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CHAPTER 1

--------------------------------------------------------------------------------------------------------

--------------------------------------------------------------------------------------------------------

| MIKE WRIGHT, DONALD S. SIEGEL,
KEVIN KEASEY, AND IGOR FILATOTCHEV'

IN recent decades, there has been a substantial increase in interest among policymakers
and academics in corporate governance. Since the publication of the Cadbury Reportin
the UK in 1992, we have witnessed the international diffusion of corporate governance
codes and regulations by both individual countries and intergovernmental agencies.
Recent legislation, such as the Sarbanes-Oxley Act of 2002 and the Dodd-Frank Act of
2010, and institutional changes, such as the New York Stock Exchange listing rules of
2003, were designed to improve corporate governance practices. A review of corporate
governance practices by Walker (2009) reports that the global financial crisis has
reduced confidence in the quality of corporate governance. The author even asserts that
poor governance systems may have been aroot cause of the economic crisis.

As a result, there is also a burgeoning, scholarly literature on corporate governance, as
reflected in the numerous conferences and special issues of academic journals on this topic
and the development of specialized journals in this area (e.g. Corporate Governance: An
International Reviewand the Journal of Management and Governance). Recent spirited debates
in the academic literature regarding executive compensation and the relationship between
corporate and environmental social responsibility and corporate governance (e.g. exchanges
in Academy of Management Perspectivesbetween Jim Walsh of the University of Michigan and
Steve Kaplan of the University of Chicago on CEO Pay (Kaplan, 2008; Walsh, 2009), and Don
Siegel of the University at Albany—SUNY and Alfie Marcus of the University of Minnesota
on whether top-level managers should engage in “green management” practices (Marcus and
Fremeth, 200g; Siegel, 2009)) have stimulated new interest in examining the antecedents and
consequences of corporate governance practices. A concomitant trend is the growing number
of graduate courses and programs relating to corporate governance in business and law
schools. Until now, there has not been a definitive source that integrates and synthesizes aca-
demic studies of corporate governance. That is the purpose of our Handbook.

The volume integrates and synthesizes academic studies of corporate governance
from a wide range of perspectives, notably, economics, strategy, international business,
organizational behavior, entrepreneurship, business ethics, accounting, finance, and



2 INTRODUCTION

law. We also go beyond traditional principal-agent theory to incorporate different theo-
retical perspectives relating to the numerous stakeholders in the firm.

We consider corporate governance issues at several levels of analysis: the individual man-
ager, firms, institutions, industry, and nation. Critiques of traditional governance research
based on agency theory have noted its “under-contextualized” nature and its inability to
accurately compare and explain the diversity of corporate governance arrangements across
different institutional contexts. This Handbook aims at closing these theoretical and empiri-
cal gaps. Thus, in analyzing the effects of corporate governance on performance, we con-
sider a variety of indicators, such as accounting profit, economic profit, productivity growth,
market share, proxies for environmental and social performance, such as diversity and
other aspects of corporate social responsibility, and, of course, share price effects.

Another unique aspect of the Handbook is that we devote considerable attention to
corporate governance practices and issues in emerging industries and nations. It is
important to note that much of the extant research on this topic has focused on large
companies in the US and Europe that operate in mature industries. Since corporate
governance is a global phenomenon, we present a substantial amount of international
evidence and our contributing authors have been selected on the basis of their ability to
reflect a wide variety of national perspectives on this topic. Finally, besides providing a
high-level review and analysis of the existing literature, each chapter develops an agenda
for further research on a specific aspect of corporate governance.

PART I: REGULATION AND HISTORY

The purpose of this part is to provide an overview of the history of corporate governance
and the development of specific codes and other forms of regulation. It also considers
issues relating to the self-regulation, compliance versus legal regulation debate.

In Chapter 2 on the evolution of corporate governance regulation, Aguilera, Goyer,
and Kabbach discuss how regulation affects corporate governance. They adopt a com-
parative perspective and a broad view of corporate governance. The authors consider
the classic tension in regulation theory between the interests of policymakers and regu-
lators in influencing governance, and discuss some of the key limitations of this
approach. The chapter examines the two main perspectives in studying regulation in
corporate governance, namely law and economics and politics. Finally, the chapter
explores how regulation has different impacts on corporate governance practices across
national contexts. It concludes with a discussion of hard and soft law and the conse-
quences of such for effectiveness in corporate governance around the world.

In Chapter 3, Cheffins provides an historical perspective on corporate governance,
taking as his starting point its coming into vogue in the 1970s in the United States.
Within 25 years corporate governance had become the subject of debate worldwide
by academics, regulators, executives and investors. This chapter traces develop-
ments occurring between the mid-1970s and the end of the 1990s, by which point
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“corporate governance” was well-entrenched as academic and regulatory shorthand.
The chapter concludes by surveying briefly recent developments-and by maintaining
that analysis of the interrelationship between directors, executives, and shareholders of
publicly traded companies is likely to be conducted through the conceptual prism of
corporate governance for the foreseeable future. o

A political institutional perspective is provided in Chapter 4 where Roe argues that for
capital markets to function effectively, political institutions must support capitalism and,
especially, the capitalism of financial markets. Roe notes that capital markets’ shape, sup-
port, and extent are often contested in the polity. Powerful elements—from politicians to
mass popular movements—have reason to change, co-opt, and remove value from capital
markets. And players in capital markets have reason to seek rules that favor their own capi-
tal channels over those of others. How these contests are settled deeply affects the form, the
extent, and the effectiveness of capital markets. Investigation of the primary political econ-
omy forces shaping capital markets can point us to a more general understanding of eco-
nomic, political, and legal institutions. A considerable amount of important research has
been conducted in recent decades on the vitality of institutions. Less well emphasized thus
far is that widely shared, deeply held preferences, often arising from current interests and
opinions, can at times sweep away prior institutions or, less dramatically but more often,
sharply alter or replace them. When they do so, old institutions can be replaced by new
ones, or strongly modified. Preferences can at crucial times trump institutions, and how
the two interact is well-illustrated by the political economy of capital markets.

Building on these earlier chapters, Chapter 5, by Martynova and Renneboog provides
a comprehensive comparative analysis of corporate governance regulatory systems and
their evolution since 1990 in 30 European countries and the US. The authors propose a
methodology to create detailed corporate governance indices which capture the major
features of capital market laws in the analyzed countries. These indices indicate how the
law in each country addresses various potential agency conflicts between corporate con-
stituencies: namely, between shareholder and managers, between majority and minority
shareholders, and between shareholders and bondholders. The authors’ analysis of regu-
latory provisions within the suggested framework enables a better understanding of
how corporate law works in a particular country and which strategies regulators adopt
to achieve their goals. The 15-year time series of constructed indices and large country-
coverage also allows us to draw conclusions about the convergence of corporate govern-
ance regimes across countries.

PART II: CORPORATE GOVERNANCE
MECHANISMS AND PROCESSES

This part considers mechanisms and processes of corporate governance. The chapters in this
part include approaches that review the quantitative empirical literature as well as those that
examine the processes of corporate governance, especially the operation of boards. Authors
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have incorporated evidence from different institutional contexts. The chapters focus first on
the role of boards and board processes.

The first chapter in this section (Chapter 6), by Pye, presents insights from the evolution
of board processes in large companies over the past quarter of a century. It reflects on a
series of three ESRC-funded studies into the people side of corporate governance. Adopting
a process-oriented, sensemaking (Weick, 1995) approach to understanding corporate
directing across time and context, this longitudinal qualitative research (1987-2011) effec-
tively creates a unique dataset of FTSE 100 directors across a particularly vibrant period of
economic history. In order to pay attention to changing context, interviews have also been
conducted with selected investors, auditors, regulators, and others who have influence on
the process and practice of corporate directing. Based on findings from these studies across
time and context, the author highlights key changes in roles and relationships which affect
how companies have been and are currently run. The chapter also highlights some para-
doxes identified during this series of studies and which underpin corporate directing.

The following chapter, by McNulty, extends our understanding of board behavior and
processes. McNulty summarizes qualitative studies on the exercise of board power,
influence, and accountability. The chapter discusses studies which model boards as stra-
tegic decision-making groups and tests the relationship between board processes and
performance. These distinct strands and styles of research provide evidence that the key
to understanding the work and effects of boards lies in attention to behavioral processes.
McNulty notes that now law and governance codes have substantial influence over mat-
ters of board composition and structures. Thus it is ever more important for the theory
and practice of corporate governance to get beyond the form and appearance of boards
to the substance of board effectiveness.

In Chapter 8, Stiles provides additional insights into the workings of boards. Most sig-
nificant board decisions are made not within the whole board setting, but within the con-
text of specific committees, yet our understanding of how board committees work
remains limited. Stiles examines the three primary board committees—audit, remunera-
tion, and nomination. Research on key aspects of their composition is assessed—chiefly
independence and expertise, and also work on the processes by which committees oper-
ate. Overall, there is a positive relationship between the independence and expertise of
board committees with key effectiveness measures, but process research indicates the
tensions committees face in their work. In addition to their role in the inside working of
boards, directors can contribute through the networks they bring to the corporation.

In Chapter 9, Renneboog and Zhao point out that director networks have attracted
growing attention from finance, management, and sociology. They argue that these net-
works play an intriguing role in corporate governance. On one hand, networks provide a
company with improved information access. On the other hand, networks can be mis-
used by top managers to gain excess power over the board. This chapter first reviews the
regulation of director networks in major developed countries. Second, it summarizes
the main results from the academic literature on director networks from different disci-
plines. By means of examples, the chapter demonstrates how director networks can be
empirically captured and network information quantified.
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In Chapter 10, Brandes and Deb focus on the contentious issue of executive remuner-
ation, which has attracted renewed policy and media interest in the aftermath of the
global financial crisis of 2008. Reviewing the now extensive literature on executive
remuneration, they develop a framework that integrates the main themes. Their frame-
work highlights how internal governance mechanisms (board pdwer and ownership),
institutional governance (regulatory, normative, and mimetic), and market governance
factors (labor markets, analysts, product markets, and the market for corporate control)
interact with CEO characteristics and firm factors (strategy and reporting choices) to
influence the level and structure of executive compensation and the way in which per-
formance measures are defined as the basis for setting compensation. The authors go on
to examine the intended and unintended consequences of these interrelationships. They
note that, while intended consequences can be positive, negative unintended conse-
quences can involve senior managers’ reluctance to invest in their firms, re-pricing and
re-dating option grants, fraudulent reporting in the presence of duality and other gov-
ernance shortcomings, as well as earnings manipulation where options are out of the
money. Concerted actions by groups of concentrated institutional investors can exert
pressure on executive remuneration decision-makers but there may also be a need for
greater attention to the recruitment of remuneration committee board members with
the real expertise to monitor senior managers and set compensation.

The nature and distribution of ownership in a firm is an important dimension of cor-
porate governance. In Chapter 11, Boss, Connelly, Hoskisson, and Tihanyi extend
research that tends to focus on the influence of a single form of ownership or type
of owner. The authors examine ownership at a broader level, comparing different types
of owners and demonstrating how they act both independently and together to influ-
ence firm outcomes. They show that, while these different types share some similarities,
various forms of internal and external owners differ from each other in terms of prefer-
ences, incentives, and motivations. As a result, conflicts may arise among them, leaving
top-level managers with competing pressures and difficult choices to make about their
firm’s strategic direction. The authors draw attention to these conflicts and suggest future
research in areas where scholars might explore how to better understand the influence
ofa portfolio of owners on firm-level actions and outcomes.

Shareholders are not the only investors playing a role in corporate governance. Debt
providers are also important. Further, there are interrelationships between different govern-
ance mechanisms that may have consequences for corporations. In Chapter 12, Watson exam-
ines the interrelationships among corporate performance, business risk, financial leverage,
and their impact upon managerial incentives, financial reporting behavior, and the likelihood
of costly and unanticipated corporate governance failure. It is argued that the latter willbecome
much more probable because of a systematic board loyalty bias that has resulted in executives
being awarded generous and highly leveraged compensation packages that motivate the pur-
suit of high business risk and high financial risk strategies that are not consistent with share-
holder interests. In essence, managers are being unduly rewarded for taking hidden financial
risks, i.e. both shareholder and debt holder risk exposures will be underestimated and hence
underpriced, and this dynamic transfers wealth from financial stakeholders to managers.
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Information, of course, plays a crucial role in the governance process. While firms
worldwide are subjected to disclosure regulations, many public and private firms volun-
tarily disclose more information than required. In Chapter 13, Beuselinck, Deloof, and
Manigart discuss the benefits and costs of such voluntary disclosure at the firm and soci-
etal levels. They review the empirical literature on the association between a firm’s cor-
porate governance and its disclosure policies. They report mixed evidence, concluding
that contingencies, e.g. the institutional environment or the type of dominant share-
holder, may be important. Besides public corporations, this chapter further explores
disclosure by private firms, which has received limited attention so far.

Pursuing the accounting information theme, Mennicken and Power, in Chapter 14,
discuss the role of auditors in corporate governance systems, drawing on international
comparisons: they emphasize the changing regulatory, institutional, and methodologi-
cal dimensions of auditing, both internal and external. First, they position auditing
within a fluid and evolving corporate governance space as the provision of assurance
regarding financial statement and internal control quality. Second, the chapter focuses
on auditing knowledge and standards, and related pressures to govern the quality of the
market for auditing. Third, auditing is analyzed as a powerful model of governance in its
own right and a number of regulatory and research challenges are evaluated.

‘While the previous chapters in this section focus on internal governance structures and
processes, external governance mechanisms may also be important and interact with
internal dimensions. The market for corporate control plays a primary external governance
role and is discussed in Chapter 15, the final chapter in this section, by Weir. Manne (1965)
argues that the market for corporate control can be seen as a response to the managerial
discretion afforded in the managerial models that show the consequences of the separation
of ownership and control (Berle and Means, 1932). Manne’s central argument is that manag-
ers are constrained by shareholders, who can sell their shares if they believe that incumbent
management is not acting in their best interests. Weir considers the relationship between
the market for corporate control and hostile takeovers. He also examines the contribution
of the market for corporate control to innovations within the takeover market, for example
public to private transactions and leveraged buyouts (considered in more detail in Chapter
24). There may, however, be obstacles to the operation of the market for corporate control,
including the free-rider problem, management resistance to bids, and anti-takeover
defenses. These impediments to the functioning of the market are analyzed.

PART III: THE CORPORATE GOVERNANCE
Lire CYCLE

In the corporate governance literature, there has been considerable attention devoted to
mature firms. More attention needs to be paid to corporate governance mechanisms and
processes involving firms in earlier stages of the life cycle (Filatotchev and Wright, 200s).
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This part considers the different life-cycle stages and examines different forms of govern-
ance at each phase and the problems involved in transitioning from ofre phase to the next.

To begin, Toms explains the concept of the corporate governance life cycle in Chapter
16. The chapter adopts a framework that shows how the firm’s regource base evolves
through each stage of the life cycle and how the functions of corporate governance
evolve in tandem. At key points in its evolution, the firm is shown to cross a series of
thresholds implying fundamental changes in governance arrangements. As the resource
base and governance arrangements change, so too do the functions of corporate entre-
preneurship and the financial structure of the firm. To explain these dynamic interac-
tions, the chapter presents a four-stage analytical model of the life cycle. Each stage, and
each transition between stages, is illustrated with examples from the research literature.
Subsequent chapters consider governance in firms which are at different stages.

In Chapter 17 Bertoni, Colombo, and Croce provide a survey of the literature on the
role of corporate governance on the innovative activity of high-tech firms. The authors
argue that a value protection perspective only allows a partial understanding of the
scope of corporate governance in high-tech companies, and that a value creation
perspective should instead be used. Following this broader perspective, Bertoni et al.
analyze three dimensions of corporate governance: ownership structure, internal gov-
ernance mechanisms, and external governance mechanisms. They show that the value
protection dimension of corporate governance is often curtailed in high-tech compa-
nies. In contrast, in high-tech companies corporate governance has a very substantial
value creation potential.

The intersection of family and business objectives and values within family businesses
give rise to particular corporate governance challenges. In Chapter 18, Uhlaner provides
an overview of research on family business and corporate governance—spanning both
publicly and privately held companies. An initial overview of the field of family business
identifies its prevalence and economic importance globally, as well as key terms (i.e.
family business, corporate governance). The chapter is organized according to a frame-
work, represented by nine research questions, which analyzes key findings from the
extant literature according to a range of antecedents (but especially family ownership)
and consequences of governance (financial performance as well as intermediate
outcomes).

While high-tech and family firms are largely privately owned, at least initially, stock
market entry through an initial public offering (IPO) represents a subsequent stage in a
firm’s life cycle. In Chapter 19, Filatotchev and Allcock discuss the context and provide
an evaluation of governance issues at an IPO. The chapter provides vital keys to specific
governance influences that affect firms at this particular point in their life cycle. Areas of
challenge at this time for the firm are changes in the board of directors, the role of the
entrepreneurial founder, developing new remuneration schemes, and external govern-
ance influences by early stage investors such as venture capital companies. The authors’
analysis indicates that the IPO market is rapidly changing, as are the challenges for com-
panies to develop robust governance mechanisms. As a result, a number of policy issues
specific to this stage of a firm’s development are raised.
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As corporations mature, they may become large multinational firms. Although there
is an extensive literature on the internal organization and governance of multinationals,
relatively little is known about corporate governance relating to these organizations
(Filatotchev and Wright, 2011). As Wu and Tihanyi discuss in Chapter 20, multinational
firms are complex organizations, as are their corporate governance mechanisms. The
authors begin with a review of the literature on the governance of multinational firms
and identify three research streams: coordination and control of foreign subsidiaries,
headquarter governance, and knowledge flow within multinational firms. Second, the
chapter reviews the literature on the influence of governance on the internationalization
process and discusses the governance problems presented by the classic models of inter-
national business, including internationalization strategy, mode of entry, and the mana-
gerial perception of the internationalization process.

Large business groups, whether multinationals or not, need to develop distinctive
governance mechanisms to govern their group affiliates. These issues are addressed in
Chapter 21 by Yiu, Chen, and Xu, who identify vertical governance mechanisms (includ-
ing concentrated ownership, pyramidal ownership, and strategic control) and horizon-
tal mechanisms (including cross-shareholdings, interlocking directorates, and relational
governance) that are commonly found in business groups. The authors also point out,
however, that business groups also face salient governance problems such as tunneling
and propping, cross-subsidization, and mutual entrenchment. Given that business
groups vary in ownership structures, they also examine how governance structures and
related governance outcomes differ among family-controlled, state-owned, and widely
held business groups.

In Chapter 22, Ayotte, Hotchkiss, and Thorburn examine the interplay of formal and
informal corporate governance mechanisms relating to firms in distress. First, they out-
line the framework that determines when and how control rights are exercised. The
authors also present extensive empirical evidence, which provides important insights
on the evolution of governance involving distressed firms. Their principal focus is on
the US, where the key provisions of Chapter 11 of the US Bankruptcy Code influence the
behavior of firms even prior to a default.

A central feature of Chapter 11 is that it enables the debtor to remain in possession,
thus enabling continuity and removing a disincentive to delay filing. They examine in
turn the role of each of the firm’s main constituencies who influence a potential restruc-
turing. These constituencies involve shareholders, managers, and boards, on one hand,
and senior and junior creditors on the other. Further, the authors also discuss the role of
law, courts, and judges. Based on their review of the evidence, the authors conclude that
it remains somewhat debatable whether management engages in riskier investment on
behalf of equity holders, or whether they act more conservatively as the firm becomes
distressed. They also note evidence for shareholder bargaining power in the prevalence
of deviations from absolute creditor priority toward equity; although this problem
appears to have declined in recent years. The authors also conclude that the idea that
bankruptcy provides a safe haven for management is refuted by empirical research,
which shows that managers frequently lose their jobs in financial distress. Recent
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evidence is cited of an ex ante expected median personal bankruptcy cost of $2.7 million
(in constant 2009 dollars), or three times the typical annual compensation. They suggest
that this high cost will likely have a strong impact on managers’ behavior prior to dis-
tress, providing incentives to choose lower leverage or less risky investments. However,
given the complicated interplay of formal and informal control tights in bankruptcy,
Ayotte et al. suggest that it remains an open empirical question as to whose interests
management actually represents when a firm is distressed. The evidence does, however,
indicate that senior creditors play an active role in corporate governance and the restruc-
turing of distressed firms outside of bankruptcy.

Of particular relevance to the current financial crisis, recent evidence also indicates
that banks are being driven by financial regulations and regulatory policy to push their
bankrupt borrowers to sell assets rather than reorganize under Chapter 11. To the extent
the assets are sold at fire-sales prices, the suggestion is that this could lead to a subopti-
mal allocation of corporate assets. Improvement in post-restructuring operating per-
formance of distressed firms is greater when vulture investors (including hedge funds)
gain control of the restructured firm or sit on the board, suggesting that these investors
bring valuable governance to the target. Labor unions are also found to maintain sub-
stantial bargaining power in Chapter 11 and influence the restructuring outcome in
terms of the number of lay-offs.

PART IV: TYPES OF INVESTORS

While the previous part considered the type of firm, this part considers the array of dif-
ferent investors that may be involved in corporate governance. These range from venture
capital firms that may be involved in newer firms, to the heterogeneity of traditional insti-
tutional investors in mature firms that may have short-term versus long-term objectives.
The part also considers newer investors that may play an important role in stimulating
the restructuring of mature firms, such as private equity (PE) firms and hedge funds.

As Cumming shows in Chapter 23, corporate governance in the venture capital arena
is largely influenced by contractual relationships. Venture capitalists are intermediaries
between institutional investors and entrepreneurial firms. As such, there are two main
types of contracts: limited partnership contracts (with institutional investors) and term
sheets (with entrepreneurial firms). Cummings explains how these contracts are
structured, reviews international evidence on the factors that shape the contracts in
practice, and discusses the implications of the use of different contractual terms for the
governance and success of the venture capital investment process. It is also recognized
that contracts are invariably incomplete, so that non-contractual corporate governance
plays a vital role in venture capital.

Closely linked to venture capital firms are private equity firms. The terms are some-
times used interchangeably, but private equity has come to refer primarily to the funding
of leveraged buyouts (LBOs) of established firms. As Wright, Siegel, Meuleman, and
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Amess show in Chapter 24, private equity became the subject of considerable contro-
versy and public scrutiny after a flurry of activity between 2005 and 2007. In the light of
this attention, this chapter seeks to enhance understanding of LBOs and private equity
by providing a review of theory relating to private equity and of the evidence on its
impact. The review encompasses a wide range of articles in finance, economics, entre-
preneurship, strategy, and human resource management. First the authors outline theo-
retical perspectives relating to why private equity governance may be expected to have
positive or negative effects on financial, economic, and social performance. Second, the
authors review the relevant empirical evidence. The evidence from what is now a large
number of studies covering both the first wave of the 1980s and the second wave shows
that the gains are not limited to cost cutting, but also include benefits from entrepre-
neurial growth strategies. Active monitoring by PE firms, especially by more experi-
enced firms, contributes to these gains. Nevertheless, questions remain as to whether
gains in second-wave PE buyouts will be as great as for those in the first wave.

Hedge funds have emerged as a related but distinct form of active investor and have
attracted similar controversy to private equity firms. As Dai shows in Chapter 25, hedge
funds have become critical players in the financial market, constituting over s2 trillion in
market value at the end of 2o11. Dai discusses the development of hedge fund activism and
its implications for corporate governance by reviewing the recent key works in this area.
Specifically, the chapter describes the nature of hedge fund activism, how and why it differs
from activism by traditional institutional investors, as well as by private equity funds and
venture capital funds, the tactics commonly applied by hedge fund activists when targeting
underperforming firms and distressed firms, respectively; and the short-term and long-
term effects of hedge fund activism on corporate governance, firm performance, and value.

Sovereign wealth funds represent another form of investor with novel corporate
governance implications. In Chapter 26, Fotak, Gao, and Megginson examine the role
sovereign wealth funds (SWFs) play in the global financial system. They argue that
SWEFs are the result of a process of evolution of state ownership and that their function is
to mitigate the governance problems associated with government control of productive
assets. The chapter first defines sovereign wealth funds, describes their historical evolu-
tion, and details their investment patterns. Next, the chapter describes a model of the
role SWFs can and do play in corporate governance in the companies in which they
invest. Finally, the model is used to analyze the case of the success that China’s SWF has
been able to achieve in restructuring the domestic banking system.

PART V: CORPORATE GOVERNANCE,
STRATEGY, AND STAKEHOLDERS

In this final part we examine how corporate governance approaches adapt to the varying
objectives and stakeholders in the firm.
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In Chapter 27 Harrow and Phillips examine the context of nonprofit organizations.
Nonprofit organizations are under pressure to show that they act for the public benefit
in transparent ways with demonstrated impact. Consequently, questions of accounta-
bility and ownership have infused nonprofit corporate governance. The effect is not
necessarily to be more “business-like,” but to address stakeholder relationships and
corporate governance systems more effectively when such matters are too easily
obfuscated by the wide range of “owners” and players involved. Harrow and Phillips
argue that the theories of nonprofit governance represent a kaleidoscope of lenses that
can support the environmental contingencies and increased hybridization of corpo-
rate forms and business models in the nonprofit sector, whilst still promoting account-
ability. Accommodation to such innovation has to be squared with the drive for
greater homogeneity created by more expanswe state and self-regulation and by a
consulting industry promoting “best practices” The second part of the chapter
addresses whether increased societal and state regulation will conjoin to enhance cor-
porate governance practices or simply create a muddle which enables governance
mediocrity. °
- Theoverriding argument of Pendleton and Gospel in Chapter 28 is that there are three
main actors in corporate governance: owners, managers, and labor. The chapter focuses
especially on the role of labor in corporate governance and the effects of governance
regimes and practices on labor. Initially the chapter examines the role of labor in the
main corporate governance perspectives and in various strands of political thought. It
then turns to perspectives on corporate governance regimes, drawing attention to those
in which labor plays an important and direct role and those in which it does not. Various
ways are identified in which labor may be involved in governance: representation on
company boards and pension funds, ownership of company shares, information provi-
sion, and relationships with owners and investors. The chapter concludes by presenting
a model of the impacts of corporate governance on labor, and by showing how govern-
ance can affect employment, rewards, skills development and work organization, and
industrial relations.

The following two chapters address developments in corporate governance that
extend the traditional principal-agent approach that is typically applied to listed corpo-
rations in developed Anglo-American countries. There is increasing recognition that
the principal-agent framework is too simplistic, as it envisions a homogeneous set of
shareholder and manager relationships. Peng and Sauerwald in Chapter 29 examine the
problem of principal-principal (PP) conflicts between controlling shareholders and
minority shareholders, which give rise to major governance problem in many parts of
the world. They address the antecedents of PP conflicts and discuss potential remedies
in the form of internal and external governance mechanisms. They highlight important
organizational consequences of PP conflicts in four key areas: managerial talent, merg-
ers and acquisitions, executive compensation, and tunneling/self-dealing. They suggest
that to enhance corporate governance in the context of PP conflicts there is a need for
further understanding of informal institutions, transition from family management to
professional management, and collaboration among shareholders.
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In contrast, Hoskisson, Arthurs, White, and Wyatt address the problem of multiple
agent conflicts in Chapter 30. They assert that a majority of ownership is derived from
institutional investors who are themselves agents to ultimate principals (those investing
funds with the institutional investors). Many of these institutional investors, or “agent-
owners,” have dual identities, transcending outside relationships, and investment time
horizon differences that lead to new and sometimes unexpected agency problems. The
authors expand agency theory by analyzing the potential conflicts and ramifications
caused by agent-owners and other important governance actors in several contexts,
including initial public offerings, mergers and acquisitions, alliances and joint ventures,
leveraged buyouts, and firm bankruptcy.

The 2008 financial crisis has raised fundamental questions regarding the extent to
which large-scale corporate governance failures have undermined the basis of the global
economy. The literature on financialization suggests that the decline of the managerial
revolution and its replacement by a supposedly shareholder dominant paradigm has
been little of the sort; rather, both ordinary investors and traditional managers have
been emasculated through the rise of financial intermediaries. In Chapter 31, Wood and
Wright critique the financialization perspective on corporate governance. They argue
that the process of financialization is not a coherent phenomenon, and does not consti-
tute a new epoch. Rather, it suggests that socio-economic change is a process of contin-
ual evolution (with uncertainty regarding ultimate direction), and one that embodies
continuities going back to preceding eras. Institutions are not likely to be perfectly
aligned with and follow what is done at firm level. At the same time, this diversity may
make for different strengths and weaknesses than those encountered in Chandlerian
managerial capitalism. Hence, much of the literature on financialization seems to be at
some variance with the evidence.

The final chapter, by Brammer and Pavelin, examines the nexus between corporate
governance and corporate social responsibility. Although there is growing interest in
both issues, the academic literatures on these topics are somewhat disjointed. The authors
review recent theoretical and empirical studies on the relationship between these two
phenomena. They conclude that there is no consensus, either theoretically or empirically,
on the nature of this relationship. They also lament the fact that there is little yet in the
academic literature of major practical significance to managers or policymakers. To aid
in this effort, the authors provide some guidance for additional research on this topic.

CONCLUSIONS: CORPORATE GOVERNANCE
IN THE NEw FINANCIAL LANDSCAPE

This Handbook covers numerous governance topics and provides considerable interna-
tional evidence, based on quantitative and qualitative methods. The continuing finan-
cial crisis and disasters, such as BP’s oil spill in the Gulf of Mexico, have focused greater
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attention on corporate governance, which has been stretched to the limit and found to
be wanting on a number of occasions. Some of the symptoms of the stress within the
current regimes of corporate governance are: ¢

« It would seem that the pressures on businesses to perform in :_cheﬁhor’t term are
such that risks are taken that are detrimental to the long term.

o Directors (especially non-executive directors (NEDs)) now face almost unlimited
responsibilities, but very limited time and resources to meet those responsibilities.

o 'The financial crisis has cast a long, dark cloud over the efficacy of the external audit.

While poor corporate governance is not the sole cause of the current crisis, it has been a
contributing factor. Furthermore, the balance between risk taking and risk avoidance,
which is key to sustainable innovation and performance, has gone out of kilter. One
aspect of this imbalance is the risk and réward culture which developed into “extreme
asymmetric forms” over the past decade.

Executive Remuneration and Bonuses—Compensation
Remains a Contentious Issue

The recent Wall Street bailout raised concerns and anger regarding executive pay. This
anger reached its peak in March 2009 when the public learned that many AIG (a bailed-
out insurance company) employees would receive multi-million dollar bonuses. At the
time, legislation was proposed that would have taxed bonuses at a rate of 9o percent for
all financial managers. Although this legislation was never enacted, executive compen-
sation continues to be subject to greater scrutiny.

A comprehensive review of the literature in this volume indicates that Congress was
wise not to intervene. However, some actions are required to address some of the sys-
tematic abuses. These include aggressive actions by institutional investors and a much
greater focus on choosing the best remuneration committee board members. These
board members should have the appropriate expertise to design the appropriate com-
pensation structure and monitor the performance of senior managers.

Overarching Regulatory Framework—Especially
for Financial Firms

After the heightened policy and media debate in 2006-8, especially about the alleged
impact of private equity and hedge funds on asset stripping and short-termism, and that
the financial and economic returns achieved were down to adverse implications for
R&D, investment, managerial practices, and employment, a number of attempts are
being made to change the regulation of these firms. Although private equity firm activity
has declined sharply since this peak period, the area remains one where controversy is
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not far below the surface. In the US, the role of private equity and its managerial implica-
tions assumes particular importance in an election year. Recent research has pointed to
differences in private equity activity in Republican and Democrat states (Gottschalg and
Peer, 2011). The Republican presidential candidate, Mitt Romney, had a career back-
ground in private equity that was the subject of scrutiny (<http://nymag.com/news/
politics/mitt-romney-2011-10/>).

In the UK, self-regulation was introduced in 2007 in the form of The Walker
Guidelines, which brought greater transparency to the private equity industry’s larg-
est investments and investors. These guidelines require that private companies report
the same kind of information to the public that would be provided if the companies
were publicly traded, covering ownership, board composition and key executives,
and a business review of the same type as publicly traded companies. Compliance
with the guidelines is monitored by the Guidelines Monitoring Group, consisting of
a chairman, two independent representatives from industry and/or the trade unions,
and two representatives from the private equity industry. The guidelines reinforce
existing practice in reporting to investors and reiterate that valuations should follow
existing international guidelines. This reflects the argument that current communi-
cation practices have generally been seen to be satisfactory by both limited partners
and general partners. The new element is the requirement to communicate more
broadly with any and all interested parties. The information required is included in
an annual review published on the private equity fund’s website. Compliance has
been increasing, with the third report published in 2010 noting a higher standard of
compliance than in previous years and that reporting was in line with, and in some
cases better than, FTSE350 companies. The Monitoring Group issued a guide provid-
ing practical assistance to companies to help improve levels of transparency and dis-
closure, and which included examples of portfolio company reporting reviewed by
the Group over the last two years.

Perhaps reflecting the more heated debate in Europe, The Alternative Investment
Fund Management (AIFM) Directive was passed by the European Parliament in
November 2010. The Directive applies to relatively few Alternative Investment Fund
(AIF) managers who are based in the European Union (EU) or market funds, or invest
in the EU, with total funds under management above €500 million. Funds falling
under the directive are restricted in the people to whom they may market their funds.
Initial proposals designed to stop asset stripping would have prevented leveraged buy-
outs where the loan was secured on the assets of the target company, which would
effectively have removed the business model used in leveraged buyouts. The measures
included in the Directive have been significantly diluted from these original
proposals.

The Directive contains provisions to limit the levels of leverage that can be used by
AlFs within funds. However, leverage at the portfolio or holding company level used
by private equity firms is not included in the definition of leverage in the Directive. This
recognizes that loans secured on the assets of the portfolio company do not create a
systematic risk. There are requirements for AIFMs to have minimum capital related to
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the size of the underlying funds. Arguably these are misguided where the funds are
inherently illiquid, as in most private equity funds. The Directive requires AIFMs to
introduce a remuneration policy, including carried interest, consistent'with, and which
promotes, sound and effective risk management. An AIFM must prepare an annual
report which must be provided to the relevant EU competent authorities, as well as to
investors on request. An AIFM must notify its voting rights to its relevant regulator
when it acquires voting rights of 10/20/30/50/75 percent of a non-listed company, with
additional disclosures being required at ownership levels above 50 percent. The PE firm
needs to disclose to regulators the chain of decision-making regarding the voting rights
of investors in the company; and practices to be put in place to communicate to employ-
ees, In changes to the original draft, there is no longer a need to disclose detailed infor-
mation on the PE firm’s strategic plans for the company. Overall the directive represents
a significant increase in regulatory disclosures and regulatory burden, but does not
materially impede any private equity fund manager from continuing their business.

+

Governance and Risk Management

It is clear that boards have a role to play in ensuring better governance and risk manage-
ment practices. Below we consider a number of arguments regarding risk management
which revolve around a greater commitment of the board to engendering a culture of
better practice. This, however, raises the issue of what needs to be done at board level to
lead such improvements. In addition to ensuring that directors are selected with the
appropriate skills and experience, the following aspects need to be considered if boards
are to be kept up to date, offer a range of challenging perspectives, and be independent
in their judgment: namely, the rotation of committee members, board diversity, inde-
pendent chairmanship, lead independent director, and auditor rotation.

The turbulence in the financial markets and the recent BP oil spill disaster in the Gulf
of Mexico have raised many questions over the governance of organizations and more
importantly how risk management aligns with broader governance principles.

In terms of the financial crisis, many papers have outlined the basic causes, includ-
ing innovation, complexity of structured products, the originate and distribute model,
an inability to measure tail risk, the role of the credit rating agencies, and the role of
fair value accounting. Against this set of causes, there is also a need to consider how
more mundane matters had a role to play—i.e. risk concentrations, maturity mis-
matches, high levels of gearing, inadequate and opaque risk management processes
and procedures. Keeping a focus on the financial crisis for the moment, who owns the
risk and how risk is measured are two issues of risk management that need further
consideration.

Risk management and governance have tended to be seen as separate entities/activi-
ties within organizations with their own individual committees and processes. The
problem with this approach is that it can give rise to box ticking, instead of an inte-
grated embedding. The BP oil spill disaster has clearly shown that the board has to own
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both the general governance of the organization and its many and varied risk activi-
ties—it is not good enough to assume that risk management is being tackled within
parts of the organization and there is no need for board ownership and oversight of the
issue. As is the case with governance, while a separate committee might give profile to
the topic, it also runs the danger of directors assuming that the matter is being handled
elsewhere and is not a key part of their duties. While specialist committees and proc-
esses are laudable, the topics of governance and risk management are so important that
they have to be embedded in the organization so that they are the responsibility of
every stakeholder.

An integrated and embedded approach to risk management and governance will
depend on at least the following aspects being balanced: the balance between the need to
conduct business and achieve/meet performance expectations and the appetite for/
acceptance of risk; how far senior management see themselves as being responsible for
the identification and understanding of material risks and the mitigation thereof; how
much effort senior management put into the flow of information within and across the
business; and the extent to which open discussion of risk matters is encouraged across
the business.

The segregation of risk and governance within the firm creates at least two major
issues. First, there can be no appreciation of the overall risk of the organization and, sec-
ond, there can be no cross-learning of risk understanding, risk mitigation, and how
these two should be integrated into broader governance structures. An obvious point
for consideration is how managers and owners can be better aligned in terms of risk
activities, performance, and executive remuneration. This is clearly a topic that is receiv-
ing substantial media attention (see above), especially in the bailed-out banks/insurers
which continue to make losses and pay large bonuses to the management.

In terms of the measurement and disclosure of risk, the Senior Supervisors Group
(2011) report offers a number of insights into the measurement and disclosure of risk.
First, better performing firms had greater management involvement in stress testing
and had a greater selection of tools. There was a greater sharing of qualitative and
quantitative data across the firm. Second, some firms were able to use the integrated
data to give them an earlier warning of significant risk. Third, firms which suffered
from risk problems seem to depend on a small number of risk measures and were
unable to give them sufficient critical evaluation and challenge. Finally, the risk-prone
firms were unable to get management to give sufficient time and attention to future-
looking risk scenarios,

Essentially, good risk management should avoid an overreliance on single risk meas-
ures and specific models; instead having an open mind and a broad range of methodolo-
gies is essential. Encouraging challenge and avoiding silos of thinking/approach are key
to good risk management; and it goes without saying that these are essential qualities of
a healthy governance environment.

In summary, existing risk management practices, in general, are insufficient to deal
with the risks and turbulence many companies are encountering in the current
economic environment. Most of the guidance is too high level, wedded to too few
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methodologies, and not sufficiently grounded in the business. Risk management has to
be a culture deeply embedded in the actions of the business and not overly process
driven. Management needs to encourage a broad-based risk managernent culture that
traverses traditional organizational boundaries. This would be a culture where the
board stresses the benefits of good governance, strong ethical princ'ipfes, and ongoing
monitoring, management, and mitigation of risk. Boards need to be encouraged to take
a broad-based view of their responsibilities, which includes a detailed understanding
of the risk management of the business; in essence, they have to understand-the totality
of their roles.

Corporate Governance and National Institutions

Despite the enormous influence of agency theory, extending this approach to cross-
nationally comparative work on corporate governance remains problematic. Although
the pioneering efforts of agency theorists contributed to understanding goal incongru-
ence among principals (shareholders) and agents (managers) as a function of contrac-
tual relationships set up within the firm, the subsequent empirical corporate governance
research has failed to fully contextualize how different sets of institutions modify this
basic relationship by creating different sets of incentives or resources for monitoring.
The problem setting for the vast majority of studies reflects a basic separation of owner-
ship and control, as well as emphasis on individual incentives and active external mar-
kets for capital and labor that characterize the corporate economy in the US. But one
cannot assume that theories and empirical evidence developed in the US apply to other
institutional settings in a universal fashion. These conditions of the “Anglo-Saxon
model” constitute the exception rather than the rule when looking at corporate gov-
ernance in Continental Europe, East Asia, India, and emerging economies in other
regions. In most countries, ownership is substantially more concentrated. Legal insti-
tutions also differ widely, as do managerial career patterns and the salience of social
norms around shareholder value.

Given the “under-contextualized” nature of most theories of corporate governance, a
challenge remains to more explicitly understand and compare how corporate govern-
ance operates effectively in different organizational environments and institutional con-
texts. The literature in organizational sociology has argued that different corporate
governance practices may be more or less effective depending upon the contexts of dif-
ferent organizational environments and is related to the institutionalization of different
legitimate values across societies and over time (see Aguilera et al., 2008). This literature
stresses a shift away from the focus on principals and agents as a universal phenomenon
and looks more at the patterned variation of organizational forms under different
settings. Rather than economic efficiency, these theories seek to understand external
factors that shape the effectiveness and legitimacy of corporate governance practices.

While institutional approaches are well-established within the social sciences, insti-
tutional theory has had an important but limited influence on agency theory. More



generally, one major strand of the literature examines the role of legal origins (La Porta
et al., 2000). This literature argues that, in common law societies, investors are willing to
take more risks and use “arm’s-length” control mechanisms, since they have legal reme-
dies such as the ability to sue in the courts if board members and managers do not actin
their best interests and maximize firm profitability. In civil law countries, weaker legal
protection for investors has led to the persistence of more concentrated forms of owner-
ship, albeit with different roles for families, governments, banks, or other types of block-
holders across countries. Thus, the role of various types of investors may be different in
civil law environments, where fewer legal remedies are available compared with com-
mon law countries. While this approach acknowledges the role of institutions, the per-
spective is also limited by seeing institutions in relation to a single universal
principal-agent problem. Furthermore, the less contextualized categorization of com-
mon law versus civil law systems in examining the role of legal origins has been ques-
tioned, and a better comparative understanding of corporate governance around the
world requires a more developed institutional view of corporate governance that goes
beyond the agency theory paradigm. In essence, corporate governance research needs
to pay closer attention to how the effectiveness of well-known corporate governance
practices differ across institutional environments due to broader sets of complementari-
ties within the social and political environment.

REFERENCES

AGUILERA, R. V, FILATOTCHEY, I., GOsPEL, H., and JACKsoN, G. (2008). “An Organizational
Approach to Comparative Corporate Governance: Costs, Contingencies and
Complementarities,” Organization Science, 19: 475-92.

BERLE, A., and MEaNs, G. (1932). The Modern Corporation and Private Property. New York:
Commerce Clearing House.

FILATOTCHEV, [.,and WRIGHT, M. (2005). The Life-Cycle of Corporate Governance. Cheltenham:
Edward Elgar.

(2011). “Agency Perspectives on Corporate Governance of Muitinational Enterprises,”
Journal of Management Studies, 48(2): 471-86.

GoTTSCHALG, O., and PE’ER, A. (2011). “Red and Blue: The Relationship between the
Institutional Context and the Performance of Leveraged Buyout Investments,” Strategic
Management Journal, 32(12): 1356~67.

KarLAN, S. N. (2008). “Are US. CEOs Overpaid?” Academy of Management Perspectives,
22(2): 5-20.

LA PORTA, R.,LOPEZ-DE-SILANES, F, SHLEIFER, A., and VisHNY, R. (2000). “Investor Protection
and Corporate Governance,” Journal of Financial Economics, 58: 3—27.

MaNNE, H. (1965). “Mergers and the Market for Corporate Control,” Journal of Political
Economy, 73: 110-20.

MARCUS, A. A,,and FREMETH, A. R. (2009). “Green Management Matters Regardless,” Academy
of Management Perspectives, 23(3): 17-26.

Senior Supervisors Group (2011). Observations on Developments in Risk Appetite Frameworks
and IT Infrastructure. New York: Financial Stability Board.




INTRODUCTION 19

SIEGEL, D. . (2009). “Green Management Matters Only If it Yields More Green: An Economlc/
Strategic Perspective,” Academy of Management Perspectives, 23(3): 5516.

WALKER, D. (2009). Walker Review of Corporate Governance of UK Bankmg Industry London;
Financial Reporting Council.

WALSH, J. P. (2009). “Are U.S. CEOs Overpaid? A Partial Response to Kaplan, Academy of

Management Perspectives, 23: 73-5.
WEICK, K. (1995). Sensemaking in Organizations. Thousand Qaks, CA: Sage.



REGULATION AND
HISTORY



CHAPTER 2

--------------------------------------------------------------------------------------------------------

REGULATION AND
COMPARATIVE CORPORATE
GOVERNANCE

--------------------------------------------------------------------------------------------------------

RUTH V. AGUILERA, MICHEL GOYER, AND
LUIZ RICARDO KABBACH DE CASTRO

INTRODUCTION

THis chapter analyzes the relationship between regulation and corporate governance.
Regulation, the issue and implementation of administrative directives and rules by
legally mandated agencies, constitutes a major aspect of the governance of social and
economic life (Majone, 1994 and 1997; Carrigan and Coglianese, 2011). The advent and
spread of important economic transformations such as privatization and deregulation
occur through the creation of new regulatory institutions (Levi-Faur, 2005). Policy-
making in an increasingly liberalized environment is characterized by a paradigm shift
in the role of the state from interventionist to regulatory (Vogel, 1996). The liberalization
of economic sectors across economies does not imply the withdrawal of the state, but a
redefinition of its role. Most notably, but not exclusively, this shift occurs through impor-
tant political choices regarding the degree of independence, scope, and granted power
of regulatory agencies. Corporate governance, on the other hand, refers to the structure
of rights and responsibilities of the different stakeholders and its consequences for the
process by which companies are controlled and operated (Aoki, 2001; Gourevitch and
Shinn, 2005). Effective corporate governance entails mechanisms to ensure executives
respect the rights and interests of company stakeholders, as well as guaranteeing that
stakeholders act responsibly with regard to the generation, protection, and distribution
of wealth invested in the firm.

Two theoretical perspectives are prominent in the study of regulation: principal-
agent and governance. First, the study of regulation has traditionally focused on the
principal-agent problem, ie. the interactions between policymakers and regulators
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(Laffont and Tirole, 1991). The analytical starting point is the divergence of interests
between these two actors since the actions of (unelected) regulators might differ from
the preferences of elected officials (Breyer, 1982). In particular, regulatory agencies can
be subject to regulatory capture, i.e. aligning themselves with those they are supposed to
regulate (Stigler, 1971). Theories of regulation based on regulatory capture highlight how
regulators are more prone to adhere to the demands of organized groups rather than
meeting the preferences of dispersed groups even if their mission is to protect the latter
(Peltzman, 1976; Stigler, 1983). The process of regulatory capture emphasizes collective
action and the intensity of preferences of the negatively affected parties to lobby for pro-
tection (Wilson, 1980 and 1989; see also Olson, 1965).

Building on the prominence of the principal-agent problem, regulation theorists have
focused on how the electorally accountable principals seek to control the activities of reg-
ulatory agencies (Weingast and Moran, 1983; Moe, 1987). A critical dimension associated
with attempts to control the behavior of regulatory authorities is that the independence
of regulatory authorities is often seen as a key factor in limiting the potentially biased
influence of elected officials (Thatcher and Stone Sweet, 2002). Two main mechanisms
have been identified in this tightrope walk, namely the simultaneous delegation of inde-
pendence and control over the activities of regulators (McCubbins and Schwartz, 1984).
The first one, a police-control mechanism, is characterized by the direct and centralized
interventions of elected officials, aimed at detecting deviations in the assigned missions
of regulatory agencies. The emphasis is placed on formal institutional design, aimed at
structuring the process of appointment/dismissal of regulators and the determination of
budgets (Kiewet and McCubbins, 1991). The second mechanism, a fire-alarm oversight, is
characterized by the presence of a system of rules and procedures that enable organized
groups and citizens to detect such deviations and alert government officials. The empha-
sis is placed on the design of mechanisms that heighten the provision of external infor-
mation flows, thereby enabling the principal to develop monitoring capabilities that
could be used as a counterweight to the expertise of regulatory agencies. These two mech-
anisms share a command-and-control regulatory approach, namely the design of institu-
tional regulatory features that would best serve to lessen agency costs.

Even though the principal-agent focus has been influential in the study of regulation,
the need for the incorporation of the insights of complementary perspectives has been
noted. For instance, the ability of organized interest groups to capture regulatory author-
ities fluctuates both over time and across institutional contexts (Wilson, 1980; Culpepper,
2011). This variation strongly suggests the importance of both the institutional context
in which actors are embedded (Aguilera and Jackson, 2003; Gourevitch and Shinn,
2005) and the extent to which an issue is politically salient to the electorate (Culpepper,
2011). Part of the reason accounting for the low political salience of regulation is its com-
plexity as it is not often easily translatable into issues that can be grasped by the elector-
ate. Moreover, the ability of policymakers to shape and influence regulators’ behavior is
contingent not only on the presence of institutional control mechanisms, but also on the
use of these mechanisms (Moe, 1985). The circumstances and issue areas where elected
officials choose to exercise their legally based authority over the actions of regulators
exhibit significant variations (Thatcher, 2002).
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.. Second, the study of regulation has also been characterized by the importance of the
governance approach (Kagan, 1994). The process of regulation is not simply a confron-

tation between the diverging interests of elected officials and regulatory authorities; it is’
also characterized by an interaction based on cooperation (Scholz, 1984). The assump-

tion of the governance approach is that the failure of regulators to meetrthe preferences
of policymakers does not reflect the presence of diverging interests, but that of the com-

plexities of policy contexts; and that effective regulation requires coordination between

‘the legislative authority of the principal and the activities of agents (Dorf and Sabel,

1998). Institutional mechanisms of authority delegation involve the setting of perform-

ance standards by the principal, but with the granting of substantial flexibility on the
design of the most efficient and cost-effective procedure to meet these standards
{Viscusi, 1983). Some monitoring mechanisms in this perspective are disclosure require-

Jments, self-regulation initiatives, and legal requirements imposed on regulated authori-

ties. to gather information about their activities. An explicit assumption behind the
oaoperation and coordination nature of the interaction between elected officials and
pegulatory authorities is that regulators can often take a long-term view on problems

given the absence of direct electoral pressures. Regulatory authorities can seek to protect
their independence and enhance their reputation by rising above self-interested policy-

making pressures (Carpenter, 2001).

-+./The field of corporate governance possesses close affinities with the study of regula-

tion. First, the literature in comparative corporate governance has emphasized the
importance of the principal-agent problem in different forms. Early studies of corpo-

rate governance focused on the divergence of interests between principals and agents
{Berle and Means, 1932; Jensen and Meckling, 1976). The key idea is that unmonitored
‘managers will pursue goals that are not in the interests of shareholders—ranging from

actions that allow them to profit personally (embezzlement, misappropriations) to

empire building (hubris). These studies were organized around the following puzzle:

‘why would minority investors provide funding to companies run by unaccountable,

dominant managers? These early law and economics analyses of corporate governance,

however, are plagued by a fundamental shortcoming despite their influence over the

intellectual development of the discipline. The main point of contention is that owner-

ship dispersion is only characteristic of a few countries, essentially Anglo-Saxon econo-

mies. Moreover, the analytical foundations of these early studies of corporate governance

lacked a comparative focus. A second wave of studies based on the principal-agent
problem emerged in the early 1990s with the aim of accounting for diversity in owner-

ship structures across national systems of corporate governance. The extent to which

minority investors are protected by law from expropriation by managers or controlling

shareholders is the key argument accounting for differences in ownership structures (La

Porta et al,, 2000). The theoretical implication flowing from the presence of different

ownership structures is that the nature of agency costs differs across national systems of
corporate governance. There are many varieties of agency costs—which all contribute to

destroy shareholder value—but for which different institutional solutions should prevail

(Coffee, 2005; see Roe, 2002, for a critical analytical overview). A first type of agency
costs is diversion by managers—stealing, embezzling, and shirking. A second variety of
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agency costs comes in the form of managerial mistakes—executives not being up to run-
ning the firm, plausibly because of changed circumstances. Institutions that work well in
solving the first type of agency costs might not be as effective in dealing with the second
variety.

Second, the area of corporate governance is also well suited to the study of regulation
given the presence of different mechanisms of regulatory activities. Attempts to control
the behavior of agents are also found alongside mechanisms of corporation. Some
important monitoring mechanisms of corporate governance are found in the domain of
corporate law and emphasize the importance of mandatory rules (Coffee, 1989; Gordon,
1989). However, regulation in the field of corporate governance is increasingly charac-
terized by soft law where actors self-regulate themselves without possessing full legisla-
tive authority (Hopt, 2011). Soft law is characterized by the prominence of standardized
reporting based on the comply-or-explain principle. Regulatory outputs based on hard
versus soft law entail a tradeoff between flexibility and enforceability, with optimal gov-
ernance being based on the importance of the local context (Aguilera et al., 2008). Hard
law, such as the Sarbanes-Oxley Act, provides regulatory outputs that cover all compa-
nies operating in a jurisdiction, thereby ensuring the implementation of high minimum
standards, but at the cost of the lack of flexibility regarding the characteristics of compa-
nies—blue chip versus start-up; family-owned versus ownership diffused; unmonitored
insiders versus legally constrained blockholders. Soft law, such as the Cadbury recom-
mendations of good governance in the United Kingdom, enables listed companies to
mix different practices of corporate governance in diverse organizational environments,
but could result in weaker degrees of enforcement.

Third, the growing importance of regulation in corporate governance connects to
important debates that deal with the uneven impact of globalization on the evolution of
national business systems. The advent of multiple market reforms—deregulation, priva-
tization, liberalization, trade agreements, and the removal of controls on inward/out-
ward movements of capital—is triggering change across national systems of corporate
governance, yet without leading to full convergence of systems (Whitley, 1999; Hall and
Soskice, 2001; Vogel, 2001). In a similar vein, the rise of the regulatory state across econ-
omies (such as the European Union) has been prominent, but has taken different forms
across different varieties of capitalist economies (Vogel, 1996; Fioretos, 2011). In particu-
lar, the concept of regulation highlights the persistence of different types of state inter-
vention in the wake of privatization and liberalization via the spread of national
regulatory authorities (Vogel, 1996; Thatcher, 2002). The privatization and liberalization
process should not be equated with deregulatory laissez-faire, but with the implementa-
tion of new settings of regulation (Jordana and Levi-Faur, 2004). The process of regula-
tion highlights the importance of institutional redeployment in policy-making, i.e. state
intervention taking place with the use of new policy instruments and redeployed on
behalf of new objectives (Levy, 2006; Schmidt, 2009).

The rest of the chapter is organized as follow. In the next section, we discuss the two
main theoretical perspectives on the origins of regulation: law and politics. We then
highlight the contextually bounded consequences associated with regulation for the
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evolution of national systems of corporate governance. The issue of hard versus soft law

is further examined in the concluding section of the chapter.
]

o
THE ORIGINS OF REGULATION:
THEORETICAL PERSPECTIVES

The introduction and spread of regulatory agencies across national systems of corporate
governance has been impressive (Majone, 1994; Jordana et al., 2011). The range of eco-
nomic sectors that have experienced the double movement of the decline of the interven-
tionist state and the rise of the regulatory state is extensive (Levi-Faur, 2006). Nonetheless,
the rise of the regulatory state has not resulted in convergence across national systems of
corporate governance (Gourevitch and Shinn, 2005; Liitz, 2004). Important differences
remain in the degree of independence of regulatory authorities, and the relationship of
regulators with the business regulated (Thatcher, 2002). Economies, and national systems
of corporate governance, exhibit significant variations with regard to the party politiciza-
tion of appointments to posts at national regulatory agencies, legal impediments for the
removal of regulatory officials, financial and staffing of regulatory agencies, and the use of
legally entitled powers to overturn decisions made by regulators (Enriques, 2002; Etzion
and Davis, 2008; Fioretos, 2010). Variations on these features result in differences in the
degree of independence of regulators from elected officials. Moreover, the impressive
spread of regulatory authorities across national systems of corporate governance is asso-
ciated with an extensive range of outcomes regarding the extent to which appointed regu-
lators have escaped the preponderant influence of corporate interests (Johnson and
Kwak, 2010; Roubini and Mihm, 2010). The extent to which regulators moved back and
forth between governmental positions and the (regulated) private sector exhibits sub-
stantial variations between national systems of corporate governance in the context of
the widespread diffusion of regulatory agencies. Therefore, an important question con-
cerns the factors that best account for the origins of these differences. The issue is not
about the increasing importance of regulatory agencies, but of the presence of differences
in the degree of independence of regulatory authorities, and the relationship of regulators
with the business regulated. We provide an analytical overview of the contribution of two
major theoretical perspectives on the origins of regulation in corporate governance: law
and economics, and politics.

First, the law and economics perspective on corporate governance emphasizes the
importance of institutional-legal arrangements in protecting the rights of minority
investors given the extensively documented differences in ownership structures across
countries (La Porta et al., 2000). Dispersed shareholders need some form of assurance
that they will get a return on their investment before departing with their financial assets
since a combination of standard tort law and private bonding is not sufficient to grant
adequate guarantees to outsiders (Shleifer and Vishny, 1997; Glaeser et al., 2001). Specific
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institutions—rules and enforcement—in the areas of stock exchange regulations,
accounting standards and financial transparency, corporate law, and takeover regula-
tion protect minority investors better than some other institutions (La Porta et al., 2000;
Coffee, 2006).

The development of regulation, and the presence of institutional differences between
regulatory states, is at the core of the law and economics perspective on corporate gov-
ernance, namely the closer affinities between independent regulatory authorities and
institutional arrangements of legal protection found in common law systems. Legal
rules in systems of common law are made by judges, based on jurisprudence, and
inspired by general principles such as fiduciary duty (Coffee, 1999; Johnson et al., 2000).
These general principles are applicable in new situations even when specific conduct
that would violate the rights of minority shareholders has not yet been prohibited by
statutes. Judges in common law systems have exercised greater discretion in evaluating
whether even unprecedented conduct by the insiders is unfair to outside investors.

The development of regulation in some national systems of corporate governance is
characterized by the high degree of independence, and authority, of regulatory authori-
ties from elected officials (McCubbins and Schwartz, 1984; Thatcher, 2002). For the law
and economics perspective, the development of regulation in corporate governance
constitutes a largely technocratic endeavour where the main task of policymakers is
to implement institutional features that better protect the rights of minority investors
(La Porta et al., 2000 and 2006). Regulatory institutions characterized by understaffing
and underdeveloped budgets will fare poorly in law enforcement, a phenomenon inter-
preted as a regulatory failure (Enriques, 2002; Jackson, 2007).

The law and economics perspective is highly influential in the area of regulation of
corporate governance. It is intuitively correct in that why would outside investors pro-
vide funding if their legal rights were not well protected? Nonetheless, the perspective
has been criticized on several grounds. First, the construction of institutional arrange-
ments that protect minority shareholders is not “rocket science”—the reason why non-
common law advanced capitalist economies have refrained for a long time from building
them is better accounted for by their reluctance to embrace principles of shareholder
value that are more likely to be associated with independent regulatory authorities (Roe,
2003). Second, the law and economics approach conceptualizes regulatory arrange-
ments that protect minority investors as fixed endowments that are both necessary for
economic activities to occur and that, once in place, are themselves immune to change.
By contrast, Milhaupt and Pistor (2008) highlight the continuous interactive process
between legal arrangements and markets that results from three features: the extent to
which legal systems are centralized/decentralized in relation to law-making and enforce-
ment processes; the presence of multiple functions performed by the legal system in
supporting economic activities beside that of shareholder protection, and the contested
nature of legal institutions that follows from their asymmetric distribution of gains for
political and social actors. Third, the legal perspective on corporate governance is una-
ble to account for the variation and similarities in the character of regulation. In the first
instance, the United Kingdom and the United States—two common law legal systems—
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have often implemented different types of regulation: the former has relied on voluntary
approaches to regulation, while the latter, especially in recent years, has enacted manda-
tory features (Sarbanes-Oxley Act 2002; Dodd-Frank Act 2010). Moreover, differences
between civil and common law legal systems have experienced erosion in recent years
since both systems continue to regulate and codify; and refent legislation has generated
opposite results than would have been predicted by the law and economics perspective.
An example is the quite directive Sarbanes-Oxley Act in the United States in contract to
the market-preferring, transparency-enhancing Kontrag Law in Germany (Roe, 2006:
468-82).

The second theoretical approach to regulation and corporate governance is the politi-
cal perspective (Roe, 2003; Gourevtich and Shinn, 2005). The above discussion of regu-
lation in corporate governance highlights the importance of politics. The point is not
that institutional differences between legal families do not matter, but that current dif-
ferences between national systems of corporate governance are probably better
accounted for by more recent political decisions that lead some countries to embrace/
denigrate principles of shareholder value than institutional-legal variables introduced
some centuries ago (Roe, 2007).

The central feature of the political perspective on regulation in corporate governance
is that differences in regulatory institutions of corporate governance reflect the extent to
which the political climate of a country is conducive to the pursuit of market-oriented
and shareholder value-driven policies (Roe, 2003). The diversity of regulatory institu-
tional features represents the different outcomes of political, economic, and social strug-
gles across national systems of corporate governance (Roe and Gilson, 1999). In
European social democracies and in Japan, policymakers have traditionally emphasized
distributional considerations that privileged employees over shareholders.

The political perspective on regulation in corporate governance highlights two ele-
ments of the relationship between regulatory institutions and outcomes. First, regula-
tory institutions are secondary to politics. The absence of institutional arrangements
that would protect the rights and promote the interests of minority shareholders in
advanced capitalist economies cannot be attributed to technological shortcomings or
financial issues (Roe, 2002). For instance, the understaffing of stock market regulatory
agencies in continental Europe and Japan is not a problem of expertise or budgetary
constraints, but rather a politically conscious decision not to empower an institution
whose goal would be diverging from political norms of legitimate market operations.
Conversely, the presence of regulatory institutions that promote shareholder value in
dispersed ownership economies reflects the prior acceptance of market principles that
privileges, or does not discriminate against, the preferences of minority shareholders
(Roe, 2002). Second, the existence of institutional variation within families of corporate
governance, namely social democracies versus those where principles of unfettered
markets are legitimate, is not central to the argument (Roe, 2003: 27-46). Regulatory
institutional features designed to dampen the ability of management to implement strat-
egies of shareholder value have been achieved in different ways in economies that were/
are characterized by ownership concentration: legal rights of codetermination in
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Germany, state activism in France, and social norms and informal arrangements in
]apan.

The political perspective on regulation and corporate governance is highly insightful
and has contributed to our understanding of the diversity of national systems. The
design and implementation of regulatory institutions entail important distributional
consequences (Hancké et al,, 2007). The differences in the degree of authority and inde-
pendence of regulatory authorities do matter for the allocation of resources in the econ-
omy via, most notably but not exclusively, their effects on the distribution of authority
inside companies. Politics is highly important for regulatory governance. Nonetheless,
the political perspective on corporate governance and regulation needs to be comple-
mented by the notion of coalition formation (Aguilera and Jackson, 2003; Gourevitch
and Shinn, 2005) and the extent of institutional complementarities leading to distinct
varieties of capitalism (Hall and Soskice, 2001; Hall and Gingerich, 2009). In the first
place, coalition formation inside a national system of corporate governance is not lim-
ited to a class contlict pitting employees against managers/shareholders as presented by
Roe. Sectoral (shareholders against employees/managers) and transparency coalitions
(managers against employees/shareholders) are also important across issues and
petween national systems of corporate governance. In the second place, national sys-
tems of corporate governance are embedded in specific varieties of capitalism charac-
terized by significant differences regarding the extent and strength of institutional
Complementarities at the national level. Institutional complementarities are important
in liberal market economies (e.g. United Kingdom and United States) and coordinated
market economies (e.g., Germany and Japan). The insider model of corporate govern-
ance in liberal market economies fits well with external flexibility in industrial relations
and general/transferable skills in education. The outsider model of corporate govern-
ance in liberal market economies fits well with the rigidity of employment relations and
the firm-specific skills of employees. By contrast, institutionally hybrid market econo-
mies (e.g. France and Spain) are characterized by the absence of complementarities
petween the different spheres of the economy, most notably, although not exclusively,
reflecting the presence of general/transferable skills and rigid labor markets (Maurice
et al., 1086; Hall and Gingerich, 2009, Goyer, 2011).

The insight from the coalition model formation and the concept of institutional com-
plementarities is that institutional regulatory features exhibit important variations
within families of corporate governance. The low prominence of shareholder value in
European social democracies can be achieved by either a class conflict or sectoral coali-
tion type (Aguilera and Jackson, 2003; Gourevitch and Shinn, 2005). Moreover, the
presence of labor market rigidities (difficult to fire employees) in European social
democracies (OECD, 1999) constitutes a source of constraints on managerial autonomy
in settings characterized by the importance of general/transferable skills, while repre-
senting an enabling feature that incentivizes insiders to build on the long-term skill of
employees in settings dominated by the presence of firm-specific skills (see e.g. Goyer,
Lon). Thus, corporate governance in European social democracies is compatible with
jmportant variations in the size of the private benefits of control (high in Italy; low in
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Germany) and with employee participation (Germany) or exclusion (Erance) in the
strategic direction of companies.

[

THE IMPACT OF REGULATION ON CORPORATE
GOVERNANCE: A CONTEXTUALIZED APPROACH

An important debate for both policymakers and scholars is the extent and the form by
which regulation shapes corporate governance outcomes within and across countries.
How does regulation matter? For the specific case of corporate governance, the last two
decades have witnessed the “globalization” of regulatory reforms across economies with
the aim of increasing the rights of minority investors (Deminor Rating, 2005; Goergen
et al,, 2005; Cioffi and Hoepner, 2006; Burkart and Lee, 2008). The rise of the regulatory
state in corporate governance reflects in great part the strategy of international diversifi-
cation of institutional investors from liberal market economies (Goyer, 2006; Clark and
Woijcik, 2007). The preferences of shareholder value-oriented funds stand at odds with
the mode of governance of firms in non-liberal market economies characterized by the
lower prominence of the rights of minority shareholders (Roe, 2000). The strategy of
international diversification of UK/US institutional investors has generated an industry
of best corporate governance practices characterized by the publication of guidelines
lists of what are considered fundamental strategies to unlock shareholder value most
notably, but not exclusively, in the form of codes of good governance (Davis et al,, 2006;
Aguilera and Cuervo-Cazurra, 2009). Among these best practices are the rules govern-
ing the market for corporate control (mandatory bid rule, ownership disclosure, princi-
ple of equal treatment), the independence of directors, voting rights characterized by
the one share-one vote principle, and the expansion of issues for which shareholder
approval is needed (Goergen et al., 2005; Dalton et al., 2007; Adams and Ferreira, 2008;
Burkart and Lee, 2008).

Nonetheless, the impact of regulatory reforms designed to enhance minority share-
holders’ rights should not be interpreted in a cumulative manner, namely the more the
better. A cumulative assumption on regulation neglects the importance of contexts
(Goertz, 1994; Hall, 2010; Goyer, 2011). Even assuming the best-case scenario for regula-
tion theorists, a high degree of independence of regulators from both elected officials
and from regulated corporations, national systems of corporate governance remain dif-
ferent from each other. The consequences associated with the enactment of regulatory
reforms are mediated by the characteristics of the institutional environment of the sys-
tem of corporate governance in which they are embedded. In other words, the impact of
any regulatory reform on corporate governance is dependent on the structure of existing
institutional arrangements (Hall, 2007; Hall and Thelen, 2009). Even when dealing with
identical regulatory reforms, the presence of interaction between institutions insures
that the impact of such reforms will vary significantly across national systems of
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corporate governance (Hall and Soskice, 2001; Aguilera et al., 2008; Hall and Gingerich,
2009). Four examples illustrate well the contextually bounded consequences of regula-
tory reforms: boards of directors in Germany, private benefits of control, takeover regu-
latory reforms in the European Union, and the abolition of deviations from the one
share-one vote standard in Germany. We discuss each of them in turn.

First, Roe (1999) provides an insightful treatment of context in his analysis of codeter-
mined boards in Germany. The boards of directors (i.e. supervisory boards) of German
companies have largely failed to act as a mechanism to defend the interests of minority
shareholders since employee representatives occupy half of the seats. The other half is
composed of directors elected by shareholders. These directors have not been independ-
ent for the most part. The size of supervisory boards in Germany is also large and reflects
the introduction of codetermination. Nonetheless, Roe cautions about regulatory reforms
that would increase the independence of directors elected by shareholders—and who
would be serving alongside employee representatives. The key contextual issue in this
instance is the empowerment of the boards of directors. Empowering the shareholder-
elected part of the board in the form of director independence might produce unintended
consequences from a shareholder value perspective. Empowering supervisory boards
would also empower their employee half against atomistic, and independent, directors
comprising the other half. Thus, substandard board governance is likely to be less prob-
lematic for minority shareholders than a fully empowered board where employee-elected
directors could coordinate their activities. Legal reforms designed to promote share-
holder value in Germany via greater board independence is likely to produce unintended
consequences given the institutional arrangement of board codetermination.

Second, the extent to which private benefits of control, and regulatory reforms
designed to eliminate them, are damaging for shareholder value remains an unresolved
issue. The notion of the private benefits of control refers to the aggregate value a con-
trolling owner can extract from her ability to determine corporate policies at the
expense of minority shareholders (Johnson et al., 2000; Nenova, 2003; Dyck and
Zingales, 2004). Control over the corporate strategy of the firm is valuable since large
shareholders receive private benefits that are not shared with minority investors,
Examples of private benefits of control are the ability of the controlling shareholder to
transfer assets at below market prices between different companies in which he pos-
sesses a dominant position, increases in equity stakes through dilutive share issues and
minority freeze-outs, and synergy benefits from the use of information in the opera-
tions of a firm that would be exploited by other companies also controlled by the large
owner (Zingales, 1998; Johnson et al., 2000). The gains associated with these strategic
options are not shared by minority investors. Nonetheless, regulatory reforms designed
to reduce the ability of the controlling shareholder to extract privatebenefits of control
entail ambiguous consequences for shareholder value. Gilson (2006) ‘highlights the
presence of a tradeoff associated with the presence of a controlling shareholder-
monitoring of managers versus the extraction of private. benefits of control (see also
Mayer, 2001). Agency costs come in the form of manager ial entrenchment (ownership
diffusion) and extraction of private benefits of control (ownership concentration)
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(Roe, 2001; Coffee, 2005). Moreover, empirical data reveals the presence of large dis-
parities in the amount of private benefits of control in systems-of corporate governance
dominated by ownership concentration (Nenova, 2003; Dyck and Zingales, 2004). In
other words, controlling shareholders could be associated with low or high private ben-
efits of control. Thus, the impact on shareholder value assdciated with regulatory
reforms to reduce the extraction of the private benefits of control is contingent upon
the specific context of national systems of corporate governance. Several contextual
variables have been highlighted: social norms about corruption and personal enrich-
ment (Coffee, 2001), presence of non-pecuniary benefits of control (Gilson, 2006),
strength of firm-level employees that act as monitors on insiders (Gourevitch and
Shinn, 2005: 59~67; Fauver and Fuerst, 2006), and the presence of institutional arrange-
ments that constrain large shareholders in related-party transactions for both actions
that result/do not result in bankruptcy (Conac et al., 2007).

Third, the introduction of an impressive array of regulatory reforms aimed at provid-
ing greater protection to minority shareholders in the European Union has been largely
inconsequential for the development of a level playing field in the area of the market for
corporate control. Regulatory reforms of takeovers in the European Union have been
important in several areas: increased ownership disclosure requirements, mandatory
bid rule, and adoption of the principle of equal treatment for all categories of sharehold-
ers (Goergen et al., 2005). These reforms have decreased the ability of bidders to proceed
to the acquisition of controlling stakes without being detected as well as preventing side
deals that would result in no/low takeover premiums for minority shareholders.
Nonetheless, markets for corporate control still exhibit important differences in the
European Union in regard to the overall importance of takeover activities, the identity
of acquiring and target companies, the methods of payment, the friendly versus hostile
character of the transaction, the characteristics of the post-acquisition reorganization
process, and the rules governing the bidding process (Rossi and Volpin, 2004; Capron
and Guillén, 2009; Culpepper, 2011). The key contextual factor is that managerial pro-
tection against takeovers reflects the importance of functional equivalency, namely the
presence of alternative mechanisms of protection against unwanted takeover bids. In
particular, institutional arrangements of ownership structure and deviations from the
one share-one vote standard have not converged in the European Union, with the impli-
cation that some firms are better protected than others against unsolicited takeover bids
(Valdivieso del Real, 2009). The consequences associated with the introduction of many
pro-minority shareholder measures in the European Union reflect the interaction
between the new institutions and those that were already in place.

Fourth, regulatory reforms aimed at eliminating deviations from the one share-one
vote principle will produce different consequences according to the prevailing owner-
ship structures of listed companies and the types of deviations previously used by firms
(Adams and Ferreira, 2008; Burkart and Lee, 2008). The regulatory reforms of German
corporate law (Kontrag law) illustrate this point in two ways. In the first instance, the
power of banks in German corporate governance has been sharply reduced with regula-
tory reforms of proxy voting (Deeg, 1999; Hoepner and Krempel, 2004). Prior to the
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1998 Kontrag law, financial institutions in Germany were able to exercise significant vot-
ing power in companies through their role as custodian of shares since minority share-
holders did not generally provide banks with specific voting instructions (Edwards and
Fischer, 1994). With the introduction of the Kontrag law, however, German banks are
unable to use voting power associated with custodian shares unless they have been
authorized to do so. Regulatory reforms of proxy voting in Germany are potentially con-
ducive to shareholder value but only in a specific context. The Kontrag law has undoubt-
edly reduced the power of banks—a specific category of shareholders who were almost
always allied with management (Deeg, 1999; Fiss and Zajac, 2004; Gourevitch and
Shinn, 2005: 164~7). On the other hand, however, large-controlling owners are unaf-
fected by the Kontrag regulatory reforms since they never faced coordination problems,
as compared with small-dispersed shareholders, to vote their equity stakes themselves.
Large owners in Germany did not rely on the proxy voting of banks to protect them-
selves against takeovers, but on ownership concentration (Culpepper, 2011; see also
Kogut and Walker, 2001).

In the second instance, the regulatory reforms of the Kontrag law have not necessarily
promoted the interests of minority shareholders since they have in fact encouraged fur-
ther ownership concentration in some German companies by eliminating all forms of
deviations from the one share-one vote standard. The importance of institutional
arrangements of voting rights in corporate governance reflects the process by which
shareholders translate their equity stake into voting power (Yermack, 2010). There are
three main forms of deviation from the one share-one vote principle: voting rights ceil-
ing which caps the amount of votes any shareholder may cast regardless of the total
number of stocks held; unequal voting rights which award multiple voting rights to spe-
cific categories of (usually long-term) shareholders; and non-voting shares which (usu-
ally) provide fixed dividends payments at the expense of participation in the affairs of
the company (Goergen et al., 2005; Burkart and Lee, 2008). All forms of deviations from
the one share-one vote standard have been eliminated with the passage of the Kontrag
law in Germany.

'The presence of deviations from the one share-one vote standard has been interpreted
as strategic choices to deter takeovers and, thus, contrary to the interests of minority
shareholders (Zingales, 1995; Nenova, 2003). However, the introduction of regulatory
reforms designed to eliminate deviations from the one share-one vote standard should
not be interpreted as a straightforward improvement of the rights of minority share-
holders. The dominant ownership structure specific to a national system of systems of
corporate governance shaped the dynamics of the consequences of regulatory reforms
(Cools, 2004; Enriques and Volpin, 2007). The use of voting ceiling caps is best suited to
settings characterized by ownership diffusion (Goergen et al,, 2005: 252-3). Voting ceil-
ing caps reflect managerial attempts at entrenchment in the context of ownership diffu-
sion, thereby highlighting the divergence of interests between dispersed shareholders
and managers (Morck et al., 1988; Davis, 1991). Unequal voting rights and non-voting
shares, in contrast, constitute mechanisms by which large blockholders seek to create a
gap between their ownership stake and their voting power (Zingales, 1995). Controlling
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shareholders can maintain their control over the strategic direction of companies at
lower costs by raising additional equity funding from the greater public through une-
qual voting rights and non-voting shares. However, the effective use of unequal voting
rights and non-voting shares presupposes the prior existence of some form of owner-
ship concentration. The implication of the above discussion is that while the elimination
of unequal voting rights in Germany has made it harder for large owners to control com-
panies without committing funding, the abolition of voting ceilings caps has provided
strong incentives for bidders to acquire large stakes in companies without fearing that
their new position as controlling owner would not be diluted by limited voting power.
The impact of the elimination of deviations from the one share-one vote standard is
inconclusive (Burkart and Lee, 2008). '

Similarly, and more broadly, Enriques and Volpin (2007) cast a critical eye on newly
implemented regulatory reforms designed to improve the legal rights of minority share-
holders in France, Germany, and Italy. Their skepticism reflects the presence of two
types of agency costs faced by minority shareholders: separation of ownership from con-
trol and the incentives of controlling shareholders to capture private benefits of control
(Roe, 2002). These two types of agency costs contribute to the destruction of shareholder
value, but their containment is shaped by different legal-institutional arrangements
(Coffee, 2005). The issue is that regulatory reforms in these three continental European
economies have primarily aimed at controlling the behavior of opportunistic managers,
not at curtailing the expropriation incentives of controlling shareholders (Conac et al.,
2007). Legal empowerment of shareholders is more likely to translate into shareholder
value in the presence of ownership diffusion, thereby highlighting how the same regula-
tory reform may engender different consequences based on the importance of owner-
ship structure as a contextual variable.

HARD AND SOFT LAW IN CORPORATE
GOVERNANCE

Corporate governance regulation is embedded in the legal apparatus of corporate law
which primarily deals with five common characteristics of business associations, which
are: legal personality, limited liability, transferable shares, delegated management under
aboard structure, and the ownership structure (Hansmann and Kraakman, 2004). One
corporation can have, at once, all these characteristics, i.e. a large-scale publicly held
firm. Others might have some deviations from one or more of the five characteristics to
adjust the contingencies of the business, such as a small or closely held (i.e. private)
firms, and cooperatives. Yet, despite differences in the forms of business organization,
the baseline regulatory paradigm provides legal mechanisms to control these five core
attributes of firms and to constrain corporate actors by requiring them not to take par-
ticular actions, or engage in transactions, that could harm the interests of other stake-
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holders (i.e. shareholders, and other corporate constituents such as management,
employees, and creditors).

There are two broad regulatory mechanisms in corporate governance (Aguilera and
Cuervo-Cazurra, 2009; Hopt, 2011). Regulation can take the form of statutory rules (i.e.
hard law) which relate to prohibiting some kind of behavior and are characterized by the
use of a “one size fits all” approach designed to address common governance problems;
regulation can also constitute standards of best practice, leaving the compliance deter-
minatjon to firms, i.e. they are not legally binding by nature, and are characterized by the
“comply-or-explain” approach that allows firms to carry out the governance mechanism
that best fits their particular contingencies (Kraakman et al., 2004).

'The importance of the soft law approach in corporate governance can be traced to the
launch of the Cadbury Committee Report (FRC, 1992) by the Financial Reporting
Council in the United Kingdom and of the Principles of Corporate Governance (ALI,
1992) by the American Law Institute in the United States. Aguilera and Cuervo-Cazurra
(2004) highlight how corporate governance codes are designed to address deficiencies
in corporate governance systems by recommending comprehensive sets of norms on
good practices to firms in different regulatory environments. The content of many of
these codes stipulates guiding principles on board composition, ownership structure,
shareholder activism, and executive compensation schemes (see also Aguilera and
Cuervo-Cazurra, 2009). Indeed, most advanced and emerging economies have relied
on codes of good governance based on the “comply-or-explain” principle as an expedit-
ing mechanism to update their corporate governance regulation. For example, accord-
ing to the European Corporate Governance Institute, 88 industrialized and developing
countries had issued 310 corporate governance codes and/or principles by 2011. The
spread of corporate governance codes was particularly encouraged by the European
Union (EU) Directive 2006/46/EC, which promotes their application by requiring that
listed companies refer in their corporate governance statement to a code and that they
report on their application of that code on a “comply-or-explain” basis.

It is important to inquire why soft law prevails on the international corporate agenda
when national regulators and stock exchange commissions have the power to enact hard
laws that legally bind governance practices. According to Ogus (1995: 97), the materiali-
zation of self-regulation is justified in terms of public interest where three conditions are
satisfied. First, that the activities of the firm are affected by some form of market failure,
in particular negative externalities and information asymmetries. Second, that private
law is inadequate or too costly to correct under failure. Third, that self-regulation is a
better method to solve problems instead of using public regulation. Hart (199s: 688)
advances the case for the government to impose statutory rules on corporate govern-
ance on the grounds that “the world has changed” is not strong, as it does not allow firms
to adapt governance mechanisms to their contingencies in an efficient manner. Indeed,
the UK Corporate Governance Code, when defining the “comply-or-explain” approach
seeks to recognize that “... an alternative to following a provision may be justified in par-
ticular circumstances if good governance can be achieved by other means. A condition
of doing so is that the reasons for it should be explained clearly and carefully to
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shareholders, who may wish to discuss the position with the company and whose voting
intentions may be influenced as a result” (FCR, 2006).

In an opposite direction and despite its new voluntary code.of good governance (i.e.
“Principles of Corporate Governance,” NYSE, 2010), the federal government in the
United States has developed and implemented substantial {egglatio'n to set stringent
requirements to achieve extensive oversight of corporate management by the board and
audit committee (i.e. Sarbanes-Oxley Act 2002), to limit executive pay and the firm’s
control of the proxy process (i.e. Dodd-Frank Act 2010), and to ban specific corporate
governance provisions (e.g. staggered boards and CEO duality) (Shareholder Bill of
Rights Act and Shareholder Empowerment Act 2009) (Larcker et al., 2011).

Therefore, a relevant question is what factors may account for country’s choice of
approach to regulation. Two broad perspectives have been identified. First, the choice
of regulation reflects the ability of regulated interest groups to capture the state (Djankov
et al,, 2002). Regulation is conceptualized as a less efficient mechanism where interest
groups (regulated firms) may extract considerable private benefits if they can formulate
and themselves enforce the relevant legislation. The incentives of regulated groups, as well
as their ability to capture the state, entail a path-dependent evolution in the introduction
and implementation of new regulatory mechanism (see e.g. Bebchuk and Roe, 1999).

Second, various institutional factors may affect a country’s choice of approach to reg-
ulation. For example, in the UK there is a long tradition of self-regulation (Cheffins,
1997). In addition to the existence of powerful professional and shareholders associa-
tions, such as the National Association of Pension Funds (NAPF), the Association of
British Insurers (ABI) has been granted important powers of self-regulation. Although
their influence on corporate governance matters is open to debate (Becht et al,, 2009),
their presence, together with other institutional features of the UK economy such as
strong networks within the City of London,' and the path-dependence character of the
self-regulation mechanism, provide the foundations for the UK governance regulation
emphasized by the “comply-or-explain” principle.

Another important institutional factor that might explain the distinction between the
regulatory arrangements is the characteristics of institutional investors. Aguilera and
Williams (2006) argue that the attitude and behavior of shareholder value-oriented
institutional investors constitute the missing link to understand the dissimilarities
between UK and US corporate governance. In the British case, pension funds and insur-
ance companies, which are long term oriented, are the dominant categories of investors.
On the other hand, mutual funds, which have a shorter-term outlook, are dominant in
the American capital markets. In the former, corporate governance codes are suited to
long-term orientation of pension funds. In the United States, in contrast, listed compa-
nies increasingly have found themselves confronted by shareholders who want to influ-
ence corporate management both directly through activism, and indirectly, provoking
further arguments for government regulation (Copland, 2011).

Another important question is whether hard and soft law is effective in triggering
good corporate governance practices and in solving corporate governance problems.
Corporate governance scandals and empirical studies show that compliance with rules

.
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(i.e. hard law) and standards (i.e. soft law) has not always translated into effective gov-
ernance (Larcker and Tayan, 2011). Regarding hard law, an interesting example is the
case of Enron (Coffee, 2002), which was compliant with NYSE requirements at the time
of the corporate governance scandal in 2001. In the case of soft law, a recent study
(RiskMetrics, 2009) concludes that the “comply-or-explain” approach formally adopted
by the European Commission in 2006, while receiving strong acceptance from the cor-
porate and the institutional investor community, suffers from implementation deficien-
cies, particularly concerning the level and quality of information on deviations by
companies and a low level of shareholder monitoring.

Additionally, the corporate governance and financial literatures are not conclusive on
whether these governance mechanisms, hard or soft law, have an effect on firm perform-
ance. On the one hand, Alves and Mendez (2004) find that the Portuguese code of cor-
porate governance does not have a systematic effect on firm returns; yet, compliance
with the structure and functioning of the board of directors is positive correlated with
abnormal returns. DeJong et al. (2005) report that the Netherlands’ self-regulation initi-
ative had no effect on corporate governance practices nor on their relationship with
value. On the other hand, Fernandez-Rodriguez et al. (2004) suggest that the market
reacts positively to announcements of compliance with the code of corporate govern-
ance in Spain. In the UK, Dedman (2000 and 2002) provides consistent evidence that,
after the implementation of the recommendations of the Cadbury Committee, firms’
governance practices reduced the agency cost of managerial entrenchment and
enhanced board oversight with respect to the manipulation of accounting numbers and
the discipline of the top executive. Additionally, Goncharov et al. (2006) show that firms
with higher compliance are generally priced at a premium in Germany. These mixed
and inclusive findings suggest the importance of the context in which firms are embed-
ded (Aguilera et al., 2008). The same regulatory variables can result in different out-
comes across contexts that are characterized by interacting institutions (Goyer, 2011; see
also Goertz, 1994).

Thus, we have described two mechanisms of corporate governance regulation, namely
the “one size fits all” approach from hard law and the “comply-or-explain” approach of
soft law. In addition to these two “ideal” cases, there are also interesting hybrid forms of
hard and soft-law. For example, in 2000, the Brazilian Stock Exchange (i.e. BMF &
Bovespa), aiming to solve legal deficiencies in investment protection and to foster the
capital market, designed a dual regulatory regime where firms can choose among four
levels of listing requirements, offering progressively higher levels of minority share-
holder protection (Gilson et al,, 2011). The innovative dimension of the Brazilian market
regulation is that it recognizes that some existing listed firms would find it difficult to
adopt the new rules since they are quite demanding from a’legal perspective compared
to the traditional market rules. The BMF & Bovespa proposed two differentiated levels
of corporate governance practices, level 1 and level 2 (Carvalho and Pennacchi, 2012).
This innovative regulatory duality provides protection to entrenched owners (who
would otherwise be opposed to the reforms), while advancing a new governance
regulation in order to attract new sources of capital.
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CONCLUSION

In this chapter, we have presented an analytical survey of the rgain forces shaping regu-
lation and how in turn regulation becomes an important contextual factor for corporate
governance practices. However, we caution against becoming overly structuralist for
two reasons. First, as we have shown in the last section on soft versus hard law, there are
plenty of unwritten regulations, such as implicit codes of conduct, that mandate how
economic exchanges take place. These soft norms fill in voids for formal hard law and
often become an important mechanism for innovation in the regulatory sphere. Second,
firms and actors within firms have the ability to make choices within institutional con-
straints and more precisely within regulatory choices (see e.g. Whittington, 1988).
Regulation has become increasingly important for issues of corporate governance, but
its impact remains contextually bounded. We are referring not just to the radical choice
of complying or not with regulation, but also to the degree to which firms internalize the
regulations into their organizational and strategic firm choices. Hence, future research
should pay attention to these complementary and substitutive relationships as well as to
the levels of regulation internalization.

There are two interesting areas of research on regulation and corporate governance
that need further attention. The first concerns the regulatory existence of the multina-
tional firm, and related multinational enterprise ventures, and how they structure their
governance, not only around foreign subsidiaries in different regulatory regimes but
also in relation to other international governance forms such as strategic alliances and
equity joint ventures. Second, in the currently shifting world of nations where emerging
market firms from state capitalism systems are becoming established in the traditionally
industrialized world, and also turning into world leaders in many different industrial
sectors, we need to better understand how their often hybrid forms of public-private
ownership, professional-political managers, and overall different rules of operating
within the governance realm might affect not only their competitiveness but also those
of non-emerging market firms (The Economist, 2012).

NoTE

1. We thank Igor Filatotchev for highlighting this point.
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THERE is no definitive historical treatment of corporate governance and there may never
be one, given the vastness of the subject. Corporate governance has been with us since
the use of the corporate form created the possibility of conflict between investors and
managers (Wells, 2010: 1251). The history of corporate governance correspondingly
extends back at least to the formation of the East India Company, the Hudson’s Bay
Company, the Levant Company, and the other major chartered companies launched in
the 16th and 17th centuries. Addressing all relevant aspects of this history in a systematic
way would be a daunting challenge. A History of Corporate Governance Around the
World (Morck, 2005) illustrates the point. Despite being 687 pages in length, the volume
only deals with 11 countries and only addresses one corporate governance issue in detail,
this being share ownership patterns.

This chapter, rather than surveying the history of corporate governance in a general
way, focuses on the process through which debates about managerial accountability,
board structure, and shareholder rights became channeled through the term “corpo-
rate governance.” In so doing, it describes how a phrase that only came into vogue in
the 1970s in a single country—the United States—became within 25 years the subject of
debate worldwide by academics, regulators, executives, and investors. The chapter
traces developments occurring between the mid-1970s and the end of the 1990s, by
which point “corporate governance” was well-entrenched as academic and regulatory
shorthand. The analysis is necessarily American in orientation, given that corporate
governance only acquired a strong international dimension in the 1990s. The chapter
concludes by bringing matters up to date and by commenting briefly on corporate
governance’s future.

T
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CORPORATE GOVERNANCE COMES
ON TO THE AGENDA

L f
In the decades immediately following World War II, the US exﬁerienced a prolonged
economic boom and its leading corporations grew rapidly. Amidst the widespread cor-
porate prosperity, the internal governance of companies was not a high priority
(Cheffins, 2009: 6) and the phrase “corporate governance” was not in use (Greenough
and Clapman, 1980: 917). With the “managed corporations” that were in the US eco-
nomic vanguard during this era “managers led, and directors and shareholders followed
(Pound 1995: 91).” Boards, absent an outright corporate crisis, were expected to be colle-
gial and supportive of management, a reasonable presupposition given that top execu-
tives strongly influenced the selection of directors (Seligman, 1987: 330-2). As for
stockholders, the retail investors who dominated share registers were “known for their
indifference to everything about the companies they own except dividends and the
approximate price of the stock” (Livingston, 1958: 81).

The federal Securities and Exchange Commission (SEC) brought corporate govern-
ance on to the official reform agenda in the mid-1970s. By 1976, the year the term “cor-
porate governance” first appeared in the Federal Register (Ocasio and Joseph, 2005:167),
the official journal of the federal government, the SEC was beginning to treat manage-
rial accountability issues as part of its regulatory remit. In 1974, the SEC brought pro-
ceedings against three outside directors of Penn Central—a railway which had
diversified into pipelines, hotels, industrial parks, and commercial real estate—alleging
that they had misrepresented the company’s financial condition under federal securities
law by failing to discover a wide range of misconduct perpetrated by Penn Central exec-
utives (Schwartz, 1976: 399-401). Penn Central had gone bankrupt in 1970, with many
criticizing the company’s board for its passivity (Seligman, 1982: 536-7).

The discovery in the mid-1970s of widespread illicit payments by US corporations to
foreign officials drew the SEC further into the corporate governance realm. Few, if any,
of the outside directors of the numerous companies involved knew that the firms they
were ostensibly directing were paying bribes, owing in part to falsification of corporate
records of which senior executives were quite often aware (Seligman, 1982: 537). The
widespread corporate bribery represented, according to a 1976 SEC report, “frustration
of our system of corporate accountability” (Seligman, 1982: 542). The federal agency
resolved numerous cases it brought with settlements where the companies involved
undertook to make board-level changes, such as the appointment of additional outside
directors and the creation of an audit committee (Sommer, 1977: 130-1). Also, in 1976 the
SEC prevailed upon the New York Stock Exchange (NYSE) to amend its listing require-
ments to require each listed company to maintain an audit committee composed of
independent directors and the NYSE complied.

The chairman of the New York Stock Exchange said in 1977 the greatest challenge fac-
ing US business and private enterprise generally might be “The prospect of pervasive



government supervision and control over corporate governance and management”
(Chicago Tribune, 1977). Indeed, the SEC held that year six weeks’ worth of hearings into
“shareholder participation in the corporate electoral process and corporate governance
generally,” receiving in the process information from over 300 corporations, individu-
als, public interest groups, and law firms (Securities and Exchange Commission, 1980:
A-1-A-2). Ultimately, though, the SEC refrained from orchestrating major changes, with
key reforms being restricted to requiring publicly traded firms to disclose information
on the independence of their directors and the use of audit, nomination, and compensa-
tion committees (Seligman, 1982: 534, 550).

Harold Williams, who was appointed SEC chairman in 1977 by Democratic President
Jimmy Carter, made numerous references in speeches to corporate governance and
maintained that an “ideal” board would have only one managerial appointee (the chief
executive officer) and would establish an audit committee, a nomination committee,
and a compensation committee. He was reluctant, however, to force his views on the
corporate world and instead advocated voluntary reform by corporations (Kripke, 1981:
178; Seligman, 1982: 548~50). Similarly, when in 1980 SEC staff issued a report on the
SEC’s 1977 corporate governance hearings (Securities and Exchange Commission,
1980), the report generally refrained from recommending regulatory measures con-
cerning board structure or related governance issues. Corporate governance-oriented
law reform was, however, on the agenda elsewhere.

In 1978, Senator Howard Metzenbaum, chairman of the Judiciary Committee’s
Subcommittee on Citizens and Shareholder Rights and Remedies, appointed a “blue-
ribbon” advisory committee on corporate governance composed of representatives of
industry, consumers, shareholders, and labor. The advisory committee agreed that
improvements in corporate governance were vital to the future of the economic system
but failed to achieve a compromise on legislation to propose (Metzenbaum, 1981).
Nevertheless, Caspar Weinberger, who served in the Nixon, Ford, and Reagan adminis-
trations, argued in 1979 that corporate governance had moved from a “fuzzy notion” to a
candidate for a major Congressional battle (Chicago Tribune, 1979). Metzenbaum indeed
introduced to Congress the Protection of Shareholders’ Rights Act of 1980, a bill that
prescribed minimum federal standards of corporate law for large public companies and
contained provisions mandating an independent director majority on boards, requiring
the establishment of audit and nomination committees composed solely of independent
directors, and giving shareholders the right to nominate candidates for election to the
board of directors (Metzenbaum, 1981: 932-3).

Debates in the US about corporate governance were not restricted to the corridors of
power in Washington, DC. Ralph Nader, Mark Green, and Joel Seligman’s (1976) Taming
the Giant Corporation, a book that likely provided the earliest available theorization of
the term “corporate governance” (Ocasio and Joseph, 2005: 167), spelled out a legal
image of corporate governance, with shareholders electing directors who were author-
ized to manage the corporation, who in turn would delegate as appropriate to executives
serving as corporate officers. Nader et al. (1976) argued the legal model bore little relation
to the practical reality of a dysfunctional “corporate autocracy” oriented around executives
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where “checks upon management have all but disappeared,” resulting in “irrational deci-
sions, hurried decisions, decisions based upon inadequate factual analysis or executive
self-favoritism” (Nader et al., 1976: 77). They maintained that corporate governance
should be reformed through the enactment of federal laws returning the board to its
historical role as internal auditor of the corporation responsible for constraining man-
agement from violations of law and breaches of trust (Nader et al., 1976: 119). Their pre-
scription for change resembled that offered by Melvin Eisenberg in an influential 1976
book on corporate law where he advocated, without specifically invoking the cause of
corporate governance, replacing the received legal model of the board with a “monitor-
ing” model where a majority of directors would be independent of management and the
primary task of boards would be to foster managerial accountability (Eisenberg, 1976:
164-5,174~7).

An American Bar Association corporate law subcommittee, animated by “current
concerns in areas of public policy and emerging trends of corporate governance,” issued
in 1976 a Corporate Director’s Guidebook that reccommended that there be substantial
outside director representation on boards and that executive directors be excluded from
audit, compensation, and nominating committees boards established (Subcommittee
on the Functions and Responsibilities of Directors, 1976: 11; Small, 2011: 133). The follow-
ing year the American Assembly, a Columbia University think tank, issued a report
characterized by the New York Times as “the first draft of a new constitution for corpora-
tions” (New York Times, 1977) that provided the departure point for a 1978 symposium
on “Corporate Governance in America” In 1978, the Business Roundtable, a group
established in 1974 to represent the views of 180 chief executive officers of major corpo-
rations, issued a statement on “The Role and Composition of Directors of the Large
Publicly Owned Corporation” that discussed the place of the board in “the corporate
governance triad of shareowners/directors/operating management” and acknowledged
that boards of public companies should typically be composed of a majority of non-
management directors and should establish audit, compensation, and nomination com-
mittees dominated by outside directors (Business Roundtable, 1978: 2089, 2108).

The American Law Institute (ALI), a private organization composed of practicing
lawyers, academics, and judges that produces scholarly work to clarify and modernize
the law, committed itself in principle in 1978 to undertake a project on corporate gov-
ernance (Seligman, 1987: 342-3; Small, 2011:135) and followed up by organizingin198o a
conference co-sponsored with the American Bar Association and the New York Stock
Exchange that senior corporate executives, academics, lawyers, and government offi-
cials attended. There was at the conference a consensus in favor of the ALT’s efforts, with
business community support arising in part from a belief the ALI could provide, at least
in comparison with legislative proposals Congress might come to consider, a restrained
response to the events of the 1970s. As one chief executive said, “We're in a period of
transition and instability in corporate governance. We might as well have it happen in
the way that will remake the corporation in a way wed like” (New York Times, 1980). A
political earthquake would soon mean the business community would be less concilia-
tory to the ALI project.
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CORPORATE GOVERNANCE REFORM:
A 1980 COUNTER-REACTION

In 1980, William Greenough, trustee of a major pension fund and a director of the New
York Stock Exchange, said he believed “the battle over governance is as fundamental as
anything that has happened on the corporate scene in decades” (Greenough, 1980: 74).
A political shift to the right, exemplified by Ronald Reagan’s election to the presidency
that year, would rapidly change the parameters of debate and effectively ended the
1970s movement for corporate governance reform. The Protection of Shareholders’
Rights Act of 1980 stalled in Congress, and, as Senator Metzenbaum acknowledged in
1981, with Congress having become more conservative, it was unlikely to pass legisla-
tion of a similar sort for the foreseeable future (Los Angeles Times, 1981). Likewise, the
SEC seemed unlikely to pursue corporate governance reform with great vigor, with
John Shad, Reagan’s choice as chairman, saying in 1981 that his predecessor Harold
Williams “was identified very much with corporate governance, and I hope to be iden-
tified with capital formation” (Wall Street Journal, 1981). In the early 1980s debates
about corporate governance reform correspondingly focused largely on the ALIs cor-
porate governance project (Weiss, 1984: 1}. The deregulatory impulse was in evidence
here as well.

The ALI's corporate governance “reporters”—academic members of the ALI drafting
on its behalf-—released their first public output, Tentative Draft No. 1, in 1982. The cor-
porate world reacted with horror. While the New York Stock Exchange had co-sponsored
the 1980 national conference that set the stage for the ALI project, its board of directors
declared its unanimous opposition to Tentative Draft No. 1 being placed on the agenda
at the ALD's next annual meeting for ALl members to endorse (Andrews, 1982: 35). The
Business Roundtable likewise urged its members to oppose ALI adoption of the draft
and issued a paper strongly criticizing the document (Seligman, 1987: 345).

One explanation for the strong counter-reaction was that, with the threat of federal corpo-
rate governance reform having abruptly abated, various business leaders felt they could aban-
don backing restrained ALI-led change and oppose regulatory reform outright (Seligman,
1987: 345, 359-60). Corporate executives, however, were also alarmed at the content of Tentative
Draft No. 1and feared that ALI policy missteps could be implemented as formal legal doctrine
by the courts and by legislators (Bainbridge, 1993: 1049). In particular, concerns were expressed
that Tentative Draft No. 1’s treatment of directors’ duties and litigation procedure would expand
markedly the liability risk directors faced (Seligman, 1987: 363-4, 377-8). Also, critics from the
business community said that Tentative Draft No. 1, which proposed mandatory rules requir-
ing boards to have a majority of independent directors, to establish audit and nomination com-
mittees, and to refrain from doing more on the managerial front than overseeing senior
executives, failed to make due allowance for beneficial governance innovations already occur-
ring voluntarily in US public companies and for wide variations that could appropriately exist
regarding the functioning of boards (Mofsky and Rubin, 1983: 174-6).
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ALI critics from the business community had vocal academic allies who were analyz-
ing corporate law from a new, market-oriented “law and economics” perspective (Macey,
1993: 1213). While the reporters on the ALI corporate governance project avoided
spelling out explicitly their own normative model of corporate governance (West, 1984:
638-41), Adolf Berle and Gardiner Means’ (1932) classic The M8dern Corporation and
Private Property was, consistent with mainstream academic thought in the corporate
law area, the intellectual departure point (Mofsky and Rubin, 1983: 180). Berle and
Means’ contention that ownership had typically separated from managerial control in
large US public companies dominated the research agenda of American corporate law
scholars for 5o years following its publication, with the inference typically being drawn
that without robust regulation shareholders would be short-changed by powerful execu-
tives (Cheflins, 2004: 40-4).

The corporate law academics who initially embraced economic analysis rejected the
Berle and Means’ (1932) inspired pro-regulation orthodoxy that underpinned the ALI
corporate governance project at its inception. As Jonathan Macey, a leading law and eco-
nomics scholar, said, “the law and economics movement was replacing the traditional
view that shareholders were helpless pawns ruthlessly exploited by management”
(Macey, 1993: 1225). Agency cost theory was highly influential in this context, with eco-
nomically inclined corporate law professors (e.g. Fischel, 1982: 1261-4) taking their cue
from papers by Jensen and Meckling (1976) and Fama (1980) that offered intellectually
elegant accounts of various market-oriented limitations on the exercise of managerial
discretion. Law and economics scholars correspondingly criticized the initial ALI cor-
porate governance proposals on the basis that the ALI reporters had ignored the pres-
sures market forces exert on those running public companies to establish governance
structures that shareholders value (Easterbrook, 1984: 542, 555~7). Law and economics
scholars also chastised the ALI for proposing board reform without taking into account
empirical evidence on point and for failing to make the case in an explicit or convincing
way that fostering litigation would improve on the decisions made by corporate execu-
tives or serve shareholders’ interests generally (Wolfson, 1984: 632-3, 636-7).

Senior figures at the ALI were initially taken aback by the firestorm Tentative Draft No. 1
elicited (Manning, 1993: 1325), but the ALI ultimately sought to mollify critics of its corporate
governance project. It replaced the chief reporter responsible (Elson and Shakman, 1994:
1763) and added Ronald Gilson, a prominent law and economics scholar, as a reporter
(Bainbridge, 1993: 1048), while the ALI corporate governance reporters recast the proposed
mandatory guidance on board structure as mere recommendations (Karmel, 1984: 548~9).
What E. Norman Veasey, Chief Justice of the Delaware Supreme Court from 1992 to 2004,
characterized as a “very responsible process of dialogue and negotiation ensued” (Veasey,
1993: 1267), with management’s views being channeled into the deliberative process by
CORPRO, a panel of lawyers with close professional connections to the business community
(Elson and Shakman, 1994: 176 4-8).

Ultimately, the version of the ALIs Principles of Corporate Governance: Analysis and
Recommendations approved in 1992 and published in 1994 was modified to the point
where the contents closely resembled the existing law, meaning even formerly vociferous
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critics had relatively few complaints (Macey, 1993: 1224, 1232). By this time, however, the
deliberations of the ALI had largely receded from wider view, with one law professor
observing in 1989 that in relation to problems of corporate governance the “current
debate over the ALI project offers no solution because it has bogged down over trivia”
(Dent, 1989: 902). Other factors, however, were sustaining and accelerating corporate
governances rise to prominence.

INSTITUTIONAL SHAREHOLDERS “FIND”
CORPORATE GOVERNANCE

The law and economics scholars of the early 1980s who critiqued the Berle and Means-
inspired pro-regulatory orthodoxy maintained that the widely acknowledged tendency
of shareholders to eschew active involvement in corporate governance posed few dan-
gers for investors because the market for corporate control combined with other market
mechanisms to align substantially the interests of managers and shareholders (Fischel,
1982: 1264, 1267~8, 1276-80; Easterbrook, 1984). This stance was understandable, given
the context. The 1980s, sometimes referred to as “the Deal Decade,” was exemplified by
bidders relying on aggressive, innovative financial and legal techniques to engineer
takeover bids offering generous premiums to shareholders of target companies to secure
voting control. Also, as the decade got under way it was widely acknowledged that share-
holders were poorly positioned to play a pivotal role in overseeing potentially wayward
executives (Kripke, 1981: 177, 193; Hessen, 1983: 288). Even a “shareholder democracy”
advocate such as law professor Donald Schwartz conceded in a 1983 paper that “most
sophisticated observers” assumed “that shareholder participation is not capable of work-
ing well because of its impracticability and because of the rational indifference of share-
holders to participation in corporate affairs” (1983: 55, 65).

Shareholders, or more accurately institutional shareholders, would in fact become
during the 1980s increasingly logical contenders to play a major corporate governance
role. Enhanced voting power was one reason—the proportion of shares in US public
companies institutional investors owned rose from 16 percent in 1965 to 47 percent in
1987 and again to 57 percent in 1994 (Useem, 1996: 25-6). The growth in stakes held by
institutional investors also meant it was becoming more common for them to have
shareholdings in particular companies that were large enough to preclude them from
relying readily on the traditional “Wall Street Rule” and selling out when a company was
poorly run (Black, 1990: 572-3; Useem, 1996: 6, 30). Institutional investors correspond-
ingly began to develop a corporate governance agenda during the Deal Decade, with the
market for corporate control being the initial setting (Wilcox, 1997: 46-7).

1980s executives, faced with the prospect of unwelcome takeover bids, often reacted
defensively (Kahan and Rock, 2002: 74-5). In various instances, companies made
“greenmail” payments to buy out putative bidders who had obtained a sizeable “toehold”
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stake. Companies also commonly introduced management entrenchment devices such
as the poison pill to deter hostile takeover offers from being launched. A
shareholder-oriented counter-reaction ensued. In 1984, Jesse Unrubh, state treasurer of
California, was outraged when Texaco, in which the California Public Employees
Retirement System (Calpers) held a 1 percent stake, paid the Bads.brothers, a potentially
hostile suitor, a 12 percent premium over the market price for the Basses’ 10 percent
Texaco stake without offering the same opportunity to Calpers or other shareholders
(Rosenberg, 1999: 99; Fox, 2009: 271-2). More generally, institutional investors often
disposed of sizeable blocks of shares in takeovers and they wanted to protect the option
to sell their stock in response to a premium-priced bid (Wall Street Journal, 1989).

Stifling the managerial counter-reaction to takeovers praved to be an uphill struggle.
Only rarely were anti-takeover schemes that required a shareholder vote for adoption
rejected outright (Black, 1990: 571). More generally, an economic downturn combined
with a debt market chill to bring the merger wave of the 1980s to a halt and the deploy-
ment of takeover defenses, backed by anti-takeover statutes in many states, meant hos-
tile bids were particularly hard hit (Kahan and Rock, 2002: 879~80). When shareholders
used litigation to attack the adoption of defensive tactics in the courts, the judiciary gen-
erally upheld steps taken if outside directors exercising independent judgment endorsed
what was done. This judicial stance helped to entrench the outside director as a key cor-
porate governance player (Gordon, 2007: 1522-5).

Though shareholder efforts on the takeover front ultimately foundered, a shareholder-
oriented corporate governance infrastructure nevertheless emerged. In 1985 Unruh and
Calpers launched the Council of Institutional Investors (CII), an association of public
pension funds, to act as a lobbying group for shareholder rights (Fox, 2009: 272). They
did so with the encouragement of Robert A. G. Monks, who had just kicked off within
the Department of Labor a controversial policy initiative that would ultimately result in
pension fund trustees being under a legal onus to vote shares held (Rosenberg, 1999:
91-3, 99-100, 112-14). Monks, who fancied himself as “an entrepreneur of the idea of
corporate governance, left the Department of Labor in 1985 and established Institutional
Shareholder Services as a voting services company that would provide disinterested
advice to institutional investors lacking the expertise to vote their shares in an informed
manner (Rosenberg, 1999: 118-25). One fund manager had correctly anticipated the
career change, telling Monks, “Guys like you, you go into government and start a forest
fire and then you come and try to sell us all fire extinguishers” (Rosenberg, 1999: 117).

As the 1990s dawned, institutional investors broadened their corporate governance
agenda in various ways. One change was the development and publication of policy
statements for use as benchmarks to evaluate directors and boards (Wilcox, 1997: 49).
Calpers and other major public pension funds also began urging boards to remove
underperforming chief executives, and between 1991 and 1993 boards of prominent
companies such as Westinghouse, American Express, IBM, Kodak, and General Motors
complied (Pound, 1993: 1006, 1059).

During the early 1990s institutional investors additionally began to pressure companies to
overhaul existing executive pay arrangementsto replace atraditional bias toward “pay-for-size”
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in favor of pay-for-performance (Dobbin and Zorn, 2005: 189). The message got through, asa
dramatic increase in equity-based compensation—most prominently the awarding of stock
options—would increase markedly CEO pay-to-performance sensitivity (Holmstrom and
Kaplan, 2001: 133; Gordon, 2007: 1530-1). Moreover, Calpers and other public pension funds,
with the backing of various academics, lobbied for the relaxation of rules that reputedly cre-
ated obstacles to shareholder intervention in corporate affairs (Zalecki, 1993: 840-1). In 1992,
following three years’ worth of debate, the SEC amended its regulations governing the solicita-
tion of proxies to ensure institutional shareholders discussing privately particular investee
companies would not have to comply with requirements imposed on parties seeking change
through the proxy process, such as a potentially onerous obligation to file relevant documen-
tation with the SEC to obtain advance clearance (Wilcox, 1997: 47).

The Economist said in a 1993 article entitled “Shareholders Call the Plays,” “These
are heady days for America’s corporate governance enthusiasts” { The Economist, 1993).
The potential for a rebalanced relationship between shareholders and executives,
however, ultimately went unfulfilled in large measure. Public pension funds, which
were by some distance the most vocal advocates of corporate governance interven-
tion, constituted only a minority of institutional investors. Other US institutional
shareholders—most prominently mutual funds and private pension funds—shied
away from taking a “hands on” corporate governance role (Coffee, 1991: 1292-3;
Useem, 1996: 54-61).

Overall, during the 1990s institutional shareholders typically spent only trivial
amounts on their governance efforts, rarely acted in tandem when they interacted with
companies, routinely disclaimed having the ability to resolve beneficially company-
specific policy debates and did not seek representation on corporate boards (Black,
1998). Institutional shareholder activism was correspondingly restricted to participat-
ing episodically in behind-the-scenes discussions with executives, demanding periodi-
cally shareholder votes on contentious corporate governance practices and voting
against policies management supported when a shareholder advisory service recom-
mended doing so (Kahan and Rock, 2007: 1042-5, 1056-7). Regardless, the rise of insti-
tutional shareholders in the 1980s and early 1990s sharpened the focus on basic questions
concerning the allocation of power within corporations and caused a shift in the vocab-
ulary of corporate governance debate toward shareholders and shareholder returns
{Ocasio and Joseph, 2005: 170-1).

AND EcoNnOMISTS TooO

A 2001 Review of Financial Economics survey of 25 years’ worth of corporate governance
literature observed the “sheer volume of papers that have been written on the subject
makes the prospect of surveying corporate governance a daunting task” (Denis, 2001:
191). Nevertheless, economists were somewhat late joining the corporate governance
bandwagon. A 1981 review of the published proceedings of the American Assembly’s
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1978 symposium on “Corporate Governance in America” observed “the focus of the
book is so alien to the concerns of the academic economist that one’s first reaction is to
dismiss this book as another example of the mushiness we so often attribute 1o our col-
leagues in management” (Carroll, 1981: 1168). In a 1988 corporage governance literature
review providing an annotated bibliography of 110 publications on point, not one was a
paper from a major economics or finance journal (Cochran and Wartick, 1988: 36-63).

The fact that economists were relative latecomers to analysis of corporate governance
seems odd given that Jensen and Meckling’s 1976 paper on agency cost theory is the
most widely cited in corporate governance research and Famas 1980 paper on agency
problems is also among the most frequently cited papers in the field (Durisin and
Puzone, 2009: 270-2, 281-2). However, these papers did not mention “corporate gov-
ernance” explicitly and distinguished economist Oliver Williamson remarked in a 1984
article that up to that point in time there had been a “failure to address the economics of
corporate governance in microanalytic terms” (Williamson, 1984: 1197). Changing per-
ceptions of the efficacy of the publicly traded company as an organizational form would
soon help, however, to marry up economists and corporate governance.

A key theme in the pioneering work on agency costs was to explain how the widely
held company thrived in spite of the apparent handicap of a separation of ownership and
control, with emphasis being placed on how successfully boards, the market for mana-
gerial talent, and the market for corporate control addressed the potential divergence of
interest between managers and shareholders (Jensen, 1983: 3289, 331; Easterbrook, 1984:
543-6). The implicit message, then, was that there was no corporate governance prob-
lem to solve, which was why early law and economics scholars drew on agency theory
scholarship to critique the ALIs reform efforts.

A 1992 presidential address by Jensen to the American Finance Association signaled
that perceptions were shifting markedly among economists. (Jensen, 1993: 850, 852, 871)
said “{s]ubstantial data support the proposition that the internal control systems of pub-
licly held corporations have generally failed to cause managers to maximize efficiency
and value” and observed that “[c]onflicts between managers and the firm’s financial
claimants were brought to center stage by the market for corporate control in the last
two decades,” while bemoaning “the shutdown of the capital markets as an effective
mechanism for motivating change, renewal, and exit”. Jensen (1993: 873) also argued
“For those with a normative bent, making the internal control systems of corporations
work is the major challenge facing economists and management scholars in the 1990s™

Growing awareness in the economics fraternity that there was something amiss with
publicly traded companies that merited analysis did not guarantee that economists
would adopt corporate governance nomenclature as they pursued their research. When
the phrase first achieved prominence, it connoted a political structure to be governed
and political characterizations of the firm were incongruent with mainstream economic
theory (Ocasio and Joseph, 200s: 174). By the late 1980s, however, “governance” was
becoming part of economists’ lexicon, a trend reflected by Jensen and Jerold Warner
using the term multiple times in a Journal of Financial Economics paper that served as
the introduction for published proceedings from a 1987 conference entitled “The
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Distribution of Power imong Corporate Managers and Directors” (Jensen and Warner,
1988). By the early 195 corporate governance was even being characterized as a “rap-
idly evolving social science” (Wall Street journal, 1993).

The growing shareho|der orientation of corporate governance helps to explain the
transition. With instituion ] investor concerns about takeover defenses, board structure,
and executive pay being cast in corporate governance terms, beginning in the mid-1980s
the phrase “corporategvernance” became increasingly associated with the preservation
and promotion of shareho]der value (Ocasio and Joseph, 2005: 174). This resonated with
the concerns of €COnomjsts, who ultimately tended to equate corporate governance with
mechanisms designediy epgyre suppliers of finance received a satisfactory risk-adjusted
return on their investmenyg (Shleifer and Vishny, 1997: 737-8). With the term “corporate
governance” also oﬂering the advantage of linguistic accessibility, its prominence within
economic discourse wag duly assured (Ocasio and Joseph, 2005: 174).

CORPORATE GOVERNANCE GOES
INTERNATIONAL

Duringthe 1970s andigg g analysis of corporate governance focused pretty much exclu-
sively on US corporationg (Denis and McConnell, 2003: 1). By the early 1990s, the situa-
tion was changing and by 2003 there had been “an explosion of research on corporate
governance around the orld” (Denis and McConnell, 2003: 2). The reorientation of
corporate governance apalysis along international lines began in the US but quickly
gained momentum elseypere.

Following World War 17 i was implicitly assumed in the US that the managerial cor-
poration, characterizeq by executive dominance in a context of dispersed share owner-
ship, was the pinnacle iy the evolution of organizational forms (Gilson and Roe, 1993:
873). The dominance of the managerial model, seemingly exemplified by US global cor-
porate success, meant corporate governance arrangements in other countries that dif-
fered were largely ignoreq. As law professors Ronald Gilson and Mark Roe (1993: 873)
putit, “Neither laggards nor dead-ends made compelling objects of study”.

Matters changed asthe 1990s began. With faith in the US economy taking a hit amidst
recessionary conditions, the competitive threat posed by German and Japanese compa-
nies alarmed many anq generated a substantial literature exploring the causes of, and
proposed solutions to, the ostensible economic decline of the US. Corporate governance
featured prominently in ¢y, discussion, as there was a growing sense that competition
existed between governgp e systems as well as products, with the US often coming out
second best (Gilson anq Roe, 1993: 873). A key theme was that US corporate executives,
compelled by takeovers o d related financial market pressures to focus on the next quar-
ter’s earnings at the expepge of performance over the long haul, were handicapped by
“time horizon” problemg that did not arise in Germany and Japan due to their having
corporate governance Tegimes focused on long-term relational investment (Porter, 1992;
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Blair, 1995: 6-7). Boards of US public companies also stood accused of having become
counterproductively complacent and detached due to the unusual stability and prosper-
ity America enjoyed following World War II (Johnson, 1990).

Corporate governance would soon come on to the agenda elsewhere. Britain led the
way. Corporate governance generally attracted little attention jnfthe UK prior to the
1990s, with the term “corporate governance” only being mentioned once in the Times
newspaper up to 1985 (The Times, 1978) and with The Economist refraining from using
the phrase until 1990 (The Economist, 1990). The pattern began to change when the
accountancy profession, the London Stock Exchange, and the Financial Reporting
Council, which regulates accounting standards in the UK, established in 1991 the
Committee on the Financial Aspects of Corporate Governance. :

As the Committee’s chairman, Sir Adrian Cadbury, acknowledged in his forward to
the Committee’s 1992 report, the Committee’s launch did not catch the headlines but its
proceedings would become the focus of unanticipated attention (Committee on the
Financial Aspects of Corporate Governance, 1992: 9). One reason was that, soon after
the Cadbury Committee was established, a number of prominent British public compa-
nies collapsed in circumstances suggesting that a lack of accountability on the part of
top executives had contributed to the problems which had arisen. Also, Britain was in
the midst of a recession that fostered concern about the country’s relative decline in
terms of competitiveness, with managerial shortcomings left unaddressed by inattentive
boards reputedly causing Britain’s economic standing to suffer (Cheffins, 1997: 72).

A Financial Times columnist observed in 1999 that “The 1990s have been the decade of
corporate governance” (The Financial Times, 1999). The momentum was sustained in the
UK with a 1995 report on executive pay by a blue-ribbon committee chaired by Sir Richard
Greenbury (1995) and a 1998 report by a committee chaired by Sir Ronald Hampel that
reviewed the work done by the Cadbury and Greenbury committees (Committee on
Corporate Governance, 1998). The 1992 Cadbury Report also achieved notoriety interna-
tionally. The Cadbury Committee encapsulated its recommendations in a Code of Best
Practice and arranged for enforcement by persuading the London Stock Exchange to add
the Code as an appendix to the London Stock Exchangess listing rules, with listed compa-
nies becoming obliged either to comply with the provisions of the Code or explain why they
had failed to do so (Cheffins, 1997: 76-7). The Cadbury Code would soon serve as a model
for the development of corporate governance codes in various countries around the world
(Cheffins, 2000: 12-13). As the Hampel Report said, Cadbury had “struck a chord in many
overseas countries; it has provided a yardstick against which standards of corporate govern-
ance in other markets are being measured” (Committee on Corporate Governance, 1998:
para. 1.5).

Interest in the Cadbury Code coincided with a change in tone in debates concerning
comparative corporate governance. While the topic first came to prominence when the
USwas suffering a crisis of confidence, by the mid-1990s the US economy had rebounded
smartly. With the US reputedly reaping the dividends of a “golden age of entrepreneurial
management” (The Economist, 1995: 2), Japan being in the midst of a prolonged and pro-
nounced recession following a frenzied boom in the 1980s and Germany struggling to
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cope with costly post-unification economic adjustments, the US corporate governance
model was suddenly being hailed as the one to follow (Becht et al., 2003: 42).

At the same time as the US approach to corporate governance was finding favor the
corporate governance “movement” that had begun in the US and had become estab-
lished in the UK put down roots in continental Europe and Japan (The Financial Times,
1993). Corporate governance controversies occurring in the mid-1990s at companies
such as German shipbuilder Bremer Vulkan, German metals and mining group
Metallgesellschaft, the Spanish bank Banesto, French conglomerates Navigation Mixte
and Suez, and the Italian conglomerate Ferruzzi prompted calls for reform (Berglof,
1997: 93). Liberalization of capital markets also helped to put corporate governance on
the agenda. European firms that were seeking capital to restructure in response to chal-
lenges posed by growing cross-border competition turned increasingly to equity mar-
kets as a source of funding, meaning they were under an onus to be responsive to the
concerns of shareholders (The Financial Times, 1996). Institutional investors aiming to
diversify their holdings beyond their domestic markets were among the most receptive
when European companies tapped equity markets, but there was a quid pro quo.
American public pension funds, having already emerged as the most vocal shareholder
proponents of better corporate governance in the US, took their campaign to Europe
and Japan in the mid-1990s, seeking allies from pension funds based elsewhere in so
doing (Kissane, 1997).

The process would soon repeat itself elsewhere. Weaknesses in corporate governance
arising from family control of major publicly traded companies were cited as a cause of
the Asian stock market crash of 1997, prompting calls for legal reforms designed to pro-
tect minority shareholders (Asian Wall Street Journal, 2000). Asia’s tycoons also found
themselves under pressure to adopt a more shareholder-friendly “western” style of busi-
ness as their reliance on Anglo-American equity capital grew (The Economist, 2000). A
1998 report by an Organisation for Economic Co-operation and Development (OECD)
advisory group that provided the departure point for the OECD’s issuance of corporate
governance principles in 1999 confirmed that companies that strengthened their corpo-
rate governance arrangements should be advantageously positioned when it came to
attracting capital to finance growth (Business Sector Advisory Group on Corporate
Governance, 1998: 7, 14). A widely publicized 2000 report by management consultancy
McKinsey & Co. did likewise, as it indicated institutional investors would pay a pre-
mium of nearly 30 percent for shares in well-governed companies operating in countries
believed to have weak shareholder rights ( The Financial Times, 2000).

EPILOGUE

As the 20th century drew to a close, corporate governance had clearly “arrived”” In
the space of 25 years, a term that US regulators and academic lawyers were just
beginning to deploy had become, to quote the 1998 report by the OECD's corporate
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governance advisory group, a topic “of great international interest and concern”
(Business Sector Advisory Group on Corporate Governance, 1998: 7, 14). The tenor
of debate admittedly would soon change markedly. As the 2000s began, the US was
riding high. Its corporate governance system seemed to _be functioning well and
there were various predictions of global convergence along American lines
(Cheffins, 2009: g). Calpers was in the vanguard, using its platform as the most
important institutional investor activist in the US to promote better corporate gov-
ernance by issuing a set of global proxy voting principles (Hawley and Williams,
2005:1998).

Perceptions changed promptly and dramatically as the 2000s got under way. A
sharp stock market decline precipitated by the demise of a “dot.com”-driven bull
market in shares and scandals that rocked major US public companies such as Enron
and WorldCom discredited the US model of corporate governance domestically and
made it much more difficult to sell abroad (Los Angeles Times, 2002). Regardless, cor-
porate governance was well-entrenched as an intellectual construct, both in the
United States and elsewhere. A “corporate governance complex,” composed of a
dense array of public institutions, private firms, and academic centers, had emerged
that was dedicated to the pursuit of “better” corporate governance (Stevens and
Rudnick, 2010). Accordingly, during the financial crisis of 2008 and in its immediate
aftermath “corporate governance” would be the term that academics, policymakers,
investors and corporate executives around the world would typically deploy when
analyzing issues of managerial accountability, board structure, and shareholder
involverent in publicly traded companies.

Will corporate governance’s analytical grip prove to be durable going forward? In
2010, a corporate social responsibility consultant proclaimed corporate governance
was “dead. Gone, Pfffft” (Richardson, 2010). This bold claim raises a valid point, which
is that it is unclear whether there are major new corporate governance frontiers that
remain to be explored. Instead, corporate governance’s “core” themes have been well-
defined for some time. As we have seen, board structure has been debated in the cor-
porate governance context since the 1970s. Likewise, since the 1990s shareholder
activism has been high on the corporate governance agenda, as has executive pay
(Murphy, 2002: 856-7), and corporate governance has had a strong international
dimension.

While it may be the case that from an analytical perspective the basic terrain of cor-
porate governance is now well known, a declaration of death is premature. The possi-
bility of conflict between investors and managers has been with us for centuries and
will continue to be a matter for concern so long as business activity is conducted
through the corporate form. Corporate governance now provides a tested and famil-
iar nomenclature for addressing the issues involved, and a substitute analytical para-
digm has yet to emerge. Moreover, corporate governance is unlikely to become
moribund from a policy or intellectual perspective. Future economic shocks and cor-
porate scandals will no doubt raise afresh concerns about managerial and corporate
accountability. Empirical analysis should also provide fresh insights concerning
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familiar research questions. For the foreseeable future, then, debates concerning the
interrelationship between directors, executives, and shareholders of publicly traded
companies seem destined to be conducted through the conceptual prism of corporate
governance.
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CAPITAL MARKETS AND
FINANCIAL POLITICS

Preferences and Institutions
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MARK J. ROE

INTRODUCTION

FOR capital markets to function, political institutions must support capitalism in general
and the capitalism of financial markets in particular. Yet it’s not so obvious how and why
political institutions come to support a deep, wide, well-functioning capital market,
because many interests have reason to undermine the capital market and because the
immediate beneficiary of a strong capital market is a minority of wealthy capital owners.
The polity in a functioning democracy must come to see capital markets as benefiting
the majority, despite the fact that the benefit is indirect and not always vivid.

Here I outline the main weaknesses in the interaction between political institutions
and capitalism, indicate the most common resolution of these weaknesses, and show
how the interaction between capital markets and politics has been seen in the academic
literature. I focus not on the standard and important channel of how institutions affect
preferences and outcomes, but on how and when immediate preferences can trump,
restructure, and even displace established institutions.

Two core categories of problems afflict the interaction between politics and financial
markets, both emanating from the fact that capitalism can generate large pools of financial
assets whose disposition and use the polity can contest. The first is that the have-nots, eye-
ing those assets, may use the political arena to obtain a slice of those assets that they cannot
obtain in the economic arena, thereby creating a pernicious contest between the haves and
the have-nots, one that burns resources and that must be settled or accommodated. How
that contest is resolved deeply affects both the shape and extent of the capital market.

The second recurring problem is that the haves—typically the capital owners them-
selves, but not always, since managers without capital often have considerable political
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influence due to the control over assets that they do not themselves formally own—may
fight among themselves, both privately and in the political arena, for rights to those assets.

While it is tempting to explain the survival of longstanding financial and corporate
structures as resulting from rational optimization of private goals, these surviving struc-
tures are often just as much a consequence of reactions to conflicts among capital own-
ers, or mandates from the winners. I will give some examples in the United States of how
conflicts among capitalists and their managers largely explain core features of the capital
market for the large American public firm. Other examples can be had from Western
Europe. Private optimization explanations alone cannot fully explain these fundamen-
tal events that construct capital markets institutions.

Many of the real world’s interactions between politics and capitalism are permuta-
tions of these two fundamental contests, between have and have-nots, and among the
haves themselves. And a considerable portion of the academic world’s analysis of mod-
ern political economy involves variations of these two fundamental problems.

When we see weak capital markets in a nation, or when we ask why a nation’s capital
marKket takes on a particular configuration, we tend to look to efficiency and institutional
explanations for the result: the country doesn’t need securities markets for this or that rea-
son; banks fit best with the production technology then prevailing in that economy; or the
country never developed the institutions of investor protection. These are surely relevant
to a full explanation. Less well-highlighted, even today, are that political economy explana-
tions are also core to any full explanation. Look to the dominant political interests and
decision-makers in the society—if we do not see strong capital markets, it’s often because
it's not in the politically decisive players’ interest to allow them to be strong, If their inter-
ests change (or if their power declines), the capital markets’ character can also change.

This political explanation is especially likely to be in play in nations that have had little
difficulty in building other resilient institutions: particularly for such nations, political
support for capital markets is more likely to be a policy choice rather than an issue of
institutional capabilities.

Complications abound. Causation is bidirectional; several economic, institutional,
and political features are determined simultaneously. Few political features are fully dis-
crete. Most key features interact, with coalitions and multiple political forces in play.
sketch here the simple stories first, then show several of the interactions, complications,
and causation reversals.

Financial markets can be seen as primarily a function of a nation’s governing institutions.
Considerable progress hasbeen made in economics since North (1990) demonstrated insti-
tutions” importance. But institutions interact with preferences and, indeed, widespread
deeply held preferences (presumably emanating from immediate interests and, at times,
overall ideologies) can bend, destroy, and build institutions. Here I give more emphasis than
is typical to the role of preferences in constructing the institutions of financial markets.

I divide the inquiry along two major dimensions. First, what is the political economy
of capitalist finance for the nation’s haves versus the have-nots, focusing on how prefer-
ences and institutions interact? And second, what is the political economy of capitalist
finance that divides the nation’s haves? Subsidiary to each dimension, I ask how these
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questions play out in the world’s richer nations and how they play out in the world’s
developing nations. Are there enough commonalities across nations, so that patterns
can be discerned? (

I also show how this inquiry highlights the importance of attending to the interaction
between institutions and immediate preferences. The former have b&en central in schol-
arship of the past few decades. Institutions are indeed important—but so are preferences
and interests, and these preferences and interests are not always shaped by their institu-
tional environment, but can arise from immediate conditions that might not last, but
can then become embedded in new institutions. That is, what seems sometimes obscured
in the literature is that preferences, when sufficiently powerful, can wash institutions
away as easily as shacks collapse in a hurricane. That does not happen often outside of
severe crisis, but it does often happen then. And preferences can then build the institu-
tions that can withstand (some of) the future’s fickleness. Today’s institutions developed
out of the preferences that dominated in the past. And tomorrow’s institutions may well
be as much a function of today’s preferences as they are of today’s institutions.

CONCEPT

Capital Markets’ Dependence on Political Institutions

If a nation’s polity does not support a capital market, that nation will not have one.
Examine whether strong capital markets are in the interest of the decisive political
actors—or what shape of capital markets best implements their interests—and one is
likely to have a primary explanation for the shape and extent of the nation’s capital mar-
ket. The concept is simple, but powerful.

The Interests that Support, or Denigrate, Capital Markets

Capital owners typically have an interest in promoting capital markets and their sup-
porting institutions, but other interests may not. Local interests may oppose centralized
financial institutions that move capital. Those with strong human capital could fear that
strong capital markets would erode that human capital’s value, by forcing more market-
oriented change more quickly. Those without financial capital today and with poor pros-
pects of acquiring capital in the future could prefer that the polity take capital from those
who have it and use it to benefit those who do not.

Capital is often unevenly distributed in a nation, facilitating conflict between haves
and have-nots. Even when income and property are more evenly distributed, economic
rationality demands aggregation institutions, like banks and securities markets, to
achieve operational economies of scale. These aggregations can become vivid in the pol-
ity and attract negative attention.
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Capital markets are not generic. Banks have an interest in preserving bank financing
channels and in weakening securities market channels. Securities dealers and invest-
ment bankers have an interest in preserving and expanding securities markets.
Dominant owners, such as families traditionally or private equity firms more recently,
have an interest in preserving their privileges. Owners of existing firms want access to
cheap capital, but prefer that their competitors should not have the same easy access.

Government bureaucracies can be wary of rival power centers in capital markets or, some-
times, wish to promote them as counterweights to other power centers in their society.

These, then, are the relevant concepts. The next sections illustrate them.

CAPITAL MARKETS AND FINANCIAL POLITICS
IN THE DEVELOPED WORLD

Two basic political splits organize the inquiry here for developed nations: one, the con-
test between those who control capital and those who do not, and, two, contests among
those who control capital.

Haves vs Have-Nots

Governmental power vs private power The most basic political economy have versus
have-not conflict is between governmental authorities and private sector players who
command capital. While not usually seen as a conflict between haves and have-nots, it
is indeed such a conflict—as government often seeks to obtain for itself capital that
it lacks or to command its private sector use. In extreme form, a non-democratic,
dictatorial government could prefer to directly allocate capital itself, stifling the
development of a private sector in general, and capital markets in particular, since such
markets can become rival power centers in the nation.

Governmental authorities can build, shape, or destroy capital markets, for their own
reasons and not as tools of other interests or ideologies. The governmental authorities
may wish to denigrate a rival power center, one that could seek to control the government.
Governmental authorities could be susceptible to ideologies and beliefs that capital
markets will not produce social welfare and that government needs to direct and control
capital flows to better produce wealth or justice. Finally, governmental authorities may
see government action as the vanguard of economic and social development; in pursu-
ing policies to implement their goals, they can crowd out private capital markets and
thereby prevent them from developing nicely.

More standard accounts, which I shall address below, examine how interests can cap-
ture government decision-making and use captured governmental institutions for the
interests’ own ends. But the concept differs in this section. Government authorities are
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themselves an interest, with their own interests and ideology separate from those in the
civil, nongovernmental society. Their own direct interests and beliefs can motivate their
actions vis-a-vis capital markets. See Douglas (1940: 11, 14) (statement from the chair of
the Securities and Exchange Commission (SEC): people who dominate financial mar-
kets have “tremendous power....Such [people] become virtual governments in the
power at their disposal. {Sometimes it is] the dut[y] of government to police them, at
times to break them up....”); see also Skocpol (1979).

Populism vs power Populism can affect financial markets and institutions, often in
reaction to financial crises and poor economic results. Popular opinion may seek as
much to punish financiers and their institutions as to improve the financial system’s
functioning, as the two—punishment and improvement—could be conflated in the
popularmind.Whenthisfeatureispowerfulinpolitics,itcaninduceaninstitutionalization
of anti-capital rules and reaction. Then, once institutionalized, interests arise with reason
to perpetuate the newly made, underlying rules and the resultant arrangements. Thus,
even when the popular animus against finance dissipates in more normal political times,
the created interests can stymie a return to the previous arrangements.

Business elites vs masses Workers could dislike capital and capital markets. Farmers
may blame financial markets for their misfortunes as much as bad weather. Each group
may have simple redistributional goals, or their thinking and voting may be influenced

by envy.

Social democracy vs capital markets Social democracy played a central role in how
capital markets developed in post-World War 1T Western Europe. By social democracy
I mean a nation committed to private property, but where distributional considerations
are vital, where labor is typically powerful, and where government action to foster
economic equality is central on the political agenda.

For diffuse stock markets to persist, the diffuse capital owners must see their firms as
managed by agents who are sufficiently loyal to shareholders to provide shareholder
value. For dominant shareholders to turn their firm over to ownership in liquid stock
markets and, hence, to managerial control, they must expect that the net value of the
turnover is beneficial to themselves. If the benefits to stockholders of liquidity and pro-
fessional management are offset by managerial disloyalty, fewer dominant stockholders
will turn their firms over to managers than otherwise. For shareholders to count on this
managerial loyalty, they need institutions and norms that induce that kind of loyalty. But
if a polity will not provide those institutions, or if it denigrates such norms, dominant
stockholders can obtain more shareholder value by keeping control of the firm.
Managerial control will not ordinarily appear and will be unstable if it does. Stock mar-
kets will not be strong in such nations, because managerial agency costs will be too high
and it will be too hard to lower them to levels that stockholders would find acceptable.
Figure 4.1 illustrates the relationship between labor power (quantified by union and
job security rules) and the degree to which large firms have large blockholders. Greater
labor power is associated with greater ownership concentration; weaker labor power is
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FIGURE 4.1. Correlation of labor’s power and large firm ownership separation in post-war
wealthy west

associated with more diffuse ownership. Details, sources, and background to the figure
can be found in Roe (2000, 2003).

Visible incentive compensation that ties managers to owners may be denigrated in a
social democracy more than it is in a more conservative polity. Any resulting wealth dispar-
ity could especially demoralize lower-level employees and lead them to demand further
compensation for themselves. And, as noted above, governmental players can be less
willing to provide capital-market-supporting institutions, such as disclosure rules and
enforcement, insider trading sanctions, and commercial courts, as the authorities may
see these difficulties as disputes among the well-to-do—disputes that the public authori-
ties need not attend to. These barriers to controlling managerial agency costs can be
particularly severe in social democratic polities.

A considerable literature has developed on the primacy of institutions in property
rights protection, which has obvious relevance to protection of capital market investors.
While institutions are surely important, the possibility exists that the academic litera-
ture is over-sold on institutions now, while underestimating simple, basic political
power. Politicians can mold institutions. Even in the United States, where property
rights institutions are typically seen as being as strong as they can be, a Congress that
wanted to attack capital markets could do so and do so effectively.

What may well count as much as institutions for the United States is that there is no politi-
cal will for a frontal assault on American capital markets. And, indeed, recent worldwide evi-
dence indicates that right-leaning governments are perceived by property owners to protect
their property better than left-leaning ones and that this partisanship dimension dominates
institutional characteristics in explaining the degree of perceived property protection.!

Those then are the major have versus have-not breaks affecting capital markets in
developed nations.
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Haves vs Haves

Vertical conflict—between the capital markets’ haves and the have-nots—is not the only
political economy array here. There’s a horizontal dimension as well, of conflict among
the haves, one that comes in three major varieties: conflicts betwgef capital owners,
conflicts between large firm managers and capital markets, and conflicts between
controlling shareholders and capital markets.

Capital markets’ internal fissures—especially that of banks
vs stock market capitalism

If securities markets are weak, more capital will flow through the banking systent. This
flow will of course benefit bankers. Deposit banks have an interest in keeping securities
markets weak, unless they can control securities flows themselves. The interests seek to
protect themselves using the political realm. Macey and Miller (1991) showed that in the
United States deposit banks often lobbied for blue sky laws that raised the costs of stock
sales.

Small banks have an interest in stifling competition from big banks. In the United
States, this historically took the primary form of small banks inducing political
decision-makers to bar the large, money-center banks from entering the small
banks’ local market. The result was that the small banks had local monopolies or
oligopolies, while large banks lacked a nationwide deposit base. Roe (1994) empha-
sizes this feature of 19th century (and most of the 20th century) American financial
history, particularly when the power of local bankers combined with populist opin-
ion that militated against large, centralized financial institutions. With even the
largest banks relatively small in relation to the economy, banks could not readily
provide the financing for continent-spanning industries at the end of the 19th cen-
tury. The consequence was that the demand and need for securities markets was
enhanced.

Intra-capital-market tactical conflict can have unexpected, but profound, outcomes,
as Langevoort (1987) shows. During the 1933 banking crisis, larger money-center banks
sought to dissuade Congress from enacting deposit insurance, because they thought
they would end up paying disproportionately for the insurance and, if no banks were
insured, deposits would run off from smaller, country banks to the larger, more stable
money-center banks. (Yes, there was a time when such large, money-center banks were
seen as the most stable in the American economy.) Because they knew that Congress
would insist on doing something, they suggested and supported splitting investment
from commercial banking (as they were not making much money in the securities busi-
ness anyway). By so suggesting, they hoped to dissuade Congress from mandating
deposit insurance. Congress did sever investment from commercial banking via the
famous Glass-Steagall Act of 1933, as the large banks suggested. But Congress also
decided nevertheless to insure banks deposits, which the large money-center banks had
opposed.
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Managers vs capital markets

Managers of large diffusely owned firms have reason to disrupt their shareholders’
capacity to aggregate their stock ownership. Although they do not necessarily own much
of the firm’s capital themselves, they control the firm and they seek to maintain their
control. They seek laws that impede or bar hostile takeovers. They seek rules that make it
costly for shareholders to take large, active positions. They seek shareholder voting rules
that make it hard for shareholders to elect directors other than those that incumbent
managers support. (Corporate election contests are costly. Stockholder votes need to be
solicited, corporate election contest rules have to be complied with, and publicity needs
to be sought. The firm pays the election costs for the incumbents’ nominees, but insur-
gents generally pay their own costs, although any gains they bring about accrue to all
shareholders. Free-rider problems abound, deterring otherwise valuable contests.)
These conflicts could be characterized alternatively as politically powerful haves (the
managers) strengthening their grip on the firm and keeping control away from the less
politically powerful, but economically well-to-do, haves—namely, the firm’s capital
owners.

These managerial efforts have been significant in the United States historically and
continue today. Managers have successfully opposed the strongest proposals in this
past decade to allow shareholders easy access to the firm’s proxy statement, which
would allow dissidents to more easily elect directors. Prior outbreaks of the share-
holder voting reform efforts in the United States, starting in the 1940s, also died after
managers successfully opposed the proposals. There’s a considerable literature on
managerial-shareholder conflict in the United States.? The literature on the spillover
of managerial preferences and authority into the political sphere is thinner, although
efforts can be found in Grundfest (1990), Roe (1990, 1993), and Bebchuk and Neeman
(2010).

Managers of fully stockholder-controlled firms could not readily seek such rules ini-
tially, as their controlling shareholders would have been unhappy with such managerial
lobbying. But once ownership became diffuse, perhaps because of the combined impact
of American populism and the interests of small-town bankers in the 19th century, man-
agers could more readily engage in such political action, free from a dominant share-
holder’s veto.

Controlling shareholders vs capital markets

Controlling shareholders have reason to maintain rules that allow them to shift value to
themselves. Corporate rules affect the private benefits of control—such as the ease with
which small shareholders can reverse related-party transactions between the firm and
the controlling insiders, and the ease with which controlling shareholders can squeeze
out minority stockholders at an unfair price. Once a player controls a public firm, it has
an interest in maintaining (or expanding) its capacity to shift value to itself.’ This fea-
ture seems to have been important in recent decades in several Western European
nations.*
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CAPITAL MARKETS AND FINANCIAL PoLITICS
IN THE DEVELOPING WORLD

Rudiments without Government Institutions °

Development authorities often focus on bolstering institutions that promote financial
markets, in the belief that better financial markets will lead to economic development.
They seek to develop superior corporate laws, better securities laws, and better courts
and other institutions to enforce financial and other contracts. These efforts are appro-
priate, but the initial conditions needed historically for financial markets have been sim-
ple, with political economy conditions central. If the developing nation is sufficiently
stable politically and socially, the first steps for financial markets institutions can be
taken, and often have been taken, with limited targeted government action. Thereafter,
as the financial markets develop, there will be interests that seek to institutionalize that
development and push it to the next level-—and who have the know-how to do so.

This sequence—first social and political stability, then financial market development,
and then legal consolidation later—is illustrated in studies of the initial development of the
planet’s strongest securities markets. They all show a rather weak corporate institutional
environment initially, but one embedded in a sufficiently stable environment so that repu-
tational forces could propel initial, extra-legal financial market development. Related con-
cepts of repeated games are relevant here, with economic actors’ expectations of long time
lines for the repetition, generating mild but real institutional self-enforcement.®

Consider Bradford DeLong’s (1991) famous piece on Morgan’s directors. In an environ-
ment of weak corporate law in end-of-the-19th-century America (see Rock, 2001), the
Morgan firm put their partners on firms boards, in order to offer their own reputation to
protect shareholders from scurrilous or incompetent management. (And, it must be
added, perhaps facilitating cartelization, through the Morgan partners sitting on boards
of competitors.) Pernicious insider dealings, or undiscovered managerial incompetence,
would cost the Morgan firm dearly, so they warranted (albeit weakly) that such nefarious
or incompetent results would be unlikely to occur in the firms on whose boards they sat.
Outside investors might mistrust the firm, but they had more reason to trust the Morgan
directors. Other investment banking firms presumably acted similarly.

Miwa and Ramseyer (2002) find an analogous reputational market at work in the nas-
cent Japanese stock market of post-Meiji Restoration, late 19th century Japan. Firms
sought directors with sterling reputations, to warrant to smaller stockholders that the
firm had, and would continue to have, adequately fair and satisfactorily competent man-
agement. The reputational directors had a lot to lose socially and perhaps psychologi-
cally, so they cared what happened inside the firm. Franks, Mayer, and Rossi (2009) and
Mayer (2008) demonstrate a similar process at work in Britain at the end of the 19th and
early 20th centuries. Reputations and repeat dealings supported a nascent stock market.
Hard-edged, government-facilitated legal institutions came later.
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The point here is not that reputational structures are a panacea, obviating the need to
build supportive institutions. Rather, the point is twofold: a financial market can start devel-
oping without preexisting strong institutional support, but it needs a stable political and
social environment that makes the reputational markets valuable (and possible) to build.
Once a rudimentary capital market is in place, a constituency in the nation that would sup-
port more rigorous institutions to regulate and promote capital markets begins developing.

The steps toward more rigorous institutions do not need to lead immediately to
“hard” law. Stock markets’ enforcement, for example, can initially be built, again
albeit weakly, by the financial players. They can punish miscreants by exclusion (such
as by de-listing in stock market terms or breaking the miscreant’s trading bench at
medieval trading fairs; points made, respectively, by North and Weingast (1989) and
Mahoney (1997)).

These private, exclusionary mechanisms were important in the development of
American stock markets.® But such private ordering is imperfect, as the punishments
the private players can invoke—typically exclusion or a besmirched reputation—cannot
reach the severity that public punishments can, via criminal penalties and fines. Still, the
point persists that some sanctions can start before the public authorities act, as long as
the political and social setting is sufficiently stable.

Presumably such private ordering mechanisms could come forth and be effective in
other nations, including developing nations today. But for many nations without suffi-
cient political stability, such reputational and private ordering institutions are difficult
or impossible to start up. Hence, those seeking to promote capital markets should have
reason to inquire into the sources of political stability, a subject I examine below.

Elites’ Interests

Some nations’ elites may have little interest in promoting financial markets. Two self-
interested reasons could be in play. First, the elites may have satisfactory access to capital
through, say, family banks or informal channels. Their grip on the polity may also allow
them to stifle entry into banking, thereby keeping capital in the channels they already
control. But a widespread, deep capital market could also challenge the elite’s monopoly
status by facilitating upstart competitors’ access to capital and, hence, increasing the
upstarts’ capacity to compete with the elites.

Rajan and Zingales (2003a) analyze this channel in several contexts, of both develop-
ing and developed nations, and show how trade openness affects a nation’s elites’ calcu-
lations. If the nation is open to trade, then the elites’ underlying businesses must
compete, simultaneously making efficient allocation of capital vitally important to them
and making any suppression of competition with local upstarts less valuable (because
international, cross-border competition will be intense anyway). Thus, Rajan and
Zingales (2003b) conclude, in open-trade countries, elites would be less likely to oppose
capital market development. Elites in closed countries would have greater incentives to
suppress capital market development.
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. For developing nations, Engerman, Haber, and Sokoloff (2000), and Acemoglu,
Johnson, and Robinson (2001), Engerman and Sokoloff (2002, 2005) each indicate how
land and agricultural conditions, settlement conditions, and factor endowments could
affect early colonial structures so as to strengthen (or weaken) elites with repressive
interests and capacities. Particularly where settlement conditions were difficult due to
terrain or climate, or where plantation-style agriculture was most efficient, colonial con-
ditions induced powerful, concentrated elites who had little need for either broad-based
property rights or open opportunity societies. Those original conditions persist or they
induced equality-impeding institutions that continue today. In other colonial settings,
particularly where land, climate, and agriculture made European settlement easy and
favored smaller, more widely distributed and often individually owned farms, coloniza-
tion induced broad-based property rights, with weaker elites. These contrasting original
settlement conditions then set the stage for equality-enhancing or equality-impeding
institutions, which in turn affected property rights and financial markets over the long
run. Analyses of the same general genre can be found in Rodrik (1999) and Boix (2003:
45—4, 93), see also Olson (1984).

For Russia, Sonin (2003) and Hoff and Stiglitz (2008) evaluate the political economy
of the elites—there, the “oligarchs”—analogously. Property protection can be provided
privately or publicly. The oligarchs were well-positioned to protect their property from
other less powerful private players. Yet, they judged that publicly provided property
protection would facilitate competition from the less powerful, because the already
powerful can protect themselves adequately anyway, so they opposed stronger prop-
erty rights. Hence, financial markets did not develop. (The oligarchs’ opposition to
stronger property rights, and the concomitant financial market development, may have
been short-sighted: the private, elite oligarchs were advantaged in property protection
vis-2-vis less well-placed private actors, but they did less well when pitted against
emboldened public players when Putin came to power. Had stronger property protec-
tion and financial market depth been in place when the stronger state emerged, the
government might have had more difficulty in suppressing the oligarchs in as many
dimensions as it did.)

This elite suppression of competition explanation is important, although incomplete,
because the elites that can shut down local financial markets can presumably also shut down
open border trading markets. The explanation works well when trade barriers decline for
an exogenous reason, such as European political goals of fostering a continent-wide
economy in recent decades, in ways that overrode local interests. But these trade-based
explanations work less well in other nations at other times, where exogenous shocks do not
reduce trade barriers.

Moreover, in a democracy, one must explain why the democratic polity accedes to
the elites’ interests. A plausible starting point is that the elites’ interests coincide with
those of others, making a politically dominant coalition possible. A common example
is that labor in the elites’ industries also has reason to stifle product competition. The
two may ally, with labor providing the democratic voting muscle, as Roe (2001, 2003)
indicates. Consideration of more complex coalitions comes below. Here let us observe
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that movement to democracy, all else equal, should foster deeper capital markets, as
elites have less weight in the nation’s decision-making and, hence, their goal of sup-
pressing competitive upstarts will be harder to attain. However, all else will not be equal
when an oligarchy becomes a democracy, as the elites would be pressed then to form
coalitions with broader voting groups, like labor. Corporatism and varieties of capital-
ism concepts may have contained this kind of coalition of elites with similarly inter-
ested non-elites embedded in the conceptualization.

Non-Elites’ Interests

Non-elites in developing nations can affect property protection and capital markets. If
they are living a subsistence life, then appropriating capital can make their lives much
better in the short run. If they have weak prospects or are currently calorie-deprived,
their immediate survival considerations should trump long-run development goals.
Their long run may be capital markets’ short run.

And the converse problem of the haves seeking to suppress the rise of new competi-
tors can occur. The have-nots can see property rights, such as investor protection, as
protecting the haves. They could conclude that weaker investor protection would enable
them to become the equivalent of squatters on the elites’ financial assets.

These two dimensions could lead to complex calculations of self-interest: elites may
want the government to protect them against financial squatters, but their offsetting
desire to suppress new competition may weaken their interest in greater property pro-
tection. The have-nots may want to protect their meager property, and a few of the
upwardly mobile may think they could enter the elite. But most conclude that investor
protection protects the elites’ capital from the have-nots’ incursions. So they oppose
strong property rights for capital. Capital markets and their supporting institutions then
do not easily develop.

Political Stability

Roe and Siegel (2011) advance a complementary idea—that financial markets cannot
develop easily in severely unstable political environments. As Huntington (1968: 8)
observes, “[a]uthority has to exist before it can be limited, and it is authority that is in
scarce supply in those modernizing countries where government is at the mercy of alien-
ated intellectuals [and] rambunctious colonels....” Roe and Siegel find that political
instability robustly explains differing levels of financial development, even after control-
ling for trade openness and the level of economic development—and does so in both
country-fixed-effects and instrumental variable regressions, and across multiple meas-
ures of instability and financial development. In an unstable society, investors’ basic
property rights cannot be secure, because they cannot be sure what the polity will look
like over the life of their investments.
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Moreover, a political economy literature plants instability’s roots in inequality-
perpetuating institutions and ethnic fractionalization.” The first factor, economic ine-
quality, fits tightly with explaining why investor protection doesn’t develop in unstable
environments: For the unstable polity to protect investors, it would have to protect the
most favored elements in that polity. Yet that unstable polity is riven bgr,contention over
the division of wealth and income—i.e., whether the favored can keep their wealth. They
use proxies for inequality-perpetuating institutions and social fractionalization of the
type that Engerman and Sokoloft (2002) brought forward and that Easterly (2007)
validated, as further evidence for the old idea that inequality induces instability.
A developing nation needs to break the negative causal chain of inequality-to-instability-
to-weak-financial-development in order to position itself to develop its capital market.

Inequality

Itbears separate emphasis that inequality is at the base of several of these theories. Severe
inequality undermines political stability, but that political stability is foundational for
financial market development privately and then publicly. Yet it may not be easy to
reduce that inequality, not just for the obvious reason that those who lose from reducing
inequality do not always support its reduction. Inequality may be due to the production
technologies available in the economy; it may be endogenous to the polity itself.

Yet several of the world’s most developed financial markets are in nations, like the
United States, that have quite high Gini coefficients for the distribution of wealth and
property. This characteristic deserves further inquiry.

Original conditions

Path dependence could explain this outcome. The nation’s income and wealth distribu-
tion may have been substantially equal when financial markets first developed and then
the nation accepted the inequality later. For the United States, this path dependence
result is plausible, as American income and property distribution until the end of the
19th century was relatively flat.® Financial markets started to develop during that era
and, without a major political break, persisted. Preferences were not always pro-capital
market, but they sought to channel that market, not destroy it. Conversely, in countries
that suffered a major political break, the distribution of income and wealth during the
period in which the capital market was reconstructed could have profoundly influenced
its subsequent shape.

A similar sequential process holds true for England. England was the locus of the first
industrial revolution. Its severe labor shortage at the time and its energy abundance have
been noted as foundations for the technological developments of the first industrial rev-
olution.” Less well-noted is that the higher wage rate that accompanies scarce labor
would also mitigate inequality, thereby reducing potential political instability and,
hence, giving capital market development an opening.
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Engerman and Sokoloff (2002: 44-6, 63-83), as noted previously, offer a general struc-
ture of the political economy of property rights in the developing world, in which we can
place rights in the capital market as a subset. If a colonizing power came to land areas
best used for plantation-style crops or, say, mining activities using much unskilled labor,
then the original political institutions would reflect the underlying land use characteris-
tics. The colonists from the colonizing country had little reason to foster broad-based
property rights, as they could protect themselves well enough. They had little reason to
foster developing broad-based education and skills for their plantation workers, since
the elites only needed unskilled labor."” The consequence is that the nation early on,
while still a colony, lacked widely distributed property and had weak property protection
institutions. Oppressive institutions persisted and capital markets had little role in future
development.!

Conceptualizing economic inequality

A second characteristic is related but not identical. Politically destabilizing inequality
may not be a function of the raw ratio of wealth and income of the richest to that of the
poorest. Rather it might be based on something more complex, which we can call a
severity ratio. That is, we look at how close the poorest are to being unable to obtain (say)
their 2000 calories per day. That is the denominator. The numerator is the excess (above
2000 calories per day) of the richest in that nation.*

In these terms, unlike in the conventional Gini concept, the United States is not all
that severely unequal—even the bottom fifth can usually get their 2000 calories per day,
unlike in other nations with sharp income inequality. In another polity, where the
bottom fifth struggles to obtain only 1800 calories per day, the reconceptualized severity
ratio could be quite high, even though the usual Gini calculation would consider the
nation to be more equal than the United States.

Mapping inequality and equality onto race

Race, ethnicity, and religion can be central in a polity, particularly when wealth and
income disparities cleave along racial or ethnic lines. If race and class map onto one
another, that can make it easier for groups to demonize and dehumanize opposing
groups and make a stable polity harder to achieve. Several studies have found such eth-
nic conflicts to be central to political instability."

Race and ethnicity can have other effects, a result that makes analysis of their impact
difficult. They can make it easier for capital markets to flourish by diverting conflict from
economic to non-economic issues, thereby pushing conflict between haves and have-
nots lower on the political agenda. If the polity cleaves along cultural or multiple identity
lines that do not map onto distributional differences, those distributional differences
can recede in political contentiousness. Sombart (1906), Schattsneider (1960), Benson
(1961), and Dahl (1971) speak to this kind of issue in varying ways.

If class and property-owning fault lines are also race and ethnicity lines, capital-
market-debilitating conflict would seem likely to be enhanced. If they are not, then the
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polity may turn away from the economic and social conflict that could damage financial
markets, making stability and financial market development more likely.

CONTEMPORARY AND HISTORICAL EXAMPLES

In this section, I expand upon several of these classifications, with an eye on political
economy configurations around the developed world in recent decades. Several exam-
ples evince something other than systemic optimization inside a set of standing institu-
tions as primarily explaining how and why capital markets develop or do not develop.
Instead, powerful even if ephemeral preferences and interests seem to explain outcomes
as well as, or better than, the economy’s preexisting institutions.

Contemporary

Labor in Europe  After World War II, labor was particularly powerful in Europe, in
ways that profoundly affected capital markets development. Capital markets institutions
were poorly supported in terms of budgets and personnel for the capital markets’
regulatory apparatus, even decades after the war."* With labor able to make strong
claims on firms’ cash flows, owners had more reason to stay in place and run the firm,
or keep a close watch on the managers, to have more of that cash directed to owners
than to workers than weakly monitored managers in capital markets would tend to
direct. In the weakened international trading markets after the war, labor and owners
had reason to unite to preserve their market position, keep out competition, and divide
the spoils.”®

Managers in the United States Managers in the United States—the major American
corporate “haves”—are a powerful interest group in making the rules governing
corporate finance and capital markets. In the 1980s, for example, capital markets created
the hostile takeover, which aggregated enough stock such that an outside firm or
entrepreneur could acquire an established firm that had a diffusely owned stock
structure, facilitating capital markets’ capacity to control managers and boards. (As is
well-known, American diffuse ownership facilitated the growth of managerial agency
costs, because managers lacked a day-to-day boss and often drifted away from
shareholders interests, with high executive compensation, unnecessary expansion, and
mistaken operating policies.)

In reaction to this agency-cost structure, outside firms and entrepreneurs would offer
to buy up a target firm’s stock, with a view to changing management policy or changing
management itself. Yet managers and directors were able to disrupt those hostile
takeovers transactionally and politically. Transactionally, firms developed poison pills
and staggered boards that made it costly for the outsider to buy up the target company’s
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stock. Politically, managers, through their lobbying organizations such as Chambers of
Commerce, the Business Roundtable, and, yes, the American Bar Association, obtained
favorable laws through the political process—laws that validated and often added to
these disruptions of the hostile takeover.

Historical

American populism  The populism of the have-nots can affect financial markets and
institutions. Andrew Jackson’s destruction in the 1830s of the Second Bank of the
United States is the most famous example in American history. It was a seminal event
in American financial political history, leaving the United States without a truly
national banking system until the latter part of the 20th century. The effect was to
make securities markets more vital for the United States and to deny the United States
even the rudiments of a central bank until the beginning of the 20th century (or
perhaps not until the expansion of the Federal Reserve’s authority in 1935). American
capital markets could not develop via a nationwide banking system in the 19th and
most of the 20th centuries. Roe (1994) attributes a significant fraction of American
differences from the rest of the world to the aftermath of Jackson’s veto and the
institutions that developed to accommodate and perpetuate the resulting weak
national banking system.

It could have gone the other way, as two early American Congresses and two
American presidents chartered the first and second banks, making the decision to
have a quasi-central bank a closer one than basic history books usually have it.
Happenstance of political maneuvering was relevant, as an ambitious Henry Clay
thought that early passage of a re-chartering would put Jackson on the defensive, forc-
ing him to approve it, while at the same time the incumbent head of the Second Bank
of the United States, Nicholas Biddle, proved to be politically clumsy. Yet Clay under-
estimated both Jackson’s resolve and the influence of smaller, weaker banks that pre-
ferred not to be challenged by the Second Bank’s regulatory impulses. Jackson’s veto
and destruction of the Second Bank left the United States without a strong, national
banking system. And it created the interests—small banks, scattered throughout the
country—that deeply influenced financial market development in the country for the
next century and a half.

Political economy and populist political impulses persisted, and institutions created
by earlier preferences had staying power. After Jackson’s 1830s destruction of the Bank,
there were multiple efforts to facilitate a truly national banking system. However, these
failed on the twin shoals of smaller banks’ influence in Congress and populist opinion
that did not want a truly national banking system.

During the Civil War, for example, the United States built institutions that were called
national banks and that substantively received their charter from Washington. But these
banks were not national in their operation, as the National Bank Actlong restricted their
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operations to a single physical location. This limit was challenged in the 1890s, as the
Treasury proposed to allow nationwide branching, but the challenge failed in Congress.
Jt was challenged again in the 1920s and 1930s, but it was only mildly tweaked: branching

of banks was still limited to a single state at most and, for many states, a smaller geo-
graphic profile.

Popular animus played a role in major banking and insurance leglslatlon historically.
Glass-SteagaHs separation of investment and commercial banking, the Bank Holding
Company Act of 1956’s limits on bank activities (recall, for those familiar with the politi-
cians of the time, Wright Patman’s influence), and the major life insurance companies’
lack of power to own common stock (due to the Armstrong investigation of 1906) all can
be traced in major part to this popular animus. This left the United States with severe lim-
its on national financial operations: a lack of a national banking system, banks without
power to engage in commerce, and insurance companies without authority to own com-
mon stock. Although other nations have had some of these limits, few have had them all.
Britain, for example, has had powerful insurers. Germany has had universal banks with
substantial stock ownership and even more powerful control of their customers’ votes.
Japan has had nation-spanning banks with significant stock ownership.

German codetermination German codetermination is a formal institution reflecting a
shareholder-labor balance of power, vividly illustrating the political economy effects
on core corporate institutions. To settle raw political conflict at several moments in the
20th century, German social democracy led to laws mandating that labor be represented
in firms’ boardrooms, culminating in approximately parity representation for labor in
1976 for the nation’s largest firms. Since unconstrained managers agendas for
continuance, size, and risk avoidance (see Jensen, 1986) maps onto employees’ own
agendas for the same, an implicit, albeit rough, coalition can easily form between
managers and employees. Shareholders will want to have a cohesive counter-coalition
in the boardroom. Concentrated ownership is a primary way to concretize that counter-
coalition.

PREFERENCE AGGREGATION AND
COMBINATORICS

Thus far I have here generally examined discrete interests and their preferences for and
against various capital markets forms. But, as the German codetermination experience
shows, discrete interests can overlap and coalitions can arise. In this section, I examine,
first, examples of how coalitions can form, persist, and morph. Second, I examine the
political institutions of preference aggregation and how they affect the political economy
outcomes that in turn affect capital market results.
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Shifting Coalitions

No one group may dominate the polity’s capital market decisions. Coalitions may affect
who wins and who loses, and capital markets’ configuration.

Banks and labor in Europe  One of the more interesting instances of a capital-market-
affecting coalition can be seen in post-World War II Western Europe. Perotti and von
Thadden (2006) provide compelling argumentation and significant data to support the
idea that Western European polities in the post-World War II era had the equivalent of
a banker-labor coalition that impeded capital market development.

The argument begins with the median voter theorem: in post-World War II Western
Europe, they posit that the median voter had strong human capital but little financial
capital. As such, the median voter had little interest in promoting financial markets,
fearing that powerful financial markets could and would readily erode their human cap-
ital. Stronger capital markets punish slow-moving firms. Capital markets that demand
that firms more quickly adopt profitable new technologies could readily erode the value
of human capital skills tied to the old technologies. If the median voter’s human capital
was that which capital markets would erode, the median voter preferred not to have
strong capital markets.

At the same time, banks—to the extent their creditors’ interest dominated their other
financial interests—were moderately, like that median voter, risk averse (because the
downside disproportionately affected their loans, while the upside benefited stockhold-
ers). Accordingly, banks that became primary corporate governance players had a risk-
averse profile that fit well with the median voter’s preferences. Labor with limited capital
preferred banks to stock markets—and that is what they sought from the polity and,
powerful as they were at the time, that is what they got. The median voter voted for bank-
oriented capitalism.'

Moreover, if a decisive, median-voter middle class had seen its savings and wealth
destroyed by the interwar inflation, it would plausibly put a premium on pension obliga-
tions guaranteed by the government over private savings. Because the government
became the principal provider of pension and retirement funding, private pension funds
were not very important. These public pension funds are, in contrast, a major conduit
for capital in the United States."”

Managers and populism  American managers indirectly benefited from American
populism. A plausible view of the sequential development of American capital markets
history is the following. In the 1890s, national enterprises became viable: railroads spanned
the American continent, making the nation into a single market, and engineering
economies of scale made large-scale production especially valuable, inducing local firms to
merge to form nation-spanning enterprises in industry after industry. With American
populism having facilitated a weak national banking system in the 1830s and thereafter,
mergers in the 1890s needed stock market financing. With stock market financing in place,
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ownership started separating from control and managers increasingly gained control over
the firm. Stockholder-owners became geographically distant, poorly informed about the
firm’s operations, and not motivated to influence the firms day-to-day operations. Once
ownership separated from control, managers could become political actors in their own
right, via their lobbying organizations such as the Business Roupdtable, the National
Association of Manufacturers, and Chambers of Commerce. Their interest was to preserve
and enhance managerial authority, which they have accomplished.

Managers and labor in the United States  Another American coalition could be found
in the 1980s. Hostile takeovers made managers’ lives considerably more difficult during
that decade, as is well known. But they also disrupted workers’ expectations in their
firm’s future, by putting their jobs at risk. Even if a takeover would not leave the target
firm’s workers unemployed, they would find themselves in a disrupted work
environment. Thus they, like managers, opposed hostile takeovers.

This kind of of managerial-labor coalition was often decisive in making for state anti-
takeover law. When a Pennsylvania corporation was targeted for a hostile takeover, it
sought strong anti-takeover law from the state’s legislature. For many Pennsylvania leg-
islators, voting for the legislation was easy, as both the Chamber of Commerce and the
AFL-CIO supported the legislation. Roe (1993: 339), quotes a contemporary comment:

[The] lobbying effort is the product of teamwork between...Pennsylvania labor
unions and a coalition of over two dozen corporations working for the passage of
the bill under the well-organized direction of the Pennsylvania Chamber of Business
and Industry.

Constituency statutes, which allow boards to consider labor interests when deciding
whether to support or oppose a takeover, are a manifestation of this coalition.

Dominant stockholders and labor Dominant stockholders could ally with labor. As
we've seen, business elites often have an interest in suppressing financial markets, as
upstarts need access to capital to compete with incumbent elites, which they cannot get
without strong financial markets. But this then begs the question of why, in a democracy,
the polity would accede to the elites’ interests.

Mistake is one possibility. Ideology is another. A coalition is a third: labor at the
incumbent firms may get a slice of the incumbent firm’s revenues, motivating labor at
the business elites’ firms to support the elites’ interests in suppressing new competitors,
because the elites’ interests here coincide with their own. If labor obtains such a rent, it
wants to suppress product market competition with their employer, suppress upstarts’
access to new finance, and suppress open trade with foreign competitors—trade that
would erode both labor’s rents and those of the elite.

A sophisticated rendition of the multiple possible coalitions can be found in Gourevitch
and Shinn (2005), who show how there are almost as many permutations in play between
and among labor, owners, and managers as there are rich nations to study. Labor power
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can dominate owners and managers (Sweden). Or owners and managers can coalesce to
dominate workers (Korea). (Or owners can dominate both, as in oligarchic nations. Or
workers and owners can coalesce to dominate managers. Or workers and managers can
dominate owners, as in corporatist states (Germany, Japan, and the Netherlands).

Western European nations have been analyzed as corporatist systems for some time,
with analysts viewing the economy as largely governed by tripartite decision-makers:
the government, peak labor associations, and employer representatives. The varieties of
capitalism literature (Hall and Soskice, 2001) integrated this thinking of the commonal-
ity of interests between employers and employees in some economies with specific pro-
duction characteristics. That literature argues that economies that depend on skilled
labor tend not to have liquid stock markets, which would disrupt labor skills. Conversely,
economies that depend less on labor with firm-specific skills could handle capital mar-
kets’ disruptions. These analyses look at the informal institutions of coalition formation.
Business leaders would want to be represented at the centralized decision-making insti-
tutions, thereby putting a thumb on the scale for close ownership and, hence, weaker
capital markets as well.

Political Institutions and Preference Aggregation

Here I shift focus from how raw preferences and interests can shape institutions and
financial markets to how the political economy of institutions shapes financial out-
comes. Conceptually more traditional than the former, the political economy of institu-
tional structure deserves to be applied to capital markets formation and merits summary
and development here.

Particularly since Arrow’s impossibility theorem, political scientists have examined
mechanisms of preference aggregation in a polity, as these profoundly affect policy out-
comes. As is well known, the impossibility theorem’s conceptual power comes from vot-
ers having differently ordered preferences. When a choice between two of three viable
options is presented, with the winner facing off against the third choice, the winner may
differ from that which would result if the ordering of the choices had been otherwise.

Parliamentary vs presidential systems: proportional representation and party-lists  Pagano
and Volpin (2005) adapt Persson and Tabellini’s (2000, 2005) general inquiry into
parliamentary systems, proportional representation, and presidential systems to
corporate and capital markets. Party-list, proportional representation enables a coalition
among business owners and labor to enact rules that poorly protect capital providers (so
that incumbent business owners benefit at the expense of outside investors) and that
protect incumbent labor well. Decisions are not driven by the median voter, but by the
way a dominant coalition forms. Iversen and Soskice (2006) argue that proportional
representationstructures facilitate center-left redistributive coalitions, while majoritarian,
presidential, first-past-the-post systems facilitate center-right, low redistribution
outcomes. In majoritarian systems, they indicate, the decisive middle class vote will side
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with the well-to-do for fear of being taxed by the poor; but in proportional representation
systems, the middle class can ally with the poor to redistribute from the well-to-do while
still maintaining enough influence in the middle-poor coalition to ensure that the
middle class are not themselves the target for redistribution.

Mueller (2006) shows further how first-past-the-post electoral sysfems, such as those
in the United States, can affect corporate governance outcomes. In such political sys-
tems, a national interest group, such as labor, needs to persistently recapture a working
majority in the legislature, working district by district, legislator by legislator. This proc-
ess is costly for interest groups. But in a party-list system, the identity of the particular
legislator is not vital to the interest group getting that legislator’s vote: the legislator fol-
lows party discipline, thereby facilitating national deal-making in which national labor
institutions can be quite influential. In systems with first-past-the-post territorial elec-
tions, such as the United States, such national coalitions (and their concomitant influ-
ence) are harder to create and maintain. It's thus no accident that Tip O’Neill’s famous
aphorism——that all politics is local-—came from an American national politician, the
locally elected leader of the House of Representatives, a legislative body that is a collec-
tion of locally elected representatives who make national policy.

Mechanisms for preference aggregation can have a profound impact on the ability of
players to form coalitions and, consequently, on the influence they can exert on the
development of capital markets.

American federalism: I 'The organization of the American Congress is relevant here in
another dimension. If all politics (in the United States) is local, local interests can
determine national outcomes. One reason why all politics is local is that the House of
Representatives is organized by, and elected by, local, geographically discrete districts.
With representatives dependent on local interests for their election, the House was
responsive historically to local bankers who wished to be shielded from out-of-district
competition. When technology was such that only localized bricks-and-mortar banking
was possible (i.e., before the era of automated teller machines, online banking, and
modern inexpensive telecommunications), bankers had the means and the motivation
to influence their local representatives’ voting on whether to facilitate nationwide bank
branching, a result that we've seen deeply affected American capital markets. The state-
by-state organization of the Senate presumably had a similar, albeit weaker, impact.

Hence, one can see a structure-driven process: American political structure promoted
local interests. When local banking was technologically possible, this local power overly
emphasized local banking, making national banking markets impossible during the form-
ative years of national industry. This meant that large industrial firms had to raise their
capital from disparate sources that could not readily concentrate their stockholdings, facil-
itating a shift in authority inside the firm from financiers and owners to managers.

American federalism: II, Delaware American corporate and capital markets law is
made in two principal jurisdictions: Delaware (via the law of corporate organization)
and Washington (via the law covering securities regulation). Unlike other polities, the
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United States has long allowed the corporation to choose its own state of incorporation,
regardless of where it does business in the nation; the corporation thus chooses its own
governing law. Most major American public firms choose to incorporate in Delaware.

The federal organization of American corporate lawmaking has long been a focus of
US corporate law academics, who have seen competition among states for corporate
charters (and their resulting revenues) as a core driver in making corporate law, thereby
applying Tiebout’s (1956) insights on political jurisdictional mobility to the specifics of
corporate lawmaking. Some thought the competition was “to the top” in making corpo-
rate law more efficient,' while others saw the competition as one to the bottom, by favor-
ing the corporate players most central to the incorporation decision—managers,
controlling shareholders, and their lawyers.?

Federal organization of the polity can affect capital markets, as interests dominant at
the state level can pass rules that a busy Congress might not pass. During the hostile
takeover era, many states passed strong anti-takeover laws, making it transactionally
more expensive for an outsider to buy up stock of a public firm. In the political balance
were managerial, labor, and capital interests: local managers did not want the hostile
takeover to proceed. Local labor employed by the target company did not want the offer
to proceed. While shareholders in the capital market presumably wanted the takeover to
proceed, many of them were not local, because capital markets were national, or inter-
national. Hence, the balance favored in-state managerial and labor interests over capital
market interests.2® Again, politics is (often enough) local.

American federalism: I1I, Delaware and Washington  The parallel state-federal structure
of American corporate lawmaking can affect capital markets in another dimension. The
interests that dominate in Delaware are not the same as those making corporate and
securities law in Washington. Particularly during times of financial crisis or scandal,
the populist input to weaken shareholder and financial strength in the corporation, or
to punish managers who are seen as overly compensated, is strong in Washington and
weaker in Delaware, where the interests of managers and shareholders dominate, nearly
to the exclusion of other interests and forces.

In areas that are of overlapping concern to national and Delaware lawmakers, the
national and local polities interact in two major ways. First, Delaware may preemptively
pass financial and corporate law that it might not have passed otherwise, to reduce the
chances of federal intervention. It may do so out of self-preservation: if Delaware is way
out of line with national sentiment, corporate law could move to Washington, which
could replace Delaware lawmaking with national lawmaking, turning corporate law, like
securities law, into national, congressionally made law. Second, it may do so to protect its
local interests: with first-mover advantages, Delaware may pass rules that go some but
not all of the way to satisfying the national appetite. Doing so would allow it to preserve as
much autonomy for managers (or value for shareholders) as possible, by persuading the
national player that enough had been done, so that the national players need not act. This
is analogous to the process Spiller and Gely (2008) posited for the Supreme Court, by
which the Court often decides in ways to diminish the chance of congressional action (by



CAPITAL MARKETS AND FINANCIAL POLITICS 87

coming closer to congressional preferences than it would have otherwise), a process that
Roe (2005, 2012) analyzed for Delaware-Washington interaction.

Corporatism and varieties of capitalism  Western European nations have been analyzed
as corporatist systems for some time, with analysts viewing the econorpy as being largely
governed by a tripartite of decision-makers: the government, peak labor associations, and
employer representatives. The varieties of capitalism literature® integrated this thinking
into production characteristics. That literature argues that economies that depend on
skilled labor tend not to have liquid stock markets, which would disrupt labor skills.
Conversely, economies that depend less on labor with firm-specific skills could handle
capital markets’ disruptions. While not exactly formal preference aggregation, these
analyses do look at the informal institutions of coalition formation. Business leaders
would want to be represented at the centralized decision-making institutions, thereby
putting a thumb on the scale for close ownership and weaker capital markets as well.

Weak capital after World War II Earlier in the chapter, I indicated that a defining
feature of the political economy of American capital markets can be found in the
destruction of the Second Bank of the United States, which left the United States without
anationwide banking system during the 19th century, when a continent-wide, nationwide
industrial economy arose. The interests, ideologies, and institutions that resulted tended
to reinforce themselves during times of crisis, and no crisis was so severe as to leave the
economy flat, destroyed, and needing a fully new set of institutions. Even the 1930s New
Deal tended to strengthen preexisting interests, not destroy them.

Could there be a similar foundational political economy event for Western European
and East Asian capital markets? I think there is, but as of now that possibility must be
seen as a hypothesis, needing further theoretical and factual development.

The concept would be that after World War 11 political and economic institutions had
been sufficiently destroyed in Europe that a substantial new construction of those institu-
tions took place. In those years, capital owners and labor interests sought to establish the
rules of the game that would thereafter govern markets and finance from that time onward.

The twist arises from the following difficulty: we know that the rules of the game on
the European continent had a pro-labor and not a pro-capital tilt in the subsequent dec-
ades. But with capital scarce after World War II—the continent’s physical capital was,
after all, largely destroyed—and with labor, especially skilled labor, relatively more
abundant, the bargaining process in the economic arena should have favored the scarce
resource’s preferences.

Yet, at least as far as the rules were concerned, the results went the other way. Labor markets,
including wage rates and other benefits, were favored in the post-World War IT decades.

The hypothesis I advance here and that should be developed elsewhere is a political
economy one: when the bargaining began for a new post-war understanding as to how
to organize capital and labor markets, the pro-capital markets players were relatively
weak in the political arena—weak relative both to labor at the time and to their own
more usual strength in influencing results. Their physical capital had largely been
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destroyed during the war; they had limited capacity to affect the politics of the time with
campaign contributions, with lobbying, or otherwise when the foundational deals were
made. Only later could they afford the time, money, and personnel for such efforts; then
they made sure that they were represented at the peak bargaining of the corporatist
model. By that later time, however, labor had acquired its post-war favored status. For
now, the original conditions idea—that the preferences and weak institutional structure
in continental Europe right after World War II set the institutional framework for subse-
quent, relatively weak capital market development—is a hypothesis for further develop-
ment. During the immediate post-war period, strongly held popular preferences and
politically weak ownership interests could well have established the new institutional
arrangements that would endure, affecting capital markets’ structure for decades.

Geopolitics

Geography and international politics can influence democratic political preferences and
a nation’s internal political economy. Geographic features of the last half of the 20th
century are relevant and can be quickly sketched out. Geographic features over time are
more subtle, but can also be seen.

Countering the Soviet Union

The central geopolitical fact in continental Europe in the second half of the 20th century
was the looming presence of the Soviet Union. In the initial post-war elections, the com-
munist party did quite well in France and Italy, making it important for centrist and
conservative parties to co-opt the communist program, which they did. The result was
policy that favored incumbent labor and that disfavored capital markets.

One can think of the geopolitics as lying along a continuum: in Eastern Europe, com-
munists gained power and capital markets ended. In Western Europe, to stave off
communist power, the political center had to adopt some of the left’s program. For Japan,
South Korea, and Taiwan, the relationship with China in the immediate post-war
decades could well have brought similar domestic sensibilities into play.

European geography over the centuries

The state has been seen as stronger in Europe than in the United States. This view maps
onto the view of state actors as their own interest group that seeks to diminish the power
of private capital markets, as outlined in the initial section of this chapter. The strength
of the European state could have first originated in European geography: the open east-
west plains of Europe meant that local security from invasion was always at issue and
that vulnerability induced national militaries and strong states (Roe, 2007). Post-war
geopolitics reproduced the incentives for a strong state.

This geographic history would then contrast with that of the United States and Britain
historically, and with that of Europe today. The United States and Britain were both sep-
arated from invaders by bodies of water—narrow but real in Britain’s case and wide for




the United States. That geographic separation meant that centralized, standing armies
were not needed for national security, and the state could be weaker than otherwise,
thereby leaving space for private capital markets to develop. And, today; after the fall of
the Berlin Wall and a safer European geopolitical reality, one including European eco-
nomic integration, the geopolitics of a centralized state for smaller Eyropean nations is
historical, not current. w7

Political Change: Rightward and Leftward Shifts over Time

The left-right split’s impact on financial markets (see Roe, 2003; Perottiand von Thadden,
2006) can be tested over time, but tests done thus far are not dispositive. That is, finan-
cial markets in the developed nations strengthened in the 1990s, even in nations with
locally left-of-center governments (Botero et al., 2004; Culpepper, 2011).

This is an understandable misconception.”? The problem and its misconception can
easily be conceptualized (and diagrammed; see Figure 4.2). Over time, the center of
gravity in a polity can change, sometimes sharply. As an example, Tony Blair’s election as
prime minister in 1997 marked not the ascendancy of the hard left that long dominated
the Labour Party, but rather the ascendancy of the moderating of the left as it tacked
toward the center. Yet it would be coded as the ascent of a left-of-center government in
the usual academic studies thus far. But capital markets may draw comfort from a tame
left and flourish not because the left was in power but because the left had moved right-
ward. Brazil's experience with a market-friendly former union leader in the recent dec-
ade also illustrates the phenomenon and potential for a left-right attribution error.
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FIGURE 4.2. Shifting political center of gravity
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Similarly, the Clinton presidency represented the shifting of the American left-of-
center to a particularly market-friendly status. That administration—Ileft-of-center in
American terms—was as market-oriented as a right-tilting government in Western
Europe in many eras.

Indeed, in a pure median voter theory, the identity of the party in power makes no dif-
ference for the nation’s policy output: it's the left-right location of the median voter that
determines the polity’s policies. Since some of the most substantial empirical work done
thus far on left-right influence on capital markets suffers from this misconception, more
work needs to be done here.

In particular, Eichengreen (2007: 333) explains one reason why a left-of-center gov-
ernment can enact reforms that, in a prior decade, only a right-of-center government
would have considered: “The German chancellor Gerhard Schréder’s Agenda 2010 of
labor-market reforms was motivated, in part, by the specter of German manufacturing
moving east if steps were not taken to reduce labor costs”

And, here again, preferences seem as important as ongoing institutions in explaining
capital markets outcomes.” The institutions may persist, but changing preferences over
time induce differing outcomes.

INDETERMINACY, OVERGENERALIZATION,
AND LOCAL VARIATION

Two characteristics can undermine the influence of the political economy academic
agenda in understanding capital markets. First, although politics may well be decisive in
determining capital markets’ shape and extent, too many political explanations are local:
a particular coalition in this nation, the happenstance of deal-making in that nation.
A narrative of national financial legislation may reveal its own particular political econ-
omy story, but the explanation may not test well, because a testable characteristic may not
repeat in a sufficient number of nations to run the required regressions. Consequently,
only the most general of political economy theories may be susceptible to strong empiri-
cal analysis. National case studies via econometrically weak investigatory modes could be
how we see what explains capital markets’ depth, or lack of it. Armour and Lele (2009:
492-3), for example, study Indian financial markets and investment protection in this
manner, concluding with the primacy of political considerations: “In industries that were
subject to planning, the dominant interest groups lobby for redistributive rules to main-
tain their protected status. By contrast, in sectors that were never subject to central plan-
ning, the dominant interest groups seek rules that allow markets to function more
effectively. In short, the quality of investor protection and sectoral development have co-
evolved on paths that have been to a large degree determined by past political choices”

A second problem afflicts a political economy approach. Often underlying our analysis
is the goal of finding out what works for policy and recommending that policy’s adoption.
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If we can recommend a new rule or two that helps capital markets, or can find an existing
one that hinders them without ancillary benefit, then we can recommend which rules to
adopt and which to repeal. But a political economy analysis does not yield us such strong,
precise normative outputs. National politics is hard enough to understand, much less to
influence with academic work. .

But understanding the political economy inputs is still vital to normative analysis. If
there’s a menu of improvements for financial markets, but some will run into political
economy problems, while others will not, then policymakers can choose accordingly.
International aid agencies may be particularly susceptible to ignoring political economy
influences because they see it as illegitimate for them to seek political influence. But if
the earlier focus on the centrality of political instability is correct, they can better choose
how to allocate their aid and advice. Highly unstable polities are unlikely to benefit from
even good rules; attempts to graft institutions for finance into such polities will be
unlikely to “take” Hence, the development agencies can channel their efforts into nations
that already have sufficient stability for success to be possible. They can also choose
among capital markets development policies, emphasizing those that are more likely to
stabilize than to destabilize the polity.

CONCLUSION

Two fundamental fractures can lead to crippling instabilities in the politics of capital-
ism. One is the contest between the haves and the have-nots. Have-nots can conclude
that they gain too little from capital markets, so they may expropriate capital from the
haves. Capitalism may persist in form, but its productivity would be demolished, as sav-
ers will not save—i.e., will not create capital—because, in such polities, owners of physi-
cal and financial capital do not see their capital as safe. Instead, they will consume it, for
if they do not, the have-nots will take it. Alternatively, the haves may capture political
institutions themselves and seek to put in place institutions that redistribute value to
themselves. In the tension, capitalist institutions such as financial markets may not sur-
vive or, if they do survive, would fail to provide prosperity.

The second problem cuts the polity along another dimension: the capitalist haves may
split and contest the polity among themselves. Those haves who have captured political
institutions may seek to redistribute value away from other haves. The winners obtain
rules that further their own type of capital markets. And with their wealth, they have
both the strength and the motivation to preserve their position and to suppress compet-
itive upstarts. If the institutions are roughly democratic, they will find it valuable to form
alliances with voting masses, presumably starting with labor from their own industry.

The political problem of capitalism is to find institutions and preference distributions
that keep the depth and costs of such fissures low. No country succeeds in making them
approach zero. Much that seems superficially inefficient to an economics-oriented ana-
lystis a polity’s effort to keep these fissures from rupturing the terrain.
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These two problems arise in multiple dimensions in the economy, affecting welfare
and social payments, antitrust policy, taxation, corporate law, income distribution, and
financial markets. Many seemingly small problems in implementation of rules and laws
are local manifestations of one of these two problems. I have for the most part analyzed
these two basic problems in the politics of capitalism in terms of how they specifically
affect financial markets and corporate structures. The issues may be more general.

We have made much headway in the past few decades, since North's (1990) essay, in under-
standing how institutions persist through time. Institutions, though, are created at some
point in time. And institutions can also be torn down and replaced. People and polities with
preferences and interests create them, change them, and at times destroy them. Sometimes
previously created institutions can withstand a tidal wave from current preferences, some-
times they cannot. Sometimes preferences create new institutions that endure. Sometimes
today’s result can be predicted from the preexisting institutional framework; sometimes cur-
rently created preferences that emerge from an economic or political crisis determine today’s
result and tomorrow’s institutions. The political economy of capital markets well illustrates
this interaction between preferences and institutions. Only when we understand how prefer-
ences for and against capital markets interact with institutions in the political economy will
we understand the shape and extent of the capital market. Preferences can at times over-
whelm existing institutions and establish new ones that support, channel, and determine the
strength, nature, and quality of capital markets. Today’s preferences when effective and dom-
inant in the political arena become tomorrow’s governing institutions.

NoOTES
1. Weymouth and Broz (2008).
2. E.g. Berle and Means (1933); Jensen and Meckling {(1976).
3. Bebchuk and Roe (1999).
4. Morck (2000) (concentrated ownership).
5. Greif (2006: ch. 3 and 441-3); cf. Scott (1987).
6. Mahoney (1997); Coffee (2001); Roe (2001).
7. E.g. Alesina and Perotti (1996); cf. Ayyagari et al. (2008).
8. Lindert (2006: 2-624).
9. Allen (2009).

Cf. Bobonis (2008).
. See also Engerman et al. (2000) and Acemoglu et al. (2001). Cf. Glaeser (2006).
12. Williamson (2009).
13. See Easterly and Levine (1997); Alesina et al. (2003).
14. Jackson and Roe (2009).
15. Roe (2000, 2001, 2003).
16. Or, analogously, their political parties made appropriate deals to support bank-oriented
capitalism (Pagano and Volpin, 2005).
17. See Perotti and Schwienbacher (2009 Alesina et al. (2003)).
It’s possible to recast the argument I offer in this chapter in property-owning terms. The
relevant question would be whether the median voter owns property, not simply whether
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he or she owns financial property. If the median voter owns significant property—a house,
a car—then he or she may support property rights generally, which include rights to
financial property.

. Winter (1977); Romano (1993).

. Bebchuk (1992); Cary (1974) Kahan and Kamar (2002) question how injense that state
competition really is. o

. E.g. Romano (1988); Roe (1993); Miller (1998).

. Hall and Soskice (2001).

. See Pinto et al. (2010); Culpepper (2011).

. The rents-oriented version of the social democratic theory helps to explain Eichengreen’s
observation. Lets posit, again, that rents to labor and owners in key industries help to fuel
the social democratic conventions demeaning capital markets, whose corrosive effects
would erode rents to elites (see Rajan and Zingales, 2003a) and to the favored labor sectors
that induce social democratic governments to oppose capital market development (see
Roe, 2001, 2003). As the rents erode, labor and its allies have fewer reasons to be wary of
capital market development. Hence, their preferred policies would change.

Preferences and institutions interact. For example, many British corporate institutions
developed early in the 20th century (Franks et al., 2009), when Britain was a conservative
polity. These institutions could have persisted, even when the polity moved leftward. The
polity might not have allowed those institutions to arise in that era, but the extant interests
(and institutions) could have been strong enough to resist severe destruction.
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INTRODUCTION

TRIGGERED by the seminal work of La Porta, Lopez-de-Silanes, Shleifer, and Vishny
(1997, 1998; hereafter LLSV), the economic effects of corporate governance regulation
have received notable academic attention over the past decade. The new stream of lit-
erature on law and finance provides a comparative analysis of institutional frameworks
around the world and their impact on economic behavior and on the governance of
firms. Although the importance of regulation on economic activities has been stressed
since the late 1930s (e.g. Coase, 1937), LLSV have moved this topic to the top of the
research agenda by documenting empirically the relationship between the law and eco-
nomic growth, the development of markets, and the governance of firms. Importantly,
LLSV developed the tools that enable researchers to compare institutional environ-
ments across countries and to study empirically the effects of corporate regulation.
These tools comprise, amongst others, a country classification by legal origin and indi-
ces that characterizes the quality of regulatory provisions covering the protection of
corporate shareholders and creditors, as well as law enforcement. However, the LLSV
indices have some limitations. First, some of these indices are static. In the late 1990s
and early 2000s, many countries have undergone substantial reforms of their corporate
legislations. There is little evidence regarding the scope of these reforms and their
impact on the protection of the rights of corporate investors and the corporate govern-
ance system overall. The LLSV indices have been updated in Djankov et al. (2008).
A second limitation of the LLSV corporate governance indices is that the authors use a
comparative approach to construct them. LLSV opt for the US corporate law as the
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reference legal system and identify the key legal provisions in the governance of US
companies. It is therefore not surprising that countries with legal systems most closely
resembling that of the US receive the highest score on the LLSV rating. This approach,
however, typically ignores the regulatory principles that prevail in other countries but
not in the US. Spamann (2006, 2010) recognizes this problem, identifies measurement
errors in the LLSV indices and their successors,? and reconstructs those indices.

In this chapter we first develop three corporate governance indices that reflect the
quality of national laws aimed at protecting (i) corporate shareholders from being
expropriated by the firm’s management; (ii) minority shareholders from being expro-
priated by the large blockholder; and (iii) creditors from being expropriated by the
firm’s shareholders. When constructing the indices, we do not use the comparative
approach employed by LLSV but use a functional approach instead. This way we try to
avoid the usual criticism on quantifying corporate governance regulation that “one size
does not fit all” (Rose, 2007; Baghat et al,, 2008; Goergen and Renneboog, 2008;
Bebchuk and Cohen, 2009; Spamann, 2010). That is, we identify all major provisions of
corporate laws by country and classify them according to the degree of protection they
offer to the above-mentioned principals. Subsequently, we quantify the regulatory pro-
visions using three indices that characterize the effectiveness of the legal system in
reducing the three basic agency problems: those arising between the management and
the shareholders, between majority and minority shareholders, and between creditors
and shareholders. The advantage of the functional approach is that it covers all regula-
tory provisions in existence in all European countries and the US and allows us to con-
struct indices that capture both the weak and strong aspects of the various corporate
governance regimes. Second, we empirically document the evolution of corporate gov-
ernance regulations for all (30) European countries and the US. We analyze whether
regulatory convergence has been started, and, if so, detect the main patterns of the con-
vergence process.

The analysis in this chapter is based on a unique corporate governance database that
comprises the main changes in corporate governance regulations in the US and all
European countries in the period 1990-2003. The database on corporate legislations/
governance regulation is based on a questionnaire which was sent to leading corporate
governance specialists and on subsequent direct interviews with these legal specialists.
The questionnaire contains 50 questions that cover the most important provisions of
company law, stock exchange rules, and bankruptcy and reorganization law at both the
national and supranational level. In particular, the questions cover the following: (i)
shareholder and creditor protection regulation; (ii) accounting standards; (iii) disclo-
sure rules; (iv) takeover regulation (mandatory bid, squeeze-out rule; takeover defense
measures, etc.); (v) insider trading regulation; (vi) regulation regarding the structure of
theboard of directors and voting power distribution; and (vii) adoption of codes of good
practice.
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THE ROLE OF CORPORATE GOVERNANCE
REGULATION

Agency Problems between Corporate Constituents

A typical public corporation represents a legal entity with limited liability, transferable
shares, delegated management under a board structure, and investor ownership
(Hansmann and Kraakman, 2004). Together, these characteristics make a corporation
the most attractive form of business organization. However, they also generate the
potential for agency problems.

The conflict of interest between management and shareholders frequently arises in com-
panies with a dispersed ownership structure. In these firms, small shareholders cannot effec-
tively manage the firm due to coordination problems and hence have to delegate control over
the firm to professional managers. However, the separation of ownership and control leads
to adivergence of interests between managers and shareholders (Berle and Means, 1932). The
managers may forgo the shareholders’ wealth maximization objective and undertake actions
which maximize their personal interests instead of the value of the company. Research on
corporate governance shows that shareholders may prevent the misuse of corporate assets by
managers either by aligning the managerial interests with their own through executive com-
pensation contracts (Goergen and Renneboog, 2013; Kulich et al,, 2011) or by effectively
monitoring managerial actions (see e.g. Grossman and Hart, 1980; Shleifer and Vishny, 1986;
Becht et al,, 2003; Goergen, Reeneboog, et al,, 2008; Crespi and Renneboog, 2010). Since the
coordination problem among small shareholders prevents them from effectively monitoring
the management themselves, they have to rely on external monitoring via the market for cor-
porate control (Fama and Jensen, 1983; Jensen, 1988).

The conflict of interest between management and shareholders is less severe in com-
Panies with concentrated ownership structure. In these firms, the controlling sharehold-
ers have strong incentives to monitor management and replace it if their firm performs
poorly (Franks et al., 2001). However, the presence of a controlling shareholder may
induce another agency problem: the potential opportunistic behavior of the large block-
holder toward minority shareholders (see e.g. Faccio and Stolin, 2006). The activities
aimed at expropriating minority shareholders are reduced when the management is
held accountable to the interests of all shareholders, including minority shareholders
(Calcagno and Renneboog, 2007).

The legal entity of public corporations and limited liability of their shareholders may
engender another potential conflict of interest, namely that between creditors and share-
holders. The equity of a leveraged firm can be viewed as a call option on the firm’s assets
whose value increases with the volatility of future cash flows. This means that the man-
agement can maximize shareholder wealth by increasing the risk of the projects it invests
in, and hence redistribute wealth from creditors to its shareholders.
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Why Do We Need Corporate Governance Regulation?

The theoretical literature gives us a number of reasons. First, regulatory intervention
helps markets to achieve the maximization of social welfare rather than the welfare of
individual investors (e.g. Pigou, 1938). To illustrate this in the context of corporate gov-
ernance regulation, consider an example of the disclosure requirements related to cor-
porate activities. In the absence of the disclosure requirements, managers may be
tempted to conceal some details of the projects in which their company is involved for
perfectly legitimate reasons, e.g. to keep their competitors uninformed and gain a com-
petitive advantage in the future. However, more detailed information about corporate
projects allows investors to assess the corporate growth potential better and to invest
their money in companies that can generate the highest returns for a specific level of
risk, Therefore, if all companies were to conceal information about their activities, a
more inefficient allocation of capital would arise, leading to lower economic growth.
Hence, a redistribution of wealth between competing companies caused by a higher
level of disclosure seems less harmful for the economy than the misallocation of capital
caused by lack of transparency. As such, mandatory rules that impose more disclosure
enable economies to achieve a more optimal outcome.

The second reason for adopting a specific corporate governance regulation is that
it forces companies to commit credibly to a higher quality of governance (Becht
et al., 2003). Even if companies initially design efficient governance rules, they may
break or alter them at a later stage. Investors anticipate this and are willing to provide
firms with funds at lower costs only when companies find ways to commit credibly to
good governance.

The importance of corporate governance regulation for corporate activities and eco-
nomic growth has been further emphasized in a growing number of empirical studies.
These papers show that a corporate governance regime has a significant impact on the
availability and cost of capital, corporate performance, and the distribution of corporate
value between the firm’s stakeholders: shareholders, creditors, employees, consumers,
and suppliers. Weak legal environment combined with weak enforcement of the law dis-
torts an efficient allocation of resources, undermines the ability of companies to com-
pete internationally, and hinders investment and economic development (see e.g.
Levine, 1998, 1999; La Porta et al., 2002; Djankov et al., 2008).

Evolution of Legal Systems and Corporate Governance
Regimes

Given the beneficial impact of corporate governance regulation on economic growth,
the development of markets, and the governance of firms, a natural question to ask is
whether or not a particular national legal system has a competitive advantage over other
legal systems and, if so, whether the alternative regimes ought to converge toward it.
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So far, based on an extensive body of research, no consensus has arisen as to what is
the best system of corporate law (for an overview of this literature see Goergen et al.,
2005). Some law and economics academics have proclaimed the superiority of the UK
and US legal systems, characterized by a focus on shareholder value and good share-
holder protection. There are also supporters of the alternative legal systems character-
ized by a focus on the welfare of employees, creditors, and other types & stakeholders
and weak shareholder protection. They claim that the long-term interests of sharehold-
ers and stakeholders are not necessarily at odds, such that the different types of govern-
ance regimes may produce similar outcomes in terms of long-term economic growth.
However, the lack of consensus regarding the optimal system of corporate regulation
has implications for law reforms. It raises the question as to the direction that the reform~
ers of national systems should adopt.

Bebchuk and Roe (2000) argue that the direction of legal reforms is typically prede-
termined by the initial institutional structures in a country. In particular, ownership and
control concentration is an important factor that affects the role and function of corpo-
rate legislation and hence the direction of its reforms. This is because the degree of own-
ership and control concentration plays a key role in the relationships between the
different corporate stakeholders. In countries where widely held companies prevail, the
main function of corporate governance regulation is to protect shareholders from being
expropriated by the management. In countries where a vast majority of companies have
a concentrated ownership and control structure, the function of corporate governance
regulation is to minimize the extent of agency problems between majority and minority
shareholders and that between shareholders and creditors.

Bebchuk and Cohen (1999) show that, in the presence of large private benefits of con-
trol, better protection of shareholders is unlikely to affect the degree of ownership con-
centration. Even if better protection from expropriation by the management were
introduced, an incumbent blockholder is unlikely to sell his stake because a third party
acquiring a controlling block is unable to compensate him for his private benefits of
control. Thus, where private benefits of control are high, regulatory reforms aimed at
improving investor protection are likely to reinforce the existing ownership and control
structures.

Roe (2002) proposes an alternative scenario. In his view, if the costs of monitoring
management are high relative to the private benefits of control a blockholder enjoys,
better legal protection from expropriation by the management may lead to a shift from
concentrated to dispersed ownership. This shift may be further enhanced by some other
drawbacks of concentrated control, such as the costs of low liquidity and undiversified
risk. We conclude that corporate law reforms that improve investor protection are likely
to lead toward more dispersed ownership provided that private benefits of control are
relatively low. An overview of the conjectures relating corporate governance regulation
and ownership concentration is given in Martynova and Renneboog (2011).

In sum, the adoption of a unified corporate governance regulation by countries with
different initial institutional structures (in terms of voting structure, ownership and
control, capital market development, etc.) may not necessarily lead to the convergence
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of their legal corporate governance regimes. However, the adoption of country-specific
corporate legislations may induce the convergence of wider corporate governance sys-
tems (Goergen, Manjon et al. 2008).

CORPORATE GOVERNANCE DATABASE

We explore a unique corporate governance database that comprises the main features of
corporate governance regulation in the US and all European countries (including coun-
tries from Central and Eastern Europe) since 1990. The database is based on the study of
various corporate governance regulations, on the results from a detailed questionnaire
sent to more than 150 legal experts, and on direct interviews with some of these experts.

Our approach can be summarized as follows: based on corporate legislation, corpo-
rate governance codes, and the scientific literature, we have drafted a detailed set of
questions about the main aspects of corporate governance regulation that apply to listed
companies. A final set of 50 questions was put to leading corporate governance experts
(mostly academic lawyers but also some practitioners from law firms). As we focus on
listed companies, we have asked the contributors to this project to consider regulation
(including soft law), comprising: (i) (hard) corporate law; (ii) stock exchange regula-
tions (listing requirements); (iii) codes of good practice, provided there is a legal basis
for these codes (the law refers to a code of good practice which is itself not incorporated
in the law); and (iv) corporate practice.

CORPORATE GOVERNANCE INDICES

As discussed, corporate law plays an important role in mitigating the three central con-
flicts of interest between the main corporate constituencies: the agency problems which
arise between the management and the shareholders, between majority and minority
shareholders, and between creditors and shareholders. In this section, we provide a con-
cise overview of the existing corporate governance regulations in Europe and the US.
We classify the main provisions of the existing regulations according to their efficiency
in mitigating the conflicts of interest within a corporation. Based on this classification,
we quantify the regulatory provisions for each country and combine them into three
indices that characterize how well national legislations minimize the extent of the agency
issues.

The economic literature suggests two main approaches to resolve principal-agent
problems: (i) create incentives such that agents act in the interest of their principals; and
(ii) enhance the disciplining power of principals (see e.g. Becht et al., 2003). To imple-
ment these approaches, the law can deploy a number of governance strategies. Hansmann
and Kraakman (2004) suggest the following classification of such strategies: (i) strength-
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ening the appointment rights of principals; (ii) reinforcing the decision rights of princi-
pals; (iii) augmenting the trusteeship; (iv) enhancing corporate transparency; and (v)
adopting an affiliation strategy. The appointment rights strategy regulates shareholders’
power to select or remove directors. The decision rights strategy grants shareholders the
power to intervene and initiate or ratify managerial decisions. The trifsteeship strategy
allows shareholders to appoint an independent body (a trustee) that will represent their
interests in the firm and monitor managers. The transparency strategy seeks to eliminate
conflicts of interest by enforcing strict disclosure requirements on corporate policies and
contracts directly related to managers. Finally, an affiliation strategy sets the terms on
which shareholders affiliate with managers. These typically involve shareholder rights to
enter and exit their ownership in the firm on fair terms. The strategies are not limited to
reducing the agency problem between shareholders and managers, but can also be
deployed to address other agency problems (e.g. between minority and majority share-
holders or between shareholders and creditors).

The analysis of regulatory provisions within the framework of the above governance
strategies enables us to understand better how corporate law works in a particular coun-
try and which strategies regulators adopt to achieve their goals. Hence, we classify the
regulatory provisions (i) by type of agency problems and (ii) by governance strategies
within each type of agency problem. We model our corporate governance indices as a
sum of sub-indices that indicate the scope of legal protection through different
strategies.

Regulatory Provisions Addressing Management-Shareholder
Relations

When shareholders have limited power, agency problems may be substantial: manage-
ment may then pursue their own interests (among others: corporate growth at the expense
of value creation, excessive remuneration, value-reducing mergers and acquisitions
(M&As) or a so-called “empire building” strategy). These managerial objectives may be
detrimental to shareholders’ interests (which is corporate value or getting a fair return on
their investment). To assess the relative shareholder power granted by law, we study the
regulatory provisions that aim at mitigating managerial opportunistic behavior.

The appointment rights strategy

Appointment and replacement rights enable shareholders to shape the basic structure,
power, and the composition of a firm’s internal governance structure. Voting rules and
requirements on the board’s composition are the main components of these shareholder
rights.

Among voting rules, we distinguish between requirements for nomination to the
board by shareholders, voting procedures (whether or not proxy voting by mail is
allowed, whether or not shareholders are required to register and deposit shares prior to
the general meeting), and restrictions imposed on the length of directors’ contracts.
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With their right to elect directors, shareholders can affect the composition of the board.
This power should ensure the board’s responsiveness to shareholder interests. Some
jurisdictions like the Netherlands restrict shareholders™ election power in order to
ensure the representation of labor interests in the boardroom. However, labor represen-
tation may erode shareholder power. A similar problem arises when a jurisdiction man-
dates employee representation on the board (as is the case in Germany, Luxembourg,
and Norway). The presence of employee representatives (“codetermination”) on the
board reduces the power of directors elected by shareholders which may make it more
difficult for them to implement corporate strategies in the best interest of shareholders.

Whereas codetermination redistributes the power from shareholders to employees,
cross-shareholdings between two firms increase the relative power of management,
Company’s shares held by its subsidiary (or a firm in which the company has a control-
ling stake) are typically more under the discretion of the company’s management. The
management may use these shares to affect corporate decisions that are to be approved
by the shareholder assembly (board members’ election, in particular) to its own benefit.
This makes the agency problems between management and shareholders more severe.
Regulatory restrictions on cross-shareholdings are seen as an instrument mitigating
these potential distortions. We expect shareholder interests to be better protected in
countries where cross-shareholdings are addressed at the regulatory level and limits are
imposed on share stakes held by subsidiaries in their parent firms.

When shareholders cannot vote by mail and are required to register and/or deposit
shares prior to the meeting, their participation in the election of board directors may be
substandard and may augment inside managers’ power to appoint their own candidates.
The requirement to register and block shares several days prior to a general meeting is
seen as a barrier for many shareholders to participate in the meeting, and decreases
shareholders’ participation in corporate decision-making. Therefore, we consider the
election rules that enable shareholders to send their votes by mail and prohibit compa-
nies from requiring share deposits prior to the meeting as instruments that ensure bet-
ter representation of the shareholder interests in the boardroom.

Restrictions on the length of managerial contracts encourage shareholders to assess
managerial performance on a regular basis and replace board members when they do
not satisfy shareholder requirements. Long-term contracts with board members are
seen as a barrier to replace inefficient directors. The shorter the contractual tenure, the
more incentives directors have to act in the interest of shareholders in order to be re-
elected for another term. In countries where the mandatory frequency of director rota-
tion is high, the management-shareholder conflict of interest is likely to be less
pronounced.

We consider the regulatory provisions mentioned above to be important legal mecha-
nisms that grant shareholders appointment and replacements rights. We therefore qnan-
tify these provisions into an index capturing the efficiency of appointment and
replacement rules that align the interests of management and shareholders. The compo-
nents of the index and their coding are given in Table 5.1. A higher index score indicates
higher likelihood that management acts in the interest of shareholders.

Table 5.1. Methodology employed to construct corporate governance regulation indices

32) reflects the shareholders’ ability to mitigate managerial opportunistic behavior. The index is constructed

1. The shareholder rights protection index (Max

by combining the following 4 sub-indices:

1.1 The appointment rights index (Max = 12)is based on the rules to appoint and replace executive and non-executive directors. It measures the degree of

alignment of the interests of management and shareholders. The regulatory provisions are quantified as follows:

= Employee representation: O if required, 2 if not

= Nomination to the board by shareholders: 2 if required, O if not

= Tenure on the board: 0 if more than 4 years, 1if 4 years, 2 if less then 4 years

= Cross-shareholdings:

o Cross-shareholdings between 2 independent companies: 1 if regulated, 0 if not

0 Maximum shareholding of a subsidiary in its parent company: 1 if regulated, O if not

» Election rules:

0 Proxy voting by mail: 2 if allowed, O if not

o0 Requirement to Deposit/Register shares prior to a general meeting:

= Bearer shares: 0 if deposit is required, 1 if only registration of shares is required, 2 if none is required

=> Nominal shares: 0 if deposit is required, 2 if deposit requirement is forbidden

8) captures the shareholders’ ability to mitigate managerial discretion. The decision rights index cover regulatory provisions

1.2 The decision rights index {Max
that mandate direct shareholder decision-making. The regulatory provisions are quantified as follows:

= Shareholders' approval of anti-takeover defense measures: 2 if required, 0 if not

= Shareholders' approval of preemption rights: 2 if required, 0 if not

= Percentage needed to call for extraordinary meeting: O if no rule or more than 20%, 1 if 20% or less but more than 5%, 2 if 5% or less

» Voting caps: 0 if allowed, 2 if not

-

ovisions are

5)measures the efficiency of the board of directors in monitoring the actions of CEQs. The following regulatory pr

1.3 The trusteeship index (Max

quantified as follows:

= Board independence:

o 2 if CEQ cannot be the chairman of the board of directors (in 1-tier board structure), O otherwise

o 2 if the overlap between management and supervisory board is forbidden (in 2-tier board structure), 0 otherwise

(continued)



Table 5.1. Continued

* Employee representation: 0 if required, 2 if not
* Separate board of auditors: 1 if required, 0 otherwise

1.4 The transparency index (Max = 7) is based on the quality of information about company, its ownership structure, and management available to investors
* Requirement to disclose managerial compensation: 0 if not required, 1 if required on aggregate basis, 2 if required on individual basis
* Requirement to disclose any transactions between management and company: 2 if required, 0 if not
= Frequency of financial reports: O if once per year, 1 if twice per year, 2 if more than twice per year
= Comply or explain rule: 1 if the requirement is present, 0 otherwise
The higher each index, the better is the protection of the sharehaolders.

2. The minority shareholders protection index (Max = 27} is based on the regulatory provisions aimed at increasing the relative power of the minority shareholders
in a context of strong majority shareholders. The index is constructed by combining the following 4 sub-indices:

4.1 Minority shareholders appointment rights index (Max = 5} is based on the appointment rights that can be used to protect minority shareholders. These include

rights to reserve seats on the board of directors for minority shareholders or to limit voting power of large shareholders. The regulatory provisions are quantified as
follows:

= Minority representation on the board: 2 if required, O otherwise
* Voting caps limiting power of large shareholders: 1 if voting caps are allowed, 0 if no.
* One-share-one-vote rule: 0 if both muitiple voting rights and non-voting shares are allowed; 1 if one of the two is aliowed: 2 if none is allowed

4.2 Minority shareholders decision rights index (Max = 4) captures the ability of minority shareholders to affect fundamental corporate transactions that require a
shareholder vote. The regulatary pravisions are quantified as foliows:
* Supermajority requirement for approval of major company's decisions: Q if 50% or less; 1 if more then 50% but less then 75%: 2 if 75% or more

® Percentage needed to call for extraordinary meeting: 0 if the rule is not present or required percentage is 20% or more; 1 if the required percentage is between
20 and 59%; 2 if the percentage is 5% or less

4.3 The minority shareholders trusteeship rights index (Max = 4] indicates the extent to which the board of directors serves as a trustee for minority shareholder, i.e.
the directors are independent from the firm's controlling shareholders. The regulatory provisions are quantified as follows:
= Nomination to the board by shareholders: 2 if shareholders voting to elect non-executive directors is not required (2-tier boards); O if required or 1-tier board

* Board independence: 2 if CEO cannot be the chairman of the board of directors {in 1-tier board structure) or if the overlap between management and
supervisory board is forbidden {in 2-tier board structure), 0 otherwise

14) groups the remaining regulatory provisions aimed at protecting minority shareholders: the

4.4 The minority shareholders affiliation rights index (Max = ry and exit on fair terms. The regulatory provisions are quantified as foltows:

principle of equal treatment (or shared returns} and rights for ent
= Equal treatment rule: 2 if required, 0 ifpot
» Mandatory disclosure of large ownership st

506 or more {less then 10%); 3 if less then 5% . .
« Mandatory bid rule: 0 if not required; 1 if 50% or control; 2 if between 50 and 300/9, 3 .lf 30% or les\s\,N
s Sell-out rule: The squeeze-out rule is used as a proxy for the sell-out rule (assurqpt;on. sell-out li 300/ o

terms as squeeze-out): 0 if no squeeze-out; 1 if squeeze-out at 95% or more; 2 if squeeze-out a o

= Minority claim: 0 if no; 1if 10% or more; 2 if 5% or more; 3 if less then 5%

» Breakthrough rule: 1 if required; 0 if not ' o
The higher each index, the better is the protection of the minority shareholders

i i ession of collateral,
3. The creditor rights protection index (Max = 5} is based on regulatory provisions that allow creditors to force repayment more easily, take posses:
. The credi il s :

or gain control over firm in financial distress. The regulatory prov:su.)ns'are qugntme_d as fqllows. o snizaton + iqidation aptior

» Debtor-oriented versus creditor-oriented code: 1 if no reorganization option (hqu(ldatngn on_ly); |dr<)3%rrg“qwdation e uitation codl; 0 therwis

. i i i iged i ization {if debt-orient code h
i on the assets: 1 if no automatic stay is obliged in reorganization (if det Jor ation tode:
: /S\uto::ztlccreséic\érs are ranked first: 1 if secured creditors are ranked first in the hqmdatlop procedure; 0 |.f govemme'nt ?n: eor(rjws)l%\/reﬁ;ji;aﬁon e eatore
Ce:snor approval of bankruptey: 1if creditor approval is required to initiate reorganization procedure (if debtor-oriented ¢
= Cr :

liquidation code); O otherwise ootherothervyisef
= Appointment of official to manage reorganization :
liquidation procedure {if liquidation code).; 0 otherwise .
The higher each index, the better is the protection of the creditors

akes: O if disclosure is not required or the minimum percent is 25% or more; 1 if 10% or more (less then 25%); 2 if

ays in place if squeeze-out is adopted, with the same

Jliquidation procedure: 1 if it is required by law in a reorganization procedure (if debtor-oriented code) or a
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The decision rights strategy

The right to participate in corporate decisions enables shareholders to effectively moni-
tor the management and prevent the misuse of corporate assets, However, due to coordi-
nation problems, (atomistic) shareholders are unable to participate in daily
decision-making but can only be expected to weigh on major corporate decisions (e.g.
the use of takeover defense measures, new equity issues, and mergers and acquisitions).
Shareholders have the power to affect these activities if corporate legislation grants them
pre-emption rights, rights to approve the adoption of anti-takeover measures, and rights
to call for an extraordinary general meeting.

Hostile takeovers constitute a real threat of losing their jobs for corporate managers.
Therefore, managers may be unduly tempted to implement takeover-defense measures
that discourage potential buyers from taking over the company, even if this violates
shareholders’ interests. The shareholders’ right to approve anti-takeover measures is a
mechanism that mitigates managerial discretion over the firm’s cash flows. Pre-emption
rights can also be considered as an anti-takeover mechanism; therefore a shareholders’
vote on their approval is required to lessen managerial discretion,

Shareholders disagreeing with certain managerial decision should have the right to
call an extraordinary general meeting. The lower the minimum percentage needed to
call such a meeting, the easier shareholders can intervene in critical situations and
present their concerns about any mismanagement of the company.

A major shareholder in a firm typically has a decisive power and strong incentives to
monitor management and replace it in poorly performing companies (Franks et al.,
2001). Bolton and von Thadden (1998) argue that the advantage of monitoring by block-
holders is that it takes place on an ongoing basis. In contrast, disciplining by atomistic
shareholders only occurs in crisis situations. If the interests of the major shareholder
coincide with those of minority shareholders, managerial-shareholder conflicts of
interest are likely to be mitigated by blockholder monitoring. However, an introduction
of voting caps may reduce major shareholders’ power to affect corporate decisions and
may hence weaken the monitoring of management. Therefore, a regulation prohibiting
voting caps can be considered as an additional mechanism to reduce managerial
opportunism.

Using the regulatory provisions discussed, we construct a decision rights index that
captures the legal power of shareholders to participate in corporate decision-making.
A higher index score (Table 5.1) indicates that managers have less discretion.

The trusteeship strategy

Another way for shareholders to monitor corporate managers (indirectly) is through the
appointment of directors on the board. The board’s independence from the management
is essential. In practice, two board models are used: one-tier and two-tier board struc-
tures. Under the two-tier board, the governance functions are granted to a supervisory
board (a board consisting of non-executive directors) which monitors top management
assembled in the management board. In a unitary board system, both top management
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and non-executive directors make up the board. In order to guarantee board independ-
ence, overlap between the management and supervisory boards in two-tier systems is
restricted. In a one-tier system, the CEO is usually forbidden to hold the position of chair-
man simultaneously. Separating the executives’ and non-executives’ roles on the board
enhances the monitoring of management.  f

In virtually all countries, part of the (supervisory) board comprises the audit commit-
tee. The audit committee should be chaired by a non-executive director and is the ulti-
mate anti-fraud committee in a firm. It has authority over the non-executive directors,
can ask for all internal information, and employees suspecting fraud can contact them.
All listed companies are also required to have their books audited by an external audit
firm. In addition, some countries also require companies to establish a separate board of
auditors (e.g. Italy). The main purpose of the board of auditors, which consists of people
who do not serve as non-executive directors, is to ensure that the management provides
sufficient and truthful information about all corporate activities to regulatory authori-
ties and shareholders. As such, it facilitates monitoring by the market and thereby con-
tributes to improvements in the management-shareholder relationship. In contrast,
employee representation on the board is likely to have a negative effect on the manage-
ment-shareholder relation. Labor interests are often in conflict with those of company’s
shareholders. Lack of consensus on corporate strategy, caused by a conflict of interest
between directors representing employees and shareholders, increases the discretion of
the management to implement corporate policies to their own benefit. Therefore,
employee representation on the board is considered to be harmful to shareholders.

Transparency

Transparency regulation aims to improve the quality of information about the company
and the management. It should be noted that the intention of this legal strategy is not to
improve the quality of the accounting procedures as these are usually not incorporated
in corporate law but are set by accounting standards boards. More disclosure increases
the informativeness of the market on e.g. corporate policies and contracts directly
related to the management. More specifically, corporate legislation regulates the extent
to which information is released on the managerial compensation package (on an aggre-
gate or individual basis) and the requirement to disclose any transactions between man-
agement and company (e.g. consulting contracts, interest-free loans) (Goergen and
Renneboog, 2011). Most listed companies have introduced remuneration committees—
forced by law or a code of good governance. These committees should advise the board
on compensation packages offered to executive directors. It goes without saying that
conflicts of interest should be avoided by not including executive directors on the com-
mittee (Renneboog and Zhao, 2011). The quality of transparency is more reliable when
the law or the stock exchange regulations include a comply-or-explain principle. It is
important that codes of best practice—which exist in almost every country—are legally
enshrined,

Therefore, we collect information on the following transparency provisions: (i) require-
ment to disclose managerial compensation on an aggregate or individual basis; (ii) require-
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ment to disclose any transactions between management and the company; (iii) frequency of
financial reporting (annually, semi-annually, quarterly); and (iv) the presence of comply-or-
explain rules. We quantify these provisions into the transparency index. A higher index score
(Table 5.1) reflects more transparency about corporate and managerial activities and profits.

REGULATORY PROVISIONS ADDRESSING
MAJORITY-MINORITY SHAREHOLDERS’
RELATIONSHIP

We also study the relative power of the minority shareholders, which is particularly impor-
tant when strong majority shareholders are present. This aspect of corporate governance is
particularly important in Continental Europe where most of the listed firms are closely
held, with one shareholder (group) often controlling a majority of the voting rights. In a
firm with concentrated ownership, it is possible that the dominant shareholder influences
managerial decisions to his own benefit and at the expense of minority shareholders. The
minority shareholder legal protection rests on the regulatory provisions that increase the
relative power of the minority shareholders and reduce the private benefits of control that
the controlling blockholder can exploit to the detriment of these shareholders. In this
respect, the vital rules are the direct minority shareholder rights (board representation,
minority claims, extraordinary general meetings, blocking minorities), the one-share-
one-vote principle (dual class shares, voting caps, breakthrough rule, and equal treatment
principle), ownership transparency, and relative power in case of a takeover threat.

Appointment Rights Strategy

The appointment rights strategy aims at protecting minority shareholders as it gives
minority shareholders a say in the appointment of the management and the internal
governance system (the body of non-executive directors). The most straightforward
legal approach is to grant minority shareholders a right to nominate their representative
to the board. This director is independent of large blockholders and monitors the man-
agement in order to prevent it from acting to the benefit of large shareholders only.
Additional legal solutions aimed at increasing the power of minority shareholders
when a strong blockholder is present include the use of voting caps and adherence to the
one-share-one-vote principle. Voting caps curb the voting power of the large share-
holder and hence reduce his influence on managerial actions, leaving more scope for
minority shareholders to participate in corporate governance. The one-share-one vote
principle aligns the blockholders’ cash flow and voting rights. Issuing dual class shares
or non-voting shares allows some shareholders to accumulate contro] while limiting
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their cash investment. A ban on deviating from the one-share-one-vote principle should
discourage the accumulation of controlling blockholdings, as this makes them relatively
more expensive than when deviation from the principle is allowed (Goergen et al.,
2005). Less power concentration in the hands of large blockholders improves the status
of minority shareholders in the firm and their role in the firm’s corporate governance.
Overall, we expect the following regulatory provisions of an appointment rights strat-
egy to contribute to minority shareholder protection: (i) mandatory minority share-
holder representation on the board; (ii) rules that allow voting caps to be applied; and
(iii) a ban on dual class shares (non-voting and multiple-votes shares). We quantified
the use of these regulations in our minority shareholders appointment rights index. A
higher index score (Table 5.1) reflects that the law upholds the rights of minority
shareholders, A

The Decision Rights Strategy

The most powerful regulatory strategy to enable minority shareholders to participate in
the governance of their firm is to grant them strong decision rights. This is achieved either
by introducing the need for supermajority approval of major corporate decisions such
that minorities who own a combined blocking minority are able to block corporate poli-
cies that may harm their interests. Therefore, the higher is the majority percentage the
law requires for a corporate decision to be approved by shareholders, the more powerful
are the minority shareholders. Regulations that grant shareholders the right to call for an
extraordinary meeting may also strengthen minority shareholders’ incentives to monitor
management. The level of protection depends on the minimum percentage of share capi-
tal ownership required to call for an extraordinary shareholders’ meeting. The lower the
percentage, the more easily minority shareholders can express their concerns to the com-
pany’s management. We quantify the two types of legal provisions discussed above into
the minority shareholders decision rights index. A higher index score (Table 5.1) reflects
more power for minority shareholders to affect corporate decisions.

The Trusteeship Strategy: Independence of Directors
from Controlling Shareholders

The right to elect directors to the board gives large shareholders the opportunity to
affect board composition as well as the board’s decisions. This may harm the interests
of minority shareholders. Some jurisdictions, like the Netherlands, restrict the elec-
tion power of shareholders such that large shareholders’ influence on the board's deci-
sion-making process is limited. Consequently, potential opportunistic behavior by
the large blockholder is strongly reduced, thereby increasing the protection of small
shareholders.
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We quantify the provisions open to the trusteeship strategy into the minority share-
holders trusteeship rights index. A higher index score reflects that the board of directors
acts more independently of the controlling shareholder and hence is more accountable
to minority shareholders (Table 5.1).

The Affiliation Rights Strategy

Our final, but probably most powerful strategy of corporate law to enhance the power of
minority shareholders is to provide them with entry and exit rights on fair terms. Most of
the regulatory provisions of this category are part of the takeover regulation. The relevant
clauses include the mandatory bid, the principle of equal treatment of shareholders, the
sell-out rule, and the breakthrough rule. The mandatory bid rule requires the acquirer to
make a tender offer to all the shareholders once she has accumulated a certain percentage
of the shares. The mandatory bid requirement is justified on the grounds that an investor
who obtains control may be tempted to exploit private benefits of control at the expense of
minority shareholders. As such, the role of the mandatory bid rule is to protect minority
shareholders by providing them with an opportunity to exit at a fair price. The principle of
equal treatment complements the mandatory bid rule by requiring controlling sharehold-
ers, the management, and other constituencies to treat all shareholders within each indi-
vidual class of shares equally. Although the principle of equal treatment constitutes an
important principle of corporate governance regulation with respect to any type of corpo-
rate activities, it is particularly important in takeovers where the possibilities of violations
of the rights of minority shareholders are far-reaching. The equal treatment principle man-
dates an acquirer to offer minority shareholders an opportunity to exit on terms that are no
less favorable than those offered to shareholders who have sold a controlling block. Both
the mandatory bid rule and the equal treatment principle have received wide recognition
at the regulatory level in European countries. An article on the breakthrough rule was
included in the European directive on mergers and acquisitions, but virtually all European
countries have opted out of this article (see Goergen et al., 2005).

A minority claim is another legal device that grants shareholders the right to exit a
company on fair terms when they fear that their rights are expropriated. Some regula-
tions stipulate a minimum (combined) percentage which enables shareholders to launch
a minority claim. The lower the percentage of ownership required, the easier it is for
shareholders to use minority claim rights to challenge important managerial decisions.

A fundamental element of corporate governance that provides minority shareholders
with the entry right consists of the disclosure of voting and cash flow rights. Information
about major share blocks allows the regulator, minority shareholders, and the market to
monitor large blockholders in order to avoid the latter extracting private benefits of con-
trol at the expense of other stakeholders. In other words, transparency minimizes poten-
tial agency problems ex ante. Moreover, transparency allows the regulator to investigate,
for instance, insider trading or self-dealing by large blockholders.
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The legal devices that provide minority shareholders with the right to entry and exit
on fair terms are quantified into a minority shareholders affiliation rights index. A higher
index score reflects the fact that the expropriation of minority shareholders by the con-
trolling blockholder is less likely (Table 5.1).

L 4
REGULATORY PROVISIONS AIMED AT CREDITOR
RIGHTS PROTECTION

Creditor protection hinges on the regulatory provisions that allow creditors to force
repayment more easily, take possession of the collateral, or even gain control over a firm.
We closely follow the LLSV approach to assess the efficiency of national bankruptcy and
reorganization laws in terms of protecting the interests of creditors from being dis-
missed by managers acting in the interest of shareholders. LLSV argue that creditors are
less vulnerable to the opportunism and negligence of managers (shareholders) when the
law empowers them with the right to pull collateral from a firm without waiting for the
completion of the reorganization procedure; when they are ranked first in the distribu-
tion of the proceeds that result from the disposition of the assets of a bankrupt firm; and
when they have the decision power to approve or veto the reorganization (liquidation)
procedure initiated by management (shareholders). The protection of creditor rights
also increases when the law requires the court or the creditors to appoint an independ-
ent official responsible for the operation of the business during the reorganization (or
liquidation) procedure.

We complement the LLSV set of regulatory provisions on creditor rights protection
by emphasizing the difference between creditor-oriented and debtor-oriented insol-
vency codes. A creditor-oriented code is a pure liquidation bankruptcy code according
to which an insolvent company (or its creditors) has to initiate a liquidation procedure
and all of the company’s (bankrupt) property is claimed in the interest of the creditors.
The key point of a pure liquidation bankruptcy code is that it does not provide for the
possibility of a reorganization procedure, such that the insolvent company has to be
declared bankrupt and its assets sold on behalf of the creditors. In contrast, a debtor-
oriented code incorporates a reorganization option which may enable the company to
continue its operations after restructuring. The purpose of the reorganization is to ena-
ble companies in financial distress, but with prospects of continued profitable activity, to
restructure without resorting to bankruptcy. Asset restructuring usually also involves
financial restructuring, whereby creditors write down their claims. Examples of debtor-
oriented codes are the Chapter 11 procedure in the US and the administration procedure
in the UK. As insolvency codes that facilitate corporate reorganization focus on corpo-
rate survival which leads to substantial write-downs of creditor claims, the (more sen-
ior) creditors may lose more in debtor-oriented codes than in creditor-oriented ones. A
higher index score (Table 5.1) signifies stronger creditor rights.
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Evolution of Corporate Governance

Regulations around the World

It is important to realize that good governance regulations are not sufficient by them-
selves. The enforceability of regulation and effectiveness of the courts are crucial and
should be taken on board when evaluating corporate governance regulation, as we have
argued. Moreover, the effectiveness and relevance ofregulation also depends on the con-
trol structures of firms, as proxied by the voting power derived from stock ownership.
Heterogeneity in corporate governance regulation is hence not necessarily bad since the
effectiveness of rules depends on the institutional context (McCahery and Renneboog,
2002; Burton et al., 2010). We amalgamate the information presented so far and show
how the protection of shareholders, minority shareholders, and creditors has evolved
over time, but we first sketch in the next subsection the context of corporate governance
regulation by showing how ownership concentration differs across countries.

Ownership Structure around the World

The need to reform corporate governance regulation may be differentin each countrybecause
of the differences in control structures. The stakeholder-based regime prevails in most of
Continental Europe and is characterized by majority or near-majority holdings ofstock held
by one shareholder or a small group ofinvestors. In contrast, the shareholder-based system of
the US, UK, and the Republic of Ireland is characterized by a dispersed equity structure.
Although the difference in ownership between Continental Europe, on the one hand, and the
UK, US, and Ireland, on the other, is remarkable, there is still variation in the percentage of
companies under majority or blocking minority control across Continental European coun-
tries (see Figure 5.1). Figure 5.2 reports that the percentage of Continental European compa-
nies controlled by investorsowning ablocking minority ofat least 25 percentisvery high.

The Protection of Shareholder Rights

We develop two indices capturing the protection of shareholder rights: an “anti-direc-
tors” right index employing the LLSV methodology and a broader index. While the
former captures a limited set ofcriteria, the broader shareholder rights index also meas-
ures the shareholders’ power to appoint directors, shareholder decision power, the board
structure, and the information available to shareholders. Figure 5.3 shows the updated
“anti-directors” right index of LLSV. We classify all countries into six groups according
to their legal origin and economic development. Countries from the former communist
block are classified according to their (staged) accession to the European Union, as this
event has had an important impact on their legislative reforms prior to the accession.
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figure 5.1. Percentage of listed companies under majority control

Source: Faccio and Lang (2002) for European countries with law of English, German, French, and Scandinavian origin;
Barca and Becht (2001) for the US; and the ECGI project “Corporate Governance & Disclosure in the Accession
Process” (2001) for the EU accession countries.

figure 5.2. Percentage of listed companies with a blocking minority of at least 25 percent

Data source: Faccio and Lang (2002) for European countries with law of English, German, French, and Scandinavian
origin; Barca and Becht (2001) for the US; and the ECGI project “Corporate Governance & Disclosure in the
Accession Process” (2001) for the EU accession countries.
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All countries (31)

English legal origin (3)
French legal origin (8)
German legal origin (3)
Scandinavian legal origin (5)
EU Accession 2004 (9)

EU Accession 2007 (3)

figure 5.3. Anti-director index based on LLSV: total index

Notes: The countries are categorized based on their legal origin and based on the EU enlargement process,
‘the countries belong to these types: English legal origin (Republic of Ireland, UK, and US); German legal
origin (Austria, Germany, Switzerland); French legal origin (Belgium, France, Greece, Italy, Luxembourg,

Netherlands, Portugal, and Spain), Scandinavian legal origin (Denmark, Finland, Iceland, Norway, and
Sweden), 2004 EU Accession (Czech Republic, Cyprus, Estonia, Hungary, Latvia, Lithuania, Poland, Slovenia,
and Slovak Republic), 2007-9 likely EU Accession (Bulgaria, Croatia, and Romania).

The x -axis shows the mean value of each index.

Source: Martynova and Renneboog (2011).

Figure 5.4 shows the dynamics in the protection ofshareholder rights captured by our
shareholder rights protection index and reveals that in virtually every European country
significant changes in corporate law have been implemented since 1990. Nonetheless,
the countries of English legal origin remain the leaders in terms of the quality of share-
holder protection. However, in the meantime, the French legal origin countries have
evolved and reach a level close to the English origin standard. The lowest level of inves-
tor protection is nowadays observed in countriesofGerman and Scandinavian legal ori-
gins, aswell as in the countries which joined the EU in 2004.

The countries achieving the strongest improvement in their legal environment over the
period 1990 to 2005 are the former communist-bloc countries that have recently joined the
EU, whereas the least improvement is observed in Scandinavian countries (where share-
holder protection has even decreased somewhat). The EU accession process has had an
important impact on legislative reforms in Bulgaria, Croatia, and Romania. However, as dis-
cussed, one needs to put the shareholder protection index in perspective; an improvementin
shareholder protection may not be meaningful ifthe enforcement of these rights in courts is
difficult. This may be particularly difficult in Italy, and in Central and Eastern Europe.
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EU Accession 2007 (3)

figure 5.4. Shareholder rights protection index methodology: total index

Notes: The countries are categorized based on their legal origin and based on the EU enlargement process.
The countries belong to these types: English legal origin (Republic of Ireland, UK, and US); German legal
origin (Austria, Germany, Switzerland); French legal origin (Belgium, France, Greece, Italy, Luxembourg,

Netherlands, Portugal, and Spain); Scandinavian legal origin (Denmark, Finland, Iceland, Norway, and
Sweden); 2004 EU Accession (Czech Republic, Cyprus, Estonia, Hungary, Latvia, Lithuania, Poland, Slovenia,
and Slovak Republic), 2007-9 likely EU Accession (Bulgaria, Croatia, and Romania).

The x-axis shows the mean value of each index.

Source: Martynova and Renneboog (2011).

Figures 5.5 through 5.8 dissect the shareholder protection index of Figure 5.4
into appointment rights, decision rights, trusteeship, and transparency sub-indi-
ces. For each of these constituting elements, there are striking differences across
legal origins. Whereas the German origin countries and the EU 2004 accession
countries focus on reforms that provide shareholders with more decision rights in
the firm (see Figure 5.6), countries of English legal origin and those countries of
the 2007 EU accession direct their reforms to the establishment of a trusteeship
relation (a board of directors representing the interest of shareholders; see Figure
5.7). A strategy that all countries deploy to improve shareholder protection is to
provide investors with more transparency. Figure 5.8 shows dramatic changes in
overall transparency standards. Introducing (more strict) disclosure regulation is
likely to affect the broader corporate governance system because it reduces the pri-
vate benefits of control to major blockholders and also helps investors to monitor
the management better. This may induce further convergence toward a share-
holder-based corporate governance regime with dispersed ownership and control
structures and strong shareholder protection.
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All countries (31)

English legal origin (3)
French legal origin (8)
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EU Accession 2007 (3)

figure 5.5. Shareholder rights protection index by legal origin: appointment rights sub-index

Note: For the classification of legal origins, see notes to Figures 5.3 and 5.4. The x-axis shows the mean value
of the index.

Source: Martynova and Renneboog (2011).

The Protection of Minority Shareholder Rights

Fewer regulatory changes have taken place in the protection of minority shareholders
since 1990. Figure 5.9 exhibits the changes in the minority shareholder rights protection
index by legal origin. The problem of the misalignment of interests between minority
and majority shareholders has been addressed at a regulatory level in almost all coun-
tries with the exception of the US, the Netherlands, and Spain. Countries of French and
German legal origin and former communist countries are the leaders among the reform-
ers, whereas English and Scandinavian legal origin countries are much less involved in
the reforms (Figure 5.9). Until the late 1990s, the highest level of minority protection
was observed in countries of English legal origin, but nowadays the level of minority
rights protection is relatively similar across all countries, with only the Scandinavian
countries lagging somewhat behind.

We also dissect the minority shareholders protection index into three parts: an
appointment rights, decision rights, trusteeship, and affiliation sub-index. As in the case
of the shareholder rights protection index, countries are able to achieve an increase in
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figure 5.6. Shareholder rights protection index by legal origin: decision rights sub-index

Note: For the classification of legal origins see notes to Figures 5.3 and 5.4. The x axis shows the mean
value of the index.

Source: Martynova and Renneboog (20x1).

minority shareholder protection using different strategies (see Figures 5.10 to 5.13). The
appointment rights, decision rights, and trusteeship strategies are mainly employed by
the EU 2004 and EU 2007 accession countries and by only a few countries of French and
Scandinavian legal origins (ltaly, Finland, and Iceland). In these countries, the relative
power of minority shareholders vis-a-vis a strong blockholder has been increased by
stronger board representation, blocking minorities, minority claims, and voting caps.

The affiliation strategy is pursued in virtually all countries to improve minority pro-
tection (see Figure 5.13). It is associated with granting minority shareholders the right to
entry into and exit from the company on fair terms. The entry right is strengthened by
the introduction of (more strict) disclosure requirements regarding corporate control
structures and managerial activities. This should make investors aware ofthe firmsgov-
ernance structure and potential agency problems before they decide to buy a firm’
shares. Reforms of takeover regulation, introduction of the principle of the equal treat-
ment of shareholders, mandatory bid, and sell-out rules in particular enable minority
shareholders to exit without being expropriated.

An increase in the power of minority shareholders when a large blockholder is present
in the firm reduces the private benefits of control of this blockholder, which may lead to
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Source: Martynova and Renneboog (2011).

more ownership dispersion. Therefore, one could expect a shift toward more dispersed
ownership in the leading reformers in the area of minority shareholder protection,
namely: the French and German legal origin countries and the former communist coun-
tries. To conclude, on this aspect of corporate governance too, we observe more conver-
gence toward a shareholder-based system with lower ownership concentration.

The Protection of Creditor Rights

Figure 5.14 reports the evolution of the legal environment with respect to creditor rights
protection. Strikingly, we find that countries have very different perspectives on the pro-
tection ofcreditor rights. There are three different scenarios: first, in countriesofFrench,
German, and Scandinavian legal origin creditor protection has weakened significantly.
Second, former communist countries have in contrast moved toward more creditor pro-
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Source: Martynova and Renneboog (2011).

tection. Finally, English legal origin countries have abstained from reforming their
bankruptcy and reorganization legislation and currently have a system which is least
protective for creditors.

Most ofthe French, German, and Scandinavian legal origin countries have reorgan-
ized their bankruptcy legislation by introducing a reorganization procedure that ena-
bles companies to restructure their debts and escape liquidation. By the late 1990s, a
large majority of Continental European countries (with the exception of the former
communist bloc) have a debtor-oriented corporate insolvency code that includes two
tracks: a reorganization part (e.g. administration in the UK) and a pure liquidation
code (e.g. receivership in the UK). Itis not in fact surprising that in a number ofcoun-
tries creditor protection has diminished, since one can observe an increase in share-
holder protection in these countries. We believe that the lack ofa well-developed equity
market is one of the main reasons for regulators of EU accession countries to increase
creditor protection. Better protection of creditors reduces the costs of debt financing,
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Source: Martynova and Renneboog (2011).

which isessential for companies in such countries. Further equity market development
in these countries may lead to a new wave ofbankruptcy law reforms, which will reduce
creditor rights.

Conclusion

This chapter performs a comparative analysis of the corporate governance legal regimes
and their evolution in 30 European countries and the US. The analysis is based on a
unique corporate governance database that comprises the main changes in corporate
governance regulations over the period 1990 to 2005. We develop three new corporate
governance indices that reflect the quality of national laws aimed at protecting (i) corpo-
rate shareholders from being expropriated by management; (ii) minority shareholders
from being expropriated by large blockholders; and (iii) creditors from being expropri-
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figure 5.10. Minority shareholder rights protection index by legal origin: appointment rights
sub-index

Note: The x-axis shows the mean value of the index.

Source: Martynova and Renneboog (2011).

ated by shareholders. We further dissect these indices along various dimensions of regu-
lator strategies (as captured by e.g. the sub-indices expressing relative decision power,
appointment rights, trusteeship, and corporate transparency). We find that, in contrast
to the LLSV ranking system, our new governance indices capture a broader scope of
corporate governance regulation reforms and their dynamics.

Time-series analysis of the newly constructed indices reveals that virtually every
country from our sample has been involved in substantial changes in their corporate
legislations since 1990. The changes relate to all three major types of agency prob-
lems. The improvement of corporate transparency has been adominant legal strategy
across countries to address both the protection of shareholders from the misuse of
corporate assets by managers, and the protection of minority shareholders from
expropriation by a strong blockholder. A large majority of Continental European
countries also strengthened protection of minority shareholders in their takeover
regulations.
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figure 5.11. Minority shareholder rights protection index by legal origin: decision rights
sub-index

Note: For the classification oflegal origins, see notes to Figures 5.3 and 5.4. The x-axis shows the
mean value of the index.

Source: Martynova and Renneboog (2011).

We also detect some differences in the patterns of legal reforms across countries. For
instance, in their attempts to improve shareholder protection, German legal origin and
EU 2004 accession countries focus on reforms that provide shareholders with more
decision rights in the firm, while countries of English legal origin (and those of the EU
2007 accession) direct their reforms to representation ofinvestors on the board ofdirec-
tors (trusteeship) and effective monitoring by boards. Furthermore, countries have very
different perspectives on how to deal with financial distress and bankruptcy. Whereas
French, German, and Scandinavian legal origin countries put less emphasis on creditor
protection, former communist countries move in the opposite direction and strengthen
creditor protection. Countries of English legal origin have not modified their bank-
ruptcy and reorganization codes.

While the varying degrees of creditor protection that were recently introduced in
national bankruptcy laws show that the global convergence of legal systems toward a
single system of corporate regulation is unlikely, there are still signs of increasing con-
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Source: Martynova and Renneboog (2011).

vergence by national corporate governance regulations toward a shareholder-based
regime when the protection of (minority) shareholders is considered. The recent legisla-
tive changes in countries of French and German legal origin may bring about more own-
ership dispersion in time. A stakeholder-based system is likely to be maintained in
Scandinavian and former communist countries. Over the past 15 years, Scandinavian
countries have substantially lagged behind other West European countries in terms of
increasing the level of (minority) shareholder rights protection, such that their legal
reforms may be insufficient to induce changes in corporate control. In contrast to
Scandinavian countries, the former communist countries have undertaken dramatic
revisions of their national corporate legislation in order to guarantee (theoretically)
more (minority) shareholder protection. However, the ownership structure is unlikely
to evolve toward more dispersion because their reforms also augment creditor rights in
case offinancial distress. This regulatory choice may discourage the development ofeffi-
cientequity markets and hence changes in corporate control.

Countries of English legal origin still provide the highest quality of shareholder pro-
tection. In the meantime, many Continental European countries have improved their
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legal system up to the standard set by the English legal system. Whether and to what
extent these reforms will lead to changes in the degree ofownership and control concen-
tration remains an attractive topic for future research.

This leaves us with the question of whether corporate governance standards will have
real economic consequences. Let us analyze two examples where this is the case in the
context of takeovers. We ask the question whether differences in regulation influence
cross-border acquisitions and whether the costs of financing are affected by differences
in corporate governance across countries. First, Martynova and Renneboog (2008)
show that differences between the bidder and target corporate governance standards
have an important impact on returns from cross-border mergers and acquisitions. In a
full takeover, the corporate governance standards of the bidder maybe imposed on the
target. When the bidder is from a country with stronger shareholder orientation, part of
the total synergy value of the takeover may result from the fact that the stronger share-
holder focus of the acquirer may generate additional returns due to better management
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ofthe target assets. They label this the positive spillover by law hypothesis. Given that this
future value creation can be anticipated at the time of the takeover announcement, the
abnormal returns will reflect this potential. The authors expect both the bidder and tar-
get firms to share the returns from better corporate governance (stronger shareholder
rights protection) and that their relative bargaining power will determine how these
returns are shared. Their empirical analysis corroborates the positive spillover by law
hypothesis: the better the bidder corporate governance standards, the higher are the bid-
der and target takeover announcement returns. While the positive spillover by law effect
applies to full takeovers, they define the spillover by control hypothesis for partial takeo-
vers (whereby a bidder acquires majority control but buys less than 100 percent of the
voting rights). In partial takeovers, the bidder may impose its governance standards,
which may yield positive returns ifit is from a country that protects shareholder rights
better than the target. The bidder may voluntary opt to apply such standards or may be
pressurized by the minority shareholders of the target firm. Their results confirm the
spillover by control hypothesis: both the bidder and target returns are higher in a partial
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acquisition if the bidder is subject to stronger shareholder rights protection than the
target. In full takeovers where the bidder is from a country that protects shareholders
less well than the target country, the negative spillover by law hypothesis states that the
target and bidder anticipated gains will be lower given that the poorer corporate govern-
ance regime will be imposed on the target. The alternative bootstrapping hypothesis is
that poor-governance bidders voluntarily bootstrap to the better-governance regime of
the target, which yields a share price increase. The evidence of Martynova and
Renneboog (2008) supports the bootstrapping hypothesis: the bidder abnormal returns
are higher when a bidder with weaker shareholder orientation acquires a target with
better standards. Importantly, the effect is only valid for partial acquisitions or, in other
words, for deals which still involve some ofthe target shareholders (who did not sell out)
and for which the target firm remains listed on the stock exchange in the country of the
target. Overall, the results suggest that cross-border takeovers between bidders and tar-
gets with dissimilar corporate governance standards can generate synergies which are
partially related to corporate governance improvements (especially those consisting of
increases in shareholder rights).

The second example is on the impact of corporate governance standards on the
financing costs of acquisitions. Martynova and Renneboog (2009) study the bidders
choice of the sources of financing in European corporate takeovers. Their findings are
consistent with the view that the financing decision is influenced by the bidders con-
cerns about the cost of capital, which is influenced by corporate governance legislation.
Bidders operating in a better corporate governance environment benefit from lower
costs of external capital: debt financing is more likely when creditor rights are well pro-
tected by law and the courts, and the use ofequity financing increases when shareholder
rights protection is high.
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THE majority of research in the field of corporate governance is based on the asst
tions of agency theory, is quantitative in approach, and analyzes US corporate datal
or large US companies. As Wright et al. (Chapter 1 in this volume) have noted, a
mon critique of agency theory is of “its ‘under-contextualized’ nature.” Attention to
text also means the time of conduct and research is particularly relevant: for exai
corporate governance practice has changed notably following the recent banking -
(2007-8). In addressing these challenges, this chapter reflects on a series of three ¢
tative, contextualized, ESRC-funded studies' of UK directors, top management t
(TMTs), and key investors which began in 19879, was repeated in 1998-2000 and :
in 2009-11. This unique longitudinal research into the people side of corporate go
ance effectively takes up Daily, Dalton, and Cannella’s (2003) call to “dismantle the
tress of agency theory” by adopting a process-oriented “sensemaking” (Weick,
approach to understanding corporate directing across time and context.

Both theory and practice in this field have changed considerably in the last 25y
The first study in 1987 built on Hambrick and Mason’s (1984) study of the extent to v
the values and personalities of executives influenced upper echelons’ behavio
1998-2000, this field of interest was more regularly seen in terms of corporate gor
ance, although the core research question in each of these three studies has remaine
same: how does a small group of people run a large company? This redefinition :
raises some interesting questions about the extent to which behavior has been rede
and the implications which such re-framing has for how action is interpreted and sh
anew. It also emphasizes the need to pay attention to time and “context,” which pro
the setting in which behavior is interpreted. There have been frequent calls throug
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this time to develop behavioral analyses of board behavior (e.g. Pettigrew, 1992; Zajac
and Westphal, 1998; Pye, 2000; Leblanc and Gillies, 200s; Pye and Pettigrew, 2005; Huse,
2007). This chapter will address these issues by first, sketching out the changing context
of this inquiry and highlighting the conceptual challenge of the notion of context. It will
then go on to draw attention to some of the changes in academic theorizing during this
period, with regard to what happens at this level of organization. Third, it will reflect on
findings from these studies across time and context to highlight key changes in roles and
relationships which affect how companies are currently run. The final section will draw
conclusions and highlight some paradoxes from this series of studies.

THE CHANGING CONTEXT OF INQUIRY

The timing of these studies has fortuitously spanned what may be considered one of the
most interesting periods in recent business history, comprising not just dramatic eco-
nomic change, but also significant political, social,” technological, and regulatory change
(see also Appendix 6.2). This has meant that the context in which directors now work is
fundamentally different from that of 1987. Importantly, this has also had a major impact
on how they work and what is expected of them, not just by those closest to them in the
company but also by shareholders, regulators, “the media,” employees, customers, sup-
pliers, and many other stakeholders. By focusing on people and their behavior, it is
important to note how such changes also appear to have impacted on what they expect of
themselves and others with whom they work in the corporate upper echelons.

The features of “context” in this section have largely been drawn from the comments of
research participants about important features of the context in which they work. Thus
they tend to relate more specifically to the corporate/economic rather than social environ-
ment, and also include reference to significant global change which has impacted on their
business and conduct, such as: the Berlin Wall coming down in 1989, which led to redraw-
ing state boundaries across Eastern Europe; and the Twin Towers in New York, which were
demolished by a suicide bomber attack in 2001, killing over 2,000 people, most of them
working in financial services and with a significant and enduring effect on global travel,
organizational security, and risk evaluation. These help introduce some of the wider, glo-
bal changes which have significantly impacted on what FTSE 100 directors do and how
they do it, and provide a backdrop to those identified in the following sections.

Economic and Political Change Impacting on FTSE Boards
and Governance

In terms of economic change, this research began at a time which followed on from, the
then Prime Minister, Margaret Thatcher’s deregulation of the financial markets in 1984.
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This had had a significant effect on the City of London, drawing businesses in from other
global financial centers as well as providing a vibrant platform for developing new mar-
kets. Although inflation had been problematic through the 1980s, the economy was now
buoyant, with substantial growth in corporate wealth, relatively easy access to capital,
and with high property values and mortgage interest rates that reached 15 percent.

This was then followed by a period of downturn, during which the UK kousing mar-
ket collapsed and the economy suffered further through an array of corporate failures.
These included the Barings Bank disaster {Brown, 2005} as well as the Asil Nadir/Polly
Peck International and the Maxwell/Mirror Group pensions scandals in the early 1990s.
Around that time, Sir Adrian Cadbury took on the role of chairing a panel of experts put
together by the Financial Reporting Council (FRC), the London Stock Exchange, and
the Institute of Chartered Accountants of England and Wales (ICAEW) to examine the
auditing of UK companies. In the face of what was happening in the economic and cor-
porate world, his brief steadily widened to become a review of UK corporate governance
practices. This was followed by a series of review panels, further refining the focus and
analysis of different aspects of UK corporate governance and was ultimately imple-
mented as the first Combined Code of Corporate Practice (1998). This marked a turning
point in corporate practice and laid the foundations for the plethora of corporate regula-
tion and guidance which has followed.

Following the 1998-2000 study, there was another period of economic downturn, led
by the crash in dot.com stocks which were found to have been overvalued. There was
also a string of other corporate disasters during the early 2000s such as those concern-
ing the Long-Term Capital Management hedge fund, Equitable Life, and the Marconi
collapse. Key scandals at this time in the US included WorldCom and Enron, which also
brought down Andersen (the long-established audit firm), and led to the Sarbanes-
Oxley Act (2002) which had a major impact on financial reporting in global companies.

Regulatory Change Impacting on FTSE Boards
and Governance

The recessionary period which followed the collapse of the dot.com boom was keenly
feltand, in the UK, led to the Smith Review (2003) of audit practice and the Higgs Review
{2003) of the role and effectiveness of non-executive directors. Authors such as Norburn
(2011) have compiled extensive analyses of these different regulations. However, there
has been further regulation since then which has significant implications for boards,
TMTs, and governance—including revising and renaming the Combined Code (2008)
as the UK Corporate Governance Code (2010), updating the Higgs Review of the Role of
Non-Executive Directors (2003) as what is now the FRC (2011) Guidance on Board
Effectiveness. The FRC has also implemented The Stewardship Code (2010) which
relates to investor behavior. Similarly, the Financial Services Authority (FSA) has under-
taken many reviews and issued guidance statements, not least of which comprises the
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FSA (2009) Remuneration Code which applies to larger banks and broker dealers. These
codes now provide a very weighty collection of guidance documents with which compa-
nies are expected to comply (see Appendix 6.2) and the review process continues una-
bated as FRC and FSA responsibilities are taken up by the Financial Stability Board and
the Bank of England, with investigations into banking, audit practice, board diversity,
corporate reporting, and remuneration.

UK regulation continues to be based on the “comply-or-explain” basis which under-
pinned Cadbury’s (1992) recommendations of best practice, requiring companies either
to comply with the code or give reasons for any non-compliance. Regrettably, this has
led to a “tick-box” approach to compliance as can be seen in the governance sections of
many companies’ Annual Report and Accounts. Perhaps not surprisingly, in the preface
to the Corporate Governance Code (2010: 2), Sir Christopher Hogg (FRC Chairman)
noted “more attention needs to be paid to following the spirit of the Code as well as its
letter” of compliance.

During this time, and after conducting extensive and lengthy rounds of consultation,
the UK government passed a new Companies Act (2006), which is over 700 pages long,
is structured into 47 parts which together comprise 1,300 propositions, each of which
has several subclauses. For any positivist scholar of corporate law or governance, each
proposition provides the basis for a hypothesis to test, potentially furnishing an entire
academic lifetime of research. For practitioners, it is an extremely long and complex
piece of legislation which, for the first time in UK legal history, defines seven principles
of director behavior. In lay terms, the seven principles are that a director must: act in the
interests of the company; act within the company’s powers; promote the success of the
company; exercise independent judgment; has a duty of skill, care, and diligence; must
avoid conflicts of interest; and must not accept benefits from third parties. As with its
predecessor, it assumes there is only one category of director, even though the Corporate
Governance (2010) Code differentiates between executive and non-executive roles.

“Ownership” Changes Impacting on FTSE Boards
and Governance

Another factor which is often overlooked during the course of this period in corporate
practice is the extent to which institutional investment behavior in the City of London
has changed, which has also had implications for understanding the notion of corporate
ownership. Investors are not a homogeneous group but have different goals, time scales,
and evaluation criteria as well as styles and patterns of engagement (Hendry et al., 2006).
The context in which they operate has also been characterized by dramatic highs and
lows as well as by notable changes in market competition. Thus their view of the
Stewardship Code also varies such that as one investor in the 2009-11 study asked, “how
realistic is it to expect the shareholding community to play the role of guardians of the
whole corporate system?” Gaved (1997) noted that, during the early 199o0s, institutional
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investment in London had become so concentrated that 20 institutions held approx 67
percent of UK equity. These figures have changed considerably since then, not least with
increases in private equity and hedge fund holdings in the mid-2000s and, with approx-
imately 40 percent of UK equity now being held by overseas investors. By 2009-11, we
had been through one of the biggest global economic downturns since,the 1930s, largely
triggered by the collapse of Northern Rock plc in 2007 and Lehman Brothers investment
bank in 2008. This has had dramatic consequences which continue to be felt globally,
and are also reflected in tightening FSA regulation of UK banks through the Walker
Review of Banks and Other Financial Service Interests (Walker Review, 2009).

Board-investor relationships remain important to practice (Westphal and Zajac,
1998). However, with around 8o-g0 percent of publicly quoted UK shareholdings now
controlled by financial institutions (including 40 percent overseas) and roughly 32 per-
cent of daily trades conducted by high frequency trading (Haldane, 2010), the nature of
share ownership and how these relationships are conducted has also changed signifi-
cantly with new technologies.® Yet, as many a CEO who has seen their share price go
down while announcing improved corporate results will attest, interpreting corporate
performance still depends on human judgment of (an)other human beings in which the
way they appear to interrelate can have a strong effect (Pye, 2001).

Corporate Changes Impacting on FTSE Boards
and Governance

The FTSE has also changed significantly across this time, not just in terms of share price
performance (see Figure 6.1) but also composition. In 1999, the top ten FTSE 100 largest
market capitalizations comprised three pharmaceuticals, two banks, two telecoms, two
oil companies, and an I'T company. By 2009, this balance had shifted such that of the top
ten largest constituents as measured by market capitalization, four were oil and gas, two
were mining, two were pharmaceutical companies, one was a tobacco company, and the
other was a bank. In effect, the balance has shifted away from service companies in 1999
to mining and drilling in 2009. In turn, this has implications for the skills and abilities
required not only of employees but also of the managers and directors who seek to lead
them.*

From a boards and governance point of view, it is also important to note how the scale
of FTSE 100 companies has changed since 1987, with noteworthy implications for both
executive and non-executive directors of these enterprises. For example, in comparison
Wwith 20 years ago, these companies are now substantially international in terms of sales
and assets such that, in some cases, UK operations contribute a relatively small, if not
the smallest, part of the balance sheet. In addition, three of the current FTSE 100 have
their head office in an overseas location (Chile, Florida, and Mumbai). Hence, not only
has the nature of the director job changed for executive directors (EDs) and non-
executive directors (NEDs) (see section on changes in director roles), but, with that, it is
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FIGURE 6.1. FTSE 100 share index, 1998-2010

also likely that the skills and competencies required to be effective in these roles will also
have changed.

Technological Changes Impacting on FTSE Boards
and Governance

This entire period of corporate history has been underpinned by significant changes
in technology. In the 1987-9 study, many companies still used electric typewriters, fax
machines were considered to be advanced forms of business technology, and com-
puters still often only existed as substantial mainframes, requiring large separate
offices of their own. Photocopiers formed the daily staple diet of office information
exchange and BlackBerry pinging, Google, instant messaging, and high-frequency
share trading had yet to be invented. The current business environment depends
entirely on electronic equipment, such that many directors now use secure intranet
sites to access relevant corporate documents and also have iPads to have instant and
paperless access for reading board papers. This offers a marked contrast to the often
dreaded “Friday night paper drop” (in 1998-2000), when the courier service deliv-
ered a substantial mountain of papers to be read in time for a board meeting the fol-
lowing week.

While my focus has been predominantly on the people running companies, the need
to contextualize behavior in order to make sense of it requires attention to key features
in this changing landscape which have a significant effect on director conduct. These
technological changes have had a particularly significant effect, not least in terms of the
ease of information availability and exchange and also the way in which people commu-
nicate with and respond to each other. Technology and database manipulation has also
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_ given rise to a relatively new industry called analytics, which provides service to large
companies as well as investor rating agencies and risk assessment organizations. The
change facilitated by technological innovation in the nature of share ownership across
the last 20 years has also had a notable impact on the concept of ownership. The classi-
cally time-consuming and expensive process of buying share certificates from a stock-
broker is now overtaken by nanosecond “shareholding” of high frequerlcy share traders,
whose purchase is generated by computer software.®

Reflecting on Conceptualizing Context

Itis important to contextualize studies of organizations and their governance in particu-
lar (Pye and Pettigrew, 2005). However, the nature of context is open to a variety of defi-
nitions according to different interpretations and conceptualizations (Johns, 2006;
Fairhurst, 2009; Liden and Antonakis, 2009), and remains personal to the individual
enactor (Weick, 1979). The contextual features identified in the preceding subsections
might be considered “external” to directors, as these have largely taken place “outside”
their companies, although they clearly impact on what happens “inside” However, as
Pye and Pettigrew (2005: $31) noted on the distinction between inner and outer context:
“This is a handy simplification, although it may not be so easy to identify in practice, as
these boundaries are sometimes permeable,” as drawing boundaries between each inev-
itably depends on the position from which one is starting.

Reflecting on these contextual changes across the last 25 years, a pattern of behavior
becomes apparent, reflecting a period of “high performance followed by disaster fol-
lowed by review, followed by regulation” which runs repeatedly across time and appears
to become amplified with each cycle. With hindsight, the corporate disasters of the
early 1990s appear to look relatively minor in comparison with the dot.com disasters,
which themselves now look relatively small in comparison with the banking collapse of
2008 and subsequent Eurozone crisis. However, the effects of that crash have gone
much further and deeper into the fabric of daily life than any of their predecessors, and
the increase in UK regulation since 2008 has been considerable. The EU Corporate
Governance Code is in a period of consultation at the time of writing, although it
appears on reflection across this period of corporate history as if global regulation
might be more appropriate. That is, given the global nature of corporate practice and
financial markets together with current concern about sovereign debt and potential
unraveling of the global financial system, change in any one part of this “entanglement”
will undoubtedly have effects elsewhere. In conclusion, while recognizing that both
“context” and “history” remain open to interpretation, this section has endeavored to
exemplify and emphasize why the notion of context is essential to understanding
behavior. In so doing, it also draws attention to the need for qualitative research which
focuses on behavior, to recognize the important influence which contextual changes
may have on behavior.
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CHANGING ACADEMIC THEORIZING

There are several extensive summaries of corporate governance and upper echelons
research which provide a useful starting point for this section (e.g. Daily et al., 2003;
Hambrick, 2007; Hambrick et al., 2008; Durisin and Puzone, 2009; Brown et al., 2011).
As Daily, Dalton, and Cannella (2003: 371) pointed out: “The overwhelming emphasis in
governance research has been on the efficacy of the various mechanisms available to
protect shareholders from the self-interested whims of executives.” They went on to note
that “it has not always been clear, however, whether practice follows theory, or vice
versa,” such that there is an element of “the blind leading the blind in this field of
research” (Daily et al,, 2003: 371). They went on to encourage research from perspectives
other than the agency assumptions which have predominantly underpinned studies in
this area.

Inevitably, corporate governance is a contested concept, and there is no commonly
agreed definition of the term. There is little value in listing different definitions here,
other than to note that amongst the classics which endure are: Cadbury’s (1992, para.
2.5) statement that it is “the system by which companies are directed and controlled”;
and Tricker’s (1994: xi) summation of it as “the issues facing boards of directors, such as
the interaction with top management, and relationships with the owners and others
interested in the affairs of the company, including creditors, debt financiers, analysts,
auditors and corporate regulators.”

It has become such a popular area of research that in their electronic screening of
Google Scholar using the term “corporate governance,” Brown, Beekes, and Verhoeven
(2011) generated 50,000 + hits. However, when they further refined this sample, it
showed only 0.3 percent which addressed corporate governance + TMTs. As Ahrens,
Filatotchev, and Thomsen (2011: 312) also observed, “... despite this enormous volume of
research, we still know very little about corporate governance.” It is also very rare to find
longitudinal qualitative research in this field such that the research reported in this
chapter is unique. In contrast to those reviewing breadth of literature, some review arti-
cles focus instead on smaller samples of core conceptual contributions. In so doing,
Hambrick, Werder, and Zajac (2008) draw together different disciplinary perspectives
into a framework, reflecting internal and external organizational-focused research,
across three different governance research foci (see Figure 6.2).

This helpfully clusters an array of approaches around six core dimensions which
engage with organizational research interests. While this may also speak to some quali-
tative studies of director behavior with regard to power (e.g. Pettigrew and McNulty,
1995, 1998; McNulty and Pettigrew, 1999; Maclean et al., 2010) or behavioral process
(McNulty et al., 2005), there are several perspectives that fall outside this framework,
such as stewardship, stakeholder, and political (Blair, 1994; Turnbull, 1997; Clarke, 2005).
It also overlooks: the language of accounting and finance which does much to frame and
focus behavior at this level; the burgeoning process research interest in organization
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studies which may also potentially address the lack of longitudinal research; and it does
not refer to context, which is a core defining feature of behavior at this level. For example,
what might be considered reckless risk-taking from one perspective may be seen as
innovatory problem resolution from another (Tett, 2009).

The series of studies reported in this chapter develops a distinctively different per-
spective. Underpinned by a sensemaking approach (Weick, 1979, 1995) to understand-
ing what goes on in these upper echelon settings, this research takes account of context
and dynamic processes over time in this entangled web of threads comprising FTSE 100
boards’ environment and practice. This is not constrained by disciplinary boundaries
such that all of the disciplinary interests identified in Hambrick et al’s (2008) model are
reflected to the extent that they may influence the sense which people make. This con-
tributes much-needed empirical material, as called for in Weick, Sutcliffe, and Obstfeld’s
(2005: 417) comprehensive analysis of sensemaking research and helps to provide a
dynamic reflection of corporate directing.

The notion of corporate directing is an integrative summation of behavior relating to
governing, strategizing, and leading/organizing in the context of large FTSE companies
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(Pye, 2002). Part of this modeling endeavored to speak to different literatures relating to
process dynamics at this level of organization, and was based on the assumption that
behavior took place and was defined by others in context: a process which was ongoing
over time. In this way, history can become rewritten as stories about the past become
embellished or re-described, contemporary contexts reflect group influence processes
to some degree, and the nature of future developments hinges on many elements includ-
ing the dynamics of power embedded in “constitutively entangled” (Orlikowski, 2007)
systems of relationships which may facilitate more or less opportunity in future.

The 12 sample companies in 1987-9 were each selected because they were reputed by
analysts and commentators at that time to have “interesting managements and boards
doing interesting things” (with the exception of Avon Rubber, a local SME (small and
medium-sized enterprise) where we pilot-tested our method). UK listing has remained
a selection criterion and, as far as possible, I have also sought to insure representation
from different sectors across the FTSE 100 in each project. Each subsequent sample has
comprised at least ten core companies in which semi-structured interviews have been
conducted with three to seven directors, including at minimum the chief executive,
chairman, and finance director. In addition, in the second and third projects, interviews
were conducted with all directors from the previous sample who continued to have
board positions, usually non-executive. The second study also included a small sample
of active directors and the latest study has included interviews with selected investors,
auditors, regulators, remuneration and executive search consultants. Secondary data
have also been collected from multiple sources, including annual reports and accounts,
company documentation, BoardEx, the ThomsonReuters database, corporate websites,
and media coverage. All except three interviews have been conducted face to face,
almost all have been one hour or more in length, and all have been transcribed.

In each project, qualitative data have been analyzed using a classic coding approach
(Miles and Huberman, 1994) and also considered comparatively with the preceding
project(s), in answer to the research question asked of core sample company direc-
tors, which is “how does a small group of people run a company?” Interviews with
others, such as investors, have gathered their views on how they perceive such direc-
tors’ conduct and their own part in influencing this. This process has not only neces-
sitated strategies for data reduction but also required attention to many of the
challenges of process data analysis described by Langley (1999), including complex-
ity, multiplicity, and ambiguity, as well as variable time and space, precision, duration,
and relevance.

In sum, in developing a path through this maze of work, this series of research studies
has sought to bring together a contextualized understanding of people and processes
which comprise the running of large, complex, UK-listed companies. This will be
reflected in the next section, which explores empirical findings about changing roles
and responsibilities which steer how contemporary FTSE 100 boards and directors
work.
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CHANGES IN DIRECTOR ROLES,
RELATIONSHIPS, AND CONDUCT

Given the changes in context, content, and regulations outlined above, it is not surpris-
ing that director roles and conduct have also changed. Of particular interest with regard
to the people side of governing is the extent to which this may have affected what charac-
terizes skillful and effective directorship. However, as Barnard (1938: 235) pointed out,
this is more easily recognized than described. Mangham and Pye (1991) concluded that
effective directors were highly skilled in “reading, wrighting® and relating” and spent
much of their time, in effect, explaining their organizing. These skills remain pertinent
today. However, the nature of their reading, wrighting, and relating has changed, such
that there is a different quality to the critical incidents to which they attend and the way
in which they account for them, not least in terms of different key roles and responsibili-
ties. In short, a director needs to exhibit skilled behavior, but the nature of what is con-
sidered skilled has changed over time.

Key Board Roles and Conduct

Two relationships stand out as critical in providing the axis to board and TMT perform-
ance. One is the relationship between CEO and chairman which impacts significantly
on board practice and process and is also notably influential in terms of TMT expecta-
tions and conduct. The other is the relationship between CEO and finance director (FD),
who together, both literally and metaphorically, account for their organizing. In the late
1980s, many CEOs were also chairmen and, where the chair and CEO roles were sepa-
rated, the chairman tended to play the role of “back-stop™ to the CEO and often remained
out of public view. By 1998-2000, the chair-CEO roles were rarely combined and the
chairman role had become more one of monitor and advisor to the CEO, and they were
beginning to have more public presence in media coverage. By 2009~-11, the role was
often described in terms of CEO and chairman being in a partnership, in which they
talked with each other frequently, and where both are now more likely to be in the public
spotlight. Although previous studies found reference to the importance of knowing
where the boundary lines between them lie, this emphasis has been particularly notice-
able in the latest study. Interviews with CEOs and chairmen in 2009-11 all show that
each of these individuals holds the other in high regard and has great respect for and
trust in each other. While this has similarly been the case in previous rounds of the study,
there have also been a few occasions where this has not been demonstrated through their
conduct. Hence it seems as if, in the contemporary context, it is untenable for there to be
any perceived weakness in this relationship. The quality of their relationship clearly has
influence both in terms of TMT and board process and performance. In terms of TMTs,
it appears in some cases as if they reflect similar conduct and process to that found in the
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CEO-chairman relationship -~ for example, based on clear lines of communication,
expectations of each other, and boundary lines, as well as respect, trust, and due regard.
In one case in particular, the TMT dynamic appeared to be more based on principles of
federation (i.e. a relationship in which the parts effectively convey power to the center
underpinned by a tight set of principles), which clearly reflects a different cultural
dynamic to that of partnership.

With regard to NED:s in general, there were relatively few NED s on most boards in
1987 and their role was described as akin to “baubles on a Christmas tree...they look
nice but add little value” (Keenan, 2004: 172). We were told of one NED in our sample of
that time who routinely unsealed the brown envelope of board papers as he walked into
a board meeting and then put them back into the envelope and gave them to the secre-
tary as he left the room and headed off for his board lunch. Perhaps not surprisingly,
NEDs were rarely mentioned in interviews we conducted at that time and the board role
was often seen as “rubber stamping” executive proposals.

Following regulatory change in 1998, FTSE boards were then required to separate
chairman and CEO roles, ensure NED independence, and be composed of more NEDs
than EDs. In the 1998-2000 study, some NEDS reported that they sometimes felt over-
whelmed with information, although this was often perceived as data dumping in order
to obscure more significant details. In comparison, contemporary NEDs may well have
their board papers delivered via iPad, although there remains a fine line between valua-
ble information and overload. For example, some but not all boards circulate all board
members with the minutes of each executive board meeting. Sometimes this is accom-
panied by a one page CEO summary and, in at least one case in my recent study, the
CEO routinely provides a one-page business update fortnightly for NEDs between
board meetings, which NEDS reported to provide valuable additional information.
These different practices create a different sense of engagement between EDs and NEDs
in each board situation, not least in terms of their ability to use board meeting time more
effectively, but also in the relationship between them with important implications for
how they work together.

During the course of the 2009~11 study, FRC introduced Guidelines for Board
Effectiveness (2011: 3) which emphasized that a2 board “should not necessarily be a com-
fortable place. Challenge, as well as teamwork, is an essential feature,” so challenge is to
be expected although often not welcomed in these classically consensual settings. As
one NED apparently said, following a disagreement with the CEO in a board meeting
which had clearly upset the CEO, “wouldn’t you (the CEO) prefer me to make life
uncomfortable in this board room rather than someone else do it in public?” However,
as noted by other interviewees, over time executives get to know whose NED contribu-
tion they value more than others, and the same is true of NEDs, as each side weighs up
the other to adjudge “do I have respect for this person and their judgement?” and “can I
trust him/her?” Thus not only is it important to be able to attend to board task purpose,
it is also essential to have good board process awareness and skills to facilitate skillful
group intervention if/as appropriate to ensure dysfunctional group dynamics do not
become embedded.
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. The number and length of meetings has undoubtedly increased since 1987. The pat-
tern in 1987 was commonly a three-hour board meeting, four to six times per year, fol-
Jowed by an haute cuisine board lunch. Contemporary boards hold between eight and
ten full board meetings per year which usually take at least half a day, if not a whole day
and are usually preceded by and/or followed by subcommittee meetings, often involving
an evening meal as well as an overnight stay. They are also now moré likely to vary the
venue of at least one board meeting per year, often visiting an overseas subsidiary. In
addition to this, most boards continue to have at least one if not two annual “awaydays”
to discuss strategy, and have regular strategic updates on board meeting agendas. With
the common use of BlackBerrys, email, conference calls, and virtual meeting arrange-
ments, there appears to be little time away from business information exchange in
between meetings. This raises interesting questions about the changing nature of con-
duct, form, and response of/to such exchanges which are significantly different from
more traditional exchanges in 1987 (Pye and Colville, 2010), as well as their implications
for subsequent decision-making. There also remains an asymmetry in this process such
that NEDs continue to depend on executives to provide relevant and useful information
for their consideration, and must feel able to trust their executive colleagues in order to
feel confident in their own ability to perform their role.

Some Significant Role Changes

With recent regulation, the roles of the chairman and also NEDs have become further
clarified and the importance of their role has grown in terms of board conduct and per-
formance. The Corporate Governance Code (2010) now has an entire section entitled
Leadership, which includes 15 bullet points which identify what a chairman should do.
Chairmen are responsible for ensuring that board effectiveness is reviewed annually, for
conducting annual performance reviews, and giving personal development feedback to
directors. One experienced chairman/NED recently described these meetings as “an
embarrassed formality,’ conducted in order to comply with regulation. Otherwise, most
of the skills and abilities which characterize effective behaviors in this context are felt
to have been learnt and demonstrated through the course of one’s career, en route to a
senior executive role and then to aboard directorship.

Another role which has become more significant in supporting the chairman,
although remaining largely unrecognized in academic literature, is that of the company
secretary. With increasing regulation and clear guidance as to the leadership role of
chairman and requirements for board effectiveness reviews etc., the company secretary
role has quietly become ever more influential. An important variation is where the func-
tion of company secretary is also combined with the role of the general counsel, which
potentially gives rise to conflicting interests between whom is one advising, on what
basis, and in what capacity. This also leads to more practical difference in terms of the
scale of function being overseen by the company secretary, ranging from perhaps a
group of ten to more than 100 employees, where this also involves the legal department.
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As part of their role in organizing the board’s work, i.e. distributing information packs
for NEDs, organizing meetings, etc., company secretaries have considerable influence as
gate keepers, in terms of bringing forward issues for an agenda as well as shaping how
those are represented and informed. Some company secretaries seem to have a deeply
embedded part in shaping agendas and writing minutes for an array of senior executive
meetings, which has the benefit of ensuring they are well informed and knowledgeable
about key issues before they reach board level, and hence are able to keep the chairman
and NEDs well briefed. However, this also means their role is particularly powerful and
influential in terms of board process and effectiveness. As one company secretary sum-
marized it: “... I think the company secretary role is probably under-rated. People on the
outside tend to regard it as a purely technical function...you're the one person in the
company whom they can actually talk to in a rather more open way and where it works
well is that the company secretary has to be completely discrete but there is that sort of
relationship which chairmen, particularly if they are coming in completely new..., is
really helpful to them and helpful to the company as a resuit”

In 1987, some boards had a deputy chairman whose role was to step in to the chair
role, should anything untoward happen to him. However, the 1998 Combined Code
began to formalize a role called the senior independent director (SID) role, for which
the Higgs Review (2003) developed further guidance. This role is becoming increasingly
significant in board conduct, not least as a sounding board for the chairman and also for
conducting the chairman’s annual performance review, but also as the person who takes
responsibility for appointing a new chairman. In practice, SIDs also provide a bridge
between chair and other board members or groupings, such as EDs and/or NEDs, as
well as being available to investors should this be necessary. Rather like the company
secretary role, successful SID performance requires great political sensitivity, skill, and
the trust of others as they tread a fine line between EDs, NEDs, and the chairman. It also
requires independence of mind and strength of character to know how and when to take
the initiative, for example in replacing the chairman, and the will, skill, dexterity, and
courage to persist in doing so.

While there remain regulatory differences between what is expected of EDs and
NED:s in their conduct of directing, it is interesting to note that legally there is only one
category of director, although clearly there is a significant difference between a full-time
executive appointment (i.e. with operational responsibility and authority) and a part-
time non-executive one. Garratt (200s) proposed that in order to professionalize the
conduct of directors, it might be better for EDs to have two contracts such that, as they
entered the board room, they could leave their operational executive responsibilities at
the door. This is not something which has happened. However, the proportion of execu-
tive to non-executive roles has decreased, in part in line with regulation, in part through
the influence of key investors, and in some cases in large part reflecting board and/or
CEOQ preference. The worrying implication in this shift away from executive representa-
tion on boards is that NEDs have to rely more heavily on the CEO and FD for insight
into operational issues. In my 2009-11 study, one FTSE 100 CEQO pointed out that, in his
view, it also helps NEDs realize that they are not running the business. However, another
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© director noted: “we have two-tier boards in this country now, don’t let anybody fool you.
The number of executive directors on main plc boards has plummeted.” This does not
necessarily imply a return to the 1987-9 days of managerial hegemony and “rubber
stamping” board, but now reflects a characteristic of boards enacting their responsibili-
ties and accountabilities in current times. It is undoubtedly the case too that boards now
make more substantial use of subcommittees to enable them to perform their role more

effectively and efficiently.

Subcommittee Chairmen

With increasing reliance upon board subcommittees, the role of subcommittee chairs
has become more important, and in particular, the chair of audit and chair of remunera-
tion committees (Rem Cos), as well as how and where responsibility lies for risk man-
agement. There have been influential regulatory reviews of the audit role (Turnbull,
1999; Smith, 2003) and once again, following crisis, another is currently being conducted
by FRC. Hence the chair of audit committee continues to hold a significant role in over-
seeing the audit function and efficacy. In addition, the chair of Rem Co appears to be a
particularly challenging role. This is in part because investors pay close attention to
executive remuneration levels as a basis on which to judge performance effectiveness
and make their decision about whether or not to intervene. Although remuneration set-
ting appears to be characterized by herd-like behavior, Rem Co chairs seek to avoid
being “red-topped” (i.e. publicly challenged by investors, forewarning of a vote against
remuneration proposals), yet the level of voting against remuneration proposals has
recently increased. This has certainly not stopped levels of executive remuneration from
continuing to rise significantly (see Figure 6.3) and the extent to which investors fully
understand the increasing complexity of contemporary remuneration packages remains
questionable. From a board research point of view, it sometimes appears as if remunera-
tion gets “too much attention” to the detriment of other important performance factors,
although this shows little sign of changing at least in the short term. Endeavoring to find
an appropriate balance between rewarding and incentivizing executive behavior, one
board advisor recently described this process as being one of “painting-by-numbers”:
that is, the strength and depth of color in the picture may change, but the different com-
ponent parts of it do not. It also graphically depicts the challenge faced by Rem Co chairs
in making good sense of what is almost becoming a science in itself.

During the course of this research, there has been frequent government and media
attention, seeking to encourage constraint with regard to ever-increasing executive remu-
neration. The conclusion drawn through this study raises the question: in whose interest
is it to change these awards? Boards and investors claim that they do not want to lose key
EDsand, indeed, want to reward and encourage good performance, and EDs do not want
to see or feel themselves being undervalued. Hence, it appears likely that the remunera-
tion bubble will continue to grow unless there is some external, policy intervention.
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FIGURE 6.3. Average remuneration—FTSE 100 directors, 1999-2008

Source: Drawn from an unpublished report prepared by Pye, Kaczmarck,
and Kimino for interviewees in the 2009-11 study.

Risk is undoubtedly a key issue with which contemporary boards must deal. For
some directors, risk and strategy are merely two sides of the same coin. The UK Code of
Corporate Governance (2010: 7) also notes: “The board is responsible for determining
the nature and extent of the significant risks it is willing to take in achieving its strategic
objectives. The board should maintain sound risk management and internal control
systems.” All the FTSE 100 companies in my recent research exhibit high-level risk
evaluation processes, which at the very least reflect adherence to regulation. Technology
has certainly helped in developing traffic light systems for representing risk, although,
as became apparent in the recent financial crisis, highlighted in the Walker Review
(2009), such analyses often fail to recognize systemic risk. While the latest software
enables risk to be represented in a risk “heat map,” in which individual risks identified
and the backdrop is color coded to represent the systemic implications should the event
happen, all such representations still depend on interpretation. How people perceive,
interpret, and “deal” with risk reflects personal attitudes and individual predilections
and is also shaped and influenced by social influences (March and Shapira, 1987).

With such increasing differentiation of roles and responsibilities, it remains curious
that there is still little formal/legal or overt difference in terms of criteria against which
NED performance is generally evaluated. Furthermore, dependent on the size, nature,
maturity, and life cycle of the company as well as of the board, director roles and effec-
tive performance will vary, such that performance management of NED contribution
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remains elusive (Pye and Camm, 2003). They are not a homogeneous group and one size
does not fit all. Hence, regulation is necessary but naot sufficient to ensure high perform-
ance amongst these upper echelons groups.

CONCLUDING REMARKS .°

As noted at the outset, Daily, Dalton, and Cannella (2003) encouraged researchers to
“dismantle the fortress” of agency theory. In this chapter, I have sought to offer insight
into the people side of corporate governance which may help in developing a new line of
theorizing which more adequately reflects a contextualized understanding of director
conduct at particular times. It has been a qualitative, interpretive, series of studies,
grounded in interview data collected from participants across time. Hence Frost and
Stablein’s (1992: 291) question, effectively asking how one does grounded theory when
the ground is moving, remains a persistent methodological challenge. This has involved
first exploring the notion of context, which has a powerful effect on shaping how direc-
tors see and take action, and which also further refines what they subsequently give
attention to and the sense they make of this (Weick, 1979, 1995).

Contextualizing and comparing such longitudinal data serves to highlight what has
changed and what remains the same. In conclusion, there appear to be several paradoxi-
cal challenges which characterize corporate directing, with relevance for both theory
and practice as well as offering opportunities for future research. For example, while the
FRC advises challenge as well as teamwork, how does a NED do this without undermin-
ing ED/NED relationships which are essential to effective conduct? To this end, it is
important to leave egos outside the room, in order to keep attention on the issue not the
person, facilitating partnership amongst critical friends. This alone is a major personal
challenge for the kinds of people often appointed to such positions. It is also essential
that they stay alert to group process dynamics to avoid slipping into complacency or
“groupthink” (Janis, 1972). Perhaps not surprisingly, achieving the principles of partner-
ship in this setting remains challenging.

The relationship between chairman and CEO stands out as critical to effective board
conduct and company leadership, although the quality of this has changed with each dec-
ade, and purposeful partnership seems to characterize the best. An important test of this
board leadership capability remains in the ways and extent to which this is reflected not
Just in board culture but throughout the value system underpinning the organization.
Thus social dynamics and quality of embeddedness play a crucial role in shaping board-
room culture, process, and dialogue, evidenced in all three research projects in this series.
To this end, effective director skills remain best summed up as the three Rs of directing:
reading (situations), wrighting (as in shaping something new from “a tradition”), and
relating (Mangham and Pye, 1991). Clearly the nature of their reading of situations, the
materials with and means by which they wright, and the influence of key relationships
have changed and will continue to do so, depending on context and judgment.
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The same can also be seen in relationships between EDs and NEDs. While they meet
each other in the same, often collegial or consensual, unitary board setting, they have
different interests and personalities, work from different agendas, and are guided by
their personal experience to help them judge the efficacy, reliability, and significance of
statements made by the other party. In so doing, they engage in group performance,
which may be considered as teamwork. However, paradoxically, the board of directors
appears to work most like a team when tackling some serious challenge which, had they
previously been performing effectively as a team, might well have been averted.

Relationships between executives, NEDs, and investors lie at the heart of board per-
formance, and this is deeply embedded in a complex web of accountabilities in which
their interactions and interpretations matter for corporate action and outcomes. So who
is accountable to whom, for what, and how, in terms of context, content, and process, is
accountability enacted? Regardless of statutory and regulatory change in the UK, such
enduring questions about accountability persist, not least because of the classic paradox
of group behavior which holds individuals responsible for action which is understood
(ie. gains meaning) at a particular time and in a particular (group/social) context. In
this setting, this paradox is further compounded by the fact that the individual contri-
bution to and accomplishment of collective responsibility and effective accountability
ultimately hinges on the leadership dynamic between chairman and CEO.

There is a limit to which regulation can determine or prescribe behavior, as the human
factor in corporate governance is and will remain crucial. Here Tetlock’s (2005) observa-
tions about expert political judgment resonate well by addressing (i) the limits of knowl-
edge; (ii) the limits of open-mindedness; and (iii) the limits to objectivity and
accountability which lie at the heart of the core problem of (iv) seeking to qualify the
unquantifiable in an endeavor to evaluate judgment. All these factors are reflected in the
nature of corporate directing as evidenced by the data throughout these studies, and is
highlighted most particularly in the recent project.

Corporate governance regulation during the 1990s aimed to facilitate openness and
transparency, yet appeared to have a counter-effect of pushing more behavior backstage,
rendering it potentially more opaque (Pye, 2001). From my contemporary research find-
ings, this paradox seems to persist. Increasing regulation merely indicates increasing
one€’s trust in a system of regulation, rather than increasing trust in the behavior or peo-
ple being regulated.

Several other paradoxes appear to persist in these board processes. For example, given
the nature of their roles, there will always be an information asymmetry to the roles of
part-time NEDs and full-time EDs. This can only be overcome by developing trust and
confidence in the other party to the relationship, which may potentially and paradoxi-
cally undermine the NED requirement to be independent, if ED and NED become too
closely entrusting.

Paradoxically, the NED role effectively requires them to play the role of both coach
and referee to EDs. The monitoring and policing side of their role is fundamental to
their place on the board. However, they are also expected to contribute to strategy devel-
opment and to give EDs the benefit of their experience and advice to help facilitate high
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performance. In this regard, they are effectively also in the role of coach: often not the
best-placed person to judge performance.

While academics see such issues as paradoxical, it is often the case that practitioners
adopt a view more akin to pragmatist philosophy (Rorty, 1982) and see them as a fact of
daily life which one has to and is usually able to deal with (Mangham and Pye, 1991).
Underpinning this is their moral compass guidance system, which shapes their purpose,
values, and judgment and effectively motivates their conduct. From this series of three
studies, it seems that to deal with these paradoxes and deliver effectively on their respon-
sibilities, effective NEDs need to develop something akin to Socratic abilities to work
systematically through different levels of questioning: first, to clarify thinking; then
challenging the assumptions, evidence, and alternatives; and ultimately, questioning the
question. Underpinning this, however, is also a sense of purpose and integrity, demon-
strating constructive partnership, as this remains key to their direction as well as to sus-
taining their appetite and enjoyment.

As Tetlock (2005) would concur, such notions are crucial to expert political judgment,
yet remain hard to capture. Boards are the group setting at the apex of organizations,
where the chairman and chief executive play the lead roles in leading their enterprise,
yet must rely on a crew to keep the boat ship-shape and on course. This presumes that
action is being taken to achieve a course, rather than being blown to wherever the winds
might take you, With this comes an array of hard work which requires skill and experi-
ence, as well as partnership, anticipation, and collaboration to achieve a successful out-
come. While each director is an individual, none can perform alone and it is important
to remember that organizing, leading, corporate directing, and governing are all things
which people do together. The notion of individual director may provide the legal basis
for director accountability, while experience also alerts astute directors to be mindful of
the social settings, sensibilities, and sensitivities within which they work as one size most
definitely does not fit all.

My aim in this chapter was to highlight some of the issues and uncertainties which
people deal with in FTSE corporate directing, reflecting on changes in board practice
and corporate governance over time. In so doing, [ encourage future research in this
field to pay more attention to the context in which behavior takes place and sense is
made. There is also need for more research into understanding the nature of different
director roles as well as the skill and efficacy of director performance in different
group contexts. This is particularly relevant in the light of recent regulation which
has given particular guidance on effective director conduct—for example, chairmen,
senior independent directors, and company secretaries. There is also need and
opportunity for research into the role and influence of (now more diverse) investors
and board advisory consultants who all have influence, albeit it predominantly back-
stage rather than in the boardroom. Given change in the global economic climate
since 2008 and its impact on corporate capability and conduct, it would be particu-
larly valuable to consider such findings in terms of what may be needed to help
develop the next generation of directors. Each of these areas for future research also
has the potential to provide insight into what may be required for developing skillful




154 CORPORATE GOVERNANCE MECHANISMS AND PROCESSES

future directors, which would be a worthy and relevant outcome for educators in this
field of interest.
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Appendix 6.1. Interviewees in the 2009~ 11 study

First Name  Surname Position at Time of Interview  Company Name
Geoff Armstrong Former Director General CIPD
Kent Atkinson NED Northern Rock Asset
Management
Sir John Banham Chairman Johnson Matthey plc
Barry Bateman President Fidelity
Brian Beazer Chairman Beazer Homes
Keith Bedell-Pearce  SID F&C Asset Mgt
David Bell Director of People Pearson plc
Sir Winfried Bischoff Chairman Lioyds Banking Group ple
Sir Victor Blank Formerly Chairman Lioyds Banking Group plc
Jonathan Bloomer CEO Cerebus European Capital
Charles Blundell Director of Public Affairs Rolls Royce ple
Peter Boreham UK Head of Executive Hay Group
Remuneration
Kate Bostack Executive Director Marks & Spencer ple
Craig Boundy CEO (UK) Logica
Julia Budd Founding Partner Zygos
Mark Burgess Head of Active Equities Legal & General Investment
Terry Burns NED Pearson ple
Peter Butler Founder Partner and CEO Governance for Owners
Sir Bryan Carsberg Chairman Inmarsat pic
Christopher  Collins Chairman Old Mutual
Sir Michael Colman Chairman & CEO Colman Peppermint Tea Farm
Frank Curtiss Head of Corporate Railpen

Governance
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J. Eric Daniels CEO Lioyds Banking Group plc
Richard Davey Senior Independent NED Severn Trent ple
Gareth Davis CEO tmperial Tobacco pic
Sir Peter Davis Chair of Marie Curie Cancer VP Bangor University
: Wil Dawkins Managing Partner Spenc’er Stuart
Bob Dyrbus Finance Director imperial Tobacco pic
lan Dyson Group Finance and Operations  Marks & Spencer plc
Director
“Sir Peter Ellwood Chairman Rexam
Mike Fairey Chairman Horizon Acquisition ple
Rona Fairhead Chairman and Chief Executive  FT Group Pearson pic
Mike Farley Group CEO Persimmon plc
Robin Freestone CFO Pearson pic
Stephen Green CEO HSBC
Sir Richard Greenbury NED Philips
' John Griffith-Jones  Joint Chairman and Senior KPMG
Partner
Mike Hartley NED JTE Group
Jeff Hewitt NED Cookson Group
Chris Hodge Secretary to Corporate FRC
: Governance Committee
Sir  Christopher  Hogg Chair FRC
Steve Holliday CEO National Grid plic
Alison Horrocks Company Secretary Inmarsat ple
Ken Hydon Chair of Audit Committee Pearson plc
Daniel Jarman Head of Governance Research  RiskMetrics
Martyn Jones Senior Technical Partner Deloitte
Alison Kennedy Head of Governance Standard Life
Engagement
Mike Killoran Group Finance Director Persimmon plc
lan King CEO BAE Systems plc
Justin King CEO Sainsburys plc
Triphonas Kyriakis Vice President MSCl
Paul Lee Director Hermes EOS
Dr Tracy tong Founder Boardroom Review
Simon Lowe Managing Partner Grant Thornton
Gary Luck Director, Consulting Services  Towers Watson
Ewen Macpherson ~ NED New Energy Technology
Helen Mahy Company Secretary National Grid plc
David Mayhew Chairman JP. Morgan Cazenove
Don McCrickard Director Epic Investment Partners
Harvey McGrath Chairman Prudential ple
William McGrath CEO AgaFoodServices ple
Michael Mclintock CEO M&G Group Prudential plc
Colin Skene  Melvin CEO Hermes EOS
Sir David Michels Deputy Chairman Marks & Spencer plc
Tony Mitchard Retired NED
Peter Montagnon  Senior investment Advisor FRC

{continued)
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Appendix 6.1. Continued

First Name  Surname Position at Time of Interview ~ Company Name
Glen Moreno Chairman Pearson pic
Sir Paul Myners Former Labour Govt. Treasury  Treasury
Lord
Jonathan Nicholls NED SIG ple
Dick QOlver Chairman BAE Systems plc
Simon Osborne Joint Head of ICSA Board ICSA
Evaluation
Sir John Parker Chairman National Grid plc
David Paterson Head of Corporate Gavernance NAPF
lady  Louise Patten NED Marks & Spencer pic
William Pattisson CEO Ardevora Asset Management
Jenny Peters Head of Corporate Premier Farnell
Communications
David Peters Partner Heidrick & Struggles
Sir Brian Pitman Senior advisor Morgan Stanley
(Deceased)
David Prince NED Adecco
Sir Simon Robertson Non-executive Chairman Rolls Royee ple
Sir Stuart Rose Chief Executive and Chairman  Marks & Spencer plc
Sir John Rose Ct0 Rolls Royce ple
Peter Salsbury Chairman TR Property Investment Trust
Vernan Sankey NED Allied Zurich
Dame Marjorie Scardino Chief Executive Pearson plc
Anne Simpson Executive Oirector ICGN
Anita Skipper Corporate Governance Director Aviva Investors
Andy Smith Director of Water Services Severn Trent plc
Brian Smith Retired
David Smith CEQ Westbury Homes
Terry Smith CEO Tultett Prebon
Steve Stone Councillor SW Science & Industry
Council
Murray Stuart NED Veolia
Andrew Sukawaty CEO and Chairman inmarsat pic
Daniel Summerfield  Co-head of Responsible USS
{nvestment
Jim Sutcliffe Chairman Old Mutuat
Tidjane Thiam Group Chief Executive Prudential plc
Mark Tucker CEQ Prudentiaf ptc
Sir David Walker Senior Advisor Morgan Stanley
john White Non-executive Chairman Persimmon ple
Sarah Wilson Chief Executive Manifest
Richard Wilson Senior Partner Ernst & Young
Tony Wray Ct0 Severn Trent ple
Phitip Wright Chairman, PriceWaterhouseCaapers

NED program
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Appendix 6.2. Synopsis of recent corporate governance regulation in the UK

'Report Title

Main Theme

1. Cadbury Review (1992)

2. Greenbury Report
(1995)
3. Hampe! Report (1998)

4. Combined Code of
Corporate Practice
(1998}, with subsequent
editions in 2003, 2006,
and 2008

5. Turnbull Review {1999)

6. Myners Report {2001)

8. Smith Review (2003)

8. Higgs Review (2003)

10. Tyson Report {2003)

11. Companies Act
(2006)

12. FSA Walker Review
(2009)

"Report of the Committee on the Financial Aspects of Corporate
Governance." A milestone marking the beginning of th’e development
of corporate governance regulations.

"Directors’ Remuneration.” The study group on executive compensation.

"Committee on Corporate Governance: Final Report.” A review of the
implementation of the findings of Cadbury and Greenbury committees.
The first corporate governance code in the UK {principle-based
approach), bringing together recommendations from the Cadbury
Report {1992), Greenbury Report {1995), and Hampel Report {1998).
Subsequent editions in 2003, 2006, and 2008 were based on further
rounds of review of corporate governance practice, coordinated and
published by the Financial Reporting Council (FRC). Importantly, this
was established on the principle of “comply or explain.”

“Internal Control: Guidance for Directors on the Combined Code.” Best
practice in terms of internal control with significant impact on internal
audit.

“Institutional Investment in the United Kingdom: A review."” A review of
types and process of UK institutional investment, e.g. pension funds,
actuaries, pooled investment vehicies, investment decision-making by
trustees.

"Audit committees: Combined Code guidance.” A report and proposed
guidance by an FRC-appointed group providing best practice insights
into the role of audit firms and audit committees.

"A review of the role and effectiveness of non-executive directors.” The
purpose of the review was to shed some light on the role of the
non-executive director in the boardroom and to make recommenda-
tions to enhance their effectiveness.

"The Tyson Report on the Recruitment and Development of Non-
executive Directors." A report commissioned by the Department of Trade
and Industry following the publication of the Higgs Review of the Role
and Effectiveness of Non-executive Directors in January 2003.

After almost ten years in consultation, this Act forms the primary
source of UK company law. It is one of the fongest acts in British
Parliamentary history: 1,300 sections, covering nearly 700 pages, and
containing no fewer than 15 schedules. it superseded the Companies
Act 1985 and for the first time, included seven principle duties for
company directors and was brought into force in stages, with the final
provision being implemented on October 1, 2009.

"A review of Corporate Governance in UK Banks and Other Financial
Industry Entities." This report was commissioned {February 2009} by the
Prime Minister to review corporate governance in UK banks in the light
of critical loss and failure throughout the banking system, foffowing
collapse of Northern Rock, Lehman Brothers, and other BOFls.

(continued)
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Appendix 6.2. Continued

Report Title Main Theme

13. FRCUK Corporate This corporate governance code supersedes the Combined Code (2008)

Governance Code (2010)  and maintains the UK's principle-based approach to governance
through "comply or explain.” It was informed through consultation by
the FRC and the Walker Review, undertaken during the 2008 financial
crisis. Similar to its predecessors, the Code is based on the underlying
principles of: accountability, transparency, and probity, and focuses on
the sustainable success of an entity over the longer term. Published by
the FRC, the new Code applies to accounting periods beginning on or
after June 29, 2010, and, as a result of the new Listing Regime {in Aprit
2010), applies to all companies with a Premium Listing of equity
shares regardless of whether they are incorporated in the UK or

elsewhere.
14. FRCUK Stewardship The Code sets out good practice on engagement with investee
Code {2010) companies, to create a stronger link between governance and the

investment process, and lend greater substance to the concept of
"comply or explain” as applied by listed companies. The FRC therefore
sees it as complementary fo the UK Corporate Governance Code (2010)
for listed companies.

15. FRC Guidance on This updates the Higgs Guidance on "improving board effectiveness”
Board Effectiveness and includes greater detail on the role of chairman, as well as advice
(2011) for conducting board effectiveness reviews.

Source: Copies of these UK regulatory review reports can be downloaded from: <http://www.icaew.
com/en/library/subject-gateways/corporate-governance/codes-and-reports/>.

NoTES

1. I am grateful to the ESRC for their continued funding of this work; registered under grant
numbers WF 2925 0020 (1987-9), R 000236868 (1998-2000) and RES-062-23-0782
(2009-11).

2. The social changes across the last two decades are practically impossible to capture
succinctly in relation to the contextual change relevant to this inquiry. For example,
unemployment in the UK is currently running at 2.5 million (the highest it has been in
the last decade), and is particularly acute amongst under 25-year-olds; the retired pop-
ulation is increasing; education standards and levels of achievement amongst school
leavers have also changed notably; the nature of the media has changed; there is more
global travel; and levels of internet access and use are increasing, particularly amongst
under 25-year-olds, and social networking is a commonplace worldwide form of
interaction,

3. Share-trading has changed across the last decade with an increasing role for private equity,
sovereign wealth funds, and new forms of exchange and inter-broker trading as well as
concerns about “dark pools” and unlit markets which effectively comprise influential
shadow arenas which lie well beyond the realms of this study.


http://www.icaew.%e2%80%a8com/en/library/subject-gateways/corporate-governance/eodes-and-reports/
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4. In 1989, primary attention was given to the FTSE 30 rather than the FTSE 100 and, given
changes in protocols of listing (e.g. with regard to insurers), it is difficult to compare with
contemporary data. With regard to core sample companies in this study, it is interesting to
note that in 1989, the top ten companies with regard to FTSE market valuation included at
least two conglomerates which, primarily due to investor pressure, no lopger existed in this
form by 1998. b

5. This practice is of concern to both the European Securities and Markets Authority (January
2011) and the UK Department of Business, Innovation and Skills {DBIS) (November 2010),
who are now conducting formal investigations into high-frequency trading. There is also
concern about the apparent growth of “dark markets”—off-exchange or over-the-counter
(OTC) markets—where share trades are done privately between parties and made public
only after trades are done. These appear to be growing, such that the relevance of “lit mar-
kets” may be diminishing.

6. We used this term “..in the sense that a playwright ‘wrights’...)” i.e. “..inherits and is
shaped by a tradition. .. yet remains capable of going beyond and shaping it.. .. whose work
is never finished, always evolving” (Mangham and Pye, 1991: 26).
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CHAPTER 7
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PROCESS MATTERS
Understanding Board Behavior and Effectiveness

--------------------------------------------------------------------------------------------------------

TERRY MCNULTY

INTRODUCTION

OVER the last three decades boards and corporate governance have been implicated in
corporate failure and collapse. Reform on an international scale, using legislation and
voluntary codes, has focused on improving the way boards work and enhancing the
confidence of interested others, such as investors, in what happens on boards (Aguilera
and Cuervo-Cazurra, 2009). In parallel a large research literature about corporate
governance has developed that seeks to establish links between board structures, board
outcomes, and firm performance (Hermalin and Weisbach 2003; Dalton and Dalton,
2011). However, a focus on the attributes and effects of boards has yielded an inconclusive
body of knowledge and limited evidence to support agency theory, the dominant theory
of the field and its particular view on board functions and effectiveness. Finkelstein and
Mooney (2003) were moved to remark that the key to making boards work better rests
in attention to “board process,” that is: matters such as engaging in constructive conflict
and avoiding destructive conflict; working together; being involved in strategy; and
addressing decisions in a comprehensive fashion. A similar proposition is that while
structure, composition, and independence condition board effectiveness, it is the actual
conduct of the non-executive vis-a-vis the executive that determines board effectiveness
(Roberts et al.,, 2005). Within the literature on boards the impetus is now in favor of
studying behavioral processes (Hambrick et al., 2008) to explain governance at firm
level.

This chapter discusses research that attends to board behavior and process in order to
understand board and governance effectiveness. The discussion is oriented to unitary
boards of publicly listed companies as these tend to dominate the literature. Studies of
boards of non-profit organizations (Nicholson and Kiel, 2007; Parker, 2007), small
firms (Machold et al., 2011), family business (Van den Heuval et al.,, 2006), and unlisted
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companies (Kula, 2005) offer much by way of coverage of governance in other types of
organizations. Also the chapter draws on a particular subset of a much larger litera-
ture on boards, as it seeks to complement rather than replicate existing meta-analysis
and reviews, as well as chapters in this volume by Pye and Stiles. For fuller reviews of
the wider literature about boards and governance see: Durisin and Puzones (2009)
meta-analysis of corporate governance research between 1993-2007; Pugliese et al’s
(2009) review of the literature about board of directors’ contribution to strategy; Ahrens,
Filatochev, and Thomsens (2011) discussion of research frontiers in corporate
governance; Deutsch’s (2005) review of the impact of board composition on firms’ critical
decisions; Boyd et al’s (2011) review of CEO-board relations; and Ryan et al’s (2010)
review of research at the intersection of business ethics and corporate governance.

“Process” has a variety of meanings and usages in the organizational and governance
literature (Van de Ven, 1992; Pye and Pettigrew, 2005). This chapter takes a broad and
inclusive approach by focusing on studies of behavioral processes that enhance
understanding of boards and governance at firm level. Initially, the chapter identifies
qualitative research studies that have engaged with debates of board power, influence,
and accountability through accessing boards and directors and generating data about
board behavior. In the second half, it identifies studies which model boards as strate-
gic decision-making groups and test the relationship between board processes and
performance. The chapter concludes by suggesting that momentum for understanding
board process remains crucial to analyzing the appearance and substance of corporate
governance.

BOARD BEHAVIOR: PROCESSES OF POWER,
INFLUENCE, AND ACCOUNTABILITY

Viewed as a key mechanism of corporate governance, boards of directors are charged
with carrying out a mix of control/monitoring, resource, service, and strategy tasks
(Daily et al., 2003). A large literature has developed, focusing on aspects of these tasks
and drawing on (often) competing theoretical perspectives (Golden and Zajac, 2001;
Hillman and Dalziel, 2003; Hillman et al., 2008; Boyd et al., 2011), but researchers are
equivocal, even skeptical about the effects of boards. Meta-analyses that sought to
establish a link between structural and compositional characteristics of boards, for
example, board size, duality of CEO and chairman role, ratio of outside/inside directors
and firm financial performance (Johnson et al., 1996; Dalton et al., 1999; Hermalin and
Weisbach, 2003; Dalton and Dalton, 2011), are inconclusive and inform calls for studies
of intervening variables and processes that may explain board performance and effects
at firm level (Daily et al., 2003; Finkelstein et al., 2009; Pugliese et al., 2009).

Zahra and Pearce (1989) did much to set the tone and direction for studying board
process and dynamics. Focusing on the relationship between boards and company
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financial performance, they synthesized existing work, noted contradictory findings,
and called for a different approach to research in order to better understand how
boards operate as instruments of corporate governance. To stimulate a research agenda
they proposed an integrative model containing four board attributes (composition,
characteristics, structure, and process) and three critical board roles (service, strategy,
and control). Specifically, they noted the low number of empirical infestigations into
board processes, identifying it as one of the most challenging areas for future research
on the contribution of boards. Using process to refer to decision-making activities, they
identified effective board process as essential for the performance of the board’s service,
strategy, and control roles. Their particular proposition was that board characteristics,
structure, and process exert a significantly stronger influence on board roles and
company performance than board composition.

Following on their model, Pearce and Zahra (1991) examined the relationship of
board power to organizational effectiveness using a survey of CEOs of the largest
Fortune 1000 industrial and service firms. After measuring CEO power, board power,
and board process, the study showed significant differences among four board types
concerning their characteristics, process, and effectiveness. Boards that had power equal
to or greater than the CEO (e.g. proactive and participative boards) were described by
the CEO as being more efficient, better informed, more careful, yet quicker in making
decisions than weaker boards (caretaker and statutory). These powerful board types
were also viewed by CEOs as more progressive and supportive of CEO efforts.
Participative boards were associated with the highest level of company financial
performance. This study opened up research to CEO-board power as an important
contingency to consider when studying the relationship between boards and company
performance. Rather than seeking universal associations, multiple indicators of board
and CEO relative powers could be used to classify board types and study their
distinguishing qualities and processes.

As well as proposing their own model, Zahra and Pearce (1989) called for field studies
of board behavior which would shed light on the nature of board processes and how
boards impact on corporate governance and performance. Pettigrew (1992) developed
this point, also describing the field of research on boards as at an early stage of
development and requiring of more behavioral studies. Concerned about tenuous links
between dependent and independent variables, he called for research studies that are
closer to the actors and settings of governance and generate more insight about behavior
and relationships in and around the boardroom. Lorsch and Maclver (1989) was cited as
a rare example of research that was able to get closer to the actual operation of the
strategic apex of the enterprise, resulting in the important finding that real power lies
with the governed and that boards have a problem translating their legal mandate into
effective power over the top managers. For Pettigrew, another feature of the Lorsch and
Maclver study was that it added to knowledge about how norms of conduct on boards
influence power relationships between outside and inside directors and the CEO.
Consequently, his subsequent approach to fieldwork was less inclined to test theories of
board power, such as managerial hegemony or agency theory, and more concerned to
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contribute to these debates by further identifying conditions, behavior, and relationships
that inform the exercise of power and influence by boards.

Using interview data from company chairs, chief executives, executive and non-executive
directors in UK plcs, Pettigrew and McNulty (1998, 1995) explore the dynamics of board
behavior with respect to the contribution, power, and influence of part-time board members
(non-executive directors and chairs who are not CEO). Power was defined as the ability to
create intended effects in line with one’s perceived interests. Power was conceptualized
as a structural and relational phenomenon that is generated, maintained, and lost in the
context of relationships with others. Quests for power and influence were seen as
situational, that is, shaped by features of the content, context, and politics of issues, as well
as dynamic and inherently unstable. Using data about behavior, the study presents board-
room power and influence as related to macro and micro features of structure and con-
text. For example, features of company history and board culture; norms of conduct in
and around the boardroom; patterns of role selection and socialization; chief executive
and chairman attitudes and behavior were all identified as determining and reinforcing
the rules of the game within which boards and non-executive directors operate.
Alongside these issues, power sources, such as relevant expertise and experience, as well
as director will and skill, were found to be critical to the process by which power is mobi-
lized into influence in and around boards. At board level, where personalities may be
large and individuals can be selected for personal qualities, the willingness of directors
to intervene and their skill in matching behavior to the requirements of the situation
were viewed as integral to their influence and impact. To further emphasize how and
why a variety of interrelated features of structure and context shape the possibilities of
non-executive power andinfluence, the study utilized a distinction between “minimalist”
and “maximalist” board cultures. Minimalist boards are those in which a set of
conditions severely limit the involvement and influence of the board and its incumbent
non-executive directors on the affairs of the firm. By contrast, a maximalist boards is
one where the board and non-executives actively contribute to dialogue within the
board and build their organizational awareness and influence through contacts with
executive directors, managers, and other non-executives beyond the boardroom.
Variation in the processes and effects of boards was further examined by McNulty and
Pettigrew (1999) through their differentiation of three modes of behavior on boards in
respect of strategy: “taking strategic decisions,” “shaping strategic decisions,” and “shap-
ing the content, context and conduct of strategy.” By virtue of these different levels of
involvement in strategy, the study identifies differences in boards’ ability to influence
processes of strategic choice, change, and control. Subsequently, Stiles (2001) reported
the review of strategic initiatives to be a central feature of board contribution that
helps to “raise the bar” in terms of the quality of executive strategic proposals and the
effectiveness of decision-making. Ongoing attention to board involvement in strategy is
contributing to the development of a behavioral perspective within governance research
{Pugliese et al., 2009).

Around the same time a number of other “field studies” gained access to directors to
shine light on board behavior. Demb and Neubauer (1992: 82) identified challenges that
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non-executive directors face in becoming involved in decision-making processes. Hill’s
(1995) study of UK boards found non-executives working with managers reviewing and
refining the strategic decisions of their organizations. Pye (2002), discussed in more
detail elsewhere in the Handbook, identifies the task of “corporate directing,” involving
strategizing, governing, and leading. Westphal (1999) reported that social ties between a
CEO and the board provide strong benefits, including the enhancement of mutual trust,
space for advice-seeking on the part of the executives, a reduction in defensive and
political behavior within the board, and an opportunity for enhanced learning. Roberts
and Stiles (1999) found chair and chief executive relationships to fall into two types—
competitive and complementary—each with very different consequences for board
effectiveness. As a result of these studies, the field began to generate a greater sense of the
cumulative behaviors that contribute to unfolding dynamics of relationships on boards
that in turn serve to either undermine or promote board influence and effectiveness.

Subsequently, Roberts, McNulty, and Stiles (2005) drew on this earlier work and fused
it with arguments about accountability (Roberts, 2001) to develop a notion of board
effectiveness defined as ‘“creating accountability” Theoretically, this study cautions
against taking a polarized view of the non-executive role as either “control” or “service,”
engendered by theoretical divisions between agency and stewardship theory, and also
control versus collaboration models of the board process (Sundaramurthy and Lewis,
2003). Using interview-based research among directors of UK FTSE 350 companies, the
study identified conditions that allow non-executives to create accountability, and
some of the key attitudes and skills that this involves. It found the work of the non-
executive director to be vital both in enhancing the actual effectiveness of boards, and as
a source of confidence for distant investors as to the effectiveness of what goes on in
boards. It identified that non-executives can both support the executives in their leader-
ship of the business and monitor and control executive conduct. Rather than discover-
ing an inherent tension in these two aspects of the role, the study suggests that the key to
board effectiveness lies in the degree to which non-executives, acting individually and
collectively, are able to create accountability within the board in relation to both strategy
and performance. Accountability is in practice achieved through a wide variety of
behaviors—challenging, questioning, probing, discussing, testing, informing, debating,
exploring, encouraging~—that are at the very heart of how non-executives seek to be
effective. In particular, the study identifies three linked sets of behaviors that suggest the
non-executive should be “engaged but non-executive,” “challenging but supportive,” and
“independent but involved.” All in all, Roberts et al. (2005) seek to identify the potential,
within the unitary board, for a positive dynamic of relationships between executives and
non-executives based on executive perceptions of the relevance and value of non-executive
contributions. However, they also identify why boards may experience negative
dynamics that spiral downwards into factionalized and mistrustful relations.

Stimulated by Zahra and Pearce (1989) and Pettigrew (1992), field studies have come
to recognize boards as fragile human systems, the strength or fragility of which lies in
the quality of the interactions of the parties involved. Through being able to study and
describe behavior, we have come to generate ideas about the antecedents and conditions
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which inform effective boards. Echoing a proposition to come out of the study by
Roberts et al. (z005), we are now in a better position to articulate that board structure
and composition may condition the way boards operate, but actual board effectiveness
depends on the behavioral dynamics of the board, including the conduct and relationships
of non-executives vis-a-vis the executives (Roberts et al., 2005). In the next part of the
chapter, we proceed to a different but complementary stream of research which has
developed in the last decade and is now subjecting board processes, as suggested by
Zahra and Pearce (1989), to formal modeling and testing. The next part of the chapter
focuses on studies that are investigating the relationship between social-psychological
processes and boards, board performance, and company outcomes.

BOARD PROCESS AND PERFORMANCE: BOARDS
AS STRATEGIC DECISION-MAKING GROUPS

An important development in the governance literature is the identification of social
and psychological processes that impact on board decision-making. Westphal and
colleagues have contributed to this stream of work by revealing social control processes
which can render boards as passive and reduce board control over management.
Westphal and Khanna (2003) identify a phenomenon called “social distancing,” a form
of sanction that applies to directors as members of a corporate elite. The sanction results
from involvement in the exercise of control over management and negatively affects
both future opportunities and their willingness to engage in board governance. Another
social and psychological phenomenon is “pluralistic ignorance,” a characteristic of
board dynamics and decision-making, whereby members fail to express concerns and
opinions (Westphal and Bednar, 2005). By contrast with “group-think,” a group
decision-making failure rooted in highly cohesive groups (Janis, 1983), pluralistic
ignorance rests in a misperception by directors about the extent to which others share
their views and concerns. The perception prevents directors voicing concerns about
strategic matters for fear of marginalization. Pluralistic ignorance is put forward as an
alternative explanation to a lack of director independence for the frequent failure of
boards to exert influence over corporate strategy under conditions of poor firm per-
formance. Westphal and Bednar (2005) also suggest that pluralistic ignorance may shed
light on recent corporate scandals by explaining why directors who suspected wrong-
doing failed to speak out. An implication of this phenomenon for board effectiveness is
that more emphasis needs to be placed on measures that improve the process of board
decision-making by enabling directors to share concerns and voice dissenting opinions.
A third social process with implications for board control and access to board positions
is that of ingratiation. Westphal and Stern (2006) identify that ingratiation may smooth
the pathway to board positions, albeit with implications for embedding board deference
to management and the diminution of board control.
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Another stream of work about social and psychological processes flows from a model
of boards as strategic decision-making groups (Forbes and Milliken, 1999). Underlying
the model is a view that boards are relatively large, elite workgroups of seasoned,
high-level executives who meet episodically through an informal, egalitarian leadership
structure, have little interaction with each other, and minimal irwolvement with
the organization for which they have considerable legal, ethical, and fiduciary
responsibilities. By way of outcomes, boards are expected to make significant, interde-
pendent strategic decisions by consensus, taking into account the collective wisdom,
skills, and experience of the entire group. However, the effectiveness of boards as strate-
gic decision-making entities is vulnerable to “process losses” which can impact on board
task performance. While most of the governance literature takes the (financial)
performance of the firm to be the key dependent variable when considering the
functioning of the board, Forbes and Milliken suggest measuring board task perform-
ance directly, namely over those tasks related to a board’s control and service functions.
Allin all, Forbes and Milliken define an effective board as one that can perform distinc-
tive service and control activities successfully (task effectiveness) and yet continue
working together (cohesiveness). Furthermore, they propose that effective boards will
be characterized by high levels of interpersonal attraction (cohesiveness) and task-
oriented disagreement (cognitive conflict). Under the variable “board processes,” three
particular constructs are identified as important to board task performance: “effort
norms,” “cognitive conflict,” and the “use of knowledge and skills”” Effort norms refers to
the extent to which directors are prepared, participate in the board’s work, and the level
of attention given to board tasks. Cognitive conflict refers to the level of “issue-related”
disagreement amongst group members. The presence of, and use of directors’ knowledge
and skills refers to the way in which relevant expertise is coordinated and ultimately used
by the board.

The work of Forbes and Milliken is proving to be an important contribution to the lit-
erature as evidenced by subsequent empirical studies that utilize and build on the model
to reveal significant relationships between board process, board performance, and firm
effects. A study of publicly listed companies in Singapore by Wan and Ong (2005) reports
a significant relationship between board process and board performance, with effort
norms, cognitive conflict, and knowledge and skills all positively related to board roles. A
study of 300 large manufacturing firms in Italy by Zona and Zattoni (2007) concludes
that process variables, and to a lesser extent, demographic variables significantly influ-
enceboard task performance. In particular, efforts norms and use of knowledge and skills
are positively associated with the board monitoring and service roles. Van Ees et al's
(2008) study of the chairs and chief executives of Dutch firms concurs that the use of
knowledge and skills is related to board performance. Minichilli et al. (2009) also identify
F)Oard members’ commitment as more important than board demographics for predict-
ingboard task performance. Commitment is defined as the time and preparation devoted
by directors before meetings and involvement in board discussion with critical questions
and observations. By comparing Italian data with data from Norwegian companies,
Minichilli et al. (2010) show that effort norms have a positive effect on both control and
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advisory task performance. With reference to previous qualitative studies, they suggest
that these findings resonate with arguments about the benefits of engaged, empowered
boards that avoiding minimalistic behavior such as “rubber-stamping” of executive pro-
posals (Mace, 1971; Lorsch and Maclver, 1989; McNulty and Pettigrew, 1999; Stiles, 2001).
They also suggest that effort and the use of knowledge and skills counteract habits of “plu-
ralistic ignorance” (Westphal and Bednar, 2005). Most recently, McNulty et al. (forth-
coming) found financial risk-taking to be lower where non-executive directors had high
effort norms (as evidenced by the conduct of board meetings, preparation for board
meetings, and the frequency of dialogue between executives and non-executives) and
where board decision processes were characterized by cognitive conflict.

In addition to the work of Westphal and colleagues, and studies that draw on Forbes
and Milliken (1999), some other studies also reveal a relationship between board process
and performance. Using transcripts of board meetings, Tuggle, Sirmon, et al. (2010)
examine the time given by boards to monitoring. The study finds that selective attention
limits boards’ information-processing and calculation capabilities, hence impacting on
monitoring behavior. Such “selective attention allocation” by boards and directors results
from contextual and structural factors, with “prior performance” and “duality” being
especially relevant to explanations of the monitoring behavior of boards. These research-
ers conclude that monitoring is about “engagement” of board members, but that such
engagement may be lessened in times of positive performance and heightened in times of
negative performance. These findings shed light on why boards may have their attention
diverted, fail to employ due scrutiny, and be surprised by crises and negative perform-
ance. They also suggest a link between board structure and process by concluding that
CEO duality reduces attention to monitoring. By way of a contrasting focus, another
study by Tuggle, Schnatterly, et al. (2010) examines boards’ attention to enterprise. It also
uses the approach of analyzing board minutes, focusing on the time spent in board meet-
ings discussing new product or market issues. However, in probing the “black box” rela-
tionship between board diversity and performance, the study draws on upper echelons
theory to analyze how heterogeneous and homogeneous characteristics of directors affect
how boards work together and the attention that is given to entrepreneurial opportuni-
ties. Also using “fault-line theory” to identify dividing lines that may split a group into
subgroups, the proposition is that boards with weak fault-lines will allow more discus-
sion than boards with strong fault-lines. The study concludes that the amount of time a
board spends discussing entrepreneurial issues is positively and significantly correlated
with heterogeneity, weak fault-lines, and board informality, amongst other factors.

Finally, using survey and archival data from a sample of Fortune 1000 companies,
Payne et al. (2009) modeled board effectiveness by identifying attributes of high-
performing groups. The attributes are: knowledge, information, power, incentives, and
sufficient opportunity and time to prepare for and complete tasks. Four of the five varia-
bles: knowledge, information, power, opportunity/time were found to be significantly
related to board effectiveness and, in turn, effective boards were seen to contribute to the
positive financial performance of their respective organizations. The overall conclusion
is that board effectiveness is a significant predictor of company financial performance.
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By way of reflecting on the studies described above, they all share an interest in the
social and psychological dynamics of boards as decision-making groups. Whilst empirical
findings are by no means entirely consistent there is enough to encourage further
research into a set of process constructs that relate to board effectiveness. Findings about
effort norms, commitment, selective attention, critical debate and kngwledge, pluralis-
tic ignorance, and social distancing all reveal possibilities and limitations to human
rationality that may impact on the work and effects of boards and directors. Notions of
pluralistic ignorance and selective attention explain why boards can be passive, inac-
tive, ineffectual entities. On the other hand, findings about board effort norms, cogni-
tive conflict, and knowledge shed light on why some boards can develop as powerful
active groups capable of exercising control and other important effects. Furthermore,
these internal processes may result from social processes and contextual circumstances
outside of the board and host company.

CONCLUSION

The last three decades have witnessed corporate events that have brought corporate
governance into the full glare of public scrutiny and attention. From the corruption and
failure of Maxwell Communications in the UK in the 1980s to the Asian economic crisis of
the 1990s, and Enron debacle early in this millennium, few parts of the globe have been
immune from corporate governance failure. The worldwide diffusion of codes of govern-
ance (Aguilera and Cuervo-Cazurra, 2009) has signified boards being subject to both blame
and reform. Codes are directed at reforming the composition and structure of boards
through promoting a balance of executive and independent, non-executive directors, a
clear division of responsibilities between the chairman and the chief executive officer, and
procedures for the appointment of new directors, financial reporting, and internal control
(Zattoni and Cuomo, 2008; Aguilera and Cuervo-Cazurra, 2009). However, problems
remain in spite of codes and the financial crisis, the latest development in the recurrent cri-
sis of corporate governance (MacAvoy and Millstein, 2003}, has renewed attention to the
efficacy of corporate governance mechanisms, in particular boards of directors.

Within academic research on boards progress has been made in shedding light on the
ongoing problems of boards and potential solutions. Board research has now taught us
to be skeptical about the direct effects of board of board structure and composition on
board and company performance (Hermalin and Weisbach, 2003; Dalton and Dalton,
2011). Especially now that law and governance codes have such influence over matters of
board composition and structures, it is ever more important to get beyond appearances
to the substance of board effectiveness. One of the frustrations about recent events
involving companies is that boards with apparently perfect governance arrangements
and credentials were implicated in major cases of governance failure. Clearly, appear-
ances as represented by matters of board form and structure can triumph over substance
(Roberts et al., 2005; Westphal and Graebner, 2010).
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In seeking to identify the substance of board effectiveness, this chapter has revealed
literature that provides better understanding of board behavior and effectiveness.
Though displaying distinct strands and styles of research the literature reveals some
convergence of interest in respect of access boards and directors and a focus on board
practice and behavior. There is much that is positive in the present attempts to model
and research board processes in the context of decision-making models: not least,
growing evidence that it is board process rather than board structure or composition
that best predict board performance and effects. In this respect, these models and related
empirical studies are now testing relationships and lending credence to earlier qualita-
tive accounts that have described how certain behavior and relationships serve to create
influence, promote accountability, and enhance board effectiveness. For instance, con-
trary to agency theory assumptions, there is growing theoretical and empirical support
that boards are well served by a behavioral dynamic that involves open and trusting rela-
tionships between executives and non-executives rooted in perceptions of the relevance
and value of each other’s respective contributions. This dynamic encourages executives
into a greater openness and trust that in turn builds non-executive knowledge and con-
fidence. By contrast, a negative dynamic is possible in which executives come to resent
or be frustrated by non-executive contributions that they perceive to be either ill-
informed or inappropriate. This in turn can contribute to a downward spiral of deterio-
rating board relationships characterized by withholding of information and mistrust
(Roberts et al., 2005).

To view the development of the field of research in a positive light is not to overlook
further research that is needed in respect of board behavior and process. Whilst we find
positive relationships between board process and performance, there is some inconsist-
ency about which processes matter most to task performance. Also, the theorized dis-
tinction between service, control, and strategy should be further scrutinized. Are these
roles so distinct in practice, or are they so inextricably related as to suggest that by being
active in one task you will be active in another? Finally, the more one attends to boards
as decision-making entities reliant on their internal processes, the more one needs to
consider processes of board leadership. Qualitative studies such as those discussed
above suggest that board leadership by chairsis critical to board effectiveness (Pettigrew
and McNulty, 1995; Roberts and Stiles, 1999). However it is timely to further address this
important issue (Roberts, 2002; Gabrielsson et al., 2007; Machold et al., 2012; McNulty
etal,, 2011). Board leadership has been largely studied through attention to one element
of board composition, namely when the chief executive officer (CEO) also chairs the
board of directors, or as it is commonly termed, CEO duality (Boyd et al., 2011). This
focus should be extended to address the specific function of board chairs, especially
given that contemporary developments in corporate governance reform are directed at
board design, which increasingly includes a separation of the roles of chair and CEOQ.
The body of research that seeks to link features of composition to effects suggests that
structural independence, as pursued by a separation of the role of chair and chief execu-
tive, may not be reliable as a single proxy for understanding how boards actually func-
tion in terms of behavioral processes and effects. Rather, it is necessary to probe more
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deeply the behavior and effects associated with the structure and influence of board
leadership. The question of whether the position of board chair actually translates into
substantive influence over the conduct of the board, key decision processes, and board
effectiveness is of growing theoretical and empirical significance.
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CHAPTER 8

PHILIP STILES

How a company chooses its directors, rewards them, and also holds them to accountin
terms of the financial probity of the organization are three of the most contentious 15SU¢S
in corporate governance. Yet the governance mechanisms designed to provide oversight
and reassurance on these matters—the nomination, remuneration, and audit commit-
tees—have received comparatively little research attention. Since many significant board
decisions are made not within the whole board setting, but within the context of specific
committees (Harrison, 1987; Bilimoria and Piderit, 1994; Securities and Exchange
Commission, 2003; Bédard and Gendron, 2010), there is a strong mandate for focusing
‘on board committees and analyzing how they work and to what extent they are effective
(Kesner, 1988; Carson, 2003).

The role of board committees in enhancing corporate governance lies primafily_in
their potential for independent monitoring role. Board committees are part of @ S€1€S
of structural mechanisms which emerged, chiefly through the formalization of codes,
which highlighted the importance of subcommittees in bringing greater specialiZaltion
and objectivity by members, as well as greater attention to discrete issues ( Cadbury,
1992; Turnbull, 1999; Smith, 2003).

Explicit in this approach is the theoretical underpinning of the firm as a neX! of
contracts (e.g. Jensen and Meckling, 1976; Fama and Jensen, 1983). This approaCh has
placed the principal-agency problem at the heart of corporate governance resear Cl?'
The role of board committees in reducing agency costs through enhancing the moni-
toring of executives has been the primary rationale for their role (Cotter and silvester,
2003).

Despite their potential as oversight mechanisms, boards and board committees have
come under critical scrutiny (Agrawal and Chadha. 2005; Carcello, Hermanso™ etal,
2011). The incidence of high profile corporate fraud and failure, involving failures of
internal and external controls, continuing concerns about excessive executive ¥ emun.er—
ation, and allegations of cronyism in terms of director selection have called int© que.stlon
the adequacy of board committees (Vicknair et al., 1993; DeZoort et al, 2002)- Th%s has
led to the belief on the part of many scholars that the adoption of board comm ittees
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may be primarily symbolic and that the benefits associated with them are more
rhetorical than substantive (Kalbers and Fogarty, 1998; Beasley et al., 2009: Bédard
and Gendron, 2010).

Such variation has emerged as a central concern of institutional theory (e.g. Scott,
1987; Lawrence and Suddaby, 2006; Lounsbury, 2007). Institutional theory views some
governance activities and structures as driven by the need to produce legitimacy.
Through regulation and best-practice prescriptions, organizations conform to certain
norms and these become signs of legitimacy and accountability. However, this may
entail that the activities and structures are primarily ceremonial or ritualistic. Practices
may become decoupled from or “loosely coupled” to organizational goals (Fiss, 2008)
with the effect that a structure is only minimally tied to the technical work it is tasked
to achieve (Meyer and Rowan, 1977).

With regard to work on board committees, Spira’s (1999) study with participants in
audit committees concludes that the ceremonial function is important primarily
through validating organizational legitimacy, which in turn enables access to valued
resources. Similarly, other studies that provide self-report data on board committee
activity claim that directors continually balance monitoring with promoting legitimacy
(e.g. Beasley et al,, 2009). For example, Main et al’s (2008) qualitative work on com-
mittee process argues explicitly for a legitimacy aim for remuneration committees.

This tension between independent monitoring and symbolic functions of board com-
mittees is reflected in calls for greater understanding of the relational dynamics in and
around the committee (e.g. Turley and Zaman, 2004; Main et al., 2008). This chapter
responds to such calls, and seeks to address not just general governance characteristics of
board committees such as independence and expertise, but also governance processes—
what board committees actually do and how they do it (e.g. Schneider et al., 2009; Bédard
and Gendron, 2010). We examine the three major board committees, audit, remunera-
tion, and nomination, and explore the issues involved with board committee member-
ship, process, and outcomes. We argue that paying attention to the institutional and the
relational aspects of the works of the board committee provides a richer picture of board
committee work and the expectations companies may have of them.

The chapter is organized as follows. First, we take each of the major board committees
and examine the research in terms of their composition, effectiveness, and process. We
then argue for a widening of theoretical scope for work on board committees and, in
conclusion, we set out academic and practical implications.

BoARD CoOMMITTEE COMMONALITIES:
INDEPENDENCE AND EXPERTISE

In public corporations, the standard practice is that, in addition to meeting as a full
board, directors are assigned to board committees that monitor different aspects
of the corporation’s business and finance matters. A certain number of board
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committees are required by law or regulation (e.g. by stock exchange rule) and, in this
chapter, we focus on these solely: audit, remuneration, and nomination. Corporate law
empowers boards to delegate certain matters to these committees, and the assignment
of particular board members to committees is a matter to be decided by the entire
board (Fanto, 2005). Best-practices guidelines provide that membetship on a particu-
lar committee should depend upon both the independence and the expertise of a
director.

Regarding independence, a common feature of stock exchange or regulatory pre-
scription is that board committees should be composed solely or primarily of inde-
pendent directors. Though definitions of independence vary according to code and
jurisdiction, a common element is that for a director to be considered independent,
he or she should have no “material relationship” with the organization. This definition
is intended to be broadly construed. For example, according to the Higgs report
(2003), “material relationship” could “include commercial, industrial, banking,
consulting, legal, accounting, charitable and familial relationships (among others).”
A controversial area in defining independence concerns the ownership of stock. On
an agency theory account, share ownership on the part of audit committee members
would increase the incentive to monitor management and their financial reporting
(see e.g. Klein, 2002; Carcello and Neal, 2003; Abbott et al., 2004; Bédard et al,, 2004;
Leeetal., 2004).

However, an alternative argument is that board members who hold a significant share
stake might seek to exert more influence on management and may even collude with
them to protect their investments, at the expense of other shareholders’ interests. For
example, Mangena and Pike’s (2005) study of UK listed companies found a significant
" negative association between shareholding of audit committee members and interim

disclosure.

Carcello and Neal (2003) show that firms in which audit committee members’ share
ownership was high were more likely to dismiss an external auditor after issuing a going
concern report. Their explanation is that the impact of such a report on their share stake
would make it more likely they would disagree with the external auditor.

A significant further issue concerning independence is whether the requirements of
independence may be too restrictive in terms of director selection, and whether this has
led to the shrinking of the available talent pool for non-executive directors (Bronson
etal, 2009).

Regarding expertise, the rise of board committees has emphasized the idea of the
professionalization and specialization of directors (Fanto, 2005). On audit commit-
tees, for example, a number of codes now mandate that at least one member of the
committee should have significant financial expertise (US House of Representatives,
2002: 5. 407; Higgs, 2003; Smith, 2003). This expertise may be demonstrated by pre-
vious or current employment in finance or accounting and/or membership of a pro-
fessional financial or accounting body (see, for example, Smith, 2003: para. 3.16). In
remuneration committees, the increasing complexity of executive compensation also
Places high demands on the independent director. In most cases, the remuneration
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committee relies on advisors and consultants, both external and internal (Conyon
et al.,, 2009), but the professionalism of the remuneration committee lies in its abil-
ity to consider the views of consultants and of the executives, while coming to its
own opinion. Similarly with the nominations committee; the chief activity of mem-
bers is the identification and screening of persons thought appropriate to come to
the board. Here too there are professionals who assist the committee in this task,
notably search firms, but again the committee members’ task is to take sufficient
expertise whilst retaining the capability to make a sound independent judgment on
nominations matters.

With large diverse organizations, the complexity of some financial transactions in
terms of their accounting, actuarial, legal, insurance, risk management, and other
aspects presents significant demands on the expertise of board committees, particu-
larly those dealing with audit and remuneration. Discerning the implications of cer-
tain decisions or approvals within these committees for the organization may be very
difficult. Board committee members, and reward and audit professionals, like all
individuals, operate under conditions of bounded rationality and so errors which
arise from committee decisions may be the result of lack of competence rather than
being due to opportunistic self-seeking behavior suggested by classic agency theory
(Hendry, 2002).

The notions of independence and expertise for board committee members are usu-
ally linked to discussions about the critical mass of directors. For board committees,
a number of reports suggest that a minimum level of membership for corporations is
three independent directors (Cadbury, 1992; BRC, 1999; Smith, 2003). The increasing
complexity of board matters in the committee domain is producing pressure on director
resources, particularly on expertise and time. This may entail that larger committees
may be more effective, given that they will have more directors dedicated to the issues
and who can distribute the load and the time more effectively. Bédard et al. (2004) argue
that a larger audit committee is more likely to uncover and resolve potential problems in
the financial reporting process due to increased strength and diversity of expertise to
provide more effective oversight. However, Bédard et al. (2004) report no significant
relationship between audit committee size and earnings management; similarly with
Abbott etal. (2004).

In addition to how many independent directors comprise each board committee is
the issue of who else is allowed to be present at committee deliberations. For audit com-
mittees “no one other than the audit committee’s chairman and members is entitled to
be present at a meeting of the audit committee” (Smith, 2003: para. 3.6), but the audit
committee can decide if non-members should attend for particular purposes. For exam-
ple “It is to be expected that the external audit lead partner will be invited regularly to
attend meetings as well as the finance director” (Smith, 2003: para. 3.6).

Gendron et al. (2004) found that, in addition to audit committee members, others in
attendance at the audit committee meeting were the internal and external auditors, the
CEO, CFO, and corporate secretary. Such attendance will place a premium on the inde-
pendence and expertise of the independent audit committee members.

P
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For the remuneration committee and nominations committee, there is a similar
formulation in terms of membership—only members of the committee have the
right to attend committee meetings, but others, such as the CEO, the director of
human resources, and external advisors may be invited to attend (ICSA, 2008). Main
et al. (2008) found that, in a UK listed company sample, most remtneration commit-
tees were attended by the chairman and the CEO, except at times when their own
remuneration was under discussion: “it is generally accepted that to set appropriate
incentives it is necessary to have a sense for what will work, and in this respect the
view of the CEQO was essential in determining whether a particular design was one
which promoted the desired behaviour by the executives” (Main et al.,, 2008: 229).
Pivotal in this process is the role of the remuneration committee chair, who establishes
key relationships with relevant stakeholders and ensures challenge and negotiation
with advisors and executives.

Although much of the research on board committees focuses on the aspects of inde-
pendence and expertise, there is also a small but growing literature on processes within
board committees. A number of scholars have called for more fine-grained work on how
board committees actually operate (e.g. Spira, 2002; Turley and Zaman, 2004; Main
et al., 2008; Beasley et al., 2009: Bédard and Gendron, 2010). The small but growing
literature in this area has added considerably to our knowledge of the workings of the
board committee and, taken together with research on structural aspects of committees,
a picture emerges of board committee activity that supports a number of theoretical
approaches—chiefly, agency, institutional theory, and resource dependence—but also
points to several large gaps in our knowledge of board committee work. In the next sec-
tion, we examine the work of the audit committee, focusing first on its roles and second
on process. Following this, the remuneration committee and nomination committee
willbe explored.

AupiT COMMITTEES

The primary role of audit committees is to ensure the integrity of financial reporting and
the audit process. The audit committee has responsibility for ensuring the company has
sound internal financial control systems and systems for the control of non-financial
risks (Turnbull, 1999). This includes ensuring the external auditor is independent and
objective. The audit committee should comprise members who are knowledgeable about
the business environment, and of whom one has accounting or financial management
expertise (BRC, 1999; Smith, 2003). Without such knowledge, the oversight role of the
committee will be reduced in credibility in the judgment of management and auditors
(Knapp, 198). The audit committee in large companies should meet no fewer than three
times a year (FRC, 2008), with some meeting considerably more often—between six and
ten times per year (KPMG, 2006). In research on audit committees, there is a variable
Picture in terms of the effectiveness in each role. In the next section we shall review this
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literature. We shall then go on to discuss the small but important literature on audit
committee process.

OVERSIGHT OF FINANCIAL REPORTING QUALITY

A number of studies examine the quality of financial reporting, primarily in terms of the
incidence of negative outcomes, notably fraud and such irregularities as earnings mis-
statements and abnormal accruals.

Two attributes of audit committees outlined earlier—those of independence and
financial expertise—are chiefly used to assess effects on financial reporting quality.
The general finding is that audit committees play an important role in improving
the quality of financial reporting (Krishnamoorthy et al., 2003; Chen et al., 2007).
In research on US corporations, for example, SEC allegations of fraudulent financial
reporting (found in Accounting and Auditing Enforcement Releases) are negatively
related to board committee and audit committee independence (Beasley et al., 2000,
2010). In particular, companies with financial reporting problems are less likely to
have audit committees composed solely of outside directors (McMullen and
Raghunandan, 1996).

A common measure of poor financial reporting is earnings misstatements. In this
stream of research, companies with audit committees are found to be less likely to pro-
duce such reports than companies without audit committees. Audit committee inde-
pendence and financial expertise are negatively related to restatements (DeFond and
Jiamhalvo, 1991; Dechow et al., 1996; Abbott et al., 2004; Agrawal and Chadha 200s).
Cohen et al. (2010) found that restatements are negatively related to audit committee
industry expertise. Abbott et al. (2004) indicate a negative relationship between finan-
cial expertise and financial statements fraud.

However, where the independence of the audit committee member is compromised,
for example, by the CEO being involved in the director selection process, the strength of
an audit committee is significantly reduced (Carcello, Neal, et al., 2011).

A second area of study is the effect of audit committees on earnings management,
which is the practice of manipulating the financial performance of the firm to mis-
represent the results to stakeholders. Here, too, audit committee independence is
significantly associated with a lower likelihood of earnings management (Davidson
et al,, 2005). Financial expertise on the audit committee is also positively related to
the prevention of earnings management (Klein, 2002; Xie et al., 2003; Naiker and
Sharma, 2009). For example, Dhaliwal et al. (2010) find that accruals quality is posi-
tively related to accounting expertise on the audit committee, especially when
accounting expertise and finance expertise are both present. Firms that change their
boards and/or audit committees from majority independent to minority independ-
ent have significantly larger increases in abnormal accruals relative to their counter-
parts (Klein, 2002).
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Investor perceptions regarding audit committees show that stock price reactions are
positively related to the appointment of audit committee members with financial exper-
tise (Davidson et al., 2004; DeFond et al, 2005).

OVERSIGHT OF EXTERNAL AUDIT

The audit committee’s role with respect to the external audit is to ensure that the external
auditor is fully independent, and to discuss critical accounting policies and their treat-
ment within the organization. The issue of independence is highlighted in a number of
studies, For example, Lennox and Park (2007) find that more independent audit com-
mittees appear to promote auditor independence. The presence of audit committees has
been found to create a perception of enhanced auditor independence among consumers
of financial statements (Gwilliam and Kilcommins, 1998). The relationship with the
external auditor can also be measured by the likelihood of external auditor resignation.
A number of studies show a negative relationship between financial expertise and audi-
tor dismissal or resignation in cases of auditor-management disagreements (DeZoort
and Salterio, 2001; Carcello and Neal, 2003; Lee et al., 2004; Bronson et al., 2009).

In terms of the relationship between auditors and management, Beattie et al. (2000)
found that audit committees reduced the confrontational intensity of interactions
between auditors and management by increasing the level of discussion and reducing
the level of negotiation. In disputes between the auditor and external management, the
audit committees which are composed of independent directors tend to side with the
auditor (Knapp, 1987; DeZoort and Salterio, 2001).

INTERNAL CONTROL

The audit committee reviews with internal auditors any identified problems revealed by
their audit and their solutions or recommendations, and the department’s budget and
needs (Smith, 2003). The audit committee is also responsible for the supervision and
hiring of senior internal audit personnel. The committee also reviews the relationship
between internal and external audit processes.

The aims of the internal audit function are therefore strongly aligned with the over-
sight mandate of the audit committee (Scarbrough et al., 1998; Goodwin and Yeo, 2001;
Goodwin, 2003). Greater independence of the audit committee from executive manage-
ment promotes a more active role on the part of audit committees in internal audit
(Turley and Zaman, 2004). In an examination of whether experience affects audit com-
mittee members oversight judgments, it was found that audit committee members with
financial experience made internal control judgments more like auditors than did mem-
bers without experience (DeZoort, 1997, 1998). The influence of the audit committee on
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internal control activities was examined by Abbott et al. (2010), who found that the
relative focus on the part of the internal audit team on internal control increased with
audit committee oversight of internal audit.

PROCESS

Though the major focus on audit committees has been through the examination of the
independence and financial expertise of the members, a key element in the effectiveness of
audit committees lies in the process of the committee. In the few process studies on audit
committees, evidence for a largely ceremonial role is pronounced. Spira {1998, 1999, 2002),
using participants’ accounts of audit committee activity, suggests that audit committees
provide a comforting display of concern for corporate governance standards, validate
company legitimacy, and enable access to resources for survival and growth. Similarly, a
study of auditors’ experiences of audit committees revealed that audit committees were
perceived by auditors to be ineffective in controlling the financial reporting process
(Cohen et al., 2004). A follow-up study post-Sarbanes-Oxley (SOX) found an improved
situation, with audit committees more active, diligent, knowledgeable, and powerful. But
there was still strong evidence to show that management were responsible for auditor
appointments and terminations, contra SOX prescriptions (Cohen et al.,, 2004).

Beasley et al. (2009) looked at a number of process areas within audit committees in
post-SOX US firms and found practices which supported both substantive and cere-
monial interpretations of audit committee activity. Gendron et al. (2004) conducted a
field study in the audit committees of three Canadian public corporations and high-
lighted key matters that audit committee members emphasize during meetings, includ-
ing the accuracy of financial statements; appropriateness of the wording used in
financial reports; effectiveness of internal controls; and the quality of the work per-
formed by auditors. A key aspect of the work carried out by audit committee members
consisted of asking challenging questions and assessing responses provided by manag-
ers and auditors. In a subsequent study, Gendron and Bédard (2006) conducted a sec-
ond round of interviews with audit committee chairs and found that, when considering
the effectiveness of the audit committee, members attended to both substantive issues—
independence and expertise of the members—and ceremonial features of audit com-
mittee meetings.

From the point of view of the auditor, some work points to the passivity of the audit
committee. The study by Cohen et al. (2002) of 36 auditors showed that the interviewees
characterized their meetings with audit committees as a one-way process, with the audit
reporting major elements, rather than a dialogue occurring. In the same study, practic-
ing auditors stated that their discussions with audit committees never affect the type of
audit report issued. However, in a subsequent study (Cohen et al., 2007) of 38 auditors,
perceptions of auditors regarding the audit committee showed increased diligence and
expertise following SOX introduction.
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The importance of informal processes relating to audit committees is highlighted by
Turley and Zaman's (2007) study. Focusing on a UK company, and using interviews with
the audit committee chair, external auditors, internal auditors, and senior management, the
study found that informal networks between audit committee participants condition the
impact of the audit committee and that the committee meeting was not the place to chal-
lenge issues—that activity was reserved for informal meetings.

In summary, the prior literature focusing on audit committee characteristics shows
that audit committee effectiveness depends on independence and expertise. However,
in the literature on audit committee process, there is strong evidence that both substan-
tive and ceremonial functions are in play. For audit committee effectiveness therefore,
the independence and expertise of members has to be augmented by an emphasis on
relational issues, such as the voicing of challenging opinions and the demand for
complete transparency.

REMUNERATION COMMITTEES

The role of the remuneration commiittee is to determine and agree with the board the
framework for the remuneration of the chief executive, the chairman, and other mem-
bers of the executive management where appropriate (Smith, 2003). Remuneration
committees should meet at least twice per year, once close to the year end to review the
directors’ remuneration report, which, for quoted companies, is submitted to sharehold-
ers for approval at the AGM (ICSA, 2008). The appropriate design of reward structures
for management is a central plank in the alignment of managerial and shareholder inter-
ests (Main and Johnston, 1993; Conyon and Leech, 1994; Conyon et al., 1995; Ezzamel
and Watson, 1997).

Research on the effectiveness of remuneration committees however has been
mixed. In an explicit test of agency theory, Conyon and He (2004), using data on 455
US firms that went public in 1999, found that the presence of significant shareholders
on the compensation committee (defined as those with share stakes in excess of 5 per-
cent) is associated with lower CEO pay and higher CEO equity incentives. Firms with
higher paid compensation committee members are associated with greater CEO com-
pensation and lower incentives. Their conclusion was that there was little evidence to
support the idea of managerial capture of the compensation committee. According to
Conyon (2006), “the balance of evidence suggests that the composition of the (com-
pensation) committee does not lead to severe agency problems” (2006: 38). In this
stream of work, the presence of affiliated (non-independent) directors does not lead
to greater executive pay awards (Newman and Mozes, 1999; Vafeas, 2003). For exam-
ple, Conyon and Peck (1998), using panel data on large, publicly traded UK companies
gathered between 1991 and 1994, examined the role of board control and remunera-
tion committees in determining management compensation. Board monitoring,
measured in terms of the proportion of non-executive directors on a board and the
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presence of remuneration committees and CEO duality, had only a limited effect on
the level of top management pay. Daily et al. (1998) examined the relationship between
the composition of a firm’s compensation committee and CEO compensation. They
found no evidence that “captured” directors led to greater levels of, or changes in, CEO
compensation.

However, in looking at the impact of executive compensation consultants on pay,
using a cross-sectional design on UK and US firms, Conyon et al. (2009) found CEO pay
is generally greater in firms that use compensation consultants, and a greater amount of
equity, such as stock options, is associated with use of consultants. Given consultants’
use of comparison data in their deliberations, this may suggest a “bidding up” process in
remuneration.

A number of studies have argued for such a ratcheting effect with remuneration com-
mittees. For example, Ezzamel and Watson (1997) have suggested that “a ‘cosy collusion’
exists between executive and non-executive directors, who sit on each other’s remunera-
tion committees and thereby bid up executive earnings” (1997: 73). Similarly, Main and
Johnston (1993) found evidence that management pay was significantly higher in com-
panies that adopted remuneration committees. However, one problem with this strand
of work lies in its cross-sectional nature, which leaves open the possibility of reverse
causation for explanation (in other words, better companies tend to pay more and, at the
time of the study, be likely to adopt remuneration committees (Conyon, 2006)). Taking
a longitudinal design, Benito and Conyon (1999) showed that there was a negative rela-
tionship between remuneration committee adoption and the emoluments of the highest
paid directors. However, in a panel study of CEO pay in water companies from 1992-
2001, Ogden and Watson (2004) found that remuneration committees did not attempt
to fully adjust CEO remuneration in line with higher pay levels of other benchmark pri-
vate sector UK businesses, despite their companies performing well in terms of conven-
tional financial performance criteria.

PROCESS

A number of studies focusing on process have highlighted the conformity of remunera-
tion committees to institutional pressures. Main et al. (2008) interviewed 22 members
of UK remuneration committees and found that remuneration committee members felt
constrained in their choice by the coercive effect of institutional norms, and “they com-
monly fail to allocate the time or resource to calibrate or confirm the effective operation
of the chosen remuneration plan; and many of their actions are dominated by a per-
ceived need to be able to justify any high pay outcomes in communications with share-
holders and institutional investors” (2008: 230).

Similarly, Perkins and Hendry (2005) found non-executive members of remunera-
tion committees perceiving themselves as being “outmaneuvered” by management on
reward issues, through factors such as role ambiguities and power asymmetries between
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the major actors. Though this study found that a high degree of discretion was given to
the remuneration committee; “what matters is how rewards appear, not whether per-
formance is being objectively over-valued” (2005: 1464). This decoupling of remunera-
tion activity from alignment of pay with the strategic aims of the firm,to reflect rather
the external perception of the reward process is supported by Spira and Bender (2004).
This work afirmed the desire of remuneration committees to be able to demonstrate ex
post that pay is in alignment with governance codes, rather than in terms of the align-
ment between pay and the strategic profile of the company.

This drive to demonstrate legitimacy gains further backing from the work of Ogden
and Watson (2008), which, drawing on five UK privatized water companies, showed
that the remuneration committees, concerned about potential stakeholder criticism,
devoted considerable time and resources to ensure that their choice of long-term incen-
tive plan comparators and performance metrics would be regarded as legitimate.
Further, “the indeterminacy and incoherence of normative guidelines for implementing
good governance in areas of executive remuneration made for difficult contexts for
remuneration committees” (2008: 45).

In summary, there is a contrasting picture of remuneration committee effectiveness.
The effects of the remuneration committee on CEO earnings show mixed results, using
measures of the presence of the committee as well as its independence. In process stud-
ies, too, the pressures on remuneration committee members by management are con-
siderable and concern to provide legitimate outcomes to investors may be at the expense
of substantive contributions.

NoMINATION COMMITTEES

The role of the nomination committee is to lead the process for board appointments and
make recommendations to the board (Smith, 2003). In particular the committee is
responsible for identifying, and nominating for the approval of the board, candidates to
fill board vacancies as and when they arise. This task requires that the committee estab-
lish a process whereby it identifies qualified individuals for board membership and
decides upon the re-nomination of existing directors. Best-practice guidelines suggest
nominations committees should meet at least twice a year, once close to the year end, in
particular to consider whether directors retiring by rotation should be put forward for
re-appointment at the annual general meeting (ICSA, 2009).

For many jurisdictions, this committee is a “best-practice” guideline, and, in compa-
nies where there is not a formal nominations committee, directors are expected to show
that the nominations process has upheld strong independent principles. In some juris-
dictions, the nomination committee is mandatory for public companies. For example,
in the US, following a number of corporate scandals in which there was perceived to be
too close a relationship between the board and management, the New York Stock
Exchange (NYSE) proposed to make the nomination committee mandatory in 2003,
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which was sanctioned by the SEC. In addition, the committee would also have further
governance duties which are:

(1) conducting the board’s annual governance review; (2) monitoring compliance
with the NYSE’s corporate governance guidelines; (3) establishing and implement-
ing a process for the board’s self-assessments (including board and committee
self-assessments and director assessments); and (4) recommending director com-
pensation. (SEC, 2003)

These duties would fall under the title of “governance committee” and would take up
duties that had previously been handled by the full board or perhaps not fulfilled at all
(Mahoney and Shuman, 2003). For the main part of the nomination committee role, the
process is the identification and screening of persons eligible to be directors (Vafeas,
1999). Lee et al. (1992: 58) state that “although the board is legally authorized to ratify
and monitor managerial decisions, critics have argued strongly that management gen-
erally dominates the board by its influence over the selection of outside directors, and by
its control over the agenda of board meetings and the information provided to outside
board members” The introduction of a nomination committee delegates the director
selection process to an independent group which can make independent recommenda-
tions (Ruigrok et al., 2006). This is crucial, for if a board is to effectively provide over-
sight of the company’s management, they cannot be handpicked by the management,
since they may feel a loyalty to them which may inhibit voice or challenge of decisions or
strategies (Westphal, 1999).

However, in practical terms, it is usually the CEO or other executives who are best
able to identify candidates who might be suited to the company and to the board. The
role of the nomination committee is therefore not to allow the recommendations of the
CEO or executives to overly influence the director selection process. The dangers of not
doing this are highlighted by Shivdasani and Yermack (1999) who report that when the
CEOQ serves on the nominating committee or no nominating committee exists, firms
appoint fewer independent outside directors and more grey outsiders with conflicts of
interest. Stock price reactions to independent director appointments are significantly
lower when the CEQ is involved in director selection.

By contrast, the effect of nomination committees on new CEO dismissal has been
examined. In a study of 204 newly appointed CEOs, if, at the time of succession, the firms
board has a nominating committee that is independent and/or on which outside direc-
tors have few external directorships, the likelihood of dismissal is lower (Zhang, 2008).

A major element for consideration at nomination committees is the selection of direc-
tors under the criterion of diversity. Diversity is argued to have strong benefits, through
a broadened range of task-relevant resources (such as knowledge, skills, and perspec-
tives) that are both cognitive and demographic (Williams and O'Reilly, 1998). This vari-
ety may enable a cross-fertilization of ideas and a synergistic combination of resources
that may ultimately enhance performance. Nomination committees try to ensure that
the composition of the board is optimal in terms of functional and professional capabil-
ity. Increasingly, however, diversity is becoming of high importance for board members.



BOARD COMMITTEES 189

In a survey of the top 200 companies in the S&P 500 index, Spencer Stuart (2010) found
that 16 percent of board members were women. In the Fortune 500, the figure was 15.7
percent. In the UK, 175 percent of independent directors in the FTSE are women, but
only 5 percent of executive directors. The Davies Report in the UK proposes that, by
2015, 25 percent of board roles within listed companies should be held by women. Other
quota approaches are being used by Spain (40% women by 2015); NorWay {40% women,
already exceeded); Netherlands (30% by 2016); Italy (30% by 2015); and France (20% by
2014, 40% by 2017).

Work by Ruigrok et al. (2006) assesses the corporate governance-related antecedents
of nomination committee adoption, and the impact of nomination committees’ exist-
ence and their composition on board independence and board demographic diversity.
Using a longitudinal study of board composition amongst 210 Swiss public companies
from January 2001 through December 2003, a period during which the Swiss (Stock)
Exchange (SWX) introduced new corporate governance-related disclosure guidelines,
they found firms with nomination committees are more likely to have a higher number
of independent and foreign directors, but not more likely to have a higher number of
female board members. Further, the existence of nomination committees is associated
with a higher degree of nationality diversity, but is not related to board educational
diversity.

On the governance aspects of the committee, the role is to assess the performance of
the CEO, the board, and individual board members in relation to the goals and perform-
ance criteria established by the committee and the board (as set forth in the firm’s corpo-
rate governance guidelines). Evaluation also includes the committee’s evaluation of its
own performance. Boards of directors of companies traded on the NYSE are required to
conduct a board performance self-evaluation at least annually. So too for Combined
Code requirements (2006). While there has been a good deal of work on prescriptive
advice about how such reviews should take place, the role of the nomination/govern-
ance committee in this process has yet to be explored fully.

PROCESS

i Studies on nomination committees are in their infancy (Carson, 2003). The director
selection process has long been subject to criticism as powerful CEOs, rather than
shareholders, often select directors (Pfeffer, 1972; Westphal and Zajac, 1994; Van Ees
| and Postma, 2004). For example, Lorsch and Maclver (1989) reported that boards
often have only limited influence over the new director nomination process. However,
there have been few studies to assess how nomination committees make judgments,
set policy, and interact with the board overall and with head-hunters and the HR
department.

In summary, the small number of studies on the nomination committee show positive
effects regarding some aspects of diversity and indicate support for the implementation
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of board reviews. However, the nomination committee highlights the problem of
committee member independence. In work on the nomination process, CEOs and
executives will often have a strong preference for a particular candidate and, while this
suggestion should be entertained by the committee, it cannot determine its choice.
This difficult balancing act provides support to the view that non-executive roles in
general, and board committee members in particular, have to simultaneously com-
bine information and advice from the executives but not be captured by their views
{Roberts et al., 2005),

INTERACTIONS BETWEEN COMMITTEES

The three oversight committees and their effects tend to be treated in isolation; little is
known about the interactions and effects of the board committees. One research tradi-
tion is concerned with director overlap—the extent to which directors sit on a number
of board committees within the same organization. Because the audit and compensa-
tion and nomination committees are subgroups of the board of directors, some of the
same directors may sit on both committees. The benefit of director overlap resides in the
potential for knowledge transfer across committees, which can lead to increased aware-
ness and diligence among committee members. A panel study by Zheng and Cullinan
(2010) of S&P 500 firms found that the overlapping of the compensation committee and
the audit committee may bring benefits in terms of the design of compensation schemes
because of the knowledge spillover between the two committees. However, a major pol-
icy initiative (Higgs, 2003) suggests that the same outside director should not serve on
the audit, compensation, and nominating committee, in order that there not be too
much influence focused on one individual (Higgs, 2003: 13.2).

THEORETICAL PLURALISM

The three committees we have discussed in this chapter—audit, remuneration, and
nomination—are traditionally given the overarching name “committees of oversight.”
This points to their role as monitors of major aspects of corporate activity and chimes
well with their connection with agentic models which highlight that governance has to
be achieved often by overcoming self-serving or manipulative behavior. However,
reflecting process work on boards of directors (Pettigrew and McNulty, 1995; Stiles and
Taylor, 2001), it is clear there is variation in the enactment of board committee duties.
A common theme emerging from the process studies on board committees is that, while
the diffusion of board committee structures and principles are widespread, their enact-
ment takes a variety of forms.



i
H

BOARD COMMITTEES 191

This chapter underlines how agency and institutional accounts of board committee
work are not mutually exclusive. Further, the aims of effective oversight and in securing
legitimacy are to promote the assurance of probity and conformity to high standards of
governance. These aims have important consequences for the level of resources that may
be secured by organizations. Resource dependence theory, which stateg that the board’s
main role is to assist management in securing key organizational resources (Cohen et al.,
2007; Nicholson and Kiel, 2007), has resonance for board committees as well as for the
board as a whole (Pfeffer and Salancik, 1978; Hillman and Dalziel, 2003). Cohen et al.
(2007) find that auditors consider both traditional agency variables and resource
dependence variables when evaluating corporate governance for the purpose of audit
planning. But more studies examining the processes by which board committees secure
valued resources for the organization would be valuable.

Board structure, composition, and independence all help to create the conditions
within which non-executives can be effective, but they do not by themselves ensure
effectiveness. Two issues are particularly relevant here: first, the social psychological
forces acting against independence and the objective use of expertise and, second, the
need to attend to board committee process.

First, an issue affecting the independence of board committee members is the demo-
graphic similarity of independent directors (Main et al., 2008). The small talent pool for
independent directors and the need to widen the market for them has been identified
(see e.g. Higgs, 2003). If directors are of a similar social demographic background, this
encourages a mutual reinforcement or “consensual validation” of each individuals beliefs
(Byrne et al., 1966: 223), enhancing interpersonal attraction and producing bias in direc-
tor selection (Westphal, 1999). The similarity of background and view may have advan-
tages in terms of expertise, but may limit independence of mind (Roberts et al., 2005). In
addition, there are norms of reciprocity among directors who also serve as independent
directors on other boards which may hinder the performance of independent oversight
{Westphal and Zajac,1994).

Second, focusing on board behavior and relationships offers a different, and in our
view, more subtle understanding of the real drivers of board effectiveness. Board com-
mittee effectiveness depends upon the behavioral dynamics of the committee, and how
the web of interpersonal and group relationships between executive and non-execu-
tive directors, and between committee members and key external constituencies, is
developed in particular company contexts. It is clear that board committee effective-
ness is a function of committee composition, authority, resources, and diligence
(DeZoort et al., 2002). Independence and expertise are crucial elements in the compo-
sition of the committee, while the need for committees to insist on the highest stand-
ards from internal and external sources (for example, from the internal and external
auditor, or on the HR function for the performance of executives) makes authority a
key asset. Having the resources to carry out the roles (for example, being given enough
information from the company to make accurate judgments, and having access to key
sources of professional guidance) is highly important, and showing diligence in terms
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of the motivation and thoroughness to review committee material ensures the right
attention to committee matters.

Much of the difference between a substantive versus ceremonial role for board com-
mittees stems from the attitude of management toward governance mechanisms,
Creating and sustaining accountability within the boardroom is heavily dependent on
the attitudes and actions of executive directors regarding their non-executive colleagues,
the work of the chairman in creating the conditions for non-executive effectiveness, the
experience, skill, and judgment of non-executives, and the manner in which they bring
these to bear on the conduct of a company. The scope, depth, and effectiveness of these
relationships in turn depend upon executive and non-executive director conduct. This
conduct is the absolute basis of the effectiveness of the non-executives within board
committees.

FUTURE RESEARCH

When considering the effectiveness of board committees, attempts to infer from charac-
teristics such as independence and expertise to organizational outcomes are difficult,
since the benefits to performance may be gained from other features of corporate gov-
ernance. Further, the use of certain proxies to measure different governance possibilities
is not consistently applied and the research base as a result is non-additive. For greater
understanding of the contribution of board committees, more attention needs to be paid
to the processes by which board committees carry out their functions and also how they
interact with other committees and also the board overall.

As well as greater in-depth understanding of the relational dynamics within the board
committee and with their key constituencies, work focusing on an individual level of
analysis, exploring the cognitive and motivational aspects of board committee mem-
bers, would be welcome. As Spira (1999) argues, a key feature of board committee activ-
ity lies in the asking of questions, but to what extent directors speak up and when they
remain silent (Morrison and Milliken, 2000), and just how the questioning process links
to the achievement of governance benefits remains unclear.

The importance of informal interactions and communications in accomplishing a
board committee’s objectives would also be an important research avenue (Spira, 2002;

Gendron and Bédard, 2006; Turley and Zaman, 2007). Further research on the relation
between board comrmittees and key stakeholders through informal means such as influ-
encing and political behavior (Ferris et al., 2007) would make an important contribu-
tion to governance research.

This chapter highlights that there is only limited and mixed evidence of effects to sup-
port claims and perceptions about the value of board committees. Most of the existing
research has focused on factors associated with issues of structural and background var-
iables such as independence, and the expertise of board committee members, but there
is little evidence on the processes associated with how board committees operate. Since
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it is clear that board committees are increasingly widely accepted in the world, within
both unitary and two-tier governance systems (Collier and Zaman, 2005), and given the
fact that key governance deliberations actually happen within board committees, rather
than at the level of the board as a whole, increasing our underst;nding of the practices
within and between committees becomes a pressing research and practical need.
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CHAPTER 9

THE GOVERNANCE
OF DIRECTOR NETWORKS

............................................................................................... sreessans

LUC RENNEBOOG AND YANG ZHAO

INTRODUCTION

SociaL and professional networks govern our lives; they are established through
common education, sports interests, club memberships, as well as connections resulting
from professional lives. The economics and finance literature has begun to give more
attention to the influence of managers’ and non-executive directors’ connections on
corporate decision-making and corporate monitoring. Indeed, it may be that profes-
sional networks have a bigger impact on corporate policy than we anticipate, and even
influence the effectiveness of institutionalized governance structures (such as boards of
directors) or the role of governance regulation.

Director networks, also known as director interlocks, are networks formed by exec-
utive and non-executive directors sitting on corporate boards. Links within director
networks are established when two directors are sitting on the same board. Research on
director networks emerged at the beginning of the 20th century, when director net-
works were considered a tool to foster corporate collusion. The following quote was
from Louis Brandeis as the associate justice of the US Supreme Court. He made this
statement before the passing of the Clayton Act (1913: 51), which prohibited extensive
director networks as these could lead to collusion in concentrated industries. The quote
appeared in the US House of Representatives Staff Report to the Antitrust Committee

(1965: 3).

The practice of interlocking directorates is the root of many evils. It offends laws
human and divine... Applied to corporations which deal with each other it tends
to disloyalty and to violation of the fundamental law that no man can serve two
masters. In either event it tends to inefficiency; for it removes incentive and destroys
soundness of judgment. It is undemocratic for it rejects the platform: “A fair field
and no favors” (Brandeis, 1913)
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In recent years, the number of directorships held by one individual has been capped in
some countries.! However, within these legal boundaries, the power of director networks
can still be significant. In the developed countries, director networks are important
among large corporations: one-fifth of the 1,000 largest companies in the US share at
least one board member with another of the top 1,000. More than 1,00b board members
sit on four or more corporate boards, and 235 sit on more than six (Krantz, 2002). The
four largest oil companies have interlocking directorates with the international mega-
banks. Exxon Mobil shares board members with JP Morgan Chase, Citigroup, Deutsche
Bank, Royal Bank of Canada, and Prudential. Chevron Texaco has intertocks with Bank
of America and JP Morgan Chase. BP Amoco shares directors with JP Morgan Chase.
RD/Shell has ties with Citigroup, JP Morgan Chase, N. M. Rothschild & Sons, and the
Bank of England (Henderson, 2010). As regulations on director networks differ across
countries, these cross-border director networks between powerful international corpo-
rations are not tightly regulated. Lastly, besides the professional connections, directors
may also be connected by education, membership of social clubs, etc. Such informal
director networks seem to gain in importance.

In this chapter, we review the history and current status and regulation of director
networks in some major western countries in the next section. The academic literature
on director networks is then summarized. Different approaches to analyzing director
networks are discussed and compared in the following section. The final section
concludes.

DIRECTOR NETWORKS IN HISTORY AND TODAY

Networks in the US

The earliest director network documented can be found in the incorporation documents
of New England textile mills in the US in 1790. A small group of wealthy businessmen
became owners of each other’s companies and could thus be called an ownership net-
work. In 1845 a larger group of 8o people, known as the “Boston Associates,” controlled
20 percent of the textile industry. Seventeen of these men served as directors in Boston
banks, 20 were directors in six insurance companies, and 11 were directors of five rail-
road companies (Dalzell, 1987). During the mid and late 19th century, director networks,
usually led by families and large owners, became widespread in the major industries in
the US. Banks and other financial institutes were at the center of this powerful director
network. This situation finally led to the adoption of the Clayton Actin 1914.

Section 8 of the Clayton Act is specifically designed to restrict director interlocks. At
the beginning, director interlocks were defined as two competing corporations sharing
one or more common directors. In the meantime, the act has been amended six times
since its enactment. Today, Section 8 prohibits, with certain exceptions, any person from
serving as a director or officer in two competing corporations. In Section 8, competitor

G don
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corporations are defined as firms with capital, surplus, and undivided profits aggregat-
ing to more than $10,000,000, with the exception that no corporation is covered if the
competitive sales of either corporation are less than $1,000,000. Section 8 does not affect
companies in the banking sector. Interlocking in the banking sector is governed by
Federal Deposit Insurance Corporation (FDIC), under “Part 348, Management official
interlocks,” which has even more stringent rules regarding director interlocks.

With Section 8 of the Clayton Act outlawing a large part of director connections,
director networks became much weaker in competitive firms and the banking sector. As
a consequence of the separation of ownership and control, the networks between com-
panies in the early 1900s had become less dominated by families and bankers. Instead,
professional managers became gradually more interlocked, a trend which continued
until the late 1900s. The majority of networked directors are professional, white, male
managers. Only recently, since the end of the 20th century, the diversification of director
networks has increased, with more women and people of color joining corporate boards.
Although more restrictions have been put on boards, many firms still have large net-
works. For instance, in 200s, Citigroup had 25 links to other companies through shared
directors. Most of these firms were the biggest in their sectors, such as AT&T, Ford
Motors, PepsiCo, Time Warner, and Xerox (Domhoff, 2006). It is not surprising to hear
the claim that the American economy is controlled by a small group of corporate elites
from these large and connected companies.

Since the financial crisis of 2007-8, the Securities and Exchange Commission (SEC)
is planning to enforce a new code on good corporate governance to further discourage
multiple directorships, because serving on too many boards decreases the time and
energy one can invest in any individual company.

Networks in the UK

The situation in the UK bears many similarities as financial companies are also the
most connected companies in the economy. But due to differences in regulation and
culture, the development and structure of director networks differs from the American
situation.

The first research documenting the UK director networks is Beesley (1951). He traced
down the director networks existing between all companies in British Midland metal
industries. He found that in 1948 connections had been forged between the largest com-
panies, which employed one-third of the industry’s workers. Beesley considered this
director network a protective device to ensure that individual investment decisions
would not be harmful to other group members. The coordination mechanism was,
according to Beesley, harmful since it delayed investment in research and development.
In recent years, director networks in the UK have been more “concise” compared to the
US case. Directors usually do not have more than two connections with other boards.
The connections between companies are often maintained by one common director
(Santella et al., 2008). Nevertheless, Renneboog and Zhao (2011) still find some network
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superstars in their UK sample: Andy Hornby was sitting on four boards, while being the
CEOQin one of these firms in 2006. Peter Cawdron was a non-executive director or chair-
man in nine companies. Another feature of the British director networks is that there are
connections between financial institutions through common directors, since this is not
prohibited by the UK regulation.

The UK Corporate Governance Code (known as the Combined Code up to 2010) is
a set of rules provided by the Financial Reporting Council (FRC) as a guide to good
board practice (Higgs Report, 2003). Section A proposes guidelines for the appoint-
ment of independent directors. In order to judge whether a non-executive director is
independent, several criteria are provided. A director is not independent if he “holds
cross-directorships or has significant links with other directors through involvement in
other companies or bodies” (A.3.1). As for executive directors, A.4.5 states: “The board
should not agree to a full time executive director taking on more than one non-executive
directorship in a FTSE 100 company nor the chairmanship of such a company” (Higgs
Report, 2003). A.3.1 and A.4.5 strongly discourage multiple directorships but are not
binding: should the company insist on allowing multiple directorships, a clear explana-
tion is to be given to the regulation authority as well as the investors.

From these elements of the regulation and codes of best practices in the US and the
UK, it is clear that the regulatory authorities consider director networks potentially
harmful to corporate competition, to the independence of non-executive directors, and

the efficiency and responsibility of executive directors.

Networks in Other Developed Countries

Besides the US and the UK, director networks are popular in other countries too. Since
the 1970s, director networks in Germany have come under pressure from the financial
press. According to Prinz (2006), an overwhelming majority of the listed companies are
connected by directors and/or financial ties. He claims that influential director networks
diminish the motivation to compete and restructure. Similar to the US and the UK, the
German regulator also imposes limitations on director networks. German business leg-
islation (100, 105 AktG, since 1965) limits the number of supervisory board mandates to
a maximum of ten seats per person, whereas a position as president of the supervisory
board is given double weight. Moreover, mutual exchange-directorships are forbidden.
These rules effectively limit the growth of director networks in Germany. Nonetheless,
Heinze (2002) shows that, although over time there has been a quantitative reduction in
director networks, the qualitative structure remained stable over the period of 1989
to 2001

Director networks in France are different from most other countries as they are deter-
mined by the educational and political backgrounds of the directors. First, directors are
drawn from a limited set of Grandes Ecoles, which have powerful alumni networks.
Second, a large proportion of the business elites are former civil servants, who have built
connections through political relations. These two networks are of overwhelming
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importance in the French business world. ENA (Ecole Nationale dAdministration) and
graduates of the Ecoles Polytechniques run more than 20 percent of the listed firms,
which accounts for around 7o percent of all assets traded on the Paris Stock Exchange.
Twenty percent of the firms are run by former high-ranking bureaucrats (Kramarz and
Thesmar, 2006). To sum up, director networks in France are based on education and
past civil service, rather than mere professional ties.

Director networks in Italy and Spain are strong too. Compared to the US, the UK, and
Germany, director networks in the southern European countries show a high network
density. In an Italian sample of 40 blue-chips in the S&P-MIB (Standard & Poor’s/Milano
Italia Borsa) 40 index, 3t companies are connected and one out of ten directors is sitting
on two or more boards (Santella et al., 2008). The ratio is similar for Spain (Crespi and
Pascual-Fuster, 2008). On average, a Spanish director serves on 1.22 boards; some direc-
tors even sit on five boards simultaneously.

To conclude, director networks have a long history and remain influential in most
developed countries today. The potential harm of director networks is recognized by the
regulatory authorities. Several restrictions have been imposed to deter excess director
networks. However, over time director networks evolve and adapt to the new regulatory
environment and retain their influence in the corporate world. In the next section, we
review the academic literature on director networks in order to obtain more insights
about the motivation, mechanism, and impact of director networks.

RESEARCH ON DIRECTOR NETWORKS

Director Networks and Collusion

Concerns about director networks have attracted public and academic attention in
Germany (Jeidels, 1905) and the US since the early 19o0s. Toward the end of 19th cen-
tury, the growth and concentration of some industries, for instance iron and steel
production and railroads, induced stronger corporate connections through inter-
locking directorates. In the US the debate even triggered a government investigation
and led to the Clayton Act in 1914, which eventually prohibited interlocking directo-
rates in the railroad industry, competing firms, and banks. Research on this period
usually concentrates on the interlocks of a few large companies in the economy, ignor-
ing the networks between other companies (see e.g. Dooley, 1969). As it is often
argued that interlocks are a product of the development of monopolistic structures,
studies on interlocks are embedded in antitrust research. In the mid-2o0th century,
antitrust research also included investigations of the types of interlocked directors,
company types, and whether interlocks are related to geography and industry factors
(Mizruchi, 1982). The pioneering studies in Germany and the US were soon mim-
icked for the UK { Aaronovitch, 1961) and the Netherlands (Baruch, 1962). Aaronovitch
(1961) describes the networks among British companies as an instrument used by
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capitalists to control the industry. Baruch (1962) documents that director networks in
the four large Dutch banks also played a crucial role in fortifying control over a large
range of related companies. Although the intensity of interlocking was lower in these
countries in the early 20th century, they share many features withsthe German and
American markets, such as the high interlocking level in the finance industry. In a
comparative study covering the first half of the 20th century, Fennema and Schijf
(1978) report that the number of interlocks declined in the US but increased in most
other countries. The most plausible explanation for this is the introduction of legal
restrictions in the US.

Although regulation has tried to reduce the potential collusion of director networks,
research has shown that director networks may also yield political influence. A pioneer-
ing study on director networks and firms’ political action by Koenig (1979) found that
connected companies contribute more to election campaigns. Studies by Mizruchi and
Koenig (1986) confirm this finding, but also report that interlocks via financial institu-
tions can be used to predict the political positions of companies. They argue that compa-
nies interlocked through indirect ties can better coordinate with each other and are
hence more likely to express similar positions in congressional hearings. This is contra-
dicted by Burris (1987). Since companies can likely benefit from director networks
involving politicians, Agrawal and Knoeber (2001) document that politically experi-
enced directors are more prevalent in companies where the costs of environmental reg-
ulation, sales to government, and exports are greater, and lobbying is more important.

Motivations to Create Director Networks

Mizruchi (1996) presents a comprehensive review of the director network studies from
the 1970s to the 1990s. In his paper, four motivations for the establishment of networks
are developed: (i) collusion; (ii) monitoring; (iii) legitimacy; and (iv) career advance-
ment. While the collusion argument has been discussed above, the monitoring argu-
ment is that interlocks are created to better monitor the management. Westphal and
Zajac (1996) state that (the lack of) interlocks result(s) from the power struggle
between the CEO and the board. They find that powerful CEOs select and retain pas-
sive board members in order to maintain control. In contrast powerful boards prefer
new board candidates with monitoring experience. Furthermore, better monitoring is
supposed to lead to better corporate performance. Burt (1983) confirms this expected
positive relation between profitability and interlocks, but Dooley (1969) and Lang and
Lockhart (1990) draw opposite conclusions. In addition to the ambiguous results on
the relation between interlocks and performance, another unresolved issue in these
Papers is causality. In other words, is it profitability that triggers interlocks, or the other
way around? Richardson’s (1987) research provides some answers to the causality ques-
tion: his interviews with bankers confirm that bankers often join boards of companies
in financial difficulties. The legitimacy argument is that recruiting reputable directors
onto the board earns the trust of investors and financial institutions (Scott, 1992). Most
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studies prior to the late 1990s have overlooked directors’ individual incentives to initi-
ate connections. Career advancement is one of the most prominent of individual moti-
vations to participate in director networks. On this topic, the pioneering studies by
Stokman et al. (1988) and Zajac (1988) show that directors join other boards for rea-
sons of prestige and extra compensation. A recent empirical test by Kirchmaier and
Kollo (2007) confirms the role of several individual factors, such as prestige, title, and
education, which contribute to the expansion of director networks.

A motivation for the creation of director networks is their information value. More
explicitly, director networks can transfer valuable information, knowledge, skills, and
experience between companies. Davis et al. (2003) study the composition of the small
world of American corporate elite for the period 1982~2001 and find that board mem-
bers who have been involved in crucial board decisions, for example mergers and acqui-
sitions (M&As) and business alliances, are more likely to be invited by other companies
to serve as non-executive board members. This implies that director networks function
as channels for gathering information for corporate decision-making. Myint et al. (2005)
present a case from the Cambridge hi-tech cluster and show that valuable multiple direc-
torships create new business opportunities and transfer management expertise. Another
case study, conducted by Shaw and Alexander (2006), documents the knowledge trans-
fer of supermarket retail techniques from North America to Britain. During the 1950s
British supermarket retailers faced difficulties in adopting American methods of self-
service selling. Some of the British supermarket retailers (e.g. Tesco and Sainsbury)
solved this problem by direct observation of the US market, but others (such as Melias)
transferred the knowledge via shared directors after having gained control of an
American supermarket retailer. These cases provide textbook examples of how director
networks can acquire knowledge and management experience to aid companies enter-
ing a new business (model).

Director Networks and Corporate Governance

We can categorize the literature on this topic into several strands: (i) M&A strategies;
(it) financing opportunities; (iii) managerial compensation; (iv) managerial succession;
and (v) corporate performance.

The first strand of the literature is on interlocks and M&A strategies. Interlocked firms
are more likely to adopt similar strategies, such as takeover defenses (Davis 1991) and
friendly acquisitions (Palmer et al., 1995). D’Aveni and Kesner (1993) find that takeover
resistance is more likely to be weaker if top managers from the bidder and target are
connected. Haunschild (1993) studies 327 US firms in four industries and shows that
firms are more likely to engage in acquisitions if they are connected with other firms
that have recently made acquisitions. Lastly, on the issue of the probability of being the
target in a takeover, Davis and Stout (1992) believe there is no association between the
presence of a banker on the board and the likelihood of the firm being a target, whereas
Fligstein and Markowitz (1993) find a positive correlation. The latter study also shows
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that bankers are often appointed to boards of firms experiencing financial difficulties,
which are likely to become takeover targets.

The second strand comprises financing opportunities for which interlocks
between firms and banks are of importance. Ratcliff (1980) finds that the interlocks
of a bank are positively associated with corporate lending, but negatively associated
with mortgage lending. Stearns and Mizruchi (1993a, 1993b) document a positive
association between the presence of a banker on a firm’s board and the additional
financing this firm attracts from that specific bank. Still, the study also suffers from
the typical causality problem. On the one hand, a banker’s presence in a firm may
facilitate borrowing, but on the other hand, a firm with high leverage may invite a
banker to its board.

In line with agency or tournament theories, director networks can be regarded as a
tool for top managers to extend their power over the board in order to extract private
benefits. Interlocks can also be indicators of busy boards (lacking time to monitor the
firm) and hence ineffective corporate governance. In the remainder of this section, we
review the director network studies on managerial compensation, managerial turnover,
and firm performance.

Cochran et al. (1985) find that the proportion of outside directars is positively asso-
ciated with the top manager’s chance of receiving excessive severance pay, which is
confirmed by Singh and Harianto (1989), Wade et al. (1990), and Davis (1994). A likely
explanation for this seemingly paradoxical finding is that the CEO appoints friends as
outside directors in order to have little resistance to (controversial) corporate policies.
Several studies following the seminal paper by Hallock (1997) find a positive correlation
between board interlocks and CEO compensation. Recent papers based on better meas-
urement of director networks confirm that a CEO’s compensation increases with his
centrality level in his network (Barnea and Guedj, 2009). The explanation is that the
CEO’s personal influence can be enhanced by the power derived from the network.
Furthermore, non-executive directors serving on a board with a powerful CEO may be
more lenient in the CEO’s remuneration contract design. Moreover, if a company has
too many non-executive directors with outside directorships, this busy board may not
be able to spend sufficient time on the firm’ policies (including the remuneration pol-
icy). Both effects can result in a suboptimal remuneration scheme that overpays the
CEO or does not link pay to performance. Such a relationship between directors’ level of
connectedness and their payment is also found by Devos et al. (2006) and Kuhnen
(2006). An alternative explanation for the relation between CEO connectedness and pay
is offered by Engelberg et al. (2009), who argue that companies pay their CEO for the
connections. By counting the past connections, and the educational and social connec-
tions of the CEO, Engelberg et al. (2009) find that one additional connection to the CEO
increases his total pay by up to 10 percent.

Concerning the issue of managerial turnover and succession, Fich and Shivdasani
(2006) and Barnea and Guedj (2009) have analyzed the turnover decision of the CEO:
better connected CEOs are less likely to be dismissed when performance of the company
goes down. Not surprisingly, the turnover-performance sensitivity declines when the
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board is occupied by directors with many outside directorships. Moreover, evidence of
the importance of weak ties (Granovetter, 1973) is also found in the top managerial labor
market. Liu (2008) demonstrates that better connected candidates are more likely to be
chosen as the new CEO (especially when they are external candidates).

How do director networks affect corporate performance? Early studies, conducted by
Carrington (1981), Meeusen and Cuyvers (1985), and Baysinger and Butler (1985), claim that
there is either no correlation between interlocks and profitability or a negative one. In the
recent literature, Carpenter and Westphal (2001) find that strategically related interlocks
improve board involvement when firms are in a stable business environment. When this envi-
ronment is unstable, strategically heterogeneous links are proven to be more effective. Ong
etal. (2003), Myint etal. (2005), Hochberg et al. (2007),and Gutierrez and Pombo (2010) show
that multiple directorships improve the performance of the company. Meanwhile Kiel and
Nicholson (2006) find no evidence of a relationship between financial performance and direc-
tor connections. Recently, more studies show evidence of an adverse impact of director net-
works on performance, for example Core et al. (1999), Fich and White (2003), Larcker et al.
(2006), Kuhnen (2006), Kirchmaier and Stathopoulos (2008), Subrahmanyam (2008), Santos
et al. (2009). Other researchers point to the relation between interlocks and poor corporate
governance. For instance, poor investor protection and lack of transparency contribute to syn-
chronicity in returns data. In academic research, stock price synchronicity is often used as a
measure of corporate governance efficiency. Khanna and Thomas (2009) find a significantly
positive relation between the degree of firm interlocks and stock price synchronicity, which
suggests that director networks between firms may harm corporate governance.

In general, there is much more past and current evidence on the detrimental effects of
director networks on performance. However, one needs to be aware of the common draw-
backs in this literature. First, the causality and endogeneity issues mentioned above remain
an issue even in many recent studies. For instance, in studies on the relation between per-
formance and director networks, it is important to realize that the positive correlation
between connections and performance may not result from interlocks improving per-
formance but from connections being a proxy for past good performance. Second, selec-
tion biases are prominent in director network research. Some studies focus on the largest
companies only or on an industry, which may reduce the integrity of the key network
measures used. Third, many (especially early) studies do not appropriately control for fac-
tors (such as CEO, board, firm, and industry characteristics) that may influence the
dependent variable, hampering the accuracy and generalizability of the results.

ANALYZING DIRECTOR NETWORKS

Network Measures

Director networks can be measured or proxied in the following ways:

+ The existence of (external) connections
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The basic method to quantify director networks consists of the use of dummy variables
that identify whether directors are sitting on more than one board (they are then tagged.
as “connected”). The limitations of the dummy variable approach are obvious. A direc-
tor with multiple connections (sitting on more than two boards) is treated in the same
- way as a director with only one connection. Hence, the dummy variabfe approach fails
to capture the impact of directors with large networks. Nor does it capture the location
of a director in the overall network, which is important for network functions such as
information gathering.

«» 'The basic centrality measure: degree or the number of connections

Degree stands for the number of directors connected to a specific director. By counting
the number of connections, the level of connectedness of directors with multiple board
positions can be compared. Variations on this theme consist of using the number of
external board positions (external director connections). This simple approach has been
widely used in academic research as an indicator of a manager’s network influence.
However, it does not capture the positional advantage in the director networks, which
makes the number of connections an inferior measure for studying the information col-
lection efficiency.

» Other centrality measures

Developed within graph theory, centrality measures consist of the numbers and ratios
that reflect the network properties of a vertex in a graph. Centrality measures have been
widely used in computer science, biology, and sociology studies, where network proper-
ties can affect individuals’ behavior. Centrality measures such as betweenness and close-
ness show how central a director is within the whole network, which makes them
excellent measures of information collection efficiency. An example of how to calculate
centrality measures can be found in the following sections.

Graph Theory in Practice

Figure 9.1 depicts the director network surrounding Andy Hornby, the CEO of HBOS
plc, a banking and insurance company. In 2006, Andy Hornby was also a non-executive
director in the life assurance and unit trust company St. James’s Place plc, and in the
retail companies GUS plc and Home Retail Group plc. This example is a fragment of a
complete director network where a director is denoted by a vertex (or node). A connec-
tion between two vertices is called a /ink (or edge, tie). The system of these vertices and
links is a graph (or map). As links between two vertices are established when two direc-
tors are sitting on the same board, Andy Hornby’s four directorships create connections
with 38 directors. Besides Andy Hornby, HBOS and St. James’s Place shared another two
directors: Jo Dawson and James Crosby. Jo Dawson was an executive director in HBOS
and a non-executive director in St. James’s Place. James Crosby was the CEO of HBOS
before Andy Hornby. Similarly, GUS and Home Retail Group shared three directors,
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Oliver Stocken, John Coombe, and Terry Duddy. Oliver Stocken was a non-executive
director in GUS and chairman of the board in Home Retail Group. John Coombe was a
non-executive director of GUS and a senior non-executive director of Home Retail
Group. Terry was an executive director of GUS and the CEQ in Home Retail Group.

A sequence between two vertices, visiting no vertices more than once, is called a
path. In Figure 9.1, there exist multiple paths between John Peace and Richard Ashton.
For example: Peace—Duddy— Ashton, Peace—Stocken—Ashton, Peace—Coombe—
Hughes—Ashton—etc. The length of a path is the number of links it comprises and a
geodesic path is the shortest path between two vertices (which is not necessarily unique).
In the above example, both Peace—Duddy— Ashton and Peace—Stocken—Ashton are
both geodesic paths between Peace and Ashton.

A CEO’s network grows stronger when he accepts more external directorships.
Reciprocal interlocks (the mutual exchange of directors) also occur more frequently.
Such a network can be used to extend CEO power which could enable the CEO to influ-
ence board decision-making (possibly to his own benefit). The connections built for
the purpose of accumulating managerial influence are referred to as managerial influ-
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FIGURE 9.1. Example of a CEO’s professional network

Notes: This figure depicts the director networks surrounding Andy Hornby (white circle in the middle of the graph), who
serves in four companies, including St. James’s Place (upper), HBOS (right), Home Retail Group (bottom), and GUS
(left). Directors in these four companies are represented as circles (vertices) around Andy Hornby. Directors

in the same company are clustered together. Directors sitting on the same board established links between them. In this
figure, the lines between circles represent the links between directors. The size of a circle is proportional to the

number of links it has.

Source: Renneboog and Zhao (2011)-
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ence-oriented connections. Networks not only increase a director’s influence but also
bring additional skills, knowledge, and information to the company, which may lead to
corporate governance and performance improvements. Connections maintained for
the sake of information collection are referred to as information value-oriented con-
nections. Centrality measures that capture the level of connectedness ify the local region
based on adjacent connections are called the direct centrality measures (degree, eigen-
vector centrality). They are used to measure managerial influence-oriented connec-
tions. Centrality measures that analyze the position of a director in the entire network
based on distances between target director and other directors are called indirect cen-
trality measures (e.g. closeness and betweenness). They are used to evaluate information
value-oriented networks. In order to explain various centrality measures, we constructa
hypothetical network (Figure 9.2) with six companies and ten directors. In Table 9.1, the
numbers refer to firms and letters stand for directors (Table 9.1, Panel A).

The degree centrality of a vertex is calculated as the number of links held by that vertex.

In the above example, the number of links for director a is 6, so director a has degree cen-
trality of 6. This can also be seen from Panel A of Table 9.1, director a is connected to two
directors in company 3 and four directors in company 5. Note that the degree counts the
vertex affected by factors influencing board size.
The closeness of a vertex is defined as the sum of geodesic distances between this vertex
and all other vertices that can be reached. Higher closeness value in fact suggests the
vertex is further from other vertices. Thus this definition of closeness is also referred to
as “farness” by some scholars. Another way to define closeness, which is more com-
monly used in the research, is to calculate the inverse of the sum of all geodesic paths
from the focal vertex to any other vertex. Compared to the previous definition, the high
closeness value here means a shorter distance to all other vertices, which suggests the
target vertex is more central in the network.

(o]

L

FIGURE 9.2. A director network graph
Note: This figure is a hypothetical director network graph used for centrality illustration.
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Table 9.1. An examplie of a director network

Panel A: Example of a network

Company Director Company Director
1 a 5 a
5 b
2 b 5 J
2 c 5 f
5 d
3 a
3 e 6 b
3 f 6 g
6 d
4 h 6 e
4 d 8 h
4 i 6 i
4 J

Panel B: Centrality measures

Degree Closeness Eigenvector Betweenness
a 6 12 0.299 0.167
b 9 9 0379 8.933
c 1 17 0.054 0.000
d 8 10 0372 0.933
e 7 n 0.336 0.567
f 7 " 0.336 0.567
g 6 12 0299 0.167
h 6 12 0.293 0.367
i 8 10 0.372 0.933
j 6 12 0.293 0.367

Notes: The panels explain how director networks are mathematically recorded
and calculated. Panel A is an overview of the example network. Panel B shows
the basic centrality measures calculated for this example network.

Source; Renneboog and Zhao (2012).

The eigenvector centrality of a vertex equals the sum of all adjacent vertices eigen-
vector centrality scores. This calculation process begins with assigning a random
score to all the vertices. At each iteration, the score of vertex v is calculated as the
sum of all adjacent vertices’ scores received in the previous iteration multiplied by a
constant. This process is repeated for a sufficient number of times until the




g eigenvector centrality for each vertex is stable. The advantage of eigenvector central-
& ity over other centrality measures is that it does not only capture how many vertices
¢ are linked to the target vertex (as degree centrality does), but also includes the cen-
;/" trality of those adjacent vertices (the degree of these linked vertices). Hence, a vertex
- will have a higher eigenvector centrality score if it is connected to thore vertices with
- higher centrality scores.

The betweenness of a vertex is defined as the sum of its betweenness ratios. The
betweenness ratio is the number of geodesic paths from any other two vertices (say s
and t) passing through the focal vertex, divided by the number of all geodesic paths
between s and . In the above example, no geodesic path needs to pass director c, there-
fore his betweenness score is zero. Director b has a high betweenness score, because b is
the only director connected to c. Thus, geodesic paths between director ¢ and all the
other directors need to pass director b, which leads to the high betweenness score of
director b.

The resulting centrality measures for all directors in the above example can be seen in
Panel B above.

Degree and eigenvector centrality measures focus on direct connections to adja-
cent vertices only. Closeness and betweenness analyze the distance between the tar-
get vertex and all other vertices (closeness) or the position of the target vertex on
other geodesic paths (betweenness). Therefore, we categorize degree and eigenvector
centrality measures as direct measures. Closeness and betweenness are regarded as
indirect measures. Networks designed to accumulate managerial influence and
information collection ability can be measured by different types of centrality meas-
ures. A CEO with many external directorships which contribute to his reputation
and fame among the connected companies may be more influential. Such influence is
captured by the direct measures. Valuable information can spread through the con-
nections in the network and reach directors depending on network structure. A
higher closeness score implies a shorter distance to other vertices, in which case the
CEO is able to acquire the information earlier. A CEO’s high betweenness score
implies that he may be standing on the “brokerage position” between some otherwise
separated groups. Such a position enhances the probability that a CEQO receives new
information earlier. Hence, centrality measures capturing indirect links (closeness
and betweenness) are used to measure the access to information through networks.
One may argue that direct connections bring in information as well. This is true, but
direct centrality measures are inferior to indirect ones in terms of quantifying infor-
mation collection efficiency. For instance, directors with numerous direct connec-
tions in an isolated corner of the whole network can hardly receive information as
quickly as directors in the center of the network (even with fewer direct connec-
tions). Moreover, as suggested by Granovetter (1973), information from direct con-
nections is likely to be of lower quality than that from distant connections, because
directly connected individuals tend to have redundant (similar) information sources.
Therefore, the indirect centrality measures are better proxies of the information col-
lection efficiency of the CEQ’s director network.
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Renneboog and Zhao (2011) examine the relation between directors’ networks,
CEO compensation, and pay-for-performance. They distinguish between two func-
tions of networks: the accumulation of managerial influence and the collection of
valuable information and resources. The former implies that powerful CEOs may take
advantage of their position to extract high benefits such as compensation at a cost to
the shareholders. The latter function is beneficial to the company (and the director).
The existing literature does not allow for this difference, but they make this distinc-
tion by employing network centrality measures at the direct and indirect levels.
Strong direct networks (measured by degree and eigenvector centrality) proxy for
managerial influence, whereas strong indirect networks (measured by closeness and
betweenness) proxy for the information-collection value. Renneboog and Zhao (2011)
find that both strong direct and indirect networks are rewarded by higher compensa-
tion (fixed salary, bonus, and equity-based compensation) and that pay-for-
performance sensitivity decreases in the direct centrality measure. The combination
of high CEO compensation and low pay-for-performance corroborates the manage-
rialinfluence hypothesis. While the information value of indirect networks is reflected
in higher CEO compensation, this function of networks does not influence the pay-
for-performance relation.

Director Networks from Non-professional Origins

Directors do not only have networks through their executive and non-executive
positions on corporate boards (professional networks), but also develop networks that
originate from shared high school, college, or university education, elite or sports
club memberships, or other social occasions (social networks). Kirchmaier and Kollo
(2007) and Hwang and Kim (2009) demonstrate that the larger a director’s social
network, the higher is his compensation. Brown et al. (2009) and Engelberg et al.
(2009) discover that past connections are also important components in the CEO
networks and also have a positive impact on the size of executive compensation.
Furthermore, the authors discuss the social connections’ negative impact on pay-for-
performance sensitivity and turnover-for-performance sensitivity. Lastly, Kirchmaier
and Stathopoulos (2008) find that a CEO’s social networks hamper firm
performance.

In most of the existing literature on networks, only one type of network is analyzed,
(professional, usually), which jeopardizes the integrity of the measurement of director
networks and affects the accuracy of centrality measures. To solve this problem, one
needs to consider director networks from different origins simultaneously. The current
professional connections form the primary network. Connections from all other origins
(including past professional networks) form secondary networks. The aggregation of all
such types of networks is referred to as the hybrid network of a director. Secondary net-
works can enhance or supplement the primary one. For example, managers with the
same education background (a degree from the same school) may be more closely
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related than otherwise. Secondary networks can also establish links between people not
connected through primary networks. For example, directors working for different
companies can still be friends with each other thanks to their common club
membership. :

Renneboog and Zhao (2010b) study the hybrid director network and its impact
on CEO compensation. They suggest that the directors’ primary networks (current
professional connections) are “enhanced” by secondary networks based on past
director, educational, and nationality-related connections. Their results confirm
that director networks enhanced by means of past, educational, and nationality rela-
tions are positively correlated with a CEO’s total remuneration while controlling for
many other explanations, including corporate performance and ownership
concentration.

Corporate Networks and Other Corporate Governance Issues

Besides CEO compensation and turnover, other corporate governance issues may be
related to director networks. Renneboog and Zhao (2010a) study the CEO labor mar-
ket and director networks. Their results show that a CEO’s direct networks (capturing
managerial power) shield him from dismissal when performance drops; CEOs’ infor-
mation collection networks improve their chances of departing from their current
position.

M&As may be based on decisions influenced by networks as connections facilitate
strategic information transmission between companies. When an executive director
holds a non-executive position in another firm, more information about the latter com-
pany (e.g. its suitability as a takeover target) may flow to the former firm. Ishii and Xuan
(2010) find evidence that connected CEOs have a larger chance of being rewarded with a
larger bonus for completing an M&A transaction. They also demonstrate that abnormal
stock returns are lower and that more target firm directors are retained in the combined
company if the target and the acquirer were connected through their directors prior to
the M&A.

CEO and director insider trading may result from lack of monitoring and/or leakage
of price-sensitive information. Both factors may be induced by director networks.
Networks may yield directors better information access, which enables them to spot
insider trading opportunities in the connected companies. Therefore, we expect that
well-connected directors are more likely to trade on insider information.

Recently, the network of remuneration consultants has been studied. An interesting
finding is that CEO compensation increases with the number of these consultants hired
by the company, ceteris paribus (Conyon et al., 2009, and Kabir and Minhat, 2010).
When two companies are hiring the same remuneration consultant, they can be consid-
ered connected through the remuneration consultant’ss networks. Renneboog and Zhao
(2011) find that companies are more generous with CEO compensation when the remu-
neration consultant networks they belong to are larger.
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CONCLUSION AND FUTUE RESEARCH AGENDA

In this chapter, we have shown the influenceldirecior networks on corporate govern-
ance in the past and today. We have review] e development of director networks
since the early 20th century and summarizethe main regulatory changes. In order to
get a better understanding of director netwels, we have presented a survey of director
network research and illustrated the mostammon and latest research on network
measurement. Several studies point out thatirector networks have a significant impact
on remuneration, turnover, and some Othemﬂrporate governance issues. In remunera-
tion-related studies, most researchers concife that excessive director networks con-
tribute to large and inefficient CEO compagajon. Analysis with advanced network
measures further reveals that CEOs use dittor networks to accurnulate managerial
power and acquire larger compensation gt achieving better performance. In
research on director networks and the mangeria} [abor market, the results suggest that
the managerial labor market is influenced bnetworks; directors with larger networks
are more likely to find new positions. Lastlithe debate on whether director networks
affect firm performance is still unclear. Onge hand, director networks can be abused
and can shift the balance of power in the burgroom to the CEO. On the other hand,
director networks bring information and exertie into the company, which is particu-
larly valuable when the firm is entering a newbyginess or considering takeovers. To sum
up, director networks research—a new reswch area in financial economics with con-
tinuously advancing techniques—has alreay generated many interesting results. This

interdisciplinary research still has significanyca demic potential. We summarize a few
topics for the future research agenda.

Methodology

The endogeneity problem in director networ ¢y dies has not been solved. For instance,
in the relationship between performanceig networks the causality problem still
remains: do networks lead to better perfomapnce or do networks merely reflect past
corporate performance (as reflected in theyymber of outside directorships a director

subsequently accumulates)? More advaneg econometric techniques and carefully
chosen instrumental variables may contribue to the resolution of this problem.

Scope of Networks

Currently, in most studies only directors’ pufessional connections are used to map net-
works. Yet professional connections are onfone part of the true network. A more com-
prehensive network should also contain pay (professional) connections as well as links

s
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based on common educational background, membership of social, elite, or sports clubs,
nationality etc. Although the private nature of non-professional connections makes data
collection on social networks difficult, some early attempts on social connections show
promising results.

Network effects on corporate governance

The role of networks could still be studied further for some more aspects of corporate
decision-making. For instance, M&A activity may be influenced by director networks.
Also, cross-country studies on director network effects should also become more
prominent because director networks are shaped by local regulation and local culture.
Thus director networks are likely to differ in their structures and impacts across
countries.

1. For instance, in the US, the Council of Institutional Investors proposes that full-time direc-
tors should have no more than two other directorships. In the UK, full-time executive direc-
tors should not have directorships in other FTSE 100 companies.
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CHAPTER 10
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EXECUTIVE COMPENSATION
AND CORPORATE
GOVERNANCE
What Do We “Know” and Where Are We Going?

........................................................................................................

PAMELA BRANDES AND PALASH DEB

INTRODUCTION

“WHhAT do you do for aliving?” the conversation begins.

“I'm a university professor in a business school,” I (the first author) reply.

“So, what do you study?” says the stranger.

“Executive compensation and corporate governance, I reply.

Even after writing in this area for more than a decade, the reaction of my new
acquaintance is nearly always the same.

“Ohhh. That is a hot area right now!” The topic rarely fails to engender an animated
discussion, whether in the (Wall Street) journal, the classroom, or even over dinner.
A frequent follow-up question is, “What’s new in executive compensation?”

In this chapter, we provide some insight into this question by introducing a frame-
work that integrates corporate governance research related to executive compensation
published in premier journals within management, accounting, finance, and economics
since the Financial Accounting Standards Board (FASB) introduced FAS 123 in the US
(i.e. changing the accounting for stock option compensation). These papers represent an
exclusive cohort from which we expect modern classics to emerge. Although the disci-
pline of law is a significant contributor to the domain of corporate governance and com-
pensation, little of that work is empirical, and hence represents an unfortunate, but
necessary, omission.

Although several reviews of executive compensation have been written (e.g. Bebchuk
and Fried 2004; Finkelstein et al,, 2008), we perceived a need for an integrative review
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across disciplines. We categorize the factors “leading” to compensation into internal,
institutional, and market forms of governance, and summarize how these factors affect
executive pay outcomes including pay levels, structure, and performance metrics. We
also investigate how characteristics of both the firm and its CEO are related to pay.
Figure 10.1 demonstrates our attempt to deduce themes across these domains into a
larger conceptual framework. Finally, we look at some of the consequences of pay—
some more desirable, some less desirable. Table 10.2 demonstrates the variety of theo-
retical frameworks used within the articles surveyed for this chapter.

INTERNAL GOVERNANCE

Board Power

Independence

Board independence continues to be a popular scapegoat for excesses in compensation.
Much of this work has focused on the ability of boards to monitor management, and on
how such monitoring may help rein in compensation. For example, Collins, Gong, and
Li(2009) measured independence with structural measures related to the board, includ-
ing proportion of insiders, “gray” outsiders, outsiders appointed by sitting executives,
and tenure. Similarly, Pollock, Fischer, and Wade (2002) find that structural power
(namely, duality) significantly increased the likelihood of repricing stock options,
although other structural indicators (e.g. board appointments post-CEO entry, stag-
gered boards) did not have the anticipated effects.

When the New York Stock Exchange (NYSE) required compensation, audit, and
nominating committees to have independent directors in the early 2000s, boards lack-
ing this requirement got the message, such that subsequent CEO compensation was
associated with decreases in non-equity compensation (Chhaochharia and Grinstein,
2009), particularly in firms where there were no outside blockholders on the board of
directors. However, Ittner, Larcker, and Rajan (1997) found no evidence that CEQs with
more power over boards were able to sway the importance of financial metrics toward
more non-financial performance metrics—incentives which have been cited as easier
ways to increase CEO pay. From yet another perspective, Laux (2008) suggests that
completely independent boards actually push CEOs to demand more compensation
in the forms of larger severance arrangements and more stock options, as CEOs know
that termination may be more likely. Similarly, Westphal (1998) finds that increases in
structural board independence actually generate larger increases in subsequent CEO
compensation due to higher levels of CEO interpersonal influence behaviors such as
ingratiation and persuasion. Nonetheless, the general idea that board independence
promotes increased monitoring and better governance has caught on, as evidenced not
only from the increases in board independence to levels near 8o percent in recent years,
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but also by both exchange listing requirements and legislation, which will be discussed
further later.

Boards and their Committees

Daily et al. (1998) suggested that perhaps it is not the full board, but the characteristics of
the board’s compensation committee that predict executive compensation. However,
they found no evidence that a greater percentage of beholden directors is associated with
greater compensation. This is in contrast to more recent work by Chhaochharia and
Grinstein (2009) who suggest that “board level attributes are more important than com-
mittee-level attributes, consistent with the notion that the [full] board has [ultimate]
power over the compensation committee...” (p. 244). Recent work also suggests the
importance of board diligence in monitoring as a way to improve compensation prac-
tices. For example, consistent with a structural perspective, Laksmana (2008) finds that
compensation committees with more members, and that meet more often, have better
Compensation disclosure practices. In addition, board diligence can also take the form
of aligning incentives with strategic decisions. Harford and Li (2007) find that “strong”
boards link pay and performance more directly, after mergers and acquisitions (M&As),
whereas “weak” boards seemingly tolerate greater delinking of pay and performance
Post-acquisition.
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Table 10.1. Premier publications explored for this review*

Accounting The Accounting Review

Contemporary Accounting Research
Journal of Accounting and Economics
Journal of Accounting Research
Review of Accounting Studies

Economics American Economic Review
International Economic Review
Journal of Economic Theory
Journal of Political Economy
Quarterly Journal of Economics

Finance Journal of Finance
Journal of Financial and Quantitative Analysis
Review of Financial Studies
Review of Economics and Statistics
Management Academy of Management Journal

Academy of Management Review
Administrative Science Quarterly
Organization Science

Strategic Management Journal

Note: * Journals in bold are cited within this review.

Ownership

Institutional

Over the last 15 years, institutional ownership (which had reached a level of about
70 percent of total ownership for S&P 1500 firms in 2009) has received increasing
attention in CEQ compensation studies. Cadman, Klasa, and Matsunaga (2010) sug-
gest that ExecuComp firms have lower institutional ownership concentration but
higher pay-for-performance sensitivity compared to their non-ExecuComp counter-
parts. Chhaochharia and Grinstein (2009) suggest that institutional ownership can
serve as a substitute for board monitoring, such that firms with greater institutional
ownership concentration can lower total CEO compensation. Compensation may
also result from the extent to which (institutional) owners are beholden to the firm in
a way that may compromise monitoring. For example, David, Kochhar, and Levitas
(1998) find that pressure-sensitive investors (i.e. those dependent on the firm for busi-
ness) are unable to influence compensation in a manner consistent with shareholder
interests, whereas investors that are pressure insensitive (i.e. those lacking such biases)
are associated with lower total compensation and with greater proportions of long-
term incentives within the pay mix.

Hartzell and Starks (2003) suggest that greater institutional ownership concentration
is associated with better pay-for-performance sensitivity and may curb executive
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compensation levels. However, others suggest that it is not just the percentage of hold-
ings an institutional owner has at a specific firm, but also how “busy” that investor might
be in terms of the investor’s other portfolio holdings. For example, Dharwadkar,
Goranova, Brandes, and Khan (2008) suggest that the positive effects of concentration
at the firm level are compromised by simulitaneous large holdings in other firms.
Transience of institutional ownership may also affect monitoring ability (e.g.
Dharwadkar et al.,, 2008) and be associated with specific compensation designs. Dikoli,
Kulp, and Sedatole (2009) suggest that institutional owners with high turnover focus
more on annual returns than on earnings in setting bonuses, and are not only more likely
to provide equity in executive rewards, but also to award larger amounts.

CEO Ownership

Generally, the management literature suggests that CEO ownership is useful for creat-
ing alignment with shareholder interests. Using a stewardship approach, Wasserman
(2006) found that CEOs in founder-owner controlled firms received less (cash) com-
pensation, and that the percentage of executive ownership was inversely related to (cash)
compensation. In contrast, significant management ownership is associated with higher
CEO compensation within acquiring firms (Kroll et al,, 1997). Others suggest that CEO
ownership may align interests but only under certain conditions. Stoughton and Talmor
(1999) suggest that, when shareholders have bargaining power in the design of compen-
sation contracts, providing additional executive ownership may be superfluous. How-
ever, Ofek and Yermack (2000) note that while compensation-setters utilize equity in
hopes of incentivizing managers to take appropriate risks, executives typically just sell their
shares upon exercise to avoid compensation risk. Others have also studied the effects of
“too much” executive ownership. Collins et al. (z009) find that larger CEO ownership
was associated with more backdating of options “consistent with the notion that higher
ownership increases CEOs’ entrenchment and ability to influence their own pay”
(p- 422). Although ownership is often touted as essential to incentive alignment, execu-
tive ownership as a percentage of the firm's total ownership has decreased in recent years.

FUTURE CONSIDERATIONS: INTERNAL

According to the New York Stock Exchange CG Rules S 303A.04(a), -.05(a), -.06, -.07(b)
(NYSE Listed Company Manual, 2009), boards must not only have key committees
(namely, nominating, audit, and compensation committees), but also ensure that the
committee members are independent (as is also required in the UK). Consequently,
board independence is currently more the norm than the exception. With median board
independence amounting to 8o percent of board memberships among firms, only one
or two board members are typically insiders. In summary, while board independence is
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likely to appear in future studies, it may be relegated to a control variable compared to
other variables discussed in this review.

Currently, the literature is amazingly silent on issues of board member expertise.
Under the Sarbanes-Oxley Act of 2002 (popularly known as SOX, 15 USC 7265 Section
407 Disclosure of Audit Committee Financial Expert, e.g. Banks and Banks, 2010), at
least one member of the audit committee must be a “financial management expert.” This
person “has, through education and experience as a public accountant or auditor or a
principal financial officer, comptroller, or principal accounting officer of an issuer, or
from a position involving the performance of similar functions—(1) an understanding
of generally accepted accounting principles and financial statements; (2) experience
in—(A) the preparation or auditing of financial statements of generally comparable
issuers; and (B) the application of such principles in connection with the accounting for
estimates, accruals, and reserves; (3) experience with internal accounting controls; and
(4) an understanding of audit committee functions”

In contrast, while compensation committee members must be “independent,” they do
not have to be “literate” (?!). While some might suggest that directors already would
have to know quite a bit about compensation to serve on compensation committees
effectively, formalizing the requirements regarding board choices and potential consequ-
ences of various compensation structures should improve incentive alignment. Imagine
ifa credential had to be earned regarding executive compensation whereby directors on
the compensation committee (or, at the very least, a “compensation expert” on the comp-
ensation committee) had to pass (and maintain) credentials related to his/her executive
compensation knowledge. Such directors would be sought out, and possibly paid even
more, for their expertise. Currently, the National Association of Corporate Directors
offers a “Certificate of Director Education,” whereby a member must attend 12 hours of
class time, but he/she does not take any examination to verify his/her comprehension.

Institutional ownership and investor activism continue to gain momentum. Using
recent reports by Georgeson (2010: 18) we found that over the years 2007-10 an average
of 37 percent of shareholder resolutions involved executive compensation. As a percent-
age of all votes cast, shareholders voted: 62 percent against, 35 percent for, and 3 percent
abstained, on these resolutions in the 2010 Proxy Season (Georgeson, 2010: 24).
Common entities raising executive compensation resolutions included pension funds
and individuals (some of which have been referred to as corporate “gadflies” in the busi-
ness press). It will be interesting to watch the emerging role of other large investors in
compensation, particularly as their ownership stakes approach blockholder status,
including the state (e.g. previous US bailout of GM), foreign owners (e.g. sovereign
funds), as well as hedge funds (e.g. Warren Buffet and shareholders at Monsanto).

As of 2013, shareholders of firms with $75 million or more in public shares are entitled
to vote on pay (Lucchetti, 2011). Since the Dodd-Frank Wall Street Reform and
Consumer Protection Act went into effect, proxy solicitors contacted for their opinions
regarding pay-for-performance resolutions (i.e. Institutional Shareholder Services) have
made “no” recommendations on 12 percent of those they reviewed (Syre, 2011). As a spe-
cific example, 54 percent of voting shareholders recently rejected pay plans at Jacobs
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Engineering (Orol, 2011). Such shareholder votes are only advisory, but directors that
overrule shareholder desires might not be re-elected to boards; according to Georgeson
(2010), “at least six of the 41 directors that received majority withhold/against votes were
targeted. .. for poor compensation practices” (p. 5). Shareholder angst will likely con-
tinue in the future (particularly during difficult economic times), but hopefully boards
listen to the most appropriate shareholders’ interests and not just those of the “squeaky
wheels” There have already been several legal challenges to the Dodd-Frank Bill, includ-
ing a federal ruling stopping proxy access in 2012 whereby shareholders could have more
easily nominated directors (Pear]l Meyer and Partners, 2011).

MARKET GOVERNANCE

Labor Market

Scholars vary in their prediction of a CEO’s worth. From an economic perspective,
Murphy and Zabojnik (2004) suggest that much of the escalation in executive salaries is
because CEO jobs are increasingly focused on portable rather than firm-specific skills,
as reflected in the premium paid for outside hires. Others (e.g. Finkelstein and Boyd,
1998: 182) cite many industry-related factors that implicitly affect the labor market for
CEOs, suggesting market growth, demand instability, industry concentration, and regu-
lation as significant constraints on CEO marginal productivity, and therefore CEO com-
pensation. Similarly, Kaplan (2008) in partial answer to the question “Are U.S. CEOs
Overpaid?” suggests that general macroeconomic and market indicators explain more
of executive compensation than factors such as failures in board monitoring. Specifically,
he cites long-term data that suggest that while CEO pay may have reached high levels,
so has firm performance; that average CEO tenure is down (implying an increased will-
ingness by boards to remove underperformers); and that other highly compensated
individuals (e.g. lawyers, hedge fund managers, professional athletes) have also fared
well without engendering the same levels of outcry aimed at CEOs.

Others suggest that CEO productivity differences are due to information-processing
capabilities, and that such capabilities vary. Henderson and Fredrickson (1996) suggest
that firms present CEOs with unique information-processing demands as a function of
the firm’s approach to diversification, as well as its capital and R&D expenses. They find
that the increased complexity of these strategic decisions is generally associated with
more cash compensation, more long-term compensation, and, consequently, more total
compensation. Similarly, Sanders and Carpenter (1998) suggest that the internationali-
zation strategy of the firm increases informational complexity both for the CEOs and
the boards that monitor them, which is then associated with greater percentages of com-
pensation paid in the form of long-term incentives, and greater overall compensation.

In contrast, others suggest that the celebrity status of CEOs is a great contributor to
executive compensation. Wade et al. (2006) find that market “kudos” in the form of
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recognition as a top CEO is associated with greater short-term abnormal returns which
disappear over time, evidence which Wade et al. (2006: 656) suggest is the “burden of
celebrity”—having to beat one’s own excellent previous performance. Malmendier and
Tate (2009) suggest these subsequent performance reversals partially result from the
trappings of outside activities resulting from “superstar” status (i.e. writing books, addi-
tional directorships). Being a non-CEO top manager under such CEOs is positively
associated with one’s own compensation, although these award-winning CEOs benefit
more (Graffin et al., 2008; Malmendier and Tate, 2009).

Corporate Control Market

Davila and Penalva (2006) found that CEOs sheltered by anti-takeover measures ensure
more consistent compensation by having their compensation weighted more toward
accounting-based measures than toward market-based ones. Similarly, Cheng and
Indjejikian (2009) studied the effects of anti-takeover provisions introduced in the
1980s. They suggest that, afterwards, CEO pay increased and became more sensitive to
luck components of performance rather than to those attributable to skill.

Compensation is also related to “discrete” governance events such as mergers and
acquisitions. For example, Cai and Vijh (2007) propose that CEOs have unstudied rea-
sons for supporting M&As. They suggest that options and other rewards are subject to
restrictions which are suddenly lifted under changes in control that make their pay more
liquid. Such immediate vesting of stock awards and activation of severance benefits can
create unexpected wealth, thereby biasing managers to undertake mergers. We further
surmise that CEOs are typically paid bonuses for signing M&A deals versus being paid
for the long-term successful execution of such deals, thereby providing additional incen-
tives to undertake such deals.

Product Markets

Finally, product development and life cycles create compensation variability. Using pro-
prietary data from a compensation consultant, Bushman, Indjejikian, and Smith (1996:
163) suggest that individual performance evaluation—the “weight, out of a total of 100%,
placed on individual performance”’—is positively related to the length of time associated
with developing products and the length of time associated with the life of the product.
They argue that such measures are used as part of incentive schemes giving additional
non-market-based information regarding performance. Aggarwal and Samwick (1999a)
suggest that the competitive environment within a firm’s industry shapes executive com-
Pensation decisions such that firms within industries with more intense rivalries use less
compensation indexing (i.e. relative performance evaluation). Similarly, Finkelstein and
Boyd (1998) suggest that greater CEO latent discretion (specifically, choices regarding
R&D, capital, and advertising expenditures) is associated with greater compensation.
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Analysts

Wright, Kroll, and Elenkov (2002) find that changes in executive compensation
following corporate acquisitions were associated with increased monitoring (e.g. more
analyst coverage), whereas compensation changes in acquirers with Yess vigilant moni-
toring was better predicted by changes in firm size. Cadman et al. (2010) suggest that
ExecuComp firms have more analysts following them than non-ExecuComp firms,
implying additional external oversight not already afforded by internal governance.
However, external governance by analysts may not be a complete check on management
behavior. According to Bartov and Mohanram (2004), analysts were unable to predict
large exercises of CEO options, suggesting analysts have no superior trading informa-
tion regarding the value of the firm compared to that of CEOs. Instead, these scholars
suggest that abnormally large CEO exercises were timed in order to take advantage of
strong earnings in the short term that were reversed in the long term.

FUTURE CONSIDERATIONS: MARKET
(GOVERNANCE

Previous research in compensation often focuses on the value of discrete events.
Although such events can significantly affect the value of the firm, they occur only a few
times a year (in the case of earnings announcements) or could not even happen at all
(in the case of M&As). Only recently has compensation research begun to consider the
more continuous effects of market monitoring in the form of stock liquidity. For exam-
ple, Cadman et al. (2010) suggest that greater stock liquidity among ExecuComp firms is
associated with a more intense focus on stock price and earnings in compensation com-
pared to non-ExecuComp firms whose stocks are comparatively illiquid.

CEO CHARACTERISTICS

Managerial skills and abilities have also driven much of the debate regarding execu-
tive compensation, reminiscent of another question often asked of scholars in com-
pensation: “is [insert any CEQ’s name here] really worth it?” Some suggest that CEO
pay is a function of talent and labor markets. Harris and Helfat (1997) find that exter-
nal successors “on average received 13% more in initial salary and bonus than did
internal successors” {p. 915). They further noted that industry-relevant experience is
priced differently for external successors such that outsiders with fewer industry-
specific skills earn more compared with external successors who do have inside indus-
try expertise.
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Few have investigated the effects of age and tenure, and the supposed risk aversion
they may induce among CEOs. One notable exception is Cheng (2004) who suggests
that CEOs facing R&D investments encounter the “horizon” problem as they approach
retirement (i.e. aged 63 or older), and must receive additional incentives to take on addi-
tional risk. Implicitly, boards acknowledge this dilemma such that firms in their study
associated “a $1000 increase in R&D spending... with a $2.48 increase in the value of
CEO annual option grants” (Cheng, 2004: 306). Similarly, when CEQO retirementincome
from Senior Executive Retirement Programs (SERPs) is determined in part by the firm’s
earnings, there is more evidence of earnings management by CEOs in their years before
retirement (Kalyta, 2009).

FirM FACTORS

Firm Characteristics

Firm size has often been cited as an important (if not the greatest) predictor of CEO
compensation in research published in premier publications over the last 15 years. For
example, Wright et al. (2002) found that post-acquisition CEO compensation was better
predicted by firm size when the firm received less analyst coverage, implying that com-
pensation is more aligned with shareholder interests after M&As when there is more
analyst monitoring. Similarly, Wasserman (2006) also found that firm size (number of
employees) was positively related to cash compensation. Using an economic perspective,
Gabaix and Landier (2008) suggest that executives’ compensation increases have largely
been due to enormous increases in the size of companies from 1980~2003.

Recent work in accounting by Nwaeze, Yang, and Yin (2006) implicitly questions why
there is so much research relating earnings to cash compensation, yet comparatively less
work relating cash flow measures to compensation. Similar to Natarajan (1996), Nwaeze
and colleagues (2006) suggest that cash flow from operations is less malleable, and
therefore may provide unique information for inferring CEO performance over and
above earnings-based measures. They find that both earnings and cash flows, particu-
larly in firm contexts where internally generated cash is more important for business
growth, explain CEO cash compensation.

Corporate Strategy

Several aspects of a firm’s corporate strategy have been related to CEO compensation,
including M&As, research and development (R&D), and diversification. Datta, Iskandar-
Datta, and Raman (2001) suggest that CEOs of firms pursuing acquisitions receive more
equity-based compensation both before and after purchase. Furthermore, they find that
CEOs with more equity incentives took on more aggressive deals (e.g. paid less for targets,
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acquired targets with more risk but also more growth prospects) that were also associated
with better performance. Kroll et al. (1997) suggest that acquisitions in manager-control-
led firms were associated with negative abnormal returns, and that the subsequently
increased firm size was associated with more cash rewards. Dow and Raposo (2005)
reveal a recent bias toward what they call “dramatics” in corporate strategy (e.g. excessive
mergers and/or downsizings, colossal change efforts) which can be linked to extremes in
executive compensation that may run counter to shareholder interests.

R&D investments can be costly and may take time to yield significant results.
Consequently, Duruy, Iyengar, and Thevaranjan, (2002) suggest that pressures to protect
accounting earnings can lead CEOs to avoid R&D investments. Xue (2007) suggests that
the costs of “buy” decisions are more easily absorbed by the firm, and therefore CEOs
will undertake different strategic decisions as a function of their pay formulas. Similarly,
Duru et al. (2002) suggest that compensation committees bend GAAP principles in
order to preserve CEO compensation. Similarly, boards also apparently adjust executive
pay to implicitly avoid CEO underinvestment in R&D as CEOs near retirement (Cheng,
2004). Finally, Gomez-Mejia, Larraza-Kintana, and Makri (2003) find that increased
R&D intensity is associated with less total compensation but also a greater proportion of
long-term pay among family CEOs (compared to non-family CEOs).

Increased diversification causes additional informational processing demands that
are positively related to compensation (Henderson and Fredrickson, 1996). Aggarwal
and Samwick (2003) find that corporate leaders at divisional levels have less pay-for-
performance sensitivity than their CEO bosses. This finding is fairly intuitive, as CEO pay
is based in large part on stock prices, in comparison with other corporate leaders whose
divisional-level outcomes are difficult to assess by markets. Boyd and Salamin (2001)
confirmed that both business unit strategy and position within the organizational hierar-
chy affect levels of salary, bonus, and leverage in employee compensation. Within organi-
zations, interdependence of business units causes a greater reliance on non-financial
metrics to evaluate managers, whereas accounting returns are best employed when busi-
ness leaders have a more measurable effect on returns (Bouwens and Van Lent, 2007).

Financial and Accounting Choices

Berger, Ofek, and Yermack (1997) find that CEOs who lack monitoring employ lower
debt, whereas CEOs who face sudden changes to their job security increase debt within
the firm’s capital structure. Specifically, they find that unsuccessful tender offers (i.e. an
entrenchment “shock”) are associated with the largest increases in debt, a fact the
authors suggest demonstrates CEOs’ desire to implement their own change efforts rather
than those of a potential buyer. Sundaram and Yermack (2007) cite Jensen and Meckling
(1976), suggesting that much of the pensions and deferred compensation paid to execu-
tives are a form of “inside debt” which could have a significant impact on CEO decisions
regarding financing and other strategic options. They suggest that CEOs with greater
inside debt manage their firms more conservatively. The role of debt in compensation
has been studied by other scholars in corporate governance. Ortiz-Molina (2007) offers
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a test of the agency costs of debt, specifically, that firm choices regarding the forms of
debt are associated with differences in links between pay and performance.

On the equity side, Babenko (2009) finds that “a one-standard deviation increase in
the fraction of repurchased equity is associated with a 30% increase in (management)
stock option exercises,” particularly among executives in “firms with highly volatile
stock returns” (p. 118). In addition, she finds that executives are more likely to undertake
such actions when employees have numerous restricted options. Finally, firms also make
choices about financial reporting. Craighead, Magnan, and Thorne (2004) found that,
prior to 1993 (when Canadian securities regulations began requiring more compensa-
tion disclosure), firms with dispersed ownership structures (i.e. those Jacking a block-
holder of 20 percent or more) had less contingent-based cash compensation for CEOs,
but then moved quickly toward more contingent-based compensation post-regulation.

INSTITUTIONAL GOVERNANCE

Regulatory

Of all the topics within this review, we note that the impact of institutional governance
on executive compensation is probably the least studied in the US. When such factors
are addressed, it is commonly in the form of regulatory aspects. According to the
United States Government Accountability Office (2006), institutional governance
occurs through two mechanisms: the public sector (e.g. the Securities and Exchange
Commission, State Boards of Accountancy), or through the private sector (e.g. Public
Company Accounting Oversight Board, the exchanges). An article by Dechow, Hutton,
and Sloan (1996) is a rare exception to the top journals” neglect of institutional factors,
suggesting that firms were not merely passive recipients of regulatory action and actu-
ally lobbied rule makers in order to avoid fuller disclosure of their compensation (spe-
cifically, the expensing of stock option compensation).

Normative

Although normative associations do not enforce laws, they do affect the lawmaking proc-
ess through private standard-setting organizations (e.g. the National Association of
Securities Dealers (NASD), FASB) (as suggested by the United States Government
Accountability Office, 2006). Carter, Lynch, and Tuna (2007) found that changes in FASB
standards regarding the accounting of stock options did not change executives’ total com-
pensation, but was associated with a move from stock options to restricted stock. Over
the last decade or so, stock option compensation within S&P 1500 firms has gone down
from about 40 percent of total compensation to figures nearing 25 percent. Even among
firms that voluntarily expensed options before it was formally required by FASB, Johnston
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(2006) found evidence of generous assumptions regarding stock volatility among these
firms which effectively lowered the expenses associated with stock options.

Mimetic ,

The desire to conform to industry pressures affects pay. Pressures related to pollution
prevention and outputs have been seen as potential determinants of executive compen-
sation (Berrone and Gomez-Mejia, 2009). Industry-wide practices can diffuse through
regulation and professional standards setters, and through comparisons within indus-
tries or interlocked entities. For example, although Ezzamel and Watson (1998) do not
mention the word “peer” to define benchmarks for CEO compensation, they show how
compensation committees used CEO labor markets to encourage a “bidding up” (their
term) of compensation in the UK. Adoption of compensation innovations is facilitated
by legitimacy-enhancing interlocks (Sanders and Tuschke, 2007). Firms do value social
capital resulting from CEO interlocks; Geletkancyz, Boyd, and Finkelstein (2001) sug-
gest interlocked CEOs receive more total cash and options, especially when the firm is
diversified. However, not all compensation practices diffusing through corporate net-
works add value for shareholders. Collins et al. (2009) found that firms backdating CEO
stock options were more likely to be interlocked with other backdating firms.

Consultants can also be a conduit for diffusion of practices as well as copying among
firms. While SOX stipulated the need for increased independence of external auditors,
no such stipulations were made for compensation consultants. Although some compen-
sation firms offer their clients no other services, seemingly improper conflicts of inter-
est can come from simultaneously setting compensation and providing other human
resources services (e.g. benefits, selection, recruitment, training, human resource
information systems, actuarial, and/or other human capital related services). Murphy and
Sandino (2010) find that the presence of compensation consultants providing additional
services to the firm beyond CEO compensation (e.g. actuarial services) is linked with
greater CEO compensation in both the US and Canada. However, this is in contrast to
Cadman, Carter, and Hillegeist (2010), who found no hints that CEO pay was higher, or
that pay-performance sensitivities were lower, for firms that utilize compensation con-
sultants that simultaneously provide other non-compensation-related services.

ExeEcUTIVE COMPENSATION

Pay Level

These balking at excesses in executive compensation are most frequently objecting
to CEOs’ overall pay. Pay levels have been attributed to several factors within premier-level
publications. Broader cycles have been suggested to be a major determinant; for example,
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Matolcsy (2000) finty, CEO cash compensation (in Australia) is reasonably steady due
to changes in Perf(’“ﬂance during economic downturns, but changes more dramatically
during economic “Msion. In contrast, using economic modeling, Gabaix and Landier
(2008: 50) suggest thiy, ¢ iyfold increase of US CEO pay between 1980 and 2003 can be
fully atiributable toty; 14 increase in market capitalization of large companies during
that period” They sige ¢ thyy talent among CEOs varies only at the margin: “If we rank
CEOs by talent andyj, o the CEO number 250 by the number one CEO, the value of his
firm will increase bYODIy 0.016%” (p. 50), seemingly in direct contrast to much of our dis-
cussion earlier on marginal product of CEOs. They instead suggest that CEO pay is
more a function of yp e gize of his firm and the size of the average firm in the econ-
omy” (p. 50). Simil, industry effects explain much of the variation in CEQO pay levels
and serve as key Sies for bench marking (Miller, 1995; Bertrand and Mullainathan,
2001). Interestingly ;) o existing CEQ wealth was related to the power of ownership
incentives, it was Mhelated to absolute pay in Sweden (Becker, 2006); we would hope
boards would considy ¢ greater absolute CEO wealth might incite CEO risk aversion.

Pay Structure

Many studies havey, investigated the mix of incentives, including relative tradeoffs
between short andl@ng—term compensation. Writing from the perspective of finance,
Dittmannand Maug(low) suggest that current (e.g. distributional) assumptions govern-
ing models of exeqy,, compensation create suboptimal contracts, and that better
contracts would i Mde smaller amounts of options, less cash (salary), and many more
grants of restrictedy g Similarly, Narayanan (1996) finds that pay mixes vary such
that CEOs receive hore cash in rough years, and more equity incentives in good
years. Cash paid topg s i sensitive to defined benefit pension accounting, and may
be aided by COMPtyation committees and/or by (overly) optimistic pension return
assumptions by maflagement (Comprix and Muller, 2006). Another common aspect
of executive pay is feparation pay. Severance arrangements also continue to receive
scholarly attention, {mazan and Suarez (2003) revisit conventional assumptions regar-
ding executive eX“packages. Interestingly, they suggest that severance pay under
comparatively weaky . 40 may actually be better for shareholders, particularly under
conditions where thﬁre is sufficient talent in the CEO labor market.

Fixed vs Variabl, Components

Craighead et al (2004) found that dispersed ownership structures promoted lesser per-
formance-based cay compensation than concentrated ownership. Tosiand Greckhamer
(2004) suggest thaty iy ral differences in power distance and individualism explain dif-
ferences in the PT%ption of variable pay to total, as well as in the ratios of CEO pay to
that of lower-level mployees. Cadman et al. (2010) find that CEO bonus and salary are
more influenced bYearnings in ExecuComp firms, while other non-financial criteriaare
emphasized in nOn‘leev.:uComp firms. The mix of compensation may also be a function
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of one’s employment prospects; managers with low bargaining powers relative to the
firm are usually incentivized using a compensation structure that focuses more on bonus
than on promotions or on adjustments to base salary (Dencker, 2009).

Performance Metrics

Many clamor for better pay-for-performance. But how should we measure perform-
ance? Research has investigated the use of non-financial measures in performance assess-
ment. For example, Ittner et al. (1997) found no evidence that CEOs with more power
over boards were able to influence the relative weight of financial vs non-financial
performance metrics. However, they observed greater use of non-financial metrics
(e.g. employee safety, customer satisfaction) among firms pursuing “innovation” and
“quality” strategies—strategies whose financial impact may be hard to ascertain in the
short run. They also found an increased use of non-financial measures in regulated
industries. This is consistent with Davila and Venkatachalam (2004), who docu-
mented that non-financial metrics in the airline industry predicted CEO cash
compensation beyond the contributions of financial and accounting measures of per-
formance. Although many papers suggest executives are potent leaders who are worth
their pay, other scholars (see e.g. Bertrand and Mullainathan, 2001; “skimming”
notions) suggest that things outside CEO control like “luck” (i.e. largely industry-
related factors) also influence pay, particularly in the presence of weak boards.
Related to “how” we measure performance is the issue of “performance relative to
whom?” (Miller, 1995). Scholars have explored the extent to which executive pay should
be/is benchmarked to the performance of others. Rajgopal, Shevlin, and Zamora (2006)
suggest that indexing compensation to the overall market is unnecessary when a CEO’s
alternative job prospects are good. While disclosure of one’s compensation peers is now
commonplace, Byrd, Johnson, and Porter (1998) suggest that voluntary disclosure of
compensation peers was due in large part to stakeholder desires (e.g. having a history of
shareholder proposals on compensation) rather than to compensation reasonableness
(i.e. high pay for high performance). Finally, benchmarks for compensation can also
come from within the organization. Using a tournament model, Conyon, Peck, and
Sadler (2001) suggest that the difference in pay between the CEO and the next reporting
level (i.e. the tournament prize) increases with the number of executives on the top team,
but that this gap is seemingly unrelated to differences in organizational performance.

CONSEQUENCES

Intended

Compensation “done right” can have good outcomes. Cheng and Farber (2008) sug-
gest that CEO compensation, specifically executives’ pay mix, is typically revised for
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the two years following corporate earnings restatements in a direction away from
stock options. The authors suggest these revisions are made in hopes of discouraging
inappropriate risk taking, and are associated with improved operational perform-
ance. Early work by Gomez-Mejia (1992) suggested that a match between compensa-
tion strategy and diversification strategy resulted in higher firm performance.
Similarly, Hall and Liebman (1998) find a “strong” relation between CEO compensa-
tion and firm performance, suggesting that stock options have made CEO pay more
contingent on performance. Aggarwal and Samwick (1999b) find firms with less vola-
tile stocks have greater pay-for-performance sensitivity. Datta et al. (2001) argue that
CEOs are more likely to undertake acquisitions when their compensation includes
more equity ownership, thereby providing some evidence that equity incentives can
spur executive risk taking.

Unintended

However, compensation “done wrong” can hurt shareholder interests. Compensation
schemes can affect managers’ willingness to invest in their firms. Exceptionally big
CEO stock option exercises can predict the future’s poor earnings news (Bartov and
Mohanram, 2004). In a related vein, repricing of stock options can result in increased
short-term abnormal returns (Grein et al., 2005). However, from a non-employee share-
holder’s perspective, option repricing seems unfair, particularly as these owners do not
get a “do-over” when stock prices decline. Chen (2004) suggests that firms that permit
repricing do have better executive retention after stock price declines. In fact, he sug-
gests that firms using obstructive “no repricing—ever!” policies often end up offering
more options grants in hopes of avoiding executive exits. Shareholders must then decide
if the threat of executive exit due in part to low stock prices is a good thing (e.g. indi-
rectly force a poorly performing CEO to leave), or should the shareholders stay the
course with their investments and ride out the bad times?

Early work suggested that managers made accounting choices in a bid to maximize
the value of their bonuses (Healy, 1985). More recent work looks at how managers
could increase their option payouts (by about 8%!) by carefully manipulating the date
associated with their stock option grants (Narayanan and Seyhun, 2008). There can
also be other unintended consequences associated with equity compensation. For
example, Devers et al. (2008) suggest that the relationship between equity compensa-
tion and CEO risk taking is complicated, and must also account for non-equity (cash)
compensation, as well as volatility. Executive ethics have also been tied to the use
of CEO stock options. Fraud among firms with CEOs that received stock options
was partially a function of CEO duality and director ownership incentives (O’Connor
et al., 2006).

Zhang et al. (2008) found evidence of more earnings management when the CEO
had more out-of-the money options, owned fewer shares, and the firm was not per-
forming well. Similarly, Cheng and Warfield (2005) suggest the firms that give more
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equity compensation to CEOs are more likely to match or slightly exceed earnings fore-
casts, thereby implying the use of earnings management. Still others (e.g. Yermack,
1997) find that the timing of stock option awards can also drive the compensation a
CEO receives, in ways counter to shareholder interests; for example, large, positive
earnings surprises (measured by Yermack as “more than two stagdard deviations
away from the mean analyst forecast.” p. 464) most often occurred soon after grants
of options.

THE FUTURE

Our goal was to review work done within premier publications in accounting, eco-
nomics, finance, and management related to executive compensation. While other
modern classics may materialize outside this list, we thought it informative to get a
sense of just what the top quality publications across these fields considered impor-
tant in executive compensation research. Future studies on the links between inter-
nal governance and executive compensation will likely increase their focus on
ownership. Specifically, we visualize more investigations of institutional and other
owners’ activism. While owners disgruntled with executive compensation can always
“vote with their feet,” groups of similarly disgruntled investors may begin to share
their concerns more with each other, perhaps even band together to advocate specific
aspects or structures of compensation, or become more activist in their orientation
(Brandes et al., 2005). This activism may become less the purview of corporate gad-
flies, and more the domain of large, concentrated owners, or even groups of owners,
that may increasingly be able to gain the ear of compensation decision-makers. We
also suggest that the true abilities of board members to objectively monitor and com-
pensate executives should be given more research attention. These abilities may be
cultivated through structural options (e.g. increased independence) but also through
increasingly higher standards and additional proficiency requirements regarding
compensation knowledge.

One thing is for sure—executive compensation will continue to garner the attention
of both Wall Street and Main Street. For example, recent updates issued by Institutional
Shareholder Services (ISS), arguably one of the most followed proxy advisory firms in
the US, include several aspects related to compensation—no doubt triggered in part by
the recent financial crisis and recession (Mueller et al., 2011). Just what and who defines
a “peer company (compensation) comparison,” although not frequently cited within
the academic literature, will continue to remain a major focus for the ISS. In addition,
Mueller et al. (2011) suggest that board compensation committee receptiveness to say-
on-pay votes, and board rationales regarding how often such votes should be taken,
will also capture ISS’s attention this proxy season. In fact, board members that go
against shareholder preferences on say-on-pay related votes may find themselves
increasingly less electable the next time board elections take place (Mueller et al., 2011).
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The shareholder response could be swift and steady as board continue to declassify
(i.e. directors are more often subject to annual vs triennial elations). All of the above
are consistent with increasing investor demands for more relvant peer comparisons,
increased transparency, and more voice in how CEOs are paid making for more inter-
esting proxy seasons both now and in the future.
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INTRODUCTION

IN recent years theory and application in management have dedicated considerable atten-
tion to the topic of corporate governance. With the combination of high-profile debacles
a decade ago, such as the implosion of Enron and firm behavior that precipitated or con-
tributed to the ongoing financial crisis, the popular press has found renewed interest in
understanding and solidifying corporate governance practices. The Sarbanes-Oxley Act
in 2002 was the United States government’s attempt to restore public trust in the corpo-
rate governance process and, since that time, a great deal has changed in how firms are
governed. At the forefront of these developments is firm ownership, which has emerged
as one of the most compelling forms of corporate governance (Connelly, Ireland, et al.,
2011). As a result, scholars in disciplines such as finance (Demsetz and Villalonga, 2001),
accounting (Bushee, 1998), economics (Gompers and Metrick, 2001), law (Bainbridge,
2003), and management (Hoskisson et al., 2002), have sought to contribute to our under-
standing of when, why, and how firm owners influence firm-level outcomes.

Firm owners often differ in their motivations, risk propensities, and time horizons.
These differences create added complexity for managers. Specifically, the rise of institu-
tional investors has changed the manager-owner relationship landscape for firm proc-
esses. Once a small percentage of owners (5% of NYSE holdings in 1950), institutional
investors have grown to become some of the most substantial and active owners in cor-
porate history, now comprising as much as 7o percent of all corporate stocks (Gillan and
Starks, 2007; Westphal and Bednar, 2008). As a result, the collective goals of these own-
ers often supersede those of other shareholders. Executives are likely to make sure that
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institutional investors’ desires take high priority when making strategic decisions.
Scholars have found, for example, that institutional investors may pressure managers to.
make changes in R&D (David et al., 2001), competitive strategies (Connelly et al., 2010),
executive compensation practices (Werner et al,, 2005), and investmcents and divest-
ments (Bergh et al., 2007), as well as other business decisions. Nevertheless, institutional
investors are just one group of owners, and changes in firm ownership structures occur
at a rapid pace. As such, scholarly examination must keep pace in order to understand
emerging developments and to develop theory as a means of understanding these
behaviors. This study synthesizes information about firm ownership in the field of cor-
porate governance and examines key differences between owners. We focus on articu-
lating divergent, and potentially conflicting, interests and incentives and explicating
how these might affect firm strategies. We conclude with suggestions for potential theo-
retical advancements to help facilitate understanding of these issues.

OWNERSHIP STRUCTURE

As noted above, scholars in many disciplines have found that various forms of owner-
ship affect managerial decision-making and corporate strategy. However, since many
different types of owners exist, it is important to understand their unique interests and
incentives. According to agency theory, equity owned by insiders represents an “align-
ment” approach to corporate governance, where self-interest by management can be
mitigated by allowing the agents to be principals so that by working toward their own
interests they are also meeting the interests of other shareholders (Dalton et al., 2003). In
contrast, equity owned by outsiders represents a “control” approach to governance. The
control approach emphasizes outside owners’ motivation to check up on managers to
ensure that stakeholder interests are consistently being met and that equity owners
receive the highest possible profits (Dalton et al., 2003). We consider these two broad
forms of ownership in the following sections.

INSIDE OWNERS

Agency theory suggests that when insiders own equity in the company, the interests of
managers and shareholders are more likely to be aligned (Fama and Jensen, 1983; Jensen
and Murphy, 1990; Wright et al., 1996). Since insiders act as agents to carry out the
expectations of owners, granting those agents shares and making them part owners of
the company should incentivize them to put aside personal initiatives. Therefore, the
use of bonding mechanisms (e.g. golden hellos, golden parachutes, bonuses, stock
options) should align inside owners’ self-interests with those of the owners they serve.
There are three main bodies of insiders that could own shares of the firm: executives,
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board members, and employees. Each category differs with respect to their interests
and incentives. Tables 11.1 and 11.2 highlight some of these key differences.

Executives Executives consist of the top management team (e.g. typically C-level
executives or vice presidents), who often maintain some level of ownership in the
company. For example, when consulting firms promote managers to partners, these
individuals buy into their position. This requirement is intended to bond the executives
to the firm, aligning personal and corporate goals (Connelly, Ireland, et al,, 20m).
Executive interest alignment through ownership has been studied by scholars in finance
(Agrawal and Knoeber, 1996), law (Perry and Zenner, 2000), economics (Himmelberg et
al., 1999), and strategy (Dalton et al., 2003) in an effort to understand the extent to which
insider equity is effective as a mechanism of corporate governance. On the whole, results
generally suggest that as executives gain greater ownership in the firm, they are more
likely to employ firm resources toward long-term profitability and less likely to shirk.

Nonetheless, not all empirical evidence is in agreement on the issue. For instance,
some research has shown that the higher the level of ownership, the more entrenched
the executive becomes within the firm (Morck et al., 1988), which subsequently can lead
to self-interested behavior by maintaining the firm’s risk profile. As a result, managers
may not make decisions intended to exploit opportunities and create growth, which
could result in lower profits and possible decline (Lang et al., 1995). Therefore, it firms
desire to grow, which most do, an entrenched manager protecting the firm’ risk profile
muay still require monitoring by other owners.

Board members  Ownership alignment is also applicable to board members, who may
be insiders or outsiders (Hermalin and Weisbach, 2003). However, Fiss (2006) found
that the vigilance of the board largely depends on the compensation of its members and
the participation of major shareholders. This issue has become particularly germane in
recent years as director pay has been ratcheted up to over $200,000 for directors of
Fortune 500 firms, with commensurate increases in stock-option retainers. One reason
for this increase could be due to the fact that board members with limited ownership
may strive to act against shareholder interest (and subsequently behave like managers)
by expanding the firm to feather their own nest, allowing inefficient acquisitions. One
way to fix the problem is to give board members more ownership positions and options
as the trend suggests.

As a consequence of acting with self-interest by initiating plans and processes that are
contrary to the requests of shareholders ( The Economist, 2006), board members risk los-
ing the support of shareholders when the time comes for board elections and/or re-
elections (Brandes et al., 2008). In addition, board members may face problems with
publicity that plays out at shareholder meetings and in the business press. Such publicity
can threaten board members’ reputations and tenure (Neubaum and Zahra, 2006). In
sum, board candidates must have a sincere commitment to alignment of focal issues
vocalized by shareholders or face difficult ramifications with board elections and/or
negative publicity (Brandes et al., 2008).



(panunuod)

Auanoe

Burionuow ybiy ‘Ayuond
pue uoiIUS1E. Wiij SpUBLIRD
diyssoumo dbiey Ajbuiseasy|

Pupyew-uoisap
Buuoiuow 104 s3ybis burioa
S3INHISU0Y diysiaumo abie

Suoi1do ¥I0IS YHMm Wity
03 JUSWLIWWIOD 182100]0YdAS4

ssaud SSIUISNG PUE SIAPIOYILLUS
buijoa Aq pardaye ase
udwubite pue diysiaumo pieog

S1Sa133u
40 1UatuBIe 240w U3 ‘wiy 3y}
30 diysIaumo ay3 491e3.6 ayy

SIUSWIMOPUR
SPUNY JUUWISIAUL 'SPUNY LOISUY

P

JUWLIACD
'su0I3e10d103 ‘Ajlie) ‘|enpIAIpY)

$32A0[d WD IAIINIXI-UON

101ABY3Q JIBYD JOIIUOW UBD (Jf]
JBYD 2Y) USYO St OFD) 'SIagWsW
P480q JU3PUIAIPUI PUE Wik

$1033311p
pue sjuapisaid a3 ‘03] aibuig

SIAILUIDUL Buew

UOISII3P Wl PUE SAIINIIXI

30Q AP 3B BuoA 3AR3110D
IUINJUI SSIT 1 JUIWUIA0D
2DUBN{HUT 5537 1uo13BI0dID))
DUINJUL 30N Ajlweq
Bunew-uosap

W PUB SAIINDIXS 104

SaLIBA 30UaNY U 'diysSIFUMO
abe1ud13d o buipuddag
Abayens

IALP 03 AJ3ARD310I 1Y W4
SUOISIIAP ANNIIXD

104 UOTIBULIOJUT IPIAOL T9AIINIIX]

ANJIQISUOdS3) 133410 14
030 15155y [9A1NI3X3
ucneuawI|dw!

25318415 10§ 40 U} 1SISSY Uity

AUNQISUOTSa) 19341 131NN

BULIOYUO [10)3u0)

buipuog
pue BuLIoHUT ([043UC)

Butpuog juswiubiy

Bunionuop

pue Buipuog Juswubiy

Buipuog ;uawubipy

JEUOIININSU

S1apioyN201g

sadAoldwi3

SIQUWIA PIEOY

SANIINIIXF

JOIABY3G J3PIOYaIeyS

JSUMO 343 JO 3inonilg

(1979
WL PAIINIIX) Bubiew-uoISI3Q

(SUDIIDUES[SIAUIIUY
[Burnioyuop/bulpuog)

j04310)) 40 Juawiubily

SIAIJUIIUY pue SIS diysisumQ "L LL djqe)




Table 11.1. Continued

Alignment or Control Decision~-making (executive/firm

level)

(Bonding/Monitoring/
Incentives/Sanctions)

Structure of the owner

Shareholder behavior

Private equity

Hedge funds

Control: Monitoring,
Bonding, and Incentives

Angel and venture capital
investors' large percentage of
ownership set executive- and

Angel Investors (individuals),
Venture capitalist funds {organized ownership
early stage), private equity funds

High control due to majority

firm-level decisions. Private equity {organized fate stage)

also controls these decisions to a
degree

Executive: Broad activism may
threaten executive decisions
Firm: Decisions will be focused on
short-run profits

Control: Monitoring,
Sanctions

Conglomerate of managers

Tactical, planned, and
controversial

Table 11.2. Ownership impact on management and strategy

Influence on Managers

Strategy Implications

Executives
Board Members

Employees
Blockholders

Institutional

Private equity

Hedge funds

Creating collective alignment for corporate mission

Monitors self-interested behavior; aligns interests of shareholders
with managers

Collective satisfaction/dissatisfaction encourages change
Family: high monitoring and high use of voice

Government: low monitoring
Pension funds: high monitoring and high use of voice
Investment funds: Low monitoring and low use of voice

Endowments: Low monitoring and low use of voice

Angel: dominant, often becoming the managers

VC: dominant, facilitating decision-making behavior

PE: depends on percentage ownership; high ownership will cause
high influence

Confusion based on self-interest for profit on the part of hedge
funds

Strategies will be aligned with long-term initiatives
Strategies will be aligned with what the board feels are
stakeholder interests

Strategies based on employee productivity

Family: conservative strategies

Corporations: increased resources, less innovation
Government: less motivation for strategy

Pension Funds: strategies will be long-term focused with
accounting stability as a central tenet

Investment funds: strategies will be short-term focused with
market fluctuations as central tenet

Endowments: littie effect on strategy

Angel and VC: strategies will focus on high growth to create
return on investment

PE: Focus will be on turning the firm around, so differentiation
and innovation will receive less attention than financial stability

General firm overhauls are possible; financially, hard to judge

since losses and gains are appreciated -
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Emplyees  Most firms offer employees an opportunity to own some stock (Blasi
et al, 203) and creating alignment is central to these incentives {Welbourne and
GomeZ‘Mejia, 1995). Doing so forms a psychological bond with the company and with
its objeciyes (Pierce, Rubenfeld, and Morgan, 1991). When employees have personal
OWNeETshyy i the company, job motivation improves, turnover decreases, and burnout is
minimizq (Jones and Kato, 1995). Some scholars maintain that this tactic works because
emplojes appreciate the opportunity to participate and thereby foster increased share
price (Bierce et al,, 1991). Others explain that an internal feeling of influence and control
is mOrecentral (Connelly, Ireland, et al., 2011). Either way, the major objective created by
auOWi“g stock incentives is to connect personal effort to corporate performance.

OuTSIDE OWNERSHIP

As Notegd earlier, with increases in institutional investments and blockholders in the
markep]ace, outside equity investors own an increasing percentage of corporate stocks,
which emphasizes more collective control. Some of these outside investors are in a posi-
tion b jmplement monitoring tactics to ensure that their own goals and objectives are
met. Inthis section, we discuss the interests and incentives of four types of outside own-
€S, and we summarize this discussion in Tables 11.1and 11.2.

Blockho] ders According to the Securities and Exchange Commission (SEC), an owner
musthold over 5 percent of firm equity to be classified as a blockholder. Blockholders
can be gither individual people or single corporations. In both cases, these individual
blockislders differ from institutional investors because they do not act on behalf of
different clients. Large block ownership by outside investors is motivated by two major
factors First, blockholders enjoy concentrated control of decision rights, which provides
MOre monitoring influence (Demsetz, 1983). Second, they gain private benefits that
othershareholders do not have, including trades priced at a premium over subsequent
trades of other shareholders (Barclay and Holderness, 1989). Three types of blockholders
ar€ Particularly common: family, corporations, and government ownership.

Afirm has been represented in research to be family-owned when family members of
the fyynder own over s percent of the company (Miller et al., 2007). Family organiza-
tons yccount for approximately 65 to 90 percent of all business establishments world-
wide (Arregle et al., 2007). When a family owns a minor percentage of the organization
(e85 10 10 percent), other owners may take a bonding approach to make sure these
OWhers are paid a sufficient amount not to cause wealth appropriation through

_tunneling.” Tunneling refers to “transferring resources from firms in which a control-
ling family holds relatively small cash flow rights to a business group subsidiary in which
the family owns substantial cash flow rights” (Bergstrom and Rydgqvist, 1990). On the
Othey hand, when family owners hold a high percentage of the firm, other non-member
OWhers of the firm would have to align with the family interest.
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Family firm research continues to receive increasing attention in the literature
(Gomez-Mejia et al., 2011), particularly as it relates to socio-emotional wealth (Gomez-
Mejia et al., 2007). For instance, family-owned firms are more likely to bow to institu-
tional pressures to conform because their socio-emotional wealth success is tied up in
the decision-making process (Gomez-Mejia et al., 2007). In essence, they behave, not
due to economic interests, but to socio-emotional family rewards. In addition, family
firms diversify less, and when they do, they prefer domestic regions that are “culturally
close” (Gomez-Mejia et al,, 2009). These findings suggest that the family could drive
firm strategy to be more conservative, which may significantly affect their influence on
managerial decision-making.

Corporations can be another type of blockholder when they acquire a minority share
of another firm. Corporations often become blockholders before engaging in a takeover
or complete sale of stock. Focal firms facing these actions from a corporation most likely
see additional amounts of capital utilized to facilitate growth. However, the increased
capital will potentially be coupled with increased control by the acquiring firm, affecting
the structuring of resources (Connelly, Ireland, et al,, 2011). Indeed, studies have found
that when goods and services are transferred with prices favorable to the blockholder,
the performance for the target firm is negatively affected (Mikkelson and Ruback, 198s;
Rosenstein and Rush, 1990; Bogert, 1996).

The government is often referred to as either state ownership or sovereign wealth
funds (SWF). State ownership means that the government entity owns the firm
whereas SWFs are investment vehicles owned and managed by the government
{Connelly, Ireland, et al., 2011; see Chapter 26). Unlike family firms, government
ownership may be categorized as predictable within the marketplace, in that scholars
can predict where the government will have more influence. Research suggests that
government ownership tends to be higher in two areas: emerging economies (La
Porta et al,, 2002), and market failures, such as in the cases of natural monopolies
(Connelly, Ireland, et al,, 2011).

Research has shown that, in most cases, government ownership has a negative effect
on the performance of focal firms. In emerging economies, government involvement
tends to be large and pervasive, have underdeveloped financial systems, employ inter-
ventionist and inefficient governance mechanisms, and lack protection of property
rights (La Porta et al., 2002). Other studies have found that the increase in state owner-
ship in developed countries can create “soft” budget constraints, lack of innovation in
the firm, poor financial performance, and increased corruption (Shleifer, 1998; D’'Souza
and Megginson, 1999; Megginson and Netter, 2001; Djankov and Murrell, 2002; Tihanyi
and Hegarty, 2007). In addition, monitoring intensity tends to be lower, resulting in
diversification patterns that are less related and more random (Hoskisson et al., 2005).
Finally, government owners have been found to be as interested in political interests as
in strategic gains (Jen, 2007). This has occurred in Chinese business groups with signifi-
cant government ownership that are mainly interested in employing as many people as
possible, not for economic gain or firm competitive advantage but to improve social
welfare (White et al., 2008).
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Institutional investors  This is a label that applies to a number of different types of funds
that may act very differently from one another. Pension funds, professional investment
management funds (investment funds), and university endowment funds are all classified
as institutional owners. Brickley, Lease, and Smith (1988) distinguish between pressure-
sensitive institutions (e.g. insurance companies, banks, and non-bank trusts), pressure-
resistant institutions (e.g. public pension funds, mutual funds or professional investment
funds, endowments, and foundations) and pressure-indeterminate institutions (e.g.
corporate pension funds, brokerage houses, investment counsel firms). Pension funds
and professional investment funds are two dominant forms of pressure-resistant
institutional investors that differ in their interests and incentives. Pension fund owners
tend to own the stocks of fewer companies, but a higher percentage of the companies that
they own. They also tend to hold their stocks for longer periods of time because of their
interest in long-term gains. In addition, pension funds show more interest in corporate
decision-making and are more likely to voice their opinions and concerns. Pension fund
managers are often compensated based on salary instead of market performance
(Scharfstein and Stein, 1990), suggesting they may be a better match as owners when
managers make decisions that favor long-term outcomes, even if it entails short-term
losses. For example, they may favor firms that engage in internal innovation rather than
external innovation (e.g. buying new products) through acquisitions (Hoskisson et al.,
2002). On the other hand, mutual fund managers are often compensated based on market
performance (Scharfstein and Stein, 1990). As such, they tend to hold portfolios that are
more diversified than pension fund managers. This “broad but shallow” approach
emphasizes quick decision-making in an effort to exploit the arbitrage opportunities that
exist on a daily basis in the market. They may, therefore, emphasize financial controls
over strategic controls. Bushee (1998) characterized many of these types of investors as
“transient” because their annual turnover ratio is high. They express their voice for short-
run arbitrage decisions, but have little impact on pressuring for a change in overall
strategy or managerial decision-making (Yan and Zhang, 2009). Other types of
institutional investors include university endowment funds, foundations, and religious
institutions, most of which follow a quasi-indexer approach to investing (Useem, 1996).

Venture capital/Private equity Almost all firms begin the entrepreneurial process as a
private organization needing funding to grow. Angel investors are wealthy individuals
or partnerships that hold informal ties to new companies and help them when they are
too small to attract more formal venture capitalist or private equity firms (Prowse, 1998).
Typically, angel investors are chosen by the founders because of their high net worth,
ability to contribute knowledge or expertise, and established social networks. As a result,
angel investors tend to exercise high levels of monitoring, and they may dominate
decision-making with respect to the strategic direction of the firm.

Venture capitalist firms are a more organized mechanism of obtaining early funding,
and are a form of private equity (Wright and Robbie, 1998). Once a small cottage indus-
try, venture capital firms have expanded considerably since the 1980s. The process of
gathering funds from a venture capitalist firm tends to raise the percentage owned by
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the investing firm, which creates more power for the venture capitalist over business
decisions (Gompers and Lerner, 1995). Venture capitalists are distinguished in the litera-
ture as “inactive,” “active advice giving,” and “hands on,” depending on their investment
style (Elango et al., 1995). Hands-on venture capitalists, for example, identify and evalu-
ate business opportunities, negotiate and close investments, and seek to attract addi-
tional capital with a view toward driving the company forward as fast as possible.

Private equity firms often obtain majority control of mature firms and serve an impor-
tant purpose when mature organizations are struggling in the market and need extra
funding to survive (Kaplan and Stromberg, 2009; see Chapters 24, 26). Leveraged buy-
outs (LBOs) are one way private equity funds can acquire a struggling organization
(Jensen, 1989). When this occurs, the private equity firm’s majority ownership gives them
the power to manage change, to improve operations, facilitate better control, and imple-
ment new corporate governance structures (Wright et al., 2000). Even though innovation
may be reduced in the buyout process of mature firms, financial stability tends to improve
in LBOs, often providing better stockholder returns (Cumming et al., 2007).

Hedge Funds Hedge fund owners are a type of institutional owner that has become a
critical player in the corporate landscape but as yet has received little academic attention.
They are private investment funds, but they employ a wider variety of tactics and
instruments to make gains on the companies that they own and are subject to fewer
restrictions (see Chapter 27). Portfolios are presumably “hedged,” or protected, from
declines in market valuation while maximized for greatest gain during market growth.
Hedge fund activism differs from other institutional investors insofar as they often seek
deep and lasting changes in the organization. As a result, hedge fund interests can
sometimes diverge from other shareholders and their activism puts stress on firm
regulatory systems, or systems designed to monitor firms to bring them into conformity
with rules designed for fair practice (Kahan and Rock, 2009). Managers are still learning
how to respond to hedge fund owners. On the one hand, these owners may be very
skilled at recognizing opportunities that will maximize shareholder value. However,
their search for quick profits could jeopardize the long-term health of firms and, more
broadly, the economy (Kahan and Rock, 2009).

CONFLICT AMONG OWNERS

Potential conflicts may occur between internal and external owners. In this section, we
discuss some, but not all conflicts found in Table 11.3. Agency theory illuminates one
possible tension that could arise. Inside owners have incentives that align their interests
with those of shareholders, whereas outside owners strive to control management so
that their interests are held as a high priority (Dalton et al., 2003). The former is an a priori
mechanism that attempts to establish structures that will ensure the desired behavior,
while the latter is an ex post mechanism that monitors behaviors after they occur with a



Table 11.3. Possible conflicts between owners

Executives Board Members Employees Blockholders Institutional Private equity ~ Hedge funds
Board The BOD may have -
Members higher risk

preferences than

the CEQ; CEO may
also be board chair,
limiting monitoring
gase
Employees Employees differ Board members are  —
from executivesin  more focused on
their high financial  the overal! firm

goal focus strategy
Blackholders Family owners may  Board members may Family ownersmay -
disagree with CEOs'  be large favor personal
tactics for achieving blockholders, wealth more than
goals creating a conflict  employment
of interest
Institutional Mutual fund owners Pension fund Collective Sovereign wealth -
care less about owners may institutional client  funds monitor firms
long-term strategies pressure the board  preferences may much less than
to engage in overturn collective  pension funds
activities contrary  employee rights
to firm vision

(continued)
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Angel investorsare

Private equity ~ Venture capitalists  Board may disagree - Private equity::fundé "Faimly‘ﬁyms differ

and angel investors  with private equity - value bottom-line  from venture more individualistic

may become too pasition for financial success capitalists in time  than institutional

engrossed with corporate more than employee and risk preference  investors

management improvement stability

responsibilities

Hedge funds CEO may not favor  Broad restructuring  Losses for Losses for sovereign  Hedge funds differ  Venture -

the hedge funds tactics may not sit  employees mean wealth funds mean  from institutional  capitalists want

tactics for well with potential less employment, investors in terms  the firm to

"shorting" firm established board  termination affecting political  of tolerance of loss  succeed and

stock members stability may not feel
the same
motivation
from hedge

fund owners
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view toward retribution for wrong behavior. A general conflict occurs when the a priori
alignment mechanisms do not match with the ex post control mechanisms due to asym-
metric information. Managers need to have their interests aligned with those of share-
holders, but shareholders also must recognize that they do not have all information. For
example, while inside owners may be striving for long-term goals, outside owners may
be striving for short-term incentives. Thus, the interests of shareholders may not always
yield the optimum long-term outcome for the firm, and outside owners may face moti-
vations of opportunism, instead of acting to the benefit of the organization (Shleifer and
Summers, 1988). Indeed, Perrow (1986) identified the lack of consideration of owner
opportunism as a significant weakness of agency theory.

Different preferences may also yield potential friction. Time horizons and risk pro-
pensities for strategic initiatives may differ between inside and outside owners. For
example, since family firms are known to be more conservative, aggressive tactics by
venture capitalists to expand quickly with high investment costs could disrupt family
firm timetables and goals. In addition, hedge fund owners have a much higher tolerance
for loss than investment fund owners, and corporate raiders may not share the same val-
ues as the board of directors. Owners’ geographic preferences for marketing, property,
plant, and equipment may differ, as well as their penchant toward different industry and
political preferences. For instance, the largest SWFs representing the specific interests of
governments, such as those of the United Arab Emirates (UAE), Russia, and China, have
several hundred billion dollars to invest. Through such investments, SWFs can gain sub-
stantive control of large portions of major corporations. When these investors take
appreciable ownership in a firm, they are likely to influence disposition toward expan-
sion to a particular geographic region, such as the UAE SWF pushing to have investment
in the UAE in particular and the Middle East more generally. Conflict may arise when
SWFs from nations with poor social relations begin to share ownership in a common
firm. The increase of heterogeneity brings new opportunities to study different prefer-
ences, and future research initiatives might focus on how to corroborate the outcomes of
these differing control attempts.

In addition, owner differences in levels of activism may cause conflict. On the one
hand, an owner that engages in a great deal of activism will naturally get more attention
than an owner that does not. This leads to the question: does the “squeaky” ownership
wheel get the “commitment” grease from managers? On the other hand, when multiple
owners have high levels of activism, their differing agendas may create high friction.
Consider, for instance, the April 2011 ouster of Parco CEO Hidekazu Hirano in Japan,
which came at the hands of two powerful investors, Aeon Co and Mori Trust. These
owners joined hands to apply pressure, but none of their shareholders was on board and
some other owners felt the move was ill-timed as the firm was still recovering from the
effects of the tsunami (Kachi and Sanchanta, 2011).

Both pension and hedge funds have been defined as active investors (Kahan and
Rock, 2009). Investor activism levels are strong indicators of the probability that inves-
tor presence will be strong enough to impact performance (Ryan and Schneider, 2002).
Yet, pension and hedge funds often approach profits and losses differently: while pension
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funds actively campaign for long-term goals (Smith, 1996), hedge funds strive for short-
term initiatives (Kahan and Rock, 2009). This disconnect can potentially cause conflict
among shareholder interests. Events in the biotechnology industry serve as an example,
Several large owners of Actelion Ltd, including financier Rudolph Maag and Swiss
investment company BB Biotech AG, are backing Actelion’s strategy, m#nagement, and
board (Mijuk, 2011)—supporting a long-term perspective. However, other key inves-
tors, following the advice of Institutional Shareholder Services (ISS), have expressed
considerable reservation about the firm’s strategy and have called for a management
reshuffling and reduced emphasis on expansion of the firm’s medical franchise—sup-
portinga short-term perspective. The resulting tension between shareholders has played
out in the boardroom and in the firm, occupying the time and attention of managers,
creating uncertainty for employees, and making it difficult for the firm to implement a
cohesive strategy.

In addition, some owners may prefer to be active regarding employee rights (Martin
and Freeman, 2003), others may have environmental concerns (Waddock et al., 2002;
Neubaum and Zahra, 2006), and others may be hands-off investors that do not advertise
their preferences (Hoskisson et al., 2002). For instance, some institutional investors are
very concerned about issues of sustainability and environmental protection. This is not
limited to the socially responsible investors that emerged in the 1990s, but is far more
prolific now as many funds market to their customers, at least to some extent, the impor-
tance of environmental concerns for firms in which they invest. While such matters may
be at the forefront for a large number of investors, others may not share those values and
could be discontent with investor pressure toward environmental or socially responsible
ends. Once different levels of activism are properly gauged and measured, research
efforts can focus on which types of owners, in the mix of ownership heterogeneity,
receive more attention than others.

Owner level of understanding could also be an issue for discord. The board of direc-
tors understands the firm from a strategic perspective, while other stakeholders view it
from a financial perspective. While both perspectives may be valid, they may yield dif-
ferent conclusions, resulting in misalignment and miscommunication of preferences
(Baysinger and Hoskisson, 1990).

Finally, the level of third-party pressure among firm ownership heterogeneity may
also cause conflict. Angel investors and some types of blockholders are small individual
entities that act, monitor, and incentivize based on a single perspective. Institutional
owners, on the other hand, represent many clients with many and varied demands. Since
those clients give up their voting rights to the institution, there must be a collective
approach to ownership interests and decisions. This introduces complexity about which
monitoring, bonding, incentive, or sanctions receive highest priority (see Table 11.3 for
conflicts among owners). Although institutional investors already unify a group of indi-
vidual investors, they themselves are also unified by third-party organizations. The two
largest of these, ISS and Glass-Lewis, are particularly influential. These advisory bodies
provide corporate governance solutions to institutional investors by uncovering and
assessing business, legal, governance, and accounting risks of invested firms. They strive

oy
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to enable and empower shareholders with information needed to vote their proxies in
the interest of long-term, sustainable value. As a result, managers may become con-
cerned with how these advisory bodies rank their firms, and both ISS and Glass-Lewis
have been highly successful at implementing a wide range of governance reforms, board
shake-ups, and organizational realignments.

FUTURE RESEARCH DIRECTIONS

Because of increased diversity among owners, more research is needed to examine the
consequences of heterogeneity. In this section we raise a number of issues worth explor-
ing and describe a range of theoretical paradigms that could be utilized to help facilitate
our understanding of the complexities that arise.

HANDLING CONFLICTS

When principals most interested in the firm’s success do not agree on the firm’s strategic
direction, management can be forced to choose sides. Indeed, the rise of institutional
ownership has complicated decision-making priorities—pressuring managers to choose
a set of strategic implementations that conform to the owner with the greatest, or at least
loudest, influence. One potential way of handling these conflicts is by utilizing impres-
sion management.

A growing number of scholars are focusing on the socio-political perspective of cor-
porate governance, which emphasizes a manager’s ability to ingratiate, persuade, and
enact certain policies and procedures to convince and appease shareholders. We learn
from Westphal and Zajac (1994, 1998) and Zajac and Westphal (1995) that CEOs may use
impression management to actively associate themselves with practices displaying con-
cern for shareholders’ interests in order to enhance legitimacy with stockholders and
other stakeholders. In addition, CEOs use ingratiation tactics to achieve board mem-
bership (Westphal and Stern, 2006), deter institutional owners from using power to
make changes at the expense of top management (Westphal and Bednar, 2008), and
improve shareholder appraisals by appearing to increase board independence (Westphal
and Graebner, 2010). As managers encounter conflicts, such tactics may be necessary to
appease the diverse number and types of shareholders.

For instance, Bushee (1998) found that firms tend to pursue the incentives of particu-
lar types of investors, finding that, in firms with a high degree of transient investors,
managers tend to make short-term decisions to avoid an earnings drop, which would
likely precipitate the exit of many of those investors. In these cases, an awareness and
focus on impression management may lend valuable insight as managers strive to avoid
the systemic managerial myopia that occurs when firms are overly concerned with

Gy
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short-term gains to the detriment of long-term outcomes. Such actions could subdue
the concern that firms are set up for failure as managers pay heed to their most powerful
investors, since the most active owners have frequently devised ways of eliminating
managers and board members who do not comply.

As institutional investors continue to become more prevalent, ahd more concen-
trated, impression management may be necessary for owners to persuade managers to
enact formidable policies and procedures. The Euro 100, a list of Europe’s largest money
managers, has increased its total holdings substantially over the past decade. This would
suggest that firm ownership structures could actually be moving toward a less heteroge-
neous model. Therefore, as pension, mutual, and other institutional owners saturate the
corporate governance landscape, managers may find themselves in a situation where
they need to focus on fewer, but more powerful, owners. Perhaps this trend will encour-
age scholars to consider more carefully owners’ ingratiating tactics in owner-manager
relations. To date, little research has explored how owners go about the process of apply-
ing pressure on managers, beyond the obvious public expressions of media exposure
and proxy battles. More qualitative studies and surveys of investment managers could
help uncover the processes by which an increasingly powerful set of owners exerts their
influence upon managers and how managers respond to these pressures.

Other blockholder preferences are difficult to ignore, despite their minority shares.
For example, family firm ownership, consisting of the founder, multiple generations of
the family, or both, holds tight control of decision-making preferences. Even if the insti-
tutional ownership percentage is greater than that of family ownership, the family
strength may win competing preference battles. For example, members of the Weston
family own, in large part, the UK’s largest family firm, Associated British Foods (ABF).
However, the firm has also attracted the attention of a large number of institutional
investors via its listing on the London Stock Exchange. As ABF continues to grow and
expand geographically throughout the EU and beyond, we could see family preferences
overshadowing those of institutional investors. Scholars may want to investigate certain
instances when firms do not follow institutional preferences. We could find, in some
cases, that the collective opinions of the many do not always trump the power of the few.

ATTRACTING THE “RIGHT” INVESTORS

A great deal of research has focused on how investors seek firms. However, researchers
have devoted less attention to how firms and their managers seek investors. Scholars are
beginning to acknowledge that firms’ pursuit of investors may be deliberate, and organi-
zations may seek specific types of owners. Managers may seek certain types of investors
that have goals that align with their own. For example, Bushee (1998) described how some
firms may be primarily oriented toward short-term gains and could, therefore, be per-
fectly content with a slate of transient owners. However, firms that adopt a more long-
term strategic focus could be more inclined to entice pension fund ownership and larger,
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more establied blockholders. For example, one action managers may take to intention-
ally manipulie which investor types they attract would be to control the level of informa-
tion asymmiery hetween them and the market. As less information becomes publicly and
readily availile, only higher quality (e.g. dedicated) investors would have enough in-
depth knowkdge of the industry and the firm to be willing to take a chance on investing.
Consider, foripstance, the following quote from Larry Page, CEO of Google: “As a public
company, wWeil] of course provide you with all information required by law, and we will
also do ourlyy ¢o explain our actions. But we will not unnecessarily disclose all of our
strengths, stuegies, and intentions” Page may be positioning the firm to garner the
attention ofiyegrors that are willing to stick with Google over the long haul.

On the Untrary, some of the actions that attract owners may not be deliberate.
Signaling thory may be informative in this regard (Connelly, Ketchen, et al., 201).
Managers my take a range of actions designed to signal to investors the underlying
quality of their firm and their desire for shareholders who will stay the course. However,
they could s, inadvertently send “negative signals” that attract investors they did not
intend to aliuct, Fven worse, this inadvertent signaling of firm strategies or intentions
could inviteshort.selling, where owners are actually betting on the firm’s short-term
decline (see Chapter 25 on hedge funds for further discussion). In addition, some corpo-
rate strategyyositions may incentivize firms to pursue certain types of investors. For
example, family firms may prefer investors that prefer debt financing in lieu of equity
financing; uelated diversified firms may aim to attract mutual funds with preferences
for short-tem, restructuring actions; and related firms may prefer long-term institu-
tional invesors (pension funds). Securities analysts may also influence ownership of
onekind oryother, depending on the future outlook for the firm (Benner, 2010). Future
research coid focus on investor-seeking preferences of firms and the incentives that
drive thosefrmg tq attract particular investor types.

OWNERSHIP MANAGEMENT

Owner. Shipmanagement focused on targeted as well as overall strategies firms have for
managing oyper relationships has received meager research in the management litera-
ture. As stakeholders and shareholders increase and become more diverse, appeasement !
approaches {e.g. Westphal and Bednar, 2008) may not be sufficient. For instance, in ‘
response tog possible takeover attempt, shareholders may take action in either a friendly

or unfriendly manner. An example of a friendly shareholder action is that of a “white

knight,” where 4 shareholder enters the auction for the company and circumvents the

takeover (Banerjee and Owers, 1996). An example of unfriendly shareholder action is .
greenmail, o (he purchase of enough company stock by minority shareholders to risk a
takeover ofits wn (Kosnik, 1987). In both cases, the board of directors’ effectiveness is
onthelinefor how they manage the acute situation (Kosnik, 1987). Under these circum-
stances, bayrds must handle the long-term goals of the firm, while still representing the
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needs of shareholders. The situation requires more than mere appeasement (e.g.
Westphal and Bednar, 2008), but aggressive intervention.

Lions Gate Entertainment faced such a dilemma when the company’s second largest
shareholder, Carl Icahn, announced he would be buying off much of the company’s debt,
adding as many as four of his allies as board members, and potentiall); owning more
than 20 percent of the company. In this precarious position, Lions Gate sought the help
of its largest shareholder, MHR Fund Manager, and MHR’s majority owner, Dr Mark
Rachesky, to aid in blocking Icahn’s advances (Grover, 2009). Further, Lions Gate was
willing to incentivize Icahn to reconsider his advances through monetary means.
Indeed, management was in a position where a crucial stockholder threatened their
business strategy, their effectiveness depended on owner management, and their inves-
tor relations department was responsible for that owner management.

Investor relations departments represent an area of owner management with a rich
opportunity for future research. These departments provide much more than informa-
tion: they provide the expertise and experience necessary for handling difficult situa-
tions when the interests of shareholders collide. Although constrained by their context,
managers can act to reduce environmental uncertainty and dependence (Hillman et al,,
2009), which would explain the dilemma that firms face with competing owners.
Specifically, investor relations departments might develop a marketing-oriented strat-
egy to actively attract the right investors. This approach might spread to other stake-
holders besides shareholders as well. Often, through strategic alliances, ownership
arrangements exist with buyers and suppliers as well as other competitors (De Man and
Roijakkers, 2009). These strategies often result in shared ownership arrangements, com-
mon control over vital resources, and shared power (Hillman et al,, 2009).

Investor relations departments have the responsibility for communicating with share-
holders (e.g. selling the company) and for regulating legal issues (e.g. financial disclo-
sure rules) (Laskin, 2010). Yet, little research exists on how these departments manage
conflict and align incentives, especially given the recent scholarly development regard-
ing the pacification of institutional investors (Westphal and Bednar, 2008). As firms seek
to gain control of more resources through shareholders and stakeholders, investor rela-
tions departments may be involved in recruiting suitable owners. Certainly, the exam-
ples of greenmail (Kosnik, 1987), white knights (Banerjee and Owers, 1996), and Lions
Gate Entertainment (Grover, 2009) shed light on activity within these departments, and
investigation of them represents an important research opportunity.

Other under-examined research areas that relate to investor relations department
decisions and are worthy of mention include shared ownership among business groups
(cross-ownership and pyramid ownership arrangements) and government ownership.
Joint ownership strategies arising from pursuit of joint ventures or strategic alliances is
another area where ownership conflict and control issues are likely to be of strategic
importance (Kumar and Seth,1998). Strategies pertaining to these subjects require more
ownership management acumen and are deserving of further research, though space
precludes delving into further detail here.
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CONCLUSION

In sum, we have discussed the literature relating to several different forms of ownership
that could contribute to corporate governance. By describing some of the different inter-
ests and incentives of various owners, we draw attention to the different ways in which
they might influence managers. We highlight potential conflicts between different own-
ers and areas where scholars can continue to expand our understanding of the changing
ownership landscape. Doing so might help us to elucidate a more general theory of own-
ership as a form of governance—one that expands on our existing reliance on agency
relationships. Keeping pace with changing business practices can be difficult for aca-
demics. We hope this chapter facilitates a search for new knowledge about evolving
ownership structures.
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ROBERT WATSON

Desr is the prolific mother of folly and of crime; it taints the course of life
in all its dreams. Hence so many unhappy marriages, so many prostituted
pens, and venal politicians!

(Benjamin Disraeli, Henrietta Temple: A Love Story, 1837)

INTRODUCTION

The focus of this chapter is corporate debt, its relationships to corporate risk and per-
formance, and some of the behavioral and governance implications that may arise from
an overreliance upon debt for corporate investment initiatives. As the Disraeli quotation
above' indicates, even for individuals who do not typically enjoy any limited liability in
regard to their debts (short of bankruptcy), it has long been appreciated that the leverage
opportunities of debt have often proved to be irresistible and by no means restricted
only to sound (or legal) ventures. Consequently there are inevitably always individuals
that become over-indebted due to poor investment choices (or simply bad luck) and
who invariably face significantly impaired future financial and life prospects as a result.
There is also a systematic,” social, component to much indebtedness. The history of
investment fads and busts provides an unambiguous demonstration that economic cir-
cumstances and expectations can have a significant impact on an individual’s willing-
ness and ability to get into debt even when, say duringaboom period, these expectations
have become detached from reality (i.e. are overly optimistic). Despite its potential
dangers, in these circumstances debt may be especially difficult for even normally
financially conservative individuals and/or management teams and boards of directors
to resist. This is because, once an investment boom has begun, a variety of positive
feedback mechanisms also typically come into play which appear to confirm and
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thereby to sustain investor optimism. Early investors will biseen to be doing well and
this tends to encourage “herding” behavior and the adoptin of “imitative” strategies
involving the launch of similar ventures and financing armgements, most of which
will also tend initially to be profitable, at least for their promiters. However, these posi-
tive feedback mechanisms also tend to feed the subsequentlownward spiral in expec-
tations once debtors begin to experience difficulties and/acreditors begin to realize
that their previous lending assumptions have been falsifiedby subsequent events and
conditions.’

In this chapter it is argued that the corporate form of orgnization, rather than pro-
viding a restraint upon unrealistic expectations or otherwismitigating the incentives
and attractiveness of debt, encourages debt-financed risk taking, Limited liability gener-
ates moral hazard in the presence of high corporate debt di to the potentially highly
leveraged and asymmetric (limited downside) payoffs that acrue to shareholders when
the firm undertakes risky business investments with debt finncing. However, the sepa-
ration of ownership from control creates additional moral hiards, as management are
provided with opportunities to make decisions that benefit pimarily themselves rather
than their shareholders. The likelihood that managers mayexploit their control over
corporate resources to make decisions that are inconsistentwith the interests of their
shareholders is, of course, the primary motivation for cumnt corporate governance
arrangements such as independent boards and financial ibrmation disclosure and
audit rules. Of course, not all governance arrangements opeite as intended. For exam-
ple, the widespread practice of paying senior managers on the basis of earnings-based
metrics is typically justified in terms of allegedly better aliging managerial and share-
holder interests. In this chapter it is argued, however, that sich pay schemes are more
likely to generate a misalignment of interests since they grely increase the incentives
for managers to undertake debt-financed low value-high riskivestments. Furthermore,
it is argued that it would be a mistake to assume that currenigovernance arrangements
are likely to provide an effective safeguard against excessive,debt-financed, risk taking.
Indeed, the large size and, largely management-induced, umplexity of many public
corporations and overconfidence in the ability of boards to antrol management appear
to provide an organizational setting and mind-set especialljconducive to the genera-
tion of overly optimistic expectations and a managerial biashward egregious risk tak-
ing with borrowed funds. This is because effective governuce requires too much of
boards as currently constituted.

To be effective, the part-time, independent board memberhave to be knowledgeable
about the relationships between financial risks and the specifibusiness risks associated
with the firms’ current strategies and policies, the impact thse have on corporate per-
formance measures, and to have an acute awareness of managrial incentives to deliber-
ately create complexity and to misreport accounting statements. Effective governance
and the fulfillment of their fiduciary duties toward shareholdrs, however, also requires
the independent directors to actively monitor managerial inffatives and to be prepared
to be critical of their managerial board colleagues whenevertie latter appear to be mak-
ing decisions that deviate from shareholder interests.



FINANCIAL LEVERAGE 271

Determining whether or not an action is in shareholders’ interests can, of course,
often be less than straightforward as the same incentives that motivate managers to take
on excessive debt can also be expected to motivate the use of deceptive financial report-
ing practices to hide indebtedness and/or to flatter performance, particularly when
managerial compensation is linked to earnings-based performance measures. Hence,
diligent monitoring will inevitably be time-consuming as well as being likely to generate
unwelcome conflict with management. The individual psychology and group decision
literatures suggest that conflicting demands are typically resolved by choosing to con-
centrate on the least costly to fulfill demands and the downplaying of the importance or
attention given to difficult and/or risk-prone responsibilities. It is argued that boards of
directors tend to have insufficiently strong incentives to confront and prevent self-
serving managerial initiatives. That is, independent directors resolve their governance
dilemma by adopting an automatic and uncritical trust (a loyalty bias) in the compe-
tence of their incumbent managerial team and, as a consequence, they will tend to over-
whelmingly downplay their responsibilities to shareholders.

This lack of monitoring and the combination of covertly risky investment, financ-
ing, reporting, and managerial remuneration policies have the effect of rendering
firms far more vulnerable to “normal business hazards” than they appear on the basis
of their published financial statements and accounting-based performance metrics.
In essence, managers will be unduly rewarded for taking hidden financial risks and
both shareholder and debt holder risk exposures will be underestimated and hence
underpriced, i.e. this dynamic will transfer wealth from financial stakeholders to
managers. Generous managerial pay schemes that encourage moral hazard—that is,
they further incentivize managers to adopt unwise operational and financial leverage
strategies and to use deceptive financial reporting methods that hide debt and/or flat-
ter corporate and managerial performance—are indicative of a systematic board gov-
ernance failure. The chapter argues that acquiescent boards are generated from normal
organizational and group dynamics premised on an unduly trusting and hence unre-
alistic and self-serving conceptualization of the executive-board relationship.’
Significant structural and procedural reforms that provide greater incentives to inde-
pendent directors to actively monitor management are likely to be required to improve
governance in this area.

The remainder of the chapter is structured as follows. In the next section, a discussion
of the corporate form of organization and its unique governance issues are undertaken.
This is followed by a section that models the relationships between managerial invest-
ment and financing strategies, corporate wealth creation, and the earnings-based per-
formance measures used to motivate managerial effort. An assessment of the incentives
and behavior of boards in regard to monitoring, evaluating, and rewarding their execu-
tive colleagues is then undertaken. This includes a review of the operation of current
institutional arrangements by which executive pay is determined—a board subcommit-
tee made up of independent directors. The chapter concludes with a discussion of some
possible reforms aimed at strengthening the willingness of boards to become more dili-
gent and critical monitors of corporate management.
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THE CORPORATION AND ITS GOVERNANCE

In this section, we examine two distinctive characteristics of the corporate form, namely,
the limited liability of its owners for the debts of the corporation and the agency prob-
lems stemming from the separation of ownership from control. The primary govern-
ance arrangements designed to mitigate debt financing risks to creditors are also
discussed.

The separate legal identity of the corporation allows its owners to benefit from lim-
ited liability, i.e. the shareholders are not responsible for any unrecoverable debts of the
corporation beyond the price they paid for their shares. With limited liability, the
respective payoff functions to shareholders and debt holders are Max(0, V — D) and
Min(D, V), where V = the value of the firms’ assets and D = the firms’ total debt
obligations.

An implication of this truncated downside risk profile to equity holders of firms with
high debt levels is that, if the firm defaults, some or all of these downside losses will be
borne by the debt holders, whilst all the financially leveraged upside post-tax gains will
accrue to the shareholders. It is clear from these payoffs that managers are exposed to
extreme moral hazard at low values of V relative to D.* With little or no equity at risk,
owner-managers have strong incentives to mislead outside investors regarding actual
business risks, whilst also having the ability to alter the composition of the firm'’s assets
and/or the riskiness of its business model.

An important corollary of limiting the liability of owners for the debts of the business
is that creditors require additional protection to discourage owner-managers from tak-
ing excessive risks with their borrowed funds. It is worth emphasizing, however, that an
inescapable aspect of any business venture is that it has to undertake risky projects in
order to prosper. Trade creditors and financial institutions that provide financing to any
business enterprise know that this exposes them to some risk of default because, by defi-
nition, not all risky projects are likely to be successful.” Nevertheless, the corporate form
has required creditors to develop lending and trade credit policies that minimize their
exposure to uncompensated business and financial risks.

In most jurisdictions the primary solution to this problem has consisted of develop-
ing an institutional infrastructure that includes:

- accessible and independent civil Jaw courts to enforce contractual agreements,

- the overturning of the protection of limited liability when fraudulent intent has
been established,

- greater disclosure and audit of financial information to outside creditors, credit
rating agencies,

- debt covenant restrictions on the firms” behavior and, in the event of default,

- corporate bankruptcy laws that give creditors the right to take over the business
and sell its assets to satisfy their outstanding financial claims (Roe, 1994; Rajan
and Zingales, 2003; Watson and Ezzamel, 2005).
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Though this is a potentially serious problem, it should also be apparent that owner-
manager incentives to engage in opportunistic behavior at the expense of their credi-
tors only occur when corporate equity (V ~ D) is insufficient to absorb business and
financial risks, i.e. a situation that is relatively uncommon (but, as the occasional spec-
tacular failure such as Enron suggests, not unknown) amongst the largeft publicly listed
corporations. ‘

The limitation of liability also created a legal framework for the development of the
widely held, publicly listed corporation. The ability to obtain equity finance from the
general public via a public stock market listing has undoubtedly facilitated firm growth
since publicly listed corporations dominate most sectors and tend to be far larger than
their private competitors. Increasing firm size brings economies of scale and the separa-
tion of ownership from control, where the latter requires the employment of specialized
managerial employees to run the firm on behalf of its many shareholders. Though public
corporations clearly derive huge benefits from being managed by professional manage-
rial employees, this does give rise to potentially serious incentive alignment problems,
particularly as corporate managers have many opportunities to use their decision dis-
cretion to act in ways that further their own interests at the expense of their sharehold-
ers. Indeed, the history of corporate scandals and the large body of “agency theory”
inspired studies documenting managerial excess strongly suggest that it would be very
unwise for shareholders to simply trust that professional managers will always take busi-
ness decisions that necessarily further their interests (Jensen and Meckling, 1976). 'The
plethora of financial reporting and auditing regulations, the establishment of independ-
ent boards to oversee managerial actions, and the corporate governance code compli-
ance requirements that we see across many jurisdictions today are largely institutional
attempts to discourage and/or mitigate the potential negative wealth consequences asso-
ciated with this central agency problem.

The major structural constraint that shareholders face in managing this “agency con-
flict” concerns the “public good” characteristics of monitoring and control. In essence
this results in individual minority (non-managerial) shareholders rationally choosing
to free-ride on the analysis of information intermediaries and/or the monitoring and
control activities of any large (“block”) shareholders. Mitigating the worst consequences
of this less-than-optimal, degree of monitoring and control of managerial discretion is
the province of governance codes and regulatory features, such as requiring independ-
ent boards, financial reporting, and other disclosure rules. The legal responsibilities of
boards of directors in most jurisdictions is to collectively manage the business in accord-
ance with its constitution for the benefit of its shareholders and to comply with the
financial reporting and other disclosure requirements stipulated by Company Law and
securities legislation. Thus, the board of directors is the primary institutional mecha-
nism by which the shareholders render the executives appointed to manage the assets
on their behalf accountable for their stewardship.

These governance arrangements effectively transfer the monitoring and control
functions to the board of directors and, to a lesser extent, the capital markets, auditors,
and other regulatory agencies (Fama and Jensen, 1983). In this chapter it is argued that
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it is somewhat unrealistic to expect independent directors, who are in practice no more
involved in managing the business than are shareholders and no less dependent than
shareholders upon the information provided by senior managers regarding their strat-
egies and financial results (Turnbull, 2010), to be effective monitors. As discussed in
the following section, managers are exposed to highly leveraged financial incentives to
take excessive debt-financed investment risks and it is therefore far from obvious that
part-time independent directors will have the skills, motivation, and resources by
which to critically evaluate managerial business, financial or financial reporting strate-
gies and choices.

ANALYSIS OF THE INTERRELATIONSHIPS
BETWEEN PERFORMANCE, LEVERAGE, AND
EARNINGS BASED EXECUTIVE COMPENSATION

In this section, the relationships between corporate strategy, business risks, financial
leverage, performance, and managerial incentives are analyzed. The most appropriate
measure for evaluating the performance of the firm and/or the performance and
rewarding of its managerial team ought to be a metric that reliably reflects their unique
contribution. In this section we focus on the two most commonly used accounting per-
formance measures, return on assets (ROA) and return on equity (ROE),? their relation-
ship to each other, to business risk (the variance in performance attributable to external
uncertainties, managerial strategies, and the management of operations) and to finan-
cial risk (leverage from using debt finance).

The definitions of ROA and ROE adopted—because there is an economically justifia-
ble relationship between the numerators and denominators—are the following:

ROA = EBIT/(D + E); (1)

ROE = [(EBIT — kD){1- T)J/E, (2)

where EBIT = earnings before interest and tax, k = the interest rate on debt, D = the
amount of debt finance, T = the corporate tax rate, and E = the equity finance of the firm.

Note, however, that for an all-equity firm (where D = 0), the after-tax ROA(1 - T) will
be identical to ROE.

If we initially assume that the financial reporting system produces reasonable approx-
imations to economic performance and the available resources used to generate income,
then the ROA is a ratio that measures EBIT, the total income generated irrespective of
how the firm has been financed, in relation to the total resources available (total assets,
again, irrespective of how these assets have been financed). ROE however measures the
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after-tax income (i.e. the income belonging to the shareholders after the finance suppli-
ers and the tax authorities have taken their respective cuts) as a proportion of the equity
finance (share capital plus reserves, primarily retained earnings). This latter measure
may appear to be the most appropriate measure for shareholders to judge the perform-
ance of their investment and the firms’ management. However, because of the relation-
ship with financial leverage this is not necessarily so.

Another relevant feature of the ROA metric in regard to assessing corporate and man-
agerial performance is that it can be decomposed to reveal how the ROA was achieved.
The most commonly used decomposition of ROA is the product of the profit margin on
sales (EBIT/Sales) and the asset-turnover ratio (Sales/(E + D)). These ratios make it pos-
sible to infer the underlying business strategy (managerial contribution) that was respon-
sible for the ROA achieved:

ROA = EBIT/Sales + Sales/(E + D). (3)

These ratios reflect corporate pricing strategies and its investment and operating poli-
cies. For example, a generic drug company can be expected to face strong price competi-
tion since its products are not unique and it has no power to exclude competitors (e.g.
patent protection). Hence, the typical strategy adopted by generic drug companies is to
maximize sales revenue via low prices and to minimize operating costs, that is, such
firms will tend to operate with a low profit margin (price competition) and a high asset-
turnover ratio (reflecting a combination of high sales and an efficient use of assets). This
strategy contrasts with a high R&D pharmaceutical company that has patent-protected
drugs and which can charge a high mark-up on costs, but which is likely to have a lower
asset turnover ratio as this strategy requires greater resources (e.g. laboratories, and sig-
nificant testing and marketing-related assets). Such a strategy will therefore be reflected
in a high profit margin and a relatively low asset turnover ratio.

Knowing what corporate strategy is, assessing whether it is likely to be sustainable
and how the strategy is likely to be reflected in corporate performance metrics provides
the initial indicator of the managerial contribution. However, the average ROA achieved
is only the first moment of the ROA distribution; risk-averse shareholders will also be
interested in the tradeoff between a high average ROA and business risk (the variance in
ROA). Thus, if a high ROA involves exposure to high business risk, then it is not certain
that risk-averse shareholders would necessarily approve of the strategy. In essence, busi-
ness risk is a multiplicative function of two main factors: the variability in demand
(8 = percentage growth in sales revenues) and the firm’s investment strategy (i.e. its cost
structure or “operational leverage”):

Var (ROA) = Var(g)(OL). (4)
Demand uncertainty (Var(g)) arises from changes in aggregate demand, the prices of

substitute products, competition, and the ability of a firm’s management to retain or
increase their existing market share. Operational leverage (OL) involves the firm
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operating with high fixed-cost technologies/contracts. Such cost structures generate
additional variance in RO A, i.e. they create operational leverage due to the high propor-
tion of total costs that are fixed costs (FC), which, unlike variable costs (VC), do not vary
with changes in output:

Operational leverage (OL) = (Contribution/EBIT)
= (Sales - VC)/(Sales - VC - FC). (5)

Clearly from (5) above, firms with no fixed costs have OL of unity and all firms with FC >
Owillhave OL > 1.

Uncertainty in tespect of demand, that is the variance in the percentage growth in
sales revenue (g), multiplied by operational leverage, gives the variance in ROA.
Alternatively, the anticipated change in ROA, given sales growth g and operational lev-
erage OL, will be equal to:

ROA , = ROA, (g)(OL). (6)

Thus, evaluating a firnys business strategy involves a consideration of both current and
anticipated profits (ROA) and the business risk (Var(ROA) = Var(g)(OL)) this strategy
exposes the firm to. Note, however, that because business risk is a multiplicative func-
tion of revenue uncertainty and operational leverage, if a firm has low Var(g), then even
large values of OL Mmay not result in excessive business risk. For example, a utility firm
with stable revenue flows (due to being a monopoly supplier with regulated prices) could
probably operate comfortably with very high operational leverage, whereas even quite
low levels of operationa] leverage may imply excessive business risk in the case of firms
subject to high revenue uncertainty.

Several other important points to note in this zero debt case are as follows. First, at cur-
rent sales levels, investments involving an increase in fixed costs may not reduce average
costs or alter the firm’s ability to increase revenues, that is, average ROA may be unaltered.
The profitability of such high fixed cost strategies relies upon increasing demand (g > 0)
to reduce average costs and thereby to increase future average ROA. Thus, high opera-
tional leverage investment strategies are largely a call option bet on continued future
growth, since in the absence of g > 0 the fixed cost investment will be a negative net
present value (NPV) proposition for risk-averse investors as the investment will have
simply raised the variance of performance (by the factor OL) but not its mean.
Nevertheless, the high fixed cost investment may still be preferred by managers if they are
confidentin achieving g > 0 over even quite small (relative to the investment cycle) times-
cales, say because favorable macroeconomic conditions are expected to sustain positive
growth over the next two or three-year period. If managers also receive a fixed salary plus
abonuslinked to reported corporate profits, then the attractiveness of the high OL strat-
egy willincrease. Thus, with executive pay linked to corporate profits, not only do share-
holders now face higher business risk but also their expected returns will be reduced by
the additional pay now awarded to executives, which, even for risk-neutral shareholders,
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would mean that the fixed-cost investment would be a negative NPV proposition. The
ignoring of business risk and the option for management to exploit a trend and claim
superior performance are inevitable consequences of basing pay on only the first moment
of a performance metrics distribution.

Second, to determine with some certainty whether an investment is,in reality a positive
NPV project, i.e. that managers did indeed create value, the results over the whole invest-
ment cycle are required. Many such capacity-increasing (and with g > 0, average cost-
reducing) investments take place during periods of optimism and rising demand and
hence they appear to pay off in the early periods. However, similar investments by other
firms and a subsequent economic downturn tend to create overcapacity and a collapse in
corporate profitability. Thus, evaluating either the success of the investment or the quality
of management on the basis of only the reported ROA achieved during the first few peri-
ods involves relying upon a necessarily very noisy signal. Furthermore, the empirical find-
ings on reported accounting disclosures indicate that management are generally adept at
exploiting accounting rules in regard to depreciation policies, the classification of lease
contracts,’ asset and goodwill write-offs, and allowances in order to “smooth” or otherwise
flatter reported corporate performance.” The incentives for management to take invest-
ment and accounting decisions that disguise the riskiness of their business strategies and/
or which flatter performance are greatly increased when a significant element of their total
compensation is linked to a performance metric that the managers largely control.

Third, if reported corporate performance and the pay of managers are both seen to
have benefited from undertaking capacity-increasing fixed-cost investments, then the
managers of other firms are likely to be induced to imitate their competitors’ investment
strategies. For overinvestment not to eventually occur, the sector’s revenue growth rate
would need to increase at a faster rate than the increases in capacity; otherwise the aver-
age ROA of the sector will tend to decline, whilst at the same time the average pay of
managers and the variance in firm performance will both increase due to the increased
operational leverage.

Fourth, due to the lack of any debt finance, apart from tax, there is no difference in the
ROA and ROE measures. In this no-debt situation it is therefore largely immaterial as to
which performance metric should be used to evaluate and reward managers.

Once the all-equity financing assumption is dropped, the choice of performance met-
ric takes on some importance because ROE then becomes a financially leveraged func-
tion of the after-tax ROA(1 - T):

ROE = ROA(I - T) x financial leverage (FL), )
Wwhere financial leverage = (1- (kD/EBIT)) ((D + E)/E)."

That is, financial leverage is the product of the proportionate impact of debt on the
numerator (the income measure) and denominator (the resource measure) of the
ROA(1-T).

This increase in the percentage ROE from using cheaper debt finance is, however,
achieved only by increasing the financial risks shareholders and debtholders are exposed
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to. Though neither the meantor variability of ROA is affected by financial leverage,
both the mean and variabilityf ROE are increased by the factor FL relative to the no-
debt case.

In summary, the size and vaibility of a firm’s ROA results from business risk and will
reflect the success or otherwitof the firm’s business strategy and the efficiency of its
operations, i.e. the impact of mnagement. Financial risk (arising from the use of debt)
does not create value (apart fin the interest expense tax subsidy); the success or other-
wise of the firm’s risky inwiment strategies is what creates value and this will
be reflected in an increased ROA. The increase in reported ROE arises solely from the
return spread between a firmireturn on assets (ROA) and its debt interest expense
(k(D)). In essence, with anypositive return spread (i.e. ROA > k(D)), the greater
the proportion of debt finantused, the higher will be the reported return on share-
holder’s equity (ROE) relativeo its ROA. Debt finance simply turns ROE into a lever-
aged (multiplicative) functionfthe firm’s ROA.

A corollary, however, is thitthe variability in ROE also becomes a leveraged function
of the variability in the ROA/le. the total risks that investors are exposed to will also
have increased by the same fiuncial leverage factor:

Vir (ROE) = Var(ROA)(FL). (8)

ROE is therefore an extremelioisy signal of business and/or managerial performance
even in the absence of finandireporting misstatements. Differences in ROE may arise
due to differences in financidisk rather than differences in corporate/managerial per-
formance. For example, an alquity firm may have a lower ROE but a higher ROA than
a more financially leveraged fm. An implication of evaluating firms/rewarding manag-
ers on the basis of ROE is thathareholders are willing to pay for financial leverage, i.e. to
reward managers for takingfincial risks that these investors are in principle perfectly
capable of taking themselvesithat is what they desire, without having to pay managers
a premium to do it for themfe.g. shareholders could buy the firm’s shares using bor-
rowed money). Shareholdersishould be remembered, employ managers solely because
of their superior business skiland knowledge relative to the shareholders. Therefore, if
managers are to be rewardedir performance, then it makes most sense for sharehold-
ers to judge and reward mangers in terms of their relative success in generating a high
and sustainable (i.e. risk-adisted) ROA, which arguably reflects to some degree the
value of their specialist manygrial inputs.

In summary, earnings (anet income) based corporate/managerial performance
measures, e.g. earnings per sire (EPS) or ROE, are an open invitation for managers to
ignore risk. At high debt leds these earnings metrics become an increasingly poor
measure of corporate or mangerial performance due to the fact that ROE is a multipli-
cative function of the firmsder-tax return on assets (ROA) and financial leverage, i.e.
ROE = ROA(1 - T) x financideverage. Moreover, the incentives for managers to engage
in egregious financial risk tding and to engage in deceitful financial reporting to hide
the firm’s true level of inddledness and exposure to financial risk are both greatly
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increased by this linking of highly leveraged rewards to a performance metric that is
itself the product of financial leverage rather than being closely or meaningfully related
to managerial value creation.

It is argued in the following section that these pay practices are indicative of serious
inadequacies in current board governance arising from the lack of incentives for inde-
pendent directors to fulfill their primary corporate governance duties to monitor and
control managerial decisions.

BOARD EFFECTIVENESS AND LOYALTY BIASES

In this section, it is argued that the hierarchical management structures apparently
needed to handle large organizational size and complexity create a dependency of the
board upon senior executives that manifests itself as uncritical board loyalty (Morck,
2008). In the first subsection, the psychological and group decision processes that
limit independent directors’ effectiveness are discussed and in the second subsection
the empirical evidence relating to remuneration (compensation) committee decision-
making is reviewed.

Board Decision Processes

As they are almost totally reliant upon the CEO for their financial and other information
regarding the performance of the firm, independent board members are particularly
prone to “groupthink” (Evans and Krueger, 2009), a phenomenon whereby participants
overly identify with and trust other group members and therefore often fail to see the
risks and failings associated with their perspective on the world or the ethical implica-
tions of their current policies and behaviors.”? As board loyalty develops, the tendency of
boards to screen out negative information inconsistent with the board’s current strate-
gies and beliefs, “ethical fading,” results in board members becoming incapable of seeing
the situation as being in any way inconsistent with their primary fiduciary duties toward
shareholders.

The problem is that large organizational size and complexity, a product of managerial
initiatives, plus competitive pressures and other environmental uncertainties, generate
a degperate demand from boards for a reassuringly decisive and self-confident hierar-
chical corporate leadership (Kets de Vries, 1991; Barnard, 2009). As only the most over-
confident, energetic, and self-promoting individuals ever put themselves forward for
such senior posts, this necessarily involves trusting some of the most narcissistic and
self-serving representatives of the human race (Roberts 2001; Padilla, et al., 2007;
Amernic and Craig, 2010) with considerable discretion (power) in regard to the use of
corporate resources, information disclosures, and over other employees. Unfortunately,
though boards appear to be no more expert in choosing successful leaders than any
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other group of humans (Kahneman et al., 1982; Kets de Vries, 1991), independent direc-
tors have few incentives to critically analyze an incumbent’s performance, since the
process of removing underperforming management and finding suitable replacements
is inevitably personally stressful, time-consuming, and fraught with reputational dan-
gers should mistakes be made.

In such an organizational setting of unequal power relations, normal, everyday,
human cognition and decision processes, which involve “rationalization” (that is, the
ability to fool ourselves that personally rewarding behaviors are also ethical and legiti-
mate) and “trust,”” are all that are required to generate the “ethical fading” (Bazerman
and Tenbrunsel, 2011) that leads to boards adopting a default attitude of uncritical
trust in current management. With board loyalty secured and highly leveraged remu-
neration schemes that encourage risk taking, managerial discretion is frequently used
to waste corporate resources on personally satisfying and/or remunerative projects
that have a negative impact on shareholder wealth. The empirical corporate finance
literature for example documents the prevalence of (and therefore board acquiescence
to) self-serving, but value-destroying, executive decisions in areas as diverse as takeo-
vers (Shleifer and Summers, 1988; Franks and Mayer, 1996; Goergen and Renneboog,
2004; Hodgkinson, and Partington, 2008), growth strategies, the manipulation of
financial reporting (Agrawal and Chadha, 2005; Duchon and Drake, 2009), and the
adoption of excessively risky and deceptive financial strategies (Keasey and Watson,
1991; Berenson, 2004).

This empirical evidence strongly suggests that an uncritical loyalty bias toward man-
agement is probably fairly widespread across the corporate sector, and that whatever the
reputational fears/incentives of independent directors (Westphal, 1999; Yermack, 2004),
these latter factors are, in practice, frequently insufficient to prevent independent direc-
tors from acquiescing to these value-destroying managerial initiatives. Independent
directors also have to trade off competing interests because, whilst corporate govern-
ance codes impose special responsibilities upon independent board members to moni-
tor and discipline executives, in law no such legal distinction exists and all board
members are deemed to be equally responsible for the good management and govern-
ance of the corporation. This situation, whereby part-time independent directors are
both part of the top management team whilst also being expected to act as the monitors
and disciplining mechanism in regard to other board members, creates a dilemma that
independent directors tend to psychologically reconcile by developing an unquestion-
ing loyalty bias toward their current management teams (Ezzamel and Watson, 1997).

In summary, an adequate understanding as to why independent directors tend to
develop a strong loyalty bias toward their executive board colleagues—a loyalty which
conflicts with their legal duties to shareholders—will necessarily involve some analysis of
“macro” or “structural” factors, such as the economic and organizational context/pres-
sures and the interpersonal dynamics of group decision-making (Ashforth et al., 2008).

Psychological factors also greatly facilitate this attitudinal slide into uncritical loyalty
given that these directors “bask in the reflected light of a successful CEO...directors
become highly invested. .. they want their CEO to do well. Psychologically, they believe
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he or she will do well. And oftentimes they cannot bear for the CEO to fail. Failure
impairs their own reputational capital. It also undermines their strongly held sense of
competence and control” (Barnard, 2009: 427). Langevoort (2004) describes the organi-
zational and psychological dynamics that generate board loyalty and an unconscious
neglect of the boards’ oversight responsibilities as follows:

A streak of good fortune for the firm—which may be managerial skill, but may be
just as much the state of the economy—creates a psychological dynamic that works
to the CEQ’s favor. First, the CEO has ample opportunity and resources to expand
the board’s external influence, thereby making ingratiation tactics more effective.
The social ties grow, which makes the inclination to monitor diminish. Not far
under the surface here are cognitive dissonance and a related set of commitment
biases: the longer the streak of positive information flows, the more board members
attribute that success to the person they’ve put in place and hence develop mental
schemata that credit the CEO with skill. Once these schemata are fixed, they become
increasingly hard to disconfirm. Any negative information that subsequently
appears tends to be dismissed until the threat is undeniable, partly because of simple
cognitive conservatism, partly because the board—having committed itself to the
CEO by virtue of both selection and generous compensation—is averse to acknowl-
edging that it may have made an error. (2004: 310)

Milgram’s (1974) experimental results on conformity suggest that unconscious loyalty
biases toward individuals occupying positions of “authority” are also ubiquitous and
deeply ingrained in human psychology. For example, Milgram’s experiments clearly
indicated that most people—irrespective of class, education, age, gender, or national-
ity—seemed prepared to obey orders from authority figures that were clearly in conflict
with their professed moral codes and legal responsibilities. As Morck (2008) explains,
even individuals such as independent directors, who neither gain from a CEO’s wrong-
doing nor fear reprisals for criticizing CEO behavior, appear no more immune to this
desire to trust and obey those upon whom they have bestowed leadership status:

Misplaced loyalty lies at the heart of virtually every recent scandal in corporate gov-
ernance. Corporate officers and directors, who should have known better, put loy-
alty to a dynamic Chief Executive Officer above duty to shareholders and obedience
to the law. The officers and directors of Enron, WorldCom, Hollinger, and almost
every other allegedly misgoverned firm could have asked questions, demanded
answers, and blown whistles, but did not. Ultimately they sacrificed their whole
careers and reputations on the pyres of their CEOs. (Morck, 2008: 180)

Furthermore, in a competitive environment, this potentially toxic constellation of cor-
Porate policies is likely to prove to be highly contagious; that is, “herding in bad behav-
f'Or” is likely to result as competition with these apparently high-performing firms
induces the adoption of similar financing, financial reporting, and managerial compen-
Sation policies by other firms in the sector. Such “Gresham’s Law” type processes,
Whereby bad but apparently more profitable policies drive out existing good but less
profitable practices, can be expected to be particularly virulent when the behavior
appears to be “legitimated” by appeal to commonly held and institutionally sanctioned
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notions of what constitutes “good governance” (Meyer and Rowan, 1977; Elsbach and
Sutton, 1992; Suchman, 1995; Tenbrunsel and Messick, 2004). In the following subsec-
tion, the ideas and practices relating to executive pay are reviewed to illustrate how easily
bad practices can become accepted and widespread when they serve powerful interests.

Executive Pay Practices

This subsection focuses on the UK experience regarding the determination of executive
pay over the past 20 or so years because the UK is not untypical of what has occurred
elsewhere in the English-speaking economies. Compensation (Remuneration) commit-
tees, consisting of part-time, non-executive directors, have been the institutional mech-
anism for determining senior executive pay awards in the US since the late 1980s. This
system was introduced to the UK in 1993 after the publication of the Cadbury Report
(1992) and then shortly after in most other English-speaking economies. In the UK, as
has happened elsewhere, since the introduction of this board subcommittee system
executive pay levels have continued to increase at a much faster rate than those of other
professional groups. The complexity of executive pay packages has also greatly increased
as the typical CEO pay package now includes in addition to a fixed salary a range of
“incentive” and reward components such as an annual bonus, a long-term incentive
plan, share award schemes, and executive option grants. What is particularly relevant
here is that, despite the fact that all these additional incentive elements to executive pay
packages are meant to better align manager and shareholder interests, virtually all exec-
utives appear to receive these generous awards most years (KPMG, 2009) irrespective of
their firm’s performance and, hence in practice, many empirical studies are unable to
uncover a statistically reliable or economically meaningful relationship between pay
awards and performance (Ogden and Watson, 2008).

Every UK corporate governance code from Cadbury (1992) to the Combined Code
(2002) has recommended that remuneration committees take account of supposed
labor market pressures by basing pay awards primarily upon what “comparable” compa-
nies were paying their executives and, for incentive alignment purposes, to make pay
more closely related to improvements in firm performance." This explicit encourage-
ment of remuneration committees to focus on pay comparisons and earnings-related
pay has resulted in increasing CEO pay levels primarily because risk-averse and
resource-constrained remuneration committees have sought to minimize the possibil-
ity of boardroom conflict, avoid possible recruitment and retention problems, or inad-
vertently signal low managerial quality to outsiders, simply by paying their CEO
somewhat more than the apparent market rate (Ezzamel and Watson, 1998, 2002).
Though, from the perspective of each individual remuneration committee, being rela-
tively generous to the CEO appears to be a reasonable strategy (not least because the
additional costs are borne entirely by shareholders), the statistical impossibility for all
CEOs to be paid more than average implies that their average pay levels will necessarily
be “bid up” over time.”®
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This apparent “bidding-up” of executive pay has long been recognized as a problem
by several interested parties. For example, the Institute of Directors (1995: 4) felt obliged
to advise its members that remuneration committees “should avoid setting packages
which are generous in relation to market levels and beware of preésure always to be in
the ‘upper quartile” In a similar fashion, the Combined Code has also highlighted this
same problem:

B.1.2 Remuneration committees should judge where to position their company
relative to other companies. They should be aware what comparable companies
are paying and should take account of relative performance. But they should use
such comparisons with caution, in view of the risk that they can result in an
upward ratchet of remuneration levels with no corresponding improvement in
performance...

It will be noted that though they were both able to recognize the tendency for remunera-
tion committee processes to raise pay levels, neither the Institute of Directors nor the
drafters of the Combined Code have, to date, felt able to offer any suggestions as to how
to reduce this problem.

CONCLUDING REMARKS

Not all governance reforms intended to provide agency cost-reducing outcomes necessar-
ily succeed in achieving their prime objective, i.e. there are unanticipated, typically nega-
tive, consequences that tend to increase rather than decrease agency costs. The analysis of
the interrelationships between firm performance, the different sources of risk and lever-
age, and earnings-based executive pay schemes suggests that managers will have strong
incentives to act in ways that are contrary to shareholder interests. Furthermore, analysis
of the overly loyal board and the operation of their remuneration committees indicates
that the relatively recent development of ensuring that, for ostensibly incentive-alignment
reasons, the pay of senior executives is related to shareholder performance metrics is likely
to have further exacerbated, rather than reduced, the incentives for managers to engage in
excessive, largely debt-financed, risk taking. This because paying executives significant
amounts in cash bonuses, shares, and/or share options for exceeding®® some earnings-
related benchmark is effectively requiring shareholders to pay for financial leverage. Given
the fact that capital structure decisions can have a major impact on earnings-related per-
formance metrics and that this exposes shareholders to additional financial risk, it is far
from obvious why shareholders should necessarily be willing to pay managers a significant
premium for exposing them to such financial risks. If shareholders wish to be exposed to
this type of risk, shareholders can perfectly adequately do so for themselves, say by bor-
rowing to finance all or part of their equity investments.

As the analysis indicated, though the use of debt finance by corporations to fund a
significant proportion their business operations typically results in a higher return on
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equity, this is not necessarily indicative of superior business or managerial performance.
Indeed, apart from the corporate interest tax shield and the possible underpricing of
risk by the suppliers of finance (both of which are really manifestations of moral hazard,
i.e. wealth transfers to corporations from respectively taxpayers and debtholders), it is
clear that debt finance does not actually create shareholder value once the additional
financial risk that debt brings is incorporated into the analysis. Moreover, it is unclear
that managers have any comparative advantage over shareholders in respect of assessing
financial (rather than business) risks or that managers necessarily possess superior
knowledge in regard to shareholder financial risk preferences. What is fairly obvious,
however, is that the linking of managerial rewards to financially leveraged metrics
greatly increases the incentives for managers to take on excessive amounts of debt and to
engage in financial statement manipulations that flatter their apparent performance—
particularly via the use of various forms of “off-balance sheet financing,” such as leasing
arrangements that are designed to hide debt and thereby mislead investors as to the true
financial risk exposure of the business.

How might it be possible to reduce the incentives for managers to take excessive and
often hidden risks? Retaining the notion that in order to get executives to act in share-
holders’ interests, some form of performance-related pay scheme is a necessity, then
ROA-related performance metrics adjusted for excess operational risk ought to be pre-
ferred as the basis for determining additional pay awards, since these measures will be
the ones most clearly related to why shareholders employ managers. As operational lev-
erage increases the variability of ROA-type metrics, using operational leverage as the
risk adjustment factor in determining any bonus paid would reduce the incentives to
exploit short-term operational leverage effects.

More fundamentally, of course, the real underlying governance problem is the phe-
nomenon of the loyalty bias displayed by boards and the (on average) overly generous
“market comparisons” remuneration committees appear to use when framing their
executive pay awards. Despite the fact that the very notion of a “managerial labor mar-
ket” is highly problematic and has resulted in a ratcheting up of executive pay, whilst
also giving executives highly leveraged incentives to take on excessive debt and to sub-
vert their firms’ financial statements to hide much of this debt, such notions remain cen-
tral to, and are actively encouraged by, the UK’s Corporate Governance Code.

Thus, getting boards to first recognize and then abandon their instinctive loyalty
biases toward incumbent management is likely to involve several longer-term changes
in values and the structure and powers of other institutions as much as any specific cor-
porate governance reforms. For example, the Stewardship Code recently issued by the
UK’s Financial Reporting Council (FRC, 2010) represents an attempt to alter the rela-
tionship between shareholders and management. The Code is meant to encourage
greater engagement by institutional investors as active investors by requiring them to
disclose their voting records and to develop and publish protocols for constructively
engaging with pootly performing management teams. Even so, the new Stewardship
Code does not address the implications of the longstanding structural problems associ-
ated with the public good characteristics of managerial monitoring, in other words, the
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problem of free-riders and the inevitable delays, risks, and high costs of intervention
relative to exit (Forbes and Watson, 1993).

In the absence of increasing market incentives to become more active owners, or sig-
nificantly lowering intervention costs, simply requiring institutional investors to pro-
vide more information regarding their investment, monitoring, and intervention
policies is unlikely to change either institutional shareholder behavior or board mem-
ber’s loyalty biases.

For these latter changes to occur would probably require a complete rethink regard-
ing shareholder rights and how these rights can be effectively exercised, and the contin-
ued usefulness of the unitary board model, which creates a (largely unconscious) conflict
of interests for independent board members. On the one hand, all board members have
exactly the same legal responsibilities for the management and good governance of the
company, whilst on the other hand corporate governance codes also require that inde-
pendent board members monitor and, when necessary, discipline the senior managers,
i.e. their board-room colleagues with whom they will have collaborated in agreeing the
firms’ current business strategy (Ezzamel and Watson, 1997). Relatively simple govern-
ance changes, such as independent director only meetings and restricting the job of
independent board members to ratification, monitoring, and disciplinary roles, would
perhaps make it clear that independent directors’ first and only legitimate concern is the
furtherance of shareholder interests.

1. Disraeli certainly had personal experience of indebtedness. Prior to his political career,
which included holding the office of UK Prime Minister twice, Disraeli was a well-estab-
lished and popular writer of novels, an occupation that he only took up as a way of paying
off his business debts from earlier failed business ventures.

2. A systematic outcome refers to an outcome that is largely a function of collective processes,
pressures, and institutional structures, and hence differences in individual ethical or per-
sonal motives are unlikely to provide a major explanation of, or a solution to (replacing
individuals), the problem under discussion.

3. Note, however, that in order for a systematic over-indebtedness problem to subsequently
arise, both borrowers and lenders have to have been infected by irrational optimism.

4. It is important to stress that individual wrongdoing is not the primary driver here; rather
the situation provides an excellent example of what organizational theorists call “routine
nonconformity” (Vaughan, 1999), which refers to the systematic and largely unanticipated
Negative organizational outcomes (e.g. financial losses, unethical behavior, the creation
Negative externalities, etc.) that arise simply from organizational participants following
routine and apparently non-controversial organizational rules and practices.

5. Nevertheless, the “logic of the situation,” i.e. the complex combination of external and
internal pressures, human cognition limitations, and the incentives of managers and direc-
tors, will tend to generate negative wealth outcomes that, from the viewpoint of both share-
holders and debtholders, may be difficult to distinguish from “looting” (Akerlof and Romer,
1993).
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6.

10.

11,

12,

13.

The respective payoffs for shareholders and debtholders are analogous to that of a “call
option” holder and the writer of a “put option” on the underlying value of the firm and
with strike prices equivalent to the value of the outstanding debt obligations.

. Which suggests that the majority of business failures will tend to be the result of miscon-

ceived business strategies and poorer than expected outcomes (i.e. entrepreneurial “over-
confidence”) rather than representing any attempt by the owners to defraud creditors
(Keasey and Watson, 1994).

. In practice, it seems that most executive bonus, share, and option schemes are specified

in terms of earnings per share (EPS) (KPMG, 2009). In the numerical analysis, EPS pro-
duces identical results to ROE simply by assuming that the equity of the firm consists
solely of issued shares with a nominal value of $1. If this assumption is relaxed by assum-
ing that firms have some retained earnings, then the EPS metric becomes a leveraged
version of the ROE measure.

In 2009 the International Accounting Standards Board (IASB, the primarily non-US
financial reporting system mandated within the EU and elsewhere) and the Financial
Accounting Standards Board (FASB, the US accounting standards setter) jointly agreed
new proposals that would essentially outlaw most uses of operating lease accounting pre-
cisely for the reasons discussed in this chapter. An article in AccountancyAge (2010),
reporting on a survey of UK firms involved in leasing, unsurprisingly indicated strong
opposition to these proposals, though their reasoning for taking this position essentially
confirmed why the proposals needed to be implemented; namely, because capital lease
accounting would on average double the reported debt to total assets ratios of firms that
currently used operating lease accounting, which might then make obtaining further
debt financing more difficult and expensive for them!

As most forms of accounting manipulation involve a choice regarding whether to recog-
nize anticipated profits and losses early or later (when the assets are sold at a loss), these
naturally tend to have a reverse impact upon reported profits later in the investment
cycle.

Alternatively, rearranging the ROE expression (2) slightly (replacing EBIT with ROA x
(D + E)) gives:

ROE=[(1 - T)ROAx (D + E) - kD(1 - T)}JJE,
which can be rearranged as:
ROE = (1 - T)ROA + [(1 - T)ROA - k(1 - T)} x D/E.

The final expression is the more usual form of the relationship between ROE and the after-
tax ROA (assuming an all-equity firm), i.e. ROA(1 - T) plus financial leverage, the latter
being a premium (or discount) equal to the after-tax return spread between ROA and the
after-tax cost of debt (k(1 - T)) multiplied by the debt-to-equity ratio (D/E).

In addition, those board members responsible for the appointment of the CEO may be
especially enthusiastic toward escalating their commitment and placing excessive trust in
their incumbent CEQ (Kahneman and Lovallo, 1993).

As the extensive literature examining the psychology and economic bases of trust and its
importance in lubricating economic and social interactions makes clear, trust is essential;
indeed, it typically constitutes the default mode, primarily because it involves the least
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cognitive effort. Moreover trust levels tend to increase when the two parties appear to
share some common characteristic, e.g. similar ethnic or social background, or have simi-
lar interests and/or enjoy satisfactory working relations (Evans and Krueger, 2009). '
. Ttis worth stressing that none of the UK corporate governance reports (i.e. Cadbury, 1992;
Greenbury, 1995; Hampel, 1998; Higgs, 2002) has suggested that remumeration commit-
tees ought to control or attempt to hold down executive pay.

. Bven prior to their widespread introduction in 1993, it was apparent that firms with remu-
neration committees tended to award relatively generous pay increases to their CEOs and
were largely reliant upon the information and recommendations supplied by outside “pay
consultants” regarding “comparable” market pay rates and the complexities of perform-
ance-related pay schemes (see Main and Johnston, 1993, and Forbes and Watson, 1993, for
reviews of the evidence).

. Since the majority of senior executives still receive additional non-salary awards each
year, it is clear that in many cases the market benchmark need not even be met.
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FINANCIAL REPORTING,
DISCLOSURE, AND
CORPORATE GOVERNANCE

--------------------------------------------------------------------------------------------------------

CHRISTOF BEUSELINCK, MARC DELOOF,
AND SOPHIE MANIGART

SUNLIGHT is the best disinfectant
(Louis D. Brandeis in the Supreme Court’s 1933 Securities Act)

INTRODUCTION

In a theoretical world where economies do not suffer from market frictions, all eco-
nomic agents are equally well informed about a firm’s past, current, and future perform-
ance. In reality, however, information asymmetries do exist. In public firms without
inside shareholders, information asymmetries mainly occur between firm managers
(insiders) and shareholders (outsiders). In public firms with controlling shareholders or
large blockholders, such as family firms or firms embedded in pyramidal shareholder
structures, a second type of information asymmetry arises between majority sharehold-
ers (insiders) and minority shareholders (outsiders). As information asymmetries
increase agency costs, less-informed parties demand corporate disclosures about the
underlying firm performance. Disclosure allows for the reduction of information asym-
metries among investors and the disciplining of management (Bushman and Smith,
2003), since it enables evaluation of prior investment decisions as well as monitoring of
the investment process of committed capital (Beyer et al., 2010). Disclosure may be done
through regulated financial reports (financial statements and footnotes) required by
national or international accounting regulatory bodies and stock exchanges. In addi-
tion, firms may engage in voluntary disclosures, such as management forecasts, analysts’
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presentations and conference calls, press releases, internet sites, and other corporate
reports (Hezly and Palepu, 2001).! '

Despite the strong regulation of information provision, information problems do
occur and are especially prominent in public companies. This is highlighted by the noto-
rious examples of fraudulent corporate reporting in companies like Enron and Parmalat
at the turmof the 215t century. In these companies, corporate insiders were caught cook-
ingthe books to beat analyst consensus forecasts, and providing untruthful information
to outsiders. Therefore, it is not surprising that both the regulators’ attention and the
academic disclo sure literature heavily focus on public companies. Disclosure demands,
however,are not limited to public companies: they arise in all situations where different
types of shareholders or stakeholders have different demands for and access to different
levels of information on a firm’s performance. As a consequence, research on disclosure
in privatecorporations has emerged recently.

Producing transparent and truthful information on corporate functioning is not only
importantfor individual stakeholders, but also for the proper functioning of worldwide
capital markets, as witnessed once again by the financial crisis of 2008-9. A lack of trans-
parency am the intrinsic risk characteristics of financial instruments triggered less
informed investors to pull their capital out of financial markets when market prices
plummetedin the second half of 2008, leading to a negative price spiral in financial mar-
kets. In onder to enhance corporate transparency, national disclosure regulations and
standardized financial reporting obligations have been strengthened. For example, the
1992 Cadbury Report in the UK and the 2002 Sarbanes-Oxley Act in the USA have been
initiated to counter corporate governance and information problems.? As financial mar-
kets are more globalized than ever, financial regulators increasingly focus on enhancing
the worldwide comparability of corporate information. For example, financial regula-
tors such a5 the US Securities and Exchange Commission (SEC) or the European
Secyyities and Markets Authority (ESMA) have joined forces with standard setters like
the US Financial Accounting Standards Board (FASB) and the International Accounting
Standards Board (IASB). Their overarching goal is to develop more transparent and per-
ceptive finamcial disclosures, largely aimed at enhancing the quality of the information
that public companies have to provide.

Corporaie financial reporting and disclosure practices hence develop endogenously
with the capital markets’ information demands, but a firm’s information environment is
also ghaped by its micro-level (i.e. firm/manager) incentives and corporate governance
Practjces (Reyer et al, 2010). The goal of this chapter is to tie the academic literature
connecting corporate disclosure and financial reporting at the firm level to corporate
8oveypance practices. The chapter starts with a discussion of the benefits and costs of
disclgsure. We then expand the discussion beyond the firm level to briefly discuss the
debaye on the need for disclosure regulation. There follows an exploration of the inter-
twine concepts of disclosure and corporate governance. We then provide an overview
of the: role of dischosure in private firms. We conclude by focusing on avenues for future
research.
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BENEFITS OF DISCLOSURE

Disclosure of information can take various meanings but generally refers to the revela-
tion of inside information to the public, in order to reduce information asymmetries.
National and transnational regulatory bodies set a minimum (mandatory) levet of dis-
closure that firms need to obey.* Firms providing information over and above the man-
datory minimum are voluntary disclosers, thereby trying to signal above average quality
to outsiders,

As it is observed that many firms disclose more information than required, under-
standing the benefits associated with higher disclosure levels is important. In his semi-
nal paper, Verrecchia (1983) argued that undisclosed proprietary information may bring
costs to a firm. Proprietary information introduces uncertainty because investors can-
not distinguish the bad news in the non-disclosed information set. This, in turn, induces
investors to discount the value of the non-disclosing firm to the point that managers are
better off disclosing what they know (Verrecchia, 1983).

In this line of reasoning, disclosure increases firm value by reducing the cost of capital
or by increasing the expected cash flows to investors. First, disclosure can directly reduce
the cost of capital, mainly by decreasing estimation risk and information risk. Estimation
risk exists when investors are uncertain about the payoff distribution of the securities or
investment projects (e.g. Brown, 1979; Barry and Brown, 1985). Even disregardi ngpoten-
tial agency conflicts between managers and shareholders, improved disclosure enables
investors to identify value-creating opportunities with less error, hence allowing more
accurate and efficient allocation of capital and human resources (Bushman and Smith,
2003). Information risk arises when uninformed investors have less information about a
firm than informed investors (Easley and O'Hara, 2004). More disclosure mitigates the
information risk by making it more difficult and more costly for traders to become pri-
vately informed, thereby reducing the likelihood that uninformed investors are trading
with a better informed counterparty.

Higher estimation risk and information risk increase the cost of capital when inves-
tors require a risk premium to hold shares of a firm in which they have an informational
disadvantage. The negative impact of estimation and information risk on the cost of cap-
ital depends on the assumption that these risk factors are not diversifiable. This risk will
hence only be priced if investor portfolios contain a significant proportion of low infor-
mation securities (Clarkson et al., 1996) or if the economy is not large enough (Hughes
et al., 2007). Bushee and Noe (2000) find that firms with higher disclosure rankings
have greater institutional ownership and that improvements in disclosure scores result
in even higher institutional holdings. However, they also show that increases in owner-
ship following yearly improvements in disclosure rankings are primarily driven by
“transient” institutions, characterized by aggressive trading strategies that make a firm’s
stock price more volatile. The net effect of higher disclosure on a firm’s cost of capital
through institutional ownership is therefore unclear (Bushee and Noe, 2000).
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Disclosure can also directly influence the cost of capital in two additional ways. First,
disclosure can lower systematic risk by reducing investors’ assessments of the covari-
ance of the firm’s future cash flow with the cash flow of other firms in the economy
(Lambert et al,, 2007). Furthermore, if investors require a risk premium for taking a
position in “neglected” stocks, disclosure can also increase investor recognition and
hence reduce the cost of capital by increasing risk sharing (Merton, 1987).

Disclosure affects the cost of capital not only directly, but also indirectly by increasing
stock liquidity. More disclosure is associated with a broader investor base and a reduc-
tion of the adverse selection component of transaction costs. Privately informed traders
impose adverse selection costs on market makers, because they know something that
market makers do not. The market makers must recoup the losses suffered in trades
with well-informed traders by gains in trades with liquidity traders. They will compen-
sate for losses with informed traders by widening the bid-ask spread, thereby increasing
transaction costs for investors (Glosten and Milgrom, 1985). A reduction of the likeli-
hood of privately informed trades via increased disclosure will therefore result in lower
transaction costs and will increase the probability and amount of trading. If investors
ask a lower risk premium for holding shares with lower transaction costs and higher
liquidity, the cost of capital is reduced (e.g. Amihud and Mendelson, 1986).

A second major benefit of disclosure, next to decreasing the cost of capital, is that it
increases the cash flows that outside investors can expect (e.g. Lambert et al, 2007;
La Porta et al., 2000). 1t is indeed well documented that controlling shareholders and
corporate insiders may extract private benefits of control. More disclosure limits the
ability of insiders to extract private benefits, thereby increasing the residual cash flows to
outsiders. However, it has to be taken into account that the extraction of private benefits
does not necessarily constitute a cost to outside investors. Jensen and Meckling (1976)
point out that investors may anticipate expropriation; if so, they incorporate it in the
price they are willing to pay for the firms’ securities. As a result, the insiders ultimately
bear the costs of extracting private benefits of control. Furthermore, it could be argued
that private benefits of insiders do not decrease the overall firm value. As long as insiders
value the private benefits they expropriate at least as much as outside investors, private
benefits merely constitute a transfer of wealth from outside investors to insiders without
reducing total firm value (e.g. Beyer et al,, 2010). In spite of these arguments, firm value
may nevertheless be reduced as a result of expropriation of private benefits by insiders.
For example, firm insiders may forego profitable investment opportunities for the sake
of private benefits. This is especially apparent in cases of separation of the firm’s owner-
ship and control rights via pyramidal structures or of shares with differential voting
rights (e.g. Bebchuk et al., 2000). Hence, information disclosure limiting the ability of
insiders to extract private benefits is generally seen as beneficial for firm value and for
outside shareholders.

The benefits of disclosure are conditional on the relevance and reliability of the dis-
closed information, such as its type, frequency, timeliness, and quality. While research
suggests that voluntary disclosure is generally able to convey credible information to the
market (Healy and Palepu, 2001), voluntary disclosure is not always valuable to
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outsiders, as controlling shareholders and managers might have incentives to mislead
investors by manipulating the disclosed information. It is well documented that manag-
ers try to influence investor sentiment and to increase their firm'’s share price around
equity offerings through increased disclosure (e.g. Lang and Lundholm, 2000). This
raises questions about the perceived credibility of voluntary disclosure, especially if it is
aimed at influencing investors’ reactions (Jennings, 1987).* Hence, the decision whether
or not to manipulate voluntarily disclosed information will depend on the tradeoff of
the benefits of biased disclosure and the costs of possible penalties thereof, including
reputation loss, litigation, and managerial dismissal. Frankel et al. (1995) show that such
penalties can be sufficient to deter managers from making biased disclosures. We dis-
cuss the costs of disclosure in the next section.

CoSTS OF DISCLOSURE

Disclosure may also bring costs to firms. First, the direct costs of preparation, certifica-
tion, and dissemination of accounting reports may be significant. Second, indirect costs
may be even more important than direct costs, as the disclosed information can be used
by third parties such as competitors in product markets, labor unions, customers, sup-
pliers, regulators, and tax authorities. Wagenhofer (1990) demonstrates that firms have
an incentive not to disclose information that will reduce their competitive position, even
if non-disclosure makes it more costly to raise additional equity. Competitive costs of
disclosure are especially relevant for firms operating in highly competitive environ-
ments, such as biotechnology firms. Guo et al. (2004), for instance, identify proprietary
costs as important determinants for non-disclosure by biotech firms before an initial
public offering (IPO). They show that pre-IPO biotechnology firms disclose more infor-
mation when they have (a) patent(s) or when product development is at a later stage.
Further, these firms also disclose more information if venture capital investors are share-
holders, acting as a deterrent to competition entering the particular market segment
(Guo et al,, 2004). In all these situations, biotech firms are more strongly protected from
product-market competition than their peers, leading to lower intrinsic disclosure costs
and higher disclosure levels.

More publicly disclosed information may also hurt existing long-term relationships
with banks, as these relationships are often strongly dependent on private information
flows between the firm and the bank (e.g. Leuz and Wysocki, 2008). Long-term banking
relationships are characterized by the exchange of more fine-grained and soft informa-
tion between bank and borrower, which leads to more flexible contracting, intertempo-
ral smoothing of contract terms, and better monitoring of activities and outcomes by
the bank (e.g. Boot, 2000). When firms publicly disclose more information, the value of
private information flows between bank and borrower decreases, and this will negatively
affect the value of the long-term banking relationship. Although indirect in nature, this
may therefore also constitute a significant cost to the firm.
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THE NEED FOR DISCLOSURE REGULATION

As disclosure brings benefits as well as costs to firms, investors, and financial markets,
defining the optimal level of mandatory corporate disclosure is not easy, Financial regu-
lators have been discussing disclosure rules for almost a century, with ever stricter
reporting and corporate governance rules being imposed mainly as a response to major
financial and economic crises. Spurred by the 1929 stock market crash and the subse-
quent depression, the US Federal Government involved itself in regulating securities
markets and demanded disclosures by corporations whose shares were traded on public
markets (Benston et al., 2006). It was President T. Roosevelt himself who articulated the
philosophy of one of the landmarks in disclosure regulation, the 1933 Securities Act, in a
message to the US Congress:

There is...an obligation upon us to insist that every issue of new securities sold in
interstate commerce shall be accompanied by full publicity and information, and
that no essentially important element attending the issue shall be concealed from
the buying public...It should give impetus to honest dealing in securities and
thereby bring back public confidence.

Corporate governance has also become more prominent on the agenda since the 1990s,
following the example set by the Cadbury Committee in the UK, whose 1992 “Code of
Best Practices” aimed at raising the standards of corporate governance and the level of
confidence in financial reporting and auditing after a series of major corporate scandals.
In the US, after the outbreak of a new wave of corporate scandals in the early 2000s, US
federal authorities felt the need to intervene in the financial disclosure process and
enacted the Sarbanes-Oxley (SOX) Act in 2002. In addition to a multitude of specifica-
tions and requirements on the financial system design and disclosure requirements,
SOX also established the Public Company Accounting Oversight Board (PCAOB). This
board regularly inspects accounting of public firms and conducts investigations and dis-
ciplinary proceedings. It reports outcomes directly to the SEC and hence serves as an
extralayer in the financial inspection process. Its establishment was especially necessary
to restore public confidence in the role of external certification by audit firms after the
fraudulent involvement of Enron’s auditor, Arthur Andersen.

The more stringent financial regulation in the US is not isolated and many countries
and financial markets worldwide have followed similar, although often less far-reaching,
standard-setting procedures. One recent example comes from Europe where policy-
makers attempted to improve integration of country-level markets by harmonizing
existing disclosure regulations and improving enforcements. This led to the EU
Transparency Directive, enacted in March 2007. The Transparency Directive requires
issuers of traded securities to ensure appropriate transparency for investors by disclos-
ing and disseminating periodic and ongoing regulated information. Christensen et al.
(2010) document positive market liquidity and cost of capital effects shortly after EU
countries tightened transparency rules. European regulation is not only concerned with
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disclosure of publicly traded securities, as the European Commission is currently debat-
ing mandatory information disclosure of alternative investment fund managers. The
adoption of the AIFM Directive would impose more elaborate mandatory information
disclosure on, for example, private equity, venture capital, real estate, and hedge funds
and their managers.

A related example applies to Japan. The Japanese economy stagnated in the 1990s after
a bubble economy in the 1980s and government felt the need to drastically change the
economic environment, including the disclosure regulation, to restore international
investor confidence. Japanese corporate reporting during this period was opaque and
management was often “window-dressing” to portray its results in a way that was con-
sistent with management’s view (Benston et al., 2006). In 1996, Japanese policymakers
therefore decided to install an independent regulator, the Japanese Financial Services
Agency (JFSA), with strong powers to ensure transparency and disclosure in the
market.

Despite worldwide movements toward more and more regulated corporate report-
ing, there is still an ongoing debate in academia and among standard setters as to what
extent financial reporting should be regulated at all. A libertarian alternative to the cur-
rent situation of high regulation would be zero regulation. If there were no financial
reporting rules, firms would be compelled to figure out on their own what the markets
want and what their idiosyncratic optimal level of disclosure is. Even in the absence of
financial reporting regulation, firms have incentives to voluntarily disclose financial
information if expected benefits exceed the costs. Historical studies on disclosure prac-
tices in the early 20th century in the US and Europe, when financial reporting was still
largely unregulated, are consistent with this argument: financial reporting policies of
firms listed on the New York Stock Exchange (NYSE) in 1929 or on the Brussels Stock
Exchange in the early 20th century reflected managers’ incentives to supply higher qual-
ity financial information demanded by investors (Barton and Waymire, 2004; Van
Overfelt et al, 2010). For example, firms issuing new equity and young firms in
technology-based industries on the NYSE had a higher reporting quality, while firms
for which alternative information was available (for example because they operated in
regulated product markets or because they provided valuable signals through their divi-
dend policy) exhibited a lower reporting quality (Barton and Waymire, 2004). As a con-
sequence, some may question the appropriateness of intervention in the regulation of
financial information disclosure.

However, a problem with the argument for zero regulation is that the optimal level of
disclosure for controlling insiders does not necessarily correspond to a socially desirable
level of disclosure, for several reasons. First, as already mentioned, disclosure of infor-
mation may allow for better screening of self-serving insiders and may reduce the
opportunities for expropriation by insiders. This facilitates the operations of financial
markets and, as a result, an efficient allocation of scarce financial and human capital to
value-creating investment opportunities (Bushman and Smith, 2003). Second, manda-
tory disclosure may serve an impairment role as a commitment device. The commitment
Creates consistency in reporting absent the type of information in the news (good versus
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bad), which in turn directly mitigates information asymmetries and uncertainty (Bushee
and Leuz, 2005). Third, disclosure creates positive externalities, A firm’s disclosure may
not only be informative to investors about its own financial position, but also about that
of other firms. The disclosure decisions of firms may also affect other firms’ real deci-
sions, for example about entering or exiting product markets (e.g. Beyer et al., 2010).
Since individual firms are unlikely to take these externalities into account in deciding
upon their level of disclosure, the obligation to disclose information may improve social
welfare.

While the above arguments suggest that the imposition of mandatory disclosure by
regulators has a number of benefits, mandating disclosure also brings about some costs
(e.g. Leuz and Wysocki, 2008), since mandatory disclosure is not only costly for firms to
implement, but also costly for the state to enforce. Despite the costs of enforcing disclo-
sure standards, several examples illustrate positive effects of mandatory disclosure rules.
One example can be found in the US Regulation Fair Disclosure (Reg FD), which was
adopted in 2000. Before 2000, it was common practice for quoted companies to reveal
price-relevant information to specific investors (often large institutional investors and
financial analysts) before spreading it to smaller, individual investors. This selective dis-
closure led to an informational advantage from which parties receiving the information
early could profit at the expense of investors who were informed later, and the SEC was
concerned that this practice might undermine investor confidence in the integrity of the
capital markets. Hence, Reg FD now requires all price-sensitive information to be dis-
closed to all parties at the same time. In analyzing the effectiveness of Reg FD, Heflin et al.
(2003) demonstrate a substantial increase in public availability of voluntary, forward-
looking, and earnings-related financial disclosures. Further, the absolute price impact of
information disseminated by financial analysts decreased by 28 percent in the post-
Regulation FD period (Gintschel and Markov, 2004). This suggests that Reg FD is effec-
tive and financial markets benefit from not differentiating between investors in timing
information disclosure.

Even though one might be convinced that mandatory disclosure is beneficial for
proper market functioning, one should not be blind to possible pitfalls in regulating dis-
closure. This is because the efficiency of a mandated disclosure practice hinges upon the
leniency it gives to management. The following example on segment disclosure require-
ments can illustrate this point. Under current accounting practices, both in US Generally
Accepted Accounting Principles (GAAP) (Statement of Financial Accounting Standards
(SFAS) 131) and International Financial Reporting Standards (IFRS 8), multinational
firms’ segment information should be reported consistently with the way management
organizes the firm internally for making operating decisions and assessing performance
(e.g. products and services, geographic area, legal entity, or customer segmentation).
This method of segment reporting is referred to as the “management approach” (FASB,
1997: paragraph 4). This accounting standard is particularly innovative in that it is
inspired by the motivation to allow investors and other financial statement users to see
the company “through the eyes of management” (Herrmann and Thomas, 2000).
Because of its management focus, disclosure requirements and specification are much
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less standardized and firms are less committed to reporting consistent numbers over
time. As a consequence, opponents argue that this type of high-discretion disclosure
standard may even be undesirable as it could create deceitful expectations that all firms
in an economy are living up to a specific disclosure “minimum.”

Segment disclosures play an important stewardship role, in that they may reveal unre-
solved agency problems and ultimately can lead to heightened external monitoring of
geographical or product segments (Berger and Hahn, 2007). Consistent with the argu-
ments above, research by Hope and Thomas (2008) shows that US multinationals which
discontinue disclosure of geographic earnings in the post-SFAS 131 period experience
greater expansion of foreign sales, yet produce lower foreign profit margins and have
lower firm value compared to peers that continue foreign profitability information.

DiSCLOSURE AND CORPORATE GOVERNANCE

While the bulk of the accounting and finance literature assumes that proprietary costs
are the prime reason why managers may be inclined to withhold information, some
researchers point to other non-disclosure incentives. Most of the alternative explana-
tions are grounded in the work by Williamson (1981) on the attributes of modern corpo-
rations where disclosure and corporate governance interact. Nagar et al. (2003), for
instance, hypothesize that managers are generally only motivated to publicly dissemi-
nate private information when appropriate incentives to disclose are installed. Managers
have a natural preference to limit the ability to be monitored by outsiders as this maxi-
mizes their private control benefits. Lower disclosure makes monitoring more difficult,
since less information is available in capital and labor markets, hence benefiting manag-
ers (Shleifer and Vishny, 1989). Consistent with their conjecture, Nagar et al. (2003) find
for a sample of US firms that management earnings’ forecast frequency and Association
for Investment Management and Research (AIMR) analyst ratings are both positively
related to the proportion of CEO compensation tied to the firm’s share price.

Related work by Eng and Mak (2003) examines the association between managerial
ownership, blockholder ownership, and disclosure. The underlying idea is that firms
with low managerial ownership or with widely diffused ownership suffer more from
agency problems, calling for more voluntary disclosures. Empirical evidence is mixed,
however, as Eng and Mak (2003) and Baek et al. (2009) find that lower managerial own-
ership is indeed associated with increased disclosure, but Huafang and Jianguo (2007)
find no impact of managerial ownership. Further, Huafang and Jianguo (2007) report a
positive association between increased blockholder ownership and firm disclosure,
while Eng and Mak (2003) find no association.

The type of dominant shareholder may further influence firm disclosure policies as
different types of shareholders may have different preferences for disclosure (Chen etal.,
2008). For example, for firms listed on Asian stock exchanges, increased voluntary dis-
closure is found in firms with more foreign ownership, but the impact of government
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ownership is mixed (Eng and Mak, 2003; Huafang and Jianguo, 2007; Wang et al., 2008).
Literature on disclosure in family firms is growing. It could be argued that family owners
will prefer less public voluntary disclosure than non-family shareholders, because fam-
ily owners are more likely to be actively involved in the firm’s management and the inter-
ests of managers and shareholders hence converge (Chau and Gray, 2010). This not only
results in lower information asymmetry between family members and managers, but
monitoring by family owners may also reduce the need for public disclosure for non-
family shareholders. Furthermore, since family owners tend to have longer investment
horizons than other shareholders, the benefits of timely information such as trading
profits may be lower for family owners, while the potential costs such as managerial
short-termism may be more important to them (Chen et al., 2008).

On the other hand, litigation and reputation cost concerns may matter more to undi-
versified family owners than to other shareholders, which may result in a greater demand
for voluntary disclosure by family owners as compared to other shareholders. Consistent
with the alignment of interest argument, Chen et al. (2008) find that family firms are
generally less likely to provide earnings forecasts. However, family firms provide more
quarterly forecasts than non-family firms when firm performance is poor, which is con-
sistent with family owners’ greater litigation and reputation cost concerns (Ali et al.,
2007; Chen et al,, 2008). Further, the extent of voluntary disclosure is relatively low in
Hong Kong-listed family firms with low levels of shareholding, consistent with a conver-
gence of interests, but disclosure is higher at greater levels of family shareholding (Chau
and Gray, 2010).

Next to ownership structure, a firm’s corporate governance structure may also influ-
ence its disclosure policies. Bushman and Smith (2003: 65) define as a primary goal of a
well-functioning corporate governance structure “to ensure that minority shareholders
receive reliable information about the value of firms” While it is generally assumed that
board independence is associated with higher disclosure levels, empirical evidence on
the role of outside directors on disclosure is mixed. An increase in the proportion of
outside directors increases corporate disclosure for firms listed on the Hong Kong,
Madrid, and Milan stock exchanges and of S&P 500 firms (Chen and Jaggi, 2000; Babio
Arcay and Muifio Vazquez, 2005; Patelli and Prencipe, 2007; Baek et al., 2009), but
reduces it for firms listed on the Singapore Stock Exchange (Eng and Mak, 2003; Cheng
and Courtenay, 2006). No association between the proportion of outside directors and
firms listed on the Malaysian stock exchange is found (Haniffa and Cooke, 2002).

In general, empirical evidence on the association between corporate governance and
firm disclosure is mixed, which suggests that contingencies might be important. For
example, in a recent meta-analysis, Garcia-Meca and Sanchez-Ballesta (2010) suggest
that the positive association between board independence and voluntary disclosure only
occurs in countries with high investor protection rights. Further, other country-level
characteristics, such as political structures or legal regimes, or firm-level characteristics,
such as ownership origin and structure or more refined indicators of board independ-
ence, might be important (Bushman and Smith, 2003; Babio Arcay and Muifio Vizquez,
2005; Cheng and Courtenay, 2006;Chau and Gray, 2010).
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While the combined international evidence is generally in line with internal corpo-
rate governance and disclosure being endogenous mechanisms able to reduce the agency
costs arising from the separation between ownership and control, Barth (2003) unravels
some potential weaknesses in studies of this kind. An important critique relates to the
assumption that information disclosures would only be able to solve information asym-
metries if investors see the disclosed information as being credible. Managers may pro-
vide “cheap talk” and investors would consequently update their expectations of
managers behavior in light of the incentives that managers face. This is consistent with
the above-discussed view that positive effects of voluntary disclosure policies only arise
if firms credibly commit to a higher disclosure policy (Leuz and Verrecchia, 2000).

Di1scLOSURE AND CLOSELY HELD COMPANIES

Despite the predominance of private firms in the economy, the vast majority of research
on disclosure relates to public companies. This is natural, as the demand for information
by outside shareholders is critical and hence is the focus of most attention by regulators.
In closely held firms, by contrast, shareholders are insiders and have access to most, if
not all, private information, leading to lower demands for public information
(Burgstahler et al,, 2006). Some authors even claim that the ability of private firms to
disclose information selectively is a major reason why private firms stay private, since
this would yield higher benefits compared to the higher cost of capital associated with
private firms (Farre-Mensa, 2010). This does not mean that private firms should not dis-
close information, but the goal of disclosure is somewhat different in the context of pri-
vate firms. While the most important recipients of information in public companies are
outside shareholders, private companies have different stakeholders, such as banks, cus-
tomers, suppliers, or employees, for whom accounting information production is also
important (Ball and Shivakumar, 200s5). Finally, tax authorities primarily rely on
accounting information, especially in high tax alignment countries (Van Tendeloo and
Vanstraelen, 2008).

As a consequence, disclosure of accounting information helps to reduce information
asymmetries with external parties and is expected to facilitate contracting in private
firms as well (Francis et al., 2008). Specific stakeholders may however require inside
information from the private companies with whom they interact, making the useful-
ness of and demand for public information lower (Ball and Shivakumar, 2005). For
example, private equity funds regularly disclose information on asset valuations to their
investors, but refrain from making this information public (Cumming and Walz, 2010).
Public information nevertheless remains important when dealing with stakeholders.
For example, private firms publishing more (or higher quality) information are associ-
ated with higher leverage levels, suggesting that public information does convey a valu-
able signal to creditors and banks above the information they may privately acquire (Van
Caneghem and Van Campenhout, 2012).
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Few studies to date address disclosure questions in private companies. Some studies
specifically investigate the role of venture capital investors in the disclosure policies of
their portfolio companies. Davila and Foster (2007) have shown that venture capital
investors are typically strongly involved in implementing management tontrol systems
in the private companies in which they invest, allowing more relevant information to be
produced by venture capital-backed companies. Private firms with venture capital or
private equity investors voluntarily disclose more information, driven by stronger mon-
itoring and reputation concerns of these investors (Beuselinck et al,, 2008) and by
stronger protection from competition (Guo et al., 2004).

Given the limited insight into the public disclosure policies of private firms, we pro-
ceed to review the literature on the quality of this information, suggesting that corporate
governance has an important impact on the quality of publicly disclosed information in
private companies. Ball and Shivakumar (2005) were among the first to study the quality
of publicly available financial information on private firms. Based upon a large sample
of public and private UK companies, they show that the quality of the information (in
particular: the timely recognition of economic losses) provided by private firms is lower
than that of comparable public firms. In a similar vein, Nichols et al. (2009) show that
public banks report more conservatively than private banks. They explain this by the
fact that shareholders of public banks face higher potential agency problems compared
to shareholders of private banks, hence requiring more conservative accounting infor-
mation (Nichols et al., 2009). In contrast, private equity firms provide lower quality pri-
vate information on the valuation of their assets to their investors when investors face
higher potential agency problems (Cumming and Walz, 2010). The fact that reporting
quality in private firms is, overall, lower than that in public firms does not necessarily
imply that private firms report suboptimally: it may be an optimal outcome in the mar-
ket for financial reporting, not a failure in the supply of information (Ball and
Shivakumar, 2005).

Accounting quality in private firms is affected by the environment in which the firm
operates. For example, the voluntary adoption of international accounting standards
(IAS) by private firms is strongly dependent on the economic development of a coun-
try (Francis et al., 2008). Further, auditors have stronger incentives to supply high audit
quality in private firms in countries with high tax alignment, where financial state-
ments are more strongly scrutinized by tax authorities, leading to higher quality of
financial accounts of private firms in these countries (Van Tendeloo and Vanstraelen,
2008). Peek et al. (2010) further show that public versus private firms’ difference in
asymmetric timeliness is positively associated with a country’s degree of creditor pro-
tection, suggesting that financial statements are responsive to creditors’ reporting
demands, in contrast with the idea that private creditors would use special purpose
reports.

Recently, some research has also emerged that relates the reporting quality of private
firms to their ownership. Private firms with private equity or venture capital investors as
shareholders have higher quality financial statements than comparable private compa-
nies without private equity or venture capital investors (Beuselinck et al., 2009; Katz,
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2009; Givoly et al,, 2010), suggesting that the monitoring and reputation concerns of
outside equity investors drive the information quality of their portfolio companies. The
reporting quality is also found to be lower in firms where private equity investors have
higher ownership stakes than in companies where they have a lower equity stake, as pri-
vate equity investors have greater access to inside information in the former (Beuselinck
and Manigart, 2007). While these attempts provide important new insights into the
information environment for private firms, many questions still remain unresolved. In
the concluding section, we therefore summarize some important questions that future
research may wish to address.

CONCLUDING REMARKS AND SUGGESTIONS
FOR FUTURE RESEARCH

In this study, we have reviewed the academic literature connecting corporate disclosure
and financial reporting at the firm level and tied this literature to corporate governance.
The abundant literature suggests that disclosure develops endogenously with the
demand for information in capital markets. Important questions for future research may
relate to how the firm-specific corporate governance context impacts voluntary disclo-
sure decisions, contingent on firm-level and country-level characteristics. For example,
how does corporate disclosure change over the life cycle of (private) firms and what
drives such changes? How does ownership matter for a firms disclosure policy? With
respect to family ownership, do family-owned firms have a different disclosure policy
compared to non-family firms, and does it matter whether the CEO and/or board chair-
person belongs to the family (Prencipe et al,, z011)? Furthermore, does it matter whether
different types of shareholders, such as foreign investors, institutional investors or gov-
ernments, but also business angels, venture capital or private equity investors in private
companies, participate in the company? To what extent does the quality or the reputa-
tion of external investors impact firms’ disclosure policies? Recent research suggests that
foreign institutional investors operating from strong investor protection countries
reduce earnings from management activities (Beuselinck et al,, 2011) and improve the
corporate governance systems that are in place (Aggarwal et al, 2011). This raises the
question whether investor-origin impacts disclosure styles as well.

Not only shareholder characteristics but also corporate governance mechanisms are
associated with firm disclosure policies. The existing evidence on this association is
mixed, however, and important questions remain. For example, what is the impact on
voluntary disclosure policies of how the board is composed, whether the CEO and
chairperson are the same person, or how the CEO is compensated? Further, most exist-
ing research focuses on public firms. It is only recently that modest attempts have been
made to gain insights into disclosure in private companies. We therefore call for more
studies on disclosure in private firms.
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In addition to studies on voluntary disclosure of financial and/or accounting infor-
mation, studies of corporate social responsibility (CSR) reporting may provide addi-
tional insights into how firms may benefit from reducing information asymmetries
through disclosinga specific type of non-financial information to stakeholders. Dhaliwal
et al. (z012) document that the issuance of standalone CSR reports, alongside the tradi-
tional mandatory annual reports, is associated with lower analyst forecast error.
Moreover, this relationship seems most pronounced in countries that are more stake-
holder-oriented. Other questions relating to CSR disclosure are the importance of exter-
nal assurance of CSR reports and how CSR disclosures help to attract potential investors
(Blair et al., 2010; GRI, 2011).

Finally, an innovative set of questions could relate to how firms can reduce investors’
information acquisition costs by using new (real-time) information technology such as
Twitter, Facebook, or other social media. In a recent working paper, Blankespoor et al.
(2011) show for a sample of technology firms that managerial dissemination of firm-ini-
tiated news via Twitter is associated with lower bid-ask spreads, especially for less visible
firms. While the aforementioned list is non-exhaustive, we believe that these and com-
parable questions are important to gain additional insights into the interaction between
corporate governance and a firm’s information environment.

NOTES

1. Voluntary information disclosure is often qualitative in nature and is therefore difficult
to quantify empirically. However, academics have been inventive in establishing disclo-
sure proxies. These include self-constructed checklists of information components from
the annual report (e.g. Botosan, 1997; Hail, 2002; Haniffa and Cooke, 2002); issuance and
timing of management forecasts (Nagar et al., 2003; Ali et al., 2007); selective disclosure
of non-financial information like the issuance of standalone corporate social responsibil-
ity (CSR) reports (Dhaliwal et al., 2012); and even the usefulness of firms’ disclosures as
perceived by expert users like financial analysts (Lang and Lundholm, 1996; Nagar et al,,
2003).

2. The Cadbury Report, issued in December 1992 in the UK, suggested improvements to
restore investor confidence in the corporate system after a series of corporate scandals at
that time, thereby especially focusing on improving the British corporate governance sys-
tem. The Sarbanes-Oxley Act, adopted by the US Congress on 24 July 2002, made impor-
tant changes to US corporate law in response to widespread corporate fraud in the US just
after the turn of the century. The Act brings about the biggest changes to US securities law
since the 1933 Securities Exchange Act and addresses public disclosure, trading by direc-
tors, the role of audit committees, the independence of auditors, the regulation of account-
ing and the accounting profession in general.

3. Examples are the International Accounting Standards Board (IASB), a transnational stand-
ard-setting body and the Financial Accounting Standards Board (FASB), a US standard-
setting body, both aimed at the development of accounting standards. Further, stock
exchanges such as the New York Stock Exchange, Euronext, and others impose additional
disclosure requirements for publicly listed firms.
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4. The credibility issue regarding disclosure is also directly related to the cost of capital effect.
Bushee and Noe (2000), for instance, argue that disclosures may indeed reduce a firm's cost
of capital, but only if they are credible and not self-serving.
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AUDITING AND CORPORATE
GOVERNANCE
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ANDREA MENNICKEN AND MICHAEL POWER

INTRODUCTION

THis chapter discusses the roles and relevance of auditing in architectures of governance
and management control. Auditing is one important element in a corporation’s govern-
ance and reporting system, developing in constant interaction with other governance
mechanisms (Gray and Manson, 2011; but see also Power, 1997; Robson et al., 2007). As
Flint has highlighted in his classic treatise Philosophy and Principles of Auditing, “audit is
a control mechanism to monitor conduct and performance, and to secure or enforce
accountability” (Flint, 1988: 12). Yet, how audit and its relationship with other govern-
ance mechanisms play out in practice varies. Auditing as a mechanism “designed to
monitor compliance with specified norms of what is acceptable behaviour” is “cultur-
ally, socially and politically dependent” (Flint, 1988: 13; but see also Power, 1997;
Mennicken, 2008; Quick et al., 2008). It is a “social and institutional practice” (Hopwood
and Miller, 1994; Porter et al., 2008) shaped by local and regional traditions, cultures,
legal, political, and economic institutions. As Flint (1988: 13) puts it, “it is an evolving
process, reacting with changing expectations about the performance or conduct of the
individuals or organisations to which it is applied.”

This chapter examines how internal and external auditing have come to be challenged
and changed in different jurisdictions in the aftermath of high-profile company and
audit failures, and the financial crisis of 2008-9. The list of cases is long, including
JPMorgan Securities, Equitable Life, and Barings in the UK; Enron and WorldCom in
the US; Parmalat in Italy; Yukos in Russia; Satyam in India; and Comroad in Germany.
External audit refers to corporate financial audits conducted on the financial statements
of an organization by an outside party—a registered public accounting firm or a qualified
individual auditor. Internal audit is a control function established within the organization.
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It can be seen as an extended “arm of management” aimed at ensuring the efficacy of
internal control systems (Gray and Manson, 2011: 584-5). We show that despite an abun-
dant history of corporate scandals and disappointments about the performance of audit-
ing, internal and external auditing have come to assume an increasingly significant role
in architectures of governance and management control across the globe. This signifi-
cance has been achieved despite the fact that the very idea of good auditing or audit
quality remains remarkably elusive. Indeed, definitions of auditing and its contribution
to corporate governance are largely aspirational. They constitute idealized, normative
projections of the hopes invested in the practice, rather than statements of its actual
operational capability (Power, 1997).

Auditing has evolved from an activity aimed primarily at fraud detection and direct
inspection of transactions, to a system of second-order “controls of controls,” con-
cerned with verifying systems of governance and management control. Yet, it is not
only a series of technical procedures for gathering and evaluating evidence. It is also
an idea of governing (Power, 1997). Auditing is not only one important element in cor-
porate governance. It has advanced to become a governance paradigm in its own right,
driving, and being driven by, the logic of auditability (Power, 1996, 1997). This logic
emphasizes the construction of proper documentary appearances, and the produc-
tion of auditable performance embodied in formalistic, externally verifiable systems
of control. In following this logic, auditing may not only contribute to enhanced levels
of accountability. It can also undermine accountability and ethical reasoning by pro-
moting forms of ritualistic compliance and technical-procedural correctness, which
in turn displace in-depth evaluation and scrutiny (see Power 1996, 1997; but also Gill,
2009).

We unfold this argument in five steps. In the next section we position auditing as a
partial solution to the well-known agency problems which define corporate govern-
ance. This is followed by a discussion of the knowledge base of auditors and the
growth of practice standards. We describe and analyze the expansion of audit serv-
ices into a variety of different assurance and consulting services, the rise of business
risk audit approaches, implications for the auditor—client relationship, and auditors’
increased responsibilities with respect to the review of corporate governance follow-
ing the collapse of Enron, and more recently, the financial crisis which began in
2008. Because the auditor is an economic agent in his/her own right, there are sec-
ondary agency problems which are addressed by a mixture of second-order govern-
ance and regulatory mechanisms focused on auditors and audit firms. The third
section provides a brief overview of these mechanisms and examines ongoing
attempts aimed to enhance the governance and independence of auditors and audit
firms, as well as competition in the audit market. In the fourth section, we discuss
the development of auditing as a governance paradigm in its own right. The fifth sec-
tion concludes the chapter with a discussion of challenges ahead for auditing if it
is to fulfill its role in corporate governance, and outlines some issues for future
inquiry.
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AUDITING IN CORPORATE GOVERNANCE

The US-American Center for Audit Quality, a body affiliated with the American Institute
of Certified Public Accountants (AICPA), was set up in 2007 to “enhance investor confi-
dence and public trust in the global capital markets by fostering high quality perform-
ance by public company auditors” (http://www.thecaq.org/about/index.htm, accessed
24 June 2011). It writes about external auditing and its roles in corporate governance:

An independent financial statement audit is conducted by a registered public
accounting firm. It includes examining, on a test basis, evidence supporting the
amounts and disclosures in the company’s financial statements, an assessment of the
accounting principles used and significant estimates made by management, as well
as evaluating the overall financial statement presentation to form an opinion on
whether the financial statements taken as a whole are free from material misstate-
ment. (Center for Audit Quality, 2011: 3)

Similarly, International Standards on Auditing (ISA), the most widely applied set of
auditing rules, state that the purpose of auditing “is to enhance the degree of confi-
dence of intended users in the financial statements” (ISA 200, International Federation
of Accountants (IFAC), 2010: 72).

The demand for auditing, at least to a large extent, arises from the classic agency prob-
lem, much discussed elsewhere in this volume, where a principal, who could be an inves-
tor or a manager, entrusts a task or some assets to an agent, who could be management
or employees (Jensen and Meckling, 1976; DeAngelo, 1981; Chow, 1982; Flint, 1988;
Solomon, 2010). This structure generates inherent agency costs because the actions of
agents may not be observable and knowable by principals (information asymmetry) and
the agent’s incentives may not be aligned with those of the principal (moral hazard). The
agency problem defines the space of corporate governance understood as a range of
mechanisms to incentivize and control agents (employees and management) and align
their actions with the wishes of principals (investors). One such mechanism is the require-
ment for corporations to produce financial statements and related disclosures, in short
a periodic flow of information about performance from the agent to principal (see
Beuselinck et al., Chapter 13 in this volume). External auditing enters the picture as an
independent check and opinion on the quality of the financial statements. In theory, this
additional assurance by the auditors provides both a disincentive to managers to manip-
ulate the accounting statements and also gives more confidence to providers of capital,
thereby increasing the liquidity of capital markets. It is for this reason that auditors can
be regarded as an important example of a “gatekeeper” (Coffee, 2006). Coffee (2006: 2)
defines a gatekeeper as “some form of outside or independent watchdog or monitor
someone who screens out flaws or defects or who verifies compliance with standards of
procedures.” A gatekeeper, such as an auditor, contributes to corporate governance by
providing “certification or verification services to investors, vouching for someone elsé
who has a greater incentive than they to deceive” (p. 2).
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While this general conception of the role of external auditing in corporate govern-
ance is easy to state, the history of its development is a complex and changing one, tak-
ing place in many different countries with different legal and economic frameworks. For
example, in some countries, many enterprises are family-owned. Others are “insider”
economies whereby providers of finance can obtain the assurance they need directly. In
these cases, the agency problem is much less pronounced and the role of audit is histori-
cally less significant to governance than these other avenues of control by principals (see
e.g. the cases of Belgium (Vanstraelen and Willekens, 2008) and Germany (Kéhler et al.,
2008)). Yet as capital markets grow and providers of finance become more remote, the
need for external assurance as an element of corporate governance also grows. Indeed,
for economies undergoing transition and developing financial markets there may be
underdeveloped audit capability and a need to draw in, copy, and translate audit prac-
tices from more mature contexts (Fan and Wong, 2005; Mennicken, 2008, 2010; Sucher
etal., 1998). For example, in a study of the relationship between auditing and legal envi-
ronments in 39 different countries, Choi and Wong (2007) show that external auditors
generally play a more important governance function in countries where legal institu-
tions are weak than in countries where legal institutions are strong.

Auditing, in one form or another, can be traced back many centuries through com-
mercial history (see e.g. Lee, 1988; Coflee, 2006; Matthews, 2006; Quick et al., 2008).
However, it was the growth of corporate economies, first in the 19th century and then
throughout the second half of the 20th century, which defined the context of modern
corporate financial auditing. Over this period, auditing was established as a statutory
requirement in many jurisdictions for most corporate entities. While accounting schol-
ars and policymakers have addressed the conceptual foundations of financial reporting,
such efforts have been less prominent in the field of auditing. There is nothing to match
the conceptual framework programs of the American Financial Accounting Standards
Board (FASB) and the International Accounting Standards Board (1ASB). However, two
conceptual efforts stand out. Mautz and Sharaf (1961) and Flint (1988) have developed a
number of postulates and principles of auditing.

Mautz and Sharaf (1961) were the first to attempt to develop a theory of auditing, approach-
ing the subject from a US-American perspective. Building on Mautz and Sharaf, Flint (1988),
aleading Scottish academic, formulated seven audit postulates at a more general level, which
conceptually underpin auditing. According to Flint, the primary condition for an audit is
that there is a relationship of accountability or a situation of public accountability (Flint, 1988:
23~6), and this is enabled by independence and freedom from investigatory and reporting
constraints (pp. 29-31). Flint also emphasized the investigatory and evidence based nature of
the audit process and stated that if the subject matter of audit is “not susceptible to verifica-
tion by evidence...an audit is not possible” (p. 31). Flint focuses on external auditing and
Places it explicitly in an accountability context, thus underscoring its importance for corpo-
rate governance. However, particularly in the last 20 years, internal auditing has also come to
assume an increasingly important role for the assurance of corporate governance.

Although the internal auditor is an employee of the organization and not legally and
contractually independent, his/her role has evolved to address an agency problem in a
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manner similar to that of the external auditor. An increased emphasis on the integrity of
internal control systems and the reframing of financial auditing in terms of risk man-
agement, over the last 30 years, has given more prominence to internal auditing (Spira
and Page, 2003; Carcello et al,, 2005; IFAC, 2006; Power, 2007). Although not mandated,
it has become a normalized feature of medium to large organizations (Financial
Reporting Council (FRC), 2005; Power, 2007; Stiles, this volume). As corporations grew
in size and complexity, they recognized the need to develop internal systems of control
to safeguard assets and ensure compliance with management policies.

In the US, in 1992 the Committee of Sponsoring Organizations of the Treadway
Commission produced a report specifically addressing the role of internal controls in
securing improved corporate governance (COSO, 1992). In the UK, the provisions of the
Cadbury Code, also published in 1992, were explicitly designed to improve internal con-
trol mechanisms, including internal audit (Cadbury Committee, 1992, para. 4.39). Until
recently, internal audit has been viewed as a compliance-based monitoring function
(Cadbury Committee, 1992, 4.39). This has changed as the internal auditor has come to be
represented as an important advisory resource, adding value and improving the effective-
ness of risk management, business controls, and governance (Bou-Raad, 2000; IIARF
(Institute of Internal Auditors Research Foundation), 2007; Spira and Page, 2003).

In other words, the internal auditor’s role is a mix of both supervisory and advisory
functions and this can give rise to conflicts of interest (Norman et al., 2010; Spira and
Page, 2003). In particular, after the Enron and WorldCom disasters concerns were
expressed that internal auditors cannot objectively assess internal controls, financial
disclosures, and risks when they report the results of this work to their supervisors, such
as the CFO (Institute of Internal Auditors UK and Ireland, 2003; Norman et al. 2010).
Furthermore, it can be difficult to adapt and combine the expertise of internal audit with
that of risk management functions in practice (Crawford and Stein, 2002; Spira and
Page, 2003). The scope of the internal and external auditors’ work is often different;
whereas external auditors are primarily concerned with the quality of financial state-
ments, the internal auditor has a much wider remit covering controls over operations
more generally. Despite these differences, the work of both auditors can overlap, leading
to opportunities for cooperation, but also potential problems of coordination. Taken
together both internal and external audit are part of the checks and balances which con-
stitute corporate governance. They form part of an interdependent governance ecology,
which is subject to many different forms of regulation: best-practice guidance, codes,
and legal provisions (Center for Audit Quality, 2011). These have come to be challenged
and changed over time. Of critical importance in the history of auditing specifically and
corporate governance more generally have been corporate scandals and disasters. From
the collapse of the City of Glasgow Bank in 1878 to Enron in 2001 and Lehman in 2008,
corporate failure has inevitably been associated with audit failure leading to subsequent
reform efforts by regulators and the professions to strengthen the audit. These reforms
have taken many different forms, such as requiring more attention to fraud risk, being
more skeptical and challenging and independent, or by reporting more frequently to
regulatory bodies. It is to these and other pressures for change that we now turn.
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AUDITING KNOWLEDGE AND STANDARDS

....................................................................................................................................................................................

As noted above, the role of financial auditing in corporate governange is subject to
change. From the earliest days in the 19th century the presumed role of the auditor as
revealed in practice texts was the prevention and detection of fraud (Dicksee, 1892;
Chandler et al., 1993; Power, 1997). This ambition did not sit well with the practice of
auditing, which had more to do with checking bookkeeping accuracy than the collec-
tion of substantive evidence about transactions (Chandler et al., 1993; Coffee, 2006:
109-11). Over time, as the corporate economy grew and capital markets developed, the
objective of fraud detection became secondary and subservient to that of giving an opin-
ion on the quality of the accounts, i.e. whether they presented a true and fair view or
fairly represented the financial condition and performance of the entity. Yet while the
objective of audit shifted away from the detection of minor employee fraud, public
expectations were always reluctant to dissociate audit from fraud detection completely
(Sikka et al., 1998). The continuing conflict over what the public expects from an audit
(e.g. with regards to fraud detection) and what the auditing profession prefers the audit
objectives to be, has come to be described in terms of an “audit expectations gap,” which,
according to Humphrey et al. “has shown considerable continuity and resilience against
solution” (1992:137; but see also Sikka et al., 1998).

The present position as prescribed by ISA 240 is that auditors have a duty to plan the
audit in such a way that they have a reasonable expectation of detecting material mis-
statement, whether arising from fraud or error:

An auditor conducting an audit in accordance with ISAs is responsible for obtaining
reasonable assurance that the financial statements taken as a whole are free from
material misstatement, whether caused by fraud or error. (IFAC, 2010: 158)

The standard further states:

Owing to the inherent limitations of an audit, there is an unavoidable risk that
some material misstatements of the financial statements may not be detected, even
though the audit is properly planned and performed in accordance with the ISAs.
(IFAC, 2010: 158)

It is emphasized that the primary responsibility for the prevention and detection
of fraud rests with management and those charged with governance, i.e. the board of
directors and not the auditor (IFAC, 2010: 157). In other words, fraud prevention as
such is largely peripheral to the external audit, even though the public might prefer
auditors to engage more explicitly in forensic work, particularly after the Enron and
other financial scandals (Coffee, 2006: 132-42). Auditing standards were reformed in
the wake of these events and auditors’ duties to detect and report material fraud have
become more clearly articulated as part of a risk based approach. Nevertheless, inter-
National auditing standards still do not make external auditors directly responsible for
the detection of fraud.
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Underlying the debate about audit objectives, and the auditor’s role in fraud detection
and corporate governance more generally, are shifting conceptions of the audit process
itself. The operational objectives of financial auditing are to ensure that assets and reve-
nues are not overstated, that liabilities and expenses are not understated, and that there
is legal and regulatory compliance in the presentation of the accounts. Yet these gener-
alities have been approached with different methods. Audit began as a 100 percent test-
ing of transactions though, as noted above, the depth of the testing was questionable by
modern standards. As transaction volumes grew and firms developed their own inter-
nal checks over account balances, external auditors found that they could justify a more
selective basis for testing transactions and balances, a selectivity which eventually devel-
oped into formal statistical sampling (Power, 1992). Particularly in the 1970s and 1980s,
increasing emphasis came to be placed on audit efficiency and cost-effectiveness in an
attempt to keep auditing commercially viable in increasingly complex business envi-
ronments (Higson, 1997). Audits increasingly adopted a systems-based approach,
where the main focus was on an examination of accounting systems, with particular
regard to information flows and the identification of internal controls (Higson, 1997:
200). If the auditor found that the internal controls were effective, the level of detailed
substantive testing could be reduced. However, if the results of compliance testing
revealed weaknesses in the controls, the auditor had no choice but to go back to sub-
stantive transactions testing. Further, auditors began to conduct reviews—analytical
reviews—of the behavior of critical account totals, focusing on trends and deviations
from plans and drawing more generally on an understanding of the business environ-
ment of the entity.

In the 1980s and 1990s, the audit process began to converge on a more explicitly risk-
based approach (Higson, 1997; Spira and Page, 2003; Power, 1997, 2007; Knechel et al,,
2007; Robson et al., 2007; Knechel 2007). The extent of detailed testing and other work
carried out in an audit came to depend on the levels of identified audit risk, broken down
into the components of inherent risk (the susceptibility of financial statements to be
materially misstated irrespective of internal controls), control risk (the risk that material
misstatement will not be prevented or detected by internal controls), and detection risk
(the risk that auditors’ substantive procedures will not detect material misstatement)
(see e.g. IFAC, 2010; Gray and Manson, 2011). The audit risk model was, and still is,
invoked by auditors to facilitate cost-effectiveness. It is also claimed to focus the audit on
those financial statement areas perceived to have high inherent risk (e.g. because of the
complexity of the transactions or the judgment involved) which is not sufficiently miti-
gated by internal controls. Examples of such high-risk financial statement areas are:
accounting provisions, such as for bad debts; valuations, including impairment tests, of
intangible assets, such as patents, or complex financial assets, such as financial instru-
ments; and income recognition.

Two things stand out from these developments. First, the modern risk-based auditor
must take account more than ever before of the wider business environment of the entity.
Second and relatedly, the inherent and control risk of accounting systems will be a func-
tion of the risk management and control systems of the entity (Spira and Page, 2003;
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Knechel, 2007; Power, 2007). In this way, financial auditing and organizational risk
management necessarily overlap since the auditor has a great interest in the quality of a
firm’s risk management, particularly as it touches on the accounts.

These developments in the audit process have been reflected in an expansion of for-
mal guidance for auditors in the form of auditing standards, at national and interna-
tional level. To a large extent, auditing standards evolved in response to audit failures
and criticisms of the audit profession by the public. In the UK, the first set of national
auditing standards was issued by the Auditing Practices Committee of the profession in
1980 (Chandler, 1997). In the US, Congress gave the Security and Exchange Commission
(SEC) the authority to set auditing standards for all SEC registrants in 1934 following the
1929 stock market crash (Francis, 2008). At the international level, the International
Auditing Practices Committee of the International Federation of Accountants (IFAC)
issued its first international auditing guideline in 1979 (Roussey, 1999). Today, the
International Standards on Auditing (ISAs) comprise a body of 37 standards published
in an 806-page handbook. Several further guidelines and detailed practice statements
accompany it (IFAC, 2010). As Chandler (1997) points out, auditing standards do not
only provide important guidance to auditors and are aimed at helping maintain accept-
able levels of performance, they play also important legal and political roles (see also
Mennicken, 2008). In court, auditing standards are used as a benchmark when estab-
lishing whether the auditor has exercised reasonable skill and care. Auditors have used
the standards to defend and legitimize their practice, communicate professionalism,
and limit responsibility, for example with respect to the responsibility to detect fraud
(Chandler, 1997; Sikka et al., 1998; IFAC, 2010).

In addition to formal standards, the professional service firms have sought to develop
their own proprietorial approaches to audit. For example, in the 1990s KPMG developed
a “Strategic Systems Approach” which emphasized the links between business environ-
ment variables and financial statements, and considered client business risk as part of
the audit process (Bell et al., 1997; Jeppesen, 1998). Similar approaches were developed
within Arthur Andersen (The Business Audit) and Ernst & Young (the Audit Innovation
project) (Knechel, 2007: 393). Attention came to be paid to a client’s strategic positioning
and its business risk, defined as the risk that a client will fail to meet its objectives. In the
aftermath of the Enron and WorldCom scandals, business risk audit approaches were
criticized. Further, auditors on the ground regarded the approach often as too radical
and impractical (Curtis and Turley, 2007). Yet, a business review of some kind remains a
very important dimension of audit practice and today, in the wake of the financial crisis,
there is pressure for auditors to pay more attention to business models and to deepen
their work on going concern. These issues were all part of the earlier much criticized
KPMG experiment.

The audit process has developed and changed over time in response to crises,
criticisms, and business complexity, and it has become formalized in standards. Yet
despite these developments, “good” auditing remains difficult to observe by
outsiders. Of course, good auditing can be defined as being in compliance with
well-designed standards but the problem of audit quality is more than a series of
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technical processes. It has much to do with the behavior and motivation of auditors
themselves. As we discuss next, the role of the auditor as an economic agent in his/
her own right (Antle, 1982) further complicates the contribution of auditing to the
mitigation of agency problems in corporate governance.

GOVERNING AUDIT: QUALITY AND ETHICS

1t is widely accepted that audit quality consists of two elements: the competence of the
auditor to conduct an audit and the motivation of the auditor to report negatively on a
company’s financial statements should the need arise. Regarding competence, many
studies have tended to take membership of a big audit firm as an observable proxy for
relative quality (DeAngelo, 1981; Palmrose, 1988). Others have used years of experience
to distinguish between the competence of senior and junior members of audit teams
(see e.g. Abdolmohammadi and Wright, 1987). Although methodologically convenient,
there is an element of circularity in these working assumptions since they assume the
very thing in question: are auditors of large firms in some way more competent than
their counterparts in smaller firms; are older auditors more competent than younger
ones? However, the construction of proxies is necessary because the competence of the
auditor is difficult, if not impossible, to observe in practice. It is also difficult to disentan-
gle the quality of auditing from the quality of the auditee (Power, 1997: 27). Financial
statements might be reliable because of good auditing or because of good internal com-
pany accounting policy and controls (Power, 1997).

Despite the practical and intellectual challenges of observing auditor competence,
there is a considerable amount of regulation directed at ensuring and improving it (see
e.g. Quick et al., 2008). Most jurisdictions require auditors to undergo extensive periods
of training, involving a mixture of examinations and practice-based work. In addition
there are regimes for continuing professional education. The quality of auditing has also
become more highly regulated, with a mix of peer review and external inspection in
many countries. The system of external quality control in Germany, for example, is one
of “peer review with monitoring elements” (Kohler et al., 2008). Also in many other
countries elements of peer review exist in combination with public accounting oversight
boards and audit inspection units (see e.g. the Netherlands, USA, and UK) (Quick et al.,
2008). The work of these bodies essentially involves a review of audit working papers
and other documentation to determine the nature and extent of the work done, the cor-
rect application of auditing standards, and the reasonableness of the conclusions drawn.
While this work has the potential to reveal important areas of weakness in the conduct
of specific audits, it relies on records as traces which enable the indirect observation of
audit quality.

The second component of audit quality—independence—has been debated as long
as auditing has existed. As noted earlier, one of Flint’s (1988: 29) postulates states that
the “essential distinguishing characteristics of audit are the independence of its status
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and its freedom from investigatory and reporting constraints” Formally, independ-
ence can be taken to mean that there is a non-zero probability that an auditor will
report negatively on the financial statements if necessary and this takes us to the
heart of the auditor’s incentives. The key issue is whether the auditor will risk losing
both the valuable audit work and any related consultancy services by teporting nega-
tively. This is important because of the growth of consulting services, particularly
during the 1980s, and their significance to audit firms (Coffee, 2006; Jeppesen, 1998).
During the 1980s and 1990s, we can observe a breaking down of the barriers between
auditing and consulting. Jeppesen (1998: 531) even goes so far as to say that auditing
was becoming what was previously known as consulting services. The relationship
between auditing and consulting has been put into the spotlight after the Enron scan-
dal, and the Sarbanes-Oxley Act of 2002 introduced severe restrictions on non-audit
services.

There has always been a number of mechanisms to intervene in, and shape, the
incentives of auditors. Regimes of professional ethics at the level of professional
firms and institutes have tried to create the cultural conditions for independence as
an objective attitude or “state of mind” In addition, the law of legal liability for neg-
ligent audit work exists to motivate auditors to do a good job. As highlighted above,
the collapse of Enron in 2001 led to a range of regulatory reforms, not only in the
US, aimed at increasing auditor independence and audit firm governance (Ali and
Gregoriou, 2006). The Sarbanes-Oxley Act was intended to re-