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The end of history for corporate law*

HENRY HANSMANN & REINIER KRAAKMAN

I. Introduction

ecent scholarship has emphasized institutional differences in gover-
ce, share ownership, capital markets, and business culture among
European, American, and Japanese companies.' Despite this apparent
divergence, however, the basic law: of corporate governance — indeed,
/most.of corporate law — has achieved a high degree of uniformity across
wsthesesjurisdictions, and continuing convergence toward a single stan-
ard model is likely. The core legal features of the corporate form were -
already well established in advanced jurisdictions one hundred years ago, . .
at the turn of the twentieth century. Although there remained consid-
erable room for variation in governance practices and in the fine struc-
ture of corporate law throughout the twentieth century, the pressures .
tforsfurther convergence are now rapidly growing. Chief among these
pressures is the recent dominance of a shareholder-centered ideology of
corporate law among the business; government, and legal elites-in key -
commercial jurisdictions. There is noslonger any serious' competitor to”
athesview:that corporate law should ‘principally strive to‘increase long~
ermushareholder value: This emergent consensus has already profoundly

Earlier drafts of this chapter were presented at conferences entitled “Are Corporate Gover-
nance Systems Converging?” held at Columbia Law School, December 5, 1997, and “Conver-
gence and Diversity in Corporate Governance Regimes and Capital Markets,” sponsored
by Tilburg University in Eindhoven, The Netherlands, November 4-5, 1999. We both wish
i to thank the New York University School of Law and its Dean, John Sexton, for generous
support in this project while both authors were visiting professors,

See, e.g., Mark Roe, “Some Differences in Company Structure in Germany, Japan, and the
/United States,” 102 Yale L. J. 1927 (1993); Ronald J. Gilson & Marlk J. Roe, “Understanding
the Japanese Keiretsu: Overlaps between Company Governance and Industrial Organi-
zation,” 102 Yale L. J. 871 (1993); Bernard S. Black & John C. Coffee; “Hail Britannia?
Institutional Investor Behavior under Limited Regulation,” 92 Mich, L. Rev. 1997 (1994).
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matter of time before its influence is felt in the reform of corporate law as
well.

II.  Convergence past: the rise of the corporate form

We must begin with the recognition that the law of business corporations
had already achieved a remarkable degree of worldwide co nvergence at the
‘end of the nineteenth century. By that time, large-scale business enterprise;
vincevery:major commercial jurisdiction had come to be organized in the,
ncorporate form, and the core functional features of that form were essen-
tially identical across these jurisdictions. Those features, which continue
to characterize the corporate form today, are: (1) Jfull legal -personalit_y,g
including well-defined authority to bind the firm to contracts and to bond
those contracts with assets that are the property of the firm as distinct:
from the firm’s owners;® (2) limited liability.for owners and managers;
(3):shared.ownership by.investors of capital; (4) delegated management.-
under a board structure; and (5)transferable shares. .,

These core characteristics, both individually and in combination, offer
important efficiencies in organizing the large firms with multiple owners
that have come to dominate developed market economies. We explore
those efficiencies in detail elsewhere.” What is important to note here is
that, while those characteristics and their associated efficiencies are now
commonly taken for granted, prior, to,the beginning of the nineteenth
century there existed only ahandful of specially chartered companiesithatt
combined all.five of these.characteristics. The joint stock company with
tradeable shares was not made generally available for business activities in
Englandiuntil 1844, and limited liability was not added to the form until

'1855.9While some American states developed the form for general use a
few y/ears earlier, all general'business corporation statu tes:appear to date
o from well after-1800: By around 1900, however, every major commercial
« jurisdiction appears to have provided for at least one standard-form legal:
wentity with-the five-characteristics listed above as the default rules; andw
‘this has remained the case ever since, -

* See Henry Hansmann & Reinier Kraakman, The Essential Rofe of Organizational Law, 100
Yale L. J. 387 (2000),

! Henry Hansmann & Reinier Kraakman, "What is Corporate Law?," in R. Kraakman
wetialsy TherAnatomysofi Corporate. Law:. A Comparativerand Functional Approach (forth-
ucoming; 2004);Henry Hansmann, The Ownership of Enterprise (1996).

* Phillip Blumberg, The Law of Corporate Groups: Substantive Law, pp. 9-20 (1988).
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Thus there was already strong-and-rapid.convergence. a century. ago
' egarding the basic elements of thelaw of business corporations. Itlis, in
eneral, only in the more detailedstructure-of corporate: law: that juris-:
sdictions-have varied significantly since theniifs .
. The five basic characteristics of the corporate form provide, by their
ature, for a firm that is strongly responsive toshareholder interests. They
do not, however, necessarily dictate how the interests of other participants
in:the firm — such as employees, creditors, other suppliers, customers,.
‘orusociety at large — will be accommodated: Nor do they dictate the
way in which conflicts of interest among shareho%ders themselves — a::&d
particularly between controlling:and.noncontrolling shareholders:— will
be resolved. Throughout most of the twentieth century there has been
debate over these issues, and experimentation with alternative approaches
jto them. ) .
Recent years, however, have brought sstrong evidence-of a growing:
iconsensus on- these issues among the:academic; business, ancl-r-govem.—“
mental. elites in leading jurisdictions. The principal elements of this
consensus are that.ultimate control over the:corporation should:-be'.'in'-.
theshands of the shareholder class;'that the managers of the corporation
should be charged with the obligation to manage the corporation in the-
einterests of its shareholders; that other corporate constituencies; mfch as
creditors, employees, suppliers, and customers should have their inter-
ests protected by contractual and regulatory:means .rath‘erithan through
participation in corporate governancey that noncontrolling shareholders -
ishouldreceive strong protectionfromexploitation at the ha.ndas of con?olu
ling:shareholders;,and that the principal measure of.-the:mterests;{-?t th.e
publicly traded corporation’s shareholders is the market value of their:
shares in the firm. For simplicity, we shall refer to the view of the corpora-
. tion that comprises these elefnents as the “standard shareholder-oriented
model” of the corporate form (or, for brevity, simply “the stal'-ndard
model”). To the extent that corporate law bears on the implementation of
this standard model — as to an important degree it does — this consensus
on the appropriate conduct of corporate affairs is also a consensus as to
the appropriate content of corporate law, and is likely to have profound
effects on the structure of that law.
Thus, just as there was rapid crystallization of the core f.eatL.ll't:S of the.
corporate form in the late nineteenth century, at the beginning of the
| twenty-first century we are witnessing rapid convergence on the stan-+
' dard shareholder-oriented model as a normative view: of corporate struc-»
gturerand governance; and we should expect this normative convergence
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to produce substantial convergence as well in the practices of corporate
governance and in corporate law,
There are;qthreeg;pr.incipalIfactors:-d:iving-consensus’on the standard
model: thesfailure:ofialternative.models; the icompetitive; pressures:of,
iglobal:commerce; and the sshift. ofuinterest:group ‘influencein:favorsof;
sangemerging:shareholder, class.sWe consi

Rl
der these developments here i
sequence,

HI. The failure of alternative models

Debate and experimentation concerning the basic structure of corpo-

rate law during the twentieth century centered on the ways in which

thatlaw should accommodate theinterests of nonshareholder constituen-
cies: In this regard, three principal alternatives to a shareholder-oriented
model were the traditional foci of attention. We term these the manager-
rorientedathe labor-oriented, and the state<oriented models of corporate
law. Although each of these three alternative models has—at various points
and in various jurisdictions — achieved some success both in practice and
in received opinion, all three have ultimately lost much of their normative
appeal.

Recent academic literature has focused on thefistakeholder” model off
wthescorporationsasithe principabalternativeitothe sharcholder-orien ted
wimodel, .-The;.-stakeholdcr-.model, however, is essentially just a,combina-

“tion.of elements found.inithe older mana ger-oriented and labor-oriented

«models., Consequently, the same forces that have been discrediting the
latter models are also undermining the stakeholder model as a viable
alternative to the shareholder-oriented model.

/ A, The manager-oriented model

In the US there existed an important strain of normative tho ught from the
1930s:through;the.1960s that extolled the vi rtues.of granting substantial,
discretion:to the managers-of large business-corporations. Merrick Dodd
and John Kenneth Galbraith, for example, were conspicuously identified
with this position, and Adolph Berle came to it late in life.” At the core of

* Dodd and Berle conducted a classic debate on the subject in the 19305, in which Dodd
pressed the social responsibility of cor porate managers while Berle championed shareholder
interests, Adolph A. Berle, “Corporate Powers as Powers in Trust,” 44 Harvard Law Review
1049 (1931); E. Merrick Dodd, “For Whom are Corporate Managers Trustees?” 45 Harvard
Law Review 1145 (1932); Adolph Berle, “For Whom Corporate Managers are Trustees; A

THE END OF HISTORY FOR CORPORATE LAW 37

this view was the belief that.profess ional:corpomte._mana.gers:couldg.ser've .
vasdisinterested technocratic fiduciarieswhomwould: guide-.busm. es_§ corpo:-,
_rations:to perform' in‘ways that-would serve:the general public-interest.:
Thescorporate social.responsibility literature:of the.1950s:can be seen as
an embodiment of these views.® ‘ ‘ .

. The normative appeal of this view arguably prowdeq part of the ratio-
nale for the various legaldevelopments.in. US law|-1nj-.the 19508 and
60s that tended to reinforce:the: discretionary -Ell.‘ltl‘u'n‘lt'jf pf. corporate
;umglnagers, such as the proxy rules promulgated by the Securities Exa:hangt.e&
- Commission (SEC) and the Williams Act. The:collapseof the conglom-=
erate; movement.in the:1970s.and, 1980s, howth?r,: largely: destroyffl ithe =
' mormative appeal of the managerialist model. It is now the convennlonal
ywisdom that, when managersiare: given-great: discretion over:corporate.
:investmcnt policies, they mostly end up serving themselves, I‘1 oweverwell -
“intentioned they may be. While managerial firms may be in some ways
- more efficiently responsive to nonshareholder interests th?m are.ﬁr.rnslthat
-are more dedicated to serving their shareholders, the price paid in mef—
ficiency of operations and excessive investment in low-value projects is
now considered too dear.

B.  The labor-oriented model

' Large-scale enterprise clearly presents problems of labor contracting,
I'xm-Smelc. contracts, and the basic.doctrines.of. contract lawy are inadequate
‘dnithemselves to govern the long-term relation5h1ps:betwel'en- workersand «
ithefirms that employ them —relationships that.maybf: afflicted by, among
- other things, substantial transaction-specific investments and asymme-
‘tries of information.
Collective bargaining via organized unions has been one app}‘oaci} to
‘those problems — an approach that lies.outside corporate ]"‘w'f‘mce 1? Cﬁ
not dependent on the organizational structure of the.hrms with whi

the employees bargain. Another approach has been toiinvolve.employees

INute " 45 Harvatd Law Review 1365 (1932). By the 1950, Berle seemed to havle come around
to Dodd’s celebration of managerial discretion asa positive virtue that permits managers to,

¢ eactinthe interests of society as a wholesSee Adolph A, Berle, Power without Praperty: A New

Development in American Political Econony, pp. 107-10 (1959). John Kenneth Galbraith

i PE i . ¥ i i 96?).

takes a similar position in The New Industrial State (1 ) .

4 ‘SZ:: e.g. Ga.lbr]::tilh, The New Industrial State, and Derle, Power wrrhau.r Property, abm:c.

’ Pur’ an iimpar‘tant_ collection of essays arguing both sides of the question of lnanngE{la] .

responsibility to the broader interests of society, see:Bdward Masonyed., The Corporation
winModern Society (1959):
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directlyincorporate: governance:by, for example
,-rfaprcsentat.io_n;,-on-:_thc,a_.ﬁrm.-’si\bt:ard of, directors.:
E;Z?mti; i;v:;- lto emmploye? participati911 in corporate governance in
o yha.s e \geunar Republic, unionism was the dominant
expcrimentatil;y: ‘:;Z; I:I;iplgzil(; V\;ar 11. .The.n, after the War, serious
began in Europe, The results of thiasrefi?*}:::&l? e N gweman'ce
uous in Germany where, under legislatIi)on iniii:lllt;oaliiz;ete?; {;':)tr ct?lgsft;;]

and steel industry in 1951 and ext.
. *xtended by ; .
industry between 1952 and 19 7+ J5e% % the.rest of Gersitin

weaknesses; are (when supplemented by appropriate labor market regu-
ation} evidently superior to voting and.other.collective choice mecha-
nismsin‘resolving conflicts of interestamongand between‘a corporation’s
dnyestors.and employees.?

+ Today, even inside Germany, few commentators argue for codetermi-
nation as a general model for corporate law in other jurisdictions. Rather,
codetermination now tends to be defended in Germany as, at most, a
. workableradaptation to local interests and circumstances or, even more
| modestly, as an experiment of questionable value that would now be
politically.difficult to-undo:?: ¢

providing for employee!
Although serious atten-

10! :-'EurDPean-:Countries-;.ha_'vey C. The state-oriented model
Participation-inymore, modes twaysy

andatory.minority representation;on

ml.sclj.uexperimcntcds-a..with:cemployeen
gving employees some form of m
the boards of large corporations,

uEnthusiasm: for-em icipati
. “lor-employee. participation.. crested in the 1 i
the radical expansion of codetermination in e

. Both before and after World War 11, there was widespread support for a

erole:in the affairs of large business firms to provide some assurance that
private enterprise would serve the public interestaTechnocratic govern-
mental bureaucrats, the theory went, would help to avoid the deficien-
cies of the market through the direct exercise of influence in corporate
caffairs. This approach was most-extensively realized in post-war: France
wand Japan, In the United States, though there was little actual experimen-
. tation with this approach outside of therdefense industries, the model
| attracted considerable intellectual attention. Perhaps the most influential
* exposition of the state-oriented model in the Anglo-American world was

ployee participation also attract i
o e..En . s acted considerable
Ioiz‘ni::o:l’ :'le;}lle US during tt!]at period, as adversarial unionism began to
: as a means of dealing with i of i
iy ’ problems of labor contracti
ang: in f;t, began to disappear from the industrial scene =
e m——— i e =
jo-stpj:; N ::; worker.Par:;c;?auonf1n-corporate"governance has steadily;
O>tpowerasanormative ideal:Despite repeated i s
‘Fifth:Directive hasn . e s
: “hasnever.become law; and it i '
BfGerman ot layar now seems highly unlikely
[ -style,codetermination williever be ad
erm ‘ | optedelsewhere,{Th
growing view today is that meaning ' o
. : ningful directworker voting participat:
= e i ( ; giparticipation,
o ;koi'bpoola(jtf: ,.atTmrb-- tendsifo-produce inefficient-decisions, parulylzis = or:
ardsyand that these costs are likely to exceed any potential be’n.e-.

i-'descripl‘ion of French--and Japanese-style “indicative planning”'° The
ustrong performance of the Japanese economy; and subsequently of other

# Henry Hansmann, note 2 above, 89-119; Henry Hansmann, “Worker Participation
and Corporate Governance,” 43 University of Toronto Law Journal 589-606 (1993);

corporatist system in which thergovernment:would play a strong direct «

dAndrew Shonfield’s book'Modern: Capitalisin (1967); 'with:its ‘admiring

- The problem, at root, seems to

b : Vi yee participation in corporate
onmaking may mitigate some of the inefficiencies that canpbeset

labor co i : - 7 .
" fﬁ'inter;;:: Eilfjtlsi[:kthe,-wofllﬁ_]do‘rce.1.n typical firms.is too heterogeneous in,
“ats| Aomake anceffective governing bod v
e - = and the problems
magnified greatly when e " ; SRR
| mployees must share gover ith i
. S £ ; nance with inv
as/in osdsta _ & estors
determined firms, In general,contractual devices; whatever their

7 3
Proposal for a Fifth Company Law Directive, 1983 OJ (C24p)2.

Henry Hansmann, “Probleme von Kollektiventscheidungen und Theorie der Firma —
Folgerungen fiir die Arbeitnehmermitbestimmung,” in Claus Ott & Hans-Bernd Schifer,
eds., Okonomische Analyse des Unternehimensrechts, pp. 287-305 (1993). On the weak-
nesses of German boards, see, e.g., Mark Roe, “German Securities Markets and German
Codetermination,” 98 Columbia Business Law Review 167 (1998),

Some commentators, of course, continue to see codetermination as 4 core element of a
unique Northern Buropean form of corporate governance. See, .., Michel Albert, Capi-
talism vs, Capitalism (1993) (asserting the superiority of the “Rhine Model” of capitalism
aver the "Anglo-Saxon Model”). Even Albert concedes (pp. 169-90), however, the growing
ideological power of shareholder-oriented corparate governarce.

10 Andrew Shonfield, Modern Capitalism: The Changing Balance of Public and Private Power
(1967).
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state-guided Asian economies,
even through the 1980s. ' il

«lhesprincipalsinstruments.o fastatescontrol over. corporate affairsiin
rCorporatist:economies have. generally,lain.outside.of co rporate law; They
include, for exam ple, substantial.discretion in:the+han dsof government
ubureaucrats.oversthe-allo catiomoficreditgforeign exc hange; licenses, and,
texemptionsfromanticompetition rules #Nevertheless, corporate law also

; . ion,“in which the
lent substantial credibility to this model o what we term a “fiduciary” modelofithe corporation,

- boardof directors--functions:aS:-a-neutr.al.-coordinatc[r'oﬁ the contributlong'-
randireturns of all stakeholdersinithe firm. Under thls. model, stakeholders
- other than investors are not given direct representation on the corporate
“board. Rather, these other stakeholders are _to.be‘-protected by relaxu‘icgl .r.hje
board’s.duty or incentive:to represent.only,the interests, of shareholders,.

Played a role by, for exam ple, weakening shareholder con trol over corpo-

rate managers (to reduce pressures on managers that might operate
counter to the preferences of the st

strong authority over managers that could be used at the government’s
discretion).
But the state-oriented model, too,

has now.lost:most of its attractiony
One reason is the move away:from:s

tateisocialism in generalas.apopulag
r.-in.teUectuaLa-ndipoliticalmo_del:,lmportantlandmarks on this path include
the rise of Thatcherism in England in the 1970s, Mitterand’s abandon-
ment of state ownership in France in the 1980s, and the sudden collapse of
communism nearly everywhere in the 19905, The relatively poor perfor-
mance of the Japanese corporate sector after 1989, together with the more
recent collapse of other Asian economies that were organized on state
corporatist lines, has now discredited this model even further. Today, few

would argue that: givingithe:state.a strongidirecthand in corporate affairg
vhas -much\-‘normatjve:-appeal-; :

D Stakeholder models

corpo-
amnormatively,

Ovthe past decade, the li;erature On corporate governance and
rate faw has sometimes advocated‘‘stakeholder? models as
-attracliv'e;aJter-n"athe’-to'-':fst'i*rjn'gly}'sh-areholder-—'oriented viewofthe corpo-
tationsThe stakeholders involved maybeem ployees;cre ditors,.«cu.stomers;
a':mer:cha.ntsrinfﬁ%ﬁiﬁi-’é‘ﬁlEi‘c’alzmmmunity,::or.—:cven: broader-—interest:groupsse
suchas-beneficiaries:of-a-well -preserved-environment, The stakeholders,
it is argued, will be subject to opportunistic exploitation by the. firm
and its shareholders if corporate managers are accountable only to the
firm’s shareholders; corporate law must therefore assure that managers
are responsive to stakeholder interests as well,

While stakeholder models start with a common problem, they posit
two different kinds of solutions, One group of stakeholder models looks

‘thus.giving the board greater discretion to look after other stakeholders’ .
Gt S1S. . . .
_Jf\l!%f; tgdur:iary model finds its most explicit reccgniﬂoq inUs le:w in the
 form of ‘constituency statutes that permit boards -to-.cons1der'the -mtemst; .

f.constituencies other than-shareholders inmo unﬁgg:.takeover..defer;sz}as. \
Margaret Blair and Lynn Stout, sophisticated Arne.r.lcan adw.::cates 3 1t'le
fiduciary model, also claim to find support fﬁr this nnrma‘gve 21(;) el in
other, broader aspects of US corporate law.'! In the UIF, the_- ucmrt)g
model is a key element in the ongoing del;?ate over the duties of corpora

: 12
. d“;‘;;f: ;:cond group of stakeholder models sS}ll:)ftitutes-:direr_:t:s)fakeh;ilderf v
‘representatives for fiduciary directorsIn this representative mo o—
the corporation; two or more stakeholder.--constltuenaes--_appolntzf.repre:
! isentatives to the board-of directorsywho therf elaborate pohc‘w.s tl.wf mal.xl—
mize the joint welfare of all stakeholders, subject to the balrgf.lln111gi;1c\:_l‘ag§
that each group brings to the boardroom taplc. In this case n.c‘ UE&I‘J
functions ideally as a kind of collective ﬁdu:.:mry, even Lhuugl:n its indi-
vidual members remain partisan representatives. The{}noarﬁ of d,lgectgrs’

(or supervisory board) then becomes ansunmediated: -cc.-a.htm‘n;) sta Ee; |

wholder. groups” and functions as “anarena for c,?cpeljatlon.r.mt -respfc
. touthe-function of monitoring: the'-man.agfle_lefat.m.as well as an ar(.?l‘ll? lor
wesolving “conflicts with respect to thespecificinterestsof different stake-

Neither the fiduciary nor the representative stakeh old.er models,
" however, constitute at bottom a new approach to the corporation. Rather,

1 Margaret MI. Blair & Lynn A, Stout, “A Team Production Theory of Corporate Law,” 85

. Va. L. Rev. 247 (1999). ) .

L Company Law Reform Steering Group, “Modern f..um[p:ar;}; ]5;;1»(\1' i (::‘ a iﬁf:ﬁﬁlﬁfm

' St ic ¥ " 6 (March 1 setting 3 -
ronment: The Strategic Framework,” pp. 394 : i it

i intaini > existi irectorial duty of following enlightened shareho

¢ tives of maintaining the existing directorial du ‘ I sighole

interest or reformulating a “pluralist” duty to all major stakeholders in order to encourage

irm- ific investment).

u ;;:i];hsfrTH. Smith & Gerald Spindler, “Path Depender},cc, Corporate Governu;me

+ and Complementarity: A Comment on Bebchuk and Rt?e, Johann Wo]fganiGoer he-
Universitat Working Paper Series in Finance and Accounting no. 27 (1999), at 14,
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despite the new rhetoric with which the stakeholder models are presented,
and the more explicit economic theo rizing that sometimes accompanies
them, they are at heart just -wa::iants,on.—the.older-:manager-orientedua.n'_c_l
ulaborzorientedimodels:Stakeholder models of the fiduciary type are in
effect just reformulations of the manager-oriented model, and suffer the
same weaknesses. While untethered managers may better serve the inter-
ests of some classes of stakeholders, such as a firm’s existing employees
and creditors, the managers’ own interests will often come to have dispro-
portionate salience in their decisionmaki ng, with costs to some interest
groups — such as shareholders, customers, and potential new employees
and creditors — that outweigh any gains to the stakeholders who are bene-
fited, Moreover, the courts are evidently incapable of formulating and
enforcing fiduciary duties of sufficient refinement to assure that m anagers
behave more efficiently and fairly.

Stakeholder models of the representative type, in turn, closely resemble
yesterday’s labor-oriented model — though generalized to extend to other
stakeholders as well — and are again subject to the same weaknesses,
The mandatory inclusion of any set of stakeholder representatives on
the board is likely to impair corporate decisionmaking processes with

costly consequences that outweigh any gains to the groups that obtain
representation.

IV.  The shareholder-oriented (or “standard”) model

With theabandonment ofa privileged role for managers, employees, or the

state in corporate affairs, we are left today with a-widespread normative

consensus-that-shareholders alone aresthes parties:to -whom.corporate
smanagers:should:be-accountables s

/ ' /

A, In whose interest?

This is not to say that there is agreement that corporations should be run in
the interests of shareholders alone, much less that the law should sanction
that result, All thoughtful peoplebelieve that corporate en terprise should»
be:organized-and operated to serve the interests of society as a whole,
and that theyinte tests.of shareholders deserve.no, greater. weight in.this,
social calculus thanidor theinterests of any other mem bers of society: The
point is simply that now, as a consequence of both logic and experience,
there is;«:conv.er.gence;ong-av_consens_us;.;that.a.the_p,.best;, means, to;this-end —

ithespursuitiofiaggregatessocial welfare . is'tormake corporate managers

THE END OF HISTORY FOR CORPORATE LAW 43

rongly accountable to shareholderinterests, and (atleast in direct. tr.-rfrrlls)
01'1"1}" to those interests, It follows that even th.e extreme proponents of the
so-called “concession theory” of the corporation can embrace the primacy
of shareholder interests in good conscience.'* . '

Of course, asserting the primacy of shareholder interests in corpo-
rate law does not imply that the interests of corporate stakcholdgfrs
* must or should go unprotected. It merely il:ldlcal'.es that the m‘ost tifl 1-
cacious legal mechanisms for protecting thf: interests of nonshla.lehlo cle.:r
. constituencies — or at least all-constituencies ‘otherl than creditors — lie
“soutside of corporate law..For workers, this includes t]:}e.la“f of lal?or
contracting, pension law, health and safety law, and al,nudlscrlmmatmn
law, For consumers, it includes product safety regulation, war.rant}‘r la;w,
tort law governing product liability, anti'fru.st law, and mzmc[.atoryl disc 9;
sure of product contents and Chkl[ﬂ.Ctl!rISthS.‘F(Jl‘ the public at z.if‘ge, i
includes environmental law and the law of nuisance a..nd mass torts.

v iCreditors, to be sure, are to some degree an exception There remains

general agreement that corporate law s.houid dlrectl}.f regula"ce souclle
; aspects of the relationship between a business corporation a.l:ld its cre (;
itors, Conspicuous examples include:rules-governing vcll-}?l.ercmg anl‘
limits on the distribution; of dividends in the presence of 1padcq11atc
capital. The reason for these rules, however, is that there areunique prob-

- principally to the presence of limited liability as.a structural c?lar‘acter-
isticzofithat form. . These types of rules, however, arelmndf:st in scope.
They:do not — outside of bankruptcy — .-'in.v(.ﬂve screditors’ m:’--cor‘lf orate -
igovernance, but rather are confined to limiting sharel?o!ders .ﬂbl Il’}i to
 use the characteristics of the corporate form opportunistically to exp oit
creditors.

T hoary debate that cross-cuts jurisdictiuna.l h?,undarlief, propunrﬂts ?)f lh::;v:i:}t:d[
wcarporations exist by virtue ol a state “concession” or pnjnlcgc hlavc 50 cfen E: ehi
with the view that corporations ought to 13c.ga\rcnl'zed in the interests nh le::1 t}rl i
all corporate constituencies — rather than in the p.rwate u1t5rest of &barcco crssS iz; E?A
See, e.g., Dodd, note 5 above, at 1148-50; Pa_u.l G;,Mahull'iey, Cantraci.: ar 'tch;\.rir g
Historical Perspective on Business Corporations, Wf)rkmg Paper, Umver.51 Yo 2 .%mm,
School of Law (1999). Conversely, proponents of the view th.al the cu.rpurat;uili (}s at ? o
1 contract among investors have tended to advance the primacy of shareholder interes
i pOVernance. . ) "

" Clt:: E::jrra\t:r%v the traditional debate between concession rmld contract thcu.n‘.nits i:ux;']tpé};
confused, On the one hand, corporations—whether “coucesawns,_.orcur}tm:.im:l 5 m:j :1}5
tegulated when it is the publicinterest to-do so. On the other hand_. the sean atl mo ; er;
in effect, an assertion that social welfare is best served by encouraging corporate manag

to pursue shareholder interests.



44 CONVERGENCE & PERSISTENCE IN CORPORATEH GOVERNANCE

B, Which shareholders?

The shareholder-oriented model does more than assert the primacy of
shareholder interests, however.It-asserts.the interests ,of._.szil,shareholder's,
“including'minority:shareholders.More particularly, it is a central tenet in
the standard model l'hat'-minOr-i,ty.-.orfnoncontroﬂing--shareholders should
weceivesstrong; protection. from. exploitation at the

vshareholders:In publicly traded firms,
should be assured an essentially equal
assets.

There are two conspicuous reasons for this approach, both of which
are rooted in efficiency concerns. One reason is that, absent. credible
*pr.otection--‘f."orr\'noncontrollin'g.fshareholder-s,---business ‘corporations will
thave:d ifficulty.raising capital from the equity markets. The second reason
is that the devices bywhichcontrollin gshareholders divert to themselves a;

n--'disproportionate.share\oi"corpozate,.heneﬁts.commonl}r involve inefficient
vinvestment:choicessand management policies:

this means that all sharcholders
claim on corporate earnings and

C. Theimport of ownership structure

It is sometimes said that the shareholder-oriented model of-corporate
dlawis well suited only to those jurisdictions, such as the US and the UK,
in which one finds large numbers of firms withswidely dispersed sharew
‘own ership;uik;:.differen-ti-model.--isnappropriate;-'-it is-said, for those jurisdic-
«tionsy-such-as t—the---uatiansmf-,contmentalchrope,-fin ‘which ownership 45"
more concentrated.,
This view is unconvincing, however.:Closely held corporations, like
pubficly-held‘corpnrations;-:opcrate most efficiently when the law: helps
-assur --that.-.managers.-are:p;imarily responsive to shareholder interests,
and helps assure as well that controlling sharcholders do not oppor-
tunistically exploit noncontrollin gshareholders. The shareholder primacy
model does not logically privilege any particular ownership structure.
Indeed, p_.b0thsco11centrated«andvﬁ-dispersed--sharehtiltlih'gs ‘have been cele=
wbrated;at.different times;and. by different commentators; for their ability
to:advance,sharehalder.interests. in. the face of serious. agency problems;
Equally important, every jurisdiction includes a range of corporate owner-
ship structures. While both the.::US.and'.-U'Kw.have'.many-large firms with
-wdispersed ownershipy both: countriescalso.contain a far larger number
-§o£—:corpoJ:ations;-.th-atf.-are.—.c] osely:held. Similarly, every major continental
European jurisdiction has at least a handful of firms with dispersed

hands of controlling,
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: ownership, and the number of such firms is evidently growing. It follows
 that every jurisdiction must have asystem of corporate law thatisadequate
' toshandle the full range of ownership structures, v

V. Competitive pressures toward convergence

The shareholder-oriented model has emerged as the normative consensus,
‘not.just because of the failure of the alternatives, butbbccaus.e im p‘or.tanlt
economic forces have made the virtues of that model increasingly sali en.l.
There are, broadly speaking, three ways in whic‘h a model of corp9ra;;e
governance can come to be recognized as supenor:.J.by'for.ce,.of logic, by
force of example, and by force of competition, The emerging consensus
in favor of the standard model has, in recent years, been driven Tmth in-
creasing intensity by each of these forces. We examu;e them here in turn.

A.  The force of logic

An important source of the success of the standard model. is that, in I'E:'C&ntl
years, scholars and other commentators in law, economics, and business
have developed persuasive reasons to believe that-this model offers-greater
iefficiencies than the principalialternatives. -+ . ‘
One of these reasons is that, in most circumstances, ithe-interests of
sequity investors. in the firm — the firm’s residual clamm‘n_tts.--l- cannutth be.
adequately protected by contract. Rather, to-protect .tJ'lell',-]nl.ert.?SIS};. e};
must-be given the right to control me.-ﬁrm,;"'A second reason is that, :j
the control rights granted to the firm’s equ1tyhol<.flc1is are excius.wefa?
strong, they will have powerful incentives to ‘maximize the-v_a]ue of the
wfirmaAnd a third reason is that the interests-of participants. in.the ﬁl‘l?'l
iotherthan shareholders can generallybe:adequately pro tected b){:-coz‘at rdl: t
andyregulation;: so- that maximization of the firm sv.vfnlut: byits: bh.a?r.— |
cholders complements the interests of those other participantsrather than
i ith them.. .

%Coﬁﬁfsnii:)ﬁlng is today reflected in much of the current literature
on corporate finance and the economics of the firm — a ‘llteratlzlrglgllat
is becoming increasingly international. The consequence is to highlight
the economic case for the shareholder-oriented model of governance, Ir_]
addition, the persuasive power of the standard model has been a‘mpllﬁed
through its acceptance by a worldwide network of corporate interme- .

and-the principal-investment: bankssand:consulting:firmss—ianetwork:

diaries, including international law-firms, the big five.accounting. firms, «

wwhose . rapidly expanding scale.and -scope today- gives. it- exceptional «
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mnﬂu'emerfimdi-ffusingath-east:mdard:-modeI.r::nffshareholdepcentere:d corpo-

ELA e EONETNANCE ey,

B. The force of example

gT::e :s:?sj is;outhrsf e:ll; the success of the standard model of corporate
8 iy sj;;1 ] JIGITHLI'PFrmeancE.:{-Ofﬁ Jurisdictions ‘in rwhichzit
S5 ;;ast B 1‘)@ comparison across countries adhering to different
rE[dhemmmo‘!ﬂwstmldry ti'ecent years — lends credence to the view that
;:fhe__de;w:[oped ;_-o-lmm alr ,.,J?mr:lelzfpr.omotes:-_bette.neconomic outcomes.
P i aj_mEl av:r;gpsdmuonshave:performed wellin compar-
'WhiCh-a--areﬁI:;S e I;.lj” asta:'ASIai_la‘a;ndf,tconti.nentaJ;Buropean countries,
exampies inciﬁae ;ﬂofif:iﬁir:til:t‘l:izthsiE}o.leﬁsmn%ardz el Pl‘iﬂCi.P"ﬂ
. ) ) ng performance i
Z.:conomy m comparison with the weakfriconomic :'e;;‘fj :ﬁﬁ:?ﬁig
serman, Japanese, and French economies, |

One might, to be sure, object that the successiofithesshareholdest

»crmntedz:.mo‘delfisi!'quitefrecentgand;will;perhapsl prove to-be ephemeraly

vand:that the'apparentinormative, i

m.:be:-\ephemeral-.‘asg_--.well;a After ali, ::::;?lﬁs?ii;tseuei:b;:Zf;Dn;ﬁthat“Success.jw-ﬂbl
that Japanese and German firms, which were clearl
the shareholder-oriented model, w 4
this was because they had adopte
nance. s i

ec i ition i '
rg::ﬂrﬁic competition in recent decades, and i surely at odds with today’
Fa e fgo;a?mnﬂ’ha competitionofthe 1960s,70s, and early.80s was in,
fact: ~apanesestatezoriented.corporations, Germ: iented
! State; (€O lons; German-labor-oriented
icorporgtions,,and, American,ma i * o
10T wand,A; ‘manager-oriented corporations, [t '
pantion Itwas not
cmul ﬂlj;;\laf.ﬂwl.gggs:..thﬂhODEn:COllewcSpEakﬂwa-lWidESPI‘E&{l internationals
mpet. lon-.-from-shareh0[der.~o.rientcdfﬁrrns;'l\-

ago many thought
1w ¥ not organized on
ere winning the competition, and that
d a superior form of corporate gover-

C.  The force of competition

has._‘-i:‘crea;g;.;-m.te.rnationalizatio_n ofboth product and financial markets!
rbrought.individual firms. from jurisdictions adhering to diﬁ'er.enf.

15 :
;I;; r[:-:: fair, lmwwer.‘ American commentators tended to
b ;; ); ::u I;.Ial;: Ear? inthe name of the shareholder model. Thus it was the purported abilit
Ses it $ ei.o E—::;r;l:c:nr managers and correctly value long-term business pruject:
- !Ebar-udent?é 121 Ddele;;cmane c;mmgntatora after the 1970s, not codetermination and
rm. See, ¢.g., Michael T. . i
The Causes and Cures of our Business Myopia (1991), !ambs-, e T Americe

praise corporate governance in
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models.in direct competition: It is now widely thought that in these more

- irect-encounters; too, firms:organized:under the shareholder-oriented .

model.have had the upper hand:!% .

Firms organized and operated according to the standard model can be
expected to have important competitive advantages over firms adhering
more closely to other models. These advantages includesaccess to-equity «
capitalvatlower cost: (including, conspicuously;:start-up-capital )ysmore »

saggressive development of new productimarkets,¥ stronger incentives to
reorganize along lines that are managerially coherent, and more rapid
abandonment of inefficient investments.

These competitive advantages do not always imply that firms governed
by the standard model will displace those governed by an alternative
model in the course of firm-to-firm competition, for two reasons. First,
firms operating under the standard model. may be no more efficient than.
wther firms in many. respects., For example, state-oriented Japanese and

+ Korean companies have demonstrated great efficiency in the management
and expansion of standardized production processes, while German and
Dutch firms such as Daimler Benz and Philips (operating under labor-
and management-oriented respectively) have been widely recognized for
engineering prowess and technical innovation.

Second, even when firms governed by the standard model are clearly
-more efficient than their nonstandard competitors, the cost-conscious
standard-model firms may be forced to abandon particular markets for
precisely that reason. Less.efficient. firms:organized.under: alternative
models:may overinvest incapacity.or-accept.abnormally:low returns on .
their.investments in general, and. thereby come to dominate a product .
- market by-underpricing their profit-maximizing'competitors:

But if the competitive advantages of standard-model firms do not
necessarily force the displacement of nonstandard firms in estab-
lished markets, -these standard-model: firms:are likely. to-achieve-a +

' Indirect evidence to this effect comes from international surveys such as a recent interna-
tional survey of top managers conducted by the Financial Times to determine the world’s
most respected companies:Four of the top five most respected companies.were Americany
and hence operated under the shareholder model (the fifth was Daimler-Chrysler, which is
“almost” American for these purposes). Similarly, twenty-nine of the top forty firms were:

teitherAmerican or British. See “World’s Most Respected Companies,” Financial Times
website (December 17, 1999).

"7 See, e.p, Roman Frydman, Marek Hessel, & Andrzej Rapacyznski, “Why Ownership
Matters? Entrepreneurship and the Restructuring of Enterprises in Central Europe,”
Working Paper, April 1988: firms privatized to outside owners proved superior to state
firms and firms privatized to workers or previous managers in new market development.
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udi'sp?ﬁp'ortio natessharetamongsstart-upsfiems
&ﬂl..lgfm»:inc;l ustriessthatsareinsthesprocess;o firapid.change.!#

mesh; ;1:2;27 igi’ e:j te.‘l.;::L c(l) ard-model firms to expand rapidly in growth indus-
magt » moreover, by accesstounstitutional. investors and the
sinternationaliequity.markets,whichoun derstandably-prefer:sha reholder-

mmente&i;gwemance-and-.are.inﬂuentiahadvcncates"of the standard model

F)ver time, then, the standard mode] is likely to win the competitits
struggle on the margins, wonfiningyother«governance modcls--t(l}--cnisrive
lﬁ.l?.m?xand.mla-ture.fproductnmarkets-:-'.w\mhezpacg.-ofﬁtethnolo ic lch i
'tgz;f_lpntm“ugsmt()‘:,quiCkC_I_l,'-'mth-is:._compe_titi\fe'.ua age continneny
increase s

yanenew product markets,

VI. The rise of the shareholder class

.In tandem with the competitive forces
ideological convergence on the standard
smentiofinterestgroupsstructuressin:
of this realignment is the remergen
tbraad-:'ain'd;powerful-ﬂinterestcgroupd
facrossjurisdictions.

'sin?;l:jft]z are two ele‘m ents to this realignment. The first is therapid expan-
cré‘a[én t 1e-0w}rllerl~:lup-.of-eqm tysecuritiesuwithin.-broadusegmen ts mfsccierjr'
£ a coherent,interest, groupithatspres i i “

: (coherent, o spresentsianvincreasingly st

‘countervailing.force,to.the.oreanized.i SpeTe
+OICE L0 the.organized.interests;of mana ‘

o ‘ dant gers, employees
and.the:states Tht'? second is the shift in power, within this exgan}éing”
in favor of theunteres-tswfminority and noncontrollingy

shareholder class,
r.sha-rehmlder,s_foverathose.--oﬁ.insides'or-‘:controlling;-sha-reholders-:&-\ m

just described, a final source of
model is a fundamental wealigne:
‘developed-economiessAt the center
cesofrarpublic:shareholdersclasssassa
n:bothicorporate.and, political-affairs,

/ " A The diffusion of equity ownership

St tUcku;i)wnership-.is--becoming-more- pervasive-everywhere.! No longer is
It confined to a very small group of wealthy citizens,

** In this regard it should be noted th i
g Al note . at s{naﬂ— ar_ld medium-sized firms in every jurisdiction
o If;:l _regimm, consistent with Ehc standard model, Thus, shareholders -
i b Gérmnn o 1]1; ::tl thrc mlem‘hcrs (3t supervisory board in the vast majority
e imest.) ]c1 irms. 1 h_esc Jurisdictions impose alternative labor-or
¥ capnwfmnn ;11}' ona muwn_ty.t:f comparatively large firms,
i — s: apercentage of GDP has risen dramatically in virtually ever
over the past twenty years. In most European countries, the increase P:m)sr

been by a factor of three or four, i
S : i ¥ '
rly s r. “School Brief: Stocks in Trad e,” The Economist, November

dvantagessho uld-continue;to,.
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In the United. States, this diffusion of share-ownership has been
underway sinceithe beginning ofithe twentiethicentury.It has accelerated
substantially in recent years, however.sSincesWorld«WarIlj#an: ever-s
sincreasing'number ofiAmericansworkers-have had-their savings invested

- sinicorporate equities through:. pension:funds. Over the same period, the

mutual fund industryhas also expanded rapidly, becoming therepository
rofran eversincreasing share:ofinonpensionssavings for-thespopulationyate

- ularge:®” Similarly, in Europe and Japan, and to some extent elsewhere, we

have begun to see parallel developments, as markets:for-equity:securities +
thave:become more developed.?!

Thergrowing.wealth: of.developed.societies:is:a=majorfactor.under-
lying these changes: Even blue-collar workers now often have sufficient
personal savings to justify investment in equity securities. No longer do

- labor and capital constitute clearly distinct interest groups in society.

Workers; throughsharesownership;are coming increasingly torshare: the
economic.interests-of other, equityholders: Indeed, in the United States,
sunion pensionyfunds-are-todaysquitevactive in-pressingthesview: that

rcompanies must be:managed insthebestinterestsiof theirshareholders:®

B. The shift in balance toward public shareholders

As the example of the activist union pension funds suggests,«diffusion of
share-ownershipris only onesaspect-ofithe riserof thesshareholder-class:
Another aspect is the new prominence of substantialsinstitutions- that
havesinterests:coincident*withthose-of-publicishareholders:andithatiare
prepared to articulateland’defend those intérestsyInstitutional-investors;s
such as pensionfundssind:mutual-fundss which arerparticularly'promis
mentiin the USythough now rapidly growing elsewheresas-well — are the

M Carolyn Kay Brancato et al, “Institutional Investor Concentration of Econamic Power
and Voting Authority in U.S. Publicly Held Corporations,” Sept. 12, 1991, unpublished
study.

2 Latin America offers a telling example. In 1981, Chile became the first country in the region
to set up a system of-privatespensionfunds. By 1995, Argentina, Colombia, and Peru had
done the same. By 1996, a total of $108 billion was under management in Latin American
pension funds, which by then had come to play an important role in the development
of the local equity markets, It was estimated, in 1997, that total assets would grow to

© 5200 billion by 2000, and to $600 billion by 2011. “Save Amigo Save,” The Economist,
December 9, 1995, at §15; "A Private Affair,” Latin Finance, December 1998, at 6; Stephen
Fidler, “Chile’s Crusader for the Cause,” Financial Times, March 14, 1997,

2 See Stewart ], Schwarn & Randall 8, Thomas, “Realigning Corporate Governance: Share-
holder Activism by Labor Unions,” in S. Estreicher, ed., Employee Representation in the
Emerging Workplace: Alternatives/Supplements to Collective Bargaining (1998),
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most conspicuous examples of these institutions.Associations of minori
ufmestomazmﬁumpemmunt;riesqgrovide another example. These i tirtltw
o B only giveeeffectjve;wo'iceeto:—:shareh-older*interes’é i
in particular theg-in,tenes.tsamﬁqdispersed;apub]ic«shareholde,r
those of controlling shareholders or corporate insiders. The result s th
:(mmersh-xpuofrequityaan:ton-g;-.ﬂmapublic atdarge, wh iIe.-'-b roader-tha v,
wisiatithe.same.tim eigainin grmore.effectivevoice in, cor pora te-1ﬁ"11r? e
J{vloljeaver, Fhe new activist shareholder-oriented ins titutio;le ;r : t d:
“actingincreasingly.on aninternationalscalesAs a consequence. £h t i Oﬂ a4
ence now reaches well beyond their home jurisdictions, W’e nil\lnruliaxlj;
) 11'61;1::!;111115’ ;&ongomlq§olggy$ upportingshareholder-oriented ‘corporates
: S0 anyorganizeddnterest. group to:press.that ideology, — and an

esandincreasingly internationalsin its

the shareholder class has been tosshiftin
“frommanagersiln Europe and J.

toshiftpowerfromworkers
“shareholders, 2

. s :&‘
apan, the more important effect has been

ﬁand'the:state.and’gmcrea'singly;.-ﬁ'om-dominanl:a

-~

VIL.  Convergence of governance practices
Thus far we have attem pted to exp I

gences onaaufhr:m-stan'.dard-r-modclL-ofaxcorporateu.governauce. Our principal
argument is on this normative level: we make the claim

guIn : thatmo:imp
g ok ! “impors
anticompetitorsitosthesstandar, -‘m‘odel"ioﬁ-corporateugovernance-fenl:ain'w

-iersqas‘me;uto.da_y:‘. T].1is--'cla.im Is, consistent with significant differences
[(?r:ic::l;l g J ur:.sdlft] 0T1s in Ct.a.rporate prac‘tice and law over the short runsideos
g conver;,enceacloea.-:nota,necessa-r.llymean-.rapid.convergenc’e in prace
iicesThere are many potential obstacles to rapid instity tional cotwergg.n‘cc.

lain thewsou reesiofiideological convers

B Soe, e, - - .
,._szv:fiigig%ds:&:]:ﬁt: ‘;ﬁi}:d I} Sesit,L«Rismg-,-US Investment in European Equities
amacl i it eet Journal, Aug, 4, 1999, at A} . ; el
,SPEllklnS-LmPDrtant‘:gQMemancerchn:lga&in--large_ﬂumpcnn.cgmpan:';:;._-i :'\B. U5 mvestors

4 ; ; p
“g;{h:;ﬁéﬂzr fnterest aressigns,of. -clmngenin.-tho‘-cross'-'nwnership networks:among majo
Idiminm;zu;l.:p:'mcse- ﬁ.rm.s;vNcw legislation proposed by the German govern menfwm{rl‘;\
b chpc; :;3\:);&3 ;:u -It::.-_.-.énq_:; reent) :]cahital 'gainsitaxeson: corporate-sales of stocks
Whichtis 0 witinwidespread-dissolutionof block hold; ig Simonian,
Germany to Abolish Tux of Dis g i e ) st
posal of Cross-Holdings,” Fimancial Ti :
' ‘ ; nes, Dec,
at 1. In Japan keiregsy structures are beginning to unwind as a result ofjr bz;ll(ar;cer:;;’r: i?:liil

competitive pressure to seck higher returns i
compe pressuire s o capital. Paul illi "
Circle is Broken, Financial Times, Nav. 9, 1999,2t 18 s Sl ?he
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even when there is general consensus on what constitutes best practice.
Nevertheless, we believe that the developing ideological consensus on the
standard model will have.importantimplications forthesconvergence of «
practice.and law.over. the long run.. .,

We expect that thereformof corporate governance practices will gener=
allyprecede thereform of corporate law;for the simple reason that gover-
nance practice is largely a matter of private ordering that does not require
legislative action. Recent developments in most developed jurisdictions —
and in many developing ones — bear out this prediction. :

Under the influence of the ideological and interest:groupschanges
discussed above, :corporate:governancerreform-hassalready-become:the +
watchword not, only in. North America, but-also.inEureperand,Japan..
Corporate actors are themselvesimplementingstructural changestobring \
heirfirms closer to the standard model.dn the US, these changes include
appointment of larger numbersyof: independentidirectors tosboards: of,

udirectorsreduction'in overall board sizesdevelo pmentofipowerful board

'committees dominated by outsiders (such as audit committees, compen-
sation committees, and nominating committees);:closerilinks between®
management.compensation.and the: value. of, the; firm’s, equity. securi-
tiespiand strongrcommunications betweensboard members.and institu-«
ttional shareholderss In Europe and Japan, many of the same chariges
are taking place, though with a lag. Examples range from thetOECD’s.

. (Organization for Economic Cooperation and Development) promul-

gation ofinew-principles:of corporatesgovernance;«to recent decisions
byeJapanese companiesito reduce board sizes and include. nonexecutives

adirectors (NEDs)s (following the:lead-of Sony), to thesrapid diffusion:of:

stockzoption compensation:plansifor topmanagers in the UK-and in the
Jprincipal commercial jurisdictions of continental Europe.

' VIIL. Legal convergence

Notesurprisingly, convergence .in. the-finesstructure-of..corporate: law
proceeds-moreslowly:than: convergencesin:governance. practices..Legal -
«hange-requires legislative action.Nevertheless, we expect shareholder
pressure (and the power. of.shareholder-oriented. ideology). to force v
gradual legal changes; largely but not entirely in the direction of Anglo-

- tAmerican corporate and securities lawsThere are already important indi-

cations of evolutionary convergencesin- therealms-of board.structure
securities regulation and accounting:methodologies; and even:the regu-
atiomwof takeovers.»
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A, Board structure

2‘;’1&; respect to board structure, convergence has been in the direction
mm:uifi] :}'ff;na:ut;s:t s:x::lngly favors ansing,lent’iemboard-rthatxis-srclati'fe]m
Einﬁﬂersmweukmmzn: ] «comql;mentgoﬂnu-tstderdirecturs,-bukcontains ;
- o dti " 2 a .0rrtﬁmﬁt:]_é.r'boardastttuctures'-seem?":i-"thiné: of the

oo naweakenandiessiresponsivebourdsithat they promote are justified
pr t:linclpally as _uicomplemenLitoawurkemcodeterm.in-at-iongm nd thus share —
észf%ﬁ;mm.um 01"1(’ of ~ the‘ weaknesses of the latter institution, The

i én _g j o‘rﬁmt?sso’ﬁd}eamro.-'tler.\:boardﬂare reflected in the evolution of
. e. .ur.op.emf.ann:.s.=.Propa'sed-.eRegl.ﬂ'ati'orrfanemthtatute. fora European

FJIII?IP?J?YMWIICH originally drafted ins1970;.that Regulation called fo}"ggf
vma'nd'afory&wo“-t-z'enb'oard-:ﬂ-'{nwsb99:11:;-a-howwer the Proposed Regul i
was amended to permit-member: ; P tienors
smgl'ex.tler:'systemmMeanwhile. on the practical sidegFrance; which mad
provision for an optional two-tier board when the conce t, wa W
vogue, has seen*few-»-oﬁzitshcorpn'ratinn’sﬂadop.t-:therdevice‘-'-*'F s
-. At the same time, jurisdictions that '-tra'diti'ona:ﬂy:-faw;red-t‘hé-‘o osit
»E;ct}'en.les0fnm31cler#-domin“iited;-r-r'single—tierﬁboa;rdSSﬂhave come topfcce :
Ha_s:gmﬁcantscomplementr_oﬁ.outside:zdirectcrs}: In the US,sindepend, Pt
‘-t!arfecto rsehaveslongb eenvmandateds by thesN equork-z.St:ackr r Eﬁch S
llstfn g rules to serve on the im portant audit committees of listed ﬁ'ang"a
w.h:.le more recentlystatelawrdoctrine has.created, astrongrole foro tr T_T:l-‘“
r.d_trch:orS-‘-fn"?Pvaing-.tmnsa-ctio nsu.wher&intéresﬁé-nlight be co.nﬂll'cttlzds ll.r?'!
Iap@; a similar evolution may be foreshadowed by the rr;cent move :
an:im‘zg Japanese colmpanies, mentioned above, toward smaller b:;fgsf
,:;11- ;ncllejfendent dlrECtlE)IS,' and by the recent publication of a code of
i porate:governance pri nclples'advocating.-.:th-eseg-refnrms'by..a-committe :
.L(:Df-]eai};{tlfy]ap{‘ineseum&IEI_&gCIS-&E;E:, The result isconvergence frolm.ba th end::
] m:war. % u:-._mxl‘dle:n.v.hlit.v L-'woa.t.ien.--bo:trds--d:-emsclvcs:-seem to'beton the
way-outscountries with;smglc-.ner.-.boarda;shr_uctures-are-inmr orating, i
their reglmes,,onenoﬁ.thewstrengths.v.oﬁ:th_e-;ty-picalptwo-tierubogrd re e,
namely the substantialroleritigivesito sindep enﬂerlf( oﬁtsiéejr. dj:é.ctf ;IS‘D:’—s

B. Disclosure and capital market regulation

Regulation:of:routine - disclosure, to shareholde

i 1s, intended id i
policing corporate managers, : 1 aid In

is also converging conspicuously. Without

LT
Corporate Governance Principles: Fi
ples: Final Report,” ;
the Corporate Governance Forum of Japan, i‘z:y 26???;‘;1-“& SRmm Ot

statesito prescribeseither. atwostier ordly
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seeking to examine this complex field in detail here, we note that major

jurisdictions outside of the:US are:reinforcing their-disclosure:systems,

while the US has been retreating from some of the more inexplicably
burdensome of its federal regulations, such as the highly restrictive proxy
solicitation rules that until recently crippled communication among
American institutional investors. Indeed, the subject matter ofimanda-;
toryidisclosure for public companies is startlingly:similaviacrossthe major
commercial jurisdictions today.?

. Similarly, uniform accounting'standards ate rapidly crystallizing out
of the babel of national rules and practices into two well-defined sets of
international standards: the.GAAP:(generally accepted accounting prin-
ciples) accounting rules administered by the Financial Auditing Stan-
dards Board in the US, and the International Accounting Standards (IAS)
administered by the International Accounting Standards Committee in
London. While important.differences remainbetween the competing
sets of international standards, these differences are far smaller than the
variations among the national accounting methodologies that preceded

GAAP and the new International Standards. The two international stan-

dards, moreover, areslikely:to:converge; further;;if .only; becauseofithe
ieconomic savings that would result from asingle set of global accounting -
wtandards.2/,..» :

C. Shareholder suits

tShareholder-initiated suits against-directorsaand managers.are nowbeing»
accommodated in countries that had previously rendered them ineffec-*

utivesiGermany-has recently reduced the ownership threshold qualifying

sharcholders to demand legal:action againstsmanagingsdirectors(to be
brought by the supervisory board or special company representative) from
gl percent equitystake to thelesser of w5 percentstakeoral million DM -

26 This can be seen, for example, by comparing the'EU’s Listing Pdrticulars Directivewith
thes5EC's Form 5-1 for.the registration of securities under the 1933 Act:If US-disclosures
requirements remain: more.aggressive, it must:be remembered that the EU Directives
cestablish minimal requirements: that'member-states:can and do supplement. See Jolin
C. Coffee, "The Putareias History: The Prospects for Global Convergence in Corporate
Governance-and its Implications;” 93 Nw, U, L Rev. 641 (1999). Sec generally Amir
NesLichty“International Diversity in:Securities Regulation:* Roadblocks on' therWay to »
Gonvergerice,” 200 Cardozo Law Review 227 (1998), discussing convergence in disclosure
rules, accounting standards, and corporate governance.

7 See, e.g., Elizabeth MacDonald, “US Accounting Board Faults Global Rules,” Wall Street

Journal, Oct. 18, 1999, at 1.
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'Stak:;j when there is suspicion of dishonesty or illegality.?® Japan has altered
] 3 o) 1
itsic esmn.mttonaewaecs--to:createameamngﬁﬂfincentives--forliti ation: At
the same time «USdawisimoyine: ' ber ot
i 1smovingitoward:the:centerfrom the other direc:
yil e.gn‘m@-.gg-tomems1nf=th'f.*=country?s»strongrincentives=.for potentiall
“opportunisticlitigationzAt the fed :
o tion: e fe f:ral level, there are recently strengths
o afegj. P Ea g requirements:uponiinitiationsofishareholder. actions,--ne{\;
k:i@ln :f ar| 10-r.§ .ﬁ]:u:. forward-looking.co mpanyprojections, and recent provi-
or lead sharcholders to take control in class actions. State law rules
g i

me. ”1 3 1 g L el
51 Tea r rati n 8
allwl e, are lnak ng 1 asier 10 CO po datio *10‘ get ! Sha rehOldCI S,

D, Takeovers

_I;ma]] ¥, reg _u}ahon rof zt'akeowe ts ‘alsorseems headed for conve rgencesAs it
; I, cgrcg;{ differences in takeover regulation are more apparent than real
«Hostilet. eovcr&a-r&raremutslde'th-t:fAn'glo--Kmerican'-jurisdictions; prin-

(as we expect they will), and as “corporate-culture-everywhere-becomes
T‘cl:lre---'accommodating~-of.-.takeovers~r(asmit seems destined to); takeovers.
WL ' F;g;umably-hecome-m uchmore common in Europe, Japan, and eIse'—.
; Ivicn-emrer3 where operative legal constraints on takeovers in fact differ

) l;;:'h;l:og\ms;gps--roﬁa-c:_onw.ergence.- In particular, for several decades thc:
.conlstrain;iﬁotr;;:reasﬂl?g its lreg‘ulatlonnof takeovers, placing additional
.on,;t.he_abj]jt: .oﬁ;onn ;zaplhty.-oﬁracqmrers to.act.opportunistically and,
B Y ! cum (?nt*manager.s,tu‘ti.‘ntren_ch_thcmselves Orengagein, .,
. edling..With t}.w wiclesprcad diffusion of the “poison pill” defense,
an. tl?e cco.l?lpanyu‘lg limits that courts have placed on the use of tha;
efenge, w.parlxale:-hostlle“tcnden-offers ofrascoercive character ‘arera thi
ofithe'past.— a result similar to that which.v.:European_a.jurisdjctiolns-’ch:vlf

* Theodor Baums, “Corporate Governance in :
5 R’;::;fi."g%rkinﬁ Paper, University of Osnabmgzr?;;g?. e et Devlop-
ks i; ‘ :::?}f;s?islfetinkx?;l::::ar:[;t;‘?;v;o[imkcs‘v;mIi}:hl 999 culminating in what may

he ; 10 history: Vodaphone's effort to acoui nes-
;;;;::lli:r%ci:;t;u;: q;any\-cstabhsh'cdi;urisdif:li_o:lsnurc;aduptingf,r.uim-m 1:;;:1?::.1?::;3::

i nr:::;' yl-resgmblancedo-thc:WIHmms Actontaithe rulesiof the London City
i An; 1 4 il's eu' er offer regulations, Securities Commission Ruling 69, Sept. &

s - 1-4; andsdtaly s\recentlwadoptedarer‘ar_m-of,s,tnkeover;«_regulaﬂon.¢Legislativc:

Decree 58 of February 24, 1999 (the so-called “Draghi Reform™),
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. accomplished with a ‘mandatory bid rule™tequiring acquirers of control
 to purchase all shares in their target companies at a single price,

- To be sure, jurisdictions divergein other aspects of takeover lawgwhere'
the points of convergence are still uncertain. For exampleyAmerican ditecs
tors.enjoy far more latitude to-defend against-hostile takeovers than do ..
l directors.in most Europeansjurisdictionss Under current Delaware law,

i incumbent boards have authority to resist hostile offers although they
. remain vulnerable to bids that are tied to proxy fights at shareholders’
© meetings. As the incidence of hostile takeovers increases in Europe, then,

- iBuropean jurisdictions may incline toward Delaware by permitting addi- .
etional  defensive tactics. Alternatively, given the dangers of managerial
 entrenchment, Delaware:may move toward European-norms:by limiting:
. defensive tactics more severely, While we cannot predict where the equi-

. librium point will lie, it is asreasonable conjecture:thatsthe lawon both
- sidessof the’Atlantic will ultimatelyconverge on-assingleregime. »

E.  Judicial discretion

. There remains one very general aspect of corporate law on which one
“might feel that-convergence'will ‘besslow to-comer thedegree of judiciale
«iscretion-in' resolving' disputesramong corporateractors ex-post: Such
idiseretion has long been: much-more conspicuous‘in‘the'common law-
gurisdictions, and particularly in the US, thaniin the civil lawjurisdictions. ,

- But, even here, there is good reason to believe that there will be strong
wconvergence across systems-over-time. Civil:law jurisdictions, whether
in the form of court decisionmaking or arbitration, seem to be moving .
toward.a;more discretionarymodelizAt the same time, there are signs that
the WSiis:moving,away from the:more extremeforms-of unpredictables
xspostidecisionmaking that-have sometimes been characteristic of, say, «
sthesDelaware courts..US securities law is civilian:in spirit-and elaborateds
yudetailedrules promulgated by'the SEC:And the Corporate Governance ¢
iLrojectiof the American Law Institute offers ascode-like systematization,
‘ofisubstantive state corporate law, including even the notoriously vague
d open-ended US case law that articulates the fiduciary duties of loyalty

and care,

IX. Potential obstacles to convergence

o be sure, important interests are threatened by movement toward the
tandard model, and those interests can be expected to serve as a brake on
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change. We doubt, however,
long the reforms called for b
on the standard model,

To take one example, consider the ar
Lucian Bebchuk and Mark Roe,*
Corporatescontrollers,(co ntrolling;shareholders,
willdongsservesas-asbarriersto ithese

sturesygovernance;practicesyand. corporate law.s

The essential structure of the Bebchuk and Roe argume

controlling sharcholders divert to thems
of corporate cash ﬂows;e:.The:ccmtmllinghshareh-olders:thu's have an incef-
utive.to.-avoid-any-change in
wregulationto which their firmy js subject;
corporation’s earnings more equitably. Moreover, these,corporate insiders
‘have:the .power,in-ma ny-jurisdictionstosprevent.such, changes. Their
position as controlling shareholders permits them to block changes in the
firm’s ownership structure merely by refusing to sell their shares, Their
position also permits them to blockschanges:in- governance:by:selecting;
# th&;ﬁl:m\’s-,-.directors,@A.nd, in those societies in which — as in most of
Europe --'closelyecnntrolle'duﬁrms.«-dominaw-.the-wzconomy,-thewvea[th.'n-nd
collectivespoliticalswei ghtiofscontrollingsshareholders: permitsrthem:to
block legalreforms that would compromise their disproportionate private
returns,

But this pessimistic view seems unwarranted. If, as the developing
consensus view holds, the standard shareholder-oriented governance
model maximizes corporate value, controllin gshareholders who are moti-
vated chiefly by economic consideration is
of their firms. And, even if nonmonetary considerations lead insiders to
retain ¢ontrol, the economic significance of firms dominated by these
insiders is likely to diminish over time both in their own jurisdictions and
in the world market.

A Transactions to capture surplus

First, consider the case of controlling shareholders
wish to maximize their financial returns,
regime permits controlling shareholders

(“controllers”) who
Suppose that the prevailing legal
to extract large private benefits

% Lucian Bebchuk & Mark Roe, “A Theory of Path Dependence in Corporate Ownership
and Governance,” 52 Stanford Law Review 127 (1999),

that such interests will be able to stave off for
Y the growing ideological consensus focused

gument, prominently made by
that thesprivatesvalue ‘extracteduby
or;powerful.managers)
volution.i.oﬁefﬁcient:ownership_st;gﬁg’_

nt is as follows:
In jurisdictions lacking strong protection for minority shareholders,,

elves a disproportionate share

theirfirm siownership.or governance; oriin thigy
that would force them to share the
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mwhich publicsharcholders are excluded. P.redicta.bly t;wse. CG?:;ESHEZ
‘el their shares only if they receive a premium price that capte o e
f their private benefits, and they will reject any corlzl:}ra nti}uers
ereform that reduces the value of those retu.‘rns.Th.at su . co v
refer to increase their own returns over increasing reufrnamance
rporation does not imply, howevmi; tthat tl;ﬁi;:ﬂ;?i:futmgebchuk:
{ i ership structures that maxir i

R:; 3“:60;0‘;‘;:1 u irck ' f:)-.--con-clu dethaticontrollersrcannot themselves

profitsbysfacilitating efficient governances

trollers who extract large private benefits from public co.mpa:ltles
celikely to indulge in tworforms-of inefficient'management: First, they

mnvestment pr e(‘.t Lh t i ot atereturns .
Rk SCIECN nves n P D} S ab-maxin lIE,BII}lE]I- OWIk p]l\,l‘ J

T

turnsitothe firm. For example, a controller might select :; Ie;s prof;
vestme ! i >Cis ecause
i j ore profitable one precisely
blefinvestment project over a m ‘ 7 peemae
‘ itie crative self-dealing, Second, contro
ts-opportunities for lucrative sel ‘ i DreTR k!
Iy ito hii'e a preference forsretainingrand ..;remvest.lng.ae?rnmgs ovis
sclist {mtinga;them,\'eeven when it is inefficient to dol $0. 'T.Lhe .reas}cin
' o'-r'mal corporate distributions must be shared with .mmor_lty s tz;.rz
rs, while earnings reinvested in the firm remain available i;?rdsi lisn
uefitconversion into private benefits — for exaj:nple, through sfe - fgciéngl
igactions. A controller’s incentive to engage in both forms of u}e.lro é_
behavior increases rapidly, moreover, if —as has beentcomn;olz: 01{:11 : ;gg ind
icess amids, corporate cross- 5
elemploys devices such as stock pyr : . : ,
fira 'cl[:ss};tock to maintain a lock on voting control while reducing her
: 3l
proportionate equity stake.

i a vefficient: rshi
esestrong financial incentives-to pursuemore efficient-ownership

AL AR e.net, gains
oneg=sincluding controllers j.'-themselves:-—»-um-..-.gLnerat? net. gtl i
?"'uoaucing-- more: efficients governancestructures.« It follows th

premium price reflecting potential efficiency gjins to ?; 13131’::1131
oup . is willing ¢ ble to operate under none

: of buyers who is willing and a perat : ok

#U'Efnanccyru.les; or (2) by buying up minority shares (at depressed

i iantis, “Stock Pyramids, Cross-

i huk, Reinier Kraakman, & George Triantis, ; :

W e::}f;; SJSETDM] Class Equity: The Creation and Agency Costs of Separating Contro
afr'bi'ﬂ (?:ash ,F]ow Rights,” NBER Working Paper no. 6951 (1999).

sWihere:lawsenforcement is effective; howeveryinefficient behavioritself

X . ey : idepresseds: . «
governancesstructures:Whensshare:prices aressufficiently:depres
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prices), and either managing their firms as sole owners, or reselling their

entire firms to buyers with efficient ownership structures,

- anrmqn-therswto"?-’extracb-zathese-,;-efﬁciency. ‘gains;; however, efficient
a;restnucuuing\mustwbe:-legally,-:possibler,thatuis;ﬂ the.legal regime:must offét
mmeansk_b}rﬁwhichmestructured*ﬁrmsccan'commit to.good governance;pradﬁ

*ticesiThis can be done in several ways without threatening the private”

returns of controllers who have not yet undertaken to restructure, One
solution is an optional corporate and securities law regime that is dedi-
cated - or at least more dedicated — to protecting minority shareholders
than the prevailing regime, For example, firms can be permitted to list their
shares on foreign exchanges with more rigorous shareholder-protection
rules. Another solution is simply to enforce shareholder-protective provi-
sions written into a restructured firm’s articles of incorporation,
:Il-followa-.that-evenu-ﬁnanciaHy-self-i-n terested controllers have an incens
“tive:to promote the,creation.of legal.regimes.in which firms at least have
rawchoice of forming along.efficient lines==which, as we have argued, toda{rd

meansalong shareholder-oriented lines, And, oncesuchan (optional) effi-

cient regime has been established, and many of the existing exploitative
firmshave taken advantage of the regime to profit froman efficient restruc-
turing, there should be a serious reduction in the size of the interest group
that wishes even to maintain asan option the old regime's accommodation
of firms that are exploitative toward noncontrolling shareholders.
Bebchuk and Roe appear to assume that such developments will not

occur because the law will inhibit controlling shareholders from seeking

efficient restructuring by forcing them to share any gains from the restruc-
turing equitably with noncontrolling shareholders. But it is more plausible
to suppose that the law will allow controlling shareholders to claim the
gains associated with an efficient restructuring — by means of techniques
such 26 freeze-out mergers and coercive tender offers — in jurisdictions
wheré controllers are able to extract la rge private benefits from ordinary
corporate operations,

In short, if current controlling shareholders are interested just in maxi-
mizing their financial returns, we can expect substantial pressure toward
the adoption of efficient law,

B.. Controllers who wish to build empires

Controlling shareholders do not always, however, wish to maximize their
financial returns. Rather - and we suspect this is often true in Europe —
they may also seek nonpecuniary returns.

":p;;emmunities. Such practices may even be efficient, if the controller values

\investment,)
)
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‘or example, a controlling shareholder may wish simply to be onitop of

?étﬁmla-rgest corporateiempire possiblejtand therefore be prepared to over-

mvest in building market share by selling at a price too low to maximize’
returns while reinvesting all available returns in expanded capacity and
& D. Alternatively, a controller may be willing to accept a low financial
eturn in order to indulge a taste for a wide range of other costly prac-
ces, from putting incompetent family members in positions of responsi-
ilityitorpreserving quasi-feudal relations with: employeesand theirlocal«

1is nonpecuniary returns more than he would the monetary returns that
e given up. But, where the controller shares ownership with noncon-
trolling shareholders who do not value the nonpecuniary returns, there

he risk that the controlling shareholder will exploit the noncontrollin g
hareholders by refusing to distribute the firm’s earnings and instead rein-
ting those earnings in low-return projects that are valued principally
“the controller, (This can, of course, happen only where the controllers
ave been able to mislead the noncontrolling shareholders somehow. If
he latter shareholders purchased their shares knowing that they would
ot have control, and that the controllers would divert a share of returns
hemselves through inefficient investments, then they presumably paid
rice for the shares that was discounted to reflect this diversion, leaving
‘noncontrolling shareholders with a market rate of return on their

Efficiency-enhancing control transactions of the type described above
ay have little to offer controlling shareholders of this type, since the
estructuring may require that they give up control of the firm, and hence
give up not only the nonpecuniary returns they were purchasing for them-
selves with the noncontrolling shareholder’s money, but also the nonpe-
iary returns they were purchasing with their own share of the firm’s
invested capital. Thus, controlling shareholders who value nonpecuniary
ains will have less incentive than purely financially motivated controllers
(oifavor efficient corporate legal structures.
Moreover, inefficient firms with such controllers may survive quite
ely in competitive markets, and in fact expand, despite their inef-
ciencies. For example, if the controllers place value only on the size
fithe firm they control, they will continue to reinvest in expansion so
ng-as the return offered simply exceeds zero, with the result that they
i and will take market share from competing firms that are managed
ch more efficiently but must pay their shareholders a market rate of



- T OHIS ! RPORATE LAW 61
60  CONVERGENCE & PERSISTENCE IN CORPORATE GOVERNANCE THE END OF HISTORY FOR CO

'Iu-ri'sd.i'ctien-withdarge:numbermﬁﬁrmsfdominatcd by controllerswithy "l]-, 3 [ tries will change

“monpecuniaty;motivations .Wﬂl,,therefore,s-fbeI-reIatively-less-pressure than  families to control corporate empires o H'mnyfmfalj TR
v'ot-herargiurisd.ictions-\-étozadopt-_-standard-model\-corporate- law.Yet even in : mportantly in the years to come. Thesessentially eud' " ?DHESB social
those jurisdictions — which may include much of Western Europe today - seeringmany: patterns of lndl_JStIial '-OWTA‘?I'SNP- ‘_"“u _be' 5P ac; : d}ividuul
the pressure for moving toward the standard model is likely to grow aluesthat, place greater weight Onsocml"tg?ht“ﬁﬂﬁ:z o dlﬁ; roup
irresistibly strong in the relatively near future, We briefly explore here ntrepreneurship, with the result that there is an Citreawi N g8 _'
several reasons for this, oftfirmssdominated by controllers who place great weight on the nonpe

C. The insiders’ political clout will be insufficient to protect them

To begin with;.‘-,the.-g.low,-.proﬁtabilit)uof;ﬁrm&uthat«pursueenonpecu;ni'a];y;
ereturns,is;likelytosselectiagainststheirowners: as'controllers-of industry;
As long as the owners of these firms subsidize low-productivity practices,
they become progressively poorer relative to investors in new businesses
and owners of established firms who seek either to enhance shareholder
value or to sell out to others who will, with the result that economic and
political influence will shift to the latter,
Furthermore, themvsur:cesscof:z‘-ﬁrmsmfoﬂowingxashareholder-orientec}a.
wgovernancespracticesuisslikelystorunderminespolitical support, for. alter,
'native: models.of,corporate, governance for,two, reasons.. One reason is
that - as we have suggested above ~ theirise of a-shareholder class with
growing wealth creates an interest group to press for reforming corporate
governance to encourage val ue-enhancing practices and restrain control-
ling shareholders from extracting private benefits. ‘Companies, whether
Idomesu‘c.‘{or.f-foreign-,,s_th_at.,attraGt-_.-public:shareholdersuand--pel:ision*funds:&
-rb'yxPromising,ﬂ.-bettenbottomal'me:also--create: natural-enthusiasts for law; capital, while leaving the less rigorous.older. rules.in place for .
“reformand:thestandard:model s ; ) Ve established frrns, ;
The second reason for a decline in the appeal of alternative styles of : | Mb.reover . It'o thé extent that domestic law or domestic firms fail to.
corporate governance is the broader phenomenon of ideological convers ’
gence' on thesstandard model . Where previous ideologies may have cele-
brated the noblesse oblige of quasi-feudal family firms or the industrial
prowess of huge conglomerates ruled by insiders, the increasing salienceiofs
the sta'ndard"model-makes»empire=buﬂdingeand- domination suspect, and
the extraction of private value at the expense of minority shareholders ille-
gitimate, in everyone’s eyes«Costlygovernance practices therefore becomes
vincreasingly harddosustainpolit icallyViewed'throughthe lens of the newsy
ddeology, the..ol¢,.prac:!:icesfare-not‘-.only.;inctﬁcient.-.but...also unjust, since
they.:deprive-nordinm:y‘citizens,-. including pensioners.and small. Investors, ,
of.:a;faimfretum.on-_-thei:.,_inyestm ents.,As civil society grows more, demo;
I -seratic;sthe-"-‘priv-ilege‘d--returns--of-control-ling-usha-reholders, leading families,
wand-entrenched'managers become-in creasingly:suspect, .

inally, even if dominant corporate controllers successfully block reform
ome period of time in any given jurisdiction, they are likely to become ,
/ éasingly.-irrelemnt in the domestic economy; the world economy, or -

talsbecomes:available to finance newfirms-and new-produf:t! rrfa;ke'ts v
§z‘-ii't‘:g,i11<it:ly..'\.Tof-l'Je-dorﬂilzmatt::c} bythe standard-modeli Venture cayltal .lnve:.st-

ts and initial public offerings are unlikely to occur 1?’ minority
{investors are not offered significant protection, ThJ.S protection c.an.-be
rovided without disturbing the older established firms by establishing
eparate standard-model institutions that apply only tc! new firms. An
example of this is the Newer Markt in the Frankfurt SatoF:ic Exchange,

\ provides. the additional protection«ofien hancedw-dlsf:losl ure;ands
ccounting standards for investors in:start-up.companies.in search .

owato:other countries and to foreign firms that.do business in the .home |
urisdiction. Alternatively, domestic, companies may: be able to reincor--+
or egineforeign jurisdictions or:bind :-.themselves.-.tf: = Fomply.w;th l‘thn:
ishateholder;protections offered: by {"orcignl le?w by listing on atnforexgn
ange (as some Israeli firms now do by‘ listing on.NASDAQ). -
Through devices such as these that effectively permit new firms to adop

mitment: Going Public, Opting in, Opting out, and Globalization,” Warking Paper,
September 1998,
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|




e

&

' t'-l?hosezforcesa'iﬂc]udeith'e:-intem'al-lt’;\'gici'oﬁe-fﬁc'ien'cy;*cdmpetit-ionf,;interest?f

62 CONVERGENCE & PERSISTENCE IN CORPORATE GOVERNANCE

governancepractices,that, protect. controlling insiders in established firms
rcanybe;maintained., without, crippling.the, national. economy. The résult
is to partition,off,.and. grandfather, in,.the older family-controlled or
~manager-dominated.firms, whose-costly governance practices will file
them increasingly.irrelevant toeconomic activity even within their l6cdl”
jurisdiction. o

. X.  Weak forces for convergence

We have spoken here of a number of forces pressing toward international
convergence on a relatively uniform standard model of corporate law.
‘group:pressuresimitationyand theneed-forcompatibility. We have largel );"
ignored two other potential forces that might also press toward conver-
gence: explicit efforts atscross-bordercharmonizationy and-competitiony
between jurisdictions for corporate charters, # '

A.  Harmonization

{The European Union,has,been, the, locus:of the .most. intense efforts tos
sdateatself<consciousharmonization of corpotatelawacrossjurisdictions:
That process has, however, proven a relativelyweak force for convergence; ¢
where there existsisubstantial divergenceincorporatelaw across members
statesyeffortsatharmonization have: generallyborne little fruit; Moreover,
harmonization proposals have often been characterized by an effort to
impose throughout the EU various forms,of regulation whose efficiency..
s questionable, with the result that harmonization sometimes seems more -
an effort to avoid the standard model than to further it. .
Foy/these reasons, the other pressures toward convergence described
above are likely to be much more important forces for convergence than
are explicit efforts at harmonization. At most, we expect that, once the
consensus for adoption of the standard model has become sufficiently
strong,sharmonization may-serve as-a-convenient: pretext for overriding
ithe-objections. of.entrenched national interest groups that resist reform,
ofcorporate. law within, individual states.,

B. Competition for charters

'Eh'e-.-.USuexp'eriencecsuggcstsw_t_ha_t_;_cross:_'IJ_0rdcr,-,:competition_-.for;corpor,atci,,
char_ters;can--.be_-aepowerful«forcngorgconvergence inicorporate’law, and in

.

o i

i
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articular for convergence on an efficient model.” It seems quite plau-
sible, however, that the choicerofilaws rulessnecessary:for this'form of.
npetition: will, not'be adopted in most jurisdictions until substantial
ergence has already taken place. We expect that the most important
stepsatoward convergence canrand will be taken with: relativer rapidity -
fbeforeexplicit cross-border competition for chartersis permitted in most
wlythesworld, and that the latter process will ultimately be used; at miost;
%ggl_lgans.of working out the fine details of-cor}vex'gence and of ongoing
onexperimentation and adjustment thereafter, '

XI. Limits on convergence

otall divergence among corporate law regimes reflects inefficiency. Effi-
«cient divergence can ariseeither through-adaptationto-docal social struc- "
ﬁfu sonthrough fortuity.Neither logic nor competition are likely to create
?é'frbn'g pressure for this form of divergence to-disappear, Consequently,
ould survive for a considerable period of time, Still — though the rate

hange may be slower — there is good reason to believe that even the

A.  Differences in institutional context

netimes jurisdictions choose alternative forms of corporate law
cause those alfernatives complement other national differences in, for ..
example; forms of shareholdings, means forenforcing the law, or related.
odiesioflaw such as bankruptcy. A case in point is the new Russian corpo-
ration statute, which deviates self-consciously from the type of statute that
the'standard model would call for in more developed economies. To take
Ust one example, the Russian statute imposes cumulative voting on all
corporations as a mandatory rule, in strong contrast with the corporate
Jaw of most developed countries. The reason for this approach was largely
torssureisome degree of shareholder influence and access to information
he context of the peculiar pattern of shareholdings that has become
mmonplace in Russia as a result of that country’s unique process of
as privatization.

- _éenerally Roberta Romano, The Genius of American Corporite Law (1993), ‘
llowing Russian voucher privatization in 1993, managers and other employees typically
held'a majority of shares in large companies. Publicly held shares were mostly widely

A
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Nevertheless, therefﬁcicnt?d'égre'e-dL’u'di'\fergence‘dn-curp@rate-law'appeags | mAccounting standards offer an example. As we .notcd earlier, thel:e are
umuchismallerthanthe divergence inthe otherinstitutions in which corpo- currentlystwo different accounting methodologies«that have achieved
watesactivitysistembeddedsFor example, efficient divergence in,creditor minence among developed nations: the:American.GAAP»and the
iprotection:devices is probably much narrower than observed differences  iEuropean-inspired. International: AccountingyStandards. Because these
in the sources and structure of corporate credit. Similarly, the efficient o sets of standards evolved separately, they.differ.in:many. significant
array of mechanismg for,pro tectingshareholders from managerial oppos- etails#From the best current evidence, however,neitherobviously domi-»
wtunismiappears much narrower than the observed variety across juriscic- : ;%*d‘,l;ht'es:.the:rotherlinnterms of efficiency.»
tions in patterns of shareholdings. - dfstheseconomies involved were entirelyrautarchic; both accounting
Moreover, the economicuinstitutionssand. legal structures in' which standards: might well survive indefinitelywith nosacrifice. in:efficiency. »
worporatelaw mustoperateare themselves becoming more uniformactoss sThesincreasingsglobalization. of .the capital.-markets,. however, imposes, .
- sjurisdictionssThis is conspicuously true, for example, of patterns of share4 rongepressure not wonly. for .all.countries.to.adopt.one.or -thle, other.of
wholdingsAll countries are beginning to face, or need to face, the same thesearegimes, but to select a single common. account.ingeregm:xea Over
varied types of shareholders, fromgucontrolling blockholders to mutual time, then, themetwork efficiencies of a.commonistandard form:m--g‘lobal
sundsitoshighlyidispersed.individual sshareholders.,Some of this is driven ‘martketsyare likely: to eliminate even this andi other:forms of fortuitous
by the converging forces ofiintermalieconomic develo pment, Thusgpriva Idivergence in corporate law.
.t-izati-onﬁ'a‘ffé'n't“e'rprise;wi:ncreases;in;p‘ersen:al-w.ealrh;sand- theneed forstartsy Ui
vup:finances(which is aided by a public market that offers an exit for |
the initial private investors) allipromote:aniinereasing inciderice of siall
-1-sh'a.=reholdjngs;,and-sa;-conseqnentunee'd»'fomtrihng-'-prote'ction-for minority
ishareholders, Theglobalizationof capitaliiaikets pressesto the same end:r _
Hence Russia, to return to our earlier example, will presumably evolve over
time toward the patterns of shareholdings typical of developed economies,
and will ultimately feel the need to conform its shareholder voting rules
more closely to the rules found in those economies.

XIL.  Limits on the efficiency of convergence

ing just recognized thatefficiency does notalways dictate convergence »
scorporate law,swe must also recognize that the reverse can be true as
‘well: athigh de gree of convergence neednotalways reflect efficiencys The
ost likely sources of such inefficient convergence, we expect, will be flaws «
marketsior in'political-institutionsithat areiwid elytshared by modern®

.' © B. Harmless mutations

- 1o i ’ . A, Third-party costs: corporate torts
Invarious cases we anticipate that there will bedittle or no.efficien cy differs Pt £

1cncg¥§amongs'multiplc;alterhative!.lccrporal&law rules: In these cases, the
pressures for convergence are lessened, althou gh not entirely eliminated
(since we stillexpect-global.investors.to exertipressure to standardize)*

Yethaps the most conspicuous exampleof inefficient convergence.is the
rule - already universal, with only minor variations from one jurisdiction
Eﬁ;"&he next — that limits'shareholder liability for corporatestorts:: This
ruleinducesinefficient risk-taking andexcessive levels of risky activities =
.' efficiencies that appear to outweigh by far any offsetting benefits, such
reduced costs of litigation or the smoother functioning of the securities

arkets. As we have argued elsewhere, a general rule of unlimited pro rata

dispersed, but there was often at least one substantial outside shareholder with sufficient
holdings to exploit a cumulative voting rule to obtain board representation. See Bernard
Black & Reinier Kraakman, “A Self-Enforcing Model of Corporate Law,” 109 Harvard Law
Review 1911 (1996).

* Ronald Gilson refers to processes in whichfacially different governance structures or legal,
rules-develop tossolve: the:same underlyin g functional problem as-“functional convers
gence.” Ronald J. Gilson, Chapter 4 this volume, On the assumption that formal lawand:

governancepracticesare. embeddedin largerinstitutional contexts thatch ange only slowly;
Gilson conjectures thatefunctiena]qcanvergencejisslikel)nvto:r-fanout‘pace=-fcrmal conver=
sgenceaSuch functional convergence, when it occurs, is what we term harmless muitatiomy

joutt

%l contrast to Gilson, however, we believe thatiformal lawand:governance structuresare »
islessscontextualand more malleable than isoftenwassumed, once,the narm-afrshareholdelr 1
siaccepteduFunctional convergence = ratherithanstraightforward imitation = is .«
husylessinecessary: than- Gilson: supposesiWe also suspect that closessubstitutesramong
a}tﬂl\ie:goyem&ncclsl:1‘u\:tur‘Eu‘and-legal-sr-ulesim'e'-léw'w*iﬁeﬁliiré’ad‘th’a’m@ilfvﬂh“{-mplles\.
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shareholder liability for corporate torts appears to offer far greater overall
efficiencies,
Why, then, has there been universal convergence on an inefficient rule?
The obvious answer is thatsneithersmarkets noripolitics:work well:to
wepresent;thevinterestsrofithespersonsswho. bear: the, direct:costs, of the
11r.ule;=:.-ﬂame1}cs-mr-rwictims-.--Since. by definition, torts involve injuries to
third parties, the parties affected by the rule — corporations and their
potential tort victims — cannot contract around the rule to capture and
share the gains from its alteration. At the same time, owing to the highly
stochastic nature of most corporate torts, tort victims — and particularly
the very large class of Ppotential tort victims — do not constitute an easily -
organized political interest group.?” Moreover, even ifa given jurisdiction
were to adopt a rule of shareholder li ability for corporate torts, difficulties
in enforcement would arise from the ease with which shareholdings or

incorporation can today be shifted to other jurisdictions that retain the
rule of limited liability,

B.  Managerialism

A second example of inefficient convergence, arguably, is the consider-
able:Areedom.en joyedby:managers-in-almost all. jurisdictions to-protect
wtheir-prerogativesin cases when they might conflict with those of share-
holders, including particularly managers’ abili ty toidefend their positions,
against. hesti]watakeoven.eattempts.--'-'rA'gain, ‘political;and. market failures, ;
seem responsible, .,Dispersed-.pubﬁc..-shar.e_hpldcrs,wwho are the persons

most likely to be disafivantaged by the power of entrenched managers,

-.face*-p'oten'tially---serious-mproblems.’of- collective action in making their,,
voice felt.“And managers, whose positions make them a powerful and
influential interest group everywhere, can use their political influence
to Keep the costs of collective action high — for example, by making it
hard for a hostile acquirer to purchase an effective control block of shares
from current shareholders. Corporate law:might therefore converge; nots
prec:iselyf-to‘-*the‘-‘sharelmlder-—orientedjstzmdard model that represents the
iideological:consensusybut-rathertora-ya riant of that:model that has.a
slight'managerialist-tilt, »

* See Henry Hansmann & Reinier Kraakman, “Toward Unlimited Shareholder Liability for
Corporate Torts,” 100 Yale Law Jorrnal 1879, 1882-83 (1991},

By way of contrast, in the US the largely nanstochastic tort of environmental pollution

has made an easier focus for political organizing and, as noted in the text below, has led -

to strong legislation that partially pierces the corporate veil for firms that pollute.

ko
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C. How big a problem?

e problem of inefficient convergence in corporate law appears to be a

elatively limited one, however. Tort victims aside, thewrelations amongs

ually.all actors directly affected by the corporationare heavily.co ntrac--
ualgwhich tends to give thoseactors'a common interest in establishing:
fficientlaw. Moreover, as our earlier discussion has emphasized, share-

h lders, managers, workers, and voluntary creditors either have or are

'which pushes aside the corporate veil to a startling degree in partic-
ar circumstances.

by

XIII. Conclusion

etriumph of the shareholder-oriented model of the corporation overitse
rincipalcompetitors is now agsuredyeven if it was problematic as recently

‘a8 ‘twenty-five years agor Logic alone did not preordairll the principal
‘elements of the standard model, including strong.minority shareholder.

rotections-and corporate managers dedicated to serving the -%nteres?s .
tsshareholders above allrRather, the standard model earned its posi-
on as the dominant model of the large corpora’fion the hard way, b)’r
itscompeting-during the post-World“Wan:]]'-pefla"d the: three alterna=
ive;models of corporate governance: the m fl.nla gerialist model, the laborj
B odel, and the state-oriented model, ‘

mfllfjfglure (’)f the principal alternatives has establis!led the ideological
egemony of the standard model, however, perhaps this should not c:ingle ‘
sa complete surprise. The standard model has never been questione 0;‘_ %
wvast:majority of corporations. It dominates the law and governance o

rcloselysheld corporations in every jurisdiction. Most German companies -

donotparticipatein the codctermination. rcg‘;imc, andr;}mst Putd}.cofrpfl.
ics are not regulated by the managerialist “structure” regime. bum. arly,
e standard model of shareholder primacy has alwa}fs been the domu?anl
gal model in the two jurisdictions where the choice of rlnodel.s might
l:mq:-ectv?:d to matter most: the US ,and_.the_-,.-UK...T_‘he. cholce:.qﬁ.:m?dels. ¥
tterssinzthese jurisdictions because large companies often have highly
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Lfragm:en_teduo.‘wnershipnr.st-ructurcs.arolh continental Furope, where most
-Iax:ge:af:ompa.meSnare-zcontrolleclm-he;-in terests-of controlling;shareholders.
v.:!:radlhonaﬂyﬁiomin&t&Hmrporabeﬁp'olicya»noaﬂm-e.-tter-fwhatw-t-he---- revailin J
sideology:ofithescorporate:formsm. bl
’ We p;edict, therefore, that tamaE_uro_pean‘nequityumarkets-»develop ithe
fde:l)luglcal and competitive attractions of the standard model will beciame
t:r;fi:slpu.tgble,'ev.en among legal academics. And asithe goalofshareholdery
p}f1mab}:.-becdmes‘?s'ecﬁ"n‘d&naturc!evene‘tolﬁéjlitii:-fh—'ﬁé.@convergence in most
aspects of the law and practice of corporate governance is sure to follow,

A theory of path dependence in corporate
ownership and governance

LUCIAN ARYE BEBCHUK & MARK J. ROE"

Introduction

Corporate ownership and governance differ among the world’s advanced
economies. Some countries’ corporations are«diffusely ownedwwith
nanagers firmly. in control,sother countries’ corporations have concen-
trated.ownership, and in still others;labor strongly influences the firm.
During the past half-century since World War II,economiesy-business *
cticesy-and-livingstandards=haverconverged in*Western-Europejsthe
wlnited:States, and Japan: But their corporate ownership structures have
remained different, and .different.degrees.of.ownership+concentration»

untries had different ownership structures at earlier points in time -

\because of their different circumstances at the time, or even because of

' ﬁahistorica] accidents —these differences;might persist atlater pointsin time
evensifitheir economies have:otherwise:becomeiquitessimilaris,
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