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Abstract
Objectivity, Proximity and Adaptability in Corporate Governance

In this paper, we identify what we regard as a fundamental tradeoff faced by
individuals, firms and institutions that monitor the performance of corporate management.
This tradeoff is between objectivity in monitoring and proximityin monitoring, which we
regard as central to the corporate governance debate. Proximity exists where monitors
are in close contact with management and participate in important decisions on a real -
time basis. Objectivity exists when monitors such as hostile acquirers, analysts, credit
rating agencies, accounting firms and outside lenders remain distant from management
and make objective evaluations of management’s performance.

A trade-off in these monitoring functions exists because monitors that obtain
close proximity necessarily forego objectivity; while monitors that are objective must
maintain sufficient distance from management, such that they lose the advantages of
proximity. Thus each individua monitor of a firm must choosewhich of these
characteristics they prefer because they can’t have both. Theoretically, a firm could have
some monitors that are proximate and others that are objective, however, in light of the
fact that most countries’ corporate governance laws encourage one &treme or the other,
such “mixed monitoring” is somewhat unlikely.

Where neither proximity nor objectivity exists there can't be effective monitoring
and disciplining of management. In this situation, outside investors will be reluctant to
invest, and frms will be required to turn to internal sources of finance. We observe,
however, that certain corporate governance systems feature neither attribute, and yet
succeed nonetheless. Italy is one such a system. The example of Italy’s system, which
provides protection for workers who invest in firm specific assets, illustrates that
corporate governance systems can be quite adaptable in contracting around the structural
flaws that exist in their own governance systems. In Italy’s case, the proliferation of
(smaller) owner-managed firms is key to overcoming corporate governance failure.
Moreover, providing protection for workers who invest in firm-specific assets is a distinct
strength.

Finally, this paper argues that, notwithstanding current legal constraints to non-

uniform systems of corporate governance within particular nations, that firms would be



best served by deciding and adapting between objectivity and proximity on an industry-

wide rather than nation-wide level.

OBJECTIVITY, PROXIMITY AND ADAPTABILITY IN CORPORATE
GOVERNANCE

Introduction

Monitors are crucia to effective corporate governance. Monitors comein a
variety of forms, from directors, to auditors, credit rating agencies, stock market anaysts,
take-over firms, arbitrageurs, large shareholders and outside lenders. Even customers and
suppliers can be viewed as monitors because of their ability to observe management
quality and send effective signals to the market about management’s performance.

In this paper, we identify what we regard as a fundamentally important tradeoff
that must be faced when evaluating the ability of a monitor to succeed in improving a
corporate governance system. This is the tradeoff between objectivity and proximity,
which we regard as central to the corporae governance debate.

We posit a model of corporate governance in which there is a trade-off between
proximity and objectivity. Each monitor within a corporate governance systems must
choose whether they prefer arole that features one of these characteistics or the other
because they can’'t have both. Theoretically, within a particular nation’s system of
corporate governance, a particular firm could have both proximate and objective monitors.
However, in the interest of predictability and ease of application, many nations create and
maintain corporate governance laws that facilitate uniform monitoring practices and
discourage such “mixed monitoring”. As such, in redlity, either the feature of proximity
or objectivity will likely dominate throughout successful corporate governance systems.

Nonetheless, we argue that certain corporate governance systems feature neither

attribute, and yet succeed nonetheless. Where neither proximity nor objectivity exists to



permit the effective monitoring and discipline of management, investors will be reluctant
to invest, and firms will be required to turn to internal sources of finance. While such a

system has obvious costs, it has hidden virtues as well. In particular, such a system

provides strong incentives for managers to make firm-specific human capital investments,

which are necessary to develop specialized skills. Italy is one such a system.

Significantly, we lastly argue that the trade-off between proximity and objectivity
and the adaptation between these two extremes would be ideally applied out on an
industry-specific level rather than on nation-wide level. Notwithstanding the above
mentioned legal constraints that currently impede such non-uniformity within particular
countries, data discussed in this paper bears out this suggestions.

Proximity

In systems like those that exist in Germany, the Netherlands and elsewhere, there
is often intimate, sustained, intensive, and finely textured monitoring of management,
either by large shareholders or by largely autonomous, entrenched, boards of directors
(supervisory boards). These directors enjoy close proximity to the firms they are
monitoring. They participate in decision-making, and monitor management’s actions on a
red -time basis. Inevitably, these monitors tend to become insiders and are captured by
the firms they are monitoring. Their participation in the decision-making process not
only requires that they have access to information more quickly than outside monitors,
like takeover artists, arbitrageurs, credit rating agencies, and analysts, it also establishes
the conditions by which capture of the monitors by incumbent management is most likely
to occur. Capture means that the block shareholder or bank-board member who is the

ostensible monitor adopts the perspective of the management team being supervised.

Consequently, the informational advantage enjoyed by the insiders in certain corporate
governance systems is mitigated by the fact that these investors may gradually lose the
ability to evaluate the performance of the firms by monitoring in an objective manner.

Objectivity

By contrast, in a corporate governance system like the one that exists in the U.S,
far less monitoring comes from directors, large shareholders or others in close proximity
to the firm's managers. Instead, a variety of outside forces and institutions, particularly
the market for corporate control, but also credit rating agencies and investment banking
analysts, serve as substitutes for direct shareholder involvement. In this system,
considerable distance exists between monitors (investors) and management. The kind of
“proximity” described above is impossible, and investors may thus face a significant
problem in obtaining timely, reliable information about management.

This shortage of information could in theory negatively impact the effectiveness
of corporate governance systems in regimes where monitors lack close proximity to
management. In particular, monitoring in the U.S. generally is ex post and evaluative
rather than ex ante and pro-active. However, there is a benefit to this lack of proximity.
The distance that U.S. investors have from the firms in which they are investing brings
with it a high degree of objectivity lacking in corporate governance systems where the
proximity of monitoring subjects them to the risk of capture. This objectivity raises the
probability that the outside monitors will impose sanctions on corrupt or under-

performing managers when such corruption or poor performance is detected.



Adaptability

The purpose of our discussion about proximity and objectivity is to make three
points. Our first point is that effective monitoring of corporate management cannot exist
unless the monitors possess the characteristics of either proximity or objectivity. Our
second point is that there is a tradeoff between proximity and objectivity, and this trade-
off makes it impossiblefor a particular monitor within acorporate governance system to
provide monitoring that is both proximate and objective. Our third point isthat corporate
governance systems lacking one or both of these characteristics can succeed by adapting
to compensate for weaknesses.

Where there is neither proximity nor objectivity on the part of monitors, investors
will shy away because they know they will be unable to protect themselves from
management opportunism. These sorts of pathologica corporate governance systems
must adapt to survive. Sometimes these adaptations, which generdly involve using
internal sources of finance, have benefits, such as encouraging firm and asset -specific
capital investments that are not obvious at first glance.

This paper is organized as follows. In section |, we develop a theoretical
framework highlighting the source of the corporate governance problem, the objectives of
corporate governance and the importance of shareholders in corporate governance.
Section |1 develops the point that systems differ in the proximity and objectivity of
supervision and control. We illustrate that the optimal distance between management and
monitor will be one of two extremes: either monitors should capitalize on the better
information that comes with proximity or systems should seek to benefit optimally from

the objectivity that comes with distance.

In Section |11, we buildon our point about adaptability. We discuss the issue of
adaptability in the context of the corporate governance arrangements in the U.S. and Italy.
The basic point here is Coasean in nature: firms in every country face legal constraints
around which they must bargain in order to obtain the corporate governance regimes that
meet their own, particularized contracting requirements®.

Our conclusions about the nature of alternative corporate governance systems are
interesting and important because they show the futility of efforts to design a perfect
corporate governance system. Our analysis reveals that there is no clear answer to the
question of which corporate governance system is best. It does however point at the
desirability of industry-tailored corporate governance arrangements.

l. Corporate Governance: Theoretical Insights
A. The Corporate Governance Setting

On atheoretical level, the problems of corporate governance result from the
existence of incomplete contracts. Governance is then desired to resolve the gaps left in
these contracts in ways consistent with maximizing the value of the firm. The important
contribution addressing this issue comes from Grossman and Hart.2 They introduced the
notion of residua rights of control that stresses the importance of alocating decisiona
power (control) when unspecified contingencies arise. Corporate governance could be
narrowly defined as “the set of conditions that shape the ex post bargaining over the

quas -rents generated by a firm.”® Under this defi nition, corporate governance fillsin

1Weignoretheimpact of internal governance and product market competition on managerial agency
problems. See S. Hirotaand K. Kawamura, What Makes Autonomous Management Do Well?: Corporate
Governance without External ControlsY ALE ICF, Working paper no.02-22(2002).

2s. Grossman and O. Hart, The Costs and Benefits of Ownership: A Theory of Vertical and Lateral
Integration, JOURNAL OF POLITICAL ECONOMY, Vol. 94,691-719 (1986).

3. Zingales, CorporateGovernancein THE PALGRAVEDICTIONARY O FECONOMICS AND L AW (1997).



holes left in incomplete contracts. Corporate governance is irrelevant with complete
contracts. Such contracts would fully specify the desired course of action, and provided
that enforcement and time-inconsistency problems are not issues (and they are not in a
world of complete contracting), such that no role would exist for corporate governance.

The presence of discretion in incomplete contracts makes the allocation of
residual rights of control important. Management — in this incomplete contracting world
—may have a substantial informational advantage that gives it certain residual rights of
control. More effective monitoring can level the playing field between investors and
managers. The accountability of management vis-avis stakeholders and the governance
and/or supervision provided by those stakeholders occupies our primary focus.

The question thus becomes who ideally should be granted the residua rights of
control? Shareholders lack protection in terms of enforceable contractual rights. They
have no legal rights to dividends, capital appreciation or even areturn on their initia
investments. They also have weak bargaining power because their investment in the firm
is sunk once it has been made. This view points a shareholders as the prime candidate
for being allocated control rights.*

The difficult question at this point is how the corporate governance system should
be arranged to protect the interests of shareholders. However, we also observe that the
basic dichotomy between proximity and objectivity exists regardless of whether the

monitors are acting on behaf of the residua claimants or on behalf of some other, more

‘SeeR. Rg an & L. Zingalas, Power in a Theory of the Firm,QUARTERLY JOURNAL OFECONOMICS Vol.
113 (1), p. 387-432(1998). Rajan and Zingales link the choice of residual claimants’ incentive and abilities
to choose the specificity of their contribution to thefirm. Highly firm-specific contributions may limit ex
post bargaining power. Shareholders, however, could part with their money and thus (partially) distance
themselvesfrom the direct decision- making but be granted control rightsex post. The suppliers of other
inputs, including workers (labor), are generally not ableto distance themselves. That is, they havea
permanent effect on the quality and usage of their input. Granting them control rights may then be
suboptimal: they would seek to affect or manipul atethe firme-specificity of their contributions. 1d.

complex constellation of constituents. Simply put, observing and evaluating the
performance of the monitors themselves is not easy, and the task becomes even more
difficult when the monitors are involved in complex tasks such as monitoring on behalf
of awide array of constituents with possibly conflicting objectives.

B. Managerial Inefficiencies and Shareholder Involvement

The contracting problems that lie at the heart of corporate governance arise only
when ownership is separated from control. When management and shareholders are the
same party, control rights are automatically in the hands of shareholders. But these
contral rights are highly attenuated, depending, as they do on annual meetings and other
formal events. In fact, in the red world, direct shareholder involvement in corporate
affairs generaly is severely limited by lav and custom.

These limitations become apparent when shareholders seek to exercise direct
control over managers. Most notably, freerider problems due to the dispersion of
ownership may be insurmountable. ® While havi ng some very large shareholders may
ameliorate the free rider problem,® other problems arise when large shareholders
participate in management. Large shareholders may face conflicts of interest that
undermine their incentives to maximize firm value. For example, they may enjoy private
benefits of control that distort their decision-making. Alternatively, large shareholders
may themselves be part of organizations that face governance problems (e.g. (public)

pension funds).”

® See Grossman & Hart, supra,n. 2.

5 See A. Schleifer and R.W. Vishny, Large Shareholders and Corporate Control, JOURNAL OF POLITICAL
ECONOMY, Vol. 94, 461-88 (1986).

7 See Roberta Ramano, Public Pension Fund Activismin Corporate Governance Reconsidered, 93 COLUM.
L. REV. 795 (1993).
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In the U.S. direct shareholder involvement is mitigated by the fad that share
ownership is relatively dispersed. This dispersion limits direct shareholder involvement
to periodical interference via proxy fights, hostile takeovers or other mechanisms that
seek to mobilize shareholders®

In the Continental European context concentrated ownership is more prevalent.
However, this does not readily trandate into more shareholder control. In some countries
(Germany and countries in Southern Europe) cross holdings and pyramid structures
shield firms from shareholders. Al<, non-executive directors (or supervisory boardsin a
two tier system) may shield management from direct shareholder involvement® Thisis
particularly true in the context of some Continental European countries. In counties like
the Netherlands and —to alesser extent — Germany, rather autonomous supervisory boards

operate semi-independently from shareholders and effectively shield management from

81n general, shareholder control becomes more powerful when financial difficulties and/or managerial
control problemsemerge. Inthose circumstanceswe often observe concentration of shareholdings.

° Animportant issueisthe obligation that corporatelaw imposeson directors. Whilethe system of
corporate law isendogenous, and in the end potentially an outcome of the search for an optimal corporate
governance, the specification of the law isstill of interest and a determinant of corporate governance as
well. Inthis context Shleifer and Vishny emphasize the fiduciary duty of managersand directorsviaa-vis
shareholders. Thisduty isdeeply entrenchedin U.S.law. See A. Shleifer and R.W. Vishny, Large
Shareholders and Corporate Control, JOURNAL OF POLITICAL ECONOMY, Vol . 94, 461-88 (1997).
Hamermesh formulatesthisasfollows: “ Delaware fully supports the proposition, dismissed in some
quarters as myopic, tha the business and affairs of aDelaware for profit stock corporation areto be
managed so asto maximizethe val ue of theinvestment of one group and one group only, itsstockholders.”
Seel.A.Hamermesh, The Shareholder Rights ByLaw: DoubtsfromDelawar e, CORPORATE GOVERNANCE
ADVISOR9, Vol.5(1997). Similarly, U.S. courtshaveruled that “ A board may have regard for various
constituenciesin discharging its responsibilities provided there are rationally related benefits accruing to
the stockholders.” See Revlon, Inc. v. MacAndrews & ForbesHoldings, Inc. 506 A.2d 619, 624 (Del.
1984). Blair and Stout take the controversial point of view that American corporate law should dictate
directorsto actintheinterest of thefirm, and not only those of shareholders. This focus mimics
Continental European corporate governance arrangement, e.g. Dutch corporate law explicitly statesthat
directors should servetheinterests of thefirm asan entity. See M.M. Blair and L. Stout, A Theory of
CorporationLawasa Responseto Contracting Problemsin TeamProduction, Brookings Institute
Working Paper (1997).
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direct shareholder involvement. Therefore, asin the U.S,, direct shareholder control over
management is limited.2°

The main issue in developing or assessing a corporate governance system,
however, is how to facilitate sufficient shareholder control to overcome managerial
inefficiencies and address the other objectives of corporate governance.

C. Objectives of Corporate Governance

Corporate governance is needed for three reasons. First, and foremost, as noted
above, the necessarily incomplete nature of the corporate contract implies a need for
background rules to supply solutions to the unforeseen contingencies that confront
investors. To the extent that corporate law is enabling, rather than mandatory, problems
of incomplete contracts can be resolved so long at there is an adequate mechanism for
monitoring the behavior of managers, and so long as there is an honest judicial system
capable of enforcing shareholders’ contractual rights.

Second, the relationship between investors and managers presents a
straightforward agency problem that must be addressed. This relates to the problems
inherent in the separation of investment (“ownership”) and management (“control”); in
particular, measures to overcome potential managerial inefficiencies are important. The
ability to monitor managers effectively is an important objective of corporate governance.

Finally, the modern corporate enterprise requires a wide variety of firm-specific
investments. Thus, an important, though frequently ignored, characteristic of properly

functioning corporate governance system is to protect the firm-specific investments made

10 Shareholder control isvery real in caseswhere no separation exists between ownership and control,
which might be the case in family businesses. Observe, however, that the corporate governance debate
typically doesnot focus on these businesses but rather focuseson large(r) public firmscharacterized by a
separation of ownership and control.



by those contri buting human capital to the firm. By protecting these asset- specific
investments, corporate governance systems provide firms and individuals with the
necessary incentives to make such investments. Here, monitoring may actually impede
the ability of corporate governance systems to function efficiently, because the presence
of outside monitors may provide disincentives for managers to make firm-specific human
capital investments that leave them subject to exploitation by the monitors?.

Thus, tradeoffs between the different objectives of corporate governance must be
made. Improving the performance of a corporate governance system along one vector
may weaken the ability of that system to perform along another vector. For example, the
weaknesses of the Italian corporate governance system in lacking useful background
rules that address the agency problems that exist between investors and managers are
well known.*? However, the strength of the Italian system in nurturing and protecting
firmespecific human capital investments is not widely recognized.*®

D. Evaluating Corporate Gover nance Systems

The question remains how we should evaluate corporate governance
arrangements. One of the most striking features of the corporate governance debate is
how divorced the rhetoric is from the redity. This assertion is significant in two ways.
First, the rhetoric or corporate governance is divorced from redlity in that many of those
corporate governance systems that are characterized as defective somehow appear to
produce impressive economic results. Specificaly, a number of countries, including

France, Italy, and by some accounts even the U.S., which are categorized for various

HE Maug, Board of Directorsand Capital Structure: Alternative Forms of Restructuring, JOURNAL OF
CORPORATE FINANCE, Vol. 3, p. 113- 38(1997).

12 Jonathan R. Macey, Cor porate Governancein Italy: One American’ sPerspective’ , COLUM. BUS. L. REV.

121 (1998).
B d.
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reasons as having deficient corporate governance systems, over time have nevertheless
produced superior results in terms of productivity.’* How can it be that such “defective’
systems are capable of generating so much weath? Why for example does Itay, which
appears by all accounts to have a completely dysfunctional corporate governance system,
have a higher GDP per capital than Britain, whose corporate governance system appears,
on the basis of existing theories to be among the best?

The second way that existing rhetoric about corporate governance appears to be
divorced from redlity is that two paradigmatic governance systems—the German model
and the U.S model—are not redly models at all. The redlity is that these systems are sui
generis. The German system is not even a model of the rest of Europe. Nowhere else,
for example, exists the “co-determination” of workers and shareholders that is a key
characteristic of the German model. Countries such as Italy and France on the one hand
(extensive cross holdings and interference by the State), and the Netherlands and Sweden
on the other hand (autonomous boards that may be insufficiently accountable to
shareholders) have corporate governance systems that scarcely resemble the German
model. Similarly, the U.S. system of corporate governance differs in important ways
from the governance systems in place in other common law countries such as Britain and

Canada.

 SeeA. Ostrand, FranceisaBanana Republic: Corporate GovernanceisChanginginFrance...Sowly,
FINANCIAL W ORLD, July/August, 1997 40-43. and J. FANTO, CORPORATE GOVERNANCE INA MERICAN AND
FRENCHL AW (1997) for France;seeL. Zingales, The Value of the Voting Right: A Study of the Milan Stock
Exchange Experience, REVIEW OFF INANCIAL STUDIES (1994) and F. Barca, On Cor porate Governancein
Italy: Issues, Factsand Agency, in, BANK OFITALY ,ROME (manuscript) (1995) for Italy; see M. Jensen,
Eclipse of the Public Corporation, HARVARD BUSINESS REVIEW, Vol . 60, 67 (1989), M. Jensen, The
Modern Industrial Revolution, Exit, and the Failure of Internal Control Systems, JOURNAL OFFINANCE
Vol.48,830-881 (1993) and M. Porter, Capital Disadvantage: America’'s Failing Capital Investment
System,HARVARD BUSINESS REVIEW, Sept-Oct., 65-83 (1992) for the U.S.
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I1. Proximity and Objectivity

A. A Tradeoff: Shifting the Paradigm

Coffee and Bhide observe that share ownership in the U.S. is very dispersed and
may not permit effective discipline of management, but may promote liquidity. *° This
suggests a trade-off between liquidity and control. Some, however, including Berglof:®
and Bolton and VVon Thadden, 7 have challenged the suggested link between dispersed
ownership and lack of control. Berglof argues that a dispersed ownership of shares does
not necessarily imply alack of control. In particular, he states that “the link between
liquidity and control is less direct than suggested....” and that “Investors and issuers have
found a number of ways of keeping control concentrated while increasing liquidity and
limiting the capital committed.” B Bolton and Von Thadden make a more subtle
argument.’® They argue that a large shareholder might be very desirable, but may still
desire an exit option. Without sufficient liquidity in the market, exit is costly. That is, an
investor with a large ownership stake would face a considerable price-impact of his
trades. He may then refuse to take a large ownership stake. Liquidity may thus be a pre-
condition for having large shareholders. Bolton and Von Thadden's analysis, therefore,

points at a complementarity between liquidity and the presence of large shareholders.

1% See J.C. Coffee, Liquidity Versus Control: The Institutional Investor as Corporate Monitor, COLUM. L.
REV. (1991)andA. Bhide, The Hidden Costs of Stock Market Liquidity, JOURNAL OF FINANCIAL
ECONOMICS, Vol.34(1), 31-51 (1993).

E. Berglof, CorporateGovernance,in: TheEuropean EquityMarkets, L ONDON: THE ROYAL INSTITUTE
OF INTERNATIONAL A FFAIRS Chapter 5. 147-184 (1996).
7 see P. Bolton and E.L . von Thadden, Blocks, Liquidity and Corporate Control, JOURNAL OF FINANCE,
}lsol .53,1-26 (1998).

Berglof pointsat cross holdings and pyramidal structuresin particular. These could allow for

disproportional voting rights considering the capital committed. See E. Berglof, Corporate Governance, in:

TheEuropean Equity Markets, L ONDON THE ROYAL INSTITUTE OF INTERNATIONAL A FFAIRS Chapter 5.
147-184 (1996). Another argument could be based on the work of Holmstrom and Tirole who argue that
liquidity may facilitate more effective stock -based executive compensation schemes, and thusimprove
managerial incentives. See B. Holmstrom & J. Tirole, Market Liquidity and Performance Monitoring,
JOURNAL OFPOLITICAL ECONOMY, Vol. 101, 678709 (1993).

% See P. Bolton and E.L . von Thadden, supra, n. 17.
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The empirical observation that shareholders are very dispersed has aso been
challenged. The ownership structure in the U.S. is not as dispersed as is sometimes
suggested. While a cross-country comparison indeed shows more dispersion in the U.S.
than elsewhere, ownership of shares has become more concentrated. Much of this comes
from the proliferation of pension funds, mutual funds and other institutiona investors.

These observations are important and qualify the tradeoff between liquidity and
control. From our perspective, however, the question of how control is exercised and
what makes control effective are more important. Shareholders could exercise control
through their impact via the board of directors and through interventions via the market
for corporate control. As the liquidity/control trade-off suggests, corporate governance
systemsin the world may differ in the effectiveness of both of these channels. The
Continental European model focuses primarily on the impact of shareholders on
managerial decision making via the board of directors, with a marginal role for the
market for corporatecontrol. The Anglo-Saxon model differsin that it puts more weight
on the market for corporate control and other third-party (i.e., outside the firm)
monitoring mechanisms, and less on the board.

Thus we can identify a fundamental trade off between proximity and objectivityin
supervision and monitoring. Effective supervision and monitoring is best performed if
the monitor (board or shareholders) is both well informed and objective. This assertion is
apparent if one observes that monitoring and disci plining management are the primary
issues in the corporate governance debate. Such monitoring and discipline may require
timely corrective actions. However, the objectivity needed to bring about such timely

corrections requires sufficient distance between management and monitor, while being
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well informed is best accomplished by being close and thus intrusive. This analysis
suggests a tradeoff between proximity and objectivity.
1 Theoretical Underpinnings of the Objectivity/Proximity Trade-off
While it is obvious why being well informed is best accomplished by close

proximity, it may be less clear why objectivity requires a sufficient distance between

management and monitor. Research in public choice and psychology illustrates this point.

There is ample evidence in social psychology literature to support the view that boards
with close proximity to management are likely to become captured by management. For
example, the “theory of escalating commitments” predicts that board members will come
to identify strongly with management because they have begun a pattern of agreeing with
management’s decisions. 2 Those earlier decisions, once made and defended, will affect
future decisions such that those later decisions will comport with earlier decision.?! In
line with this theory, studies of the decision making process that contributed to the
escalation of the Vietnam War showed the leaders paid more attention to new
information that was compatible with their earlier decision. They tended to ignore
information that contradicted those earlier assumpti ons.? These studies suggest that once
ideas and beliefs become ingrained in the mind of a board of directors, the possibility of
dtering those beliefs decreases substantially. As Tom Gilovich has argued, “beliefsare
like possessions” and “when someone challenges our beliefs, it is as if someone criticized

our possessions’®

2 SeeD.G. Myer s, SOCIAL PSYCHOLOGY , 46-47 (1983).

Seeld.
22 5ee R. White, Selective | nattention, PSYCHOLOGY TODAY, 82, p. 47 (1971) (observingthat “ therewasa
tendency, when actionswere out of linewithideas, for decision-makersto aligntheir actions.”).
2 see T. Gilovich, How We Know What Isn’t SO: The Fallibility of Human Reasonin Everyday Life, p. 86
(1992).
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Furthermore, social psychologists have shown that people tend to internalize their
vocationa roles. Occupational choices, such as the choice to accept a particular position
as a corporate director, will have a strong influence on our attitudes and values* In the
context of boards of directors, this influence means that board members tend to
internalize the perspective of management. This tendency causes them to lose
objectivity. 2

The analysis here is an application of what Kahneman and Lovallo (1993)
described as a cognitive bias known as the “inside view.” Like parents who often are
unable to view their own children in an objective or detached manner, proximate
monitors may reject statistical reality and view the firms with which they are associated
as above average. Objective monitors, by contrast, are able to evaluate management
decisions and make comparisons between incumbent management and rival management
teams in a dispassionate way.

Similarly, proximate monitors may be afflicted with what is known as an
“anchoring bias’ which leads them to establish or ‘anchor’ their views and opinions of
management when they establish their initia opinions. This generally will be during the
time that a monitor is being retained or an outside director is being recruited (we regard
outside directors as proximate monitors). Once a proximate monitor has developed a
positive view of management, that opinion becomes “anchored” and does not change.

We can aso support the notion that proximate boards lack objectivity from an

economic perspective. Board supervision tends to make the board jointly responsible

% 3. Bachman & P. O’ Malley, Self-Esteemin Young Men: A Longitudinal Analysisof the mpact of
Educational and Occupational Attainment , JOURNAL OF POLITICAL ECONOMY , Vol. 85 (1977).

% Observethat thisproblem does not arisewith sharehol dersin public marketswho havelittle or no contact
with management.

18



with management for the state of the firm. The degree of joint responsibility depends on
how much the board has been involved with the firm. The board may abstain from
corrective action because of the “cognitive biases’ as discussed, but also for related
reputational reasons. Abstinence can then occur because taking corrective action may
reveal that the board previously failed to take the proper course of action.?® Boards may
resist action for other reasons as well. They invest considerably in the information
specific to the existing management. Changing management would then potentially
dilute the value of this investment. Moreover, to a very large extent, boards of directors
can be viewed as |legidatures with essentially one interest group constituency:
management. Management not only has the time and the resources to cultivate
management, it is aso the group that presents the board with the information it must have
to make its decisions. Over a wide range of issues, al management must do is present
information in away that is likely to generate support for its perspectives; or in away
that is dightly danted or selective, to achieve effective capture of the board. It is,
therefore, not surprising that boards often lack objectivity. 2’

2. Tangible Examples of Objectivity and Proximity

Empirical evidence presented by Michaely and Womack (1999) illustrates our
point about the difference between proximate and objective monitors in the corporate

governance context. Michaely and Womack look at analysts' recommendations of

% | nthisinterpretation, the board monitors management. In atwo-tier system (e.g. the Netherlands and
Germany), thisisaclearly defined task for the supervisory board. In the case of aonetier system (e.g. US
and UK) non-executivedirectorshavearoleasmonitors.

2" Bainbridge arguesin favor of group decision-making. Hisemphasishowever isnot so much on the
effectiveness of monitoring the CEO, but rather on the potential benefits of team decision making versus
individual decision-making. See, S.M. Bainbridge, Why a Board? Group Decision-making in Corporate
Governance, VANDERBILT LAW REVIEW, Vol. 55, 1 -55(2002). An opposite point of view could however
also be defended. Group decision making may undermine each individual’ sincentive to engagein
monitoring. S eeB. Holmstrom, Moral Hazard in Teams, BELL JOURNAL OF ECONOMICS, Vol. 13, p. 324-
340 (1982).
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companies that have been taken public by the broker-deder firms for which they work.
They show that stocks that underwriter analysts recommend perform more poorly than
stocks recommended by analysts who work for banks that did not participate in the
underwriting. They find that the recommendations by underwriter analysts show
significant elements of bias. As Michaely and Womack observe, one possible
explanation for the systematically over-optimistic predictions of analysts who are
affiliated with underwriters is that these analysts, unlike independent, objective analysts,
have “cognitive biases’ such that they “genuinely believe that the firms they underwrite
are better than the firms underwritten by other investment banks.”?® Thisresultsin a
situation in which the redlity is not likely to change their prior opinions.

What is strikingly relevant about the Michaely and Womack research is that the
underwriter - affiliated analysts have more and better information than unaffiliated
analysts because the investment bankers participating in the underwriting have access to
superior information and better access to management in the firms they have underwritten.
This information advantage and access comes from the analysts participation in the due
diligence and marketing of the new IPO. Thus, the comparison between underwriter
analysts and unaffiliated analysts is a very concrete illustration of the tradeoff between
proximity and objectivity in corporate governance. Michaely and Womack’s results are
consistent with the view that objective monitor can do a better job than the proximate
monitor, despite the proximate monitor’s clearly superior access to information. This
result is particularly important in light of the fact that the analysts that Michaely and

Womack are studying are compensated in part by the analysts' perceived external

BR. Michaely and K. Womack, Conflict of Interest and the Credibility of Underwriter Analyst
Recommendations THE REVIEW OF FINANCIAL STUDIES, Vol. 12 (4), p. 680 (1999).
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reputation, in addition to their ability to generate revenue by marketing their firms
services to companies that want to go public. Thus, their compensation ultimately suffers
when they make bad recommendations because these recommendations hurt their
external reputations.?® What is interesting as well is that this exploitation of anaysts
biases does not require analysts to be dishonest. While the SEC (along with others) has
pointed to analyst dishonesty, our theory merely observes that analysts' ultimate
involvement induces biases.

We believe that this problem of cognitive bias affects not only andysts employed
by underwriters, but all proximate monitors. For example, it is well known that when
firms change accountants they tend to take large writeoffs relative to their predecessors.
This fact, coupled with proposed legidation that could require firms to change auditors
periodi(:ally,30 illustrates that accountants, like analysts, may well be wilnerable to
‘capture.” Arguably new accountants are willing to take write-offs because they are not
yet captured and are thus more objective, while their predecessors may have gotten too
involved with managers to objectively audit the firm. The accounti ng aspect of Enron’s
collapse may be viewed as one example of the extent to which accountants can become
captured by the management of the firms whose books they are engaged to audit. It
appears that at least some of Enron’s troubles could have been avoided had they gotten
new accountants (and concomitantly more objective audits) periodically instead of

maintaining their relationship with Arthur Anderson. & Similarly, if Arthur Andersen had

2 What isinteresting aswell isthat this explanation of analysts’ biases does not require analyststo be
dishonest. Whilethishas been akey accusation by (among others) the SEC, our explanation only usesthe
observationthat their intimateinvol vement inducesbiases.

% See Sarbanes Oxley Act (2002) and measuresthat might beintroduced in the slipstream of this Act.

31 See Beth Healy, Under Scrutiny: It sMarch Madnessfor Accountants as Annual Meeting Season Begins
and, inthePost-Enron Era, All Eyesare on the Books, THE BOSTON GLOBE Mar. 10, 2002, at C1 (quoting
one source who stated that “taking such steps as changing accountants every five years and providing
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better internal monitoring and control systems, then more objective, non-captured
supervisors would have resisted the more aggressive accounting techniques utilized by
the (captured) Arthur Andersen accountants working on the Enron audit engagement
team.

One last example of the potential cognitive biases of proximate monitorsisthe
now infamous Smith v. Van Gorkom case, 32 in which the entire board of directors for a
company called Trans Union was held personally liable for failing to follow adequate
procedures when considering (and approving) a tender offer that was not favorable to the
shareholders.®®  In this case, which ultimately revolutionized the quality of deliberations
in corporate boardrooms, Jerome Van Gorkom, a board member who was aso part of
Trans Union’'s management team, advocated an offer that was held to be flawed for its
undervaluing of the firm's shares® Notwithstanding the fact that many suspected that
Jerome Van Gorkom who was nearing retirement engineered the merger agreement to
serve his own interest in liquidating his shares of the company rather than to serve the
interest of the shareholders, the board of directors approved the deal with seemingly little
thought. 35 One scholar commented that “ [b]y today’s standards, the boards procedures
seem woefully inadequate.”*® Indeed, the Trans Union board “ did not read the merger
agreement, much less discuss and deliberate in any detail 27 Arguably, the board in this

case in exhibiting an “inappropriate reliance on Van Gorkom's judgment and

ampledisclosure of thefeesit paysfirms’ would “go along way toward easing investor fears” in the post -
Enron era).

32 488 A.2d 858 (Del. 1985). See supra, n. 36.

33 seegenerally, Jonathan R. Macey, Smith v. Van Gorkom, Insights About C.E.O.s, Corporate Law Rules,
and the Jurisdictional Competition for Corporate Charters, 96 NW. U. L. REv. 607 (2002).

% Seeld.at 607, 610.

* See Idat 610.
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negotiating” did not do a sufficient job of overseeing managerial decision-making.38
Toward that end, it has been argued that the board failed in “that it did not properly
monitor Van Gorkom ’s negotiations with the acquirer.”*® Not surprisingly, in light of
our above discussion, five of the members of the Trans Union boad were inside directors
who had been with the company and average of 23.2 years.*® Significantly, the board's
decision in this case was not tainted by selfdealing or conflict-of interest, nor could the
board be considered inept, lazy or corrupt.** Thus, like analysts who arguably can be
biased without being dishonest, the board of directors in this case failed to adequately
monitor notwithstanding that they were acting in good faith. This caseisthus a
particularly glaring example of the fact that proximate monitors may become biased and
that boards of directors generally may become captured by and too reliant upon the
judgment of the firms they are supposed to oversee.

B. A Framework and Illustration

There are three parties that determine the corporate governance structure of a firm:

management, board and shareholders. Management makes decisions (e.g. decides on a
strategy or chooses to invest in a project); while board and/or shareholders can monitor
and possibly intervene to correct manageria decisions. For our purposes, we will focus
upon the board as monitors.

After management makes a decision, monitors can act immediately, if they have
timely information that alows them to assess the quality of the project endorsed by

management, or aternatively they might intervene at a later point, when it becomes

% |d at 609.
.
“01dat 608.
“d.
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readily apparent to them whether the project is good or bad. The likelihood of immediate
monitoring depends on the distance between the board and the management. The smaller
the distance the higher the probability that information will be received in time for the
monitor to act.

However, even when timely information is received, monitoring will not always
be successful. Success depends in part on the quality of the monitor, as well asthe
timing of the receipt of information by the monitor.

Also, if the monitor does not correct managerid failure immediately, it can
aways intervene late regardless of the cause of the monitoring failure (i.e. regardless of
whether the monitor monitored unsuccessfully or simply did not receive timely
information). From a firm value maximization point of view, early correction via
monitoring is preferred to late intervention.  This preference exists because late
intervention is more costly (“losses have accumulated”) than early intervention.
Abstaining from intervention in the case of managerial failure is the most costly
dternative of al because it will lead to continued value dissipation.

The effectiveness of late intervention is important because earl y monitoring may
not be effective for two reasons. First, the monitor may not obtain timely information on
manageria failure and may not, therefore, be able to correct manageria failure early.
Second, the monitor may fail in its monitoring (again early correction will not
materialize).

However, the monitor may well choose to distort his/her late intervention decision.
This may occur for reputational reasons: late intervention might point a a failure of early

monitoring and indirectly signal alack of monitoring ability. Thus the monitor may
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observe that a bad decision has been made, but choose to abstain from late intervention
for private reasons.

C. Information Structure, Remuneration and Objectives

An examination of the information structure within systems of corporate
governance is helpful to understanding how and why intervention decisions are made.
Qutsiders (including shareholders) can generally observe the intervention decision of the
monitor. This late intervention is a drastic action. Before this time, no information
becomes available to outsiders. And abstaining from late intervention may, at least for
some time, hide the (negative) information on project quality to outsiders, and indirectly
aso hide the monitor’s failure in (early) nonitoring.

When amonitor enjoys close proximity, late intervention is informative to
outsiders because it indicates that the monitor may well have done a bad job initialy.
Late intervention by a proximate monitor reveals that the monitor may have failed to
recognize initidly that a bad decision was being made and block it. The ability of the
manager plays a crucial role; good monitors are more successful in monitoring and hence
will not be required to intervene as often as bad monitors.

The negative signal associated with late intervention may cause monitors to
distort their intervention decisions. Since outsiders (sometimes) cannot observe the
success or failure of early monitoring, monitors may choose not to intervene in order to
mask their own failure as monitors.

The ability of the monitor to shapes its intervention decision to avoid

contradicting its external image as a good monitor is particularly significant given that a
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monitor’s remuneration is linked to his reputation. Arguably, the monitar thus seeks to
maximize its reputation when it decides whether it should intervene late.

A monitor’s late intervention decision is also influenced by the probability that
the monitor will receive timely information. This probability crucially depends a the
proximity of the monitor. Thus, a distant monitor is less likely to have the necessary
information to correct manageria decisions early. Since the corporate governance system
in place dictates the “distance” and is public information, the distant monitor’s decision
to intervene carries less reputational stigma. Figure 1 depicts a time line summarizing the

key events and decisions.

t=0 t=1
¢ management chooses project « monitor observes quality of the
 proximate monitor does (with high probability) project

receive timely information about the quality of the « objective (distant) monitor

project intervenes, proximate monitor
 proximate monitor does/does not correct may not

manageria falure « reputation/remuneration of

« distant monitor unaware monitors determined

Figure 1: Key events and decisions

26




Signaling concerns are crucia to the monitor’s late intervention decision. Because the
objective of the monitor is to maximize its reputation, its choice of action will depend on
the publicly known distance between monitor and management and on the observed
quality of the project, which may point at an earlier monitoring failure. Of course, where
the monitor observing management is an outside (distant) monitor with no connection of
any kind to the earlier decision (and no possibility of having received timely information),
the late intervention cannot harm the monitor’s reputation.

D. The Analysis

As discussed above, by not intervening, a monitor may be able to avoid having its
reputation downgraded. Thus, some monitors might decide not to intervene. An
important exception arises in the case where an inside monitor can show that it was
defrauded or somehow otherwise did not receive timely information and hence could not
be expected to have monitored successfully. This is most plausible for a distant monitor.
Under such circumstances, al monitors would be willing to intervene when appropriate.
Thus, only in the extreme case where early monitoring could never be expected to be
effective (i.e. when nobody receives timely information) are monitors willing to intervene
efficiently.

At issue at this point is whether monitoring efficiency would improve if we
increased the distance between monitor and management in order to obtain greater
objectivity on the part of the monitors.

The cost of increasing the distance between monitors and management is that

such distance prevents the monitor from receiving timely information, and thus allows
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more bad projects to escape early correction because timely informati on did not become
available. The benefit however is that the intervention policy will become tougher; late
intervention stigmatizes less. That is, where the monitors have sufficient distance from
the original decision, they will not hesitate to intervene later on. Thus the question
becomes whether this negative “ volume effect” (more bad projects “survive” early
monitoring) would be offset by a positive* behavioral effect” in the form of a tougher
intervention policy later on.

These considerations suggest a trade off between proximity and objectivity.
Objectivity comes with distance and may improve behavior, while proximity brings more
timely information (a higher probability that the monitor will receive such) and early
monitoring.

Intervention islikely to be more prevalent when monitors have distance for two
reasons. Firgt, distant monitors can more objectively evaluate the quality of
management’s decision, because such monitors have not become co-opted by their
participation in the decisionmaking process into thinking that the original decision was a
good one. Once a monitor has committed itself to a decision, it becomes more difficult to
switch gears and decide that the decision was flawed.

Second, even after the closely proximate monitor recognizes that the decision was
abad one, it may be reluctant to intervene because such intervention reveals that the
monitors earlier acquiescence in the original decision occurred as a result of bad
judgment. Distance then helps because the stigma of inte'vention would be strictly lower.

However, increasing the distance between the monitors and management will

only increase efficiency if the tougher intervention policy that we expect from outside,

28



independent monitors (the behavioral effect) can discipline management at arate
effective enough to compensate for the fact that outside monitors are unable to stop bad
projects in as timely a fashion as inside monitors (the volume effect). In other words, it
might be the case that increasing the distance between a monitor and management will
reduce monitoring efficiency so severely that more bad projects ultimately dlip through,
despite the tougher intervention policy. Thus what we need is that the behaviora effect
overcomes the negative volume effect. That is, distance |ets more bad projects initially
continue, but the behavioral improvement via tougher intervention could lead to fewer
bad projects ultimately continuing. On top of this, the behavioral improvement should
outweigh the volume effect sufficiently to overcome the additional cost of — on average —
later intervention.

Put simply, when establishing systems and institutions for monitoring, we must
choose whether the monitor will be objective or proximate. If we choose a close,
proximate monitor, we get the benefits of early correction (bad projects are nixed before
they are begun), but we must bear the costs of capture and the concomitant risks that
when poor decisions are made, they will not be recognized in a timely fashion because
the monitor is worried about its reputation. |If we choose a distant, objective monitor, we
get the benefits of bold, consistent intervention without the risks of capture or worries
about the effects on the monitor’ s reputation, but we must bear the cost that poor
decisions will not be avoided early.

The anadysis to this point points at an additiond flaw -- besides the danger of
capture discussed above -- associated with monitoring by monitors such as boards of

directors who are closely involved in management’s decision-making processes. This
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additiond flaw is the risk that monitors will fail to punish bad managers, even after
managers decisions have been revealed as flawed, for fear that their own reputations
will suffer.

As we emphasize in related work*?, a key paramet er dictating the choice between
proximity and objectivity might be the irreversibility of investments. As is the case in
traditional manufacturing, investments are sunk, timely correction is crucially important.
Late intervention is not very valuable because these types of investments are lost
(dissipated) once made. Facilitating early correction is then paramount.

Since the type of investments is industry specific, key then is that firm or industry
characteristics dictate what corporate governance system is optimal.

111, Adaptability

A. Role of Adaptability

Our anadlysis and interpretation has so far focused exclusively on a one
dimensional interpretation of proximity and objectivity; that is, we let the distance
between monitor and management directly trandate in the monitor’s willingness to
intervene. Obvioudly thisis asimplification. The objectivity of the monitor and the
willingness to engage in corrective action is undoubtedly affected by many other factors.

We aso want to point out that the various issues that have become important in
corporate governance recently al can be viewed in the context of the proximity-

objectivity trade off that we have identified. Factors that have become important to the

“2 A.W.A. Boot and J. Macey, The Trade-off between Objectivity and Proximityin Corporate Governance,
UNIVERSITY OF A MSTERDAM WORKING PAPER (2003).
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corporate governance debate can roughly be put into four categories: ** (1) measures to
ensure the proper functioning of non-executive directors (to achieve greater objectivity);
(2) the need for shareholders' rights (to achieve more effective intervention by an
objective (distant) monitor); (3) ownership structure issues (e.g. concentration of share
holdings); and, (4) the need for disclosure and transparency requirements (to increase the
efficacy of a distant monitor).

The first group of issues includes the appointment process of (non-executive)
directors, the remuneration of those directors, the desirability of atwo-tier board structure
(e.g. should the non-executive supervisory board be separated from the
CEO/management board?) and the persona liability of directors. The main question
underlying this group of issues is whether non-executive directors can be made
sufficiently accountable to preserve their independence and thus overcome the problems
of proximity. The assumption is that they can; however, we think that our analysis raises
considerable doubt about this.

The second group of issues addresses the rights of shareholders. In particular, how
can information problems (due to distance) and free-rider problems be resolved to
facilitate monitoring and prompt corrective actions by shareholders? In this context, for
example, the desirability of proxy voting and the presence of anti-takeover measures are
being discussed. Also, the protection of minority shareholder belongs to this group’s
issues.

The third and fourth groups of issues address the ownership structure and

transparency and disclosure. Ownership structure is directly related to the role and

“ e, e.g. the Cadburry Report in England, theHemple Report in the U.S., and the Vienot Report in
France.
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effectiveness of shareholders. Are large shareholders needed to facilitate shareholder
activism? Are cross holdings helpful? |s a stable core shareholder base desirable?
Transparency and disclosure requirements among other things may help to overcome the
information gap between (distant) shareholders and management.

At their core, al of these issues also relate to the adaptability of corporate governance
arrangements. These issues might be important considering the suggested “ either/or”
solutions to the optimal governance regime described above.  In particular, the
“either/or” type solution to the optimal structure of corporate governance may go hand in
hand with other features that may mitigate the disadvantages of proximity-based and
objectivity-based systems. More specifically, a proximity-based system with, for
example, afindy textured involvement of a board may benefit from shareholder activism.
Shareholders could possibly aign the board’ s incentives with their own, or at the very
least mitigate capture by management. The reputationa distortions rooted in proximity
may then be partially mitigated and the board may choose to irtervene more.

These observations suggest a potential complementarity between the monitoring
provided by boards and the market for corporate control. If the board knows that it will
be ousted following a successful disciplinary takeover, the board may become more
vigilant to preempt the need for corrective takeovers. A takeover threat may then not only
discipline management, but also discipline the (non) monitoring board.

The importance of adaptability is now easy to see. The issues of ownership
structure, shareholders rights and disclosure and transparency may al play akey rolein
facilitating shareholder activism. These issues may help to discipline management and

(supervisory) board in both proximity - and objectivity-based systems. Similarly, i n both
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types of systems we see the introduction of measures to facilitate the proper functioning
of non-executive (or supervisory) directors. In the context of the Anglo-Saxon onetier
system these measures could be interpreted as an attempt to add some benefits of
proximity to this objectivity-based system.

B. Application to U.S. and Italy

In this section we show how corporate governance systems can be evaluated on
the basis of how well they fill gapsin contingent contracts, resolve agency problems, and
promote investments in human capital. This discussion will alow us to focus on the
adaptability of those systems. In particular, by understanding the strengths and
weaknesses of each system we can understand how these systems adapt to overcome their
wesknesses.

Firms that operate within competitive product, labor and capital markets face
strong incentives to innovate around any defects that may exist within the framework of
any particular set of corporate governance rules. Such innovation reflects the notion of
adaptability. In this context, we discuss the tradeoff between the value of objectivity that
comes with distance, and the value of information that comes with proximity.

The U.S. could fit our example of a corporate governance system in which the

entities that provide monitoring and discipline may lack information but enjoy objectivity.

Italy provides an example of a country with, what appears to be, a defective corporate
governance structure. The Italian corporate governance structure permits neither the
separation of ownership and control, which brings the “distance” that produces
objectivity (e.g. asin the U.S.), nor the continuous and textured monitoring and discipline

by ingtitutions or supervisory boards that potentially provide monitors with real -time

information about corporate performance (e.g. Germany and the Netherlands). While it
is possible to identify corporate governance systems that lack both objectivity and
proximity (Italy), it is virtually impossible to identify systems that feature both traits.

2. U.S. Corporate Gover nance

The U.S. system of corporate governance gets high marks for its ability to fill in
gaps in contingent contracts, mediocre marks for its ability to resolve agency problems,
and poor marks for its ability to promote human capital investments. With regard to
filling in gaps in contingent contracts, the U.S. system, while far from perfect, does a
good job of policing efforts by management to divert corporate assets to their own uses.
U.S. law has rules that protect minority shareholders from exploitation,44 including those
who invest in subsidiaries of firms that are part of larger corporate group&45 U.S. law
aso polices rather vigorously against director conflict of interest transactions.*® More
importantly, U.S. directors owe a fiduciary duty of undivided loyalty to their shareholders

under basic U.S. Corporate governance principl es*” In addition to these protections for

“see, e.g., Katzowitz v. Sidler, 24 N.Y .. 512 (1969) (holding that the majority sharehol ders breached a
fiduciary duty to the minority shareholdersby offering them additional shares, notwithstan ding that the
minority shareholders held aright of first refusal, because the sole reason for the issuance of new stock was
tofreeze out one of the sharehol ders, and there was no | egitimate business purposefor theissuance), Cf.
Nixon v. Blackwell, 626A.2d 1366 (Del. 1993) (holding that majority shareholdersdid not breach their
fiduciary duty to the minority by establishing aninsurance and retirement plan that gave certain benefitsto
employeeswho happened to be majority shareholders, even though these plans afforded the majority more
liquidity than that availableto the minority becausefair treatment of the minority does not necessarily
require equal treatment). Seealso GraceBros. V. Uniholding Corporation, 2000 Del. Ch. Lexis 101 (2000)
and Orsi v. Sunshine Art Studios, 974 F. Supp 471 (1995).
% See Sinclair v. Levien, 280 A.2d (Del 1971) (holding that aparent corporation owesafiduciary duty to
its subsidiary when there are parent subsidiary dealings and remanding the case for determination of
whether the parent’ smaking asel f-dealing contract with their subsidiary and then causing the subsidiary
not to comply with the contract constituted abreach of that duty).
% See, e.g,, Subchapter F (sections 8.60-8.63) of the Mode! Business Corporation Act. Seealso, American
Law Institute Principles of Corporate Governance Analysis and Recommendations, §1.23 and §5.02.
SeeKenneth E. Scott, Corporation Law and the American Law | nstitute Cor por ate Gover nance Project
35STAN. L. REV.927, 932-25 (1983); See also Robotham v. Prudential Ins. Co. of America, 62 N.J. Eq.
673 (1903) (granting an injunction against the merger negotiated by the directors of Prudential whereby so
that both Prudential and itscounter -party would be insulated from hostile-takeover because the court held
that whereall directorshave adirect interest in atransactions—i.e. wherethereisapotential breach of the
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shareholders,*® a critical element of U.S. corporate law is that most of its provisions are
enabling rather than mandatory: investors can customize their own arrangements with the
firms in which they have invested in order to tailor these arrangements to correspond to
their own particular needs.

Whileit istrue that U.S. law does a good job of dealing with crude efforts by
managers to abscond with corporate assets, in recent years, the U.S. system has not dealt
as well with other, more subtle aspects of the agency problem investors in public
companies, such as managerial entrenchment in the face of hostile take over bids or
excessive managerial compensation. It iswell known that the U.S. system of corporate
governance is categorized by a degree of separation between ownership and capitd that is
pronounced relative to that in other countries. The U.S. depends more on capital markets
and less on banks and large shareholders than other countri es® Asa consequence of this
historical phenomenon, which is at least partially attributable to political causes* the
performance of the American system of corporate governance hinges in part on its ability
to resolve agency problems that result from the separation of ownership and management,

which uniquely characterize the U.S. public corporation.

duty of loyalty -- the sharehol ders can compel them to prove thetransaction isadvantageousto the
corporation) and Globe Woolen Co. v. UticaGas & Elec. Co. 224 N.Y . 483 (1918) (holding that a
chairman of the board of directorsbreached hisduty of loyalty to sharehol derswhen he caused the
corporation to contract with another company of which hewas chairman of the board, even though he
disclosed hisaffiliation with thelatter, because he failed to disclose the known pitfal s of the contract to the
board of the former).

%8 Notethat American sharehol dersare al'so protected in that they are owed aduty of care. Seee.g. Smithv.
Van Gorkom, 488 A.2d 858 (Del. 1985), avery famous casein which aboard of directorswasheld to have
breached their duty of careto shareholdersin that they did not engagein asufficiently long or thorough
review of atakeover bid. Thisholding arose, notwithstanding that the price offered for the company’s
shareswas well above the firm’s market price, because the court held that the stock of the company was
historically overval ued and that the company should’ vegoneto greater len gthsto discern the stock’ s actual
value.

4 See A. Murray, New Economic Models Fail While America, Inc. Keeps Rolling: Why? THEW ALL
STREET JOURNAL, Dec. 8, 1997, A2, col. 1.

% See M. Roe, Strong Managers, Weak Owners, The Political Roots of American CorporateFinance,
PRINCETON UNIVERSITY PRESS (1994).

The way that the U.S. system has historically confronted agency problemsis
though takeovers. A wedlth of theoretical arguments and empirical evidence supports the
proposition that takeovers address corporate governance problems, in particular, by
controlling managerial discretion. Shleifer and Vishny®! have observed that “takeovers
are widely interpreted as the critical corporate governance mechanism in the United
States, without which managerial discretion cannot be effectively controlled.>?

Severd palitica developments may have weakened the effectiveness of the
market for corporate control. In particular, the collapse of Drexel, Burnham Lambert
contributed to the end of the 1980 takeover wave by depriving bidders of ready access to
the significant capital needed to finance a hostile acquisition.>® Also, state legislatures
and state judiciaries in virtually al important U.S. jurisdictions have succumbed to
political pressure to impose legd curbs on the market for corporate control.

These events, however, posed only temporary problems. Takeover
entrepreneurs—and their legal and financia strategists — are much more dynamic and
inventive than many suppose. Following the demise of Drexel, the junk bond market
collapsed, but only for atime. Soon, not only were hightyield bonds back, but their role
in financing takeovers was supplemented by the growth of hedge funds, and by the
increased availability of commercia bank financing. The total capital available to
finance arbitrage and other takeover related activities is greater today than i t wasin the
1980s. More importantly, ingtitutional shareholders have become more activist in recent

years. They aso use their political leverage to try to insure that the balance of power in

51 see Shleifer, A. and R.W. Vishny, A Survey of CorporateGovernance, JOURNAL OF POLITICAL
ECONOMY, Vol. 52, p. 33757 (1997).

Id.
53 See Bailey Morris, Drexel Case Renew Fears Over ‘ Junk Bond' Market, THE TIMES, Sept. 10, 1988.
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the market for corporate control does not tip too far in favor of incumbent management.>*
Together with the effective bundling of hostile bids with consent solicitation and proxy
fights, hostile takeovers, which had virtually disappeared as a corporate governance
device at the start of the 1990s, but which reappeared around 1995, continue to play an
important role in mitigating managerial agency problems.® Nevertheless, managerial
entrenchment problems have far from disappeared. The various highly publicized
corporate scandals (Enron, WorldCom, etc.) indicate that there is substantial scope for
improvement.

As noted at the outset, corporate governance systems work to reassure suppliers
of capital. Among the more important and illustrative sorts of capitd is firmspecific
human capital. It is here that the vaunted U.S. system of corporate governance reveds its
deepest flaws. A distinguishing feature of the U.S. system is its reliance on capita
markets. These markets place pressure on corporate managers to deliver profits. A
defining attribute of this system isits objectivity. Another distinguishing feature of the

U.S. system is its dynamism and flexibility. In particular, participants at al levels of U.S.

5 See J.E. Fisch, Relationship Investing: Will it Happen? Will it Work?, OHIO STATEL. J. (1994)

* Perhaps, most significantly, takeover entrepreneurs and arbitrageurs haveintroduced an innovation, the
shareholder rightsby-law, that islikely to do even moretoinvigorate the market for corporate control by
eliminating the ability of target company boards of directorsto keep the poison pill defensive devicesin
placeoncean outsidebid hasbeen made. (Thenew techniqueissimple. A shareholder proposes an
amendment to hisfirm’ sbylawsrequiring the company’ s poison pill (and other defensive measures) to
expire automatically whenever the firm receives an all cash offer for 100 percent of the firm’s stock at a
priceat least 25 percent abovethe market. Theonly way thefirm can keepitspoison pill isif the
shareholdersvoteto keep the pill within 90 daysof receiving theoffer.) The Securitiesand Exchange
Commissionisrequiring firmsto include these sharehol der right sby-lawsintheir proxy solicitation
materialsat their own expense under SEC Rule 14a8. By refusing to permit companiesto exclude
shareholder proposalsfrom their proxy solicitations, the SEC has set the stage for amajor legal battle. This
battle wi Il come when sharehol ders approve a proposed sharehol der rights-by-law, and directors claiming
tothat their right to run the company waswrongfully usurped then challengetheby 1aw in court. If
Delawarejudgesrefuseto respect therights of the sharehd dersby upholding thelegality of rightsby-laws,
institutional investors may start demanding that their firmsreincorporate to jurisdictionsthat provide more
rigorous protection for shareholders. However, evenif the Delawarejudiciary isnot persuaded by legal
arguments, pressure by institutional investorsto find ajurisdiction hospitabl e to these arrangements may
well insuretheir long-term viability even if Delaware’ sjudges are reluctant to enforce them.
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labor markets are highly mobile. Hiring and firing workers is far easier in the U.S. than in
Europe or Japan. These features have been heraded as causing the low rates of
unemployment that the U.S. enjoyed in the late 1990s. These advantages are offset, to
some extent, by costs, which result from the fact that employees, including highdevel
managers, cannot make credible, long-term commitments to their firms. This reduces the
incentives of both firms and managers to make firm-specific investments in employment
relationships. Thus, the unstable nature of these employment relationships has distinct
costs as well as distinct benefits.

Another weak aspect of the U.S. corporate governance system is rooted in the fact
that U.S. investors are not relationship investors. they move in and out of their investor
status though arms-length market transactions. As such, in the U.S. investors depend on
publicly available information that is inevitably incomplete, crude and backward looking.
U.S. investors generally lack the same privileged, detailed information about firms they
have invested in that institutional investors in other countries may enjoy. U.S. law has
attempted to compensate for this deficiency by creating complex and extensive disclosure
requirements.56 While these mandatory disclosure rules may have improved the quality of
the information received by investors, they do not change the fact that information is
received only after critical decisions are made. As we argued in Section I, Continental
European systems with large shareholders or direct control by supervisory boards and/or
banks alow not only a finer information partitioning, and thus more informed monitoring,

but also permit investors to participate in decisions before they are made. However, an

% see e.g., Regulation FD, Disclosure to Inwestors—A Reappraisal of Federal Administrative Policies
under the’33 and’ 34 Acts(S.E.C. 1969); Jason Michael Craft, Notesand Comments: What' sall the
Commotion?: An Examination of the Securitiesand Exchange Commission’ s Regulation FD, 14 DEPAUL
Bus. L.J 119(2001); CarolineF. Hayday, Note: Shedding Light on Wall Street: Why Reg. F.D. is
Appropriateinthelnformation Age(2001).



element of capture may enter that prevents effective governance. Thus, notwithstanding
the benefits the U.S. systems reaps due to the benefits afforded by its objectivity, it seems
the US modé, like Continental European models, may fail to adequately address subtler
agency problems.

3. Corporate Governance in Italy

The Itdian system of corporate governance is a virtua mirror image of the U.S.
system. The Itdian system gets low marks for its ability to fill in gaps in contingent
contracts, due to its poor legal system and absence of protections for investors' rights.
Italian corporate governance aso performs poorly in terms of its ability to resolve agency
problems. The fact that the duty of loyalty is not an operating concept in Italy illustrates
this weakness. The absence of this doctrine exists for severa reasons, not the least of
which i s that courts have no expertise or inclination to provide protections for non-
controlling investors®>” Two features of the Italian corporate governance system-
politics and small firms that finance themselves internally-- subgtitute for the lack of
market-based control systems that characterize the U.S. corporate governance.

The State historicaly has controlled the nation’s banks and large companies, and
has “ constantly made up for failures in the governance environment of private companies
by providing them with a steady flow of resources.”*® The role of the State in Italian
corporate governance is hardly salutary. The politicization of capital investment

decisions inevitably results in sub-optimal decisions about capital allocation. In addition

57 See R. Weignmann, Responsibilitia e poterelegittimo delgi amministratori , 104-13 (1974), F. Barca, On
Corporate Governancein Italy: Issues, Facts and Agency, BANK OF I TALY, ROME, manuscript (1995),
Jonathan R. Macey, Corporate Governancein Italy: One American’ s Perspective1998 COLUM. BUS. L.
REV.121.

%8 F. Barca, On Corporate Governancein Italy: Issues, Factsand Agency, BANK OFITALY , ROME
(manuscript) (1995).
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to State ownership, the Italian corporate governance system is characterized by
complicated cross and pyramidal ownership structures. This system of shareholdings
possibly entrenches management, disadvantages minority shareholders, prevents capital
market dscipline and stifles the development of a market for corporate control. However,
these ownership structures do result in the emergence of a clearly identified, highly stable,
controlling codlition. This control group has close ties to management and tinely access
to whatever information, including confidentia corporate information that it wants.

These factors affords the control group a highly textured involvement that includes the
ability to make instantaneous changes whenever necessary. The complicated and
pyramidal ownership structures do, however, distort and confuse incentives. Also, the
proximity of investors to management leads to “joint responsibility” and a lack of
objectivity that weakens the monitoring role of investors®® Moreover, legal protection
for shareholders in Italy is so poor that external financing is barely feasible for investors
who do not receive control rights.

In essence, the U.S. corporate governance system is flawed in that takeovers are
so expensive that it is only cost-effective to address largescale managerial failures. By
contrast, the controlling shareholders who manage the Italian corporate governance
system can make changes at a far lower cogt, since they are already in control. However,
because of their persond involvement in the management of the firm and the complicated
ownership structures, these investors are likely to lack the objectivity necessary to make
the hard decisions required to control agents' behavior.

The success of the Italian economy is due, in large part, to the fact that the

country has a disproportionately large number of smal firms that perform exceedingly

% See Section .



well. An astonishing 98% of Italian firms have fewer than 20 workers.5° These firms
solve corporate governance problems in the simplest way possible: they lack the
separation of ownership and management that generates the agency problems that define
the corporate governance puzzle in more complex systems. In other words, “corporate
governance doesn’'t matter very much in Italy because there are so few large and medium
sized firm.”®* Complex solutions to corporate governance problems are not necessary in
these small firms because individua entrepreneurs and their families in Italy both finance
and manage these small family firms, and they have both the incentives and the ability to
monitor and control shirking.

Therigid, inflexible industrial structure of the Italian corporate governance
system does create strong incentives for managers to make firmespecific human capital
investments. Thisistruein small Italian firms because these firms “are often staffed with
family members or close friends of the owner, who can make credible, longterm
commitments to the employees that, in turn, provide the employees with incentives to
make such firmspecific capital investments.” &2

In essence, the Italian system of corporate governance does not compare
favorably with the U.S. system in terms of its ability to protect minority investments, fill
in gaps in contingent contracts, or reduce agency costs. Therefore, it is not surprising that
Italy has weak capital markets and virtualy no venture capital. But Italy has flourished

because investors and entrepreneurs have innovated around the deficiencies in its

% see Jonathan R. M acey, Corporate Governancein Italy: One American’ s Perspective1998 Colum. Bus.
L. Rev. 121.

® Seeld at 140.See also M. Roe, Corporate Law's Limits JOURNAL OF L EGAL STUDIES, Vol. 31 (2),
(2002). Roe arguesthat corporate law, evenif “perfect”, cannot (fully) contain managerial agency costs,
and ownership structure may haveto takethisinto account.

%2 F. Barca, On Corporate Governancein Italy: Issues, Factsand Ag ency, Bank of Italy, Rome (manuscript)
at 7 (1995).
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corporate governance system by utilizing the closely held corporation. These smal, often
family-centered businesses have obviated the need for mechanisms that reduce agency
cost problems by eliminating the agency relationship. An often overlooked virtue of this
system is that it provides strong incentives for managers to make the firm-specific human
capital investments necessary to develop specialized skills. Managers in these intimate
firms can make these investments in the knowledge that they won't be exploited. Italy’s
innovations illustrate how adaptability can foster successful corporate governance
notwithstanding a lack of objectivity or proximity.

IV.  Final Observations

We have postulated the corporate governance problem in developed corporate
governance systems as a trade-off between proximity and objectivity. Both objectivity
and proximity have distinct costs and benefits. Objectivity goes hand in hand with
distance and potentially less information and less timely intervention in management’s
decisions. Proximity-based corporat e governance systems are more informative; and
provide more timely intervention, and this facilitates not only prompt, but preemptive
corrective action.

Ideally, governance arrangements should probably be tailored made to fit the
desired governance needs of particular firms or industries. In some firms or industries
the disadvantages of proximity might dominate, while in others the lack of information in
case of distance and objectivity might be prohibitively costly. We have identified the
irreversibility of investments as a potentially important determinant®. |ssues of

adaptability play arole aswell. For example, stronger disclosure requirements may

% Thiswould suggest that offering a choice among different charters and/or jurisdictions could be value
enhancing becauseideally corporate governance arrangementsshould betailored totheparticular i ndustry.
SeeL.A. Bebchuk and A. Cohen, Firms' Decisionswhereto Incorporate, NBER, Working paper, (2002).
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overcome some of the information shortages and facilitate more distance and thus more
objectivity. Since practical legal constraints currently impede such industry -specific
choices, however, many nations will need to take significant steps to facilitate this
superior means of constructing corporate governance systems. Indeed, while uniform
nation-wide @rporate governance decisions doubtless provide predictability and ease of
application, the analysis in this paper suggests that greater benefits could be garnered via
industry-specific governance decisions.

At this stage, we can conclude that observed nation-wide corporate governance
arrangements—be they intrusive or objective—do not deal satisfactorily with subtle
agency problems, either because of lack of information (the “objective’” U.S. system) or
capture (the “intrusive” Continental European model). The U.S. model is superior in
filling in gaps in contingent contracts, thereby lowering contracting costs, but inferior in
generating high quality information and in protecting human capital and relationship
specific investments.®* The Continental European model provides less satisfactory
solutions to contingent contracts, but generates high quality information and is superior in
protecting specific human capital investments. The latter holds particularly in
malfunctioning corporate governance system like that of Italy.65

In closing, while we have emphasized the adaptability and resilience of different
arrangements, we do believe that corporate governance systems are converging along

some dimensions.®  In Continental Europe, where ownership stakes have traditionally

5 Observethat the contracting environment in an “ objective type system likethe U.S. depends on having
enforceable contracts. With proximity, more discretion could possibly be allowed in contracts because the
Earti estothecontractsare“close” and could immediately respond to the gapsin the contract.

S Observethat in the case of Italy— aswe have discussed— solutionsto the problem of contingent contracts
aretotally inadequate and al so subtle agency problems are addressed poorly.
% See Ronald J. Gilson, Globalizing Corporate Governance: Convergence of Formor Function, 49 Am. J.
Comp. L. 329 (discussing the recent shift toward convergence and hypothesizing on the reasons behind this
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been concentrated, substantial pressure has recently come about to improve the liquidity
of stock markets. The ownership of shares of the general public has thus grown
substantially. This growth has increased dispersion. In the U.S, we observe more
concentration and an increase in institutional investor involvement. Observing the U.S.
and Continental European trends, convergence of stock ownership patterns seems
underway since concentrated ownership goes hand in hand with dispersed ownership.
Corporate governance systems are also converging in other ways. Boards of directors in
twortier systems and non-executive directors have become more and more accountable
visavis shareholders, and are forced to divorce themselves from management. Cozy
arrangements between directors and management, have thus become less and less
acceptable.

Nonetheless, as corporate governance systems continue to converge, it is
increasingly important to consider the impact of the trade-off between objectivity and
proximity and the role of adaptability in shaping optimal corporate governance systems.
Indeed, the above analysis makes clear that this tradeoff between proximity and
objectivity exists, adaptability is a somewhat mitigating factor, and that most nations
maintain systems that feature one or the other (or neither) of these features. Thus, nations
should seriously consider the potential value of combining these considerations with a

move toward industry -specific governance structures.

shift). L.A.Bebchuk and M.J. Roe, A Theory of Path Dependencein Cor porate Owner shipand
Governance, STANFORD L AW REVIEW , Vol. 52 (1), 127-170, (1999), discuss structural and ruledriven
forcesthat induce pathdependence and delay convergence.
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