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34 What is Corporate Law?

deadlock: many of rhe EC directives that have been adopted, and that are manda-
tory for the member states, deal with relatively unimportant martters 1% Whether
that is a bad thing is subject to debate. At least some of the directives adopted to
date—such as uniform minimum legal capital requirements—might be seen as
favoring distributional pressures more than pressures for efficiency, raising the
concern that truly comprehensive harmonization might lock in forms of regula-
tion that are seriously inefficient.

More recently, among the EU states a certain degree of regulatory
competition—which, in contrast to harmonization, is a ‘bottom-up’ rather than
a ‘top-down’ process of legal change-—has been unleashed by decisions of the
European Court of Justice. As we noted earlier, the Court has struck down vari-
ous efforts by individual states to impose their rules of corporation law on firms
operating locally but incorporated in other member states.’®” As a mechanism for
market integration, this bypasses the domestic interest groups that have held up
legislative harmonization. However, it too may be susceptible to distributional
pressures if the person(s) choosing a company’s state of incorporation stand to
benefit from this decision at the expense of other constituencies. The future path
of European company law will be determined in large past by the relative scope
that harmonization and regulatory competition are given in the years to come.

A similar though mote attenuated tug-ofiwar between the creation of uniform
rules of law at the supra-jurisdictional level and the creation of a uniform marker
for corporate law across jurisdictions via regulatory competition has long been
playing out as well among the federated states of the United States. The result
has been an uneasy and fluid allocation of corporate law between the federal
government on the one hand and the individual states (led by Delaware) on the
other. A widely-noted step in this process was taken with the Sarbanes-Oxley
Act of 2003 which—in the wake of the Enron series of corporate scandals—
extended federal law to further aspects of corporate governance previously left to
the states.

'This is principally a book about the structure and funcrions of corporate
law, not abour its origins. Nonetheless, in the chaprers that follow we will here
and theze explore, briefly and a bit speculatively, the influence of the forces just
surveyed—and of others as well—in shaping the patterns of corporate law that
we see across jurisdictions.

196 See Luca Enriques, EC Company Law Directives and Regulations: How Trivial Ave They?,
27 UnrvERSTTY OF PENNSYIVANIA JOURNAL OF INTERNATIONAL ECoNOMIC Law 1086 (2006).
187 See sources cited supra note 73,

2
Agency Problems and Legal Strategies

Jobn Armour, Henry Hansmann, and
Reinier Kvaakman

2.1 Three Agency Problems

. As we explained in the preceding chapter,! corporate [aw performs two general
" functions: first, it establishes the structure of the corporate form as well as ancil-
lary housekeeping rules necessary to support this structure; second, it attempts

to control conflicts of interest among corpotate constituencies, including those
between corporate ‘insiders’, such as controlling sharcholders and top managerss,
and ‘outsiders’, such as minority shareholders or creditors. These conflicts all have
the character of what economists refer to as ‘agency problems’ or ‘principal-agent’

: . . 3
problems. Tor readers unfamiliar with the jargon of economists, an ‘agency

problem’—in the most general sense of the term—arises whenever the welfare of

" one party, termed the ‘principal’, depends upon actions taken by another party,

termed the ‘agent’. The problem lies in motivating the agent to act in the princi-
pal’s interest rather than simply in the agent’s own interest. Viewed in these broad
terms, agency problems arise in a broad range of contexts that go well beyond
those that would formally be classified as agency relationships by lawyers.

In particular, almost any contractual relationship, in which one paity (the
‘agent’) promises performance to another (the ‘principal’), is potentially subject
to an agency problem. The core of the difficulty is thar, because the agent com-
monly has better information than does the principal about the reievant' facts,
the principal cannot easily assure himself that the agent’s perf(_)rmanf:e is pre-
cisely what was promised. As a consequence, the agent has an incentive to act
opportunistically? skimping on the quality of his performanc.c, or even divert-
ing to himself some of what was promised to the principal. This means, in t_urn,
that the value of the agent’s performance to the principal will be reduced, either

U See supra 1.1,
2 We usj:: the term ‘opporrunism’ here, following the usage of Oliver Williamson, to refer to self-

interested behavior that involves some element of guile, deception, misrepresentation, or bad faith,
See Oliver Williamson, Tae Economic INSTITUTIONS OF CAPITALISM 479 (1983).
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directly or becausc, to assure the quality of the agent’s performance, the principal
must engage in costly monitoring of the agent. The greater the complexity of the
tasks undertaken by the agent, and the greater the discretion the agent must be
given, the larger these ‘agency costs’ are likely to be.?

As we noted in Chapter 1, three generic agency problems arise in business
firms, The first involves the conflict between the firm’s owners and its hired man-
agers. Here the owners arte the principals and the managers are the agents. The
problem lies in assuring that the managers are responsive to the owners’ interests
rather than pursuing their own personal interests. The second agency problem
involves the conflict between, on one hand, owners who possess the majority or
controlling interest in the firm and, on the other hand, the minority or noncon-
trolling owners. Here the noncontrolling owners can be thought of as the ptin-
cipals and the controlling owners as the agents, and the difhculty lies in assuring
that the former are not expropriated by the latter. While this problem is most
conspicuous in tensions berween majority and minority shareholders,? it appears
whenever some subset of a firm’s owners can control decisions affecting the class
of owners as a whole. Thus if minority shareholders enjoy veto rights in relation
to particular decisions, it can give rise to a species of this second agency problem.
Similar problems can arise between ordinary and preference shareholders, and
between senior and junior creditors in bankruptcy (when creditors are the effect-
ive owners of the firm). The third agency problem involves the conflict between
the firm itself—including, particularly, its owners—and the other parties with
whom the firm contracts, such as creditors, employees, and customers, Here the
difficulty lies in assuring that the firm, as agent, does not behave opportunistic-
ally toward these various other principals—such as by expropriating creditors,
exploiting workers, or misleading consumers.

In each of the foregoing problems, the challenge of assuring agents’ respon-
siveness is greater where there are multiple principals—and especially so where
they have different interests, or ‘heterogencous preferences’ as economists say.
Multiple principals will face coordination costs, which will inhibit their ability
to engage in collective action.” These in turn will interact with agency prob-
lems in two ways. First, difficulties of coordinating between principals will
lead them to delegate more of their decision-making to agents.$ Second, the

3 See, e.g., Steven Ross, The Fconomic Theory of Agency: The Principal’s Problem, 63 AMERICAN
Economic Review 134 (1973); PRinNcIPALS AND AGENTS: THE STRUCTURE OF BUSTNESS (John
W. Pratr and Richard ]. Zeckhauser (eds.), 1984); Paul Milgrom and John Roberts, Economics,
ORGANIZATION AND MANAGEMENT (1992),

# These problems become more severe the smaller the degree of ownership of the firm that is
enjoyed by the controlling shareholder. See Luca Enriques and Paolo Volpin, Corporare Governance
Reforms in Continental Eurgpe, 21 JournaL or Economic Persererives 117, 122-5 (2007),

* Classic statements of this problem are found in James M. Buchanan and Gordon Tullock, Tre
((;.;EE)ULUS oF Comsent, 63--116 {1962} and Mancur Olsen, Tue Logic oF COLLEGTIVE ACTION

8 Frank H, Easterbrook and Daniel R. Fischel, THE Economic STRUCTURE 0F CORPORATE
Law, 66-7 (1991).
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more difhicult it is for principals to coordinate on a single set of goals for the
agent, the more obviously difficult it is to ensurc that the agent does the ‘right’
thing.” Coordination costs as between principals thereby exacerbate agency
problems.

Law can play an important role in reducing agency costs. Obvious examples
are rules and procedures that enhance disclosure by agents or facilitate enforce-
ment actions brought by principals against dishonest or negligent agents.
Paradoxically, mechanisins that impose constraints on agents’ ability to exploit
their principals tend to benefit agents as much as—or even more than—they
benefit the principals. The reason is that a principal will be willing to offer
greater compensation 10.an agent when the principal is assured of performance
that is honest and of high quality. To take a conspicuous example in the cor-
porate context, rules of law that protect creditors from opportunistic behavior
on the part of corporations should reduce the intetest rate that corporations
must pay for credit, thus benefiting corporations as well as creditors, Likewise,
legal constraints on the ability of controlling shareholders to expropriate minor-
ity shareholders should increase the price at which shares can be sold to non-
controlling shareholders, hence reducing the cost of outside equity capital for
corporations. And rules of law that inhibit insider trading by corporate man-
agers should increase the compensation that shareholders are willing to offer the
managers. In general, reducing agency costs is in the interests of all parties to a
transaction, principals and agents alike.

It follows that the normative goal of advancing aggregate social welfare, as
discussed in Chapter 1,2 is generally equivalent to searching for optimal solutions
to the corporation’s agency problems, in the sense of finding solutions that maxi-
mize the aggregate welfare of the parties involved—that s, of both principals and
agents taken together.

2.2 Legal Strategies for Reducing Agency Costs

In addressing agency problems, the law turns repeatedly to a basic set of strat-
egies. We use the term “Jegal strategy’ to mean a generic method of deploying
substantive law to mitigate the vulnerability of principals to the opportunism
of their agents. The strategy involved need not necessarily require legal norms
for its implementation. We observed in Chapter 1 that, of the five defining char-
acteristics of the corporate form, only one—legal personalicy—clearly requires
special rules of law.” The other characteristics could, in principle, be adopted
by contrace—for example, through appropriate provisions in the articles of

7 See Hideki Kanda, Debtholders and Equitybolders, 21 Journai or LEGaL STupiss 431, 4401,
4445 (1992); Henry Hansmann, Tar OwNERSHIP OF ENTERPRISE, 39—44 (1996).
8 Seesupral.s. ? Seesupra 1.2.1.
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association agreed to by the firm’s owners.® The same is true of the various strat.
egics we set out in this section.’! Moreover, the rule of law implementing a legal
strategy may be, as discussed in Chapter 1, either a mandatory or a default rule, or
one among a menu of alternative rules.)2

Legal strategies for controlling agency costs can be divided into two subsets,
which we term, respectively, ‘regulatory strategies’ and ‘governance strategies’.
Regulatory strategies are prescriptive: they dictate substantive terms that govern
the content of the principal-agent relationship, tending to constrain the agent’s
behavior directly. By contrast, governance strategies seek to facilitate the princi-
pals’ control over their agent’s behavior.!3

"The efficacy of governance strategies depends crucially on the ability of the
principals to exercise the control rights accorded to them. Coordination costs
between principals will make it more difficult for them eicher to monitor the
agent so as to determine the appropriateness of her actions, of to decide whether,
and how, to take action to sanction nonperformance, High coordination costs
thus render governance strategies less successful in controlling agents, and
regulatory strategies will tend to seem more attractive. Regulatory strategies
have different preconditions for success. Most obviously, they depend for effi-
cacy on the ability of an external authority—a court or regulatory body—to
determine whether or not the agent complied with particular prescriptions.
This requires not only good-quality regulatory institutions—the hallmarks
of which are expertise and integtity —but effective disclosure mechanisms to
ensure that information about the actions of agents can be ‘verified’ by the
regulator. In contrast, governance strategies—where the principals are able to
exercise them effectively—requirte only that the principals themselves are able
to observe the actions taken by the agent, for which purpose ‘softer’ information
may suffice,

Table 21 sets out ten legal strategies——four regulatory strategies and six gov-
ernance strategies—which, taken together, span the law’s principal methods of
dealing with agency problems. These strategies are not limited to the corporarte
contexs; they can be deployed to protect nearly any vulnerable principal-agent
relationship. Our focus here, however, will naturally be on the ways that these
strategies are deployed in corporate law. At the outset, we should emphasize that
the aim of this exercise is not to provide an authoritative taxonomy, but simply to

10 Law can, however, provide useful assistance o parties in relation to these orher characteris-
tics through the provision of ‘standard forms”. See supra 1.4.1.

' For evidence on the role of contractual solutions to agency problems adopted by individual
firms, see Paul Gompers, Joy Ishii, and Andrew Metricl, Corporate Governance and Eequity Prices,
118 QuarTERLY JournaL on Economics 107 (2003); Leorz Klapper and Inessa Love, Corporte
Governance, Investor Protection, and Performance in Emerging Markets, 10 JournaL or CORPORATE
FINANCE 703 (2004).

12 See Chapter I's discussion of the various forms thar rules can rake, supra 1.3—1.4,

'3 An alternarive labelling would thercfore be 1 distinction between ‘agent-constraining’ and
‘principal-empowering’ strategies,
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Table 2—1: Strategies for Protecting Principals

Regulatory Strategies Governance Strategies

Agent Affiliation  Appoingment  Decision Agent

Constraints Terms Rights Rights Incentives
ExAwre  RuULEs ENTRY SELECTION InrrraTion  TRUSTEESHIP
ExPost STANDARDS Exrr Removar VETO Rewarp

offer a heuristic device for thinking about the functional role of law in corporate
affairs. As a result, the various strategies are not entirely discrete but sometimcias
overlap, and our categorization of these strategics does not quadrate perfectly

with corporate law doctrine.

2.2.1 Regulatory strategies
Consider first the regulatory strategies on the left hand side of Table 2—1.

2.2 1.1 Rules and standards

The most familiar pair of regulatory strategies constrain's agents by command-
ing them not to make decisions, or underrake transactions, that \fvould ha;m
the interests of their principals. Lawmakers can frame such constraints as rl‘u es,
which require or prohibit specific behaviors, or as general standards, which leave
the precise determination of compliance to adjudicators after the fact. ‘
Both rules and standards attempt to regulate the substance of agency relation-
ships directly. Rules, which prescribe specific bchavim:s ex ante,l_‘i are commoglll‘y
used in the corporate context to protect a corporation’s clreditors anld pu llc
investors. Thus corporation statutes universally incluclie crechtc.)r protection rules
such as dividend restrictions, minimum capitalization ‘reqlliérefne_ms, or ru ei
requiring action to be taken following serious loss of capital.'® Similarly, capita
market authorities frequently promulgate detailed rules to govern tender offers
roxy voting.!® .
aﬂ%}{’ cmirast, !f;ew jurisdictions rely solely on the rules strategy for reguia.tmg
complex, intra-corporate relations, such as, for example, self-dealing transacu(ins
initiated by controlling shareholders. Such matters are, presumabiy, 100 com}[l). e}}i
to regulate with no more than a matrix of prohibitions and exemptions, whic

i i i latory techniques,
' For the canonical comparison of the merits of rules and star}dards as regl
see Lm?irs Kaplow, Rules Versus Standards: An Ecenomic Analysis, 42 Duxe Law Review 557
{1992).

15 Seednfra 5.2.2. o '
16 See, c%Z., infra 8.2.5.4 {mandatory bid) and 9.2.2 {listing requirements).
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would threaten to codify loopholes and create pointless rigidities. Rather than
rule-based regulation, then, intra-corporate topics such as insider self-dealin
tend to be governed by open standards that leave discretion for adjudicators tf
determine ex post whether violations have occurredV” Standards are also used to
protect creditors and public investors, but the paradigmatic examples of stand-
ards—lbascd regulation relate to the company’s internal affairs, as when the law
requites directors to act in ‘good faith’ or mandates that self-dealing transaction
must be ‘entirely fair’18 i S

‘ The importance of both rules and‘standards depends in large measure on the
vigor with which they are enforced. In principle, well-drafted rules can be mech-
anically enforced. Standards, however, inevitably require courts (or other adjudi-
cators) to become more deeply involved in evaluating and sometimes mouljdiﬂ
corporate decisions ex post. In this sense, standards lie between rules (whicl%
simply require a decision-maker to determine compliance) and another strate
thaF we will address below--the trusteeship strategy, which requires a neuti}{
ficclsmn—maker to exercise his or her own unconstrained best judgment in mak-
ing a corporate decision.

2.2.1.2 Setting the terms of entry and exir

A second set of regulatory strategies open to the law involve regulating the
terms on which principals affiliate with agents rather than—as with rules and
.standards—regulating the actions of agents after the principal/agent relationshi
is established. The law can dictate terms of eniry by, for example, requiring a enti
to di.sciose information about the likely quality of their pcrforn;ancc befgregcon-
tractlr.lg with principals.!® Alternatively, the law can prescribe exit opportunities
for principals, such as awarding to a shareholder the right to sell her stock, or
awarding to a creditor the right to call for repayment of a loan, ’
The entry strategy is particularly important in screening out opportunistic
agents in the public capital markets.2® Outside investors know little abour ublic
companies unless they are told. Thus it is widely accepted that public invlz:stors
requite some form of systematic disclosure to obtain an adequate supply of infor-
mation. Legal rules mandating such disclosure provide an example of an entr
strategy because stocks cannot be sold unless the requisite information is sup)-(
plied, generally by the corporation itself2! A similar but more extreme form of

7 See infra 6.2.5. This i
Jridiction e o o e o ol s from such dacions some
co[]x;bination with a mare general standards strategy. P e suspicion through rules n
. gzz,i;ﬁ, .tsn_g‘al 5.3(.11.1 (manageria;loiiabiliFy vis-d-vis credirors),
*1 The ro[eaof-dfsc?;ls 9-2‘11. in facili i oot inrui
closure for nical public offeings, and new issues o scasonedlcquin Comeato o oPeetosdis
to some extent also facilitate encr i eondary e e hile at the sy
rime facilitating exit by existing%hi{xgsgiflﬁrid:;:gpic(f; ;c;{:r(li;]?sl;ac:lgiﬁl‘gshilll'z;[teiz;::1;;111;
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the entry strategy is a requirement that the purchasers of certain securities meeta
threshold of net worth or financial sophistication.**

'The exit strategy, which is also pervasive in corporate law, allows principals to
escape opportunistic agents. Broadly speaking, there are two kinds of exit rights.
The fisst is the right to withdraw the value of one’s investment. The best example
of such a right in corporate law is the technique, employed in some jurisdictions,
of awarding an appraisal right to sharcholders who dissent from certain major
transactions such as mergers.”® As we discuss in Chapter 7,* appraisal permits
sharebolders who object to a significant transaction to claim the value that their
shares had prior to the disputed transaction—thus avoiding a prospective loss if,
in their view, the firm has made a value-reducing decision.

The second type of exit right is #he right of transfer—the right to sell shares in
the market—which is of obvious importance to public shareholders. (Recall that
transferability is a core characteristic of the corporate form.) Standing alone, a
transfer right provides less protection than a withdrawal right, since an informed
transferee steps into the shoes of the transferor, and will therefore offer a price
that impounds the expected future loss of value from insider mismanagement
or opportunism. But the transfer right permits the replacement of the current
sharcholdet/principal(s) by a new one that may be more effective in controlling
the firm’s management. Thus, unimpeded transfer rights allow hostile rakeovers

in which the disaggregated shareholders of a mismanaged company can sell their
shares to a single active shareholder with a strong financial interest in efficient
management.”> Such a transfer of control rights, or even the threat of it, can
be a highly effective device for disciplining management.2¢ Moreover, transfer

more than one strategy. However, the function of ongoing disclosure rules is more general: see
infra, 2.4and 9.2.1.4.2.

22 For example, SEC registration requirements in the U.S, are waived for an issuer whose offers
are restricted to ‘accredited investors, defined as individuals with net worth in excess of $1m or
annual income in excess of $200,000 for each of the last two years (17 C.E.R. §230.501(), 503,
506 {SEC, Regulation I)). Similarly, in the EU, prospectus disclosure requirements are waived
for issues restricted to ‘qualified investors’, with a securities portfolio of more than €500,000 and
lenowledge of securities investment (Art. 1(e)(iv), 2, 3(2) Directive 2003/25/EC, 2003 Q.]. {L. 345)
64 (Prospectus Directive)).

23 'The withdrawal right is 2 dominant governance device for the regulation of some non-
corporate forms of enterprise such as the common law partnership atr will, which can be dissolved at
any time by any partner. Business corporations sometimes granc similar withdrawal rights to their
shareholders throngh special charter provisions. The most conspicuous example is provided by
open-ended investment companies, such as mutual funds in the U.S., which are frequently formed
as business corporations under the general corporation statutes. The universal defauls regime in
corporate law, however, provides for a much more limited ser of withdrawal righes for shareholders,
and in some jurisdictions noneat all,

2 Seeinfra7.2.2,74.1.2.
25 Some jurisdictions impose limits on the extent to which transfer rights may be impeded. An

example is the E1s ‘breakthrough rule’ for takeovers, implemented in a few European countries.
See infra 8.3.2.

26 Viewed this way, of course, legal rules thatenhance transferabilicy serve not just as an instance
of the exit steategy bur, simultaneously, as an instance of the entry strategy and incentive strategy as
well. The same legal device can serve multiple protective functions. See also infrz 8.1.2.4.




42 Agency Problems and Legal Strategies

rights are a prerequisite for stock matkets, which also empower disaggregated
sharcholders by providing a continuous assessment of managerial performance
(among other things) in the form of share prices.

2.2.2 Governance strategies

Thus far we have addressed the set of regulatory strategies that might be extended
for the protection of vulnerable parties in any class of contracrual relationships.

We now turn to the six strategies that depend on the hierarchical elements of the
principal-agent relationship.

2.2.2.1 Selection and removal

Given the central role of delegated management in the corporate form, it is no
surprise that appointment rights—the power to sefect or remove directors {or other
managers)—are key strategies for controlling the enterprise. Indeed, these strae-
egiesareat the very core of corporate governance. As we will discuss in Chapters 3
and 4, moreover, the power to appoint directors is a core strategy not only for
addressing the agency problems of shareholders in relation (o managers, but also,
in some jurisdictions, for addressing agency problems of minority shareholders

in relation to controlling shareholders, and of employees in relationship to the
shareholder class asa whole.

2.2.2.2 Initiation and ratification

A second pair of governance strategies expands the power of principals ro inter-
vene in the firm’s management. These are decision rights, which grant principals
the power to initiate or ratify management decisions, Again, it is no surprise that
this set of decision rights strategies is much less prominent in corporate law than
are appointment rights strategics. This disparity is a logical consequence of the
fact thar the corporate form is designed as a vehicle for the delegation of man-
agerial power and authority to the board of directors. Only the largest and most
fundamental corporate decisions (such as mergers and charter amendments)
tequire the ratification of shareholders under existing corporation statutes, and

no jurisdiction to our knowledge requires sharcholders to initiate managerial
decisions.?”

2.2.2.3 Trusteeship and reward

Finally, a last pair of governance strategies alters the incentives of agents rather
than expanding the powers of principals. These are incentive strategies. The first
incentive strategy is the reward strategy, which—as the name im plies——rewards

¥ See infra 3.4, The utility, for reducing agency costs, of separating the initiarion of decisions
from their ratification was firse emphasized by Eugene Fama and Michael Jensen, Separation af
Ouwmnership and Congraf, 26 JourNAL or Law anp Econonics 301 (1983).
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wor l , if this were not the case.
wgﬁldgzttlll;vis;ﬂ;;g;};lfa::;iitstxifes for independent r.;irccto-rs cj; p(grtgzaﬁ};?::;;:; sscg
i j ation [ncentives for Ou s
P Yﬁméa;ll‘;\[f;’g:73";;;”(’3ngf)ingﬁz;;”f;z%’éﬁ and Anil Shivdasani, ginamiiicf;'ngt:)aé
g);;::;:‘]“}?epumtian, and Shareholder Wealth, 86 Journail oF Financiar Econo

{(2007).
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trusteeship, provided the auditors are motivated principally by reputational con-
cerns.?* In certain circumstances other agents external to the corporation may be
called upon to serve as trustees, as when the faw requires an investment banker, a
state official, or a court to approve corporate action.

2.2.3 Expostand ex ante strategies

The bottom row in Table 21 arranges our ten legal strategies into five paits, cach
with an ‘ex ante’and an ‘ex post’strategy. This presentation merely highlights the
fact that half of the strategies take full effect before an agent acts, while the other
half respond—ar least potentially—to the quality of the agent’s action ex post.
Ln the case of the regulatory strategies, for example, rules specify what the agent
may or may not do ex ante, while standards specify the general norm against
which an agent’s actions will be judged ex post. Thus, a rule might prohibir a class
of self-dealing transactions outrighe, while a standard might mandate that these
transactions will be judged against a norm of fairness ex post.® Similarly, in the
case of setting the terms of entry and exit, an entry strategy, such as mandatory
disclosure, specifies what must be done before an agent can deal with a principal,
while an exit device such as appraisal rights permits the principal to respond after
the quality of the agent’s action is revealed 34

The six governance strategics also fall into ex anze and ex post pairs, If princi-
pals can appoint their agents ex ante, they can screen for loyahy; if principals can
remove their agents ex post, they can punish disloyalty. Similarly, shareholders
might have the power to initiate a major corporate transaction such as a merger,
or-—as is ordinarily the case—they might be restricted to ratifying a motion to
merge offered by the board of directors.?5 Finally, trusteeship is an ex ante strac-
egy in the sense that it neutralizes an agent’s adverse interests prior to her appoint-
ment by the principal, while most reward strategics are ex post in the sense that
their payouts are contingent on uncertain future outcomes, and thus remain less
than fully specified until after the agent acts.

We do not wish, however, to overemphasize the clarity or analytic power of
this categorization of legal strategies into ex ante and ex post types. One could
well argue, for example, that the reward strategy should not be considered an
ex post strategy but rather an ex ante strategy because, like the trusteeship strat-
egys it establishes in advance the terms on which the agent will be compensated.

32 While auditors face reputational sanctions for failure (see, e.g., Jan Barton, Who Cares About
Auditor Reputarion?, 22 CONTEMPORARY Accountvg REszarch 549 (2005)), their independ-
ence and hence trustee status may be compromised by financial incentives in the form of consult-
ing contracts: see John C. Coffee, Whar Caused Envon? A Capsule Social and Economic History of the
19905, 89 Cornerr, Law Revinw 269, 291-3 (2004).

 Compare infra 6.2.4 (ex ante prohibitions) and 6.2.5 (ex post seandards).

34 Compare, eg, nfra5.2.1,6.2.1.1,9.2.1 {mandatory disclesure), and 7.2.2 (appraisal).
35 See infra 7.4,
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Likewise, one could argue that appointment rights cannot eas.ily be bro_ken into
ex ante and ex post types, since an election of directors might involve, smflfultalrll-
eously, the selection of new directors and thf.? remova-l c?f old ones. I\X?: lof er the
ex postlex ante distinction only as a classification heuristic that is helpful for pur-
Xposition.

Poiiiiz:l, Es we have already noted, it is in the same heuristic spiri.t that we off.cr
our categorization of legal strategies in general. Thfa ten strategies a.lrra?ired in
Table 2—1 clearly overlap, and any given legal rule might well be class:f'ie asan
instance of two or mare of those strategies. Again, our purpose here is simply
to emphasize the various ways in which iavsf can be used as an m.strufment., noi
to provide a new formalistic schema that displaces rather than aids functiona
understanding,

2.3 Compliance and Enforcement

Legal strategies are relevant only to the extent that they induce clomEA)liar.lce. In
this regard, each strategy depends on the existence of other legal msutuuo?s;l—
such as courts, regulators, and procedural rules—.to secute enforcement of the
legal norms. In this section, we consider the .re‘latlonshq? between enforcemctl:t
and compliance. We then discuss three modalities by which enforcement may be

effected.

2.3.1 Enforcement and interventiqn

Enforcement is most directly relevant as repards regulatory strategies such as rules
and standards. These operate to constrain the agent’s beh'avior; they cam.]otldo
this credibly unless they are in fact enforced.?® This necessitates .well—functilonmg
enforcement institutions, such as courts and regulators, along with appropriately-
structured incentives to initiate cases. ' . o
In contrast, governance strategies rely largeiy_ug-)on intervention by pr;ncl—
pals to generate agent compliance.?” Whether this intervention t'akcs Lhe orm%
of appropriate selection of agents and structure of ¥cwarcls, Cl:edlble threats o
removal, or effective decision-making on key issues, its success in securing agent
compliance depends primarily upon the ability _of principals to coordinate and
act at low cost. To be sure, governance strategies rely upon bacl(groun‘d legal
rules to support their operation; in particular, they rely on rules defining the

36 This point is not new. For early recognition, see Roscoe Pound, Law in Books and Law in
Action, 44 Averican Law Review 12 (1910); Gary Becker, Crime and Punishment: An Econontic
1968).
Approach, 76 JourNAL oF PoLiTIcAL Economy 169 { )
P% It is’possiblc to ralk of such interventions asa form of “enforcement’, in [hff sense th:%t the)f r}rlla}ie
the impact of the governance strategies credible ro rhe agent. However, to aV(?id (Egnfuslon with the
more specific sense of enforcement understood by lawyers, we eschew here this wider sense.
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decision-making authority of the various corporate actors.?® They therefore also
requife legal enforcement institutions to make such delineations of authority
cffec‘mre. However, governance strategies require less sophistication and infor-
mation on the part of courts and regulators than is required to enforce agents’
c.ompliance more directly through regulatory strategies.?* Enforcement institu-
tions, therefore, are of first-order importance for regulatory strategies, but only of
second-order importance for governance strategies. , !

2.3.2 Modes of enforcement

Turning now to the nature of these ‘enforcement institutions’, we distinguish
t.hree modalities of enforcement, according to the character of the actors respot-
sible for taking the initiative: (1) public officials, (2) private parties acting in their
own interests, and (3) strategically placed private parties (‘gatckeepers’) .con-
scripted to act in the public interest. Modalities of enforcement might of course
!‘)e classified across a number of other dimensions. Qur goal here is not to categor-
ize for its own sake, but to provoke thought about how the impact of substantive
1f:ga1 strategies is mediated by different modalities of enforcement. We therefore
simply sketch out a heuristic classification based on one dimension—the char-
acter of enforcers—and encourage readers to think about how marters might be
a-ﬁ'ected by other dimensions along which enforcement may vary. The categotiza-
tion we have chosen, we believe, has the advantage that it likely reflects the wa

in which agents involved in running a firm perceive enforcement—that s, a)s’

affecting them through the actions of public officials, interested private parties,
and gatckeepers.

2.3.2.1 Public enforcement

By ‘public enforcement’, we refer to all legal and regulatory actions brought b
organs of the state. This mode includes criminal and civil suits brought bylgmbli};
oﬁﬁcizf‘l‘s and agencies, as well as various ex ante rights of approval—such as for
secutities offering statements—exercised by public actors. In addition to formal
measures, public enforcement also encompasses reputational sanctions that ma
accompany the disclosure that a firm is under investigation 40 ¢

*8 For example, decision righ i i idi
s ghts strategies require courts to deny valid isi
mz;c;eéay a X]rocesss illvhat does not reflect the principals’ decision rigly;t‘;a ey toapurported decision
ee Alan Schwartz, Relarional Contracts in the Conrts: An Am.zl s5is of Incompl
. . . y t‘ A
Em%;udﬁcml Strategies, 21 JOU_RNAL or LEeaL Stupiss 271 (1992); Eydwa£ B. Rci[i angﬁ?i::g
- Wachter, Islands of Conscious Power: Law, Norms, and the Self-Governing Corporation, 149
UI\E’VERS}TY 01;] Penwsyrvania Law REvIEw 1619 (2001). '
ee Jonathan Karpoffand John Lott, Jr., 7he Reputational Penatty Fir jiti
0 L], wis Face Ci
Crzzumzlﬁmu.d, 36 JourNAL 0r Law AND Economics 757 (1993) CiﬁdyAlexandﬁ?’gn :;:?1?\2;;;;15
f{; ; ¢ Reputational Penalty for Corporate Crime: Evidence, 42 Jouznar 0¥ Law anD EcoNOMICS
i k(1999); Jonathan Karpoff, D. Scott Lee, and Gerald Martin, The Cost o Firms of Cooking the
00ks, 43 JOURNAL OF FINANCIAL AND QUANTITATIVE AnaLysis 581 {2008),
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Public enforcement action can be initiated by a wide variety of state organs,
ranging from local prosecutors’ offices to national regulatory authorities
that monitor corporate actions in real time—such as the U.S. Securities and
Exchange Commission (SEC) monitoting corporate disclosures—and have the
power to intervene to prevent breaches.4! We also describe some self-regulatory
and quasi-regulatory authorities, such as national stock exchanges and the UK’s
Financial Reporting Council, as ‘public enforcers’. Such bodies are enforcers to
the extent that rthey are able in practice to compel compliance with their rules
ext ante ot to impose sanctions for rule violations ex post, whether these sanc-
tions are reputational, contractual, or civil. Moreover, they are meaningfully
described as public enforcers where their regulatory efficacy is spurred by a cred-
ible threat of state intervention, and they can be seen as public franchisees.*?
Where no such credible threat exists, then such organizations are better viewed

as purely private.

2.3.2.2 Private enforcement

‘Private enforcement’ most obviously encompasses civil lawsuits brought by pri-
vate parties, such as shareholder derivative suits and class actions. Importantly,
however, we wish to emphasize that it also should be understood as including
informal, or reputational, sanctions imposed by private parties, which might take
the form of lower share prices, a decline in social standing, o a personal sense of
shame 43 All of these may be inflicted by private parties on misbehaving corpor-
ate actors as private responses to wrongdoing.44

As with public enforcement, private enforcement embraces a wide range of
institutions. At the formal end of the spectrum, these include class actions and
derivative suits, which require considerable legal and institutional infrastructure
in the form of a plaintiffs’ bar, cooperative judges, and favorable procedural law
that facilitates actions through matters as diverse as discovery rights and legal fees.
Similarly, at the informal end of the spectrum, market reputation can only ‘penal-
ize’ misconduct by corporate wrongdoers to the extent that there is 2 mechanism
for dissemination of information about (possible) malfeasance and reasonably

4L On the efficacy of public enforcement of securities laws in promoting deep and liquid mar-
kets, contrast Rafael La Porta, Florencio Lopes-de-Silanes, and Andrei Shleifer, Whar Works in
Securities Laws?, 61 JournaL or FINANCE 1 (2006) with Howell Jackson and Mark Roe, Public and
Private Enforcement of Securities Laws: Resource-Based Evidence, Working Paper (2008), at heep:/f
WWW.SSITL.COIT.

12 The concept of ‘coerced self-regulation” is developed in Tan Ayres and John Braithwaite,
RESPONSIVE REGULATION: TRANSCENDING THE DEREGULATTION DEBATE 101-32 (1992),

43 Repurational losses may also be suffered by firms consequent on the announcement of a pri-
vate lawsuit, in addition to the formal sanction it implies. See, ¢.g., Amar Gande and Craig Lewis,
Sharebalder Initiated Class Action Lawsuits: Sharebolder Wealth Effects and Industry Spillovers,
JOURNAL OF FINANCIAL AND QUANTITATIVE ANaLysis (forthcoming).

44 Tndeed, the soursce of the sanction may be the actor himself, to the extent that very private
internal feelings of guilt are involved.
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well-functioning factor and product markets in which the terms on which the
firm contracts become less favorabie in response to that information. s
Unlike public enforcement, the modality we term private enforcement depends

chiefly on the mechanism of deterrence—that is, the imposition of penalties ex
post upon the discovery of misconduct. There are few direct analogs in private
enforcement to the ex anse regulatory approval we have included within the
mode of public enforcement. One example of such enforcement may be the UK’s
‘scheme of arrangement’ procedure, whereby a company wishing to undertake a
major restructuring transaction and having obtained requisite votes from share-
holders (and creditors, if they are parties) may scek court approval of the arrange-
ment.*¢ The court will scrutinize the procedural steps taken at this point, and if
its sanction is given to the scheme, it cannot be challenged ex post. However, if the
focus is widened to include not only enforcement in the strice sense, but means
of securing agent compliance more generally, there is an important counterpart:

private actors are of course very much involved in ex ante governance interven-
tions to secure compliance by agents. Indeed, while the discussion in this section
has focused on public and Private actors as initiators of the enforcement of legal

norms, the same conceptual distinction can also be made in relation to govern-

ance interventions, Public actors may also be involved in governance interven-

tions, for instance where the state is a significant stockholder, This position is not

observed in most of the jurisdictions we survey, but in some countries-—most

notably China-—state ownership of controlling shares in publicly traded com-
panies is common.*” Under such circumstances, public actots—namely govern-
ment agencies—take decisions regarding governance intervention.

2323 Gatekeeper control

Gatekeeper control involves the conscription of noncorporate actors, such as
accountants and lawyers, in policing the conduct of corporate actors. This con-
scription generally involves exposing the gatekeepers to the threat of sanction
for participation in corporate misbehavior, or for failure to prevent or disclose
misbehavior.®® The actors so conscripted are ‘gatekeepers’ in the sense that
their participation is generally necessary, whether as a matter of practice or of
law, to accomplish the corporate transactions that are the uitimate focus of the

# On the role of reputational penalties in contracting, sce Simon Johnson, John McMillag,
and Chiistopher Woodruff, Courss and Relational Contracts, 18 JournaL or Law Economics
AND ORGANTZATION 221 {2002); Franklin Allen, Jun Qian, and Meijun Qian, Law, Finance, and
Economic Growth in China, 77 JourRNAL 08 FINANCIAL Economics 57 (2005).

46 Pare 26 Companies Act 2006 (UK),

47 Sec Lee Branstetter, Chinas Financial Mavbess: An Overview, in CHINAS FINANCIAL
TrANSITION AT A CROSSROADS 23, 43-57 (Charles W. Calomiris {ed.}, 2007).

8 See Reinier Kraakman, Gatekeepers: The Anatomy of a Third-Parey Enforcement Strategy,
2 Journar or Law ECONOMIGS AND ORrGaNIZATION 53 (1986} John C. Coffee, Jr., GATEXEEPERS:
THE PROFESSIONS AND CorpPorATE GOVERNANCE (2006).
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enforcement efforts. We call the mode ‘gatckeeper control 1o cmpha:lz:r;i;a;; éf
works by harnessing the control that. gatckeepers have ovier corpor:i inwanwd
tions, and giving them a strong incentive to use that control to preven
COIE?;Z;ceper control is probably best vie‘wed as a formhof delcga{t}edi ll;t::l;rz;
tion: principals do not themselves engage in scrutiny of the Egeﬁlt,e l.; Jeave this
to the gatekeeper. Compliance is generally Sfecured throug 1-;; t:i X e
anism of constraint (e.g., auditors refuse to issue an unquali eS reﬁydele aher
than through the ex post mechanism of penalizing WIO[Igd;){Cl’S. uc) ) theg fon
of course creates a new agency problem bctw‘een the gate c.aql)er :;n ipS v
cipals. This is dealt with through the app.licatlon of the basmdega dstrateti:s ¢
the gatekeepers themselves, with chief reliance on the standards and trus p

strategies.

2.4 Disclosure

Disclosure plays a fundamental role in controlling corpo;g?: agency }clctjst:t.rif
we have already noted,*? it is an important part of the a fation élg s e
egies. Most obviously, prospectus disclosure forces agents to prov}i : ehp;(:snl; i
ive principals with information that helps them ro decide upon w :ﬁc ﬁnam;ial
any, they wish to enter the firm as owners. To a les‘ser extent, per;o nancial
disclosure and ad hoc disclosure-—for example, of‘ informaton re evant (o s| N
prices, and of the terms of related party transacmor.ls——aiso pmmitsh prmc‘itpaél
to determine the extent to which theywish to remain owners, of rather f;:'cz the
firm. However, continuing disclosure also has more gc.neral auxiliary i Tects in
relation to each of the other strategies; hence we treat it separately art this point
i iscussion, .
- ?1111 rr{eiilifil(l)il to regulatory strategies that [CqEJiI‘E enforcement,.dlsck;lstr;l ;)f
related party transactions helps to reveal tk.le existence Tfl _tr_ansactm.illsl gn?mma)-r
be subject to potential challenge, and provides potentia itigants Er} s informa:
tion to bring before a court. In relation to governance strategies, dxsc 0 "
be used in several different, but complementary, ways. First, and most hgctnere
ally, mandating disclosure of the terms of t_he governance arrangemgntso ; da :; y
in place allows principals to assess appropriate mtcrve'nulon tacu;:s.h Z:Emi[; nd
specifically in relation to decision rights,‘man’datory dlS‘C osunf}:1 of the s of &
proposed transaction for which the principals appro?'al is sought can llml:erves he
principals’ decision. Third, disclosure of th.ose serving in trfustce roles
bond their reputations publicly to the effective monitoring of agents.

49 See supra 2.2.1.2; see also infra 9.2.1.
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There is of course a need to ensure compliance with disclosure obligations
themselves. This is a microcosm of the more general problem of securing agent
compliance. For periodic disclosures, where the type of information is expected
but the content is not yet known (so-called *known unknowns’), no additional
compliance mechanism may be required beyond a public statement thac the dis-
closure is expected. If the principals are made aware that a particular piece of
information (for example, annual financial statements, the structure and com-
position of the board, or executive compensation arrangements} is expected to
be disclosed in a particular format, then non-disclosure itself can send a nega-
tive signal to principals, stimulating them to act.3 The compliance issue with
periodic disclosure is not so much whether it happens, but its quality, and hence
a trusteeship strategy-—in the form of auditors— is typically used to assist in
assuring this. For ad foc disclosure, the compliance issues are different, because
by definition, principals do not expect particular disclosures in advance (that

is, these are so-called ‘unknown unknowns’). Here vigorous legal enforcement
alone seems to be able to ensure compliance.!

2.5 Legal Strategies in Corporate Context

"The law does not apply legal strategies in the abstract but only in specific regu-
latory contexts. For purposes of exposition and analysis, we have grouped those
contexts into six basic categories of corporate decisions and transactions. Fach
of the next seven chapters focuses on one of those categories. Necessarily, the
boundaries of these categories are to some degree arbitrary and overlapping.
Nevertheless, each category has a degree of functional unity, and the typical
deployment of legal strategies in each is at least modesarely distinct,

Chapters 3 and 4 examine the legal strategies at play in the regulation of ordin-
ary business transactions and decisions. Not surprisingly, governance strategies
predominate in this context. Chapter 5 turns to corporate debt relationships
and the problem of creditor protection—a context in which regulatory strat-
egies are common, except when the firm is insolvent, when the emphasis shifts
(o governance strategies. Chapter 6 examines the legal regulation of related party
(or self-dealing) transactions; Chapter 7 investigates the corporate law treat-
ment of ‘significant’ transactions, such as mergers and major sales of assets, and
Chapter 8 assesses the legal treatment of control transactions such as sales of con-
trol blocks and hostile takeovers. As the discussion below will demonstrate, juris-
dictions adopt a fluid mix of tegulatory and governance strategies in all of the

*® "This mechanism is used to enforce disclosure of governance arrangements in the UK and
elsewhere under so-called ‘comply or explain’ provistons.

31 See Utpal Bhattacharya and Hazem Daocuk, The World Price of lnsider Trading, 57 Journar
oF FINANCE 75 (2002).
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last three transactional contexts. Then, C'hapter 9 turns to mvclestor p:;f;u?;
and the regulation of issuers on the public market, where regulatory g
[c\?(foiinillen:: do not claim that these transactional a.nd decisio'nal ﬁategodmei
exhanst all of corporate law, they cover most of Wha.lt is conventionally Il;;s ,fes
stood to be corporate law, and neatly all of the interesting and controversia
i resents today.

thf-\;;;;;;‘: ?;CC}E Ec,)f OuUr seven);ubstantive chaptcrs,.our_analysis. przcieds fz;f—
tionally. In most chapters, our anal?rtic diSCUSSiOﬂflS organized Cizici]gs W)er
problems and legal strategies: for a given category o corpo;{ate e ons, we
review the legal strategics that are actively deployed. by ‘the ey corpo ue law
jurisdictions. In two chapters, however, the an.aiytl.c discussion is (;f'gh ired
somewhat differently—by categories of transactions in Chapé;r 7 (w 81(:(Which
cerns significant transactions), and by agency p_roblems in apte[rldS which
concerns control transactions). This variation in 'structurehrespo

greater heterogeneity of the transactions d.calt Wltl’.l in thosec apters. dietions

Finally, to the extent that there are sigmﬁc‘ant differences across cjlurizions s

in the legal strategies employed to regu%ate a given class of colrpo.raté hec si 10, e
attempt to assess the origins of these differences. In particular, in 1 ag 10w
ask to what extent these differences can be understood as funcuo'n? | adap flons
to differences in institutions, such as trading markets :%nd -ﬁna‘ncm mt(cir?ew 1far
ies (that is ‘efficiency effects’ of such com[?i(':menta.ry ms;n‘uno;s);i?srtlrib ,:t w far
they appear to be historical, cultural, or political artifacts driven by di

rather than functional concerns.>?

2.6 Systematic Differences

We might expect the use of the various legal strategi?s for control_hnﬁ afsrr;?;
costs, and of the associated modes of enforcement, to differ systemaltlca yt across
jurisdictions. In particular, we would expect to see strong colmp emen thes
between the structure of share ownership and t%xc types of lega str;tcgles re ed
upon most heavily to control agency costs. Sn-lce th-e c?ﬂicacy obigoverna e
mechanisms is closely linked to the extent to which principals ;.rc z .de o cof(;ect
inate, it would be surprising if the structure of share ownership di nc;t a St
the extent to which these strategies are employed ro con-trol :nm%nagersc.1 :il gm

jurisdictions around the wortld, the ownership of shares in publicly tr? e 1 rms
is concentrated in the hands of relatively few shareholders——whetherl afmlleis or
institutional investors. With such ownership patterns, owners face relatively low
coordination costs as between themselves, and are able to rely on governance

g , car
52 On the distinction berween ‘efficiency effecrs” and ‘distributional effects’ of complementary
instirutions, see s#pra 1.6.1.
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strategies to control managers. Where ownership of shares is more diffuse,
however, governance mechanisms are less effective, and there is more need for
regulatory mechanisms to take the fore.

Just as the choice of legal strategies for controlling agency problems is likely
to complement the pattern of ownership, it will in turn be complemented by
the nature and sophistication of the enforcement institutions. In systems rely-
ing heavily on regulatory strategies, enforcement institutions will likely have a
greater role to play in securing compliance by agents, as opposed to interven-
tion by principals themselves.? At a more micro level, particular regulatory strat-
egies complement and are supported by different enforcement institutions. Rules
require a sophisticated and quickly responding regulator, if they are not to end
up imposing greater hindrance than benefit on parties. Standards, on the other
hand, require independent and sophisticated courts and lawyers, if they are to be
deployed cffectively.

In addition, the appropriate scope of continuing disclosure obligations may
vary depending on the extent to which particular legal strategies are employed.
‘Thus in the U.S., where regulatory strategies are extensively used, continuing
disclosure focuses on self-dealing transactions, and so assists in formal enforce-
tmentactivities. In the EU, by contrast, where greater reliance is placed on govern-
ance mechanisms, disclosure obligations emphasize details of board structure.54
The necessary extent of disclosure will also vary depending on the ownership
structure. Where owners are highly coordinated, frequent disclosure may be less
important for controlling managers:* owners are better able to discover informa-
tion for themselves, and governance strategies can be used to stimulate disclosure
of greater information. This is not to say, however, that effective and adequately
enforced disclosure obligations do not matter in systems with coordinated
owners, Rather, the problem with coordinated owners is not the first of our three
agency problems but the second: ensuring that the information management
transmits to powerful owners, and information about how those owners exer-
cise their control rights, makes its way to all owners equally—that is, preventing
so-called ‘selective disclosure’,

* 'The existence of 2 demand for regulatory, as opposed ro governance, strategies may be
expected to spur the development of regulatory expertise. Thus in jurisdictions with widely dis-
persed retail sharcheldings, such as the U.S,, specialist courts tend to be more active because they
are more in demand. See Zohar Goshen, The Efficiency of Controlling Corporate Self-Dealing: Theory
Meets Reality, 91 CaLirorNia Law Review 393 (2003).

* Sce e.g, The High Level Group of Company Law Experts, Rerort or is Hicw Lever
Grour or Company Law Experrs on A MoDERN REGULATORY FRAMIWORE rOR Comrany Law
N Eurore 45-6 (2002), ar htepi/fec.curopa.eu; Recommendation 2005/162/EC on the role of
non-executive ar supervisory directors of listed companies and on commitrees of the (supervisory)
board {2005 Q]. (L. 52)51), para. 9.

# See John Armour and Jeftrey N. Gordon, The Berle-Means Corporation in the 215t Century,
Working Paper (2008}, at herpiiwww faw.upenn.edu.
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Many such institutional differences may make little overall dlffr?rence ftot thte
i i rat-
success of firms’ control of their agency costs, as various colmbm;itlons o sh
i instituti ionally equivalent. However, there
i ted institutions may be functionally .
cgics andassocts is likely to be important in any
instituti hose presence or absence is likely .
are some institutions w : any
iurisdiction. In particular, given the fundamental role playec}ll by chs.clom; ]
. . in
Jsupporting both the enforcement of regulatory strategies anccli t Ee exercise 0 r%ties
i i i 'e— and efective secu
insti orting disclosure—a strong
ernance, institutions supp . : fve secuities
regulator and a sophisticated accounting profession, for f.:xampie H‘am:a enz
likely to make an overall difference to the success of firms in controlling agency

costs.*®

56 See Besnard Black, The Legal and Institutional Preconditions for Strong Securities Markets, 48
UCLA Law Review 781 {2001).




