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1. Introduction

Corporate governance deals with the ways in which suppliers of finance to corporations assure
themselves of getting a return on their investment. How do the suppliers of finance get managers to return
some of the profits to them? How do they make sure that managers do not steal the capital they supply or
invest it in bad projects? How do suppliers of finance control managers?

At first glance, it is not entirely obvious why the suppliers of capital get anything back. Afier all,
they part with their money, and have little to contribute to the enterprise afterwards. The professional
managers or entrepreneurs who run the firms might as well abscond with the money. Although they
sometimes do, usually they do not. Most advanced market economies have solved the problem of
corporate governance at least reasonably well, in that they have assured the flows of enormous amounts
of capital to firms, and actual repatriation of profits to the providers of finance. But this does not imply
that they have solved the corporate governance problem perfectly, or that the corporate governance
mechanisms cannot be improved.

In fact, the subject of corporate governance is of enormous practical importance. Even in advanced
market economies, there is a great deal of disagreement on how good or bad the existing governance
mechanisms are. For example, Easterbrook and Fischel (1991) and Romano (1993a) make a very
optimistic assessment of the United States corporate governance system, whereas Jensen (1989a, 1993)
believes that it is deeply flawed and a major move from the current corporate form to a much more highly
leveraged organizations, similar to LBOs, is in order. There is also constant talk of replacing the Anglo-
Saxon corporate governance systems with those patterned after Germany and Japan (see, for example, Roe
1993 and Charkham 1995). But the United States, Germany, Japan, and the United Kingdom have some
of the best corporate governance systems in the world, and the differences between them are probably

small relative to their differences from other countries. According to Barca (1995) and Pagano, Panetta
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and Zingales (1994), Italian corporate governance mechanisms are so undeveloped as to substantially
retard the flow of external capital to firms. In less developed countries, including some of the transition
economies, corporate governance mechanisms are practically non-existent. In Russia the weakness of
corporate governance mechanisms leads to substantial diversion of assets by managers of many privatized
firms, and the virtual non-existence of extemal capital supply to firms (Boycko, Shleifer and Vishny 1995).
Understanding corporate governance not only enlightens the discussion of perhaps marginal improvements
in rich economies, but can also stimulate major institutional changes in places where they need to be made.

Corporate governance mechanisms are economic and legal institutions, that can be altered through
the political process -- sometimes for the better. One could take a view that we should not worry about
governance reform, since, in the long run, product market competition would force firms to minimize
costs, and as part of this cost minimization to adopt rules, including corporate governance mechanisms,
enabling them to raise external capital at the lowest cost. On this evolutionary theory of economic change
(Alchian 1950, Stigler 1958), competition would take care of corporate governance. = While we agree
that product market competition is probably the most powerful force toward economic efficiency in the
world, we are skeptical that it alone can solve the problem of corporate governance. One could imagine
a scenario in which entrepreneurs rent labor and capital on the spot market every minute at a competitive
price, and hence have no resources left over to divert to their own use. But in actual practice, production
capital is highly specific and sunk, and entrepreneurs cannot rent it every minute. As a result, the people
who sink the capital need to be assured that they get back the return on this capital. The corporate
govemance mechanisms provide this assurance. Product market competition may reduce the returns on
capital, and hence cut the amount that managers can possibly expropniate, but it does not prevent the
managers from expropriating the competitive return after the capital is sunk. Solving that problem requires

something more than competition, as we show in this survey.
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Our perspective on corporate governance is a straightforward agency perspective, sometimes
referred to as separation of ownership and control. We want to know how investors get the managers to
give them back their money. To begin, section 2 outlines the nature of the agency problem, and discusses
some standard models of agency. It also focuses on incentive contracts as a possible solution to the agency
problem. Finally, section 2 summarizes some evidence pointing to the large magnitude of this problem
even in advanced market economies.

Sections 3-5 outline in broad terms the various ways in which firms can attract capital despite the
agency problem. Section 3 briefly examines mechanisms that work without giving suppliers of capital any
real power. These mechanisms include reputation-building in the capital market and excessive investor
optimism. We conclude that such mechanisms, while potentially important, are unlikely to be the whole
story.

Sections 4 and 5 then turn to the two most common approaches to corporate governance, both of
which rely on giving investors some power. The first approach is to give investors power through legal
protection from expropriation by managers. Protection of minority rights and legal prohibitions against
managerial self-dealing are examples of such mechanisms. The second major approach is ownership by
large investors (concentrated ownership): matching significant control rights with significant cash flow
rights. Most corporate governance mechanisms used in the world -- including large shareholdings,
relationship banking, and even takeovers -- can be viewed as examples of large investors exercising their
power. We discuss how large investors reduce agency costs. While large investors still rely on the legal
system, they do not need as many rights as the small investors do to protect their interests. For this reason,

corporate governance is typically exercised by large investors.
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Despite its common use, concentrated ownership has its costs as well, which can be best described
as potential expropriation by large investors of other investors and stakeholders in the firm. In section 6,
we focus on these potential costs of ownership by large investors.

In section 7, we tum to several specific examples of widely used corporate governance
mechanisms, which illustrate the roles of legal protection and concentrated ownership in corporate
governance. We begin by discussing debt governance and equity governance as alternative approaches
to addressing the agency problem. We then tumn to a brief discussion of a hybrid form -- the leveraged
buyout, -- which reveals both the benefits and the costs of concentrated ownership. Finally, we look at
state enterprises as a manifestation of a radical failure of corporate governance.

In section 8, we bring sections 4-7 together by asking: which system is the best? We argue that
a good corporate governance system should combine some type of large investors with legal protection of
both their rights and those of small investors. Indeed, corporations in successful market economies, such
as the United States, Germany, and Japan, are govemed through somewhat different combinations of legal
protection and concentrated ownership. Because all these economies have the essential elements of a good
governance system, the available evidence does not tell us which one of their govemance systems is the
best. In contrast, corporate governance systems in most other countries, ranging from poor developing
countries, to transition economies, to some rich European countries such as Italy, lack some essential
elements of a good system. In most cases, in fact, they lack mechanisms for legal protection of investors.
Our analysis suggests that the principal practical question in designing a corporate governance system is
not whether to emulate the United States, Germany, or Japan, but rather how to introduce significant legal
protection of at least some investors so that mechanisms of extensive outside financing can develop.

Finally, in section 9, we summarize our argument and present what we take to be some of the

major unresolved puzzles in the analysis of corporate governance.
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Before proceeding, we should mention several important topics closely related to corporate
govemance that our paper does not deal with, as well as some of the references on these topics. Our paper
does not deal with foundations of contract theory; for that, see Hart and Holmstrom (1987), Hart (1995,
part I) and Tirole (1995). Second, we do not deal with some of the basic elements of the theory of the firm,
such as the make or buy decision (vertical integration). On this topic, see Williamson (1985), Holmstrom
and Tirole (1989), and Hart (1995, partI). Third, while we pay some attention to cooperatives, we do not
focus on a broad variety of non-capitalist ownership patterns, such as worker ownership or non-profit
organizations. A major new treatise on this subject is Hansmann (1995). Finally, although we talk about
the role of financial intermediaries in governance, we ignore their function as collectors of savings from
the public. For recent overviews of intermediation, see Allen and Gale (1994), Dewatripont and Tirole
(1995) and Hellwig (1994). In sum, this survey deals with the separation of financing and management
of firms, and tries to discuss how this separation is dealt with in theory and in practice.

The last preliminary point is on the selection of countries we talk about. Most of the available
empirical evidence in the English language comes from the United States, which therefore receives the
most attention in this paper. More recently, there has been a great surge of work on Japan, and to a lesser
extent on Germany, Italy, and Sweden. In addition, we frequently refer to the recent experience of
privatized firms in Russia, with which we are familiar from our advisory work, even though there is little
systematic research on Russia's corporate governance. Unfortunately, except for the countries just
mentioned, there has been extremely little research done on corporate governance around the world, and

this dearth of research is reflected in our survey.



2. The Agency Problem.
Contracts

The agency problem is an essential element of the so-called contractual view of the firm, developed
by Coase (1937), Jensen and Meckling (1976) and Fama and Jensen (1983a,b). The essence of the agency
problem is the separation of management and finance, or -- in more standard terminology -- of ownership
and control. An entrepreneur, or a manager, raises funds from investors either to put them to productive
use or to cash out his holdings in the firm. The financiers need the manager's specialized human capital
to generate returns on their funds. The manager needs the financiers' funds, since he either does not have
enough capital of his own to invest or else wants to cash out his holdings. But how can financiers be sure
that, once they sink their funds, they get anything but a worthless piece of paper back from the manager?
The agency problem in this context refers to the difficulties financiers have in assuring that their funds are
not expropnated or wasted on unattractive projects.

In most general terms, the financiers and the manager sign a contract that specifies what the
manager does with the funds, and how the returns are divided between him and the financiers. Ideally,
they would sign a complete contract, that specifies exactly what the manager does in all states of the
world, and how the profits are allocated. The trouble is, most future contingencies are hard to describe and
foresee, and as a result, complete contracts are technologically infeasible. This problem could not be
avoided even if the manager was motivated to raise as much funds as he could, and so tried hard to
accommodate the financiers by developing a complete contract. Because of these problems in designing
their contract, the manager and the financier have to allocate residual control rights -- i.e. the rights to make
decisions in circumstances not fully foreseen by the contract (Grossman and Hart 1986, Hart and Moore
1990). The theory of ownership addresses the question of how these residual control rights are allocated

efficiently.
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In principle, one could imagine a contract in which the financiers give funds to the manager on the
condition that they have all the residual control rights. Any time something unexpected happens, they get
to decide what to do. But this does not quite work, for the simple reason that the financiers are not
qualified or informed enough to decide what to do -- the very reason they hired the manager in the first
place. As a consequence, the manager ends up with substantial residual control rights and therefore
discretion to allocate funds as he chooses. There may be limits on this discretion specified in the contract --
and much of corporate governance deals with these limits, but the fact is that managers do have most of
the residual control nghts.

In practice, the situation is more complicated. First, the contracts that the managers and investors
sign cannot require too much interpretation if they are to be enforced by outside courts. In the United
States, the role of courts is more extensive than anywhere else in the world, but even there the so-called
business judgment rule keeps the courts out of the affairs of companies. In much of the rest of the world,
courts only get involved in massive violations by managers of investors' rights (e.g., erasing shareholders'
names from the register). Second, in the cases where financing requires collection of funds from many
investors, these investors themselves are often small and too poorly informed to exercise even the control
rights that they actually have. The free rider problem faced by individual investors makes it uninteresting
for them to learn about the firms they have financed, or even to participate in the governance, just like it
may not pay citizens to get informed about political candidates and vote (Downs 1957) . As a result, the
effective control rights of the managers -- and hence the room they have for discretionary allocation of
funds -- end up being much more extensive than they would have been if courts or providers of finance

became actively involved in detailed contract enforcement.



Management Discretion

The upshot of this is that managers end up with significant control rights (discretion) over how to
allocate investors' funds. To begin, they can expropriate them. In many pyramid schemes, for example,
the organizers end up absconding with the money. Managerial expropriation of funds can also take more
elaborate forms than just taking the cash out, such as transfer pricing. For example, managers can set up
independent companies that they own personally, and sell the output of the main company they run to the
independent firms at below market prices. In the Russian oil industry, such sales of oil to manager-owned
trading companies (which often do not even pay for the oil) is evidently common. An even more dramatic
alternative is to sell the assets, and not just the output, of the company to other manager-owned businesses
at below market prices. For example, the Economist (June 1995) reported that Korean chaebol sometimes
sell their subsidiaries to the relatives of the chaebol founder at low prices. Zingales (1994) describes an
episode in which one state-controlled Italian firm sold some assets to another at an excessively high price.
The buying firm, unlike the selling firm, had a large number of minority shareholders, and these
shareholders got significantly diluted by the transaction. In short, straight-out expropriation is a frequent
manifestation of the agency problem that financiers need to address. Finally, before the reader dismisses
the importance of such expropriation, we point out that much of the corporate law development in the 18th
and 19th centuries in Britain, Continental Europe and Russia has focused precisely on addressing the
problem of managenial theft rather than that of shirking or even empire-building (Hunt 1936, Owen 1991).

In many countries today, the law protects investors better than it does in Russia, Korea, or Italy.
In the United States, for example, courts try to control managerial diversion of company assets to
themselves, although even in the United States there are cases of executive compensation or transfer
pricing which have a bad smell. For example, Victor Posner, a Miami financier, received in 1985 over

$8 million in salary from DWG, a public company he controlled, at the time the company was losing
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money (New York Times, June 23, 1986). Because such expropriation of investors by managers is
generally kept down by the courts in the United States, more typically managers use their discretion to
allocate investors' funds for less direct personal benefits. The least costly of this is probably consumption
of perquisites, such as plush carpets and company airplanes (Burrough and Helyar 1990). Greater costs
are incurred when managers have an interest in expanding the firm beyond what is rational, reinvesting the
free cash, pursuing pet projects and so on. There is a vast managenalist literature that explains how
managers use their effective control rights to pursue projects that benefit them rather than investors
(Baumol 1959, Marris 1964, Williamson 1964, Jensen 1986, etc). Grossman and Hart (1988) aptly
described these benefits as the private benefits of control.

Finally, and perhaps most importantly, managers can expropriate shareholders by entrenching
themselves and staying on the job even if they are no longer competent or qualified to run the firm (Shleifer
and Vishny 1989). As argued by Jensen and Ruback (1983), poor managers who resist being replaced
might be the costliest manifestation of the agency problem.

Managenial opportunism, whether in the form of expropriation of investors or of misallocation of
company funds, reduces the amount of resources that investors are willing to put up ex ante to finance the
firm (Williamson 1985, Grossman and Hart 1986). Much of the subject of corporate governance deals
with constraints that managers put on themselves, or that investors put on managers, to reduce the ex post
misallocation and thus to induce investors to provide more funds ex ante. Even with these constraints, the
outcome is in general less efficient than would occur if the manager financed the firm with his own funds.

An equally interesting problem concems the efficiency of the ex post resource allocation, after
investors have put up their funds. Suppose that the manager of a firm cannot exproprate resources
outright, but has some freedom not to return the money to investors. The manager contemplates going

ahead with an investment project that will give him $10 of personal benefits, but will cost his investors $20
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in foregone wealth. Suppose for simplicity that the manager owns no equity in the firm. Then, as argued
by Jensen and Meckling (1976), the manager will undertake the project, resulting in an ex post inefficiency
(and of course an ex ante inefficiency as investors cut down finance to such a firm).

The Jensen-Meckling scenario raises the obvious point. why don't investors try to bribe the
manager with cash, say $11, not to undertake the inefficient project? This would be what the Coase
Theorem (1960) predicts should happen, and what Grossman and Hart (1986) presume actually happens
ex post. In some cases, such as golden parachutes that convince managers to accept hostile takeover bids,
we actually observe these bribes (Walkling and Long 1984, Lambert and Larcker 1985). More commonly,
investors do not pay managers for individual actions and therefore do not seem to arrive at efficient
outcomes ex post. The Jensen-Meckling view is empirically accurate and the Coase Theorem does not
seem to apply. Moreover, the traditional reason for the failure of the Coase Theorem, namely that
numerous investors need to agree in order to bribe the manager, does not seem to apply, since the manager
only needs to agree on his bribe with a small board of directors.

The reason we do not observe managers threatening shareholders and being bribed not to take
inefficient actions is that such threats would violated the managers' legal "duty of loyalty" to shareholders.
While it is difficult to describe exactly what this duty obligates the managers to do (Clark 1985), threats
to take value reducing actions unless one is paid off would surely violate this duty. But this only raises the
question of why this legal duty exists at all if it prevents efficient ex post bargaining between managers and
shareholders. The reason for introducing the duty of loyalty is probably to avoid the situation in which
managers constantly threaten shareholders, in circumstances that have not been specified in the contract,
to take ever less efficient actions unless they are bribed not to. It is better for shareholders to avoid
bargaining altogether than to expose themselves to constant threats. This argument is similar to that for

why corruption in general is not legal, even if ex post it improves the resource allocation: the public does
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not want to give the bureaucrats incentives to come up with ever increasing obstacles to private activity
solely to create corruption opportunities (Shleifer and Vishny 1993). But the consequence is that, without
corruption, not all the efficient bargains are actually realized ex post. Similarly, if the duty of loyalty to
shareholders prevents the managers from being paid off for not taking self-interested actions, then such

actions will be taken even when they benefit managers less than they cost shareholders.

Incentive Contracts

In the previous section, we discussed the agency problem when complete, contingent contracts are
infeasible. When contracts are incomplete and managers possess more expertise than shareholders,
managers typically end up with the residual rights of control, giving them enormous latitude for self-
interested behavior. In some cases, this results in managers taking highly inefficient actions, which cost
investors far more than the personal benefits to the managers. Moreover, the managers' fiduciary duty to
shareholders makes it difficult to contract around this inefficiency ex post.

A better solution 1s to grant a manager a highly contingent, long term incentive contract ex ante to
align his interests with those of investors. While in some future contingencies the marginal value of the
personal benefits of control may exceed the marginal value of the manager's contingent compensation, such
instances will be relatively rare if the incentive component of pay is substantial. In this way, incentive
contracts can induce the manager to act in investors' interest without encouraging blackmail, although such
contracts may be expensive if the personal benefits of control are high and there is a lower bound on the
manager's compensation in the bad states. Typically, to make such contracts feasible, some measure of
performance that is highly correlated with the quality of the manager's decision must be verifiable in court.
In some cases, the credibility of an implicit threat or promise from the investors to take action based on an

observable, but not verifiable, signal may also suffice. Incentive contracts can take a variety of forms,
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including share ownership, stock options, or a threat of dismissal if income is low (Jensen and Meckling
1976, Fama 1980). The optimal incentive contract is determined by the manager's risk aversion, the
importance of his decisions, and his ability to pay for the cash flow ownership up front (Ross 1973, Stiglitz
1975, Mirrlees 1976, Holmstrom 1979, 1982).

Incentive contracts are indeed common in practice. A vast empirical literature on incentive
contracts in general and management ownership in particular dates back at least to Berle and Means
(1932), who argued that management ownership in large firms is too small to make managers interested
in profit maximization. Some of the early studies took issue with Berle and Means by documenting a
positive relationship between pay and performance, and thus rejecting the extreme hypothesis of complete
separation of ownership and control (Murphy 1985, Coughlan and Schmidt 1985, Benston 1985). More
recently, Jensen and Murphy (1990) looked at the sensitivity of pay of American executives to
performance. In addition to looking at salary and bonuses, Jensen and Murphy also examined stock options
and the effects on pay of potential dismissal after poor performance. Jensen and Murphy arrived at a
striking number that executive pay rises (and falls) by about $3 per every $1000 change in the wealth of
a firm's shareholders. Similarly to Berle and Means, Jensen and Murphy interpreted their findings as
evidence of inefficient compensation arrangements, although in their view these arrangements are driven
by politically motivated restrictions on extremely high levels of pay.

Kaplan (1994a,b) has shown that the sensitivity of pay (and dismissal) to performance is similar
in the US, Germany and Japan, although average levels of pay are the highest in the United States. The
question is whether there is a similar failure to pay for performance in all countries, or, alternatively, the
results found by Jensen and Murphy are not so counterintuitive. In particular, even the sensitivity of pay

to performance that Jensen and Murphy found would generate enormous swings in executive wealth,
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which require considerable nsk tolerance. More sensitivity may not be efficient for risk-averse executives
(Haubrich 1994).

The more serious problem with high powered incentive contracts is that they create enormous
opportunities for self-dealing for the managers, especially if these contracts are negotiated with poorly
motivated boards of directors rather than with large investors. Managers may negotiate for themselves
such contracts when they know that eamings or stock price are likely to rise, or even manipulate accounting
numbers and investment policy to increase their pay. For example, Yermack (1995) has recently found
that managers receive stock option grants shortly before good news announcements and delay such grants
until after bad news announcements. His results suggest that options are often not so much an incentive
device as a somewhat covert mechanism of self-dealing.

Given the self-dealing opportunities in high powered incentive contracts, it is not surprising that
courts and regulators have looked at them with suspicion. After all, the business judgment rule which
governs the attitude of American courts toward agency problems keeps the courts out of corporate
decisions except in the matters of executive pay and self-dealing. These legal and political factors, which
appear to be common in other countries as well as in the United States, have probably played an important
role in keeping down the sensitivity of executive pay to performance (see Shleifer and Vishny 1988, Jensen
and Murphy 1990). While it is a mistake to jump from this evidence to the conclusion that managers do
not care about performance at all, it is equally problematic to argue that incentive contracts completely

solve the agency problem.

Evidence on Agency Costs

In the last ten years, a considerable amount of evidence has documented the prevalence of

managerial behavior that does not serve the interests of investors, particularly shareholders. Most of this



15

evidence comes from the capital market in the form of "event" studies. The idea is that if the stock price
falls when managers announce a particular action, then this action must serve the interests of managers
rather than those of the shareholders. While in some circumstances this inference is not justified because
the managenal action, while serving the interests of shareholders, inadvertently conveys to the market some
unrelated bad news about the firm (Shleifer and Vishny 1986a), in general such event study analysis is
fairly compelling. It has surely become the most common empirical methodology of corporate governance
and finance (see Fama, Fisher, Jensen and Roll 1969 for the first event study).

We have pointed out above that managerial investment decisions may reflect their personal
interests rather than those of the investors. Jensen (1986) has in fact argued, in his free cash flow theory,
that managers choose to reinvest the free cash rather than retumn it to investors. Jensen has used the
example of the oil industry, where in the mid-1980s integrated oil producers spent roughly $20 per barrel
to explore for new ol reserves (and thus maintain their large oil exploration activities), rather than return
their profits to shareholders or even buy proven oil reserves that sold in the marketplace for around $6 per
barrel. McConnell and Muscarella (1986) have looked more generally at announcement effects of
investment projects of oil and other firms, and found negative returns on such announcements in the oil
industry, though not in others. The study of investment announcements is complicated by the fact that
managers in general are not obligated to make such announcements, and hence those that they do make
are likely to be better news than the average one. Still, the managers in the oil industry announce even the
bad news.

The announcement selection problem does not arise in the case of a particular kind of investment,
namely acquisitions, since almost all acquisitions of public companies are publicly announced. Some of
the clearest evidence on agency problems therefore comes from acquisition announcements. Many studies

have shown that bidder retums on the announcement of acquisitions are often negative (Roll 1986 surveys
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this evidence). Lewellen, Loderer and Rosenfeld (1985) find that negative retumns are most common for
bidders in which their managers hold little equity, suggesting that agency problems can be ameliorated with
incentives. Morck, Shleifer and Vishny (1990) find that bidder returns tend to be the lowest when bidders
diversify or when they buy rapidly growing firms. Bhagat, Shleifer and Vishny (1990), Lang and Stulz
(1994), and Comment and Jarrell (1995) find related evidence of adverse effects of diversification on
company valuation. Diversification and growth are among the most commonly cited managerial, as
opposed to shareholder, objectives. Kaplan and Weisbach (1992) document the poor history of
diversification by the US firms and the common incidence of subsequent divestitures. Finally, Lang, Stulz
and Walkling (1991) find that bidder returns are the lowest among firms with low Tobin's Qs and high cash
flows. Their result supports Jensen's (1986) version of agency theory, in which the worst agency problems
occur in firms with poor investment opportunities and excess cash. In sum, quite a bit of evidence points
to the dominance of managenal rather than shareholder motives in firms' acquisition decisions.

Even clearer evidence of agency problems is revealed by the studies that focus on managers
directly threatened with the loss of private benefits of control. These are the studies of management
resistance to takeovers, which are now too numerous to survey completely. Walkling and Long (1984)
find that managerial resistance to value-increasing takeovers is less likely when top managers have a direct
financial interest in the deal going through via share ownership or golden parachutes, or when top
managers are more likely to keep their jobs. Another set of studies finds that, when managers take anti-
takeover actions, shareholders lose. For example, DeAngelo and Rice (1983) and Jarrell and Poulsen
(1987) find that public announcements of certain anti-takeover amendments to corporate charters, such as
supermajority provisions requiring more than 50 percent of the votes to change corporate boards, reduce
sharecholder wealth. Ryngaert (1988) and Malatesta and Walkling (1988) find that, for firms who have

experienced challenges to management control, the adoption of poison pills -- which are devices to make
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takeovers extremely costly without target management's consent-- also reduce shareholder wealth.
Comment and Schwert (1995), however, question the event study evidence given the higher frequency of
takeovers among firms with poison pills in place. Taken as a whole, the evidence suggests that managers
resist takeovers to protect their private benefits of control rather than to serve shareholders.

Some of the evidence on the importance of agency costs is less direct, but perhaps as compelling.
In one of the most macabre event studies ever performed, Johnson, Magee, Nagarajan and Newman (1985)
have found that sudden executive deaths -- in plane crashes or from heart attacks -- are often accompanied
by increases in share prices of the companies these executives managed. The price increases are the
largest for some major conglomerates, whose founders built vast empires without returning much to
nvestors. A plausible interpretation of this evidence is that the flow of benefits of control diminishes after
the deaths of powerful managers.

There is also a great deal of evidence that control is valued, which would not be the case if
controlling managers (or shareholders) received the same benefits as the other investors. Barclay and
Holdemness (1989, 1992) found that, in the United States, large blocks of equity trade at a substantial
premium to the post-trade price of minority shares, indicating that the buyers of the blocks that may have
a controlling influence receive special benefits. Several studies compared the prices of shares with
identical dividend nights, but differential voting rights. Lease, McConnell and Mikkelson (1983, 1984),
DeAngelo and DeAngelo (1985), and Zingales (1995) have all shown that, in the United States, shares
with superior voting rights trade at a premium. On average, this premium is very small, but Zingales
(1995) shows that it rises sharply in situations where control over firms is contested, indicating yet again
that controlling management teams earn benefits that are not available to minority investors.

Even more dramatic evidence has been obtained for other countries. Levy (1982) finds the average

voting premium of 45.5 percent in Israel, Rydquist (1987) reports 6.5 percent for Sweden, Homner (1988)
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shows about 20 percent for Switzerland, and, most recently, Zingales (1994) reports the 82 percent voting
premium on the Milan Stock Exchange. Zingales (1994) and Barca (1995) suggest that managers in Italy
have significant opportunities to divert profits to themselves and not share them with non-voting
shareholders.

The evidence on the voting premium in Israel and Italy suggests that agency costs may be very
large in some countries. But how large can they get? Some evidence from Russia offers a hint. Boycko,
Shleifer and Vishny (1993) calculated that, in privatization, manufacturing firms in Russia sold for about
$100 per employee, compared to market valuations of about $100,000 per employee for Western firms.
The one thousand fold difference cannot be explained by a difference in living standards, which in Russia
are about one tenth of those in the West. Even controlling for this difference, the Russian assets sold at
a 99 percent discount. Very similar evidence comes from the oil industry, where Russian companies were
valued at under 5 cents per barrel of proven reserves, compared to typical $4 to $5 per barrell valuations
for Western oil firms. An important element of this 99 percent discount is surely the reality of government
expropriation, regulation and taxation. Poor management is probably also a part of the story. But equally
important seems to be the ability of managers of Russian firms to divert both profits and assets to
themselves. The Russian evidence suggests that an upper bound on agency costs in the regime of minimal

protection of investors is 99 percent of value.

3. Financing Without Governance.

The previous section raised the main question of corporate governance: why do investors part with
their money, and give it to managers, when both the theory and the evidence suggests that managers have
enormous discretion about what is done with that money, often to the point of being able to expropnate

much of it? The question is particularly intriguing in the case of investors because, unlike highly trained
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employees and managers, the initial investors have no special ability to help the firm once they have parted
with their money. Their investment is sunk and nobody -- especially the managers -- needs them. Yet
despite all these probiems, outside finance occurs in almost all market economies, and on enormous scale
in the developed ones. How does this happen?

In this section, we begin to discuss the various answers to the puzzle of outside finance by first
focusing on two explanations that do not rely on governance proper: the idea that firms and managers have
reputations and the idea that investors are gullible and get taken. Both of these approaches have the
common element that investors do not get any control rights in exchange for their funds; only the hope that
they will make money in the future.

Reputation-building is a very common explanation for why people deliver on their agreements
even if they cannot be forced to (see, for example, Kreps 1984). In the financing context, the argument
is that managers repay investors because they want to come to the capital market and raise funds in the
future, and hence need to establish a reputation as good risks in order to convince future investors to give
them money. This argument has been made initially in the context of sovereign borrowing, where legal
enforcement of contracts is virtually non-existent (Eaton and Gersovitz 1981, Bulow and Rogoff 1989).
However, several recent papers have presented reputation-building models of private financing. Diamond
(1989, 1991) shows how firms establish reputations as good borrowers by repaying their short term loans,
and Gomes (1995) shows how dividend payments create reputations that enable firms to raise equity.

There surely is much truth to the reputation models, although they do have problems. As pointed
out by Bulow and Rogoff (1989), pure reputational stories run into a backward recursion problem.
Suppose that at some point in the future (or in some future states of the world), the future benefits to the
manager of being able to raise outside funds are lower than the costs of paying what he promised investors

already. In this case, he will rationally default on his repayments. Of course, if investors expect that such



20
a time or state is reached in the future, they would not finance the firm in the first place. Under some
plausible circumstances discussed by Bulow and Rogoff, the problem unravels and there is no possibility
for external finance. While reputation is surely an important reason why firms are able to raise money, the
available research suggests that it is probably not the whole explanation for external financing. For
example, in Diamond’s (1989) model of corporate borrowing, reputation plays a role alongside other
protections of creditors that prevent managers from removing assets from the firm.

An alternative theory of how investors give their money to companies without receiving control
rights in exchange is excessive investor optimism. Investors get excited about companies, and hence
finance them without thinking much about getting their money back, simply counting on short run share
appreciation. An extreme version of this story is a Ponzi scheme, in which promoters raise external funds
sequentially, and use the funds raised from later investors to pay off initial investors, thereby creating an
illusion of high returns. Even without Ponzi schemes, if investors are sufficiently optimistic about short
term capital gains and are prepared to part with their money without regard for how the firm will ultimately
pay investors back, then external finance can be sustained without effective governance. Delong, Shieifer,
Summers and Waldmann (1989, 1990) provide early models of external finance based on excessive
investor optimism.

Pyramid schemes have been an essential element of all major financial markets, going back at least
to the Louisiana and the South Sea Bubbles (Kindleberger 1978). Most railroad booms in the world were
financed by investors who had virtually no protection, only hope. In the United States, such schemes were
very common as recently as the 1920s (Galbraith 1955), and still happen occasionally today. They also
occur in many transition economies, as Russia's famous pyramid scheme, MMM, in which millions of
people subscribed to shares of a company that used the proceeds to advertise on television while running

a Ponzi scheme, vividly illustrates. Nor is it crazy to assume that enormous volumes of equity financing
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in the rapidly growing East Asian economies are based in part on investor optimism about near-term
appreciation, and overlook the weakness of mechanisms that can force managers to repay investors.

In recent years, more systematic statistical evidence has pointed to the importance of investor
optimism for financing in at least some markets. Kaplan and Stein (1993), for example, have presented
evidence suggesting that the high yield bonds that were used to finance takeovers in the United States in
the late 1980s were systematically overvalued by investors. Evidence from both the United States and
other countries also indicates that the shares of companies issuing equity in initial or secondary offerings
are systematically overvalued (Ritter 1991, Loughran, Ritter, and Rydqvist 1994, Pagano, Panetta and
Zingales 1994, Teoh, Welch and Wong 1995, Rajan and Servaes 1995). This evidence points to
concentration of new issues during times when stock prices are high, to poor long run performance of
initial public offerings, to earnings manipulation prior to the issue, and to deterioration of profitability
following the issue. In short, excessive investor optimism as an explanation of security issues appears to
have at least some explanatory power.

Still, we do not believe that investors as a general rule are prepared to pay good money for
securities that are actually worthless because managers can steal everything. As the evidence on agency
theory indicates, managers can expropriate only limited wealth, and therefore the securities that investors
buy do have some underlying value. To explain why these securities have value, we need theories that go

beyond investor overoptimism.

4. Legal Protection.
The principal reason that investors provide external financing to firms is that they receive control
rights in exchange. External financing is a contract between the firm as a legal entity and the financiers,

which gives the financiers certain rights vis a vis the assets of the firm (Hart 1995, part II). If firm
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managers violate the terms of the contract, then the financiers have the right to appeal to the courts to
enforce their rights. Much of the difference in corporate governance systems around the world stems from
the differences in the nature of legal obligations that managers have to the financiers, as well as in the
differences in how courts interpret and enforce these obligations.

The most important legal right shareholders have is the right to vote on important corporate
matters, such as mergers and liquidations, as well as in elections of boards of directors, which in turn have
certain rights vis a vis the management (Manne 1965, Easterbrook and Fischel 1983). [We discuss voting
rights as the essential characteristic of equity is section 7.] Voting rights, however, turn out to be
expensive to exercise and to enforce. In many countries, shareholders cannot vote by mail and actually
have to show up at the shareholder meeting to vote -- a requirement that virtually guarantees non-voting
by small investors. In developed countries, courts can be relied on to assure that voting takes place, but
even there managers often interfere in the voting process, and try to jawbone shareholders into supporting
them, conceal information from their opponents and so on (Pound 1988, Grundfest 1990). In countries
with weaker legal systems, shareholder voting rights are violated more flagrantly. Russian managers
sometimes threaten employee-shareholders with layoffs unless these employees vote with the management,
fail to notify shareholders about annual meetings, try to prevent hostile shareholders from voting based on
technicalities, and so on. Besides, as Stalin noted, "“it is important not how people vote, but who counts
the votes," and managers count shareholders' votes. Still, even in Russia, courts have protected a large
shareholder when a firm's management erased his name from the register of shareholders. In sum, both
the legal extent and the court protection of shareholder voting rights differ greatly across countries.

Even if shareholders elect the board, directors need not necessarily represent their interests. The
structure of corporate boards varies greatly even across developed economies, ranging from two-tier

supervisory and management boards in Germany, to insider-dominated boards in Japan, to mixed boards
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in the United States (Charkham 1994). The question of board effectiveness in any of these countries has
proved to be controversial. The available systematic evidence is mixed. In the United States, boards,
especially those dominated by outside directors, sometimes remove top managers after poor performance
(Weisbach 1988). However, a true performance disaster is required before boards actually act (Warner,
Watts and Wruck 1988). The evidence on Japan and Germany (Kaplan 1994a,b) similarly indicates that
boards are quite passive except in extreme circumstances. Mace (1971) and Jensen (1993) argue very
strongly that, as a general rule, corporate boards in the United States are captured by the management.

In many countries, shareholder voting rights are supplemented by an affirmative duty of loyalty of
the managers to shareholders. Loosely speaking, managers have a duty to act in shareholders' interest.
Although the appropriateness of this duty is often challenged by those who believe that managers also
ought to have a duty of loyalty to employees, communities, creditors, the state, and so on (see the papers
in Hopt and Teubner, eds., 1985), the courts in OECD countries have generally accepted the idea of
managers' duty of loyalty to shareholders. There is a good reason for this. The investments by
shareholders are largely sunk, and further investment in the firm is generally not needed from them. This
1s much less the case with employees, community members, and even creditors. The employees, for
example, get paid almost immediately for their efforts, and are generally in a much better position to hold
up the firm by threatening to quit than the shareholders are. Because their investment is sunk, shareholders
have fewer protections from expropriation than the other stakeholders do. To induce them to invest in the
first place, they need stronger protections, such as the duty of loyalty.

Perhaps the most commonly accepted element of the duty of loyalty are the legal restrictions on
managerial self-dealing, such as outright theft from the firm, excessive compensation, or issues of
additional securities (such as equity) to the management and its relatives. In some cases, the law explicitly

prohibits self-dealing; in other cases, courts enforce corporate charters that prohibit it (see Easterbrook and
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Fischel 1991). Some legal restrictions on managers constrain their actions, by for example demanding that
managers consult the board of directors before making major decisions, or giving shareholders appraisal
remedies to stop asset sales at low prices. Other restrictions specify that minority shareholders be treated
as well as the insiders (Holdemness and Sheehan 1988a).

Although the duty of loyalty is accepted in principle in most OECD countries, the strictness with
which the courts enforce it varies greatly. In the United States, courts would interfere in cases of
management theft and asset diversion, and they would surely interfere if managers diluted existing
shareholders through an issue of equity to themselves. Courts are less likely to interfere in cases of
excessive pay, especially if it takes the complex form of option contracts, and very unlikely to second guess
managers' business decisions, including the decisions that hurt shareholders. Perhaps most importantly,
shareholders in the United States have the right to sue the corporation, often using class action suits that
get around the free rider problem, if they believe that the managers have violated the duty of loyalty.

The United States is generally viewed as relatively tough on managers in interpreting the duty of
loyalty (although some, including Bebchuk 1985, and Brudney and Chirelstein 1978, believe it is not tough
enough). For example, in France the doctrine of corporate opportunities, which prohibits managers from
personally profiting from business opportunties that are offered to the corporation, is not accepted by
courts (Tunc 1991). Outside the United States and Canada, class action suits are not generally permitted
and contingent fees are prohibited (Romano 1993a). Qutside the OECD, the duty of loyalty is a much
weaker concept, at least in part because courts have no capability or desire to interfere in business.

Like shareholders, creditors have a variety of legal protections, which also vary across countries.
[Again, we say more about this in the discussion of debt in section 7.] These may include the right to grab
assets that serve as collateral for the loans, the right to throw the company into bankruptcy when it does

not pay its debts, the right to remove managers in bankruptcy, and the right to vote in the decision to
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reorganize the company. Legal protection of creditors is often more effective than that of the shareholders,
since default is a reasonably straightforward violation of a debt contract that a court can verify. On the
other hand, when the bankruptcy procedure gives companies the right of automatic stay of the creditors,
managers can keep creditors at bay even after having defaulted. Repossessing assets in bankruptcy is often
very hard even for the secured creditors (White 1993). With multiple, diverse creditors who have
conflicting interests, the difficulties of collecting are even greater, and bankruptcy proceedings often take
years to complete (Baird and Jackson 1985, Gertner and Scharfstein 1991, Weiss 1990). This, of course,
makes debt a less attractive financing instrument to begin with (Bolton and Scharfstein 1996). Still, while
costly to the creditors, bankruptcy is very tough on the debtor firms as well, since their managers typically
get fired, assets liquidated, and debt kept largly in place (Baird 1995). Creditors’ legal rights are thus
enforced in a costly and inefficient way, but they are enforced.

Because bankruptcy procedures are so complicated, creditors often renegotiate outside of formal
bankruptcy proceedings both in the United States (Gilson, John and Lang 1990, Asquith, Gertner and
Scharfstein 1993) and in Europe (OECD 1995) . The situation is worse in developing countries, where
courts are even less reliable and bankruptcy laws are even less complete. The inefficiency of existing
bankruptcy procedures has prompted some economists (Bebchuk 1988, Aghion, Hart and Moore 1992)
to propose new ones, which try to avoid complicated negotiations by first converting all the claims of a
bankrupt company into equity, and then allowing the equity holders to decide what to do with the bankrupt
firm. It is possible that in the long run these proposals will reduce the cost of enforcing creditor rights.

In sum, the extent of legal protection of investors varies enormously around the world. In some
countries, such as the United States, Japan and Germany, the law protects the rights of at least some
investors and the courts are relatively willing to enforce these laws. But in these countries, the legal system

leaves managers with considerable discretion. In most of the rest of the world, the laws are less protective
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of investors and courts function less well and stop only the clearest violations of investor rights. As a

result, legal protection alone becomes insufficient to ensure that investors get their money back.

5. Large Investors.

If legal protection does not give enough control rights to small investors to induce them to part with
their money, then perhaps investors can get more effective control rights by being large. When control
rights are concentrated in the hands of a small number of investors with a collectively large cash flow stake,
concerted action by investors is much easier than when control rights, such as votes, are split between
many of them. In particular, this concerted action is possible with only minimal help from the courts. In
effect, concentration of ownership leverages up legal protection. There are several distinct forms that
concentration can take, including large shareholders, takeovers and large creditors. In this section, we
discuss these forms of concentrating ownership, and how they address the agency problem. In the

following section, we discuss some costs of having large investors.

Large Shareholders

The most direct way to align cash flow and control rights of outside investors is to concentrate
shareholdings. This can mean that one or several investors in the firm have substantial minority ownership
stakes, such as 10 or 20 percent. A substantial minority shareholder has the incentive to collect information
and monitor the management, thereby avoiding the traditional free rider problem. He also has enough
voting control to put pressure on the management in some cases, or perhaps even to oust the management
through a proxy fight or a takeover (Shleifer and Vishny 1986b). In the more extreme cases, large

shareholders have outright control of the firms and their management with 51 or more percent ownership.
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Large shareholders thus address the agency problem in that they both have a general interest in profit
maximization, and enough control over the assets of the firm to have their interests respected.

In the United States, large shareholdings, and especially majority ownership, are relatively
uncommon -- probably because of legal restrictions on high ownership and exercise of control by banks,
mutual funds, insurance compantes and other mstitutions (Roe 1994). Even in the United States, however,
ownership is not completely dispersed, and concentrated holdings by families and wealthy investors are
more common than is often believed (Eisenberg 1976, Demsetz 1983, Shleifer and Vishny 1986b).
Holderness and Sheehan (1988a,b) in fact found several hundred cases of over 51 percent shareholders
in public firms in the US. One other country where the rule is broadly dispersed ownership by diversified
shareholders is the United Kingdom (Black and Coffee 1994).

In the rest of the world, large shareholdings in some form are the norm. In Germany, large
commercial banks through proxy voting arrangements often control over a quarter of the votes in major
companies, and also have smaller but significant cash flow stakes as direct shareholders or creditors
(Franks and Mayer 1994, OECD 1995). In addition, one study estimates that about 80 percent of the large
German companies have an over 25 percent non-bank large shareholder (Gorton and Schmid 1996). In
smaller German companies, the norm 1s family control through majority ownership or pyramids, in which
the owner controls 51 percent of a company, which in turn controls 51 percent of its subsidiaries and so
on (Franks and Mayer 1994). Pyramids enable the ultimate owners to control the assets with the least
amount of capital (Barca 1995). In Japan, though ownership is not nearly as concentrated as in Germany,
large cross-holdings as well as shareholdings by major banks are the norm (Prowse 1992, Berglof and
Perotti 1994, OECD 1995). In France, cross-ownership and so-called core investors are common (OECD
1995). In most of the rest of the world, including most of Europe (e.g., Italy, Finland, and Sweden), as

well as Latin Amenica, East Asia and Africa, corporations typically have controlling owners, who are often
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founders or their offspring. In short, heavily concentrated shareholdings and a predominance of controlling
ownership seems to be the rule around the world.

The evidence on the role of large shareholders in exercising corporate governance is beginning to
accumulate. For Germany, Franks and Mayer (1994) find that large shareholders are associated with
higher turnover of directors. Gorton and Schmid (1996) show that bank blockholders improve the
performance of German companies m their 1974 sample, and that both bank and non-bank blockholders
improve performance in a 1985 sample. For Japan, Kaplan and Minton (1994) and Kang and Shivdasani
(1995) show that firms with large shareholders are more likely to replace managers in response to poor
performance than firms without them. Yafeh and Yosha (1996) find that large shareholders reduce
disrectionary spending, such as advertising, R&D, and entertainment expenses, by Japanese managers.
For the United States, Shivdasani (1993) shows that large outside shareholders increase the likelihood that
a firm is taken over, whereas Denis and Serano (1996) show that, if a takeover is defeated, management
turnover is higher in poorly-performing firms that have blockholders. All these findings support the view
that large shareholders play an active role in corporate governance (Shleifer and Vishny 1986b).

Because large shareholders govern by exercising their voting rights, their power depends on the
degree of legal protection of their votes. Majority ownership only works if the voting mechanism works,
and the majority owner can dictate the decisions of the company. This may require fairly little enforcement
by courts since 51 percent ownership is relatively easy to prove, and a vote count is not required once the
majority shareholder expresses his preferences. With large minority shareholders, matters are more
complicated, since they need to make alliances with other investors to exercise control. The power of the
managers to interfere in these alliances is greatly enhanced, and the burden on courts to protect large

shareholder rights is much greater. For this reason, large minority shareholdings may be effective only in
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countries with relatively sophisticated legal systems, whereas countries where courts are really weak are
more likely to have outright majority ownership.

Again, the most vivid example comes from Russia. As one Russian investment banker has pointed
out, a Western investor can control a Russian company with 75 percent ownership, whereas a Russian
investor can do so with only 25 percent ownership. This comment i1s easy to understand once it is
recognized that the management can use a variety of techniques against foreign investors, including
declaring some of their shares illegal, requiring supermajorities to bring issues on the agenda of
shareholder meetings, losing voting records and so on. While managers can apply these techniques against
domestic investors as well, the latter have more mechanisms of their own to protect their power, including
better access to other shareholders, to courts, as well as in some cases to physical force. The effectiveness

of large shareholders, then, is intimately tied to their ability to defend their rights.

Takeovers

In Britain and the United States, two of the countries where large shareholders are less common,
a particular mechanism for concentrating ownership has emerged, namely the hostile takeover (see Jensen
and Ruback 1983, Franks and Mayer 1990). In a typical hostile takeover, a bidder makes a tender offer
to the dispersed shareholders of the target firm, and if they accept this offer, acquires control of the target
firm and so can replace, or at least control, the management. Takeovers can thus be viewed as rapid-fire
mechanisms for ownership concentration.

A great deal of theory and evidence supports the idea that takeovers address governance problems
(see Manne 1965, Jensen 1988, Scharfstein 1988). The most important point is that takeovers typically
increase the combined value of the target and acquiring firm, indicating that profits are expected to increase

afterwards (Jensen and Ruback 1983). Moreover, takeover targets are often poorly performing firms
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(Palepu 1985, Morck, Shleifer and Vishny 1988a, 1989), and their managers are removed once the
takeover succeeds (Martin and McConnell 1991). Jensen (1986, 1988) has argued that takeovers can solve
the free cash flow problem, since they usually lead to distribution of the firm's profits to investors over
time. Takeovers have been widely interpreted as the critical corporate governance mechanism in the
United States, without which managerial discretion cannot be effectively controlled (Easterbrook and
Fischel 1991, Jensen 1993).

There remain some questions about the effectiveness of takeovers as a corporate governance
mechanism. First, takeovers are sufficiently expensive that only very major performance failures are likely
to be addressed. It is not just the cost of mounting a takeover that makes them expensive. As Grossman
and Hart (1980) have pointed out, the bidder in takeovers may have to pay the expected increase in profits
under his management to target firm's shareholders, for otherwise they will not tender and simply hold on
to their shares, which automatically become more valuable if the takeover succeeds. If minority rights are
not fully protected, then the bidder can get a slightly better deal for himself than the target shareholders get,
but still he may have to surrender much of the gains resulting from his acquisition of control.

Second, acquisitions can actually increase agency costs when bidding managements overpay for
acquisitions that bring them private benefits of control (Shleifer and Vishny 1988). A fluid takeover
market might enable managers to expand their empires more easily, and not just stop excessive expansion
of empires. Jensen (1993) clearly shows that disciplinary hostile takeovers were only a small fraction of
takeover activity in the 1980s in the United States.

Third, takeovers require a liquid capital market, which gives bidders access to vast amounts of
capital on short notice. In the 1980s in the United Sates, the firm of Drexel, Burnham, Lambert created
such a market through junk bond financing. The collapse of this firm may have contributed to the end of

that takeover wave.
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Last but not least, hostile takeovers are politically an extremely vulnerable mechanism, since they
are opposed by the managerial lobbies. In the United States, this political pressure, which manifested itself
through state anti-takeover legislation, contributed to ending the 1980s takeovers (Jensen 1993). In other
countries, the political opposttion to hostile takeovers in part explains their general non-existence in the first
place. The takeover solution practiced in the US and the UK, then, is a very imperfect and politically

vulnerable method of concentrating ownership.

Large creditors

Significant creditors, such as banks, are also large and potentially active investors. Like the large
shareholders, they have large investments in the firm, and want to see the returns on their investments
materialize. Their power comes in part because of a variety of control rights they receive when firms
default or violate debt covenants (Smith and Wamer 1979) and in part because they typically lend short
term, so borrowers have to come back at regular, short intervals for more funds. As a result of having a
whole range of controls, large creditors combine substantial cash flow rights with the ability to interfere
in the major decisions of the firm. Moreover, in many countries, banks end up holding equity as well as
debt of the firms they invest in, or alternatively vote the equity of other investors (OECD 1995). Asa
result, banks and other large creditors are in many ways similar to the large shareholders. Diamond (1984)
presents one of the first models of monitoring by the large creditors.

Although there has been a great deal of theoretical discussion of governance by large creditors, the
empirical evidence of their role remains scarce. For Japan, Kaplan and Minton (1994) and Kang and
Shivdasani (1995) document the higher incidence of management turnover in response to poor
performance in companies that have a principal banking relationship relative to companies that do not. For

Germany, Gorton and Schmid (1996) find evidence of banks improvming company performance (to the
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extent they held equity) more so than other blockholders do in 1974, though this is not so in 1985. For the
United States, DeLong (1991) has pointed to a significant governance role played by J.P. Morgan partners
in the companies J.P. Morgan invested in in the early 20th century. More recently, U.S. banks play a
major governance role in bankruptcies, when they change managers and directors (Gilson 1990).

The effectiveness of large creditors, like the effectiveness of large shareholders, depends on the
legal rights they have. In Germany and Japan, the powers of the banks vis a vis companies are very
significant because banks vote significant blocks of shares, sit on boards of directors, play a dominant role
mn lending, and operate in a legal environment favorable to creditors. In other countries, especially where
procedures for tumning control over to the banks are not well-established, bank governance is likely to be
less effective (see Barca 1995 on Italy).

The need for at least some legal protection is shared by all large investors. Large shareholders
need courts to enforce their voting rights, takeover artists need court-protected mechanisms for buying
shares and changing boards of directors, and creditors need courts to enable them to repossess collateral.
The principal advantage of large investors (except in takeovers) is that they rely on relatively simple legal
interventions, which are suitable for even poorly informed and motivated courts. Large investors put a
lighter burden on the legal system than the small investors might if they tried to enforce their rights. For
this reason, perhaps, large investors are so prevalent in most countries in the world, where courts are less

equipped to meddle in corporate affairs than they are in the United States.

6. The Costs of Large Investors.
The benefits of large investors are at least theoretically clear: they have both the interest in getting
their money back and the power to demand it. But there may be costs of large investors as well. The

most obvious of these costs, which is also the usual argument for the benefits of dispersed ownership, is
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that large investors are not diversified, and hence bear excessive risk (see, e.g., Demsetz and Lehn 1985).
However, the fact that ownership in companies is so concentrated almost everywhere in the world suggests
that lack of diversification is not as great a private cost for large investors to bear as relinquishing control.

A more fundamental problem is that the large investors represent their own interests, which need
not coincide with the interests of other investors in the firm, or with the interests of employees and
managers. In the process of using his control rights to maximize his own welfare, the large investor can
therefore redistribute wealth -- in both efficient and inefficient ways -- from others. This cost of
concentrated ownership becomes particularly important when others -- such as employees or minority
investors -- have their own firm-specific investments to make, which are distorted because of possible
expropriation by the large investors. Using this general framework, we discuss several potential costs of
having large investors: straightforward expropriation of other investors, managers and employees;
inefficient expropriation through pursuit of personal (non-profit-maximizing) objectives; and finally the
incentive effects of expropriation on the other stakeholders.

To begin, large investors might try to treat themselves preferentially at the expense of other
investors and employees. Their ability to do so is especially great if their control rights are significantly
in excess of their cash flow rights. This will happen if they own equity with superior voting rights or if they
control the firm through a pyramid structure, i.e., if there is a substantial departure from one-share-one-vote
(Grossman and Hart 1988, Harris and Raviv 1988). In this case, large investors have not only a strong
preference, but also the ability not to pay out cash flows as pro-rata distributions to all investors, but rather
to pay themselves only. They can do so by paying themselves special dividends or by exploiting other
business relationships with the companies they control. Greenmail and targeted share repurchases are

examples of special deals for large investors (Dann and DeAngelo 1983).
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A small number of papers have focused on measuring the degree of expropriation of minority
shareholders. The very fact that shares with superior voting rights trade at a large premium is evidence
of significant private benefits of control that may come at the expense of minority shareholders.
Interestingly, the two countries where the voting premium is the lowest -- Sweden and the United States --
are the two countries for which the studies of expropriation of minorities have been made. Not
surprisingly, Bergstrom and Rydquist (1990) for Sweden and Barclay and Holderness (1989, 1992) for
the United States do not find evidence of substantial expropriation. In contrast, the casual evidence
provided by Zingales (1994) suggests that the expropriation problem is larger in Italy, consistent with a
much larger voting premium he finds for that country.

Some related evidence on the benefits of control and potential expropriation of minority
shareholders comes from the studies of ownership structure and performance. Although Demsetz (1983)
and Demsetz and Lehn (1985) have argued that there should be no relationship between ownership
structure of a firm and its performance, the evidence has not borne out their view. Morck, Shleifer and
Vishny (1988b) present evidence on the relationship between cash flow ownership of the largest
shareholders and profitability of firms, as measured by their Tobin's Qs. Morck et. al. find that profitability
nises in the range of ownership between 0 and 5 percent, and falls afterwards. One interpretation of this
finding is that, consistent with the role of incentives in reducing agency costs, performance improves with
higher manager and large shareholder ownership at first. However, as ownership gets beyond a certain
point, the large owners gain nearly full control and are wealthy enough to prefer to use firms to generate
private benefits of control that are not shared by minority shareholders. Thus there are costs associated
with high ownership and entrenchment, as well as with exceptionally dispersed ownership. Stulz (1988)
presents a formal model of the roof-shaped relationship between ownership and performance, which has

also been corroborated by subsequent empirical work (McConnell and Servaes 1990, Wruck 1989).
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It has also been argued that German and Japanese banks eamn rents from their control over
industrial firms, and therefore effectively benefit themselves at the expense of other investors. Rajan
(1992) presents a theoretical model explaining how banks can extract rents from investors by using their
informational advantage. Weinstein and Yafeh (1995) find that, controlling for other factors, Japanese
firms with main banks pay higher average interest rates on their liabilities than unaffilated firms. Their
evidence is consistent with rent-extraction by the main banks. Even more telling is the finding of Hoshi,
Kashyap and Scharfstein (1993) that, when regulatory change enabled Japanese firms to borrow in public
capital markets and not just from the banks, high net worth firms jumped at the opportunity. This evidence
suggests that, for these firms, the costs of bank finance exceeded its benefits. Franks and Mayer (1994)
present a few cases of German banks resisting takeovers of their customer companies, either because they
were captured by the management or because they feared losing profits from the banking relationship. On
the other hand, Gorton and Schmid (1996) find no evidence of rent extraction by the German banks.

The problem of expropriation by large investors becomes potentially more significant when other
investors are of a different type, 1.e., have a different pattern of cash flow claims in the company. For
example, if the large mvestor is an equity holder, he may have an incentive to force the firm to take on too
much risk, since he shares in the upside while the other investors, who might be creditors, bear all the costs
of failure (Jensen and Meckling 1976). Alternatively, if the large investor is a creditor, he might cause the
company to forego good investment projects because he bears some of the cost, while the benefits accrue
to the shareholders (Myers 1977). Finally, large investors might have a greater incentive to redistribute
rents from the employees to themselves than the managers do (Shleifer and Summers 1988).

The available evidence of redistributions between different types of claimholders in the firm comes
largely from corporate control transactions. Several studies, for example, have asked whether shareholders

expropriate bondholders in leveraged buyouts or leveraged recapitalizations. Typically, these
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redistributions are relatively small (Asquith and Wizman 1990). Another group of studies have asked
whether takeovers lead to large redistributions of wealth from the employees in the form of wage
reductions, layoffs, and pension cutbacks. Again, these redistributions typically do not appear to be large
(Bhagat et al 1990, Rosett 1990, Pontiff et al 1989). Of course, the significant protection of investors and
employees in the United States may give an unrepresentative picture of expropriation in other countries.

Expropriation by large investors can be detrimental to efficiency through adverse effects on the
incentives of managers and employees, who might reduce their firm-specific human capital investments
when they are closely monitored by financiers or may be easily dismissed with the consequent loss of rents.
Schmidt (1990) and Cremer (1995) make the general point of how a principal's high powered incentives
can reduce an agent's effort. In the case of large shareholders, a similar point was made by Burkart et al
(1994), in the case of takeovers by Shleifer and Summers (1988), and in the case of banks by Rajan
(1992). In all these examples, the idea is that a large investor cannot commit himself not to extract rents
from the manager ex post, and this adversely affects ex ante managerial and employee incentives.

When the targets of expropnation by large investors are other investors, the adverse incentive effect
of such expropriation is the decline of external finance. Many countries, for example, do not do much to
protect minorty investor rights, yet have large investors in the form of families or banks. While this
governance structure may control managers, it leaves potential minority investors unprotected and hence
unwilling to invest. Perhaps for this reason, countries in Continental Europe, such is Italy, Germany, and
France, have relatively small public equity markets. In this regard, the existence of a large equity market
in Japan despite the weak protection of minority investors is puzzling. The puzzle may be explained by
the predominance of low powered incentives within large Japanese institutions or in the workings of

reputations and implicit contracts in Japan.
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The Japanese example brings up a very different view of large investors, namely that they are too
soft rather than too tough. This can be so for several reasons. First, large investors, whether shareholders
or creditors, may be soft when they themselves are corporations with their own agency problems.
Charkham (1994) shows, for example, that German banks virtually control themselves. “At general
meetings in recent years, Deutsche Bank held voting rights for 47.2 percent of its shares, Dresdner for
59.25 percent, and Commerzbank for 30.29 percent” (p. 36). Moreover, banks have no incentive to
discipline managers, and some incentive to cater to them to get more business, as long as the firm is far
away from default (Harris and Raviv 1990). Edwards and Fischer (1994) summarize evidence suggesting
that German banks are not nearly as active in corporate governance as might be expected given their
lending power and control over equity votes. Second, some recent papers show that, even if they don't
suffer from their own agency problems, large investors such as banks may be too soft because they fail to
terminate unprofitable projects they have invested in when continuation 1s preferred to liquidation
(Dewatripont and Maskin 1995, Gertner, Scharfstein and Stein 1994). Finally, a large investor may be rich
enough that he prefers to maximize private benefits of control rather than wealth. Unless he owns the
entire firm, he will not internalize the cost of these control benefits to the other investors. While these
arguments suggest a different set of problems with large investors, they too point to failures of large

investors to force managers to maximize profits and pay them out.

7. Specific Governance Arrangements.
In the previous section, we discussed the roles of legal protection and concentrated ownership in
assuring that investors can collect their returns from firms. We have postponed the discussion of specific

contractual mechanisms used to address the agency problem until this section. In particular, we now focus
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on debt and equity as instruments of finance. In addition, we discuss state ownership -- a particular

organizational form that, for reasons discussed in this paper, is rarely conducive to efficiency.

The Debt vs Equity Choice

Recent years saw a venitable flood of research on the debt contract as a mechanism for solving
agency problems. In this new work, unlike in the Modigliani-Miller (1958) framework, where debt is
associated only with a particular pattem of cash flows, the defining feature of debt is the ability of creditors
to exercise control. Specifically, debt is a contract in which a borrower gets some funds from the lender,
and promises to make a pre-specified stream of future payments to the lender. In addition, the borrower
typically promises not to violate a range of covenants (Smith and Warner 1979), such as maintaining the
value of assets inside the firm. If the borrower violates any covenant, and especially if he defaults on a
payment, the lender gets certain rights, such as the ability to repossess some of the firm's assets (collateral)
or the opportunity to throw the firm into bankruptcy. An essential feature of debt, then, is that a failure
by the borrower to adhere to the contract triggers the transfer of some control rights from him to the lender.

The literature on debt can be usefully divided into that before Grossman-Hart (1986), and that
after. Townsend (1979) and Gale and Hellwig (1985) consider models in which the borrower can abscond
with the profits of the firm. However, if the lender is not repaid, he has the right to investigate the books
of the firm, and grab its cash before the borrower can steal it. Thus failure to repay triggers the transfer
of control over the assets from the borrower to the lender. Gale and Hellwig (1985) show that the optimal
contract that minimizes the expected investigation costs is a debt contract. Grossman and Hart (1982) and
Jensen (1986) model the role of debt in committing the payout of free cash flows to investors. In
Grossman and Hart (1982), in particular, default enables creditors to deprive the manager of the benefits

of control. A final important early paper, which was not cast in the agency context, but contained a highly
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relevant idea, is Myers and Majluf (1984). They show that, because management has superior information,
external finance is costly. Moreover, they argue that this adverse selection problem is minimized by the
issuance of the “safest" security, i.e., the security whose pricing is least sensitive to the manager's private
information. Thus highly-rated debt with a fairly certain payoff stream is issued before equity, since equity
is difficult to price without knowing the precise value of the firm's assets in place and future growth
opportunities. Debt is particularly easy to value where there is abundant collateral, so that investors need
only concern themselves with the value of the collateral and not with the valuation of the entire firm, as
equity investors would need to.

The next generation of papers has adopted the incomplete contracts framework more explicitly,
and focused on the transfer of control from managers to creditors. Aghion and Bolton (1992) use
incomplete contract theory to characterize debt as an instrument whose holders take control of the firm in
a bad state of the world. They show that if the managenial benefits of control are higher in good states of
the world, then it may be efficient for managers to have control of assets in good states, and for creditors
to have it in bad states. Their model does not incorporate the idea that control reverts to the creditors in
the case of default as opposed to some general bad state. Bolton and Scharfstein (1990) present a model
in which upon default creditors have enough power to exclude the firm from the capital market, and hence
to stop future financing altogether. Hart and Moore (1989, 1994) explicitly model the idea that debt is
a contract that gives the creditor the right to repossess collateral in case of default. Fear of such liquidation
keeps money flowing from the debtors to the creditors. Hart and Moore's models of debt show exactly
how the schedule of debt repayments depends on what creditors can realize once they get control.

Several other papers have modeled the costs and benefits of the debt contract. The benefit is
usually the reduction in the agency cost, such as preventing the manager from investing in negative net

present value projects, or forcing him to sell assets that are worth more in alternative use. The main costs
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of debt are that firms may be prevented from undertaking good projects because debt covenants keep them
from raising additional funds, or else they may be forced by creditors to liquidate when it is not efficient
to do so. Stulz (1990), Diamond (1991), Harris and Raviv (1990), and Hart and Moore (1995) present
some of the main models incorporating these ideas, whereas Lang, Ofek and Stulz (1996) present evidence
indicating that leverage indeed curtails investment by firms with poor prospects. Williamson (1988) and
Shleifer and Vishny (1992) argue that liquidations might be particularly costly when alternative use of the
asset is limited or when the potential buyers of the asset cannot raise funds themselves. Dewatripont and
Tirole (1994) derive the optimal amount of debt in a model where the tough negotiating stance of
debtholders after default deters managenal shirking ex ante. The model explains how the cash flow
structure of debt as senior claimant with little upside potential makes debtholders tough on managers after
a default. This makes it optimal to combine the specific form of cash flow rights of debt with contingent
control of the firm in the bad state. Berglof and von Thadden (1994) similarly show why short term
debtholders -- who are the tough financiers in their model -- should have control in the bad states. Many
of these papers take advantage of Myers’s (1977) insight that debt overhang might be an effective deterrent
to new financing and investment.

Because the rights of creditors are clearer, and violations of those rights are easier to verify in
courts, the existing literature has anointed debt as providing better protection to outside investors than
equity. However, the focus on large investors sheds new light on the relative powers of debt and equity.
Specifically, debt and equity ought be compared in terms of the combination of legal protections and ease
of ownership concentration that each typically provides.

First, does debt promote concentrated ownership? By far the dominant form of lending around the
world is bank lending. Banks are usually large investors, who gain numerous control rights in the firm if

it defaults and even before. For example, the main bank can often take physical control of the firm's bank
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account -- which resides at that very bank -- if it misses a payment, thereby assuring fairly complete control
of the firm by the bank without much involvement of the courts. This control is often bolstered by direct
equity ownership in the firm, as well as a large degree of monopoly power over any future credit extended
to the firm (OECD 1995). In contrast, American, Canadian, and British firms make more extensive use
of syndicated bank lending and even of public debt, in which creditors are fairly dispersed (Mayer 1990).

But even where debt is not very concentrated, the effective legal protection afforded creditors is
likely to be greater than that enjoyed by dispersed equity holders. The crucial feature of the creditors' legal
rights 1s that concerted action by multiple creditors is not required to take action against a delinquent
debtor. The legal obligation of the firm is an obligation to each and every creditor and any of these
creditors can typically sue the firm for payment of what is owed or for sale of assets. Of course, once
action is taken by one creditor, the other creditors and the courts will take action to ensure that the first
creditor does not grab a disproportionate share for himself. In fact, this ability to unilaterally initiate the
grab for assets in a multiple creditor situation lends the theoretical justification for bankruptcy protection.

Unlike equity, debt in a peculiar way may be tougher when it is not concentrated. If a borrower
defaults on debt held by a large number of creditors, renegotiating with these creditors may be extremely
difficult, and the borrower might be forced into bankruptcy (Gertner and Scharfstein 1991, Bolton and
Scharfstein 1996). In contrast, it may be easier to renegotiate with a bank. The difficulty of renegotiation,
and the power of dispersed creditors, might explain why public debt is an extremely uncommon financing
instrument, used only in a few developed countries and even there much less than bank debt (Mayer 1990).

Unlike creditors, individual shareholders are not promised any payments in return for their financial
investment in the firm, although often they receive dividends at the discretion of the board of directors.
Unlike creditors, individual shareholders have no claim to specific assets of the firm, and have no right to

pull the collateral (one commonly studied exception is mutual funds, in which individual equity holders can
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force a liquidation of their pro rata share of the assets and a repayment of its value). Unlike creditors,
shareholders do not even have a final date at which the firm is liquidated and the proceeds are distributed.
In principle, they may never get anything back at all.

In addition to some relatively weak legal protections, the principal right that equity holders typically
get is the right to vote for the board of directors. Even this night is not universal, since many countries have
multiple classes of common stock, and hence equity holders with inferior voting rights get proportionately
fewer votes than their financial investment in the company. Because concerted action by a large group of
shareholders is required to take control via the voting mechanism, voting rights are of limited value unless
they are concentrated. Most small shareholders do not even have an incentive to become informed on how
to vote. Contacting and persuading a large group of small shareholders through the proxy mechanism is
difficult and expensive, especially when the management stands in the way (Dodd and Wamner 1983). In
contrast, when votes are concentrated -- either in a large shareholding block or through a takeover -- they
become extremely valuable, since the party that controls the concentrated votes can make virtually all
corporate decisions. Concentrated equity in this respect is more powerful than concentrated debt. The
value of individual shares comes from the fact that the votes attached to them are valuable to those trying
to control the firm, and the protection of minority shareholders assures that those who have control must
share some of the benefits with the minority (Grossman and Hart 1988, Harris and Raviv 1988).

Because the equity holders have voting power and legal protection of minority shareholders, they
have the ability to extract some payments from the managers in the form of dividends. Easterbrook (1984)
articulates the agency theory of dividend payments, in which dividends are for equity what interest is for
debt: payouts by the managers supported by the control rights of the financiers, except in the case of equity
these control rights are the voting rights. More recently, Fluck (1995) and Myers (1995) have presented

agency-theoretic models of dividends, based on the idea that shareholders can threaten to vote to fire
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managers or liquidate the firm, and therefore managers pay dividends to hold off the shareholders. These
models do not explicitly address the free nder problem between shareholders, namely, how do they manage
to organize themselves to pose a threat to the management when they are small and dispersed?
Concentration of equity ownership, or at least the threat of such concentration, must be important to get
companies to pay dividends.

One of the fundamental questions that the equity contracts raise is how -- given the weakness of
control rights without concentration -- do firms manage to issue equity in any substantial amounts at all?
Equity is the most suitable financing tool when debt contracts are difficult to enforce, 1.e., when no specific
collateral can be used to back credit and when near-term cash flows are insufficient to service debt
payments. Young firms, and firms with intangible assets, may need to be equity financed simply because
their assets have little or no liquidation value. If they are financed by debt, their managers effectively give
full control to the bank from the start. This will be especially problematic when the firm's value consists
primarily of future growth opportunities, but the bank's debt claim and unwillingness to take equity give
it little interest in the upside and a distorted incentive to liquidate (Diamond 1991, Hart and Moore 1995,
Dewatripont and Tirole 1994). Rather than give away control to the bank, such firms often have highly
concentrated equity ownership by the entrepreneur and a venture capitalist. This may pave the way for
some dispersed outside equity ownership as long as minority rights are well enough protected.

In fact, we do observe equity financing primarily for young, growing firms, as well as for firms
in rapidly growing economies, whereas mature economies and mature firms typically use bank finance
when they rely on external funds at all (see Mayer 1990, Singh 1994). In the same spirit, Titman and
Wessels (1988) and Rajan and Zingales (1995) show for the United States and several OECD economies

respectively that debt finance is most common for firms with tangible assets.
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This analysis of equity financing still leaves an important question open: how can firms raise equity
finance in countries with virtually no protection of minority investors, even if these countries are rapidly
growing? Singh (1994) provides some evidence on the importance of equity financing in LDCs, although
some of his data on equity financing might include privatizations and equity exchanges within industrial
groups, both of which often take the form of sales of large blocks and hence need not reflect any minority
purchases. One possible explanation is that, during a period of rapid economic growth, reputational
effects and the prospects of coming back soon to the capital market sustain good behavior until the
requisite institutions and legal protection are put in place (Gomes 1995). Investors can thus count on
reputation in the short run, and legal protection in the longer run when the firm's needs for access to capital
markets are smaller. Also, in some rapidly growing countries, such as Korea, the rates of return on
investment may exceed the rates of appropriation by the insiders. However, another possibility is that
speculative bubbles and investor overoptimism are playing an important role in equity financing in rapidly
growing economies. The available evidence does not satisfactorily account for the puzzle of external

equity financing in countries with only minimal legal protection of investors.

LBOs

A remarkable recent phenomenon in the United States that illustrates both the benefits and the costs
of having large investors is leveraged buyouts. In these transactions, shareholders of a publicly owned
company are bought out by a new group of investors, that usually includes old managers, a specialized
buyout firm, banks and public debtholders (Jensen 1989a, 1989b). With fewer constraints on
compensation arrangements than when the firm was public, managers typically sharply increase their
percentage ownership of the new company, even though they take out some of their money invested in the

firm (Kaplan and Stein 1993). The buyout firm typically buys enough equity to control the firm. Most
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of the financing, however, comes from banks and from buyers of subordinated public debt, which in the
1980s became known as junk bonds. In some cases, the decisions of the dispersed holders of junk debt
were coordinated by it underwriters. In short, LBOs had concentrated equity ownership by managers and
LBO funds, as well as debt ownership by banks, and, in effect, the holders of public debt.

Consistent with the idea that large investors reduce agency problems, the available evidence
indicates that LBOs are efficient organizations. First, like other takeovers, LBOs usually bought out the
old shareholders at a substantial premium, meaning at least prima facie that they were going to increase
profits (DeAngelo, DeAngelo and Rice 1984). Second, there is direct evidence from the sample of LBOs
that subsequently went public that they do increase profits (Kaplan 1989). Third, there is some evidence
that the way in which profits are increased has to do with lower agency costs. Many LBOs were targeted
at highly diversified firms, which sold off many of their non-core divisions shortly after the LBO (Bhagat,
Shleifer and Vishny 1990). If the agency problem expressed itself in the form of excessive size and
diversification, then the effect of debt overhang and large shareholders was to reduce agency costs.

At the same time, LBOs illustrate the potential costs of heavily concentrated ownership. Jensen
(1989a) conjectures that because LBOs are so efficient, they would become a predominant organizational
form in the United States. Rappoport (1989) in contrast argues that the heavy oversight from investors
might prevent future investment and growth, and hence be unattractive to the management. Bhagat,
Shleifer and Vishny (1990) argue that the principal purpose of LBOs was to serve as a temporary financing
tool for implementation of drastic short-run improvements, such as divestitures. Kaplan (1991) looks
empirically at the question of whether LBOs are permanent organizations, or whether, alternatively, they
eventually return to the public equity market. His evidence suggests that, while LBOs are not very short
lived organizations, the median firm sells equity to the public within five to six years. Although this

suggests that LBOs are not permanent organizations, Kaplan also finds that even those firms issuing equity
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to the public retain a very heavy concentration of both debt and equity ownership. Large investors remain

even when the original financing structure is too tough to be permanent.

Cooperatives and State Ownership

We have argued that, in some situations, concentrated ownership may not be optimal because non-
shareholder constituencies such as managers, employees and consumers are left with too few rents, and
too little incentive to make relationship-specific investments. In these situations, cooperatives might be a
more efficient ownership structure (Hansmann 1988, Hart and Moore 1994b). For example, private firms
with large investors might underprovide quality or otherwise shortchange the firm's stakeholders because
of their single-minded focus on profits. This logic has been used to explain why healthcare, childcare and
even retailing are sometimes best provided by cooperatives, including consumer cooperatives. By voting
on prices and quality, stakeholders achieve a better outcome than would a profit-maximizing owner.

A similar argument has been used to justify state ownership of firms. Where monopoly power,
externalities, or distributional issues raise concerns, private profit-maximizing firms may fail to address
these concerns. A publicly spirited politician can then improve efficiency by controlling the decisions of
firms. Such social welfare arguments underlie the traditional case for state ownership of railroads,
electricity, prisons, schools, healthcare and many other activities (Laffont and Tirole 1993, Sappington and
Stightz 1987). Versions of this argument are used to justify state ownership of industnal firms as well.

With a few exceptions of activities where the argument for state ownership carries the day, such
as police and prisons (Hart, Shleifer and Vishny 1995), the reality of state ownership has been broadly
inconsistent with this efficiency argument. First, state firms do not appear to serve the public interest better
than private firms do. For example, in many countries state enterprises are much worse polluters than

private firms. Indeed, the pollution problems are most severe in the former communist countries that were
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dominated by state firms (Grossman and Krueger 1993). Second, contrary to the theory, state firms are
typically extremely inefficient, and their losses result in huge drains on their countries' Treasuries (Kikeri,
Nellis and Shirley 1992 and Boycko, Shleifer and Vishny 1995 survey the relevant evidence). In their
frequent disregard of social objectives, as well as in their extreme inefficiency, the behavior of state firms
is inconsistent with the efficiency justification for their existence.

The view of corporate goverﬁance taken in this paper helps explain the principal elements of the
behavior of state firms. While in theory these firms are controlled by the public, the de facto control rights
belong to the bureaucrats. These bureaucrats can be thought of as having extremely concentrated control
rights, but no significant cash flow nights because the cash flow ownership of state firms is effectively
dispersed amongst the taxpayers of the country. Moreover, the bureaucrats typically have goals that are
very different from social welfare, and are dictated by their political interests (Shapiro and Willig 1990,
Boycko et al 1996, Shleifer and Vishny 1994). For example, they often cater to special interest groups that
help them win elections, such as public employee trade unions, which not surprisingly typically strongly
support state ownership (Lopez-de-Silanes, Shleifer and Vishny 1995). In sum, the bureaucrats controlling
state firms have at best only an indirect concemn about profits (because profits flow into the government
budget), and have objectives that are very different from the social interest. Nonetheless, they have
virtually complete power over these firms, and can direct them to pursue any political objective. State
ownership is then an example of concentrated control with no cash flow rights and socially harmful
objectives. Viewed from this perspective, the inefficiency of state firms is not at all surprising.

The recognition of enormous inefficiency of state firms, and the pressures on public budgets, have
created 2 common response around the world in the last few years, namely privatization. In most cases,
privatization replaces political control with private control by outside investors. At the same time,

privatization in most countries creates concentrated private cash flow ownership to go along with control.
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The result of the switch to these relatively more efficient ownership structures is typically a significant
improvement in performance of privatized firms (Megginson et al 1994, Lopez-de-Silanes 1994).

The cases where privatization does not work as well as intended can also be understood from the
corporate governance perspective. For example, when firms are privatized without the creation of large
investors, agency costs of managerial control may rise even when the costs of political control fall. In the
United Kingdom, managers of privatized firms such as water utilities received large wage increases
(Wolfram 1995). This outcome is not surprising given that the controlling outside shareholders no longer
exist in these firms, leaving managers with more discretion. At the same time, we doubt that the problems
of managenial discretion in these companies are nearly as serious as the prior problems of political control.

Another example of post-privatization difficulties with corporate govemance is Russia. For political
reasons, the Russian privatization has lead to controlling ownership by the management of many
companies. The management has almost complete control and substantial cash flow rights, which could
in principle lead to dramatically improved incentives. However, there are two problems -- both of which
could have been predicted from the theory. First, the virtual absence of protection of minority
shareholders makes it attractive for managers to divert resources from the firms despite their large personal
cash flow stakes, since in this way they do not need to share with outside investors at all. Second,
managers in many cases are not competent to restructure the privatized firms, yet in virtue of their control
rights remain on the job and "consume" the benefits of control. In fact, some of the most successful
privatizations in Russia have been the ones where outside investors have accumulated enough shares to
either replace or otherwise control the management. Such outside investors have typically been less
capable of diverting the profits for themselves than the managers, as well as better capable of maximizing
these profits. The example of the Russian privatization vividly illustrates both the benefits and the costs

of concentrated ownership without legal protection of minority investors.
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8. Which system is the best?

Around the world, there appears to be a great diversity of corporate governance mechanisms.
Firms in the United States and the United Kingdom substantially rely on legal protection of investors.
Large investors are less prevalent, except that ownership is concentrated sporadically in the takeover
process. In much of Continental Europe as well as in Japan, there is less reliance on elaborate legal
protections, and more reliance on large investors and banks. Finally, in the rest of the world, ownership is
typically heavily concentrated in famihes, with a few large outside investors and banks. Legal protection
of investors 1s considerably weaker than in Japan and Germany, let alone in Britain and the United States.
This diversity of systems raises the obvious question: what arrangement is the best from the viewpoint of

attracting external funds to firms? In this section, we attempt to deal with this question.

Legal Protection and Large Investors

Our analysis leads us to conclude that both the legal protection of investors and some form of
concentrated ownership are essential elements of a good corporate governance system. Large investors
appear to be necessary to force managers to distribute profits. These investors require at least some basic
legal nghts, such as the voting rights or the power to pull collateral, to exercise their power over the
management. If small investors are to be attracted to the business of financing companies, they as well
require some legal protection against expropriation by both the managers and the large investors. Legal
protection and large investors are complementary in an effective corporate governance system.

Indeed, the successful corporate governance systems, such as those of the United States, Germany,
and Japan, rely on some combination of concentrated ownership and legal protection of investors. In the
United States, both small and large shareholders are protected through an extensive system of rules that

protects minority rights, allows for easy transfer of shares, keeps elections of directors relatively
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uninhibited by managers, and gives shareholders extensive powers to sue directors for violations of
fiduciary duty, including through class-action suits. Because of extensive bankruptcy protection of
companies, however, creditors in the United States have relatively fewer rights than creditors in Germany
and Japan. These legal rules support a system of active public participation in the stock market,
concentration of ownership through takeovers, but little governance by banks.

In Germany, creditors have stronger rights than they do in the United States, but shareholder rights
are weaker. Germany then has a system of governance by both permanent large shareholders, for whom
the existing legal rules suffice to exercise their power, and by banks, but has virtually no participation by
small investors in the market. Japan falls between the United States and Germany in the degree of
protection of both shareholder and creditor rights, and as a result has powerful banks and powerful long
term shareholders, though neither is evidently as powerful as they are in Germany. In addition, the
Japanese governance system has succeeded in attracting small investors into the stock market. Because
both Germany and Japan have a system of permanent large investors, hostile takeovers are rare in both
countries. Although we compare the merits of the three systems below, it is essential to remember that
all of them have effective legal protection of at least some types of investors.

In much of the rest of the world, legal protection of investors is less substantial, either because laws
are bad or because courts do not enforce these laws. As a consequence, firms remain family-controlled
and, even in some of the richest countries, have difficulty raising outside funds, and finance most of their
investment internally (Mayer 1990). Pagano, Panetta and Zingales (1994) report the extraordinary
difficulties that firms face raising outside funds in Italy. Over an 11 year period between 1982 and 1992,
only 123 firms went public in Italy, compared to several thousand in the United States. Barca (1995)

suggests that bank finance is also difficult to obtain. Although Mayer (1990) reports a significant amount
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of bank financing in Italy, most of it comes from state bank financing of state firms. In Italy, most large
firms not supported by the government are family controlled and internally fianced.

Although there is little systematic evidence available, most of the world appears to be more like
Italy than like the United States, Germany or Japan. A recent study of India, for example, shows that
large firms tend to be family controlled, and to rely almost entirely on internal financing except when they
get money from the government (Khanna and Palepu 1995). Latin American firms also face little external
corporate governance, and financing tends to be either internal or from government-controlled banks. The
conclusion we draw is simple: corporate governance systems of the United States, Germany, and Japan
have more in common than is typically thought, namely a combination of large investors and a legal system
that protects their nghts. Corporate governance systems elsewhere are less effective because they lack the

necessary legal protections.

Evolution of governance systems

The above discussion does not address the question that has interested many people, namely which
of the developed corporate governance systems works the best? One could argue that, since all these
systems survived and the economies prospered, the governance systems of the US, Japan, and Germany
must be about equally good. However, recent research has shown that, historically, political pressures are
as important in the evolution of corporate governance systems as the economic ones.

In a much-discussed recent book, Roe (1994) argues that politics rather than economic efficiency
shaped American corporate law, at least at the Federal level. Roe provides a detailed account on how the
US political system systematically discouraged large investors. Banks, insurance companies, mutual
funds, and pension funds were all prevented from becoming influential in corporate affairs. The hostile

political response to the 1980s takeovers can be viewed as a continuation of the pro-management and anti-
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large-shareholder policies (Grundfest 1990, Jensen 1993). Roe does not explain whether the extremely
fine development of the legal protection of small shareholders in the United States is in part a response to
the suppression of large investors, but this conclusion is actually suggested by some other work (e.g.,
Douglas 1940, Coffee 1991, Bhide 1993). Roe's conclusion is nonetheless that the US system is far from
efficient because of its discouragement of the large investors.

The trouble is, the argument that the political process accomodates the powerful interests in the
economy rather than maximizing social welfare applies to Germany and Japan as well. Both countries
have shaped their systems of powerful banks at the end of the 19th century, during the period of rapid
economic growth, and with strong support from the state (Gerschenkron 1962). In both countries, the
United States has attempted to destroy the powerful financial institutions during the occupation after World
War II (Adler 1949), and in both countries it failed. Moreover, once German banks became sufficiently
powerful, they discouraged the introduction of disclosure rules, prohibitions on insider trading, and other
protections of minority shareholders -- thus making sure that these investors never became a significant
economic or political force to protect their rights. Through this political channel, the legal system has
developed to accomodate the prevailing economic power, which happened to be the banks. Evolutionary

arguments evidently do not adjudicate the question of which system is more efficient.

What kind of large investors?

The question that many of the comparisons of the US, Japan and Germany have focused on is:
what type of large investors are best? How do US-style takeovers compare to more permanent large
shareholders and creditors in West Germany and Japan? We do not believe that the available research

provides a firm answer to this question.
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Not surprisingly, the most enthusiastic assessments of American corporate governance system
come from those who put greater emphasis on the role of legal protection than on that of large investors
(Easterbrook and Fischel 1991, Romano 1993a). Romano (1993a) argues that competition between U.S.
states has caused the State of Delaware, where many large companies are incorporated, to adopt corporate
laws that effectively serve the interests of shareholders, and thus secure effective corporate governance.
Romano (1993a) even argues that Delaware adopted the most benign anti-takeover legislation of all the
states, thereby not precluding a future role for hostile takeovers. Easterbrook and Fischel (1991) do not
discuss the role of large shareholders at all. Romano (1993b) believes that the frequently mentioned hopes
that institutional investors in the United States become active, value-maximizing shareholders (e.g., Black
1990) are exaggerated. She is also sceptical about the potential governance role of banks. In short, the
bet among these scholars is on the legal protection of investors. To the extent that takeovers complement
this legal protection, they are viewed as sufficient.

In contrast, advocates of the German and Japanese corporate governance system point to the
benefits of permanent long term investors relative to those of takeovers. Hoshi, Kashyap and Scharfstein
(1990, 1991) show that firms with a main banking felationship in Japan go through financial distress with
less economic distress and better access to financing. In addition, a large theoretical and anecdotal
literature argues that the American corporate governance system, particularly takeovers, imposes short
horizons on the behavior of corporate managers, and hence reduces the efficiency of investment (Stein
1989, 1990, Shleifer and Vishny 1990). The theories and the arguments (Porter 1992) in this area are
remarkably short of any empirical support (see Poterba and Summers 1990). Still, the superior
performance of the Japanese and German economies, at least until the 1990s, has caused many to prefer

their governance systems to the American one (see Aoki 1990, Roe 1993, and Charkham 1995).
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We do not think that these debates have been conclusive. True, American takeovers are a crude
governance mechanism. But the US economy has produced mechanisms of this kind repeatedly during
the 20th century, including mergers, proxy fights, LBOs, and more recently vulture funds. Although many
of these mechanisms ran into political trouble, new ones kept being invented. The end of 1980s hostile
takeovers probably does not spell the end of active large investors. Moreover, partly as a result of
takeovers, the American economy in the 1980s has gone through a more radical, and possibly effective,
restructuring than the economies of Japan and Western Europe. Finally, because of extensive legal
protection of small investors, young American firms are able to raise capital in the stock market better than
firms elsewhere in the world. It is difficult to dismiss the US corporate governance system in light of these
basic facts.

On the other hand, permanent large shareholders and banks, such as those dominating corporate
governance in Japan and Germany, obviously have some advantages, such as the ability to influence
corporate management by patient, informed investors. These investors may be better able to help
distressed firms as well. Still, there are serious questions about the effectiveness of these investors, largely
because their toughness is in doubt. As Charkham (1994) has shown, German banks are large public
institutions that effectively control themselves. There is little evidence from either Japan or Germany that
banks are very tough in corporate governance. Finally, at least in Germany, large investor-oriented
govemance system has clearly discouraged small investors from participating in financial markets. In sum,
despite a great deal of controversy, we do not believe that either the theory or the evidence has enabled
researchers to conclude which of the three principal corporate governance systems is the best. In this
regard, we are not surprised to see political and economic pressures for the three systems to move toward
each other, as exemplified by the growing popularity of large shareholders in the US, the emergence of

public debt markets in Japan, and the increasing bank-bashing in Germany.
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At the same time, in thinking about the evolution of governance in transition economies, it is
difficult to believe that either significant legal protection of investors or takeovers are likely to play a key
role. In all likelihood, then, unless Eastem Europe is stuck with insider domination and no private external
finance at all (a risk m Russia), it will move toward governance by banks and large shareholders. The early
evidence from the Czech Republic (van Wijnbergen and Marcini 1995) and Russia (Blasi and Shleifer
1995) indeed suggests that large shareholders, which in the Czech Republic are often bank-controlled
mutual funds, will play a central role in corporate governance. It would be extremely fortunate if
transition economies managed to approach the corporate governance systems of Germany and Japan,
particularly in the dimension of the legal protection of investors. But this does not imply that the United

States should move in the same direction as well.

9. Conclusion.

In the course of surveying the research on corporate governance, we tried to convey a particular
structure of this field. Corporate govemance deals with the agency problem: the separation of management
and finance. The fundamental question of corporate governance is how to assure financiers that they get
a return on their financial investment. We began this survey by showing that the agency problem is
serious: the opportunities for managers to abscond with financiers' funds, or to squander them on pet
projects, are plentiful and well-documented.

We then described several broad approaches to corporate governance. We began by considering
the possibility of financing based on reputations of managers, or on excessively optimistic expectations of
investors about the likelihood of getting their money back. We argued that such financing without
governance is unlikely to be the whole story. We then discussed legal protection of investors and

concentration of ownership as complementary approaches to governance. We argued that legal protection
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of investor rights is one essential element of corporate governance. Concentrated ownership -- through
large shareholdings, takeovers, and bank finance -- is also a nearly universal method of control that helps
investors to get their money back. Although large investors can be very effective in solving the agency
problem, they may also inefficiently redistribute wealth from other investors to themselves.

Successful corporate governance systems, such as those of the United States, Germany and Japan,
combine significant legal protection‘of at least some investors with an important role for large investors.
This combination separates them from governance systems in most other countries, which provide
extremely limited legal protection of investors, and are stuck with family and insider-dominated firms
receiving little external financing. At the same time, we do not believe that the available evidence tells us
which one of the successful governance systems is the best.

In writing this survey, we faced a variety of still open questions. In conclusion, we simply raise
some of them. While the literature in some cases expresses opinions about these questions, we are skeptical
that at the moment persuasive answers are available.

First, given the large impact of executives' actions on values of firms, why aren't very high powered
incentive contracts used more often in the United States and elsewhere in the world? Is their use limited
by optimal design of incentives, by fear of self-dealing, or by distributive politics?

Second, what is the nature of legal protection of investors that underlies corporate governance
systems in various countries? How do corporate laws differ, and how does enforcement of these laws vary
across countries? Although a lot has been written about law and corporate governance in the United States,
much less is written (in English) about the rest of the world, including other wealthy economies. Yet legal
rules appear to play a key role in corporate governance.

Third, are the costs and benefits of concentrated ownership significant? In particular, do large

investors effectively expropriate other investors and stakeholders? Are they tough enough toward
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managers? Resistance to large investors has driven the evolution of corporate governance in the United
States, yet they dominate corporate governance in other countries. We need to know a great deal more
about these questions to objectively compare the successful corporate governance systems.

Fourth, do companies in developing countries actually raise substantial equity finance? Who are
the buyers of this equity? If they are dispersed shareholders, why are they buying the equity despite the
apparent absence of minority protections? What are the real protections of shareholders in most countries
anyway? We were surprised to find very little information on equity finance outside the United States.

Finally, and perhaps most generally, what are the political dynamics of corporate governance? Do
political and economic forces move corporate governance toward greater efficiency or, alternatively, do
powerful interest groups , such as the managers in the United States or the banks in Germany, preserve
inefficient governance systems? How effective is the political and economic marketplace in delivering
efficient governance? While our survey has described some evidence in this area from the United States,

our understanding of the politics of corporate governance around the world remains extremely limited.
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