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 PART ONE

Background and Perspectives on Corporate Governance




 CHAPTER 1

An Overview of Corporate Governance

H. KENT BAKER
 University Professor of Finance and Kogod Research Professor, American University

 

RONALD ANDERSON
 Professor of Finance and Gary Cohn Endowed Research Professor, American University




INTRODUCTION 

The importance of corporate governance became dramatically clear at the beginning of the twenty-first century as a series of corporate meltdowns arising from managerial fraud, misconduct, and negligence caused a massive loss of shareholder wealth. The firm’s owners (shareholders) asked who, if anybody, is responsible for protecting and promoting the value of their investment. Yet governance issues and problems have a long and sometimes shocking history. Adam Smith (1776/1904, V.1.107) wrote in Wealth of Nations:Being the managers of other people’s money rather than their own, it cannot be expected that they [managers] should watch over it with the same anxious vigilance which [they would] watch over their own. Negligence and profusion, therefore, must always prevail, more or less, in the management of the affairs of such a company.





Based on their seminal work, Jensen and Meckling (1976) can perhaps be credited with bringing governance issues to the forefront in the field of finance. In scholarly finance research, agency theory provides the general framework for analyzing managerial behavior. Agency theory in its simplest form proposes that the firm’s owners (principals) hire managers (agents) and then delegate the firm’s day-to-day operating decisions to these managers. The theory further assumes that both parties—owners and managers—seek to maximize their personal utility. In the case of shareholders, this translates into stock price (wealth) maximization. For managers, utility maximization does not necessarily translate into maximizing shareholder wealth. Managers, for instance, may prefer to focus on short-term earnings that correspond with their remaining tenure in the firm rather than long-term earnings growth that leads to shareholder wealth maximization. Similarly, managers may seek to adopt low-risk projects that impose little personal risk  on their future employment prospects or wealth, even if these projects do not maximize the wealth of diversified shareholders.

Obfuscating or manipulating accounting reports appeared to be a particularly prevalent form of the agency problem during the first decade of this century. Managers of large and well-known companies such as Enron, WorldCom, and Tyco engaged in illegal reporting activities that led to a massive loss of shareholder wealth. Because shareholders in many countries are largely absentee owners and managers control firm operating decisions, managers can place their own interests before those of the shareholders, thus generating a principal-agent conflict. Shleifer and Vishny (1997) refer to the agency problem as the issues that financiers face in ensuring that managers do not expropriate or waste funds on unattractive projects but rather provide an appropriate rate of return on invested funds.

Academics and practitioners sometimes question the adequacy of the principal-agent model in describing and prescribing the manager-shareholder relationship. Agency theory focuses squarely on managers and shareholders and assumes these parties work toward their own best economic self-interest. Yet other models depict different managerial motivations and/or different parties to the relationship. Stewardship theory, for instance, contends that managers possess sufficient self-motivation to act in the best interests of all firm stakeholders (Davis, Schoorman, and Donaldson 1997). Stewards of corporate assets eschew purely self-serving behavior that harms the firm and instead focus on promoting group interests because they inherently seek to do a good job (Donaldson and Davis 1991). Stakeholder theory argues that many firm constituents, such as employees, customers, and suppliers, have important stakes in the firm and as a consequence, their interests should be considered along with those of shareholders (Freeman 1984). Critics of agency theory further argue that the model only considers economic outcomes and ignores the ethical dimensions of managerial decision making. Yet, despite the alternative models and criticisms, agency theory remains the central paradigm in the finance literature when examining managerial decision making and the relationship that managers hold with the firm.

How do shareholders control and monitor managers who seek to maximize their personal utility? The fraction or portion of the firm’s outstanding equity held by managers constitutes an important control mechanism. Jensen and Meckling (1976) note that as managers hold an increasingly larger share of the firm’s equity, they are less likely to pursue self-serving actions as they bear a larger fraction of the cost. Consequently, in firms where managers hold large equity stakes, managers’ and shareholders’ interests may be well aligned, thus providing strong incentives to maximize shareholder wealth.

Building upon Jensen and Meckling’s (1976) notion that managerial equity stakes alleviate the principal-agent problem, scholars of agency theory developed various incentive systems to align the interests of managers and shareholders. These systems or devices include stock option grants, restricted stock grants, long-term incentive payouts—generally, any monetary mechanism that provides managers with incentives to increase shareholder wealth. Via these wealth-sharing mechanisms, shareholders bear a cost but the cost may be justified if managers create more wealth than they receive. Yet recent history suggests that in many instances, the share of wealth received was insufficient to resolve the principal-agent conflict.

Beyond systems seeking to align managers’ interests with those of the firm’s owners, shareholders seek to control managerial behavior and actions through monitoring. Boards of directors arguably represent shareholders’ most important monitoring device (Fama 1980; Fama and Jensen 1983). Boards have a fiduciary responsibility to represent the best interests of shareholders. In carrying out their function, boards undertake the duties of hiring, firing, and compensating top-level managers. Further, directors review and in many cases have final approval rights before managers can proceed with corporate actions. Understanding the importance of boards of directors in protecting shareholder interests, business scholars provide various prescriptions on board composition. Directors, for instance, should not simply be cronies of the top management team. Rather, board members should be independent of managers, bring knowledge and business acumen to discussions, and pursue actions that increase shareholder wealth.

Managers also confront monitoring and oversight from other firm constituents. Bondholders, an important provider of firm capital, seek to directly control managerial actions through covenants in lending contracts. Bondholders can indirectly control managers by varying the rate charged to firms for the use of their capital. Corporate charters, bylaws, and internal control procedures affect managers’ behavior by explicitly defining permissible actions. Federal and state legislative bodies influence managerial actions by establishing legal strictures. Federal oversight also comes through regulatory bodies such as the Securities and Exchange Commission (SEC) and the Commodities Future Trading Commission (CFTC). Accounting procedures established through the Financial Accounting Standards Board (FASB) and other regulatory bodies seek to ensure that managers provide timely and relevant firm-level information, thereby allowing shareholders and other investors to make informed decisions. All of these strictures, regulations, and regulatory bodies affect managerial behavior and actions and influence the principal-agent conflict. However, the interests of some of these constituents may not necessarily be aligned with those of shareholders, thereby creating another level of conflict within the firm.

Corporate governance covers the broad array of systems, processes, and procedures that seek to regulate the relationship between managers and shareholders in particular and among all firm stakeholders in general. The chapters in this volume focus primarily on the relationship between managers and shareholders and, in some instances, between controlling shareholders and minority shareholders. Many classifications exist to describe corporate governance. Governance can be defined as internal or external to the firm. It can be described as being international or domestic. Governance can also be defined as to whether it seeks to provide appropriate managerial incentives or managerial oversight or monitoring. These classifications, among others, accurately and aptly define the multiple and varying dimensions of the subject.

Despite the growing interest in corporate governance, many questions still exist. The goal of this book is to provide a comprehensive view of the shareholder-manager relationship and to examine the current state of governance mechanisms in mitigating the principal-agent conflict. As a result, the book may help to improve public understanding about corporate governance and may contribute to the continuing debate surrounding this topic. Although the concepts and principles of governance apply to a broad range of organizations, the focus of the book is  narrowed to address the governing of for-profit, publicly owned businesses whose main concern is to improve shareholder welfare and value. The sheer volume of work written on the subject makes the prospect of surveying corporate governance a daunting task. Consequently, the book primarily focuses on research conducted since Jensen and Meckling’s (1976) treatise on the theory of the firm.

This book should be of interest to academics, managers, business students, regulators, and others interested in corporate governance. In fact, anyone wanting to gain a better understanding of the multiple facets of corporate governance for academic or applied purposes should find this book to be useful given its scope and currency. In particular, this volume should provide useful insights in educating business students and training current managers. For example, the book is appropriate as a stand-alone or supplementary book for undergraduate or graduate level courses in corporate governance. To this end, each chapter contains a series of discussion questions and guideline answers to help reinforce key concepts.




STRUCTURE OF THE BOOK 

The book consists of 30 chapters divided into four main parts. These chapters are written by recognized scholars in the field of corporate governance who offer multiple perspectives. A brief synopsis of each part and chapter follows.


Part One: Background and Perspectives on Corporate Governance 

The remaining nine chapters of Part One consist of two parts. The first part comprises Chapters 2 through 7, which provide an overview of corporate governance. These chapters offer a brief history of corporate governance, explore corporate governance systems, discuss corporate best practices, and review the relationship between corporate governance and firm performance in both a domestic and an international context. The second part consists of Chapters 8 through 10, which examine the separation of ownership and control. These chapters emphasize the role of agency theory and other approaches to corporate governance.


History, Systems, Best Practices, and Empirical Evidence 

Chapter 2: The Financial Determinants of American Corporate Governance: A Brief History (Lawrence E. Mitchell and Dalia T. Mitchell) This chapter is a preliminary exploration of the interdependence of finance and the rules of corporate governance. It argues that the surviving rules and norms of corporate governance, among many that jurists articulated throughout the twentieth century, were primarily those that reflected the financial realities of their times. Finance drove the reconceptualization of New Jersey corporate law at the turn of the twentieth century, which in turn facilitated the great merger wave that catalyzed the intertwined movements for federal incorporation and antitrust reform. Finance made the attempts of the 1920s and 1930s to restrain corporate power ineffective and shaped public understanding of the form and function of the board of directors during the mid-century age of managerialism. Finance led to the broad acceptance of the monitoring board and the norm of shareholder value in the last decades of the twentieth century. The  current financial crisis illustrates some of the consequences of the law’s deference to finance.

 

Chapter 3: Corporate Governance Systems (Christian Andres, Andre Betzer, Marc Goergen, and Daniel Metzger) Hicks (1969) and Chandler (1977, 1984) were the first to propose a typology of capitalist systems. Their typologies are based on the world’s largest economies and the ways these economies finance and govern their companies. Since then, more general typologies have been advanced that propose particular factors to explain the differences in corporate governance across the world and ultimately the differences in economic growth. These typologies can be classed into two broad schools: (1) hierarchies of institutional settings, and (2) the “varieties of capitalism” literature, which is centered on the notion of complementarity. The former school includes several theories arguing that differences in corporate governance are due to differences in the quality of law, politics, and electoral systems, and the ways companies are financed. This chapter reviews these classifications and examines how they fit with the empirical evidence on national corporate governance characteristics.

 

Chapter 4: Corporate Governance Best Practices (Alex Todd) Chapter 4 introduces the concept of aspirational corporate governance (ACG). ACG proves a context and formal framework that boards might employ to guide corporate governance improvements for any organization regardless of its business objectives, control structure, or legal context. The ACG framework can be used to diagnose and design corporate governance principles, systems, and practices appropriate for the complexities of sustaining a self-regulating governance structure. ACG allows organizations to adapt through innovation to create new possibilities for delivering value in a complex, uncertain world.

 

Chapter 5: What’s Wrong with Corporate Governance Best Practices? (Christopher Søren Shann Turnbull) This chapter critiques corporate governance practices widely promoted as being best for publicly traded corporations. The criteria used to identify good governance are those that minimize the involvement of regulators or lawmakers with such corporations. The different drivers of corporate evolution in Europe and the United States explain the development of some of the counterproductive practices in Anglophone countries. These include directors obtaining inappropriate powers, and conflicts of interest for directors and auditors. These intrinsically flawed practices have become enshrined as best practices in governance codes, governance metrics, regulations, securities exchanges, and the law. This chapter uses the natural laws of requisite variety, identified by mathematicians who founded the science of governance in the 1940s, to explain why current practices are not best. Natural laws explain why the communication and control architecture of corporations and corporate regulators do not permit executives, directors, or regulators to directly monitor or control on a reliable basis the complex workings of modern firms without co-regulators.

 

Chapter 6: The Effect of Corporate Governance on Performance (Sanjai Bhagat, Brian Bolton, and Roberta Romano) Corporate governance is the set of processes that provides an assurance to outside investors of a fair return on their investment.  This chapter focuses on the empirical evidence of the relationship between corporate governance and performance. While the findings in the earlier literature are mixed, the recent literature documents that better governance is sometimes related to certain measures of performance. First, better governance as measured by several academic indexes and stock ownership of board members is positively correlated with accounting measures of operating performance. Second, none of the widely used governance measures—indexes or individual board characteristics—are correlated with future stock market performance. Third, given poor firm performance, the probability of disciplinary management turnover is positively correlated with stock ownership of board members. Better-governed firms, as measured by the academic and commercial indexes, are less likely to experience disciplinary management turnover in spite of their poor performance. The evidence provides a strong argument for considering dollar ownership of the board members as a corporate governance measure.

 

Chapter 7: International Corporate Governance Research (Diane K. Denis) Research in international corporate governance establishes that legal systems and corporate ownership structures vary systematically across countries. Such differences have important implications for countries and for the individual firms within them. Country-level governance systems impact the development of financial markets and, therefore, the ability of individual firms to raise the financial capital needed to undertake profitable investment opportunities. Firms can partially overcome weak country governance through firm-level governance mechanisms and access to an increasingly globalized financial system, but should do so only if the benefits exceed the costs. Governance reforms have been common during the past 10 years. The goal of future reform should be systems of laws that provide for vibrant markets in which countries and firms can choose governance systems that maximize value.


Separation of Ownership and Control 

Chapter 8: Agency Theory: Incomplete Contracting and Ownership Structure (Iain Clacher, David Hillier, and Patrick McColgan) This chapter discusses and highlights some of the key issues concerning agency relationships and the costs that arise from them. The two main agency relationships considered are those between professional managers and outside shareholders and between controlling and minority shareholders. Depending on a corporation’s ownership structure and the institutional environment in which it operates, one of two agency relationships will dominate. The goal of corporate governance is to mitigate the costs arising from agency relationships. Thus, an understanding of agency theory and the factors that exacerbate agency relationships is important for the efficient allocation of corporate resources.

 

Chapter 9: Theories and Models of Corporate Governance (Thomas W. Joo) Chapter 9 is a brief historical survey of American legal theory’s leading models of the corporation, with emphasis on the contemporary theory of contractarianism. Legal theory must be understood within the historical context that shapes its normative goals and underlying normative assumptions. Theorists should not simply apply  this insight retrospectively to others’ work, but should expressly consider and discuss it in formulating and presenting their own future theories.

 

Chapter 10: Unfettered Agents: The Role of Ethics in Corporate Governance (Donald Nordberg) The theory and practice of corporate governance potentially point to substantial and even catastrophic risk if the agents of shareholders (senior management) are left unfettered and free to choose their own direction. From the 1930s to the present day, corporate collapses point to the need for mechanisms to control managers. Critics of the principal-agent approach argue that agency theory and its solutions do not singularly hold the answer because the theory takes an economic rather than ethical view of behavior. This chapter explores the main theoretical perspectives that have contributed to knowledge of corporate governance: agency, stewardship, and stakeholder. The chapter sets these perspectives against three competing views of ethics, pitting utilitarian against deontological views, and then shows how the renewed interest among philosophers in virtue ethics in recent years might help better explain boardroom decisions.


Part Two: Internal Governance 

Part Two consists of seven chapters, which review and investigate governance systems that work internally to the firm. This section also contains two parts. The first part includes Chapters 11 to 13, which examine the boards of directors, while the second part consists of Chapters 14 to 17, which review the role of compensation, equity ownership structure, and turnover as internal control mechanisms.


Boards of Directors 

Chapter 11: Board Composition and Organization Issues (Matteo Tonello) This chapter examines the composition of boards of directors in today’s U.S. public companies. The topics covered include size and diversity, professional backgrounds, independence and affiliations, age restrictions and retirement policies, and limits to serving on multiple boards. The chapter describes practical organizational issues, including the formation of standing and special committees, the adoption of classification structures, leadership assignments, attendance policies, executive sessions for outside directors, and other operational matters. The discussion of major legal standards and best practices is accompanied by current statistical data based on proxy statement analyses and a survey of corporate members of The Conference Board, the New York-based independent research organization.

 

Chapter 12: Board Diversity (Daniel Ferreira) This chapter discusses some of the research findings concerning board composition with an emphasis on the demographic characteristics of board members. The chapter starts with a discussion of how economics and management scholars differ in their theoretical analyses of board diversity. These theoretical perspectives are then used to uncover the costs and benefits of board diversity. After a brief overview of the empirical literature, the case of gender diversity in the boardroom is discussed in greater detail. Implications for research, business practice, and policy are briefly summarized.

 

Chapter 13: Board Subcommittees for Corporate Governance (Zabihollah Rezaee) Boards of directors often delegate their oversight responsibilities to board subcommittees. The three most common subcommittees are audit, compensation, and nominating committees. An audit committee, consisting of at least three independent directors, assists the entire board in overseeing corporate governance, internal controls, risk management, financial reporting, audit activities, and other oversight functions. The compensation committee, also comprising at least three independent directors, reviews, designs, and implements directors’ and executives’ evaluation and compensation plans. The nominating committee, consisting of at least three independent directors, commonly assists the full board in identifying and recommending candidates for nomination to the board of directors and to ensure a fair election process. The board of directors may also establish special committees for assistance in carrying out its advisory and strategic functions. Examples of special committees are corporate governance, financing, budgeting, investment, risk management, executive, litigation or investigative, and mergers and acquisitions.


Compensation, Ownership, and Turnover 

Chapter 14: Executive Compensation: Incentives and Externalities (Phillip Geiler and Luc Renneboog) The classical framework on executive pay (including principal-agent, stewardship, and stakeholder theories) claims that remuneration contracts result from a market mechanism that is further corrected by several corporate governance mechanisms, such as good corporate governance rules, shareholder activism, shareholder coalitions, and top-management turnover. This chapter casts serious doubt on the effectiveness of this market mechanism. The available empirical evidence indicates that managerial self-dealing, the skimming of corporate profits by managers through compensation packages, and the existence of hidden compensation create a serious agency problem. In short, executive compensation often seems to be a mismatch with shareholder value creation.

 

Chapter 15: Compensation Consultants and Executive Pay (Martin J. Conyon) This chapter provides a review of the recent literature on compensation consultants and executive pay. Six major pay consulting firms dominate the market. These firms advise client firms about executive pay and frequently supply other services such as actuarial work. Some evidence indicates that chief executive officer (CEO) pay is higher in firms using compensation consultants. The hypothesis that CEO pay is higher in firms whose consultants face potential conflict of interests, such as cross-selling of other services, is not as empirically robust.

 

Chapter 16: Corporate Governance and Ownership Structure (John J. McConnell, Stephen B. McKeon, and Wei Xu) Concerns about corporate governance arise because of the principal-agent conflict that can occur when control of the firm is separated from ownership. This chapter reviews the literature, both theoretical and empirical, that investigates whether ownership of a firm’s shares influences the firm’s performance and value, where the “who” of ownership refers to classes of shareholders including managers, atomistic outside shareholders, institutional investors, nonmanagement blockholders, and families. There appears to be consensus that there is likely to be an optimal allocation of shares among the various classes of  shareholders (i.e., an optimal ownership structure exists), but there is no consensus as to what that allocation is or whether it can be identified empirically.

 

Chapter 17: The Effects of Management Turnover on Firm Performance (Mark R. Huson and Robert Parrino) This chapter summarizes the theory and evidence from the academic literature on the effects of management turnover on firm performance. This literature, which had its origins in the sociology and management literatures of the 1950s, has also received considerable attention in the accounting and finance literature in recent years. Overall, the evidence suggests that management turnover can affect performance. However, the potential magnitude of this effect varies with the circumstances surrounding the turnover, such as whether it is forced or voluntary, the characteristics of the new manager (including whether that manager is an insider or an outsider), and the opportunities for value-enhancing change. The effect of turnover on firm performance ultimately depends on the condition of the firm at the time of turnover, as well as the ability of the board to identify a high-quality replacement manager and its willingness to support changes in the real activities of the business.


Part Three: External Governance 

Part Three examines external governance devices and is divided into four segments. The first part consists of Chapters 18 to 21, which examine nonexecutive shareholders such as blockholders, families, institutional shareholders, and other owners, as well as shareholder activism. The second part comprises Chapters 22 to 24 and focuses on nonequity stakeholders such as creditors, banks, and others. In the third part, Chapters 25 to 27 deal with the role of proxy contests and corporate takeovers. The fourth part, which consists of Chapters 28 to 30, examines the role that accounting, legal, and regulatory intervention play in corporate governance.


Nonexecutive Shareholders 

Chapter 18: Corporate Monitoring by Blockholders (Isabelle Dherment-Férère and Luc Renneboog) This chapter compares the ability of different corporate governance regimes to discipline poorly performing management. The analysis suggests that the German corporate governance system best assumes this disciplinary role. German corporations, as large shareholders and as new blockholders, remove underperforming management. Pyramid ownership structures do not hinder the exertion of control power by the ultimate blockholders. In addition, when a firm has contracted a substantial amount of debt with the German universal banks, managerial disciplining occurs more frequently. Although poor performance is correlated with higher managerial turnover, no evidence exists that disciplining is taking place by large blockholders in the United Kingdom. Executive directors who own large stakes seem to be entrenched in the firm even in the wake of poor performance. In the Belgian corporate governance system, corporations and nonexecutive directors assume the monitoring and disciplinary role. In contrast, the French system does not seem to be adept at removing poorly performing executive directors. The CEO dominates the board and little evidence suggests that board structure and composition are related to disciplining underperforming management. Furthermore,  control by holding companies and the government entrenches the management of poorly performing French firms.

 

Chapter 19: The Governance of Family Firms (Morten Bennedsen, Francisco Pérez-González, and Daniel Wolfenzon) In the past decade, corporate governance research has documented that families control most publicly traded firms around the world. This finding has triggered a considerable body of research that seeks to understand the governance of family firms and their impact on firm performance. This chapter critically examines this literature. The chapter highlights the fact that the main governance issue facing family firms is balancing the benefits associated with having a controlling family with the challenges this structure imposes on minority shareholders. Common governance mechanisms are less likely to be effective whenever control and decision rights are concentrated around a family. The chapter emphasizes the crucial role of family governance in the allocation of resources and reviews recent studies that seek to understand the impact of family characteristics on firm decisions and performance. The chapter also discusses some of the most important topics for future research.

 

Chapter 20: Institutional and Other Shareholders (Chris Mallin) The global financial crisis has placed increased emphasis on the role of institutional shareholders such as pension funds, insurance companies, and mutual funds. In addition, the spotlight has fallen on other shareholders including hedge funds, private equity, sovereign wealth funds, and banks. In response to the increasing expectation for institutional shareholders to act as owners rather than simply holders of shares, they are becoming more engaged with the companies in which they invest. Institutional shareholders’ engagement is facilitated by the various tools of governance: constructive dialogue, (proxy) voting, shareholder proposals (resolutions), and focus lists. The effectiveness of shareholder engagement is still open to discussion. Yet there have been notable victories such as say on pay, whereby investors can vote on remuneration committee reports, resulting in various companies amending their executive remuneration packages.

 

Chapter 21: The Politics of Shareholder Activism (Donald Nordberg) Shareholder activism is an exercise of power that may be benign or threatening to the interests of corporate management, boards, and other shareholders. The complexity of the relationships among management, boards, and others helps explain the difficulties directors face in pursuing shareholders’ interest. What arises, particularly in relation to the growth of hedge fund activism, is greater dispersion of shareholder interests and growing questions about the legitimacy of how those interests are acted out in the political landscape of corporation governance. This chapter offers a framework to examine the stance that shareholders take when exercising or not exercising their power. Anticipating the expression of shareholder power involves assessing their intentions along three dimensions: (1) their attitude toward an individual stock (buy, hold, or sell), (2) their approach to activism (docile, walkers, or activist), and (3) their investment horizons (long-term, short-term, or perverse—where shareholders’ economic interests do not coincide with their holdings).


Nonequity Stakeholders 

Chapter 22: Executive Behavior: A Creditor Perspective on Managerial Ownership (Ronald Anderson, Sattar Mansi, and David Reeb) Using relational and adversarial models of managerial behavior, this chapter examines how creditors, an important corporate stakeholder, regard executive ownership. Based on creditors’ unique claims on firm assets, the chapter argues that agency and stewardship models of managerial behavior offer differing predictions on the role of executive stock holdings. Using a sample of S&P 500 firms, the analysis indicates that creditors are particularly concerned with executive ownership, suggesting these important stakeholders view executive equity stakes as an important governance device. Further analysis reveals that during the late 1990s and early 2000s (a period of heightened governance interests), creditors placed incrementally greater emphasis on managerial ownership as a mechanism to protect their investments in the firm. These findings suggest that creditors perceive managerial ownership as an agency-theoretic governance device rather than a stewardship mechanism that fosters managerial commitment and promotes group interests. Overall, the analysis indicates that managerial ownership influences executive behavior.

 

Chapter 23: Governance of Banking Institutions (Renée Birgit Adams) This chapter documents some little-known features of bank governance involving bank boards and describes regulation and laws that are likely to influence bank governance. It also describes how organizational form and activities of banks may influence bank boards and provides some new evidence on these influences. The chapter points out some potential problems with the measurement of CEO compensation and ownership structures in banking. A main conclusion is that applying governance standards developed from the study of nonfinancial firms to banks is unlikely to improve bank governance.

 

Chapter 24: Corporate Governance: Nonequity Stakeholders (Marc Goergen, Chris Brewster, and Geoffrey Wood) Shareholders are not the only stakeholders in an organization. This chapter examines the influence of other stakeholders in a range of contexts, focusing particularly on employees. An influential strand of the finance literature focuses on the nature and extent of shareholder rights vis-à-vis employees. Unlike most of the current literature on the topic, which relies on a limited number of case studies and/or broad macroeconomic data, this chapter draws on evidence from a large-scale survey of organizations to highlight the complex nature of corporate governance regimes and how they are affected by the relative strength of unions and collective representation at the organizational level. The chapter looks at employment security and training and development across regimes. It also notes differences between societal institutions, legal traditions, political parties, and electoral systems across countries and indicates some limitations of the mainstream finance and economics literature along with the value of alternative socioeconomic approaches.


Proxy Contests and Markets 

Chapter 25: Proxy Contests (Peter G. Szilagyi) Chapter 25 provides an overview of the role and effectiveness of proxy contests in corporate governance. Proxy  contests have traditionally been viewed as an expensive and inefficient alternative to takeovers in forcing changes in corporate control. Indeed, until recently, proxy contests were relatively infrequent, waged mostly by individuals, and generally failed to improve corporate performance. However, a new wave of successful contests emerged in the 2000s, dominated by hedge funds seeking governance arbitrage and using innovative campaign strategies. Whether this new wave will be sustained in the long run depends on the SEC’s new voting and proxy access rules that favor shareholders but are likely to reduce dissident incentives to initiate proxy contests.

 

Chapter 26: Corporate Takeovers and Restructurings (Mike Stegemoller) An important component of a well-functioning corporate governance system is the indirect external governance of takeovers and restructuring activities. Alongside the motives of creating synergies and taking advantage of market mispricing, takeovers act as a market for corporate control in which managers risk being replaced if they underperform, thereby mitigating the principal-agent conflict. Restructuring events such as subsidiary sales, spin-offs, equity carve-outs, and targeted stock issuances reduce agency problems by revealing information about the performance of subsidiary managers and relieving information asymmetries about the parent firm. Consequently, while there are different motives for takeovers and restructurings, both lead to massive changes in internal governance. Thus, examining these changes provides information about governance.

 

Chapter 27: Corporate Takeovers and Wealth Creation (Marina Martynova and Luc Renneboog) This chapter analyzes the expected synergies of mergers and acquisitions as reflected in the short-term wealth effects around the takeover announcement. Takeovers are expected to create synergies as their announcements trigger statistically significant abnormal returns of 9.13 percent for the targets and 0.53 percent for bidding firms. The characteristics of the targets and bidding firms and of the bid itself are able to explain a significant part of these returns: (1) deal hostility increases the target’s return but decreases the bidder’s returns; (2) the private status of the target is associated with higher bidder’s returns; and (3) an equity payment leads to a decrease in both bidder and target returns. A comparison of the UK and continental European M&A markets reveals that the takeover returns of UK targets substantially exceed those of continental European firms, while UK bidders earn significantly lower announcement returns than continental European ones.


Accounting, Legal, and Regulatory Intervention 

Chapter 28: Corporate Governance and Accountability (Renee M. Jones) This chapter describes the sources of corporate governance standards for American corporations and analyzes the accountability mechanisms designed to ensure that corporate officials act faithfully in the management of corporate affairs. The chapter focuses on the financial reporting system, under the U.S. securities laws, that forms the foundation of the accountability system, and discusses structures and rules designed to ensure the integrity of financial reporting. The roles of the SEC, accounting and auditing regulators, and the board of directors are examined. Special emphasis is given to the Sarbanes-Oxley Act of 2002, which aimed to correct perceived  weaknesses within the system. The chapter concludes that U.S. corporate governance systems are sound in design but that problems in enforcement prevent the regime from effectively constraining abuses and excesses of corporate leaders.

 

Chapter 29: Corporate Governance Rules and Guidelines (Zabihollah Rezaee) The past decade has witnessed a move toward global financial markets and the cross-border flow of capital. Public companies worldwide form the basis of the global economy. Recent financial crises and the resulting global economic meltdown are rooted in a variety of factors including failure of market correction mechanisms and ineffective corporate governance. General perception is that subsidizing or bailing out troubled companies and their executives does not serve the economy, whereas better accountability and more effective and efficient corporate governance rules and guidelines should improve the global economy. Corporate governance rules and guidelines presented in this chapter are intended to promote a corporate culture and environment within which companies can operate to generate sustainable performance while protecting the interests of all stakeholders.

 

Chapter 30: Economics Aspects of Corporate Governance and Regulation (Valentina Bruno and Stijn Claessens) Country-level investor protection and other corporate governance rules can help alleviate agency problems and overcome contract incompleteness, encouraging better firm performance. However, firms already adopt governance practices voluntarily and, as such, the implicit and explicit costs of any rule may exceed its benefits. This chapter provides a survey of the relevant theoretical and empirical literature on this issue. Not surprisingly, in light of the complex interactions between corporate governance rules and firm practices with various externality effects, the literature argues for both positive and negative aspects of existing and new country rules. This review also makes clear that many issues remain unanswered due to methodological and data limitations. Nevertheless, a key finding of this survey is that corporate governance and related rules cannot be considered in isolation from other country-specific economic and institutional factors.


Part Four: Answers to Chapter Discussion Questions 

Part Four gives readers answers to the discussion questions presented at the end of each chapter.




SUMMARY AND CONCLUSIONS 

As this book suggests, corporate governance is a multifaceted subject. In broad terms, corporate governance refers to the way in which a corporation is directed, administered, and controlled. Corporate governance also concerns the relationships among the various internal and external stakeholders involved as well as the governance processes designed to help a corporation achieve its goals. Of prime importance are those mechanisms and controls that are designed to reduce or eliminate the principal-agent problem. Good corporate governance is important because it not only provides the cornerstone for the integrity of corporations,  financial institutions, and markets, but also is central to the health and stability of world economies.

The current financial crisis has highlighted many corporate governance failures. As a consequence of high-profile collapses of corporations since 2001, heightened attention has focused on the corporate governance practices of modern corporations. As Kirkpatrick (2009, 1) notes:. . .the financial crisis can be to an important extent attributed to failures and weaknesses in corporate governance arrangements which did not serve their purpose to safeguard against excessive risk taking in a number of financial services companies. Accounting standards and regulatory requirements have also proved insufficient in some areas. Last but not least, remuneration systems have in a number of cases not been closely related to the strategy and risk appetite of the company and its longer-term interests.





The financial crisis required governments to make massive interventions in their financial systems. For example, the U.S. federal government passed the Sarbanes-Oxley Act in 2002 as a means of restoring public confidence in corporate governance. The financial crisis also led the Organization for Economic Co-operation and Development (OECD), which consists of the governments of 30 democracies, to update the OECD Principles of Corporate Governance (OECD 2004) and to provide an analysis of the role of corporate governance in the financial crisis (OECD 2009). The current turmoil in economies throughout the world suggests a need to reexamine the adequacy of corporate governance. This book provides a challenging and comprehensive synthesis of the myriad of theoretical and practical issues that arise from the debate on how to create effective corporate governance.
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INTRODUCTION 

To understand the historical development of the rules of American corporate governance, one must understand the financial history of the modern public corporation, for that history contains the principal determinants of the roles of the corporation’s directors, officers, and shareholders. While intellectual trends, responses to business crises, politics, and social pressures have all contributed to the development of American corporate governance rules, the rules that survived were those that reflected the financial realities of the time. Finance, in short, drove law.

This chapter begins with the dramatic growth in the scale of private business organizations at the turn of the twentieth century and developments in state corporate law that supported this growth. The first part focuses on New Jersey’s revision of its general incorporation statute that took place between 1889 and 1896. Drafted in a manner that alleviated businessmen’s concerns that competition among corporations in new industries would threaten the success of industrialization, this new corporation law provided tools to rationalize competition through combination. It was the first major legislation to permit corporate combination by loosening historically tight restrictions on capital structure and corporate purpose and offering means to evade increasingly confusing antitrust laws. Corporations could now incorporate for any lawful purpose and exist as holding companies solely to own other corporations. The statute gave investment bankers and trust promoters, acting through the board, the power to print corporate stock and use it to buy up corporations at inflated prices. Taking their fees in stock, these promoters, along with the original shareholders, then sold their stock to a burgeoning middle class eager to invest while continuing to control their corporations through a variety  of legal devices. From 1896 to 1903 the new financiers combined between 2,600 and 8,600 corporations (the differential is based upon different technical but not substantive definitions) and created, by one estimate, $20 billion in new corporate capital. The financiers were now in control. The modern stock market—with its negligible shareholder protection and its embrace of an omnipotent board—was born.

The second part of the chapter covers the mid-century years, from the late 1920s through the 1960s, starting with efforts to use state corporate law to restrain corporate power exercised by the control group. It suggests that the financial structure of American corporations undermined such efforts. From the beginning of American industrialization, retained earnings and debt played by far the largest part in financing productive enterprise. During the Great Depression and for the three decades that followed, retained earnings continued to supply the majority of America’s investment capital, protecting management from capital market pressures. Public shareholders were relatively unimportant and their numbers had plummeted following the Great Crash of 1929. This situation doomed the mid-century attempts to restrain corporate power by encouraging shareholder participation or by imposing stricter fiduciary duties on the board, especially toward their minority shareholders. Public corporations did not especially need their shareholders to fund operations, and courts increasingly retreated into a posture that allowed wide discretion to directors. Thus the age of managerialism was born at a time when self-financing, combined with relationship bank financing, protected boards from the pressures of their public shareholders and the capital markets.

An aggressive campaign undertaken by the New York Stock Exchange (NYSE) to broaden stock ownership among Americans in the 1950s and 1960s helped lead to an explosion in public stock ownership. Still, public stock did not finance production. Throughout the 1950s and 1960s, retained earnings and debt still dominated, and the law continued to defer to the reality of managerialism. But the 1970s brought change. The third part of the chapter shows the general breakdown of the public market in the 1970s which, along with political turmoil, brought increasingly radical demands for reform. Corporate boards were a principal target for those who challenged the establishment, leading boards to realize that their choice was either to provide a solution or to face tougher regulation. The result, firmly in place by the early 1980s, was the modern independent monitoring board.

Coming as it did on the heels of challenges to the existing managerial order, the monitoring model allowed courts to treat directors as agents of the shareholders. Moreover, with directors having limited time and knowledge, stock prices became the most accessible metric for a corporation’s (and a board’s) success. The contemporary norm of shareholder valuism was born. Takeovers, stock buybacks, and leverage became the principal techniques to achieve stock price appreciation, and shareholders—especially the now-powerful institutional shareholders—demanded it. Retained earnings disappeared as corporations used equity in order to return money to their shareholders, and corporate debt skyrocketed. Accommodating agents as the courts allowed, if not encouraged, them to be, corporate boards have since led American industry into financial disaster.




CORPORATE GOVERNANCE IN THE AGE OF TRUSTS 

By 1890, monsters roamed the earth. Although only seven businesses were organized in the trust form, these businesses gave their name to an entire species of large manufacturing corporations that had sprung out of America’s early nineteenth-century efforts at industrialization. Standard Oil controlled almost 90 percent of the United States petroleum market by 1878, and the Sugar Trust controlled 75 percent of the sugar refining industry by the 1880s. Other industrial businesses dominated local, regional, and national markets. J. P. Morgan, assembling U.S. Steel in 1901, recognized that unless he persuaded Andrew Carnegie to sell into the combination, he would have a competitor so formidable as to threaten the success of the already huge project. From New York to St. Louis, from Baltimore to Cleveland and Chicago, and beyond to the west in San Francisco, American industrial businesses, whether organized in the trust form or not, were becoming very large (Chernow 1998; Mitchell 2007).

Only a few industrial concerns achieved national dominance. Much more common were medium to large businesses that competed within their regions to capture enough revenue to pay high fixed costs. The railroads, with steady demand for rolling stock, new track, repairs, and the high cost of debt financing, suffered from overcompetition with a vengeance, but other new industries did as well. Attempts at cooperation to control competition and sustain production characterized many of these industries, beginning with the railroads and moving to petroleum, cotton oil, lead, beef, flour, and steel. So in addition to large and growing businesses, Americans of the last quarter of the nineteenth century were confronted with an accelerating, if not yet entirely effective, movement to combine businesses into far more massive concerns. This was a worrisome development. Businesses that dominated their industries precluded competition and, more importantly, controlled pricing (Kolko 1965; Wiebe 1977).

By 1890, a number of states had passed strong antitrust measures, encouraged by a rural population that feared the power these large companies had over the prices of farming and living necessities. In 1890 Congress passed the Sherman Anti-Trust Act. But these efforts had little significant direct effect. Just as small farmers, manufacturers, and shopkeepers feared the flour trust, the sugar trust, and Sears Roebuck, so larger industrialists needed to create trusts to eliminate ruinous price competition that drove prices below fixed costs and threatened bankruptcy. In a world driven by finance, the industrialists’ concerns won (Mitchell 2007).

Changes in state corporate law were crucial in undermining federal antitrust regulation by accommodating the industrialists’ needs. Nineteenth-century corporate law imposed tight limits on what corporations could do. They could not own stock in other corporations, merge without the unanimous consent of the shareholders, or capitalize their businesses at valuations of their own determination. These limitations, along with traditional common law restraint of trade doctrines, stymied business cooperation as the century drew to a close. Several states including Maine, West Virginia, and Delaware modified their corporate laws to give boards more power to order the affairs of their corporations. No law was as comprehensive or as aggressively marketed as that of New Jersey (Horwitz 1992; Grandy 1993; Mitchell 2007).

In 1888 (effective 1889), New Jersey amended its corporate law to permit one corporation to own stock in another. In slightly (but economically immaterial) different form, this revision effectively legalized the outlawed trust form of business combination. By the time trust lawyer James B. Dill comprehensively rewrote what became the New Jersey Corporation Law of 1896, all of the transformative pieces were in place. New Jersey corporations could own and vote the stock of other corporations, incorporate for any lawful purpose (including simply to own stock in other companies), operate entirely out of state as long as they maintained a registered office in New Jersey (which meant a plaque on the wall of the newly formed Corporation Trust Company of New Jersey), and, most important, use their own stock to buy assets, including the stock of other companies (Report of Commissioners 1896; Mitchell 2007). This last provision appeared in other state corporation laws by 1896, but New Jersey went a step further. In the absence of actual fraud, its statute gave the directors the sole power to determine the value of the assets to be purchased (and thus the stock to be issued). Most of the giant business combinations of the turn of the century were formed and financed by virtue of this new law. Before long, most states had adopted laws similar to New Jersey’s (Mitchell 2007).

American industrialization might well have continued on the nineteenth-century trajectory it had set for itself had its structure not been changed by New Jersey’s liberation of boards. New Jersey’s statute allowed directors to buy corporations for inflated prices and to use stock instead of cash for these purchases. Given the incentives of trust promoters who took their fees in stock, the stock was promptly sold to a newly rising and financially ambitious middle class (Mitchell 2007).

Finance drove the liberalization of corporate law. The great merger wave that followed America’s emergence from a four-year depression in 1897, just as the New Jersey legislature had fortuitously perfected its corporate law, brought an aggregate of $20 billion in new capitalization into the American business economy, primarily in the form of common and preferred stock and, to a lesser extent, bonds (Conant 1904; Moody 1904). The sell-off would, in fits and starts, continue through the middle of the nineteen-teens, catalyzed then by tax changes. By the end of the first decade of the century, a class of public stockholders had been established as an important characteristic of the American economy (Mitchell 2007).

This new class had little role in corporate affairs. The new corporate statutes ended the individual shareholder’s ability to participate in corporate management. The erosion of the traditional ultra vires doctrine and the reintroduction of the idea that the board’s power was original and undelegated helped minimize shareholder control. So did changing voting rules. Proxy voting, which was banned in the early nineteenth century, became the norm and an instrument to strip meaningful voice from the shareholders. The shareholders’ right to remove directors at will was eliminated. In addition, states gradually adopted statutes allowing a simple majority of the shareholders to approve the sale of corporate assets, abolishing the nineteenth-century rule of unanimity. By 1926, the common law rule had disappeared in almost every state (Horwitz 1992; Tsuk Mitchell 2006).

Other legal devices further weakened shareholders. The newly legalized holding company allowed pyramiding, where one corporation controlled the majority of stock of many direct and indirect subsidiaries, leaving control with the  shareholders at the parent level. This control technique soon became common (Bonbright and Means 1932). Outright restrictions on the voting rights of certain classes of shareholders, including nonvoting stock and conditional voting stock, also became common around 1910 (Stevens 1926: Tsuk Mitchell 2006).

Most important, the new statutes allowed the board to capitalize the corporation as it saw fit. This permitted financiers to use inflated stock to buy companies at inflated prices and dump the stock on the market. At first, overcapitalization was relatively transparent because common stock was issued at large par values, typically $100. But in 1912 New York became the first state to authorize no-par stock. The nominal justification was that the growing group of small, middle-class stockholders had been misled into buying speculative common stock because of a widely held and false belief that par value was the real economic value of the stock (Report of the Railroad Securities Commission 1911; Dodd 1930; Mitchell 2007).

No-par stock eliminated the problem of overcapitalization by permitting boards to avoid any notional amount of share capital. With this tool in hand, corporations could avoid the charges of financial fraud and corporate mismanagement that had been levied at them from virtually all corners of the nation. Overcapitalization continued to be an issue well into the 1930s, but mostly in the context of regulated industries in which rates of return were administratively determined. Industrial corporations were, for the most part, off the hook, and shareholders were left to rely for protection on questionable securities markets, the reputations of investment banking houses, and the arcane and still quite primitive science of valuation. Deprived of their voice, shareholders were also dependent more than ever on the goodwill of corporate boards and control groups for the integrity of their investments (Mitchell 2007).

Federal lawmakers tried to displace New Jersey and its imitators with a federal corporation law that restricted boards’ almost unrestrained abilities to capitalize and combine corporations. While the principal corporate governance concern was to prevent the control group from engaging in fraudulent finance, the first serious calls for minority shareholder protection also began to be heard. These efforts continued following the Panic of 1907 and through the end of the First World War, culminating in failed attempts to pass federal disclosure laws to protect securities holders. In 1918 shareholder-protective disclosure legislation first received serious congressional attention, backed by President Wilson. But these early efforts fizzled by the beginning of the next decade (Seligman 2003; Mitchell 2007).

Finance triumphed with a vengeance, offering the new class of shareholders seemingly more valuable gains than protective legislation. The laws that were drawn to serve finance, and a business movement that was financially driven, transformed the character of American business from industrial production to financial manipulation. Where the industrialists of the nineteenth century lived very well on their dividends, the financiers of the twentieth century and their clients demanded large multiples of earnings for the opportunity to share in the future profits of industry. Manufacturing was simply a means to that end.

The well-known banker domination of the boards of industrial corporations was firmly in place in the early decades of the twentieth century, accomplished by such devices as voting trusts and pyramided holding companies (Berle and Means 1932). These investment-banking houses that put together the combinations and controlled the boards had made their reputations selling bonds, and it appears to  have been for the sake of bondholders that they ruled. But the principal goal of industry had become not only to pay interest on the bonds but also, and perhaps more important, to pay dividends on the stock.

The bubble that collapsed in 1903 showed just how difficult it was to support the new financial superstructure and how hard corporations tried. U.S. Steel is exemplary. Following the collapse of its stock price (after it had passed a dividend), Charles Schwab, consummate steel man and Carnegie’s carefully groomed successor, was fired as president of U.S. Steel and replaced by trust promoter Judge Elbert Gary (McCraw and Reinhardt 1989). By 1908, the power of U.S. Steel’s executive committee had been completely usurped by its finance committee.

The stock frenzy of the early part of the century left the new combinations with ravaged stock prices and unhappy shareholders. Stock prices could only be grown and supported in the long term by real earnings, not financial fads. U.S. Steel began retaining earnings to support its securities prices but it was not until 1929 that its book value reached its 1901 capitalization (Mitchell 2007). Other corporations bought their stock back from the market to achieve the same result. The consequence was that by the 1930s industrial corporations no longer needed their stockholders (who had largely deserted them following the crash anyway), but instead could and did live off their retained earnings. This practice persisted largely until the late 1960s and created the conditions for mid-century managerialism and its accompanying modes of corporate governance. These developments are examined in the next section.




FROM CRASH TO CRASH: INTERNAL FINANCE AND THE AGE OF MANAGERIALISM 

The seeds of managerialism had begun to take root even as the aftereffects of the merger wave were still being addressed. For ordinary shareholders, having an interest in an enterprise no longer meant having power over the enterprise. This separation of ownership from control allowed corporations and, more seriously, the control group—an investment bank, a wealthy individual, or management—to amass tremendous power over individuals, groups, and even the state (Tsuk Mitchell 2006). The practice of retaining earnings to support stock prices kept corporations from returning to the public market and allowed them to finance primarily from within, protecting first control groups and later management from external scrutiny. For more than two decades after the Great Crash of 1929, public stockholding dropped to a tiny proportion of the population and active trading was desultory, leaving the potential pressure of the market so dissolute that control groups and management-controlled corporate boards had little to fear from their shareholders (Sobel 1975).

Reformers and corporate law scholars were concerned about these developments. With concentrated and seemingly unrestrained power dominating American corporate behavior, attention shifted from the capitalization concerns of the first two decades to the perennial issue of corporate power. In the 1920s, reformers focused on empowering minority shareholders to counter the control group and help channel corporate power toward socially beneficial goals. Some sought to achieve these goals by imposing on corporations mandatory voting rights while other  reformers called for establishing permanent shareholder representative organizations to communicate with management (Tsuk Mitchell 2006). Ultimately, corporate law scholars converged on a different solution. In a series of early to mid-1930s books and articles, legal scholars such as Adolf A. Berle Jr. and William O. Douglas attempted to define a distinct role for the board of directors (as distinguished from management) in restraining the control group from abusing corporate power. They described corporate powers as powers in trust and directors as trustees for the corporation, its shareholders, and the community (Tsuk Mitchell 2009).

Berle, who viewed directors as trustees for the shareholders, wanted the board to protect the public shareholders from fraud and other manipulative practices that plagued the securities markets in the early decades of the twentieth century. He believed that in so doing, directors would also help channel corporate power toward socially beneficial goals (Berle 1931 and 1932). Douglas was especially concerned about corporate internal hierarchies and wanted directors to protect public shareholders from management. He called for the creation of an independent board of directors, the task of which would be to set the corporation’s policies and monitor the executives lest they abuse their managerial power to benefit themselves or the control group (Douglas 1934).

Neither Berle nor Douglas saw any contradiction between the directors’ role as trustees for the community and their role as the shareholders’ fiduciaries. Both wanted to constrain those in control, whether investment bankers, minority owners, or management. Demanding that directors act as trustees for the community and that they represent the interests of public shareholders were thus complementary requirements. Theirs was nonetheless a position that the courts did not find easy to embrace. More broadly, the courts never fully endorsed the trusteeship idea. Instead, courts preferred to view the directors’ role as analogous to the position of elected officials in a representative democracy (Tsuk Mitchell 2009). Combined with a financial structure that shielded corporations (and their boards) from the public markets, describing directors as representatives helped severely dilute directors’ (and managers’) duties.

By the early 1940s, as more shareholders attempted to use the derivative suit to challenge directors’ actions, courts (with New York courts at the helm) drew on the model of representative democracy to limit the shareholders’ ability to challenge directors’ actions. The courts’ tool was an exemption from liability for honest mistakes (that is, mistakes that even a prudent person might make) from which directors benefited throughout the nineteenth century. Expanding the scope of this exemption to encompass any and all directors’ mistakes, courts created the modern business judgment rule as a rule of complete deference to directors’ expert opinion. In the absence of fraud, conflict of interest, or bad faith, courts refrained from evaluating directors’ actions in matters entrusted to their discretion even when the directors’ errors were gross. Shareholders, who were already precluded from instructing directors as to how the corporation should be managed (even in closely held corporations), were now also mostly prevented from challenging directors’ decisions that harmed the corporation (Tsuk Mitchell 2009).

At the same time, courts also used the concept of fairness to replace earlier notions of trust as the foundation of the duty of loyalty. Trust required corporate directors and managers to work in their corporation’s best interests and prohibited them from considering their interests while dealing with matters within the scope  of their fiduciary obligations. In turn, fairness, a concept of balance and proportionality, allowed directors and managers to take their own interests into account in their examination of self-dealing transactions. Within a few decades, the courts’ fairness test became fixated on process rather than substance. By the end of the twentieth century, the circumstances in which a fiduciary could be found to violate this fairness standard were relatively few (Mitchell 1993).

Federal regulation also did little to protect the shareholders’ role in corporate affairs. In 1943, the Securities and Exchange Commission (SEC) attempted to help disenfranchised shareholders by passing Rule 14a-8, which required the board of directors to include certain proposals from shareholders in its annual proxy solicitation. The SEC staff saw the small, long-term shareholder as the principal beneficiary of the rule. Presumably, the rule was designed to protect the individual shareholder against the corporation’s management. The directors, viewed as the shareholders’ representatives (or fiduciaries), were entrusted with the task of mediating potential conflicts between management and shareholders (Committee on Interstate and Foreign Commerce, House of Representatives, Hearings 1943; Nicholas 2002; Tsuk Mitchell 2006).

By the time Rule 14a-8 was enacted, though, the SEC had lapsed into a period of dormancy and ineffectiveness following significant attempts at market reform, first by Chairman William Douglas and then by his less-effective successor, Jerome Frank. After Frank’s relatively brief term as chairman and a very short interval in which Edward Eicher served in the position, Roosevelt appointed the conciliatory Ganson Purcell as chairman, ushering in a period of SEC complacency that lasted until Kennedy’s appointment of William C. Cary in 1961. At the time of Purcell’s appointment, business groups, their patience exhausted by the regulatory flowering of the New Deal and the aggressive stock exchange reforms hammered out between Douglas and NYSE president William McChesney Martin, were adamantly opposed to any attempt to promote shareholder activism (Sobel 1975; Seligman 2003). And the SEC staff saw merit in their opposition. While insisting on enacting Rule 14a-8, the SEC staff was tentative about the appropriate scope of shareholder participation. Purportedly seeking to promote shareholder democracy, the SEC staff also hoped that the ideal of shareholder democracy would legitimize management’s power to run the corporation (Tsuk Mitchell 2006).

Subsequent developments brought that latter aspect to the fore as American industry performed well during the Truman administration. Beginning shortly after its adoption (and continuing well into the 1980s), the shareholder proposal rule, especially the definition of proper subjects for shareholder proposals and the qualifications of the submitting shareholders, underwent cycles of interpretation and amendment by the SEC and the courts. These changes corresponded to and helped shape changing visions of the relationship between shareholders, executives, and directors in the large public corporation. Ultimately, these changes destroyed any possibility of effective shareholder participation.

The first set of changes to Rule 14a-8, adopted in 1947, formalized the role of the SEC’s Division of Corporation Finance in reviewing shareholder proposals that corporations wanted to omit from their proxy statements. A year later, the SEC made additional changes, expanding the conditions under which a corporation was allowed to exclude proposals addressing proper subjects. In 1952, the SEC went further, excluding from the scope of permissible shareholder proposals  those addressing “general economic, political, racial, religious, social or similar causes” (SEC Release No. 4775). Two years later, the SEC excluded proposals referring to ordinary business from the appropriate scope of shareholders action. Corporations could omit both those proposals having to do with too general (economic, political, racial, religious, or social) matters and those dealing with too narrow issues—that is, ordinary business (Emerson and Latcham 1954; Nicholas 2002; Tsuk Mitchell 2006).

The 1954 amendments left little of the original purpose of the shareholder proposal rule. The only power that shareholders still had, other than the ability to sell their stock, was the often-impractical power to launch a proxy contest. Instead of seeking to foster communication and cooperation between individual shareholders and managers, the 1954 amendments helped legitimate representative democracy as the model of corporate governance. The idea that public shareholders were merely investors, as distinguished from participants, prevailed. By the 1990s, this market-centered vision would dominate not only the SEC’s and courts’ interpretation of the shareholder proposal rule but also corporate law more generally (Tsuk Mitchell 2006).

There are different explanations for the rise and demise of the shareholder proposal rule and the erosion of directors’ duties. The best, though not exclusive, explanation lies in the financial reality of mid-century public corporations. Heavy reliance on internal finance insulated the control group, which had begun to pass from large shareholders and investment bankers to management-dominated boards, from the discipline of the stock market and public shareholders. Corporations obtained necessary external financing largely from banks, with whom corporate management developed close relationships and whose representatives often sat on corporate boards. And politicians were in no mood to disturb American business during one of its greatest periods of expansion. With public shareholders largely irrelevant to business, the law could do little to invigorate them. Exhibit 2.1  illustrates the degree to which American corporations relied on their own earnings to finance operations, showing the ratios of internal to total sources of funding of nonfinancial corporations from 1901 to 1962. The table shows that internal funding sources provided a majority of all corporate funding well through the middle of the twentieth century, peaking in the Depression years when external funding was unavailable but otherwise remaining substantial.

Exhibit 2.1 Ratios of Internal to Total Sources of Nonfinancial Corporations, 1901-1962

Sources: Kuznets (1961, 248, Table 39) for 1901-1956; Sametz (1964, 455, Table 4) for 1957-1962.



	Years 	Ratio 
	1901-1912	0.55
	1913-1922	0.60
	1923-1929	0.55
	1930-1933	—
	1934-1939	0.98
	1940-1945	0.80
	1946-1949	0.64
	1946-1956	0.61
	1957-1962	0.61


IRS records confirm the extent to which retained earnings formed the majority of corporate finance through the middle of the century. The remaining funds were supplied about one-third by long-term debt, roughly 10 percent by short-term debt, and the balance by accounts receivable. New equity capital was largely irrelevant (Mitchell 2010).

As late as 1952, only 6.5 million individuals—4.2 percent of the American population—owned any stock, and institutional ownership was insignificant, although the latter would start to rise substantially by the end of the decade. Taken by itself, the small number of public investors does not speak directly to stock’s relative importance, or lack thereof, in corporate financing. But combined with the empirical data demonstrating the importance of internal financing, the conclusion that external stockholders were financially insignificant to corporate finance is hard to dispute.

Under these circumstances, the laws of corporate governance could only have minimal effect upon directors’ conduct even if the courts or the SEC had chosen to be aggressive. Shareholders continued to receive dividends as the primary form of return on their investments at the discretion of the boards, and a continuous stream of dividends served a protective function against widespread shareholder activism or shareholder suits.

Reformers could also easily assume that there was no need to protect public shareholders as public shareholders’ interests were not, in fact, ignored. Studies found that between the late 1930s and the 1960s, a plurality to a majority of public corporations had control blocks of stock; 27 percent of directors by the late 1950s were substantial shareholders or representatives of financial institutions; and, on average, boards owned just less than 10 percent of their corporations’ stock. Moreover, executive stock compensation had reached at least 36 percent of total executive compensation in the late 1950s and early 1960s (Mitchell 2007). If one accepted, as many had come to do, that shareholders were only investors, there seemed to be little need further to protect the public shareholders’ ability to affect the management of their corporations. The road for the market-centered vision of the corporation was paved.




TO MARKET 

Even as internal finance helped to sustain the managerial era, developments were taking place that laid the groundwork for a massive change in corporate governance from the management board to the independent monitoring board. With this change came an almost absolute shield from liability, a shift in the description of directors from trustees or representatives of the shareholders to agents of the shareholders, and a turn from managerial concern with business growth to shareholder valuism. Corporate boards’ focus shifted from managing for growth  to managing for stock price. As had been true at the turn of the century, the fulcrum of change was the stock market. The monitoring board that emerged from the turbulent 1970s saw stock price as its metric of corporate performance and the enhancement of shareholder value as its mandate.

As noted earlier, stock ownership was not widespread among the American population during the middle of the century, and the market was neither active nor deep. This caused particular concern for the members of the New York Stock Exchange (NYSE), especially among commission brokers who made their living by selling stock to outsiders. Average annual turnover on the NYSE between 1945 and 1955 was 15.72 percent, with a high of 24 percent in 1945 and a low of 13 percent in 1952 (NYSEData.com Factbook). As NYSE historian Robert Sobel (1975) notes, many exchange members could no longer even afford to lunch at the NYSE’s exclusive club.

The NYSE decided to address the problem by mass marketing stock—or the idea of investing in stock—much in the same way that consumer industries throughout the country had long been doing. Under its new president, G. Keith Funston, the NYSE embarked upon a campaign called “Own Your Share of American Business.” So focused was Funston on trading volume that his speeches admitted his lack of concern over who issued stock, as long as there was stock to bring investors’ dollars to the floor of the NYSE. Advertising was sophisticated and targeted various potential groups of stock buyers based on extensive market research. Reviving, after a fashion, the early-century brokerage houses’ “buy on time” plans, the NYSE initiated a successful Monthly Investment Plan to facilitate stock buying by Americans of modest means. And, partly ignoring the more aggressive advice of its advertising agency, the NYSE emphasized dividends and carefully worded the risks of stock ownership in a manner that was both truthful and comforting (Mitchell 2010).

The NYSE emphasized dividends because it explicitly hoped not only to increase its members’ income with widespread share ownership but also to establish a broader political base with which to lobby against double taxation. At the same time, the “Own Your Share of American Business” campaign bore the origins of the modern speculative market for capital gains. The NYSE was perfectly honest with its members that stimulating broader stock holdings could create a more speculative market (and therefore higher turnover and higher commissions). Low turnover meant low commissions and lower profits for the specialists who controlled the NYSE. Hence, in its 1955 Annual Report (NYSE 1955), the NYSE also complained that the Federal Reserve Board, through a lack of understanding of the importance of securities credit, had raised margin requirements twice that year. While buying stock on margin could be consistent with the desire for dividends, it was considerably more clearly related to investing for capital appreciation.

Explosive market development in the succeeding years, with a marked turn to investing for capital gains, demonstrated the success of the NYSE’s programs. Turnover remained at pre-campaign levels throughout the 1960s. But by the early 1970s, turnover had begun a more or less steady upward trend through 40 percent and 50 percent and climbing higher to annual turnovers more like 54 percent in 1993. It soared into the 80 to 90 percent range and beyond later that decade, reaching  a high of 123 percent in 2007 (NYSEdata.com Factbook). Similarly, while dividends were the currency of investing in the 1950s, they became less important to investors in the 1960s and have continued along this path since. The NYSE had succeeded in its goals, and shareholders’ desires for dividends gave way to the demand for capital appreciation. Greater volatility and higher brokers’ profits were the result (Sobel 1975; Mitchell 2010).

Stock ownership also increased rapidly in the 1960s. By 1965 more than 20 million individuals—10 percent of the population—owned stock, and in 2002 slightly more than 84 million Americans, or 29 percent of the total population, directly owned stock. Additionally, a major difference occurred in the form of ownership. Although indirect ownership through institutions was practically nonexistent in 1952 and modest in 1965, a significant majority owned stock through institutions in 2002 (Mitchell 2009b).

This rapidly growing market hit some significant snags leading to important changes in corporate governance rules and norms. The back-office crisis of the late 1960s and the market collapse of 1971 caused extreme disruptions that, together with other crises like Watergate, the foreign bribery scandals, the 1970 bankruptcy of Penn Central, the dual oil crises, and growing inflation, as well as increasing popular discontent with the war in Vietnam, generated a search for culprits. The insular, secretive, privileged, and increasingly defensive managerial board provided a target. Major reform efforts resulted in the reconceptualization of the board, most completely articulated by Melvin Eisenberg in 1976 and enshrined by the American Law Institute in its Principles of Corporate Governance, which was received with great fanfare in 1979 (although it would not reach completion until 1994). The new board—an independent monitoring rather than a managing board—achieved consensus approval just in time for the takeover decade of the 1980s, by the middle of which a particular version of it had been firmly accepted by the Delaware courts (Mitchell 2009a).

Eisenberg (1976) wanted to use the monitoring model substantially to redefine directors’ duties, but the Delaware courts saw matters differently. Responding to the demands of the legal and business communities, the Delaware courts focused on the structural aspect of the monitoring model, stressing the monitoring role of independent directors (independence narrowly defined as lack of control or domination by an individual interested in the transaction). This, in turn, allowed the courts to shield directors from liability. If a majority of independent, disinterested directors, following the courts’ procedural requirements, approved the board’s actions (including conflict-of-interest transactions), the courts declared such actions to be shielded from further judicial inquiry (Mitchell 2009a).

The Delaware courts’ analyses of the 1980s’ hostile takeover cases ensured that the inside directors were the true beneficiaries of the monitoring model’s liability shielding function. Because successful hostile bidders typically replaced the board, any decision of a target corporation’s directors to adopt a defensive tactic was tainted by conflict of interest. But because inside directors derived their livelihoods from their positions with the target corporation, they faced potentially more serious conflict than did the independent directors. Given the potential conflict of interest, a decision by a board to engage in a defensive tactic should have been analyzed under the fairness test, as was any other form of self-dealing. However, beginning with Unocal Corp. v. Mesa Petroleum Co. (1985, 955), the Delaware courts  adopted a more lenient test—a two-prong test that assessed, first, whether the directors “had reasonable grounds for believing that a danger to corporate policy and effectiveness existed” and, second, whether the defensive tactic the board adopted was “reasonable in relation to the threat posed.” More important, the Delaware courts emphasized that if a majority of the independent directors endorsed the defensive tactic under review, then the board’s action would likely meet the burden of the Unocal test (Tsuk Mitchell 2009; Mitchell 2009a).

Delaware courts did more to shield the insiders from liability. Seeking to protect and encourage directors’ discretion to say no to hostile bidders, Delaware courts turned their attention, generally, to the business judgment rule and its relationship to the duty of care. In Aronson v. Lewis (1984, 812), the Delaware Supreme Court declared that the rule, “an acknowledgment of the managerial prerogatives of Delaware directors,” was a presumption “that in making a business decision the directors of a corporation acted on an informed basis, in good faith and in the honest belief that the action taken was in the best interests of the company.” Placing the burden of rebutting the presumption on the party challenging the decision, the Delaware Supreme Court held that “absent an abuse of discretion, [directors’] judgment will be respected by the courts” (Aronson 1984, 812).

The informed requirement was not part of the business judgment rule before  Aronson (Johnson 2000). However, in Aronson (1984, 812), the Court stressed that “to invoke the rule’s protection directors have a duty to inform themselves, prior to making a business decision, of all material information reasonably available to them.” Moreover, without precedent to support its claim, the Court also announced that “while the Delaware cases use a variety of terms to describe the applicable standard of care, our analysis satisfies us that under the business judgment rule director liability is predicated upon concepts of gross negligence” (Aronson 1984, 812).

Aronson radically changed the contours of the business judgment rule and duty of care. A year later, in Smith v. Van Gorkom (1985, 873), a case that shocked the business and legal communities by finding directors liable for breach of the duty of care, the Supreme Court of Delaware reasserted that “under the business judgment rule director liability is predicated upon concepts of gross negligence” and further concluded that “the concept of gross negligence is also the proper standard for determining whether a business judgment reached by a board of directors was an informed one.” Unless a plaintiff arguing a breach of the duty of care demonstrated that the directors were grossly negligent (that is, grossly negligent with respect to the requirement to be informed), the directors would have the presumption of the business judgment rule and the court would not second-guess their actions. In short, a rule that originated in an understanding of human fallibility and transformed into a rule of deference to expert opinion had become, by century’s end, a defense precluding judicial inquiry into the directors’ challenged actions (Tsuk Mitchell 2009).

Delaware’s legislature obliged in 1986 by enacting section 102(b)(7), which allowed corporations to include in their charters provisions that limited, or even eliminated, the personal liability of directors for almost all breaches of the duty of care. Other jurisdictions followed suit. Moreover, the Delaware courts, using  Aronson as their precedent, reduced the duty of care to a bare minimum. Not only was the bar of gross negligence difficult to meet, but the courts also shrank the  duty of care to the requirement that directors be informed, a duty that the directors could easily fulfill by following the script provided in Van Gorkom (Johnson 2000; Tsuk Mitchell 2009).

By the mid-1980s, the Delaware courts made it patently clear that the power of the monitoring board was absolute and unquestionable, including the power to prevent shareholders from exercising their right to exit the corporation by selling their stock to a hostile bidder. The Delaware courts legitimated their grant of such absolute power by protecting the shareholder vote—a meaningless ritual at best—from impediment by directorial action (Tsuk Mitchell 2006). As Delaware’s Chancellor William Allen explained in Blasius Industries Inc. v. Atlas Corp. (1988, 659), the “shareholder franchise” is “the ideological underpinning upon which the legitimacy of directorial power rests.” Whether the vote is “seen functionally as an unimportant formalism, or as an important tool of discipline,” it “legitimates the exercise of power by some (directors and officers) over vast aggregations of property that they do not own.”

Directors, in short, were neither trustees nor representatives but agents of the shareholders. Yet the obligations derived from their status as agents were limited to allowing shareholders to exercise their typically ineffective voting power. The monitoring model rested on the twin assumptions that the directors’ actual function was to monitor the executives and that independent directors could best perform this function. While the courts did not explicitly make the connection, the independent directors, presumably without other ties to the corporation, made less fictitious the ideas that the shareholders elected directors and thus that the directors were their agents (Tsuk Mitchell 2009). The rhetoric of agency legitimated the independent directors’ power while the courts’ reliance on the independent directors’ opinions helped limit the liability imposed on the board as a whole.

Why did the Delaware courts embrace the interpretation of the monitoring model that emasculated directors’ liability? Again, the reasons lie in finance. The monitoring model was established on a financial background very different from that of the middle of the century. The stock market was rapidly growing, and corporations were using their retained earnings (and replacing them with debt) in order to be able to return value to shareholders, to avoid being taken over, or to finance those takeovers that succeeded. From its highs of the mid-century, internal finance dropped steadily and consistently through 40 percent in the 1960s, 30 percent in the 1970s, 20 percent in the 1980s, and the teens in the 1990s, to reach a low of 3.23 percent of corporate financing in 2002 following the events of 9/11 before recovering slightly to a little over 11 percent in 2005.

The idea that directors were representatives of the shareholders was suitable for a time when internal finance was the norm and public shareholdings modest and correlated well with a rule of deference to the directors’ expert judgment. The notion that directors were agents seemed a better fit for a time when public stock ownership, and especially institutional ownership, had skyrocketed. But as agents, directors could not be presumed to be experts. They could only be described as performing the tasks assigned to them by their principals, the shareholders. In such a context, the business judgment rule could only be a means of protecting directors from their principals when the latter challenged how the task was performed; it could only be a rule shielding directors from liability (Tsuk Mitchell 2009).

The influence of finance reached deeper. With internal finance at record lows, the stock market became the principal governor of corporate behavior and stock price appreciation became an end in and of itself. While debt replaced retained earnings as corporate America’s main means of finance, demands on American corporations to demonstrate elevated stock prices were multiple and growing. Apathetic individual investors and institutional investors alike came to see stock price as the best measure of corporate success, or at least as the best whip against corporate directors, their agents. And the courts made investors’ wishes real. Viewing the independent directors as best suited for the task of guaranteeing continued stock price appreciation, the decisions of the Delaware courts simply advised directors as the shareholders’ agents to maximize shareholder profit so as not to trigger the ire of their principals.




SUMMARY AND CONCLUSIONS 

The corporate governance rules that have survived are those that reflected the financial imperatives of corporations over time. Little question exists today that the shareholder value norm dominates. Legal responsiveness to finance continues to develop as North Dakota has enacted a public corporations statute (the Publicly Traded Corporations Act of 2007) that embraces shareholder valuism by giving shareholders dramatically greater access to, and participation in, corporate decision making than they have thus far enjoyed. The SEC has proposed rules to facilitate greater proxy access (Rule 14a-11), a similar proposal is pending in the Senate, and even Delaware has modified its laws to permit corporations to provide greater participation rights to shareholders (8 Del. Gen. Corp. L., 2009). As history shows, continuation of this trend will depend upon the sources and needs of corporate finance.

This preliminary analysis demonstrates only correlation between finance and corporate governance rules, not causation, and proving the latter is doubtful even in an expanded study. But the correlation is sufficiently strong to suggest that those who study corporate law must study it not as an abstract body of rules but rather in the context of the business and financial realities that underlie those rules and to which they appear to respond.




DISCUSSION QUESTIONS 

1. What were businessmen’s concerns at the end of the nineteenth century and what is the relationship between law’s response to these concerns and the emergence of the modern stock market?
2. How did the turn-of-the-twentieth-century changes to corporate law affect the role of the individual shareholder and her expectations? What were the financial and governance consequences of these expectations?
3. What were the 1930s and 1940s attempts to control corporate power and why did they fail?
4. What is the relationship between the rise of the monitoring model of the board and changes in corporate finance in the second half of the twentieth century?
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INTRODUCTION 

This chapter reviews the main taxonomies of corporate governance systems. The review not only covers the taxonomies developed by financial economists and legal scholars, but also discusses the so-called “varieties of capitalism” (VOC) literature, which has been ignored by most of the former two groups of scholars. Contrary to most of the finance and law literature, the VOC literature does not claim that one system or model of corporate governance is superior to all others. Rather, it is based on the notion of complementarity whereby a specific set of institutions, via their interactions, are more efficient than if each institution were to work in isolation. In contrast, the mainstream finance literature advocates the key role of stock and debt markets for financial development and considers all other institutional arrangements aiming at providing finance to corporations as inferior.

The remainder of the chapter has the following organization. The next section reviews the various taxonomies of corporate governance systems by focusing on the rationale underlying each taxonomy as well as its theoretical predictions. The following section then discusses the empirical evidence on cross-country differences in corporate governance and how the observed differences fit with the various taxonomies of corporate governance systems. The chapter then provides a summary and conclusions.




TAXONOMIES OF CORPORATE GOVERNANCE SYSTEMS 

This section reviews the different taxonomies of corporate governance systems. The classifications presented in this section all lead to empirically testable hypotheses. While this section focuses on the underlying rationale behind each classification and therefore presents only very limited empirical evidence as to the validity of each classification, the next section provides a direct answer to the question of how well these taxonomies fit with the stylized facts known about the different corporate governance systems. The taxonomies reviewed in this section include the market-based versus bank-based systems, the insider versus the outsider system, legal families, political determinants, and the VOC literature.


Market-Based versus Bank-Based Systems 

The first attempts to categorize different systems of capitalism go back to the seminal work of Hicks (1969) and Chandler (1977 and 1984). Hicks distinguished between market-based economies and bank-based economies. Market economies are characterized by their strong reliance on public equity and debt markets whereas bank economies rely on banks to finance corporations. Recently, Allen and Gale (2000) revived this classification. They distinguish between market-based and bank-based (or, alternatively, intermediary-based) systems of corporate control. Their analysis focuses on a comparatively small number of countries (the United Kingdom and the United States as examples of market-based systems and France, Germany, and Japan as examples of bank-based systems). Yet their main insights can be generalized to a large extent.

Following in the footsteps of Roe (1994), Allen and Gale (2000) point out that the differences in the history and regulation of the banking industry have had a large influence on the development of national corporate governance systems. In market-based systems, banks and insurance companies act mainly as financial intermediaries and only rarely hold equity interests in commercial and manufacturing firms. In the United States, regulation (mainly via the Glass-Steagall Act of 1933) has prevented banks from holding direct equity stakes in companies. Further, insurance companies as well as mutual and pension funds are restricted to a maximum equity ownership in a single firm to prevent them from having control over the firm.

Even though financial firms face less formal regulation in the United Kingdom, insurance companies follow self-imposed limitations with regard to their holdings in nonfinancial corporations. Conversely, regulation on corporate ownership by banks is far less restrictive in the bank-based system. In France, Germany, and Japan, banks are allowed to hold directly equity in other companies. Franks and Mayer (2001) show that German banks play an important role as providers of equity finance to corporations. In addition, the influence of banks is not just limited to their direct equity holdings but is further amplified by the proxy votes that they receive from small shareholders who frequently give the banks with whom they deposit their shares the right to vote on their behalf.

On the positive side, the strong role of banks potentially mitigates the free-rider problem associated with dispersed ownership (Holmstrom 1982). On the negative  side, powerful financial intermediaries also come at a cost because they limit the development of public equity and debt markets by establishing close bank-firm ties. Allen and Gale (2000) argue that this not only has an effect on firm financing but also has consequences for private households. In market-based systems, equity is an important proportion of households’ investment assets, whereas cash and bond equivalents make up the majority of households’ assets in bank-based systems.


Insider versus Outsider Systems 

The classification of corporate governance systems into insider systems and outsider systems can be traced to Franks and Mayer (1996 and 2001). According to their taxonomy, well-developed equity and debt markets, dispersed ownership, and an active takeover market are the characteristics of the outsider system. Conversely, the role of financial intermediaries such as commercial banks and insurance companies as financiers to firms and potential monitors of market-listed corporations is limited in this system. Managers of widely held corporations are primarily disciplined through the active takeover market—in other words, via hostile takeovers. Managers therefore act mainly in the interests of shareholders. Examples of the outsider system of corporate control are the United Kingdom and the United States.

In contrast to the outsider system, firms in the insider system are mainly governed by insiders who have privileged access to information. Corporate ownership is highly concentrated and forms complex webs via cross-holdings and pyramids. In many cases, founding families and other dominant shareholders hold seats on the board of directors and/or are directly involved in the management. Ownership is also very stable over time. The stable ownership, together with legal barriers to hostile takeovers (in particular for foreign investors), inhibits the development of an active market for corporate control. In this system, firms not only take the interests of shareholders into account but also consider the interests of various other stakeholders. For example, employees are granted control rights via seats they hold on the board of directors or other corporate committees. Most of Continental Europe can be classified as insider systems.


Legal Families—Civil Law versus Common Law 

La Porta, Lopez-de-Silanes, Shleifer, and Vishny (1998) started a new strand of literature on corporate governance, which is based upon the premise that investors are willing to pay more for financial assets if their rights are better protected by the law. As managers tend to act in their own interest if left to their own devices, shareholders rely on legal means to ensure themselves an adequate return on their investment. Better legal protection guarantees that a larger part of the company’s profits will be paid out to investors—in the form of dividends or share repurchases—as opposed to being spent on investment projects that primarily benefit entrenched managers. Shareholders will then be more willing to invest and entrepreneurs will be able to finance their investment projects with external funds more easily. As a consequence, law and the degree of its enforcement are important determinants of the development of financial markets and economic growth.

La Porta et al. (1998) examine how the legal protection of shareholders and creditors differs across 49 countries and analyze whether these variations can help explain the observed differences in corporate ownership patterns. Based on the idea that company law of different countries generally originates from only a few legal traditions (Watson 1974), they classify countries as either civil law or common law countries. Civil law derives from the Romano-Germanic legal tradition and mainly uses statutes and codes as the means of ordering legal rules. Among civil law countries, La Porta et al. further differentiate between the French, German, and Scandinavian legal families. Outside Continental Europe, the legal systems of countries such as China, Japan, South Korea, and Taiwan are also based on civil law. In contrast, common law, which is English in origin, is shaped by judges who make judgments in court which then act as precedents for similar future judicial disputes. Common law prevails in the former British colonies such as Australia, Canada, India, and the United States.

For each of 49 countries, La Porta et al. (1998) analyze the company and bankruptcy laws that govern the dealings between directors and shareholders as well as the dealings between the corporation and its creditors. Their analysis shows that laws vary substantially across countries, mostly along the lines of legal origin. Generally speaking, common law countries have the strongest and civil law countries the weakest protection of investors’ rights and interests. Both shareholders and creditors are best protected in common law countries, while French civil law countries offer the weakest protection. German and Scandinavian civil law offers intermediate levels of investor protection. The authors find that the quality of law enforcement is highest in German and Scandinavian civil law countries, slightly lower in common law countries, and the lowest in French civil law countries.

La Porta et al. (1998) also argue that corporate governance mechanisms, such as concentrated ownership, have emerged to compensate for weak law. Large shareholders need less legal protection to enforce their claims and only rely on minimal support from the judiciary. Indeed, if managers repeatedly act against the wishes of the large investor, they are likely to be replaced swiftly by the latter. Therefore, large blockholders differ from small shareholders in the sense that they have not only the incentive to monitor the managers effectively, but also the power to do so. In line with these arguments, La Porta et al. find a negative correlation between ownership concentration and the quality of legal protection. Their evidence shows that the highest ownership concentration is in French civil law countries.

In sum, the influential paper by La Porta et al. (1998) provides strong evidence that the legal origin of a country’s law is an important determinant of investor rights and the level of enforcement of these rights. Strong investor rights enable a separation of ownership from control whereas weak investor rights will prevent such a separation and maintain concentrated control.


Electoral Systems—Proportional versus Majoritarian 

Pagano and Volpin (2005) propose a taxonomy that also takes into account the degree of investor protection. They argue, however, that ultimately the characteristics of political systems, rather than legal origins, explain differences in regulation across countries. They directly challenge the view of La Porta et al. (1998) that law, and hence the body of rules protecting shareholders, is exogenous to a country.  Pagano and Volpin believe that the recent reforms in corporate law and corporate governance regulation constitute strong reasons in favor of an endogenous relation: Politicians cater to the (economic) preferences of their voters and adjust company law accordingly.

Pagano and Volpin (2005) develop a model that deals with the setting of company law (i.e., shareholder protection) and labor law (i.e., employee protection). Two parties compete for votes by (credibly) committing to a political agenda before the elections. Voters consist of entrepreneurs, rentiers, and workers. Rentiers are people who do not need to work as they can comfortably live off the revenues from their wealth. Pagano and Volpin assume that entrepreneurs who prefer weak shareholder protection and employees who prefer safe jobs have comparatively homogeneous political preferences and favor one party over the other. Conversely, rentiers have more dispersed preferences and have a less pronounced bias for either party.

According to Pagano and Volpin (2005), the outcome of the political process hinges on the electoral system. Under a proportional system, political parties will try to cater to groups with homogeneous preferences—that is, entrepreneurs and employees. Such behavior is entirely rational because the number of extra voters who can be won over by changing the political agenda is greater if the shift is in the direction of a more homogeneous group. Hence, Pagano and Volpin (2005) predict that for countries whose electoral system puts a stronger emphasis on the proportional election rule (e.g., Austria, Ireland, Italy, and Scandinavia), shareholder protection will be weak and employment protection will be strong. Under a majoritarian system, which prevails in countries such as Canada, Japan, the United Kingdom, and the United States, the consequences are reversed; that is, such a system causes strong shareholder protection and weak employment protection. Under the majoritarian system, the party that wins more districts will win the election, creating a strong incentive to compete for the pivotal district. This district consists of the ideologically uncommitted group of residual voters (the rentiers). Because these groups prefer strong shareholder protection and weak employment protection, their political preferences will be the ones to which the parties will cater.

Pagano and Volpin (2005) test their predictions on a panel of 47 countries. In line with their predictions, they find that the proportionality of the electoral system is negatively correlated with the level of shareholder protection and positively correlated with employee rights. In their analysis, the authors also control for differences in legal origin and find only limited support for the predictions of La Porta et al. (1998) once the model specification controls for the type of voting system.


Political Determinants—Social Democracy 

Roe (2003) argues that politics ultimately determines the choice of the corporate governance system in industrialized economies. He attributes the differences between the corporate governance model of the United States and that of Continental European countries to the opposing ideological views with regard to the question of how societies achieve social stability. He contends that the social democracies of Continental Europe have reached social peace by favoring employees over shareholders. This implies that layoffs, which potentially increase efficiency, are  comparatively hard, unemployment benefits high, and managers are pushed to forgo profit maximization. Moreover, social democracies tend not to focus on the means by which equity owners align the interests of managers to ownership interests contrary to less socially responsive nations: high incentive compensation (due to the resulting envy, which could weaken the motivation of workers), hostile takeovers (because efficiency and productivity might be increased at the cost of employees), and shareholder wealth maximization in general (because companies are not supposed purely to promote shareholder values). In other words, social democracies aim for greater social equality at the cost of reduced corporate efficiency. Roe further argues that concentrated ownership is the logical consequence of these social preferences. As market forces such as the managerial labor market and the market for corporate control are underdeveloped, large blockholdings remain as they are shareholders’ best way of keeping managers in check.

Roe (2003) tests his predictions on a sample of Organisation of Economic Co-operation and Development (OECD) countries and finds evidence in support of a positive relation between ownership concentration and measures of social democratic power. In addition, he finds that labor protection is stronger in countries with more diffuse ownership.


The “Varieties of Capitalism” Literature 

The “varieties of capitalism” (VOC) literature (e.g., Hall and Soskice 2001) offers a broad conceptual framework that tries to answer a wide variety of questions on the distributional outcomes of political economies. It is based on the premise that firms and individuals do not only invest in fixed assets and technologies but also in competencies and skills that are developed via relationships with others. These relationships entail coordination problems that are resolved differently in coordinated market economies (CMEs) than in liberal market economies (LMEs). Hall and Soskice analyze how firms in these two systems resolve coordination problems in five distinct areas: (1) the market for corporate control, (2) the internal structure of the firm, (3) industrial relations including wage bargaining, (4) education and training systems for employees, and (5) intercompany relations.

The authors argue that firms in CMEs use strategic interactions to resolve many of these problems. Firms, trade unions, business associations, and investors interact with each other via a dense long-term network. The network generates private information to insiders, which reduces the need for active outside monitoring through capital markets. Hall and Soskice (2001) give the Continental European countries as examples of CMEs.

Conversely, firms from LMEs rely more heavily on markets to resolve the coordination problems. Relations between economic agents are weakly regulated and governmental intervention is very limited. For example, while in CMEs, wages are the outcome of industry-level bargaining between unions and business associations, in LMEs they are the result of direct negotiations between individual workers and their employers. Hall and Soskice (2001) consider the United Kingdom, the United States, and Australia to be examples of LMEs.

Contrary to the finance literature, the VOC literature does not argue that one system is superior to another one (e.g., Goergen, Brewster, and Wood 2009). Rather, it argues that complementarities between various institutions are important. An  institution acts as a complement to another one if it improves the efficiency and/or the functioning of that latter institution. Ultimately, this implies that institutional arrangements from one country can only be exported to other countries and implemented in a different institutional context with great difficulty (Goergen, Martynova, and Renneboog 2005). Hence, the VOC literature does not argue that setting investor rights and employee rights consists of a zero-sum game whereby the rights of one group can only be improved by reducing the rights of the other. It rather claims that strong shareholder rights may coexist with strong workers’ rights and complement each other.




EMPIRICAL EVIDENCE ON CORPORATE GOVERNANCE SYSTEMS 

This section reviews the empirical evidence on how well the various classifications of corporate governance systems fit with the stylized facts uncovered by empirical research.


Ownership Structure 

Since Berle and Means’ (1932) seminal work, a stylized fact in the literature is that the ownership structure of U.S. public corporations is widely held (e.g., La Porta et al. 1998; Becht 2001; Denis and McConnell 2003; Enriques and Volpin 2007; Franks, Mayer, and Rossi 2007). Although several empirical papers such as Eisenberg (1976), Demsetz and Lehn (1985), Holderness and Sheehan (1988), and Morck, Shleifer, and Vishny (1988) have raised doubts about the atomistic shareholder structure in the United States, La Porta et al.’s (1998) influential cross-country study reinforced this view. Their analysis of the ownership structure of the 10 largest nonfinancial public corporations in 45 countries concludes that the United States has uncommonly diffuse ownership. Another stylized fact is that ownership in the bank-based economies of Japan and Germany is highly concentrated due to the substantial cross holdings among companies in the same keiretsu (e.g., Prowse 1992) and “complex webs of holdings and pyramids of intercorporate holdings” (Franks and Mayer 2001, 944), respectively.

Holderness (2009) challenges the current thinking about ownership concentration around the world, particularly in the United States. He emphasizes that former studies suffer from several limitations. First, most empirical studies focus on large companies and ignore medium and small companies. For example, La Porta et al. (1998) and Enriques and Volpin (2007) focus on the 10 or 20 largest firms, which are clearly not representative of the whole U.S. market. Second, there are substantial issues with the quality of electronic databases used in former empirical studies such as Becht (2001). Third, Holderness (2009, 1384) notes that even empirical studies using hand-collected data sets “understate block ownership [in the United States] by 15-20 percent” because they do not account for severe disclosure inconsistencies in the directors’ and officers’ proxy statements. Holderness provides a detailed discussion of these issues.

Given these limitations, Holderness (2009), apart from his own study, recognizes Faccio and Lang (2002) and Claessens, Djankov, and Lang (2000) as  empirical cross-country studies with reliable ownership data. These studies use hand-collected data on shareholders who own at least 5 percent of the votes in public corporations and trace the ownership of each company to its ultimate owners. As Holderness (p. 1386) notes, robustness checks on all three data sets reveal that “differences between . . . [all] . . . sources are trivial.” He argues that this supports the superior quality of these studies.

Holderness (2009) documents that, for a representative sample of 375 U.S. public firms and against conventional wisdom, 96 percent of all firms have at least one large blockholder who owns 5 percent or more of the votes. Even among the largest U.S. firms (the S&P 500 firms), 89 percent have at least one blockholder. In sum, blockholders own 39 percent of a firm’s common stock. Furthermore, after controlling for the size of the company in multivariate regressions, the ownership concentration in U.S. firms is no different from that of firms from other countries. These findings contradict the conventional wisdom that U.S. public corporations are predominantly widely held and, more generally, that ownership of public firms is less concentrated in countries with stronger investor protection.

Holderness (2009, 1406) concludes that “the pervasiveness of large shareholders in the United States, a country with strong investor protection laws, raises doubts about the empirical foundation and hence the validity of [the key theory from the law and finance literature promoted predominantly by La Porta et al. 1998].” In addition, his findings partially contradict Franks and Mayer ’s (1996 and 2001) characterization of the U.S. corporate governance system as an outsider system with dispersed ownership.

Claessens et al. (2000) investigate the ownership of 2,980 firms in nine East Asian countries: Hong Kong, Indonesia, Japan, South Korea, Malaysia, the Philippines, Singapore, Taiwan, and Thailand. Overall, the concentration of control rights in these countries decreases with the level of economic development. The largest blockholder in Thai, Indonesian, and Malaysian firms owns on average 35 percent, 34 percent, and 28 percent, respectively. By contrast, the largest shareholder in Japan, Korea, and Taiwan only owns 10 percent, 18 percent, and 19 percent of the control rights, respectively. In particular, the finding of diffuse ownership in Japan is astonishing as earlier research such as Hoshi, Kashyap, and Scharfstein (1991), Prowse (1992), and Kaplan (1994) emphasize the importance of keiretsu groups and their interlocking shareholdings and hence have shaped the view of Japan as being a country with concentrated ownership. However, Holderness (2009) and Miwa and Ramseyer (2002) confirm Claessens et al.’s (2000) finding of a dominance of widely-held firms in Japan. Miwa and Ramseyer believe that in the United States there is a widespread misconception about ownership concentration in Japan. Miwa and Ramseyer (p. 212) argue that keiretsus are “creatures of the academic and journalistic imagination, from the start they existed only because we collectively willed it thus.” However overall, the East Asian evidence on ownership concentration corroborates La Porta et al.’s (1998) and Franks and Mayer’s (1996 and 2001) classification of corporate governance system.

Faccio and Lang (2002) provide evidence on the concentration of ownership in 5,232 companies in 13 Western European countries. Consistent with La Porta et al. (1998) and Franks and Mayer (1996 and 2001), they find predominantly widely held ownership in Ireland (62 percent of all firms are widely held) and the United Kingdom (63 percent), and concentrated ownership in Continental Europe.  In Continental Europe, Scandinavia has the highest percentage of widely held firms (Sweden 39 percent, Norway 37 percent, and Finland 29 percent) whereas Germany (10 percent), Austria (11 percent), and Italy (13 percent) have the lowest percentages. These patterns perfectly fit with La Porta et al. (1998) as countries with weaker minority shareholder protection exhibit higher ownership concentration.

Claessens et al. (2000), Faccio and Lang (2002), and Holderness (2009) also investigate the identity of the largest shareholder. Holderness distinguishes between (1) families, (2) financial institutions, (3) corporations, (4) the government, and (5) miscellaneous. He does not find significant differences between the United States and the rest of the world. For example, in 53 percent of all U.S. firms and 59 percent of firms from the rest of the world, the largest shareholder is a family. The only significant difference is in terms of government ownership, which is absent in the United States. In contrast, in 6 percent of all non-U.S. firms, the largest shareholder is the government. Again, there seems to be little justification for classing the United States as an outsider system given, among other things, the substantial family ownership in its corporations.

Claessens et al. (2000) provide evidence that families are the predominant blockholder in eight of the nine East Asian countries in their analysis. Only Japan clearly stands out with 39 percent of the companies dominated by a financial institution and 42 percent of all companies being widely held. This confirms the view that Japan is a bank-based system. Furthermore, the government is an important shareholder in many East Asian countries such as Singapore, Malaysia, and Indonesia. Claessens et al. (p. 109) argue that this finding confirms that corporate governance systems in East Asia exhibit an “increased dependence of politicians and tycoons.” Further, they provide support for the ways that La Porta et al. (1998) and Franks and Mayer (1996 and 2001) qualify these corporate governance systems.

With regard to Western Europe, Faccio and Lang’s (2002) findings are consistent with La Porta et al. (1998) as well as Franks and Mayer (1996 and 2001). They find that ownership of companies in the United Kingdom and Ireland is diffuse with about two-thirds of all companies having no dominant shareholder with a stake larger than 20 percent. In contrast, Continental Europe (Austria, Belgium, France, Germany, Italy, Portugal, and Spain) is mainly family controlled, which is typical of the insider system. Further, financial institutions in Continental Europe—Belgium, Italy, France, and Germany—own more than 20 percent of the voting stock in 13 percent, 12 percent, 11 percent, and 9 percent of all companies, respectively. According to Franks and Mayer ( 2001, 953-954), their influence, in particular that of banks, is further strengthened in Germany as they “derive their influence not only from their direct holdings of equity, but also from their holdings of proxy votes. . . . In total, the average size of bank proxies in [their German] sample of 49 firms was 17.6 percent.” These facts support the view that Germany, alongside Japan, is a bank-centered system as discussed in Goergen, Manjon, and Renneboog (2008).

Private benefits of control are another frequently cited feature of some corporate governance systems. Bebchuk (1999) argues that private benefits of control are particularly high in the insider system as ownership is concentrated. Furthermore, La Porta et al. (1998) predict that in countries with low shareholder protection, insiders extract private benefits from their companies to the detriment of the minority shareholders. Support for this assertion comes from several studies investigating  the premium on voting shares compared to nonvoting shares. This premium can be seen as a proxy for the size of private benefits. For countries with strong shareholder protection such as the United States and the United Kingdom, Lease, McConnell, and Mikkelson (1983) and Megginson (1990) report a low voting premium of 5 percent and 13 percent, respectively. In contrast, the voting premium for countries with weak shareholder protection is typically much larger, for example, 82 percent for Italy (Zingales 1994), 29 percent for Germany (Muus and Tyrell 1999), 51 percent for France (Muus 1998), and 27 percent for Switzerland (Horner 1988). This pattern is largely confirmed by the extensive cross-country studies of Nenova (2003) and Dyck and Zingales (2004). Dyck and Zingales (pp. 589-590) show via various multivariate regressions that “in countries where private benefits of control are large, ownership is more concentrated . . . and capital markets are less developed.” Both studies confirm that the level of private benefits in each country can be explained by the legal system and the quality of law enforcement. As Dyck and Zingales show, the exception is again Japan, the country which is commonly classed as having an insider system where there is no evidence of substantial private benefits of control.

Besides nonvoting stock, the largest blockholder can also enhance his control via pyramids and cross-holdings. Consistent with La Porta et al. (1998) and Franks and Mayer (1996 and 2001), the discrepancy between voting rights and cash flow rights is found to be more substantial in insider systems with a weak protection of minority shareholder interests. Indeed, Masulis, Wang, and Xie (2009) and Holderness (2009) find that in only 6 percent of all U.S. publicly listed firms, the largest blockholder owns more voting rights than cash flow rights. Faccio and Lang (2002) report that the equivalent figure for Europe is 32 percent (with the lowest discrepancy of cash flow and voting rights in the United Kingdom and Ireland, as expected). Claessens et al. (2000) find that the equivalent figure for East Asian firms is as high as 47 percent. Claessens et al., Faccio and Lang, and Lins (2003) suggest that control rights in excess of ownership rights through dual class stock, pyramids, and cross-holdings are common in countries with low minority shareholder protection and large block holdings. This evidence supports La Porta et al.’s and Franks and Mayer’s classifications of corporate governance systems.


Market for Corporate Control 

The different classifications of corporate governance systems have clear predictions as to which countries have a well-developed market for corporate control and which ones do not. According to La Porta et al. (1998), Franks and Mayer (1996 and 2001), and Allen and Gale (2000), the expectation is for an active market for corporate control in the outsider system or the market-based system. The empirical evidence reviewed in this section largely confirms this prediction.

Several papers such as Jensen and Ruback (1983), Andrade, Mitchell, and Stafford (2001), and Holmstrom and Kaplan (2001) provide evidence that the market for corporate control is very active in the United States. In fact, Denis and McConnell (2003, 19) note that the market for corporate control is “an important corporate governance mechanism, a ‘court of last resort’ for assets that are not being utilized to their full potential.” Firth (1997) and Franks and Mayer (1996) document an active market for corporate control in New Zealand and the United  Kingdom, two examples of the outsider system. Conversely, Franks and Mayer (2001), Kabir, Cantrijn, and Jeunink (1997), and Xu and Wang (1997) show that the market for corporate control is virtually nonexistent in Germany, the Netherlands, and China. Denis and McConnell (2003, 20) argue that “[t]his general lack of importance of takeovers is perhaps not surprising given the relatively high ownership concentration in most other (non-Anglo Saxon) countries.” However, due to the change in takeover regulation in EU countries, Goergen and Renneboog (2004, 10) show that the European market for corporate control has become “almost as large as the U.S. market.” This recent development in the market for corporate control is further supported by recent events hitting the global banking industry. Indeed, banks from countries with weak investor protection such as France, Spain, and China are now taking over failing banks from countries believed to provide high levels of investor protection such as the United Kingdom and the United States.


Board of Directors 

In most countries, boards of directors are to ensure that managers maximize shareholder value. Their main duties are the hiring and firing of managers and monitoring and compensating management. As Adams and Ferreira (2007) note, the board may also act as an adviser to the management. Empirical studies have looked at differences in terms of board characteristics across countries and how these differences affect corporate decisions and performance. Board characteristics that have been studied include the size of the board, its independence from the management, the background of the directors, and busyness as measured by the number of seats the members hold on the boards of other companies.

A huge challenge that scholars face when studying boards is the possible endogeneity of their structure. Hermalin and Weisbach (1998) present a model where board effectiveness is a function of its independence. The independence of the board is the outcome of bargaining between the existing CEO and the board of directors. As this bargaining process can typically not be observed by outsiders, including scholars, any regression analysis attempting to explain the board structure is likely to suffer from biases given the existence of these unobservable variables that are correlated with the error term.

Despite this issue, many studies have attempted to analyze board structure and its impact on corporate performance. The results of earlier studies on the United States, surveyed by Hermalin and Weisbach (2003), can be summarized as follows. First, more independent boards (where independence is measured by the fraction of outside directors) are not associated with superior firm performance. Again, the reason for the absence of a positive link may be the endogeneity of board structure. In other words, firms that have performed badly in the past may have boards with more independent directors. Second, the size of the board is negatively related to performance. The following section reviews more recent studies investigating the consistency of these findings over time and across countries as well as those adding further dimensions to the analysis. Moreover, the findings are reconciled with the different taxonomies of corporate governance systems.

Recent studies include Lehn, Patro, and Zhao (2004); Boone, Field, Karpoff, and Raheja (2007); Coles, Daniel, and Naveen (2008); and Linck, Netter, and Yang (2008). The latter study analyzes the board structure of 7,000 U.S. firms. Based on  data from 1990 to 2004, Linck et al. document how board structure has changed over time and how it varies across large and small firms. The determinants of board structure are different for small and large firms. Outside director ownership is significantly related to board structure for medium and large firms, but not for small firms.

Although most of the empirical work is on U.S. boards, a reasonable number of studies of other countries now exists. Similar to the United States, most of Europe has one-tiered boards. Still, some countries such as Germany and Austria have two-tiered boards. In other countries including France and Finland, companies can choose between a one-tiered and two-tiered board structure. Moreover, in Germany, employees have the right to be represented on the board (the Co-determination Law or Mitbestimmungsgesetz). This is consistent with Franks and Mayer’s (2001) description of the insider system where insiders who have privileged access to information mainly hold positions on the board of directors.

Dahya, McConnell, and Travlos (2002) study the effectiveness of UK boards analyzing the effect of the “Code of Best Practice” published by the Cadbury Committee, appointed by the UK government in 1992. The Code recommends that publicly listed companies should have at least three outside directors and that the position of the chairman of the board and chief executive officer (CEO) should not be held by the same person. They find that CEO turnover increased after the publication of the code and that the relationship between CEO turnover and performance was strengthened. Carline, Linn, and Yadav (2002) study the influence of the governance structure on the financial performance of mergers and acquisitions. Based on 81 UK transactions between 1985 and 1994, they find some evidence that performance changes are worse when bidders have large boards of directors.

Kaplan and Minton (1994) analyze the appointments of outsiders (defined as former directors of banks or nonfinancial corporations) to the boards of Japanese nonfinancial corporations between 1980 and 1988. They find that generally appointments of both bank and nonfinancial directors increase with poor stock performance. Bank directors are also more frequently appointed when earnings losses are high. When comparing their results for Japan with those for the United States, they find significant differences. The sensitivity of appointments of outside directors to firm performance is less strong in Japan. Appointments of blockholder directors are relatively infrequent, though they are sensitive to both performance and top executive turnover. Linking this evidence to the market-based versus bank-based taxonomy of Allen and Gale, Kaplan and Minton (p. 257) conclude that the results are “also consistent with the view that the relationship-oriented system of corporate governance in Japan substitutes for the more market-oriented system in the United States.”

Blasi and Shleifer (1996) and McCarthy and Puffer (2002) examine Russian boards during 1992 and 1994. They document that boards are generally controlled by insiders and that managers resist outsiders. Outsiders on the board are typically blockholders. McCarthy and Puffer confirm these results. Most boards contain almost exclusively insiders. Some Russian companies have adopted two-tiered boards similar to those in Germany and some French companies. Russian law allows for members to sit on both boards. However, the law restricts the percentage of management board members that can sit on the board of directors to 25 percent of the seats.

Dahya, Dimitrov, and McConnell (2008) analyze the relationship between corporate value and board composition in 22 countries. After controlling for the country-level, legal shareholder protection, they find that performance is positively correlated with the fraction of independent directors on the board and that this relationship is stronger in countries with weaker legal shareholder protection. This is consistent with La Porta et al. (1997a), who argue that in countries with weak law some corporate governance mechanisms adapt to act as substitutes for legal rules.

Franks and Mayer (2001) show that banks hold 11 percent of the seats and 26 percent of the chairmanships in German companies. They interpret this as evidence in favor of their classification of insider-outsider systems with Germany being an example of the insider system where banks’ influence and control are strong. Kroszner and Strahan (2001) compare the presence of bankers on boards across Germany, Japan, and the United States. They find that 75 percent of German firms have at least one banker on the board compared to 53 percent of Japanese firms, and only 32 percent of U.S. firms. This is consistent with Franks and Mayer’s classification based on insider-outsider systems, but also with La Porta et al.’s (1997a, 1998) classification based on legal families. While banks may be beneficial via the monitoring of the firms in which they invest, they may also create their own agency problem. Indeed, while one duty of the bankers sitting on the board is to promote shareholders’ interests at large, this duty may be in direct conflict with their role as a lender or a potential lender. As a conclusion, Franks and Mayer argue that high shareholder protection can discourage active involvements by banks. They interpret their empirical findings as being consistent with this hypothesis.


Legal Families 

To test their hypothesis that in countries with better legal protection investors require lower expected rates of return and hence firms are more likely to use external finance, La Porta, Lopez-de-Silanes, Shleifer, and Vishny (1997a) measure the use of external finance across the different legal families. Their results show that the use of external finance is highest in common law countries with strong investor protection and lowest in countries with weak investor protection (i.e., the French civil law countries). Since the seminal work by La Porta et al., a large literature on the economic consequences of legal origins has developed. The key question is whether these more recent studies confirm the earlier stylized facts reported by La Porta et al. and more generally whether their findings can be reconciled with the various taxonomies of corporate governance systems.

The main strand of this recent literature is concerned with the effects of legal systems on investor protection and ultimately financial development. Recent work has extended and/or revised La Porta et al.’s (1997a, 1998) original measures of investor protection. For example, Djankov, La Porta, Lopez-de-Silanes, and Shleifer (2008) present a new measure of legal protection of minority shareholders measuring the risk of expropriation by corporate insiders. Based on interviews with law firms from 72 countries, they compute an anti-self-dealing index. They then study the link between the index and several measures of stock market development. Consistent with their theory, Djankov et al. find that common law countries have the most developed stock markets while French civil law countries have the least  developed. German and Scandinavian law countries are in between common law and civil law countries.

La Porta, Lopez-de-Silanes, and Shleifer (2006) analyze how securities laws of 49 countries regulate the issuance of new equity to the public. Based on the responses to questionnaires sent to legal experts, they obtain proxies for the strength of specific disclosure requirements which reduce the cost to investors of claiming damage payments when information has been wrong or omitted. Moreover, they construct several indexes measuring the efficiency of public enforcers such as securities commissions and central banks. They find that the disclosure requirements are positively correlated with the size of stock markets while the indexes for public enforcement do not seem to matter.

Djankov, Hart, McLiesh, and Shleifer (2006) measure the efficiency of debt enforcement for 88 countries. They find that the efficiency of debt enforcement is strongly correlated with per capita income and correlates positively with debt market development across countries. Moreover, the efficiency of debt enforcement varies strongly across legal origins. While the French legal origin countries have the lowest level of efficiency, common law countries are much more efficient when enforcing debt. Further, Djankov, McLiesh, and Shleifer (2007) investigate the development of private credit markets across countries. Employing data on legal creditor rights and private and public credit registries, they construct a creditor rights index for 129 countries. These authors observe that common law countries have higher creditor rights scores than French civil law countries, confirming their earlier findings. In sum, there is strong evidence that the legal origin shapes legal investor protection and ultimately financial development.

The law and finance literature face two types of criticisms. First, scholars have questioned how to measure investor and creditor protection. Second, there is criticism that legal origins are merely proxies for other factors that affect legal rules, but are not the true drivers for the observed differences across corporate governance systems.

Graff (2008) voices the first type of criticism. He challenges the validity of the original data underlying the taxonomy of legal families. Graff (p. 67 ) argues that “practically irrelevant” proxies for shareholder protection, namely “proxy by mail” and “shares not blocked before meeting,” are included in the anti-director rights index, whereas “two relevant and valid indicators, ‘one share-one vote’ and ‘mandatory dividends,’ are excluded for unconvincing reasons.” According to Graff, addressing these criticisms invalidates the theory’s key finding of a link between legal tradition and shareholder protection.

Spamann (2008) makes a similar criticism. A reexamination of the anti-director rights index (ADRI) calls for changes for 33 out of the 46 countries covered by La Porta et al. (1997a, 1998). Spamann consults primary legal sources and local lawyers, contrary to La Porta et al. who use mainly secondary sources. He finds that the correlation between the corrected measure and the original one is only 0.53. Spamann (p. 3) comments that “[t]he corrected [measure] does not differ systematically between common and civil law countries. One of La Porta et al.’s (1998) two key findings had been that common law countries offer greater legal investor protection than civil law countries. The corrected data do not bear this out.” Using the corrected measure, Spamann cannot replicate the results of several former studies.

The second type of criticism states that legal origin is only a proxy for other factors such as religion, culture, and politics, which ultimately affect the rules and outcomes. For example, Licht, Goldschmidt, and Schwartz (2005) use data from different sociological surveys to construct measures of cultural attitude. They note that their study reveals correlations, predicted on the basis of theory, between national scores on cultural value dimensions and indexes of shareholder voting rights and of creditor rights. These findings suggest that a national culture that promotes assertiveness in reconciling conflicting interests and that promotes tolerance for the uncertainty this creates is consistent with using litigation to deal with economic conflicts. The correlations between national culture and legal rules hold regardless of other major characteristics of countries.

Moreover, comparing the countries in each legal family with each cultural region, they find only partial overlapping. Licht et al. (p. 232) conclude that a classification on the basis of legal familiesprovides only a partial depiction of the universe of corporate governance regimes. Shareholder rights are higher in countries belonging to the English-speaking cultural region. However, these countries fare no better than others in protecting creditors. This casts doubt on the alleged general superiority of statutes in common law countries for protecting investors.





Interestingly, La Porta, Lopez-de-Silanes, Shleifer, and Vishny (1997b) find a strong link between trust and economic outcomes.

Stulz and Williamson (2003) measure differences in culture by differences in religion and language for 49 countries. They find that the cross-country variations in terms of the shareholder rights index cannot be explained by the culture index. However, when controlling for the legal origin of a country, culture helps explain these cross-country variations. The relation between culture and investor rights is especially strong for creditor rights. Catholic countries protect the rights of creditors less well than Protestant countries. Moreover, a country’s principal religion predicts the cross-sectional variation in creditor rights better than the origin of its legal system. Yet Haber and Perotti (2007) argue that because legal origin and cultural characteristics are time invariant, they cannot explain changes over time. Conversely, changes in political institutions are potential candidates to explain these time variations. The theoretical model by Pagano and Volpin (2005) and the empirical evidence they provide for the predictions of their model give some credence to Haber and Perotti’s argument.


The “Varieties of Capitalism” 

While the simple form of the “varieties of capitalism” (VOC) literature distinguishes between two polar systems, the liberal market economies (LMEs) and the coordinated market economies (CMEs), some (e.g., Amable 2003; Harcourt and Wood 2007) argue that this dichotomous approach is difficult to reconcile with the distinct character of the economies of Southern Europe, the Nordic social democracies, and the Rhineland economies of Continental Europe.

For example, Amable (2003) identifies four different types of capitalism. These are the market-based or liberal market economies (LMEs) such as the United  Kingdom and the United States; the social democratic economies of Denmark, Finland, and Sweden; the Southern European economies of Greece, Italy, Portugal, and Spain; and Continental European capitalism found in Austria, Belgium, France, and Germany. Others such as Deeg and Jackson (2007), Hancké, Rhodes, and Thatcher (2006), and Harcourt and Wood (2003) also point out the marked differences between Continental European and (Nordic) social democratic countries. These differences relate to national politics, the nature of neo-corporatist arrangements, and the role of trade unions.




SUMMARY AND CONCLUSIONS 

Taxonomies of corporate governance systems developed by legal and finance scholars typically advocate the superiority of one system over all the others. In contrast, the “varieties of capitalism” literature does not claim that one system dominates all the others. Instead, it argues that, as institutions tend to be complementary to each other, different sets of institutional arrangements and practices may lead to similar economic outcomes. This is confirmed by similar standards of living across the industrialized world, despite marked difference in terms of corporate governance.

Further, the current economic crisis calls for a rethinking of taxonomies that are based on hierarchies of systems. Indeed, banks and other financial institutions from the United Kingdom and the United States, two countries deemed to have the highest levels of shareholder protection, seem to have expropriated their shareholders while banks from countries believed to provide weak shareholder protection seem to have been left relatively unscathed by the crisis. In some cases, the latter have even come to the rescue of the former.




DISCUSSION QUESTIONS 

1. In what major way does the “varieties of capitalism” (VOC) literature differ from the other recent classifications of corporate governance systems?
2. A study by Holderness (2009) raises doubts about the traditional portrayal of corporate ownership and control in the United States. What are the reasons for questioning the traditional view?
3. The law and finance literature, which argues that the main driver of corporate governance is the quality of law and its enforcement, have recently faced two types of criticism. What are these criticisms?
4. Have the recent bank failures caused by the credit crunch proved false some of the classifications of corporate governance systems and/or their premises? Explain why or why not.
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INTRODUCTION 

The relative merits of corporate governance best practices only become apparent when set against the contextual background of the role of corporate governance and the purpose of best practices. This chapter begins with an overview of corporate governance concepts to provide a perspective for the ensuing discussion about current and evolving practices. The discussion challenges conventional wisdom by examining the foundations of corporate governance for context, before introducing new criteria that can help guide the evolution of future corporate governance regulations, principles, models, and practices.

The chapter contains five sections. The first section explains how corporate governance is being overwhelmed by the complexity of its surrounding issues. It provides context for the evolving role of corporate governance and emergent issues burdening corporate directors. The second section introduces a framework for aspirational corporate governance (ACG) as a generalized approach to diagnosing current and designing future corporate governance best practices. The third section uses the ACG framework to analyze current corporate governance guidance. It examines and compares Organisation for Co-operation and Economic Development (OECD) and National Association of Corporate Directors (NACD) principles, and generally accepted best practices. The fourth section provides examples of leaders in corporate governance who embody many ACG characteristics. The final section concludes by suggesting that governance committees lead the transformation of corporate governance systems based on ACG.




PURPOSE OF CORPORATE GOVERNANCE 

The purpose of corporate governance is to direct and control the activities of an organization by establishing structures, rules, and procedures for decision making. The most contentious aspects of governance revolve around answers to the questions “On whose behalf?” and “To what end?” Corporate law of most common law jurisdictions indicates that corporate directors have the fiduciary duty to be loyal to the best interests of the corporation (Black 1999). According to Tarantino (2008, 4),  a corporation is a legal person that “requires the actions of real people to operate” in order to properly serve the interests of society. This view is supported not only by the Companies Act of 2006 in the United Kingdom that requires corporate directors to consider social interests but also by the 2008 Supreme Court of Canada’s ruling suggesting that corporations fairly balance the interests of all stakeholders commensurate with “the corporation’s duties as a responsible citizen” (Tory and Cameron, 2009, 3).

The literal legal interpretation of a director’s duties to the corporation views the corporation as a person, subject to public laws that govern the relationship between individuals and society. Governments therefore grant every corporation a legal license to operate by way of a corporate charter. By contrast, the inferred legal interpretation that directors owe duties to shareholders (because shareholders bear the greatest risk due to their residual claim of corporate profits) views corporations as private property. This view subjects corporations to private law that governs relationships between individuals, which include contract law and property law. If corporations are not property but legal persons (Bakan 2004), ownership of a person, even a legal person, could be considered slavery and therefore illegal. Ironically, corporations won the right to be legal persons by successfully claiming rights to the Fourteenth Amendment to the United States Constitution, which was enacted to end slavery (Nicholls 2005).

Whether directors primarily serve society or the owners of their company is unclear. If they primarily serve owners, then what value do corporate boards add in owner-managed corporations or those with active, controlling shareholders? What about not-for-profit and government organizations without equity owners? Conversely, if directors primarily serve a broader constituency of stakeholders (or society at large), is it possible to determine which groups are being served and how directors can prioritize between divergent stakeholder interests? Moreover, if directors are to serve stakeholders’ interests beyond those of their shareholders, why should shareholders solely determine the election of directors? This ambiguity about the underlying context within which corporate boards operate makes the job of the director more nuanced and complex.

Leblanc and Gillies (2005, 5) provide the following observation about directors, quoting Anderson and Antony (1986):The director walks a tightrope. His responsibility is to be supportive to management, but not a rubber stamp. He directs, but he does not manage. Legally he has the ultimate responsibility for both the formulation of strategy and its implementation, but as a practical matter in most circumstances he relies on the CEO. He and his fellow directors elected the CEO, but he may later have to remove him. He is responsible for the long run health of the company, but most of the information he receives on performance relates to the short run. He has a legal responsibility to the shareowners, but he has a moral responsibility to the employees, customers, vendors, and society as a whole. He is responsible for keeping the shareholders informed, but at the same time he should not disclose information that would be adverse to the company’s best interest. He has personal goals, as does the CEO. However, the director must ensure that neither his goals nor those of the CEO overshadow their obligation to the corporation and its goals.





When balancing competing interests, directors are expected to rely on good business judgment and board procedures, without objective criteria to help them  make substantive contributions to governance and business decisions. In fact, NACD (2009, 7) contains the following observation about the modern corporation.

The corporation today faces pressures and scrutiny from a variety of stakeholders (for example, employees, customers, suppliers, special interest groups, communities, politicians, and regulators) having diverse interests in its operation and success . . . the board must understand the diverse interests of stakeholders and investors, and consider competing demands and pressures as necessary and appropriate while ensuring that the corporation is positioned to create the long-term value.... Serving as a director is demanding and . . . requires integrity, objectivity, judgment, diplomacy, and courage.



Controlling and directing corporations is a complex responsibility. Thus, the task to design meaningful corporate governance best practices seems impossible when answers to even the most fundamental questions about the role and purpose of corporate governance are ambiguous and the decision criteria directors are expected to use are subjective.


Principal-Agent Conflict 

Agency theory presumes that self-interested managers are agents of the company’s owners (principals) who need to be monitored and controlled in order to effectively align their behavior with the interests of the owners. Corporate boards of directors preside over management on the premise of mistrust. The outcome has been an increase in regulation and controls that restrict board and management activity, such as growing demand for director independence and alignment of executive compensation to performance. As Turnbull (2000, 24) notes, “A basic conclusion of agency theory is that the value of a firm cannot be maximised because managers possess discretions, which allow them to expropriate value to themselves.”

In contrast, stewardship theory presumes that managers are inherently good stewards of corporations and can be trusted to work diligently to attain high levels of corporate profit and shareholder returns. Ironically, this presumption leads to the ultimate conclusion that boards of directors are reduntant and that stakeholder advisory boards are sufficient.

Both theories are valid in understanding the relation between boards and managers. In many cases, such as in family or government controlled companies, boards are simply “advisers devoid of real power” (Leblanc and Gillies 2005). In other cases, the inherent limitations of blindly following corporate governance best practices adopted by boards that do not go far enough have backfired (Tarantino 2008). The corporate scandals at Enron, WorldCom, Parmalat, and the U.S. subprime mortgage crisis that precipitated the global economic recession of 2008 are examples of instances where boards with complete corporate governance best practices checklists were misguided by the lack of perspective and appreciation for overriding principles to guide their activities.

Stout (2003, 667) offers another point of view: “shareholders also seek to ‘tie their own hands’ by ceding control to directors.” In other words, shareholders of public companies generally prefer to trust rather than control their boards. Paradoxically, in jurisdictions where directors’ fiduciary duties to the corporation have been interpreted to extend to shareholders (beyond the corporation), executive and  independent directors’ duties are based on the higher standard suggested by stewardship theory, because directors are expected to be good stewards of shareholder interests. As Turnbull (2000, 28) notes, a fiduciary duty “is higher than that of an agent as the person must act as if he or she was the principal rather than a representative.” These examples do not invalidate the prinicipal-agent conflict, but serve to demonstrate its inadequacy as a sufficient theory for corporate governance.

Both agency theory and stweardship theory lead to self-fulfilling prophecies. Agency theory, founded on a presumption of mistrust, propels a downward spiral of increased regulation. In contrast, stewardship theory, founded on a presumption of trust, fuels an increasing trust that leads to boards without independent directors, or even to boards that have no monitoring function but rather serve only as advisers (Turnbull 2000). As Turnbull notes, both theories are valid but contingent upon the institutional and cultural context. He explains that individuals sometimes behave competitively, sometimes collaboratively, but usually both. To coexist, both agency and stewardship theories must form part of a broader dialectic theory. For example, the political theory for corporate governance, proposed by Gomez and Korine (2008), is consistent with the OECD’s (2004, 17) first principle of corporate governance: “Ensuring the Basis for an Effective Corporate Governance Framework.”

The stakeholder model provides another perspective that puts the corporation’s self-interest ahead of shareholders and other stakeholders. According to the stakeholder model, the corporation is entirely dependent on its stakeholders’ resources to create value, and considers stakeholders’ interests as critical for sustaining itself and its value-creation activities. This model is consistent with Adam Smith’s notion of capitalism based on enlightened self-interest. Smith (2009, 11) wrote, “It is not from the benevolence of the butcher, the brewer, or the baker that we expect our dinner, but from their regard to their own interest.” Institutions such as the OECD now recognize this inherent interdependence between a firm and its stakeholders (OECD 2004). As Reiter (2006, 59) notes, literal interpretation of the law that “directors owe their fiduciary duty of loyalty exclusively to the corporation, not to its shareholders nor its creditors, even where the corporation is in distress” is consistent with the stakeholder model. This is because the stakeholder model views the firm as incomplete. The firm is seen as entirely dependent on and vulnerable to the board of directors. This is a critical test for a fiduciary relationship.

Finally, the political model offers a macro framework to provide context for corporate governace. Under the political model, governments use corporate governance as a mechanism to allocate corporate power, privilege, and profits between corporations and their stakeholders. In other words, corporate governance is an instrument of public policy (Turnbull 2000).

This review of theories and models suggests that corporate governance is about more than resolving the principal-agent conflict. In fact, corporate governance is highly complex as it must consider and adapt to numerous important relationships with uncertain cause-effect influences on matters that range from survival to sustainability.


Best Practices 

The quest for corporate governance best practices that seek to generalize may be misguided. A best practice suggests that there is a cause-effect relationship between specified repeated procedures and desired outcomes. Complex systems  by definition do not lend themselves easily to predefined best practices. Instead, less prescriptive guiding principles may be better suited to promoting judgment and adaptation within more broadly defined aspirational criteria. Nevertheless, even principle-based guidance must direct decision makers toward desired outcomes. The United Kingdom, Canada, Australia, and Hong Kong have opted in favor of a principles-based approach to reforming corporate governance, while the United States has relied increasingly on a rules-based approach based on legislation emanating from the Sarbanes-Oxley Act. Regulations mandate compliance to a minimum standard, which makes them effective as an expedient intervention. However, they are inflexible and drive behavior toward a minimum acceptable standard, rather than promoting objectives that yield superior results. Moreover, regulations encourage opportunistic behavior that seeks competitive advantage by finding loopholes in the practices or the law.

Another issue with prescriptive practices is their tendency to maximize a specific outcome that effectively outweighs other valid objectives. As Lipman and Lipman (2006, 3) note, proponents of a specific set of corporate governance best practices may primarily seek “to prevent corporate scandals, fraud and potential civil and criminal liability to an organization,” while exponents of distinctly different and possibly conflicting practices may seek to optimize for specific business objectives, such as maximizing share value. Todd (2008, 84) offers the following view about diverse priorities for corporate governance:While improved compliance is necessary for the protection and enhancement of public and shareholder confidence, it has led to the prevailing assumption that a more independent and engaged board is the prescription for all that ails today’s corporations. While this may be true in some cases, new research reveals that corporate governance standards cannot be consistently applied to different structures; one size does not “fit all.” The research suggests that the appropriate style of corporate governance in any business is a strategic consideration directly influenced by its relative position in the corporate lifecycle. Simply stated, different sets of governance practices are associated with distinct measures of business performance. Corporations need to actively consider their strategic priorities before adopting corporate governance reforms and corporate strategies that enhance both business performance and governance effectiveness.





The proliferation of best practices by prominent organizations, such as Institutional Shareholder Services’ (part of RiskMetrics Group) Corporate Governance Quotient (CGQ) and those of many other national and institutional rating and benchmarking services, has prompted the National Association of Corporate Directors (NACD) in the United States and other corporate governance organizations to caution directors against slavishly following corporate governance best practices. According to NACD (2009, 2):Concerns arise . . . about the overly prescriptive use of best practice recommendations by some proponents, without recognition that different practices may make sense for different boards and at different times given the circumstances and culture of a board and the needs of the company. . . . It has often been said that “one size does not fit all” when it comes to corporate governance. The Principles are intended to assist boards and shareholders to avoid rote “box ticking” in favor of a more thoughtful and studied approach.





If a simplified best practices approach to improving corporate governance is inadequate for the inherent complexities of a corporate governance system, then how  should policy makers and governance committees define and apply guiding principles? In other words, are there valid assumptions about the context and desired outcomes for corporate governance effectiveness, and what are the performance levers that can shape desirable corporate governance structures and practices?




NEW CONTEXT FOR CORPORATE GOVERNANCE 

According to Zaffron and Logan (2009), the starting point for transforming corporate governance is becoming aware of the collective view of the nature of corporate governance. If people were to perceive corporate governance as a necessary evil, designed to protect shareowners from self-interested managers, corporate governance would continue to be defined by regulations, oversight, and restrictions regarding business conduct. This perspective and its resulting actions would perpetuate a cycle of mistrust and motivate opportunism. If, by contrast, people were to perceive corporate governance as being a vital public policy instrument for sustaining the prosperity engine of capitalism, then the future of corporate governance would become defined by openness to new possibilities.

Likewise, by limiting the discussion of corporate governance by using the familiar language (Zaffron and Logan 2009) of shareholder value and management oversight, transformation will be impossible. If people are willing to recognize the complexity of corporate governance but refuse to accept the possibility that governing complexity is feasible, current consideration and response patterns will remain recursive and self-fulfilling. People will continue to believe that directors cannot realistically be expected to take on a broader mandate and that shareholders would not allow them to do so, even if boards were so inclined.

A closer inspection of the prior statement reveals several dangerous assumptions. In the situation just described, nothing substantively new is possible. Complaints regarding director independence and management compensation will continue, based on the self-fulfilling assumption that management cannot be trusted to fully represent shareholder interests. Although existing complaints may be valid, they represent neither the complete truth nor the breadth of possible truths. A narrow focus on popular complaints may overlook broader, more transformative governance issues; the causes rather than the symptoms. In fact, concentration on alleviating symptoms may be an example of a preference to avoid complexity. Maintaining this view will lead to one trajectory toward a “default future” (Zaffron and Logan 2009). Interrupting this pattern of escalating regulations and opportunistic behavior requires acknowledging the possibility that many best practices and even guiding principles approaches to corporate governance may be misguided.

Is there openness to the possibility of a collectively valued, sustainable system of corporate self-governance? If so, because the currently accepted view of corporate governance does not allow for this possibility, the following section proposes a new approach.


Aspirational Corporate Governance (ACG) 

Aspirational corporate governance (ACG) provides guidance on good corporate governance. Turnbull (2004, 9) notes, “Good corporate governance needs to be defined  in terms of the ability of corporations to become self-governing on a reliable, sustainable and socially desirable basis.” ACG is based on Turnbull’s network governance  approach for attaining good corporate governance. Turnbull (2002b) argues that recent corporate scandals and financial crises are symptoms of deficient corporate governance based on outdated top-down command-and-control hierarchies that are unable to cope with complexity. Firms cannot regulate themselves and are vulnerable to corruption. He advocates for a new breed of ecological organization based on nature’s ability to manage complexity by distributing decision making among members of nonhierarchical organizations (analogous to ant colonies) and evolving sustainable levels of complexity that exceed the cognitive capacity of any controlling individual or group.

Turnbull applies the Law of Requisite Variety to address uncertainties in complex governance systems. Turnbull (2002b, 30) bases his recommendations on cybernetics, the science of governance that has deep theoretical roots in complexity science, a field of study that attempts to describe how complex systems work. As Turnbull (2004, 10) notes, academics in the field of systems science (study of the nature of complex systems) widely recognize that “regulation of complexity can only be achieved indirectly by establishing a requisite variety of co-regulators.”

Network governance imposes new burdens on corporate directors. Although requisite variety more aptly reflects the environment within which the firm operates than Anglo-style unitary board governance structures, it also introduces a whole new level of complexity and ambiguity into the governance system. Tory and Cameron (2009, 1) comment that a broader governance mandate may impose “a nebulous duty [on directors] to treat all affected stakeholders fairly, commensurate with ‘the corporation’s duties as a responsible citizen.”’ According to Mohammed and Schwall (2009), institutional systems are generally averse to such ambiguity inherent in novel, complex, and insoluble situations. Tory and Cameron claim that this aversion to ambiguity results from the difficulty of assigning accountability within such systems. Embracing complexity represents a major challenge for corporate governance stakeholders that ACG may help resolve.

ACG adds a human dimension to network governance by introducing Elliott Jaques’ requisite organization system model for matching capability to job complexity. Requisite organization considers the cognitive capacity of governing parties to deliberate at appropriate levels of abstraction and conceptualization. A key objective of requisite organization is to appropriately match the required cognitive levels of work with the levels of management capability. Levels of work are based on principles of complexity and their relation to value creation. ACG’s requisite organization plays a critical role in supporting network governance, by including people in corporate governance who are more comfortable with complexity and less likely to perceive ambiguous or inconsistent situations as threatening.

Darwin (1859, 490) wrote about “the Extinction of less-improved forms” 150 years ago. According to O’Riley, Harreld, and Tushman (2009, 3), “[Darwin’s] logic applies to organizations today.” O’Riley et al. (p. 18) advocate for a “deliberate approach to variation-selection-retention that uses existing firm assets and capabilities and reconfigures them to address new opportunities.” Although feedback mechanisms are an explicit consideration of network governance, network governance deals more with the structure than the attributes of self-adjustment. ACG also contributes an adaptive capacity dimension as a “deliberate  approach” to satisfy stakeholder requirements for empowerment and risk transference (Todd 2007a and 2007b) that allows strategic stakeholders to engage in the governance process.

In summary, ACG provides a diagnostic and design framework to account for the complexities of good corporate governance by considering requisite organization  , requisite variety, and adaptive capacity parameters. This approach helps guide the evolution of corporate governance practices through the complexities of conflicting organizational, stakeholder, and societal objectives. ACG also provides critical conceptual tools that can empower designers to accept aspirational corporate governance challenges they may otherwise have avoided.


Requisite Organization 

Management layers of an organizational hierarchy need to operate at different levels of work complexity depending on various factors. According to Van Clieaf and Kelly (2005, 5), these factors include “the level of innovation complexity; the planning horizon; the level of complexity of assets/capital managed; and the level of complexity of stakeholder groups to be managed given the number of different businesses and countries in which the enterprise may operate.” CEOs need to have the appropriate level of cognitive capacity to fully consider the impact of their decisions. More complex organizations are best served by CEOs who possess a higher level of cognitive capacity.

Similarly, to add business value beyond that of lower level management, managers at every incremental level in an organizational hierarchy need to possess a cognitive capacity greater than that of their subordinates, which allows them to “see further than the individuals they are leading” (King, King, Solomon, and Cason, 1997, 2). Following the same logic, corporate directors need to collectively possess a cognitive capacity that is at least one level higher than the CEO. Depending on the complexity of governance considerations the business warrants, a cognitive hierarchy of two or more levels above that of the CEO might be required.

For example, in a mining company, the CEO’s required level of work may be relatively low, perhaps with a five-year business planning horizon. However, a broader set of noncommercial sustainability considerations may require the directors and other governance participants to direct the activities of the business with a 25-year horizon—several work levels higher than that of the CEO. Requisite organization principles help organizations embrace complexity. Requisite organization measures can be a valuable indicator of a corporate governance system’s capacity to manage complexity.


Requisite Variety 

Complex systems exhibit complex cause-effect dynamics that breed uncertainty. Organizations that shun uncertainty in favor of simplified, familiar solutions become rigid. Conversely, those that embrace uncertainty by being open to new possibilities become dynamic. As Clampitt and Williams (2005, 13) note, “the randomness associated with uncertainty makes it difficult to develop strategies that appropriately adapt to present and future circumstances.”

Requisite variety is the science of minimizing the number of choices required to resolve uncertainty. Requisite variety also recognizes that an autonomous system needs to acquire an internal model of its environment to persist and achieve dynamic equilibrium. This suggests that aspirational governance practices should embrace uncertainty by adopting network governance. Network governance provides inputs from a sufficient variety of sources and through distinct channels to manage high levels of uncertainty. These inputs might include multiple boards, advisory councils, and/or watchdog organizations that involve “strategic stakeholders through employee assemblies, customers forums and supplier panels” (Turnbull 2002a, 11) as part of the corporate governance system. As Turnbull (p. 1) states, “The design rules used to establish stakeholder controlled network organizations such as VISA International and the Mondragón Corporación Cooperativa are shown to follow deeper criteria identified by the science of governance that is also known as cybernetics.” Thus, complex organizations that need to consider the interests and feedback from a large number of constituents are better served by adopting a network governance structure. Requisite variety measures can be a strong indicator of the ability of a corporate governance system to deal with uncertainty.


Adaptive Capacity 

Analogous to weather patterns, complex systems are generally in a state of dynamic disequilibrium. Successfully balancing the number and the variety of stakeholders’ influences on a corporation is not simply a matter of gaining a sufficiently abstracted understanding of their relationship dynamics and managing uncertainty. Balance also requires that appropriate corporate governance mechanisms become activated to respond to internal and external forces. Adaptive capacity provides two complementary means by which ACG systems can respond to empower stakeholders to reduce their uncertainty, or to transfer risks away from stakeholders in order to make uncertainty acceptable (Todd 2007a). For example, boards could empower more shareholders and/or stakeholders with voting rights, or choose instead to voluntarily tie their own hands in order to appease stakeholders without relinquishing control. A self-regulating system needs to be able to respond dynamically to its environment. Adaptive capacity measures could be an important indicator of the sustainability of a corporate governance system.


ACG Framework 

The ACG framework specifies three aspirational conditions for good corporate governance:1. Requisite organization handles information complexity.
2. Requisite variety in information from stakeholders reduces uncertainty.
3. Adaptive capacity provides response mechanisms to compensate for stakeholder uncertainty.


Exhibit 4.1 shows a hypothetical measure of ACG, based on these three parameters.

Exhibit 4.1 Aspirational Corporate Governance (ACG) Framework
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The framework in Exhibit 4.1 provides a perspective on the context and the dynamic relationship between these three elements. Context is represented by an aspirational maturity hierarchy that depicts “levels of innovation and risk” (Van Clieaf and Kelly 2005) and is conceptually consistent with Maslow’s hierarchy of needs to correspond with the evolutionary maturity of a firm. Two of the three elements that represent requisite variety and requisite organization are depicted as triangular bubble charts set against the hierarchy context. The area occupied by each triangular bubble shows the extent to which the condition it represents is being satisfied or the measured value for the condition. The vertical dimension (height) of the triangular bubbles depicts the value added by the corporate governance system beyond that of the CEO.

A pendulum is used to illustrate adaptive capacity, the third element of the framework. It indicates the types of response mechanisms being employed within the empowerment-risk transference continuum of possibilities. The horizontal span of all elements reflects the number of participants in the governance network contributing to each condition. The thickness of the head of the pendulum can be used to visually represent the number of adaptive capacity mechanisms being employed to engage stakeholders.

For example, a shareholder-controlled unitary board, composed primarily of controlling shareholders and CEOs of similar companies, might look like two short vertical lines (collapsed triangles, lacking the horizontal dimension that quantifies participants) that stop short of the first Level of Work category above the CEO (to indicate that the governance Level of Work is similar to the CEO’s). The pendulum,  representing adaptive capacity, might tilt to the extreme left (on the Empowerment side) with a virtually imperceptible head (indicating few adaptive mechanisms). By contrast, VISA’s multi-stakeholder governance structure might show up as two very wide triangular bubble charts that come close to the horizontal edges of the context image in the background, and their vertical height might extend up two or more Level of Work categories. The adaptive capacity pendulum, in this case, might tilt midway to the left (in the Empowerment space) with a wide head that reaches into the Risk Transference space on the right. In other words, larger spaces occupied by the three elements of the ACG framework would indicate more aspirational governance systems.


Implications 

The ACG framework provides general principles for good corporate governance of any organization. To date, most of the work on corporate governance best practices focuses on large, publicly traded companies. Many in the business community generally accept that best practices should simply protect the interests of shareholders seeking to maximize the long-term value of their shares. Although numerous attempts have been made to connect corporate governance best practices to business performance, such as Brown and Caylor’s (2004) study, the results of such studies have been mixed. Today’s best practices recommendations and rankings do not claim to directly improve business performance, only to protect shareholders’ interests, which may or may not be aligned with the strategic priorities of the corporation. The governance-performance dynamic of privately held and not-for-profit companies is even less understood.

As is often the case, the solution to one problem creates another. ACG provides a scheme for embracing bigger and more worthy problems. It seeks to protect the sustainable self-governance interests of any organization. It does so not only by providing a self-regulating sense-and-respond system of governance, but also by adapting its structure and processes to support the strategic objectives of the business. ACG intrinsically encompasses parameters that directly affect business performance by allowing for strategic stakeholders in the governance system.

As Todd (2008, 87) reports, an analysis by Brown and Caylor (2004) showing a positive correlation between corporate governance best practices and business performance reveals that “governance styles (beyond discrete governance practices) are associated with business performance.” The analysis concludes that corporations pursuing a share valuation strategy should consider adopting formal governance practices that establish higher levels of trust with investors and analysts. Similarly, corporations pursuing a sales growth strategy should adopt corporate governance practices that cede more control to management—in other words, have fewer independent directors. Todd also reports that truly independent boards presided over companies that were more profitable, and that management-influenced boards distributed more cash to shareholders. The study further infers a possible connection between governance styles and the natural life cycle of a company, suggesting that early stage companies are more likely to prioritize in favor of revenue growth while more mature ones seek to maximize profits.

The implications of this analysis are even more profound because they provide empirical evidence that supports strategic-stakeholder corporate governance  networks as a valid aspirational objective. Clearly, corporate governance practices that directly contribute to business performance can add more value to the corporation than those whose mandate is simply to protect shareholder interests. For example, firms pursuing a revenue growth strategy may be well advised to network their management-controlled board style of corporate governance with a customer advisory council. Similarly, those pursuing a share valuation strategy may want to network their trusted board style with a broader investor constituency. Mature corporations seeking to optimize for profitability might consider augmenting their independent director style of governance with a broader stakeholder advisory governance network.

Although boards already seek to manage information effectively to varying degrees, ACG provides a formal framework that they might employ to focus and guide their activities in a more deliberate way. It creates a new space for conversations among boards, management, and other key stakeholders, and solidifies the basis for collaboration. ACG also gives executives a credible voice on how governance structures and practices might be refined to support strategic business objectives. More generally, ACG provides analysts and policy makers with universally applicable, measurable, and comparable criteria for guiding the evolution of corporate governance structures and practices.




ANALYSIS 

This section puts the ACG framework into action by examining how the three criteria of requisite organization, requisite variety, and adaptive capacity map to today’s corporate governance landscape. The section first diagnoses international and national guidance on corporate governance principles, and proceeds to examine a specific set of best practices found to improve business performance.


OECD Principles 

The Organisation for Economic Co-operation and Development (OECD) provides international guidance on corporate governance in the form of recommended principles. According to the OECD (2004, 2), foremost among its objectives is “to achieve the highest sustainable economic growth and employment and a rising standard of living in member countries, while maintaining financial stability, and thus to contribute to the development of the world economy.” As ACG aspires to help organizations contribute to the same objectives, a diagnosis of the OECD Principles of Corporate Governance may be the most telling indicator of the completeness of the ACG framework and how it corresponds to an international benchmark.

Exhibit 4.2 categorizes the six OECD principles (OECD 2004) based on the elements of the ACG framework: requisite organization, requisite variety, and adaptive capacity. The principles are equally balanced across the three ACG parameters.

Principle I (Ensuring the Basis for an Effective Corporate Governance Framework) and Principle VI (The Responsibilities of the Board) satisfy the criteria of the ACG framework for contributing to requisite organization. They deal with the structure and the mandate of the board (a level of abstraction above the principles that address board function), and therefore these principles address complexity.  Principles IV (The Role of Stakeholders in Corporate Governance) and V (Disclosure and Transparency) satisfy the criteria for contributing to requisite variety because they handle information reliance, and therefore tackle uncertainty. Principle II (The Rights of Shareholders and Key Ownership Functions) and Principle III (The Equitable Treatment of Shareholders) satisfy the criteria for contributing to adaptive capacity because they contend with affecting change, and thereby self-adjustment.

Exhibit 4.2 Diagnosis of OECD Principles of Corporate Governance
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Each principle not only contributes to one of the ACG criteria but also does so in a balanced manner. These findings reciprocally reinforce the ACG framework and the OECD Principles.


NACD Principles 

The diagnosis of the National Association of Corporate Directors (NACD) Key Agreed Principles to Strengthen Corporate Governance for U.S. Publicly Traded Companies reveals somewhat different ACG indications (Daly 2009). See  Exhibit 4.3.

In contrast with OECD’s role as a guidance provider to countries, the NACD directly guides corporate directors. NACD principles begin at a lower level of abstraction and provide more detailed guidance with 10 principles. Nevertheless, the following sections of Daly (2009) discuss these principles. “Board Responsibility for Governance,” “Director Competency and Commitment,” and “Integrity, Ethics, and Responsibility” deal with structure and the mandate of the board, and therefore satisfy the requisite organization criteria of the ACG framework. Other principles concern uncertainty, and contribute to satisfying requisite variety criteria; “Corporate Governance Transparency,” “Board Accountability and Objectivity,” “Independent Board Leadership,” “Attention to Information, Agenda, and Strategy,” and “Shareholder Communications.” Finally, “Protection Against Board Entrenchment,” and “Shareholder Input in Director Selection” deal with affecting change, and satisfy the adaptive capacity criteria.

 Exhibit 4.3 Diagnosis of NACD Principles to Strengthen Corporate Governance
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Compared to OECD principles, NACD principles are more skewed toward addressing requisite variety. This is likely due to an emphasis on director independence, which is consistent with an agency-theory-based view of corporate governance for publicly traded companies. In contrast, the adaptive capacity column amassed the fewest NACD principles. This scarcity could suggest reluctance to reform corporate governance practices.


Best Practices 

The skewing effect of the distribution of NACD principles between the columns of the ACG framework is magnified when applying the same analysis to generally accepted best practices. Of the 46 corporate governance best practices found by Brown and Caylor (2004) to be associated with an aspect of business performance, only 4 concern requisite organization, while 33 fall into the requisite variety  category and 9 address adaptive capacity. With more than 70 percent of best practices belonging to requisite variety, the focus of best practices overwhelmingly deals with the principal-agent conflict. In fact, best practices virtually ignore the NACD principles associated with improving the quality and effectiveness of corporate governance structures and practices, namely those that satisfy requisite organization criteria. Representing about 20 percent of all best practices, the adaptive capacity category is proportional with NACD principles (see Exhibit 4.4).

A simple count of principles and practices only serves as a rough indicator of the state of corporate governance practices. Counting the number of principles or practices trivializes the aspirational nature of each of the three factors specified by the ACG framework. A truer representation of the three ACG parameters would measure the level to which each principle or practice contributes to enhancing a board’s willingness and ability to engage on matters of governance complexity, stakeholder uncertainty, and self-correction. This kind of analysis of the same corporate governance best practices, when overlaid diagrammatically over the ACG framework, would look more like a short vertical bar chart instead of a triangular bubble chart, depicting a unitary-board hierarchical governance structure. Even to boards following the agency theory for corporate governance, ACG presents a road map for improving their practices by innovating on the requisite organization parameter. Progress in requisite organization by unitary boards (i.e., by expanding the scope of the governance committee) would appear as taller bar charts in the ACG framework diagram (still lacking the horizontal dimension of requisite variety).




EXAMPLES OF CORPORATE GOVERNANCE INNOVATIONS 

As Dimma (2006, 53) notes, “Increasingly boards are expected to be more demanding, more aggressive, more indefatigable, and more unsparing.” However, new expectations of corporate governance go far beyond addressing the so-called principal-agent conflict. The Conference Board of Canada (2009, vi) comments that it is “crucial that governance ‘make a difference’ to organizational success and sustainability” and “innovations of boards of directors and governing bodies  ... is a dynamic and critical element of their organizations’ success.” The Conference Board of Canada encourages boards to tackle important challenges. These challenges include operating in an anticipatory mode, providing leadership for organizations to be effective globally, and leading transformation initiatives that improve organizational effectiveness and sustainability by being creative and embracing unique new approaches. The board’s call for a new approach to corporate governance is aspirational. Current best practices fall short of these expectations. Aspirational corporate governance offers a universal approach to evaluating and innovating corporate governance practices to meet ever-changing societal expectations.

As Turnbull (2002b, 16) comments, network governance structures are most evident in public sector enterprises that “are subject to external checks and balances that do not exist in the private sector.” There are also numerous examples of network governance in the private sector but not all satisfy ACG and good corporate governance objectives. In many cases, these governance systems are based on influential ownership and control networks designed to preserve existing power structures rather than facilitate operational feedback for organic self-correction to improve competitiveness and sustainability (Turnbull 2002a).

 Exhibit 4.4 Diagnosis of Corporate Governance Best Practices
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According to Turnbull (2002a, 5), Mondragón Corporación Cooperativa (MCC) in Spain, the Japanese keiretsu system, VISA International in the United States, and John Lewis Partnership and the Scott Bader Commonwealth in the United Kingdom provide “compelling evidence for the value of compound boards . . . even in cultures where unitary boards are dominant.” Turnbull’s (p. 11) rationale is that they “introduce a division of power to provide checks and balances to facilitate self-governance.” For example, John Lewis Partnership, an employee-owned retail conglomerate, incorporates a Partnership Council to hold the executive to account with the power to discuss any matter and even dismiss the chairman. The Partnership Board consists of the chairman, five partner (employee) directors elected by the Partnership Council, five executive directors appointed by the chairman, and two outside nonexecutive directors. This governance structure is said to provide a balance between commercial acumen and corporate conscience. From an ACG perspective, requisite organization is addressed by the Partnership Council (or Supervisory Board) that is concerned with more than commercial considerations; requisite variety is achieved by having three governing authorities (Partnership Board, Partnership Council, and chairman); and adaptive capacity is assured by appointing directors from multiple authorities and empowering the Partnership Council to remove the chairman.

Aspirational corporate governance explicitly addresses a complexity consideration that is implicit in Turnbull’s network governance model. Supervisory boards, stakeholder congresses and councils, review boards, senates, and watchdog boards serve to broaden the governance network with diverse perspectives and thereby reduce uncertainty. In addition, they add value by addressing complexity at higher levels of abstraction, providing views from elevated vantage points. They increase the cognitive capacity of corporate governance by presenting a bigger picture of the intricate tangle of strategic and systemic considerations over a longer time horizon, and equip them to handle dilemmas, ambiguities, inconsistencies, and novelties. ACG allows organizations to thrive in a complex and uncertain world by advancing governance systems that are open to a broad spectrum of possibilities.




SUMMARY AND CONCLUSIONS 

This chapter introduces a new context for corporate governance best practices in which corporate governance is the mechanism that naturally connects organizations to their environment. Aspirational corporate governance (ACG) might help organizations achieve this objective. The ACG framework defines the critical corporate governance factors needed to direct organizations toward value-creating opportunities that are increasingly obscured by complexity and concealed within labyrinths of uncertainty. ACG systems are designed for requisite organization,  requisite variety, and adaptive capacity to sustain firms in ever-changing business environments. Conditions for ACG apply universally to all organizations and can enhance the effectiveness of any existing governance model or structure. Rather than replacing previous governance principles and practices, ACG is a universal diagnostic tool for measuring and analyzing these (existing and prospective)  principles and practices as well as a blueprint for improving the design of any governance system.

An ACG analysis of prominent corporate governance principles and practices reveals remarkable congruence with international guidelines, but increasing divergence in national and institutional approaches. Nevertheless, some outstanding examples of corporate governance systems that direct the business of highly successful corporations, such as VISA International, serve as beacons for what is possible.

The power to transform corporate governance systems resides with boards of directors and shareholders. According to Darazsdi and Stobaugh (2003, 2), governance committees have the mandate to oversee “the board’s governance processes and effectiveness.” While most of the recent attention for corporate governance reform has been directed toward strengthening audit and compensation committees, the work of governance committees remains largely a formality. They often serve a dual function as also the nominating committee, which consumes most of their attention. Governance process and effectiveness considerations are relegated to infrequent review, often annually. Corporate governance reform needs to begin in governance committee meetings. Members of governance committees should strive for the appropriate level of cognitive capacity to wisely lead boards through the complexities of evolving their organization’s corporate governance system. While engaged in this process, they may find using the ACG framework instructive for assuming an expanded role, perhaps even constituting a Supervisory or Corporate Governance Board (Turnbull 2000) that deliberately creates a corporate environment for sustainable business performance and adaptability to changes in the business context.




DISCUSSION QUESTIONS 

1. On whose behalf should corporate boards direct and control the activities of the organization?
2. Why do corporate directors need to be concerned about more than the principal-agent conflict?
3. Why do corporate governance best practices limit possibilities to improve corporate governance effectiveness?
4. How does aspirational corporate governance (ACG) make improving existing corporate governance best practices possible?
5. What does the ACG diagnosis of guiding corporate governance principles and practices reveal?
6. How could governance committees apply ACG to create a corporate environment that delivers sustainable business performance and adapts to changing conditions for business?
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‘This table shows board size and director affiliations, partitioned by industry. Little variation
exists in the number of corporate directors. Among industries, the number of directors who
are employees of or othenwise affiliated with the company varies from o to three.

Nonfinancial
Services
Board size 12
Independent directors 9
Directors who are current employees 1
1

Directors affliated with the company
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Cost savings = Coefficient estimate x one standard deviation of CEO equity
x average debt level of S&P 500 firms.

001350 x 2.10 x $8.087 billion

= $22.9 million
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6.

1

12

13,

Listed companies must have a majority of independent directors.
In order to tighten the definition of independent director for purposes of these
standards:

5 o materal elatonship with the I
b. Inaddition,  director is not independent if any of five additional te
To empower nonmanagement directors to s more effective check on
‘management, the nonmanagement directors of each listed company must meet at
regularly scheduled exccutive sessions without management.

ed company.
are failed.

. Listed companies must have a nominating /corporate governance committee

composed entirely of independent directors.
a. The nominating/corporate govemance committee must have a written charter that
addresses:
i. The committee's purpose and responsibilties.
ii. An annual performance evaluation of the committee.
Listed companies must have a compensation committee composed entirely of
independent directors.
a. The compensation committee must have a written charter that addresses:
i. The committee's purpose.
ii. An annual performance evaluation of the compensation committee
Listed companies must have an audit commitiee that satisfies the requirements of
Rule 10A-3 under the Exchange Act.
‘The audit committee must have a minimun of three members.
a. In addition to any requirement of Rule 10A-3(b)(1), all audit commitee members
‘must satisfy the requirements for independence set out in Section 303A.02.
b. The audit committee must have a written charter that addresses;
‘The committee’s purpose.
An annual performance evaluation of the audi commitice.
‘The duties and responsibilties of the audit committec.
. Each listed company must have an internal audit function.

. Sharcholders must be given the opportunilty to vote on all equity-compensation plans

and material revisions thereto, with limited exemptions.

Listed companies must adopt and disclose corporate govemnance guidelines.

Listed companies must adopt and disclose a code of business conduct and ethics for

directors, officers, and employces, and promptly disclose any waivers of the code for

directors or executive offcers

Listed foreign private issuers must disclose any significant ways in which their

corporate governance practices differ from those followed by domestic companies

under NYSE listing standards.

Each listed company chief executive office (CEO) must certfy to the NYSE cach year

that he or she s not aware of any violation by the company of NYSE corporate

govemnance listing standards, qualifying the certification to the extent necessary.

a. Each listed company CEO must promptly notify the NYSE in writing after any
exceutive officer of the listed company becomes aware of any material
noncompliance with any applicable provisions of this Section 303A.

b. Each listed company must submit an executed written affirmation annually to the
NS

‘The NYSE may issuea public reprimand letter to any listed company that violates a

NYSE listing standard..
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The post-succession performance
improvements around forced turnovers
are only observed during the 1983 to 1994
subperiod. There is no evidence of
improvement in the first half of the sample
period.

The degree of performance improvement
s positively related to institutional
‘ownership, the presence of an
outsider-dominated board, and the
appointment of a CEO from outside the
firm.

Turnover announcements are associated
with significant positive abnormal stock
returns and these returns are positively
related to subsequent changes in operating.
performance.

Employee productivity improves
following both forced and voluntary
turnovers.

Evidence on scale of operations is similar
t0 that reported by Denis and Denis (1995).
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“This table shows the board characteristics: board size (for Germany of the management and
supervisory boards separately); whether the CEO i also the board chairman (1 = yes); the
percentage of nanexecutive directors on board (for Germany this is taken as the percentage
of supervisory board members on management and supervisory boards); and percentage
of representatives of the sharcholders, of the debtholders, or of the founders on the board
(and of the management and supervisory boards for Germany), if applicable. This fable also
shows the average yearly tumover of the CEO and the executive directors. The tumover
data are corrected for natural tumover (retirement, death, and illness).

United
Germany  Belgium  France  Kingdom

Board composition

Board structure 2tier 1-tier T-tier
Board size 127 04 05
Supervisory board size 92

Management board size 35

Fraction of executives (%) 22 261 146 05
CEO = Chairman (yes = 1) (%) 00 32 859 27
Percent of sharcholders' representatives 632 120
Percent of debtholders’ reprosentatives 93

Percent of founders’ representatives 39

Tumover data

CEO tumover (%) 151 74 184 125

Exccutive director turnover (%) 122 1956 109 90
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302
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1001

Accounting Standards

1. The SEC may recognized as “generally accepted” any accounting
principles that are established by a standard-setting body that meets the
Act's criteria

2. The SEC shall conduct a study on the adoption of a principles-based
accounting system.

Corporate Responsibili
“The signing officers (e.5, CEO, CFO) shall certify in each annual or
quarterly report filed with the SEC that (a) the report does not contain
any untrue statement of a material fact or omitted material facts that
cause the report to be misleading; and (b) financial statements and
disclosures fairly present,in all material respects, the financial condition
and results of operations of the issuer. The signing officers are
responsible for establishing and maintaining adequate and effective
controls to ensure rliability of financial statements and disclosures and
periodic assessment of the disclosure of material deficiencies in internal
controls to external auditors and the audit commitice.

Disclosures in Periodic Reports.

Each financial report that is required to be prepared in accordance with
‘GAAP shall reflect all material correcting adjustments that have been
identified by the auditors.

Management Assessments of Iuterual Controls

1. Each annual report filed with the SEC shall contain an internal control
report, which shall (a) state the responsibility of management for
establishing and maintaining an adequate internal control structure and
procedures for financial reporting; and (b) contain an assessment of the
effectiveness of the internal control structure and procedures as of the
end of the issuer’s fiscal year:

2. Auditors shall attest o, and report on, the assessment of the adequacy
and effectiveness of the issuer internal control structure and procedures.
as part of an audit of financial reports in accordance with standards for
attestation engagements

Exemptions
Nothing in Section 401, 402, or 404, the amendments made by those
sections,or the rules of the commission under those sections shall apply
to.any investment company registered under Section § of the Investment
Company Actof 1940.

The SEC must review disclosures made to the SEC on a regular and
systematic basis for the protection of investors, including a review of the
issuer’s financial statements.

Real-Time Issuer Disclosures
Each issuer shall disclose information on material changes in the financial
condition or operations of the issucr on a rapid and current basis

Corporate Tax Returns
“The federal income tax returns of public corporations should be signed
by the CEO of the issuer.
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“This figure shows the percentage of companies who have lead directors and those who have non-CEO
chais, partioned by indusiry. The presence of a lead indopendent director ranges fiom a low
30,6 percentin financial services (0.a high 62.2 percent n the energy industry:
B Percent who have lead directors
Percent who have non-CEO chairs
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“This table shows the major compensation consultants used by firms in the United States,
the United Kingdom, and Canada. The analysis is based on data from previous studics

United United
States* Kingdom* Canada®
n % 0 % n %

Panel A: Major Consultants
Towers Perrin 95 W8 8 w4 &5 %
Mercer Consulting s M0 % M3 B @
Frederic W. Cook & Co. 77 193 n/a n/a S 4
Hewitt Associates 6 15 13 56 9 7
Watson Wyatt Worldwide 31 78 2 10 6 5
Parl Meyer 2 55 n/a n/a n/a nha
PricewaterhouseCoopersMonks ~~ n/a n/a ¥ 160 n/a  n/a
New Bridge Street Consultants na na @ %8 n/a n/
Panel B: Consultant Use
No consultant used 125 12 % x4 28
Two or more consultants used 1700 %5 09 na n/a
Panel C: Potential Conflicts
Consultant supplies other bu

toclient firm N3 el 106 459 1% 462
Compensation committce retains

consultant na a1 $2  n/a nfa
Ratio of fees for other services to

fees for exccutive pay advice na 1 n/a n/a'  n/a 134

Notes: n = number; % = percentage
= Based on Conyon et al. (2009, 49, Table 1) sing  sample of 400 U, irms and 231 UK firms.

" Bascd on Murphy and Sandino (2009, 42, Table §, Pancl ) using a sample of 200 Canadian firms.

< Based on Cadman etal (2009, 2, Tble 1) using a sample of 880 U, frms

 Based on Murphy and Sandino (2009, ) using  sample of 1,046 US.frms.

< Based on Conyon etal. (209%, 30) using a sample of 232 UK firms.

 Basec on Murphy and Sandino (2009, 26) using 2 sample of 200 Canadian irms.

# Based on Waxman 2007) using 2006 data on 179firms rom the Fortune 250 information unavailable
publicy). Murphy and Sandino (p. 27) report 11.7 percent.

 Based on Conyon et al. (2009) using 231 UK frms,

1 Based on Murphy and Sandino (2009, 27-28).

 This i an inverse measure of potential confict.
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Auditor Independence: Services outside the Scope of Practice of Auditors
Registered public accounting firms are prohibited from providing any
non-audit services to an issuer contemporaneously with the audit, including
butnotlimited to (2) bookkeeping or other services related to the accounting
record o financial statement of the audit client; (b) financial information
systems design and implementation; (c) appraisal or valuation services; (d)
actuarial services; () internal audit outsourcing services; (f) management
functions or human resources; (&) broker or dealer, investment adviser, or
investment banking; (h) legal services and expert services unrelated to the
audit; or (i) any other services that the PCAOB determines, by regulation, are
impermissible

Audit Partner Rotation
‘The lead audit or coordinating partner and reviewing partner of the registered
accounting firm must rotate off of the audit every five years.

Auditor Reports to Audit Committees
‘The registered accounting firm must report o the audit committee all
accounting policies and practices to be used; all altemative treatment
financial information within generally accepted accounting principles,
ramifications of the use of such altemative disclosures and treatments, and the
preferred treatment; other material written communication between the
auditor and management.

Conflcts of Interest
‘The registered accounting firm is prohibited from performing an audit for an
issuer who is CEO, CFO, controller, chief accounting officer or person in an
equivalent position employed by the accounting firm during the one-year
period preceding the audit

Study of Mandatory Rotation of Registered Public Accounting Firms
‘The Comptraller General of the United States will conduct a study on the.
potential effects of requiring the mandatory rotation of public accounting
fir

Regulations and Independence Guidelines
‘The commission was given 180 days to implement final regulations regarding
the Act.Itshall be unlaw’ul for any registered public accounting firm (or an
associated person thereof, as applicable) to prepare or issue any audit report
with respect to any issuer if the firm or associated person engages in any
activity with respect to that issuer prohibited by any of subsections (g) through
() of Section 10A of the Securities Exchange Act of 1934, as added by thisttle,
or any rule or regulation of the commission or of the board issued there under

Considerations by Appropriate State Regulatory Authorities
In supervising nonregistered public accounting firms and their associated
persons, appropriate state regulatory authorities should make an independent
determination of the proper standards applicable, particularly taking into
consideration the size and nature of the business of the accounting firms they
supervise and the size and nature of the business of the clients of those firms.

GAO Study and Report Regarding Consolidation of Public Accounting Firms.
The GAO shall conduct a study regarding consolidation of public accounting
firms since 1989 and determine the consequences of the consolidation.

tical
of
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“This figure shows the background of members on the board of dactors in 2008. As a result of regula
tory requirements and strcter_governance standards, the. number of directors with financial
backgrounds has increased subsiantallyin the past decade.

Others 3%
Lawyers 3%
Consuants 4%

Active GEOICOO/
Aescamicshnnprot chairpresident 31%

Retited GEO/COO!
chaipresident
vioe chalr 16%

Financial backgrounds
(bankers, accountants,

investment managers)
18%

“Mostly retired government and miltary officials, plus a few other retired professionals
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‘This table provides a contrast between women and men on four director char-
acteristics. The sample consists of an unbalanced panel of 86,714 director-level
observations from 1,939 UsS. firms (S&P 500, S&P MidCap, and S&P SmallCap
firmes) for the period 19962003,

Director Characteristi Women Men
Number of directorships. 21 19
Tenure as director 72 years 100 years,
Age 550 years 590 years

Percentage of refired directors 10% 19%
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The figure shows th market reaction 1o the announcement of domestic and cioss border MSA
wansaciions for UK and Contnental Europoan targol rms. The benchmark used in the markot modl
5 the MSCI-Europe index returns; the model paramolers aro estimatod over 240 days starting 300
days boloro the acquision announcement

081 [ G U
o0 Domesic b Cont. Euope
D e— e
o4 Gron otes i, Cont Epean e

0as
03
025
0z
015
01

005

0 =t
5550454035 50 2520 1510 5 0§ 10 15 20 25 %0 3 40 45 50 55 60






OEBPS/bake_9780470877951_oeb_005_r1.gif
ACG Parameters

Requisite
Organization

Best Practices (Complexity)

Requisite
Variety
(Uncertainty)

Adaptive
Capacity
(Self-Adjustment)

1

10,

1n.

12,

1,

1

15.

Doall directors attend at least
75 percent of board meetings or

have a valid excuse for

nonattendance?

Is the board controlled by more

than 50 percent independent

directors?

s the compensation committee
composed solely of

independent outside directors?

s the nominating committee:

composed solely of

independent outside directors?

Doesa policy exist requiring v
outside directors to

more than five ad
boards?

Is the size of the board of

directors at least 6 but not more

than 15 members?

Doesa former CEO serve on

the board?

Docs the goverance v
commitiee meet at least once

during the year?

Are board guidelines in each

proxy statement?

Does management respond to
sharcholder proposals within

12 months?

Are board members elected

annually?

Are the CEO and chairman’s

duties separated or is. lead

director specified?

Is the CEO lsted as having a
“related-party transaction” in a

proxy statement?

Docs the CEOserve on more v
than two additional boards of

other public companies?

Do shareholders vote on

directors selected to fill a

vacancy?

v
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“This table shows the importance and effectiveness of various corporate governance mecha-
nisms, and their different scope for policy intervention.

Corporate

Governance Relative Importance in

Mechanism Less Developed Countries  Scope for Policy Intervention

Large Likely to be the most Strengthen rules protecting

blockholders important governance ‘minority investors without
‘mechanism removing incentives to hold
controlling blocks.

Market for Unlikely to be important Remove some managerial

corporate when ownership is strongly  defenses; disclosure of

control concentrated; can stll take  ownership and control; develop
place through debt banking system,
contracts, but requires
bankruptcy system.

Proxy fights Unlikely to be effective when  Technology improvements for
ownership is strongly communicating with and among
concentrated. sharcholders; disclosure of

ownership and control.

Board activity Unlikely to be influential Introduce elements of
when controlling owner independence of dircctors;
can hire and fire board training of directors; disclosure
‘members, of voting; possibly cumulative

Voting.
Excutive Less important when Disclosure of compensation
compensation controlling owner can hire  schemes, conflicts o interest
and fire and has private rules,
beneits,

Bank monitoring  Important, but depends on  Strengthen banking regulation and
health of banking system institutions; encourage
and the regulatory accamulation of information on
environment. credit histories; develop

supporting credit bureaus and
other information

Sharcholder Potentially important, teraction among

activism particularly i large firms  sharcholders. Strengthen
with dispersed ‘minority protection. Enhance
sharcholders. ‘govemance of institutional
investors.
Employee Potentially very important,  Disclosure of information to
monitoring particularly in smaller employees; possibly require
companies with board representation; assure
high-skilled human capital flexible labor markets

where threat of leaving is
high.
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“This table describes a decision rule that leads to the appointment of a
family (unrelated) chicf exccutive officer (CEO) asa function of the firms’
unobserved investment opportunitics to illustrate the potential advan-
tage of using an exogenous family characteristic for overcoming omitted
variables and endogencity concerns, Specifically, the table indicates that
whenever investment opportunities are above (below) average, or *
(“low”), family firms would appoint family CEOs (unrelated CEOS). When
investment opportunities are moderate (“medium”), firms tend to sclect
a family CEO if the first child of the founder is male but an unrclated
CEQ if the firs child is female. Assuming the variation from the gender
of the firstchild is random, rescarchers may use this variation to test for
the impact of family CEOs on firm performance.

Gender of First Child

Investment

Opportunities Male Female

High Family CEO Family CEO
) @n+/)

Medium Family CEO Unrelated CEO
(@ +f) G +10)

Low Unrelated CEO Unrelated CEO

(u+u) (o u)
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ACG Parameters

Requ
Organization  Variety
Principles (Complexity) (Uncertainty) _(Self-adjustment)

1. Board Responsibility for v
Governance
11 Corporate Governance v
Transparenc
1L, Director Competency and v
Commitment
IV. Board Accountability and
Objectivity
V. Independent Board Leadership
VI Integrity, Ethics, and v
Responsibility
VIL. Attention to Information, v
Agenda, and Strategy.
VIIL. Protection Against Board
Entrenchment
IX. Sharcholder Input in Dircctor
Selection
X. Sharcholder Communications

e
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Base salary
Shortterm compensation
Long-term compensation

Others

Total

Total salary
Total bonus.

2003 Long-term incentive plan
Deferred bonus

Pension
Insurances, benefits

£1,305,000
£2122,000
£12,334,000
£1,927,400
£1,675,700
£23500
£19387,600
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‘The figure reports average annual percentage staff tumover rates across the four Cranet surveys for
1991, 1995, 1999-2000, and 2003-2004.

000

mor

Mean % Staff Turmover per Year
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Capital Structure = fi(Governance, Performance, Ownership. Zs. €5)
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This table shows the distribution of companies having a mandatory refirement age, parti-
tioned by the firm's revenues in millions of dollars, The median mandatory retirement age
is72.

Companies with Mandatory Median Mandatory
Revenues in Millions. Retirement Age Retirement Age
S0to < 1216 2.9% 7
$1216t0 < 2241 636 72
224110 < 3651 529 72
365.1to < 5819 w7 7

5819 to < 887.0 75 74
887.0t0 < 12789 70 7
1278910 < 21267 526 7
2126710 < 38485 025 7
3848510 < 9,153 76 72

29153 926 72
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“This figure shows the background of members on the board of directors in 1998. Over the years, aciive
and rlired CEOs and COOS have consistently been at the top of boards' wis

Others* 6%

Lawyers 5%

Active GEO/COO!
chaidpresident/

Consulanis 7% vice chair 49%

Relired CEO/COO!
chairpresident/
vice chair 6%

Financial backgrounds
(bankers, accountants,

invesiment managers) 6%

Other corporate execulives 9%

“Mostlyretred government and milary offcials, plus a few ofher retred professionals
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“This table addre

roles of the SEC in protecting investors from receiving misstated finan-

cial statements as well as penalties for the violations of SEC rules.

Section

Proy

601

602

603

703

704

s02

303

804

SEC Resource and Authority
SEC appropriations for 2003 are increased to 5776 million from which
598 million shall be used to hire an additional 200 employees o provide
enhanced oversight of audit services.

Practice before the Commission

1. The SEC may censure any person or temporarily bar or deny any person
the right to appear or practice before the SEC if the person does not
possess the requisite qualifications to represent others, has willfully
violated federal securities laws, or lacks character or integrity.

2. The SEC shall conduct a study of “Securities of Professionals” (¢.g.
accountants, investment bankers, brokers, dealers, attormeys, and
investment advisers) who have been found to have aided and abetted a
violation of federal

3. The SEC shall establish rules setting minimun standards for professional
conduct for attorneys practicing before the commission.

Federal Court Authority to Impose Penny Stock Bars
Amendment o the Securities Exchange Act of 1934 which allows the court
to prohibit any person participating in, or,at the time of the alleged
misconduct, who was participating in, an offering of penny stock, from
participating in an offering of penny stock, conditionally or unconditionally,
and permanently or for such period of time as the court shall determine.

Study and Report on Violators and Violations
‘The SEC is directed to conduct a study and report it findings to Congress
regarding the proliferation of violations of securities laws and associated
penalties

Study of Enforcement Actions
‘The SEC is directed to analyze all enforcement actions over the prior
five-year period involving violations of reporting requirements and
restatements of financial statements o identify areas of reporting that are
most susceptible o fraud.

Criminal Penalties for Altering Documents
Criminal penaltis for document destruction, alteration, or concealment
with the intent to impede federal investigations or n a federal bankruptcy
case include fines and maximun imprisonment of 20 years.

No Discharge of Debs in a Bankruptcy Proceeding
Liability for securities law or fraud violations may not be discharged under
the US,. Bankruptcy Code.

Statute of Limitations for Securities Fraud
Statute of limitations to recover for a private action for securities fraud is
lengthened to the carlier of two years after the date of discovery or five
years after the fraudulent activities.
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“This figure shows the market reaction 10 the announcement of domestic M&A transactions for target
frms by legal orgin. Counties are grouped according o their legalorgin ollowing the lassifcation by
LaPorta ot al. (1998) and according to he EU enlargement process. Countries are grouped as follows:
Engiish legal orgin (Republic of Ireland and the United Kingdom), German legal origin (Austra,
Germany, Swizertand), French legal origin (Belgium, France, Greece, taly, Lusembourg, the Nether.
lands, Portugal, Spain), Scandinavian legal orgi (Denmark, Icoland, Finland, Norway, Swoeden), the
EU enlargement consists of Czech Republic, Cyprus, Estoria, Hungary, Latvia, Lithwania, Poland,
Slovak Repubic, Sovernia, Bulgaria, Romania. The benchmark used in the market model s the MSCI-
Europe index retums; the model paramelers are esiimated over 240 days staring 300 days before the.
acquisiion announcement.
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This table shows company policies regarding service on multiple boards, partitioned by
threeindustry groups—manufacturing, financial services, and nonfinancial services. A great
majority of companies permit their board members to also serve on three or more other for-

profit boards.

Financial Nonfinancial
Manufacturing  Services  Services

Companies limiting multiple board services. 447% 07% 500%

Policy for board members:

No other board service permitted 00 00 50

One other board service permitted 00 24 00

Two other boards service permitted 125 11 100

‘Three or more other boards service per 875 786 850

Policy for senior executives:

No other board service permitied 125 00 22

One other board service permitted 75 26 556

‘Two other boards service permitted 75 29 22

‘Three or more other boards service permitted 125 26 00
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Ownership = fs(Governance, Performance, Capital Structure. Zs, €5)





OEBPS/bake_9780470877951_oeb_033_r1.gif
This table shows the percentage of companies in manufacturing, financial services, and
nonfinancial services having various types of committees. Most companies’ boards have
audit, compensation, and nominating, governance committes.

Financial  Nonfinancial
Company Has Committee Manufacturing  Services Services
Audit 1000% 9%6.6% 1000%
Compensation 977 958 891
Nominating/Governance 953 81 570
Exceutive. 365 49 57
Succession Planning 00 25 00
Finance 259 318 21
Ethi 12 09 22
Human Resources 35 51 65
Pension and Bencfits 17 17 44
Stock Option 35 17 a4
Environmental and Corporate

Responsibility 153 68 22
R&D/Innovation 59 00 00

Political Contributions 12 09 22
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This table shows the average fraction of both in-
sideand nonexecutive directors who were added
to the board after a merger or acquisition across
allBHCs foreach year from 1986 t02000. The data
arean extended version of thedata in Adams and
Mehran (2003 and 2008), which involve 35 BHCs
from 1986 to 2000,

Fraction of Board

Year Added after a Merger
1986 006
1987 007
1988 010
1989 o1
1990 o1
1991 on
1992 014
1993 015
1994 015
1995 016
1996 018
1997 017
1998 018
1999 019

2000 020
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“This figure shows the evolution of the market reaction to the announcement of M&A transactions for
target firms by bid atttude and by form of the bid. The sample of hostile acquistions includes deals in
which the argetfrm's board opposes the takeover and deals in which a compating biddar was present.
‘The benchmark used in the market model is the MSCI-Europe index returns; the model parameters are
estimated over 240 days starting 300 ays before the acquisiion announcemen.
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Cost savings = coefficient estimate x one standard deviation in top.
‘management equity x_average debt level of S&P 500 firms
—0.000415 x 457 x $8.087 billion
= $15.3 million
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‘The table shows estimates of typical CEO pay for companies with at least U.S, 500 million
in worldwide sales. All figures are in (2005) US. dollars.

Pay Component United States United Kingdom
Short-term Base salary 584,537 509,522
Annual bonus 227,99 152,857
Long-term Stock options, stocks. 771589 254761
Additional Benefits 129,897 25138
Perquisites 108248 35,548

Total 2164952 1184936
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Charter/Bylaws.

32, s the company authorized to
issue blank check preferred
stock?

33, Isa simple majority vote
required to approve a merger
(nota supermaiority)?

34, Does the company cither have
o poison pill or havea pill that
was shareholder approved?

35, Are sharcholders allowed to
call special meetings?

3. Is a majority vote required to
amend charter/bylaws (nota
supermajority)?

37. May shareholders act by
written consent, even if the
consent is non-unanimous?

Ownership

38, s officers’ and directors’
ownership at least 1 percent
but not more than 30 percent of
total shares outstanding?

39, Are exeutives subject o stock
ownership guidelines?

40, Are directors subject to stock
ownership guidelines?

41, Doall directors with more than
one year of service own stock?

Director Education

42 Has atleast one member of the
board participated in an
accredited director education
program?

Audit

3. Is there a formal policy on
auditor rotation?

44 Are fees being paid to the
auditor less for consulting than
for audit services?

45, Does the audit commitice
consist solely of independent
outside directors?

iction of Incorporation

6. Is the company incorporated in
ajurisdiction without any
antitakeover provisions?
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This figure shows the percentage of companies with a classified board, partioned
by tevenuss. Only a quator of the largest companies havo a classiod board

Rovenves in Milons.
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This table reports the results from a two-step cluster analy:

distance as a measure of similarity and Schwarz’s Bayesian information criterion (BIC) to

determine the optimal number of clusters, the analy:

identified four different clusters.

For cach cluster, the table reports the frequency and percent of firm-year observations per

country.
Cluster
1 2 3 Combined
N % N % N % N % N %

United Kingdom 624 924 51 76 0 00 0 00 &5 1000
France 000 12 62 0 00 18 938 19 1000
Germany 000 17 56 0 00 28 944 03 1000
Sweden 177 §76 25 124 0 00 0 00 202 1000
Spain 0 00 41 289 101 71 0 00 12 1000
Denmark 000 10 44 29 956 0 00 29 1000
TheNetherlands 0 00 6 24 243 976 0 00 29 1000
Taly 0 00 2 87 0 00 21 93 23 1000
Norway 000 19 94 18 W6 0 00 202 1000
Switzerland 0 00 1 13 78 97 0 00 79 1000
Ircland 144 954 7 46 0 00 0 00 151 1000
Portugal 0 00 12 245 ¥ 75 0 00 49 1000
Finland 250 929 19 71 0 00 0 00 269 1000
Greece 0 00 12 293 9 W7 0 00 41 1000
Austria 0 00 8 78 0 00 9 92 103 1000
Belgium 000 25 102 0 00 219 8 244 1000
Ieeland 0 00 8 200 0 00 @ 80 40 1000
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“Thisfiure shows the percentage of companies wilh independent direcors,partioned by revenues. AS
‘company revenue increases, so does the percentage of independen direclors.

Revenues in Milons

239,150 E— 6%
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21267103645 5 EE— 0.0
1278910 <2,126.7 E— 0.0
8670 t0.< 1,275 0 E— 775
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365.1to < 561 9 EEE— 50
2241 10.<365.1 E— 750
1216 0 < 224.1 E— 750
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Debt Costs = o + B (CEO Equity) + B (Internal Monitoring Device) (2.1
+Bs (CEO Equity x Internal Monitoring Device) + B (Controls)
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Study

Sample

Main Conclusions

Hotchkiss
(1995)

Perez-
Gonzalez
(2006)

Denis and
Denis
(1995)

Huson,
Malatesta,
and
Partino
(2004)

197 U.S.firms that fled for
Chapter 11 bankruptey
between October 1979 and
September 1988 and that
Subsequently emerged
from bankruptcy as public
companies.

122 CEO turnovers in which
the new CEO i related to
the departing CEO, the
founder of the firm, or a
large stockholder (family
successions), and 213
nonfamily CEO
successions. All turnovers
occurred in USS.
nonfinancial, nonuility
firms between 1980 and
2001

908 turnovers during the 1985
101988 period that
involved senior managers
at firms which are included
in the Value Line Investment
Surzey as of the end of 1984,
‘The sample includes 353
turnovers involving the top
manager, of which 73 can
be classified as forced and
58 can be classified as
normal retirements.

1,344 CEO tumovers during
the 1971 to 1995 period at
firms listed in the Forbes.
annual compensation
surveys during that period;
215 of the tumovers are
classified as forced and
1,129 are classified as
voluntary.

* Thereis a strong association between
the retention of the prebankruptey
management team and poor
post-bankruptey performance.

* Post-tumover performance of firms
with family successions is poorer than
that of firms with nonfamily

* Post-tumover performance of firms
with family successions s poorer when
Successors have weaker educational
backgrounds.

« Forced resignations of the top manager
follow declines in operating
performance are followed by operating
performance improvements.

* Noevidence of poor operating
performance prior to voluntary top
manager turnovers, but small operating
performance improvement afterwards.

« Abnormal stock returns are significant
and positive following forced top
manager turnovers and insignificantly
different from zero following voluntary
tumovers.

« Firms significantly reduce the scale
of their operations following forced
tumovers and grow more slowly than
their peers following voluntary
tumovers.

Controlling for mean reversion in
operating performance and survivor
bias, the changes on pre-and
post-tumover operating performance
around forced tumovers are similar to
those reported by Denis and Denis
(1995). There is no significant
improvement in operating performance
after voluntary tumovers.
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506 Whistleblower Protection
Provide whistlcblower protections for employees of any issuer who
willingly provide evidence of fraud or violations of securities by that

1105 Authority of the SEC
‘The commission may prohibit a person from serving asa director or
officer of a publicly traded company if the person has committed

ccurities fraud.

al Penalties for Violations of the 1934 Exchange Act

Increases criminal penalties for violations of the 1934 Act from $1 million

to 55 million for individuals; from 10 years to 20 years imprisonment for

each violation; and from $2.5 million to 525 million for cach ent

1106
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‘The figure shows the estimated compensation level and mix for local employees of firms in 26 countries
in 2005, with approximataly USS500 millon in worldwide sales. The amounts are expressed in USS
‘converted at he exchange rates of Apri 1, 2005, Salary represents the base salay including regular
paymens (vacaion allowance, 13th month Salary) and non-performance-relaied bonus; bonus
includes target performance-based cash awards. Oplions/LTIPS inludes the gran-date expected
value of oplion grants and annualized targets from long-term incenive plans. Other compensation
includes both compulsory and voluntary company contrbufions.

[@Saiay @50 GoptonLTPs G0

Gemany
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Sweden
‘Switzerana [
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‘This figure shows the market reaction to the announcement of M&A transactions for target firms by
‘means of payment employed in the transaction: allcash, al-equity, and mixed cash/equly. ofofers of
which the payment was not disclosed (and remains urknown o date). The benchmark used In the
market model i the MSGI-Europe index returms; the model parameters are sstimaled over 240 days
starting 300 days before the acquisiton announcement.
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A cash payment
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The shareholder stance is a tool 1o evaluate what a particular shareholder’s iferest involves. It has.
hree dimensions: he atitude toward the slock (accumulale, maintain, and reduce). ts participaton in
‘company alfars (docile, walkers, and aciiviss), and the inveslors general nvestment horizon (long-
torm, short-torm, or perverse)

Accumulate

Maintain

Perverse

Short-term

Long-term

Docile. Walkers  Activists
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Executive and Director Compens:

16.

17.

18,
19.

2.

2.

Did option repricing oceur
within past thrce years?

Did the average options
granted in the past three years
as a percentage of basic shares
outstanding exceed 3 percent
(option burn rate)?

Is option repricing prohibited?
The last time sharcholders
Voted on a pay plan, did ISS (or
equivalent organization) deem
its cost 0 be excessive?

Does the company provide any
loans to exccutives for
exercising options?

Did directors reccive all ora
portion of their fes in stock?
Were stock incentive plans
adopted with sharcholder
approval?

Dointerlocks exist among
directors on the compensation
commitiee?

Do nonemployees participate
in company pension plans?

Progressive Practices

2.

2.

2.

E

2.

0.
31

Is the performance of the board
reviewed regularly?

Do outside directors meet
without the CEO and disclose
the number of times they met?
Is there a mandatory
retirement age for directors?

Is there a board-approved CEO
Succession plan in place?

Are directors required to
submit their resignation upon a
change in job status?

Do director term limits exi
Does the board have outside:
advisers?

&

«
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Organization
(Complexity)

ACG Parameters

Requisi
Variety
(Uncer

ty)

ity
(Self-adjustment)

Ensuring the Basis for an Effective
Corporate Governance
Framework. v

Principle IT

‘The Rights of Sharcholders and
Key Ownership Functions

Principle 11l

‘The Equitable Treatment of
Sharcholders

Principle IV

‘The Role of Stakeholders in
Corporate Governance

Disclosure and Transparency

Principle VI
‘The Respons

of the Board v
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Tris figure shows the parcentage of companies with a dlassified board, patitoned by manufacturing,
financal servicos, and nonfinancial servioes. The majorty of manufacturing companies have a
classifiod board
Manufacturing EESESG—_— 50 6%
Financial Sorvicos IS 41.5
Nonifinancial Sorvicos IS 1.5
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2
Turnover;, = 3 B x Perform; &
=
(Performance)
. .
+ 3 et x Blockizct + 3 8ur x Blockiz,-1 x Performis,y
= =

(Ownership concentration, interaction)
. 4

3 s x Purchasei s+ ) 0 x Purchase; , x Perform -y
= =

(Market in share blocks, interaction)
2 2
+ 2 dem % Debtima-1 + Y M X Debbi a1 x Performiy,1

k=1 =
(Control variables : Debt policy, interaction)
2 2

+ 3 e x Boardis + Y Acys x Board u, x Perform;, 1
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(Control variables : Board structure, interaction)
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Type of CEO Turnover = g(Past two years” stock return, Governance, Past
two years’ stock return x Governance, Zi, &)
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‘This table summarizes responsibilities of corporate attorneys, security analysts, credit rating
agencies, and other professionals associated with financial reporting,

Section  Provisions

307 Rules of Professional Responsibility for Attorneys
‘Attomneys who appear or practice before the SEC are required to report
violations of securities laws to the CEO or chief legal counsel and, if no
action is aken, o the audit committee.

308 Fair Funds for Investors
“The SEC may impose civil penaltics on disgorged executives for the
compensation of victim:

so1 Treatment of Securities Analysts

Registered securities associations and national securities exchanges shall
adopt rules designed to address conflicts of interest for rescarch analysts
who recommend equities in research report

601 Qualifications of Associated Persons of Brokers and Dealers
‘Amends the Securities Exchange Act of 1934 and refines the Qualifications
of Associated Persons of Brokers and Dealers.

02 Credit Rating Study and Report
‘The SEC is directed to conduct a study and report is findings to Congress
regarding the role, importance, and impact of rating agencics in the
marketplace.

805 Review of Sentencing Guidelines
905 The U.S. Sentencing Commission is authorized to review the sentencing
1104 guidelines for fraud, obstruction of justice, and other white-colar crimes

and to propose changes to o

ing guidelin
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This table shows a list of contested solicitations in the 2008 proxy season.

Firm

Dissident

Contested Issue

Winner

Ist Century Bancshares
Inc.

A Schulman Inc.

Alaska Air Group Inc.

ASA Limited

Bassett Furniture
Industries Inc.

Biogen Idec Inc

Charming Shoppes Inc.

Cliffs Natural
Resources Inc.
Coinstar Inc.

CSX Corporation

Emageon Inc.
EnPro Industries Inc.
ENB Corp.

Footstar Inc.

Furniture Brands
Intemational Inc.
Gencor Industries Inc.

Hexcel Corp.
Insite Vision Inc.
Luby’s Inc.

Media General Inc.
MedQuist Inc.

MMC Energy Inc.
National Fuel Gas Co.

Phoenix Companies
nc

Point Blank Solutions
Inc.

Prudential Bancorp Inc.
of Pennsylvania

Quality Systems Inc.

Rackable Systems Inc.

SCPIE Holdings Inc.

Sierra Bancorp

Steak n Shake Co.

Team Financial Inc.

TVI Corporation

VAALCO Energy Inc.

Vineyard National
Bancorp

Yahoo! Inc.

Palisair Capital Partners LP

Ramius Capital Group LLC

Stephen Nieman

Laxey Partners Ltd

Costa Brava Partnership 11l
3

Carllcahn etal

Crescendo Partners; Myca
Partners

Harbinger Capital Partners.

‘Shamrock Activist Value
Fund LP

Children’s Investment Fund
Management LLP, 3G
Capital Partners Ltd.

Oliver Press Partners LLC

Steel Partners I LP

ENB Corp. SH Committee

Outpoint Capital LP

Sun Capital Partners

Lioyd I Miller Il

05 Capital Management LP'

Pinto Technology Ventures LP

Ramius Capital Group

Harbinger Capital Partners

Costa Brava Partnership 111
L

Energy Holdings Limited
iy

New Mountain Vantage
Advisers

Oliver Press Partners

Steel Partners 11 LP.
Joseph Stilwell

Ahmed Hus
Richard L. LezaJr.

Joseph Stilwell

Patricia Childress.

‘The Lion Fund

Keith B Edquist

Allen E Bender

Nanes Delorme Partners I LP
Jon W. Salmanson

Carl lcahn etal,
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This table presents the percentage of female directors, paritioned by industry. The
sample consists of an unbalanced panel of 86,714 dircctor-level observations from
1,939 U S, firms (S&P 500, MidCap, and SmallCap firms) for the period 1996-2003.

Industry N Female Directors %
Special trade contractors 1 2
Oil and gas extraction 29 4
Transportation services 36 4
Water transportation 6 4
Electronic and other equipment 791 5
Paper and allied products 203 8
Eating and drinking places 169 9
Transportation by air 93 9
Furniture and home fumnishings stores. 58 10
Leather and leather products 0 "
Tobacco products. 9 15
Apparel and accessory stores 164 15
Food stores 7 15
Real estate. 6 16
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This igure shows the marka reaction t the announcement of MA transactions fortargat frms as well
s the CAARS before and aftr the event (day 0). The benchmark used in the market model i the
MSCI-Europe index returns; the modsl parametsrs are estimaled over 240 days staring 300 days
bofors the acquisiton announcement.
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Governance = fo(Performance, Ownership, Capital Structure, Zz, €2)
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This table presents provisions of SOX relevant to public company audits, including creation
of the PCAOB to regulate audits of public companies in order to ensure auditor indepen-
dence and audit quality.

Section Provisions

101 Establishment of Public Company Accounting Oversight Board (PCAOB)
‘The PCAOB is an independent, nongovernmental accounting oversight
board that oversces the audits of publicly traded companie

102 Registration with the PCAOB.

Registration of public accounting firms (foreign and dom
prepare audit reports for issuers.

103 Functions of the PCAOB
‘The board shall establish or adopt, by rule, auditing, quality control,
ethics, independence, and other standards relating to the preparation of
audit reports for issuers; conduct inspections of registered public
accounting firms; conduct investigations and disciplinary procecdings
and impose appropriate sanctions; enforce compliance with the Act; and
establish the budget and manage the operations of the board and its saff.

104 PCAOB Inspections of Registered Public Accounting Firms
“The board shall conduct a continuing program of inspections to a
the degree of compliance of each registered public accounting firm and
associated persons of that firm with this Act, the rules of the board, the
rules of the commission, or professional standards, in connection with its
performance of audits, issuance of audit reports, and related matters
involving

105 PCAOB Investigations and Disciplinary Proceedings
The board shal establsh, by rule, subject to the requirements of this
section,fair procedures for the investigation and disciplining of
registered public accounting firms and associated persons of such firms.

106 Regulations of Foreign Public Accounting Firms
‘Any foreign public accounting firm that prepares or furnishes an audit
report with respect to any issuer shall be subject o this Act and the rules
of the board and the commission issued under this Act in the same
‘manner and to the same extent as a public accounting firm that is
organized and operates under the laws of the United States.

stic) that

107 Commission Oversight of the Board
‘The SEC shall have oversight and enforcement authority over the
PCAOB.

09 Funding of the PCAOB.

“The board shall establish, with the approval of the commission, a
reasonable annual accounting support fe (or a formula for the
computation thereof), as may be necessary or appropriate o establish
and maintain the board,
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“This table shows the percentage of diversity and minority representation, partitioned by
revenue. In general, the larger the company size, the more diverse is the composition of the
corporate board, with at least one member of the following categorics.

Revenues NonUsS.  African- Other
in Millions Women Academics Professionals American Hispanic Minority
S0t0 < 51216 625%  344% 63% 1% 6% 94%
216t0<2241 636 455 91 182 00 00
Rlto<3651 765 B3 59 59 59 00
351t <5819 800 23 200 %7 B3 133
581910 <8870 625 313 188 63 00 00
8570t0<12789 700 30 200 %0 200 100
127891021267 790 316 %3 316 158 00
216710 <3885 §75 500 125 a7 08 00
38485109153 902 439 244 585 15 122

29153 1000 556 389 889 444 19
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CORPORATE
GOVERNANCE

A Synthesis of Theory, Research,
and Practice

g e
H. Kent Baker, Ronald Anderson,

KOLB SERIES IN FINANCE

Essential Perspectives






OEBPS/bake_9780470877951_oeb_029_r1.gif
“This figure shows the percentage of independent directors partitioned by industry. The median percent-
oo apancen s e Fom 4 55
Utilities (S) IEG_—_—E5. 6%
Cremias (1) — 5
e e e 15
Lmbernd oper ) Eemm—o1
Inance () —00
[ p—)
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Transportation (S) IESSEGE—_—__——50.0
Other Manufacturing (M) IESEG_—_—_—T—————— 0.0
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Food and Tobacco (M) IS 50.0
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Litigation

Media and social
control

Reputation and
self-enforcement

Bilateral private
enforcement
mechanisms

Abitration,
auditors, other
multilateral
mechanisms.

Competition

Depends critically on quality
of general enforcement
environment, but can
sometimes work.

Potentially important, but
depends on compefition
among and independence
of media.

Important when general
enforcement is weak, but
stronger when environment
s stronger.

Important, as they can be.
‘more specific, but do not
beneftoutsiders and can
have downsides.

Potentially important,often
the origin o public law; but
the enforcement problem
often remains; audits
sometimes abused; watch
conflctsof interest.

Determines scope for
potential mistreatment of
factors of production,
including financing,

Facilitate communication among
shareholders; encourage
class-action suits with
safeguards against excessive
litigation.

Encourage competition in and
diverse control of media; active
public campaigns can empower
public

Depend on growth opportunities
and scope for rent seeking,
Encourage competition in factor
markets.

Require functioning
civil/commercial courts

Facili

te the formation of private

party mechanisms

(sometimes avoid forming
public alternatives); deal with
conflits of interest; ensure
competition.

Open up allfactor markets to
‘competition including from
abroad.
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‘This figure shows the percentage of companies who have lead directors and those who have non-CEO
chais, parttoned by revenue. The percentage of companies with a lead drector increases with
evenie, while the percentage of companies with a non-CEO char deciines.

' Porcent who have lead dieclors
Porcent who have non-CEO chairs
Rovenues in Milions

. 5. 1%
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— 7
384851029153 exa
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2126710438485 - 0.6

1278910 < 2,120 7 I— 48

— 57
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This table presents the change in the levels of share ownership
by various types of investor over the period 1963-2008. The most
striking changes are the decline in individuals’ share ownership
and the increase in ownership by institutional investors and over-
seas investors. (Other categories owning shares include invest-
ment trusts, public sector, industrial, and commercial companies.)

‘Type of Investor 1963 (%) 2008 (%)
Individuals. 51 10
Insurance companies 10 13
Pension funds 6 13
Banks. It

1
Unit trusts. 1 2
Overseas 7 2
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Type of CEO Turnover = g (Past two years’ stock return, Z;, €1)
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This table provides OLS estimates of the relation between CEO pay and compensation
consultants in the United Kingdom. The analysis uses data from large publicly traded firms
in the United Kingdom in 2003, The sample consists of 229 UK firms in 2003. CEO pay s the
sum of salary, bonus, Black-Scholes value of stock option grants, restricted stock grants, and
other pay. Equity pay mix is equity pay (the value of options and restricted stock) divided
by CEO pay. Consultant is an indicator variable equal to 1 if the firm has a consultant and
O otherwise. Consultant supplies other business and Compensation committee appoints consultant
are also indicator variables. Consultant supplies ofher busivess is an indicator variable equal
to 1if the consultant provides services other than remuneration advice to the focal firm
Log sales is the log of firm sales revenues. Book to niarket is the book value of assets divided
by the market value of the company. Shareholder returns are stock price appreciation plus

dividends over three yea

standard errors are in parentheses.

s. Volatility is the annualized standard deviation in stock prices.

Job tenue is executive time in office (years). CEO age is the executives' age (years). Robust

m @ ) @ © ©
LogCEO LogCEO Equity LogCEO LogCEO  Equity
Variables TotalPay Salary PayMix TotalPay Salary Pay Mix
Consultant 023 008 013
0o ) )
Consultant supplies. 010 007 001
other business. ©09) (003 (©003)
Compensation 0.08 005 004
committee appoints ©10) 005 00
consultant
Logsales 026%  018M 002 0% 018 002
©Ooy QO O (OO  ©0)  (©01)
Book to market 045" —027° 004 045" -030%  -004
013 Q) 005  ©13) 012 (096
Sharcholder returns 0,00 000 000 000 000 —000
©0) (000 (000)  (©00)  (©00) (000
Volatility 010 009 008 004 015 002
©18 13 007 008  ©1) (096
Job tenure 000 001 —001™* 000 000 —001™
©0) (000 (000)  (©00)  (00) (000
CEOage 0.00 001° 000 001 001" 000
©O) (000 (000  (©00)  ©00) (.00
Constant 515 43I 030" 525%  428% 044
©2) (02 ©10)  ©019) 02 009
Industry dummies Yes Yos Yes Yes Yes Yes
Observations 20 29 20 209 0 200
R 0325 0501 0138 038 050 0088

<001, p < 005, %p < 010
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‘This company shows board attendance policics of firms, partitioned by manufacturing,
financial services, and nonfinancial services. The majority of companies pay meeting atten-
dance fees. A smaller number penalize low attendance.

Financ
Manufacturing  Services

Companies that penalize low.
attendance 24% 42% 15.2%
Companies that pay meeting
attendance fees 529 644 652






OEBPS/bake_9780470877951_oeb_062_r1.gif
This table reports multivariate regression results of yield spreads (debt costs) on CEO
ownership and top management owners!

Dependent Variable = Debt Costs

® @ ® @ )
Intercept 7199 050t sPas 55
(#35) ©7) 5 @51
CEOequity 2 _Bse 1015 - -
@87 199
(CEO equity? ? - 025 — —
©097)
Top management cquity 2 - - )
@o7) a7
(Top management equity)* 2 - - = 001
025
Board independence. 4395 A5 26007 26757
(50) [ @iy (9
Family ownership 8060 Slag s310v s
@9 ©52) @86 59)
Option holdings £ e qesre a7se 177
(426) ) @318) @17
Institutional ownership S 1927 1257 1231
(@46) 699 309 306)
Duration - am —200 221 22
(068) a1 ©096) ©097)
Bond Age + 754 730 741 741
@) (486) @15 (@15
Firm Size 4 -159 15360 2075 2086
@20 @10) @.06) 09
Credit Rating. S ST 1893 10890 1080
(536) (694 (23 (4.05)
Performance S Cam2e% leddSe 25530% 2568
(@58 (339) ©83) (83
Leverage S 2mere  25701% 0920t 309.90%
) (425 08 @)
Firm Risk 4 Isdem 1832 17 1708
(©06) (©76) >3] 673
Nonlinear Credit Rating ~ +  1170° 10359 16511° 16527
@03 @09) @on @0
Adjusted R? 0461 0461 0452 0451

*,*Indicates significance at the 001, 0.03evel or bette,respectively. The tvalues, given in parenthesi
below each estimate, are corrected for heteroskedasticit. Serial corrlation is contralled for in the
construction of the yicld spread and by including fixed effects fo both industry and time.
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“This figure shows the market reacton 10 the announcement of M&A transactions for bidding fims as.
wellas the CAARS before and after the event (day 0). The benchmark used in the market model is he
MSCI-Europe index returns; the model parameters are esimated over 240 days starting 300 days
bofore the acquisition announcement.
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Performance = f;(Ownership, Governance. Capital Structure, Z;. €1)
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This table shows the percentage of diversity and minority representation, partitioned by

industry. Nonfinancial services have the highest percentage of at least one member in cach
minority category.

Financial Nonfinancial

Manufacturing Services Services

Women 5% 780% 86.0%
Academics 77 X %5
Non-US. professionals u7 161 23
Aftican-American 00 152 544
Hispanic 165 195 21

Other minority 47 42 87
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“This figure shows the percentage of companies in manufacturing, financia services, and nonfinancial
senices with a mandatory efirement age. Of the three groups, manufacturing has the highest percent-
ago of firms having a mandatory retirement age.

Manufacturing IEEG—— 70.6%

Financial Services INEEG—_—— S5 9
Nonfinancial Services NEGEG—_—_—_— 7.4
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al Penalties for Defrauding Shareholders of Publicly Traded

Companies
Amends Chapter 63 of title 18, United States Code, by adding Sec. 1348,
Securities fraud.

Attempts and Conspiracies to Com
Amends Chapter 63 of title 18, United States Code, by adding Sec. 1349.
Attempt and conspiracy.

White Collar Crime Penalty Enhancements

1. Maximum penalty for mail and wire fraud s 10 year

2. The SEC may prohibit anyone convicted of securiti
director or officer of any public company.

3. Financial reports filed with the SEC (annual, quarterly) must be certified
by the CEO and CFO of the issuer. The certification must state that the
financial statements and disclosures fully comply with provisions of the
‘Securities Acts and that they fairly present, in all material respects,
financial results and conditions of the issucr. Maximun penalties for
willful and knowing violations of these provisions of the Act are a fine of
not more than $500,000 and /or imprisonment of up to five years.

fraud from being a

Tampering with a Record or Otherwise Impeding an Official Proceeding
Whoever corruptly (1) alters, destroys, mutilates, or conceals a record,
document, or other object or attempts to do so, with the intent to impair the
object’s integrity or availabiliy for se in an official proceeding; or (2)
otherwise abstructs, influences, or impedes any offcial proceeding, or
attempts to do so; shall be fined under this title or imprisoned not more
than 10 years, or both.

Temporary Freeze Authority for the Securities and Exchange Commission
‘Whenever, during the course of a lawful investigation involving possible

o the federal securities laws by an issuer of publicly traded

directors, officers, partners, controlling persons,

hall appear to the commission that itis likely that

ssuer will make extraordinary payments (whether compensation or

otherwise) to any of the foregoing persons, the commission may peition a

federal district court for a temporary order requiring the issuer to escrow,

subject to court supervision, those payments in an interest-bearing account
for 45 days
taliation against Informants

“Whoever knowingly, with the intent to retaliate, takes any action harmful

to.any person,including interference with the lawful employment o

livelinood of any person, for providing to a law enforcement officer any

truthful information relating to the commission or possible commission of
any federal offense, shall be fined under this fitle or imprisoned not more.
than 10 years, or both.”
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“This table shows attendance policies of companies, partitioned by revenu
of companies paying meeting attendance fees varies greatly by revenue:

5. The percentage
ze.

Companies That Penalize Companies That Pay
Revenues in Millions Low Attendance Meeting Attendance Fees
S0t <1216 219% 656%
1216 t0 < 2241 00 n7
24110 < 3651 59 647
365110 < 5819 00 867
581910 < 857.0 00 025
887010 < 12789 50 700
12789 to < 2,1267 00 842
21267 to < 38485 83 708
38185 to < 9,153 24 537

29,153 37 32
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“This figure summarizes the use of the six aniitakeover devices included in Bebchuk, Cohen,
‘and Forrel's (2009) Entrenchment Index botweon 1990 and 2006 The lft axis depicts the porcentage
of frms using cach device. The right axs depicts the average number of dovices used.

100% 250
80% Lal 200
60% || o= | 1%

=1
0% 100
20% |-} = | os
0% - 000
1990 1983 1995 1998 2000 2002 2004 2006

3Entrenchment Index —e—Classified bosrds.

—a—Paison pills ——Golden parachutes

——Limits to charter amendments —~—Limits to bylaw amendments

—o—Supenmajorty provisions





OEBPS/bake_9780470877951_oeb_056_r1.gif
PP WSS ou s10wp 017 KppARdsas o

0PUR 00 100 20 0

0
0

(o)
[
(0g)
(sz1)
s0

1)

(%]
wn
()
)

(2s2)

s
6
et
vaL
99

9L

ve
ot
TR
7L

01

(se)
®
(6)
(11
(@

12)

+2)
(091)
(zg)
(1e)

(@s0)

€
06
¥
59
¥

(43

gz
66
6
o

z6

(68)
(©
(62)
(@
(1)

(#12)

@
(991)
)
(s2)

=)

€L
st
56
sot
v

rs

v
55

rou
st

st

(1)
©
()
(@t
(61)

10

()
(&)
)
@)

(@52

85
st
S0t
1L
88

¥e

06
T
v
oot

o

(9%)
2]

(se)
(90

68
rw
s6l
851
st

ot

st
vrL
T8

651

871

siopau
i
suopesodioy

wopSury poiun

awis
suopesodioy

+4q poflonuo> suutg
sy
auery






OEBPS/bake_9780470877951_oeb_071_r1.gif
[t

620

stzo

uoppeIN

ooyt

l1ous pue X0

< opnasd g oued

e
0z

oot

S0z1zL
5969
6T
T






OEBPS/bake_9780470877951_oeb_013_tab.gif
Column 1 of this table contains a firm fixed effect regression of the dummy variable “BHC
Director Sits on Lead Bank Board,” which s equal to 1 if a nonexecutive director sits on the
board of the BHC's lead bank and 0 otherwise, on the distance of the director s employer to
BHC headquarters. Column 2 contains a irm fixed effect regression of the average distance
of nonexecutive BHC directors’ employers to BHC headquarters on the average fraction
of nonexecutive BHC directors who sit on the lead bank board. The latter is a measure of
the extent to which the lead bank board overlaps with the BHC board. The data set is an
extended version of the data in Adams and Mehran (2003 and 2008) and consists of data
on 35 BHCs from 1986 to 2000. The data in column 1 are at the director-firm-year level. The
data in column 2 are at the firm-year level,

BHC DirectorSitson  Average Employer

Lead Bank Board istance

Employer distance ~2580e-5* (351)

Average fraction of BHC directors on 74491 (1.74)
lead bank board

Constant 0,460 (111,69) 295986 (13.52)

Observations 5104 29

“indicates statstcalsignificance at the 0.01 percent level, * indicatessignificance at the 0.10level,
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Standard

Variable Mean  Median Deviation Minimum Maximum
Spread (basis points) 17189 1214 19284 224 114675
CEO equity (%) 075 om 210 000 5704
Top managementequity (%) 135 027 457 000 5707
Family ownership (%) 510 000 1276 000 8701
Stock option holdings (%) 060 o041 064 000 474
Institutional ownership (%) 6302 6401 1497 001 9937
Board independence (%) 6169 6667 17.93 000 9375
Bond duration (years) 646 646 246 008 1410
Credit rating 1567 1600 327 100 214
Ln (Total assets) 910 890 121 440 1353
Bond age (years) 3 351 243 001 2565
Risk (%) 009 008 003 004 027
Leverage (%) 256 2160 1259 000 9229

Performance (%) 1445 1384 563 ~1920 69.47
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‘This table reports multivariate regression results of yield spreads (debt costs) on the inter-
action of CEO ownership and each of board independence, family presence, and CEO stock

option holdings.

Dependent Variable = Debt Costs.

w 2 @) @ 5 [C]
B0 (Intercept) 8120 G730 6Se78™ GSATT 67199 68327
Gy @) @) O76)  O8) 07
Bi(CEOequity)  —2333%  —1504% —1264*  —1588% —1350% —1673%
@7s) (@52) (1.99) (@65) (456) (6.18)

B2 (Board _45450%  _430.00% _40249% —45291% —43055% 44777
independence) (54 (682 (G2 G07) (68 (697)

B (Family firm)  —8139%  _8L07%  —77.42% 8077 —80.60% —80.46%

@5 62 (G5 620) (649 (642

B4 Option 19427 2103 2143 235 2103 1658
holdings) @7 G0 @) (25 G0 (360

Bs CEOcquity x 2194 — - - - -
Board (254
independence)

By (CEOcquity x  — uIe 11 165 — -
Family firm) (240) (229) 273)

B (CEOquity x  — - = = - a5
Option (243)
holding)

s (Founder - - — eear — -
CEO) G20)

Bo (Family. - - - 05— —
descendant (©01)

CEO)
Adjusted R 0466 0464 0460 0466 0464 0464
Observations 196 1906 1509 1906 1906 1906

All control variables are included but are ot shown (insitutional ownership, duration, bond age, firm
size,credit rating, performance, leverage, i risk, nonlinear creit rating, one-digit SIC code)
4, * Indicates significance at the 0.01 and 005 level or better, respectively. The t-values, given in
‘parcnthesis below each estimate, are correted for heteroskedastiity. Serial correlation s controlled for
in the construction of the yield spread and by including fixed effcts for both industry and tme.
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This table shows board size and director affiliations, partitioned by revenue. Board size
Varies more among revenue groups. Most companies have only one affliated director (¢.g.,
a provider of professional services to the organization).

Directors Who  Directors
Independent  Are Current  Affiliated with
Revenues in Millions  Board Size  Directors Employees  the Company.
S0t01216 10 6 3 1
121610 2241 1 6 1 1
241103651 9 6 2 0
365.1 to 5819 9 6 1 1
581910 857.0 s 7 0 1
887.0101,2789 10 7 1 1
12789 02,1267 10 s 2 1
212671038185 10 7 1 1
38185109153 10 s 2 1
29153 12 10 2 1
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“This figure shows the market reaction to the announcement of M&A transactions for target firms by
takeover strategy (focus versus diversificatio). A takeover strategy is considered to bs focus-orented
i the two-digi SIC codss of the bidding and targe! fims coincids, and 1o be diversfication-orented if
this s not the case. The benchmark used in the market modal is the MSG-Europe index returns; the

model parameters are estimaled over 240 days starting 300 days before the acquisition announce:
ment
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‘This table indicates three theoretical perspectives on corporate governance. Because each
has different embedded cthical assumptions, cach perspective points toward differing.

outcomes. These suggest a more complex range of cons
‘governance literature focused on agency theory with i

monitoring and controlling management.

than that portrayed in
on the board’s role as

Ethical Basis  Individual Focus

Corporate Focus

Teleological  Governance approach:
agent-principal

Ethical assumption: ethical egoism

Outcome: greed is good; unfettered

agent
Deontological Governance approach: narrow
ethics stewardship

Ethical assumption: personal duty
Outcome: potential for
interpersonal conflicts

Virtue ethics  Governance approach: personal

stewardship

Ethical assumption: higher-order
personal achivement

Outcome: esteem, self-actualization

‘Governance approach: sharcholder
value

Ethical assumption: utilitarian

Outcome: directed greed;
channcled agent

Governance approach: strong
stakeholder

Ethical assumption: social
responsibility

Outcome: potential for suboptimal
performance through goal
confusion

Governance approach: collective
stewardship

Ethical assumption: higher-order
collective achievement

Outcome: long-term value creation
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This table shows the average control concentration of all large share stakes for Germany,
Belgium, France, and the United Kingdom by category of owner. Large share stakes are
defined (in line with the local disclosure regulation) as 5 percent for France, Belgium, and
Germany and 3 percent for the United Kingdom. Sum stands for the sum of the large share
stakes by category of owner; largest represents the largest share stake by category. The data
reflect the averages over the 1990s for Germany, Belgium, France, and the United Kingdom.
‘The share stakes are classified by category of owner by using the ultimate control citerion.
‘The number of observations is 2,377 for Germany, 727 for Belgium, 1,255 for France, and
1,071 for the United Kingdom.

Control Concentration by United
Category of Owner Germany  Belgium  France  Kingdom
Familiesand individuals ~ Largest 179 16 ns 16
sum 30 121 206 24
Financial institutions. Largest 82 21 107 13
sum 89 51 148 184
Holding companics. Largest 24 129 129 =
Sum 24 23 147 —
Nonfinancial firms. Largest 208 79 25 51
sum 26 91 33 58
state Largest 19 24 98 01
sum 20 25 126 01
Directors. Largest — — — 81
sum — — — 12

Total control concentration  Sum 679 522 660 380
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e Preapproval of Audit Services

‘Al auditing services and non-audit services provided to an issuer by the
auditor shall be preapproved by the audit committee of the ssuer.

Amendments to the Securities Exchange Act 1934
Defines audit comniittee and registered public accounting irm.

Public Company Audit Committees
Each member of the audit committce shall be an independent member of
the board of dircctors. The audit committee shall be directly responsible
for the appointment, compensation, and oversight of the work of any
registered public accounting firm associated by the issuer. The audit
committee shall establish procedures for the receipt, retention, and
treatment of complaints received by the issuer regarding accounting,
internal accounting controls, or auditing matters.

Improper Influence on Conduct of Audits
Tt shall be unlawful for any officer or director of an issuer to take any
action to fraudulently influence, coerce, manipulate, or mislead auditors.
in the performance of a financial audit o the financial statements,

Forfeiture of Certain Bonuses and Profits
‘CEOsand CFOs who revise a company’s financial statements for material
noncompliance with any financial reporting requirements must pay back
any bonuses or stock options awarded because of the misstatements.

Amendments to the Securities Exchange Act of 1934
‘Alters the phrase substantial unfitess to read unfitess

Insider Trades During Pension Fund Blackout Periods
Ttshall be unlawul for any directors or executive officers directly or
indirectly to purchase, sel, or otherwise acquire or ransfer any equity
security of the issuer during any blackout periods.

Extended Conflict of Interest Provisions
Ttis unlawful for the issuer to extend credit or personal loans to any
directors or executive officers.

Disclosures of Transactions Involving Management and Principal
Stockholders
Every person who isdirectly or indirectly the beneficial owner of more:
than 10 percent of any class of any equity security (other than an
exempted security) that s registered pursuant to Section 12, or who isa
director or an officer of the issuer of such security, shall file the
statements required by this subsection with the commission.

Code of Ethics for Senior Financial Officers
“The SEC shall issue rules to require each issuer to disclose whether it has
adopted a code of ethics for its senior financial officers and the nature
and content of such a code.

Disclosure of Audit Committee Financial Expert
‘The SEC shall ssue rules to require each issuer to disclose whether at
least one member of ifs audit committce is. “financial” expert.

Study on Investment Banks
Directs the comptroller general to conduct a study and report the
findings to Congress regarding the role of investment bankers and
financial advisers assisting public companies in manipulating their
canings and obfuscating their true financial condition.
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