on managerial agency costs. The same is true when government tax experts mod
ify the interest deduction. So although the tax treatment of debt has an important influ
ence on agency costs, it is a blunt instrument.

4.1.2 Pigouvian Effort to Discourage Pyramidal Ownership: Intercompany 
Dividends
US tax rules also reduce agency costs by discouraging “pyramidal ownership.” As an ex
ample of a pyramid, assume A owns 10% of B (effectively controlling it), and B owns 10% 
of C (effectively controlling it). This means A effectively controls C, even though it (indi
rectly) owns only 1%. This sort of control, “assembled mainly with other people’s money,” 
can breed agency costs.83

Yet although pyramids are the norm in many developed economies,84 they are much less 
common in the US. One reason is that the US taxes intercompany dividends (i.e., a 7% tax 
on dividends received by firms owning between 20% and 80% of the dividend-paying 
firm), while many other jurisdictions do not (e.g., the EU, Japan, Australia, Switzerland, 
Singapore, and Canada). 85 Commentators suggest that President Franklin Roosevelt pro
posed this tax in 1935 to address corporate governance problems with pyramids,86 

although others claim that pyramids were already becoming uncommon in the US for oth
er reasons.87

4.1.3 An Earnings Trap?
Tax also can affect agency costs by influencing firm payout policies. In general, dividends 
mitigate agency costs by reducing the resources under management’s control. When a 
project is funded with retained earnings instead of new debt or equity, managers are un
der less pressure to demonstrate the project’s value, and thus are more likely to fund 
perquisites and pet projects.88 Paying dividends also is a signal of a firm’s good health.89
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(p. 1147) As a result, if tax discourages dividends, it could exacerbate agency costs. But 
does the US tax system actually discourage dividends? The answer is somewhat complex 
and context-specific. By retaining earnings, a firm defers the shareholder’s dividend tax, 
but this deferral does not necessarily reduce the shareholders’ tax burden. Obviously, this 
deferral is irrelevant to tax exempt shareholders.90 For less intuitive reasons, it may also 
not matter to taxable shareholders: if the firm reinvests these earnings at a profit, tax ul
timately is levied on a larger base (the compounded earnings).91 Therefore, a taxable 
shareholder has the same after-tax return—whether the dividend is paid now or later—as 
long as two conditions are satisfied: first, the dividend tax has to be paid eventually (at 
the same tax rate); second, earnings must grow at the same (after-tax) rate either inside 
or outside the firm.92 When these conditions hold, there is no tax reason to retain earn
ings.

Yet the plausibility of these conditions can fluctuate over time, causing the US tax system 
to discourage dividends in some circumstances while favoring them in others. For in
stance, the first condition—that the dividend tax is inevitable and constant—does not hold 
if earnings can be bailed out another way that avoids this tax. Share repurchases are a fa
miliar example.93 For many years, they were taxed more favorably than (p. 1148) divi
dends,94 and often replaced them in the 1990s.95 Like dividends, share repurchases can 
mitigate agency costs by reducing a firm’s free cash flow. Yet if repurchases are more 
sporadic, so that scaling them back attracts less market attention, they impose somewhat 
less discipline on managers. In any event, the tax difference between repurchases and 
dividends was largely (but not entirely) eliminated in 2003.96 This sort of tax change, 
moreover, is another reason why dividend timing can matter. If dividend tax rates are ex
pected to decline, there is a tax advantage in retaining earnings, so they can be distrib
uted after the rate cut. Conversely, an expected rate increase is a reason to accelerate
dividends.

The second condition—that earnings grow at the same after-tax rate whether they are 
reinvested or distributed—also does not always hold. If shareholders can earn a better re
turn elsewhere, they will want a dividend. In making this judgment, shareholders should 
account for tax treatment, as well as pre-tax returns. For instance, a dividend can fund an 
investment in an LLC (which avoids corporate tax) or a foreign corporation (which is 
taxed at a lower corporate rate). In contrast, a shareholder may want to delay a dividend 
if reinvested earnings would compound at a favorable tax rate. For example, US multina
tionals often do not want dividends from foreign subsidiaries, so these earnings can con
tinue to earn tax-advantaged returns in low-tax jurisdictions.97 Obviously, these choices 
about retaining or distributing earnings can affect agency costs. For example, if foreign 
firms are harder for shareholders to monitor, a tax incentive to keep (or shift) capital 
there can compound agency costs.98

(p. 1149) This analysis is sufficiently complex that unsophisticated shareholders may not 
fully understand it. If so, managers could invoke tax as a pretext not to pay dividends, 
even if it is not (and could not be) the real reason. Yet whether the facts actually support 
this claim—that is, whether tax actually discourages dividends—can vary across firms and 
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over time.99 Indeed, during the Great Depression, an undistributed earnings tax was en
acted to encourage dividends, but was soon repealed.100 Instead of this stick, the US used 
a carrot in 2003, slashing the shareholder tax from 35% to 15%. Dividends increased in 
response,101 especially where executives (or large taxable block-holders) owned relatively 
more stock.102 Correspondingly, just before this tax cut was supposed to expire, firms ac
celerated dividends—paying one-time “special” dividends and shifting January dividends 
into December—so the lower rate would still apply.103

4.2 Hedging

In addition to influencing payout policy in some cases, tax also can affect the decision of 
firms to hedge. Corporations often use derivatives to hedge currency, interest rates, com
modity prices, and other sources of revenue or costs. The pervasiveness of hedging is 
something of a puzzle since diversified shareholders are already insulated from these 
fluctuations. For instance, while a spike in fuel prices is bad for airlines, it is good for oil 
companies. Because diversified shareholders hold both, firm-level hedging seems waste
ful to them.

(p. 1150) Yet managers may take a different view because they are less diversified. Hedg
ing protects their human capital by keeping the firm out of bankruptcy. It also can smooth 
earnings, increasing earnings-based bonuses. While agency costs may explain some hedg
ing, there are other explanations as well. For example, hedging can protect retained earn
ings so the firm does not depend as heavily on the capital markets, with their associated 
information and transaction costs.

In addition, tax supplies two additional reasons (or excuses) to hedge. First, hedging can 
increase a firm’s debt capacity by reducing the likelihood of financial distress.104 This en
ables firms to take on more debt so they can shelter more profits with interest deduc
tions. Second, hedging can smooth earnings, reducing the likelihood of net losses that 
firms cannot deduct.105 While the first reason arises only when debt-financed profits are 
tax-favored, as in the US, the second reason applies in any tax system that limits net loss
es.

4.3 Acquisitions

Tax also can motivate and shape acquisitions. In some cases, tax is a key reason for the 
deal. For instance, a US firm may want to combine with a foreign firm in order to become 
a foreign firm for tax purposes, thereby reducing its tax bill.106 Even if tax is not the de
ciding factor, it is still likely to shape the deal’s structure.

4.3.1 Agency Cost Implications of Acquisitions: Entrenchment, Empire-
Building, and Camouflage
Affecting the probability or structure of an acquisition is important, since wise acquisi
tions can advance shareholder interests for familiar reasons. They transfer a business to 
new owners who value it more, for instance, because of synergies in production, better 
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management, and the like. In addition, the possibility of being replaced in an acquisition 
can discipline management.

For parallel reasons, managers may resist being acquired. They want to preserve their 
jobs, as well as private benefits from controlling the target business, such as higher pay 
for managing a larger firm. Managers may also worry about becoming less diversified, as 
discussed above. Just as selling is unappealing to management, buying can be correspond
ingly (p. 1151) appealing, since “empire building” offers diversification and private bene
fits of control. In addition, the complexity of acquisitions can enable managers to negoti
ate self-interested terms that are obscure enough to escape shareholder notice.

4.3.2 Pigouvian Measures and Management Entrenchment: Parachutes and 
Greenmail
Since managers have self-interested reasons to resist being acquired, offering them spe
cial compensation in this scenario can reduce agency costs. As a result, Pigouvian taxes 
targeting golden parachutes are potentially counterproductive, as discussed above.107

Instead, it would be wiser to discourage the techniques managers use to resist 
acquisitions. In this spirit, the US has a Pigouvian tax on “greenmail,” or payments to po
tential acquirers for ceasing efforts to acquire a firm. The concern about greenmail is that 
managers are using the firm’s money to save their jobs108 (although some defend the 
practice as a way of motivating outsiders to monitor management).109 To discourage 
greenmail, Section 5881 imposes a 50% tax on greenmail gains. But it is a very blunt in
strument. In addition to taxing a premium received only by greenmailers, it also taxes 
general market appreciation.110

4.3.3 Accidental Byproducts: Net Operating Losses and Lock-in as Reasons 
(or Excuses) for Management Entrenchment
A change in control sometimes triggers tax costs that managers can invoke as a reason 
(or excuse) not to sell. For instance, when a firm has accumulated tax losses that it can
not use currently (“net operating losses” or “NOLs”), tax is a powerful reason not to be 
acquired. NOLs are a silver lining of losing money, since a firm can use them to avoid tax 
in later years. Indeed, profitable acquirers used to buy unprofitable targets in order to ac
cess their NOLs. However, to prevent this “loss trafficking,” the US enacted Section 382, 
which severely limits an acquirer’s ability to use a target’s tax losses. As a result, Section 
382 offers firms with NOLs a compelling tax reason to avoid being acquired. Indeed, even 
an increase in a large shareholder’s ownership stake can trigger draconian limits. In ef
fect, NOLs become a poison pill of sorts, and also can prompt firms to adopt actual poison 
pills.111 The (p. 1152) implications for agency costs are unfortunate. After all, a manage
ment team that has generated sizable NOLs usually should be replaced, not protected. 
Yet in seeking to defend the tax base, Section 382 inadvertently handed self-interested 
managers an argument for keeping their jobs, while also complicating the task of reviving 
struggling companies.112 In approving NOL pills, moreover, Delaware courts have em
boldened managers to implement other aggressive takeover defenses; NOL pills have es
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pecially low triggers—taking effect when a would-be-acquirer has acquired only 4.99% of 
the target—and are invoked to justify other low-trigger pills.113

In resisting a change of control, self-interested managers also can emphasize the tax bill 
that would come due. Unsophisticated observers might not realize that this tax problem 
could be solvable, for instance, with a “tax-free” reorganization (which defers the seller’s 
tax) or a larger deal premium to offset the seller’s tax. Again, the tax system’s goal here 
is not to protect management. The relevant tax rule—the so-called “realization rule,” 
which defers gain or loss until the asset is sold—is supposed to make the tax system more 
administrable, not to influence agency costs. At the same time, rules that allow “tax-free” 
acquisitions have governance advantages in facilitating a more vibrant market for corpo
rate control.114

4.3.4 Accidental Byproducts: Depreciation, Tax Holidays, and Avoiding Net 
Losses as Reasons (or Excuses) for Empire Building
Managers can invoke tax not only as an obstacle to selling, but also as a justification for 
buying. Like many tax effects in this chapter, the tax advantages of acquisitions come and 
go. Before the 1986 tax reform, newly purchased assets offered very generous deprecia
tion in the US, so the tax advantage to purchasers could outweigh the tax cost to 
sellers.115 Yet (p. 1153) this tax advantage was eliminated when the 1986 act raised corpo
rate capital gains rates (increasing the tax cost to sellers) and lowered corporate ordinary 
rates (reducing the tax benefit to buyers).116 Even so, the pendulum swung back (to an 
extent) after 1993 when the US enacted more generous depreciation for goodwill and 
other intangibles purchased in acquisitions.117

Likewise, the US offered a temporary tax cut in 2004 when US multinationals received 
dividends from foreign subsidiaries. To claim this “tax holiday,” US firms had to invest the 
money instead of paying dividends or buying back their shares. As a result, many used 
this cash for acquisitions.118

There also is a more enduring tax justification for empire building. A firm with diversified 
businesses is less likely to have net losses, which cannot be deducted (currently).119 This 
advantage flows from a pervasive feature of tax systems that is unlikely to change: tax
payers usually need income to use tax losses. This tax advantage of diversification can re
inforce (or rationalize) a manager’s personal desire for diversification (discussed above).

4.3.5 Accidental Side-Effects: Complexity as Camouflage
Agency costs arise not only in deciding whether to make an acquisition, but also how to 
make it. Various acquisition structures offer different tax consequences,120 and faithful 
agents choose the structure that best serves shareholder interests. For example, US buy
ers are likely to prefer a taxable deal, which gives them a higher tax basis and thus more 
depreciation. In contrast, US sellers usually favor “tax-free” deals that defer their tax. To 
resolve this conflict, the parties should choose the structure that minimizes their com
bined tax liabilities (and advances their business objectives).121 They can then share the 
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resulting tax savings by (p. 1154) adjusting the purchase price.122 In this way, managers 
can maximize the after-tax returns of shareholders.123

As in other responsibilities, however, managers are not always faithful agents in tax plan
ning. Self-interested tax structuring is especially hard for shareholders to monitor, since 
tax rules are so esoteric. For example, assume managers have self-interested reasons to 
buy another company. To clinch the deal, they might accommodate the seller’s desire for 
a tax-free structure, even if a taxable deal is more tax-efficient. This is a form of overpay
ing, but one that is well hidden from shareholders, who are unlikely to notice the firm’s 
lost depreciation deductions. Alternatively, instead of neglecting the firm’s tax position, 
managers can overemphasize their own taxes. For instance, in selling the company, man
agers may seek to minimize their own tax bills as selling shareholders.124 They might ac
cept a reduced sale price in return for a “tax-free” structure, even though tax exempt and 
foreign shareholders (who do not owe US tax anyway) would prefer a higher price. Man
agers who prioritize their own tax bills in this way are effectively taking money from 
these shareholders, but in a way that is hard to see.

Discerning the true motivation of managers is all the more difficult because deal structur
ing—such as the use of cash or stock as the acquisition currency—can be explained in 
other ways. For example, cash deals usually close more quickly and involve fewer hurdles 
than stock deals.125 In addition, when an acquirer offers its own stock instead of cash, it 
may be signaling that its stock is overvalued.126 Because there are competing considera
tions, it can be all the more difficult for shareholders to know if managers are making a 
value-maximizing structuring choice or a self-interested one.127 To my knowledge, this in
fluence of tax on corporate governance—tax structuring that camouflages self-interested 
deal terms—is new to the academic literature.

(p. 1155) 5 Tax and Monitoring: Who is Watching 
Management?
Although shareholders can reduce agency costs by monitoring management, individual 
shareholders may not have enough at stake to do so. Their legal ability and economic in
centive to monitor can be influenced by the tax system, at least to a degree. While some 
of these effects are intended, most are not. The tax system not only can encourage (or 
discourage) shareholder monitoring, but also can substitute for it (at least to a degree). 
After all, the government has its own revenue-related reasons to monitor management. 
Even so, this is a mixed blessing for shareholders.

5.1 Shareholder Monitoring

5.1.1 Accidental Byproduct: Inversions and Jurisdiction
Tax has perhaps the greatest impact on shareholder monitoring in influencing where a 
firm incorporates and, thus, what corporate law protections shareholders have. Under US 
tax rules, incorporating outside the US offers a notable advantage: avoiding US tax on 
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overseas earnings. Although a Delaware firm owes US tax on profits earned abroad, a 
Cayman Islands firm does not. Yet this tax savings can come at a cost. Other jurisdictions 
may not offer comparable shareholder protections, especially tax havens like the Cayman 
Islands or Bermuda.128 This means US tax rules offer a reason (or excuse) to incorporate 
in jurisdictions with weaker legal constraints on managerial agency costs.

A straightforward response to this tax incentive is to incorporate overseas when starting 
a business. Still, this practice is relatively rare.129 It is cheaper and easier to organize in 
the US. Founders also are sometimes unsophisticated about tax planning or are unsure 
how much non-US profit they will earn. In addition, key investors may want US corporate 
law protections.

Even so, a US firm can become a non-US firm later. In a so-called “inversion,” the US en
tity that has been the multinational’s parent becomes a subsidiary of a new non-US par
ent.130 (p. 1156) Yet after a number of high-profile inversions in the late 1990s and early 
2000s,131 Congress responded with Section 7874, which taxes the new non-US parent as 
a US firm when the relevant conditions are satisfied. Although Section 7874 shut down 
this “first wave” of inversions,132 it does not reach a firm that has substantial business op
erations in its new sites of incorporation.133 In addition, the rule does not apply when a 
US firm combines with a sufficiently large non-US firm. For this combined entity to avoid 
being taxed as a US firm, the former shareholders of the US firm must own less than 80% 
of it. Using this rule, a wave of US pharmaceutical companies have bought smaller for
eign firms to become Irish, British, Dutch, or Swiss companies.134 In these deals, share
holder protections can change, depending upon where the new firm is incorporated and 
what its new charter provides.135

While the goal of these tax rules is to have a broader tax base—not to influence corporate 
governance—the tax system can respond to inversions in various ways, each of which has 
agency cost implications. One possibility is to make the tax benefits from inversions hard
er to claim. If this goal is pursued successfully, the incentives to reincorporate overseas 
(and the associated governance risks) are diminished. Another approach is to stop using 
the site of incorporation to define tax residence. In the UK and Canada, for instance, tax 
residence does not turn on where the firm is incorporated, but on where it is managed. 
Under this approach, if senior management stays in the US, there is no US tax advantage 
to incorporating in the Cayman Islands. Finally, instead of trying harder to tax worldwide 
earnings, the US can stop trying. Most developed economies have territorial systems that 
tax firms only on domestic earnings, not on foreign earnings. If the US adopts a territorial 
system, Delaware firms—like Cayman Islands or Irish firms—would not owe US tax on 
overseas profits. There would no longer be a tax reason to leave Delaware.

5.1.2 Accidental Byproduct: Choice of Entity
In the US, tax and governance are in tension in deciding not only where to incorporate, 
but also what entity to use. A partnership or LLC has a familiar tax advantage over a 

(p. 1157) corporation: shareholders are taxed, but the entity is not.136 Under current law, 
the maximum US rate for a pass-through entity is 43.4%, compared with a combined 
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51.5% rate for a corporation.137 Yet this tax advantage has a governance price, although 
probably a lower one than inversions: pass-through entities can have weaker investor pro
tections because corporate default rules do not automatically apply. This difference 
should not be overstated, since these protections can be added to the charter.138 In addi
tion, investors in a pass-through may not need as much legal protection. Because pass-
through treatment is not available for public corporations,139 there are fewer sharehold
ers, so monitoring is more feasible.

5.1.3 Pigouvian and Unintended Incentives for Long-Term Ownership: Re
duced Capital Gains Rates and Lock-in
Tax can affect monitoring also by encouraging long-term investment. To claim the US cap
ital gains preference, for example, investors must hold for at least a year. Yet this prefer
ence is an imperfect vehicle for enhancing monitoring. After all, monitoring is effective 
only if shareholders can influence management, something that is more plausible for 
large shareholders than small ones.

The analysis is similar for other ways the tax system (inadvertently) encourages long-term 
holding. The realization rule, in deferring tax until stock is sold, can reduce the present 
value of tax for those who keep it longer.140 In the US, the step up in basis at death also 
discourages sales, since those who die with stock avoid income tax on appreciation.141

Once again, however, the incentive to hold longer may not translate into better monitor
ing. In addition, there is no longer an incentive to hold when a tax-free exit is available, 
for instance, through (p. 1158) hedging or a tax-free reorganization.142 The same is true if 
stock prices decline; the incentive then is to sell in order to trigger tax losses.143

All these effects depend on tax details that vary over time and across jurisdictions. For ex
ample, tax effects reduced the concentration of share ownership in both the UK and Ger
many, but for different reasons. In the UK, estate taxes forced families to sell.144 

Germany, by contrast, was deliberately pursuing a corporate governance agenda, intro
ducing an exemption from the corporate capital gains tax so banks and insurance compa
nies would sell their cross-holdings.145

5.1.4 Accidental Byproduct: Tax Exempts, Institutional Investors, and 
Boards as Monitors
These lock-in effects obviously do not affect tax-exempt shareholders who have no tax lia
bility to defer. In theory, this freedom from tax affords them extra resources for monitor
ing, as Randall Mork and Bernard Yeung have argued. Yet tax exempts still have the same 
reason as taxable shareholders not to monitor: they bear the full cost while reaping only 
part of the benefit.

US tax rules can also influence monitoring by institutional investors. On the one hand, in
dividual investors secure favorable tax treatment by investing in tax deferred accounts; 
these often (though not always) are invested with an institution, which has more re
sources for monitoring than an individual investor.146 On the other hand, US tax rules 
keep mutual funds from concentrating on a small number of companies, even though this 
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strategy would be more conducive to monitoring.147 Analogous diversification require
ments apply to real estate holding companies (so-called REITS),148 annuities, and segre
gated accounts.149 The significance of these rules should not be overstated, however; in
stitutional investors vary in their willingness to monitor, while the value of their monitor
ing is debated.

Tax rules can also weaken monitoring by the board. In Germany, director compensation is 
only partially deductible (as a way to keep it from serving as disguised, and thus untaxed, 
dividends). According to Wolfgang Schön, this rule discourages firms “from hiring and 

(p. 1159) paying high-class people” for the board,150 although some firms avoid the con
straint by also hiring directors as consultants.151

5.2 Shared Interests: Government Monitoring

In addition, the tax system has its own revenue-related reasons to verify a firm’s profits, 
which sometimes have spillover benefits for shareholders.152 After all, managers who 
cheat the government might be willing to steal from (or mislead) shareholders as well.153

Both types of strategies use similar techniques, such as offshore accounts and off-balance 
sheet entities. As a result, rules protecting the fisc can (inadvertently) protect sharehold
ers as well, as Mihir Desai and Dhammika Dharmapala have emphasized.154 For example, 
when the Russian government began cracking down on offshore entities, the Russian 
stock market reacted favorably.155 The (bizarre) implication is that managers were steal
ing more than the Russian government was seeking in taxes.

These spillover benefits are more obvious when book and tax accounting are 
conformed.156 In these circumstances, when the tax system demands greater transparen
cy, shareholders receive more informative financial statements. Yet the opposite can be 
true as well. If book-tax conformity induces firms to report less accurately (e.g., under
stating profits to minimize taxes), shareholders end up with less reliable information.157

Even without book-tax conformity, tax enforcement can generate useful information for 
shareholders in two ways. First, if returns are publicly available—as was briefly true 
when the US corporate tax was first enacted—they are an independent source of informa
tion; indeed, transparency was an early justification for the US corporate tax.158 Second, 
even if returns are confidential, managers who have to track information for tax reasons 
(e.g., on corporate campaign contributions) cannot invoke administrative costs as a rea
son to withhold it from shareholders.

(p. 1160) Needless to say, though, government and shareholder interests are only partially 
aligned. To shareholders, lowering the tax bill is likely to enhance returns159 and raise 
stock prices.160 As a result, rules requiring the disclosure of tax risks, such as FAS 48, 
may not advance shareholder interests; while tax risk may become easier to evaluate, it is 
magnified if the disclosure attracts government scrutiny.161 In general, shareholders have 
reason to value tax planning even more than managers, since shareholders do not bear 
the same downside risks. If the firm is caught being too aggressive, shareholders are un
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likely to bear reputational costs, while managers could lose their jobs and even go to 
jail.162 This is an agency cost, but a socially useful one.

Just as shareholders may not think they share interests with the tax authorities, the re
verse can also be true. The priority of tax authorities is to collect tax, not to protect 
shareholders. As long as a firm is paying its taxes, tax collectors may not care about earn
ings manipulation or diversion.163 Indeed, in a high-profile German case, tax authorities 
did not intervene even though they knew managers were defrauding shareholders.164

6 Conclusion
The bottom line, then, is that tax affects managerial agency costs in a broad range of 
ways. In the US, tax influences how managers are paid, how they allocate the firm’s re
sources, and (p. 1161) how effectively they are monitored by shareholders, as well as by 
the tax authorities themselves. The overall record is unimpressive, but not uniformly so.

Indeed, four effects are particularly useful in mitigating agency costs. First, tax rules dis
courage executives from hedging stock option grants, thereby backstopping the incen
tives these grants are supposed to create. Second, tax rules promote the use of equity 
compensation in venture-capital-backed startups. Third, the tax advantages of leverage 
pressure managers to issue debt, and thus to generate sufficient earnings to pay interest. 
Fourth, the tax on intercompany dividends discourages pyramidal ownership. Notably, on
ly the last of these was (arguably) intended by Congress as a response to agency costs.

At the same time, three tax effects are especially pernicious. First, to the extent that tax 
offers a reason (or an excuse) not to pay dividends, managers have more control over re
tained earnings, which they can use in self-interested ways. Second, it is unfortunate that 
managers can invoke tax losses as an argument against being acquired, since these loss
es are often evidence of poor management. Third, governance can suffer when tax sup
plies a reason (or excuse) to reincorporate in jurisdictions with weaker corporate law pro
tections.

The reality, though, is that tax authorities are unlikely to focus on these effects. Their in
stitutional mission is to collect taxes, not to target managerial agency costs. It is not sur
prising, then, that virtually all the Pigouvian measures discussed here are imperfectly tai
lored or even misguided. Accidental effects do not give any more cause for optimism. 
Some will escape the notice of government tax experts, while others will not be consid
ered a priority. Given this track record, Congress should use tax only sparingly, if at all, to 
target agency costs.

Even so, there is value in charting these effects. In some (rare) cases, the tax authorities 
may be willing and able to adjust tax rules in ways that reduce agency costs. A more 
promising avenue, though, is to educate corporate governance experts about these tax ef
fects, so they can account for them when tailoring corporate and securities law responses 
to agency costs. (p. 1162)
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