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Over the last decade, the multiplication of high-profile corporate scandals — from Enron’s collapse in De-
cember 2001 to Lehman Brothers’ bankruptcy in September 2008 — has put the governance of large com-
panies and their upper management definitely in the spotlight." After all, the reasons why those and other
companies took such spectacular risks with highly leverage positions is ultimately a (corporate) governance
issue, just like the extraordinary gains by Chief Executive Officers (CEOs) pocketed through equity and
option-based compensation.

Although the term “corporate governance” literally applies to any incorporated entity, “public” or listed
companies, whose securities are traded on regulated liquid investment markets, raise specific concerns.
Berle and Means (1932) were the first to portray how the growing importance of these companies leads to
a concentration of decision-making power within firms, as disparate securities holders sacrifice powers of
direct control over professional managers in favor of gaining the practical benefits of liquidity. The “sepa-
ration of ownership and control” has since become the focus for company law and corporate governance
debates within the Anglo-Saxon world for the past seven decades. In continental Europe, while large block-
holdings and family firms are much more common than in the US or in the UK (Barca and Becht, 2002),
the growing importance of mutual and pension funds has also turned attention on minority shareholders
and the way they can secure their investments.

‘This article provides a broad overview of the theoretical developments underpinning corporate governance
debates in law and economics over the last decades. We highlight the solutions that have been put forward
as to increase managerial accountability, their limitations, the way the series of accounting scandals and
massive collapses occurred at the turn of the 21° century and during the sub-prime mortgage crisis may
impact on those debates. Basically, the story runs as follows. In the 1970s, theoretical revolutions in the
fields of finance and of the economics of the firm favored the emergence of a new, market-based model of
corporate governance. This model offered an elegant solution to the recurrent problem posed by the sepa-
ration of ownership and control: it demonstrated under which conditions the forces of competitive (stock)
markets might be sufficient to discipline corporate managers (1). This model initiated deep transformations

1. This article borrows ideas from two previous co-authored working papers: Yuri Biondi and Antoine Rebérioux, 2008, “Financial dis-
closure and the board of directors: The trade-off between independence and firm specific expertise”, working paper EconomiX n°36;
Marc Moore and Antoine Rebérioux, 2009, “From Minimization to Exploitation: Re-Conceptualizing the Corporate Governance
Problem”, Centre for Law and Political Economy Research Paper No. 16/2009, Osgood Law School, Toronto, SSRN: http://ssrn.com/
abstract=1440863
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of corporate regulations and practices, in the US and Europe. Yet, we argue that recent factual developments
(high-profile corporate scandals) as well as evolutions in theoretical and empirical economics tend to wea-
ken the validity of this conventional model (2). In turn, this article emphasizes some new ideas or research
interests in the field of corporate governance that might provide fresh foundations to enhance managerial
accountability (3). The final section concludes (4).

The Market-Based Model of Corporate Governance
The Separation of Ownership and Control

In 1932, Berle and Means published what was to become one of the most influential social-scientific works
of the twentieth century. 7he Modern Corporation and Private Property was concerned with the then growing
importance of the widely-held company. The extraordinary nature of the public company resided in the fact
that, theoretically at least, it exhibited a large “separation of ownership and control”. The controlling ma-
nagers of such organisations in many cases held a negligible ownership stake in the firm. Accordingly, they
derived the main component of their income from a fixed salary in essentially the same vein as any other
officer or employee of the company. Meanwhile, the ownership of these firms was increasingly becoming
vested in a multitude of small-scale individual investors or diversified financial intermediaries, lacking both
the resources and also the incentive to undertake effective control over the use to which management put
their economic investment in the firm. On this basis, Berle and Means described corporate managers as
“economic autocrats”, whose ability in effect to perpetuate their own existence had promoted them to the
position of “the new princes”, assuming unchecked control over their “economic empires” (1932, p.116).

Having identified the separation of ownership and control, and the resultant issue of managerial hegemony,
Berle and Means (1932) believed that the solution to this problem was to use formal legal constraints as
a means of controlling managers decision-making power. In particular, they promoted a tight control of
corporate power by courts (corporate law), together with mandatory transparency and disclosure for listed
companies (securities law). This analysis directly influenced New Deal legislation, with the Securities Act of
1933 and the Securities Exchange Act of 1934 creating a securities regulation at the federal level.? Berle and
Means’ confidence in regulatory solutions to the separation became a dominant strand in the subsequent
thinking of many 20® century corporate lawyers until the 1970s.

Beyond this investigation on proper regulatory checks and balances on managerial hegemony, Berle and
Means’s analysis ultimately raised the normative question of managerial accountability: Whose interests
should public (listed) corporations be operated in? In the final Book (IV) of 7he Modern Corporation Berle
and Means (1932) identified two alternative answers to this question, corresponding to two different doc-
trines still vivid today: on the one hand, the doctrine of Shareholder sovereignty, on the other hand the
(now) so-called Corporate Social Responsibility (CSR) doctrine. According to the former, corporate execu-
tives and directors should serve the interests of shareholders, whatever the degree of separation of ownership
and control. Shareholders, because they provide financial capital without guarantee, should be the ultimate
beneficiary of corporate conduct. According to the CSR doctrine however, and following Berle and Means
(1932, p.251), the shareholders have accepted the loss of control over the company in exchange for greater
liquidity. Consequently, they can no longer legitimately demand control over the company. While their
interest should not be the sole guideline for the exercise of power, it is necessary to set limits on managerial
power to ensure that it is exercised on behalf of the company’s constituents: shareholders, certainly, but also

2. Berle was member of the “Brain Trust” that advised Roosevelt in 1932 for the presidential campaign.
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workers and, even further, the communities in which these companies thrive. 7he Modern Corporation the-
refore ended with a plea for management that would be a “purely neutral technocracy” (p.312), as currently
advocated by many CSR proponents. Just like the confidence in a regulatory treatment of the separation,
this dismissal of the shareholder sovereignty doctrine was a dominant feature of the post-Berle and Means
literature, until the 1970s.

The Contractual Approach of the Firm and the Efficient
Capital Market Hypothesis

From the end of the 1960s, the contractarian theory of the firm has provided corporate governance debates
with fresh, strong theoretical support (Jensen & Meckling, 1976; Easterbrook & Fischel, 1991). Basically,
this theory involves getting inside the “black box” of the firm in order to investigate the set of relationships
that exist between its various “constituencies” (shareholders, creditors, workers, suppliers, etc.). These rela-
tionships are analysed as private, contractual arrangements. In sum, the contractarian theory considers the
firm as a self-determinative “nexus of contracts” linking together various individual input-providers.

As far as the governance of public companies is concerned, the analysis makes two fundamental claims:

— First, shareholder primacy is vividly supported. Contrary to the post Berle and Means literature, that
rather advocated an extended accountability for managerial authority (CSR), the contractarian theory
considers that, as owner or “principal”, shareholders should be the ultimate beneficiaries of corporate
decision: managers and directors, who are the “agents”, should serve their interests — and no other.

— Second, external regulatory mechanisms are discarded, to the benefit of market-based, contractual
arrangements. A common argument was that by focusing exclusively on securities and corporate law
mechanisms as a perceived solution to the accountability deficit posed by the separation, Berle and
Means ignored economic theory and the potential for re-invigoration of the competitive market as
an effective managerial constraint.> One such notable critic of Berle and Means disregard for the role
of the market in corporate governance was Alchian (1969) who warned that “ignoring or denying the
Jorces of open competitive market capitalization is... a fundamental error in the writing about ownership
and control and about the modern corporate economy” (ed. 1974, p.136).

According to contractarian theorists, the most powerful discipline over management stems from the market
for the financial stock of companies themselves. A liquid stock market is not only valuable as a medium
through which firms must compete with one another to raise equity capital at low cost but, more signifi-
cantly, it is also a necessary prelude to the effective functioning of the “market for corporate control” and the
associated disciplinary device of the hostile takeover (Manne, 1965). As put by Manne (2008): “... the very
notion of a market for corporate control is premised on the idea of stock prices accurately reflecting underlying facts
about a company...” (p.22). At the same time, managers interests can be theoretically aligned with those of
shareholders on an ex ante basis through the use of incentive-remuneration devices such as executive stock
options (Jensen et Murphy, 1990).

Clearly, then, this “outsider”, market-based model of corporate governance relies for its effective realisa-
tion upon the functioning of a liquid stock market: in a sense, while a liquid stock market was perceived
as a “problem” in the post-Berle and Means managerial literature, it is considered by contractarianism as

3. For this criticism, see e.g. Meese (2002).
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the “solution”. At the theoretical level, this analysis finds strong support in the Efficient Capital Market
Hypothesis (ECMH) that emerges in the finance literature during the 1970s. According to the ECMH,
a (capital) market is (informationally) efficient if the price of an asset fully and correctly incorporates all
available information on the ability of this asset to generate net revenue through time (Fama, 1970; Mal-
kiel, 1992). As applied to the business firm, the ECMH implies that the stock price of a firm is equal to its
“fundamental value”. This identification of fundamental and market values for a stock is a typical result (and
not just an hypothesis) of the Capital Asset Pricing Model (CAPM), the standard model of equilibrium
asset pricing, where all investors share homogenous beliefs of the joint distribution of (future) payoffs on

the stock (Sharpe, 1964; Lintner, 1965).

To sum up, in the 1970s, emerges a coherent model of corporate governance, proposing new solutions
to the problem posed by the separation. This model proposes to revive shareholder sovereignty through
contractual, market-based (exit) devices. As such, both external legal intervention (by state or courts) and
enhanced shareholder voice by direct empowerment are deemed as flawed solutions: the primary vector of
shareholder power should be their ability to buy and sell stocks, and not their aptitude to initiate and vote
to alter corporate decision making. Stock price, then, is considered as the ultimate measure of corporate
success and failure. In terms of corporate law, for example, a provision is considered to be attractive if, and
only if, it is proved to raise “shareholder value” as best measured by stock market price

The Independent Board

Last but not least, and crucial in this market-based model of governance, is the board of directors, which
should act as an “internal” point of surveillance over managers in the absence of direct shareholder mo-
nitoring (Fama and Jensen, 1983; Easterbrook and Fischel, 1991). This monitoring role notably includes
hiring and firing the CEO and other executive managers, determining executive pay and the certification of
financial and non-financial statements. In any case, it is considered that share prices act as a yardstick, upon
which those decisions should be based.

An essential attribute for the board is then the propensity of its members not to collude with corporate
executives. Of course, objectivity or independence is ultimately a subjective disposition. Yet distant share-
holders and other external stakeholders, as well as regulators, need to rely on clear-cut proxies. Accordingly,
the basic idea common to a number of existing definitions of “independence” is to identify some objective
criteria that minimize the conflict of interests between directors and corporate officers. Generally speaking,
independence is compromised if the director of a company (7) is, or has been, a corporate executive of
that company or of its affiliates, (i) is, or has been, employed by that company or by its affiliates, (7ii) is
employed as an executive of another company where any of that company’s executives sit on the board, (iv)
is a large block-holder of that company, (») has a significant business relationship with that company or
its affiliates. Such “independent” directors then should make sure that (stock) market signals are promptly
incorporated into managerial decision-making. Gordon (2007), in an influential article, stresses the theo-
retical links between the market-based model of governance and independent directors in the following
terms: “7his Article explains the trend [towards independent directors] in terms of two interrelated developments
in U.S. political economy: first, the shift to shareholder value as the primary corporate objective; second, the
greater informativeness of stock market prices. The overriding effect is to commit the firm to a shareholder wealth
maximizing strategy as best measured by stock price performance”.

In sum, efficient market-induced mechanisms, together with an independent board, are likely to evolve so
as to ensure that: (a) relevant information is incorporated rapidly into corporate securities prices; and (b)
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managers in turn respond quickly to stock market signals (through stock-based remuneration schemes and
hostile takeovers threat) in a manner conducive to the continuing advancement of the general shareholder
interest. Not only are these mechanisms believed to represent an adequate substitute for direct one-on-one
supervision by investors of individual firms, but they moreover enhance the quality of corporate governance
by substituting the cumulative allocative decisions of the capital market for the necessarily limited supervi-
sory competences of the individual investor.

The Triumph of the Shareholder, Market-Based Model of Governance?

For the last twenty years, the market-based, shareholder-oriented model of corporate governance has deeply
influenced the evolution of corporate governance regulations and practices in the United States and, to a les-
ser extent, in the European Union. The rights of (minority) stockholders have become stronger everywhere,
primarily through federal law in the U.S. and trans-national law in the E.U. In addition, the activism of
institutional investors (mainly pension funds) has promoted best practices closely akin to this model. The
growing success of a shareholder value-oriented approach to managing a business can be observed at diffe-
rent levels.

First, according to Jensen, Murphy and Wruck (2004), stock options accounted for less than 25% of the
average S&P500 Chief Executive Officer (CEO) pay package at the beginning of the 1990s, and to around
50% since 1999. A study by the firm Towers Perrin, published in May 2007, shows that in the mid 2000s,
the proportion of stock options and free shares in CEO pay amounts to 65% in the United States and 50%

in France.*

Second, according to Gordon (2007), outside directors accounted for 75% of directors in 2003 on the
average board of firms in the Standard and Poor’s (S&P), as compared to 50% in 1990 and 20% back in
the 1960s. The board independence is now the “conventional wisdom” (Bhagat & Black, 1999). A conspi-
cuous example of this “conventional wisdom” is offered by the rating provided, since 2002, by Institutional
Shareholder Services. This firm assesses the corporate governance of 7 500 listed companies (including 2 500
in the USA), on the basis of 60 different criteria. This assessment is subsumed by an index called Corporate
Governance Quotient (CGQ). In 2005, the adoption of a “super-majority board” (defined here as a board
with at least 90% independent members) was considered as the fourth most important criteria out of 60.”

Concerning hostile takeovers, the case is not so clear: while the middle and late 1980s saw a large rise in the
number of hostile takeovers in the US, many states passed at the end of the decade provisions that hindered
the ability of an acquirer to take control of a target corporation. Yet, this kind of operation is still common
in the UK, where the regime on takeover bids is quite permissive.

At the beginning of the 2000s, the idea that a well-governed company is a company monitored by indepen-
dent directors and managed in accordance with stock market signals (through the use of share options sche-
mes) was hard to contest. By contrast, the German model, with worker representatives at the (supervisory)
board, limited use of stock options, and a weak inclination toward “shareholder value creation” was under
harsh criticisms. Hansmann and Kraakman (2004) — prominent US professors of corporate law — provide a
striking example of this kind of analysis: “7he triumph of the shareholder-oriented model of the corporation over

4. And “only” 30% in the UK. Here, the “prioritization” of sharcholders’ interests in business conduct rather relies upon a flexible regime
for hostile takeover bids, more common than in the US (Deakin, Hobbs, Nash and Slinger, 2003).

5. Institutional Shareholder Services, 2005, “Explaining the CGQ methodology change process”, http://www.issproxy.com/pdf/CGQe-
volvingmethodologyWP.pdf
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its principal competitors is now assured, even if it was problematic as recently as twenty-five years ago. Logic alone
did not establish the superiority of this standard model or of the prescriptive rules that it implies [...] Rather, the
standard model earned its position as the dominant model of the large corporation the hard way, by out-compe-
ting during the post-World-War-I1 period the three alternative models of corporate governance: the managerialist
model [characteristic of the US in the 19505-1960s], the labor oriented model [characteristic of Germany], and
the state-oriented model [characteristic of France].

Limits of the Market-Based Model of Corporate Governance

A series of well-publicised accounting scandals such as the Enron and Worldcom collapses at the turn of
the 21* century and, more recently, the sub-prime mortgage crisis and ensuing implosion of major Anglo-
American financial institutions such as Bear Sterns, Lehman Brothers, AIG, Northern Rock and RBS have
conspired to undermine public and academic confidence in the reliability of market-based mechanisms of
corporate governance. While commentators and regulators have specifically emphasized the responsibility
of auditors and securities analysts (in 2001-2002) and of rating agencies (in 2008), it is striking that neither
independent boards nor equity-based compensation plans prevented highly risky behaviour — it might
even be argued that those devices have favored those behaviors, as exemplified by the Enron and Lehman
Brothers cases (see below). This section discusses the main theoretical limits of the market-based model that

undermine its pretension to increase managerial accountability.

Are Stock Markets Really Efficient?

As argued, the ECMH is a centrepiece of the market-based model of corporate governance: the idea that
market value is a yardstick for corporate conduct and managerial evaluation crucially depends on the ability
of the stock market to provide correct pricing. Yet this ability, in the sense on an equalization of fundamen-
tal and market values, is open to debate: the ECMH has been the subject of increasing academic criticism
over recent decades, most notably as a result of developments in behavioral finance. Some investors may
not be fully rational (Shleifer, 2000), either their preferences depart from the expected utility framework
or their belief are subject to overconfidence, conservatism, irrationality and exuberance. And if investors
habitually operate under conditions of bounded rationality, then the prevailing market prices of corporate
securities cannot be relied upon to reflect accurately even that amount of information as is publicly available
in relation to any particular firm (Shiller, 2000). Even assuming the coexistence of rational and non-rational
investors, limits to arbitrage (due, for example, to borrowing and short-selling constraints, the limited hori-
zon of rational investors in the face of highly persistent deviations from fundamental values, etc.) may pre-
vent an alignment of fundamental and market values (Barberis and Thaler, 2003). Likewise, the capacity of
informed professional investors to ‘correct’ the otherwise irrational activities of speculative “noise” traders is
open to question. Borrowing from the insights of Keynes (1936), writers such as Delong, Shleifer, Summers
and Waldman (1990) or Orléan (1999) have shown that, even where professional investors possess negative
information in respect of any particular company, it may still be individually rational for such investors to
trade ‘with the market’ where there is growing (irrational) demand for the relevant firm’s over-priced securi-
ties. Such practices, far from correcting securities mis-pricing, serve only to exacerbate the formation of spe-
culative bubbles in stock markets, resulting in the breakdown of the share price mechanism as an effective
managerial disciplinary mechanism. And finally, when models of asset pricing with heterogeneous beliefs
are used, then the identity of market price and fundamental value is no longer guaranteed (Stout, 2003).





