ECOMNZTOR

Make Your Publications Visible.

Gourevitch, Peter

Article

A Service of

ﬂ I I I Leibniz-Informationszentrum
° Wirtschaft
o B Leibniz Information Centre
h for Economics

Collective action problems in monitoring managers
the Enron case as a systemic problem

Economic Sociology: European Electronic Newsletter

Provided in Cooperation with:

Max Planck Institute for the Study of Societies (MPIfG), Cologne

Suggested Citation: Gourevitch, Peter (2002) : Collective action problems in monitoring
managers the Enron case as a systemic problem, Economic Sociology: European Electronic
Newsletter, ISSN 1871-3351, Max Planck Institute for the Study of Societies (MPIfG), Cologne,

Vol. 3, Iss. 3, pp. 3-16

This Version is available at:
http://hdl.handle.net/10419/155808

Standard-Nutzungsbedingungen:

Die Dokumente auf EconStor dirfen zu eigenen wissenschaftlichen
Zwecken und zum Privatgebrauch gespeichert und kopiert werden.

Sie durfen die Dokumente nicht fur 6ffentliche oder kommerzielle
Zwecke vervielfaltigen, 6ffentlich ausstellen, &ffentlich zuganglich
machen, vertreiben oder anderweitig nutzen.

Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten,
gelten abweichend von diesen Nutzungsbedingungen die in der dort
genannten Lizenz gewahrten Nutzungsrechte.

WWW.ECONSTOR.EU

Terms of use:

Documents in EconStor may be saved and copied for your
personal and scholarly purposes.

You are not to copy documents for public or commercial
purposes, to exhibit the documents publicly, to make them
publicly available on the internet, or to distribute or otherwise
use the documents in public.

If the documents have been made available under an Open
Content Licence (especially Creative Commons Licences), you
may exercise further usage rights as specified in the indicated
licence.

Mitglied der

Leibniz-Gemeinschaft ;



COLLECTIVE ACTION PROBLEMS IN MONITORING MANAGERS
THE ENRON CASE AS A SYSTEMIC PROBLEM

By
Peter Gourevitch
University of California, San Diego

pgourevitch@ucsd.edu

At the core of the Enron disaster lies a problem of considerable conceptual interest and
importance: the obstacles to collective action which arise when an agent (in this case the
managers) is monitored by many principals (in this case the shareholders) rather than one
principal (Lyne and Tierney, 2002). This occurs often in politics and other areas, and deserves
some attention not only to understand the problems of corporate governance and the human
suffering caused by the Enron failure but also to understand the type of problem more broadly
(Shinn and Gourevitch, 2002). In the Enron case, stockholders were taken advantage of by
managerial greed, reinforced by the collusion among “reputational intermediaries” who play
an important part in the monitoring system.

The Enron case also informs the lively discussions that compare corporate governance
systems—the shareholder model of the US and the UK in contrast with the stakeholder model
associated with Germany and other countries in continental Europe (Aguilera and Jackson,
2002; Dore, 2000; Lazonick, 2000; Berger and Dore, 1996; La Porta, et. al.2000.) The US
model is said to protect the rights of external shareholders from the abuses that can be carried
out by “inside owners,” or blockholders common in the stakeholder model. And it appears to
do so. But the US model has a vulnerability which arises out of its virtues: the laws that
protect external investors create fragmented ownership, which in turn creates a collective
action problem: no one has an incentive to pay the transactions costs required to monitor the
managers. Fragmented ownership creates the need for external monitors, “reputational
intermediaries,” who are essential to the functioning of the system. If these intermediaries
(accountants, bond and stock analysts, banks, lawyers) collude, the shareholders are at risk.

These failures bring out the importance of politics in understanding corporate governance and
the firm. The behavior of the managers and the reputational intermediaries in the Enron case
was enabled by changes in the regulatory system in the US that allowed the erosion of
boundaries and obligations in monitoring. Political lobbying played a very visible role in that
regulatory development. This provides evidence in the debates about the relationship between
politics and other causal arguments.
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I. Two Systems: Shareholder vs. Stakeholder Models of Corporate Governance

From the perspective of agency theory, the core problem of the modern corporation lies in the
relationship between managers and owners. In a small enterprise, the owner and manager are
the same. As the firm becomes large, its tasks require differentiation and its capital needs
require investors. The two tendencies create a need for specialization: professional managers,
who run the firm, and the investors, who put their money into it. In the limited liability
company as modeled by principal/agent theory, “the principals,” the owners, hire managers,
“the agents,” to carry out the specialized function of managing the firm. The challenge for the
investors is to establish a relationship with the managers that ensures the firm will be run to
meet the goals of the owners, rather than be subverted to suit the managers at the expense of
the owners—the problem of moral hazard (Coase, 1937; Jensen and Meckling, 1976).

Two models have evolved to solve the problem of linking shareholders to managers. They are
generally called the shareholder model and the stakeholder model, though both involve
shareholders. While different labels are used, there is convergence in the descriptions of the
major features of each (Kester, 1992; Dore, 2001; Hall and Soskice 2001; Iversen and
Soskice, 2001, Gourevitch 2001). The differences lie in rights and powers of shareholders,
how the shares are held and voted, and in the role of other actors in the economic system of
the firm. The shareholder system prevails in the US and the UK, as well as Canada, Australia,
New Zealand. Versions of the stakeholder system exist in Japan, Germany, much of Europe,
most of Latin America and Asia, with some mixed cases in places like France.

The two models differ in the way they distribute power within the firm and between the firm
and its investors. Governance structures shape who can make decisions, who monitors the
decision-makers and with what kinds of information and instruments. Discussions of
governance often look only at the board of directors, but this is inadequate: the functions of
the board are influenced by other elements of the system, many of them outside the firm itself.
Shinn (2001) has identified the key features of a governance system as: information
institutions: accounting rules, audit procedures, standards settings, and third—party analysis;
oversight institutions: boards of directors and the rules governing their fiduciary
responsibilities; control institutions: the degree of voice minority shareholders have in case of
contested control and the rules which govern such contests, including the rules for hiring,
compensating and firing senior managers.

These parameters of corporate control can vary, comprising alternative models of corporate
governance. As Kester (1992) phrases it, shareholder systems see the core managerial
problem as agency, as controlling moral hazard, to prevent agents from acting away from the
goals of the principals, and solve it by stressing the monitoring powers of external
shareholders; the stakeholder systems see the core managerial problem in terms of transaction
costs, and solve it with strong internal linkages among the components of the firm and its
major partners.

The Shareholder Model

The shareholder model‘s solution to the moral hazard problem is a system of check and
balances, separating out functions, and giving external shareholders a number of rights. The
goal is to encourage investment by outsiders. Without protections, external investors are




vulnerable to exploitation by insiders, managers and blockholders alike. Insiders (managers,
other shareholders) may not provide or use information that is not available to all. They are
obligated to provide a regular flow of information (quarterly reports, annual audits, etc.).
Armed with such information, the public shareholders evaluate the managerial performance
via the market. Firms that under-perform face the loss of share value from sales (exit) or take-
over; a vigorous market for corporate control is a key monitoring instrument.

Shareholder systems have strong anti-trust regulations and strict laws against insider
information. Concentration of ownership is limited: pension funds, institutional investors
cannot own above a certain percentage limit of a single firm nor have too many of their assets
in one firm. Banks cannot own substantial chunks of firms nor name their representatives to
firm boards. Cross-shareholding, rotation of mangers, tight bonds to suppliers or sellers up
and down the supply chain are limited to prevent collusion. (Individuals are not restricted in
their percentage ownership; they can perform monitoring functions subject to insider trading
rules.)

Managers are monitored by the stock market. Rising and falling share prices indicate
performance. “Patient” capital may exist—shareholders that stress value over the long haul
and are thus less responsive to short term fluctuations, but these shareholders interact with
many whose preferences are more short term. If shareholders (principals) are dissatisfied with
their agents, they can sell shares. When share prices fall, the firm becomes vulnerable to take
over, friendly or hostile — the market for control, the take over via share purchase, is thus an
important way managers are monitored by this system.

The problem in the system lies in the costs of monitoring and fragmentation of ownership.
Since stockownership cannot be concentrated, shareholders own small percentages of the
whole. Monitoring is costly: knowing what the managers are doing requires gathering and
analyzing information: visiting factories, interviewing managers and employees, reading the
footnotes of company reports, challenging company statements, in sum, evaluating very
carefully what is produced. This is a costly activity. Monitoring thus encounters a collective
action problem: no one owns enough of the firm to make it worth their while to pay the costs
of monitoring. They face the vulnerability of free riding—other investors can use the
information gathered by one or a few.

Instead, shareholders monitor managerial activity through relatively “cheap” (low search cost)
information. First, there is the board of directors. These are statutorily responsible. In theory
they are elected by the shareholders. They hire and fire, set pay compensation, examine the
audits, approve plans. Law requires the firms to have audits and make them public. Strict
insider trading rulers demand that all information available to the board and managers be
made public to all shareholders. This generates a massive amount of information.

In theory, that information is then analyzed by a system of “reputational intermediaries
outside the firm—not only external auditors, but stock analysts, investment banks, bond rating
agencies, lawyers and others—all private and all with a financial incentive, presumably, to
conduct close analyses and provide solid opinions. These players make recommendations and
ratings: that the stock is worthy of a purchase or the bond deserves a particular grade of
investment according to the risk. Auditors compile annual reports. Rating agencies (like
Moody’s, Standard and Poor) evaluate bonds. Banks evaluate credit worthiness. Institutional
investors and brokerage firms analyze the stocks and issue ratings of their own. Lawyers



inform what is permissible. The Securities and Exchange Commission (SEC) is the major
regulatory body of this system, but it too relies heavily on the reputational intermediaries
system. Other regulators are the stock exchange managers who make firms desiring to be
listed observe listing requirements, and, in the US, a wide range of state authorities,
legislatures, courts, attorneys-general. The system thus monitors managers on the basis of
high volume, but relatively shallow information, and provides information in a constant flow
of short-term snapshots.

This system does work much of the time. The US and the UK stock markets are the world’s
most heavily capitalized. Savers and investors in these countries and around the world feel
relatively safe investing in stocks and bonds of companies listed on those exchanges because
they feel the system protects the external, minority shareholder, while the other systems, the
stakeholder model does not, for reasons we will explore below.

What has gone wrong recently? If all the pieces of this system were all completely
independent actors, they would indeed be able to provide some kind of significant monitoring.
What Enron et al. showed was that the independence of these intermediaries has eroded
substantially. Instead of providing information to external investors, the intermediaries
colluded with managers and each other at the expense of shareholders.

Managers largely pick the board and reward board members for compliance with managers’
wishes. This has long been understood: stockholder democracy is a fiction. It is nearly
impossible for stockholders to work together to challenge management seriously. Only a firm
carrying out a hostile takeover attempt can afford the cost to do so. Consequently, the system
turns to the reputational intermediaries. Investors base their buying and selling decisions on
the information provided by these intermediaries. f the latter are comprised, the shareholders
are vulnerable to abuse.

Audit committees of the board rely on auditing firms. The audit is paid by the firm, not the
shareholders. It is thus designed to fit the strategy of the firm, not to provide investors and
shareholders with independent information. In recent years, the auditing firms have
increasingly derived income by providing consulting services for the very firms they also do
the auditing for. This creates a conflict of interest as auditors become reluctant to challenge
the firm through an audit when they earn more money from the same firm with consulting.
The large institutional investors have developed a similar conflict of interest. Their analysts
evaluate and recommend stocks; their investment banking arms make deals with firms, often
the very ones the analysts are evaluating. Merrill Lynch has been charged by the state of New
York with corruption of these analyses. While the bond rating agencies have a quasi-
monopoly and little incentive to rock the boat; they are charged with bias as well. The rating
agencies and some of the brokerage firms waited a long time before downgrading Enron.
Banks seek business from firms, as do lawyers. Banks made deals with Enron executives that,
it is argued, they should have challenged, and lawyers did the same.

Institutional investors own substantial sums, though no individual one has large percentage in
order to diversify risk, but they behave as passive investors, they do not challenge
management by voting their proxies. Furthermore, they get business from management (the
pension funds), a fact which provides yet another reason not to challenge them. CALPIRS
(the state of California retirement fund) is an unusual exception to this generalization, as is to
some degree TIAA-CREF (the teachers® retirement fund). It is possible that these two



exceptions are linked to the clientele they serve, who are more sympathetic to challenge
management.

Another instrument of monitoring managers, the market for corporate control, has also been
greatly weakened by managers. These have been able to create defensive instruments like
poison pills, special rules for mergers, separate board structures, all of which make hostile
takeovers harder—and thus for managers to be monitored effectively.

The official regulator, the SEC, is a relatively small institution. It heavily relies on the
reporting system for “fire alarm” monitoring (responding to complaints). It can do “police
patrols” (preemptive investigations) when evidence of insider trading appears, but it cannot
monitor the whole system of rules. The American system thus depends to a large extent on
market mechanisms for enforcement.

The problem now evident to all is that the system has been compromised. All the major
players have an interest in colluding at the expense of the external shareholder. During the
1990s, an incentive idea about compensating managers spread widely: providing managers
with stock options would align their interests with shareholders, as both would have an
interest in seeing share value rise. This turned out to have perverse effects: managers had an
interest in driving the price up to realize their gains, invoking their options and then cashing
out. They were allowed to count options as an expense in taxation but not as a cost in
estimating profits, thereby distorting earnings. This also had the effect of diluting shares: the
percentage of firm ownership by top management rose from 2% to over 10%.

The conditions that allowed the compromise of the system were tolerated, allowed and
facilitated by regulatory policy. The general drive in the US toward de-regulation applied to
this sector as well. The Glass Steagal Act on banking was repealed, interstate banking
allowed, regulatory boundaries among activities loosened. The regulatory system has allowed
an extensive blurring of boundaries and a set of overlapping and conflicting interests to
develop.

To the fragmentation of ownership principals may be added the fragmentation of regulation.
The American system is very decentralized. Regulatory functions are scattered among
numerous agencies in the federal government. Corporate law is run largely by states, and
companies hence do jurisdiction shopping: Delaware opinions shape national regulatory
behavior. Supposedly state law could be overridden by federal law (as with the SEC) but that
adds a layer to the political complexity of the process (see below).

There are many virtues to the US/UK system. By protecting the interests of external
shareholders, it encourages the mobilization of savings through share ownership. The US has
much higher stock market capitalization of its firms than do European countries. It is famous
for venture capital, for flexibility in the allocation of capital, for getting into new ventures
fast, and getting out of declining industries. This is not the place for a comparison of the US
with other systems on performance grounds. My purpose rather has been to examine the
institutional vulnerability of the US system. At the core of this vulnerability is the problem of
collective action that arises in a system of a plural principal: the shareholders are numerous
and thus have a collective action problem. This issue can be sharpened by comparing the
shareholder model to its most well known alternative, and in turn, to look at its characteristic
weakness.



The Stakeholder Model

The stakeholder model can be characterized as solving a different problem than the
shareholder model. Rather than moral hazard from autonomous managerial agents, the
stakeholder model stresses, as Kester (1996) puts it, the problem of transaction costs. The
shareholder system requires arms length relationships among all the players in the production
system—subcontractors, banks, labor, etc. It thus inhibits a certain kind of information
sharing and cooperation. The stakeholder model lowers the transaction costs by allowing
substantial interaction among all the players through shared ownership and control. The price
it pays is higher agency costs for external shareholders and thus disincentives for maximizing
shareholder value and the returns to investors.

The stakeholder system is characterized by “blockholders,” the owners of large blocks of
shares, concentrated in a few hands that do not trade. Other stakeholders, workers, suppliers,
sellers, the participants in a productive system have more voice than is the case with the
shareholding system. The most notable example is the German system of codetermination
with worker representatives on boards. Local and state governments are also big
shareholders. Another distinct feature of this system is cross-shareholding where firms may
own blocks of each others’ shares, or shares among its suppliers. These firms exchange
personnel and share substantial information.

In many cases, these blockholders are families, sometimes cohesive ethnic groups (as in the
hua-quia “bamboo networks” of Chinese family-owned conglomerates in East Asia), where
bonds of blood and cultural affinity link the members of a network together. In some cases,
such as Japan, blockholding systems are sufficiently complicated such that there is ultimately
neither a controlling individual or family owner of many firms nor any control exercisable by
outside shareholders resulting in firms that are effectively controlled by the managers
themselves. But even in Europe, a very high percentage of firms are family owned or
controlled.

These systems may reflect cultural values but these values are backed up quite strongly by
rules, regulations and regulatory institutions. Laws allow concentration of ownership and
cross shareholding and may even reward it. For example, in the past, German law taxed share
sales by firms quite heavily, which deterred sales; yet in an attempt to break up the system of
cross-shareholding by German corporations, the government has eliminated that tax recently.
Anti trust is weak in law and/or poorly enforced. Securities regulation does not punish insider
information. In the stakeholder system, manufacturing is buffered by over-investing in capital
stock or other protections from disruption. This has been called buffered manufacturing,
rather than “lean production.”

Indeed, insider information is the essence of the system. Its advantages lie with the incentive
to share information. In the shareholder system, manufacturers and suppliers maneuver
around their conflict of interest: being taken advantage of by paying too much or too little,
they have every incentive to conceal information and not to invest too far in the specific assets
of each other’s business. The stakeholder system encourages information sharing because the
economic fates of the firms are tied together. Extensive cross-shareholding and other
coordination mechanisms prevent the opportunism that sharing of information may otherwise
provoke.



Creditors sit on the boards of firms in the stakeholder system. As major long-term
shareholders they have incentives to pay the costs of substantial information, rather than to
rely on cheap information indicators. Managers have incentives to share information fully
with their blockholders. Fights for corporate control are rare, as are anti trust suits and insider
trading cases. Stocks are held for very long periods. Firms are able to invest in long-term
relationships and share extensive information.

These features of information sharing and long term relationships seem to produce distinctive
economic features among the firms. The firms in such a system have an economic incentive to
invest heavily in specific assets rather than general assets. Shareholder model firms invest in
general assets, in machines and relationships that can be changed or abandoned in response to
market pressures. The specific assets approach seems to encourage modernizing existing
industries and improving on manufacturing systems. Germany and Japan are both famous for
quality engineering and manufacturing. This appears to derive from their incentives to invest
substantially in the specific assets that correlate with excellence in these activities.
Conversely, shareholder systems may have more flexibility in globalizing production.
American firms in the computer hard disk drive industry moved early to learn the techniques
of disaggregating the components of a product, scattering their production to the most
advantageous site, and making final assembly again in an appropriate location (Gourevitch et
al, 2000; McKendrick et al., 2001). Stakeholder firms have had more difficulty doing this.

The disadvantage of the stakeholder system lies in over-investment in existing sectors and
under-investing in radically new technologies and processes. Venture capital systems are
weak. Capital is generated from within each network, but is then limited in its allocation to
the interests of that network. The managers and their allies promote growth of firm size, not
the value of the shares, or the paying of dividends. At times this generates productivity in
quality processes; at other times, when technological change is rapid these systems pay a price
for that advantage

I1. Monitoring Issues—Correcting Incentives

The two systems thus handle differently the problem of principal-agent relations connecting
shareholders to managers. The shareholder model leads to fragmented ownership but yields
an aggregation of agents. A collective principal, the shareholders, have to monitor the
manager. The American firm is fairly authoritarian — the chief executive officer (CEO) has a
lot of power, especially if he is also chairman of the board, which many of them are (another
blurring of interests). Fragmentation of ownership poses a collective action problem: how to
mobilize the principals to monitor the agents? Mobilizing shareholders is costly, and thus
quite rare. The recent proxy battle between the CEO of HP and one of its major shareholders
(a member of the founding family) over the Compaq merger proves the point: it is a rare
event, made possible in this case by private wealth. The principals here are a fragmented
collective: the shareholders collectively are the principal (thus it is not a case of multiple
principals, where the agent would have separate contracts with several principals) but of many
members within a single principal (Lyme and Tierney, 2002).

For almost all such shareholders, “voice” is costly, “exit” far easier (Hirschman, 1970). For
analyzing exit, the system of reputational intermediaries is vital. The accountant’s report is
fundamental. It provides the information for all other actors—analysts, bond rating agencies,



individual investors—who make decisions on buying or selling. Flawed accounting
compromises the base of this process. The reputational intermediaries could in theory probe
the reports, read the footnotes, ask questions, investigate. If they in turn are compromised,
external shareholders have little protection.

The stakeholder system solves the collective action problem among the principals by allowing
concentrated ownership of shares. As substantial shareholders they have strong incentive to
pay monitoring costs as they know they will be listened to and their risk is greater. They
become insiders, and as such are able to share information with managers. They can
communicate many things like long-range strategy, technology, whatever, without fear of
having to make public what they see as proprietary information. The stakeholders can thus
become patient capital, because they are not passive capital. . The insider model allows
managers and owners to retain capital and use it for a steady flow of investment in the firm’s
core activities, somewhat free of business cycle fluctuations, with long-term perspectives. The
stability of the system allows firms to invest in “specific assets”, in technology and labor
relations which favor manufacturing skills (Hall and Soskice, 2001). This advantage does not
come without a cost, a cost paid by the external shareholder. They have no protection in this
system. Managers don’t worry about share prices. Many things can be done at the expense of
the poorly protected external shareholder. External investors are thus cautious about entering
these systems. Share capitalization is low. The retention of earnings and investment causes
what has been termed “the agency costs of free cash flow” (Jensen, 1986), the ability of
managers to resist market cues on rates of return. This leads to over-investment in declining
sectors. Ten years ago, when Germany and Japan were doing well and the US showing
problems in adjusting to trade pressures, that capacity for steady investment was seen as an
advantage by some stakeholder proponents, who argued that it had lower transaction costs,
rewarded long term relationships, and encouraged the sharing of information. The American
model was criticized as too oriented to the short term and not able to sustain long-range
product development and improvement (Porter, 1992).

Workers may well like this system, as do communities, because they have greater protection
of jobs and location. On the other hand, to the extent employees become the owners of
pension funds, their incentives become cross-pressured. In the US, the rise of corporate and
individual retirement funds has been very pronounced. This has been a major source of the
funds which are then being invested in the US and overseas. Employees and salaried people
thus acquire an ever larger stake in the securities markets. This may make them more aware of
issues concerning the way it is governed. This has also been a major issue in the Enron case
for example, where employees were unable to sell their shares while managers could.
Regulation is thus likely to increase as an issue across the political spectrum and to create
more complex political evaluations.

Designing Corporate Governance Institutions

Can the US system design institutions to prevent further occurrences of cases like the Enron
case? Several things can be done—whether they will be is another question, requiring a
different analysis of the politics of it all, which I explore elsewhere (Gourevitch, 2002)

A. Strengthen the system of reputational intermediaries. An important change would be to
prevent the kind of collusion that has taken place. This has attracted the most attention in
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American discussions, where the criticism of Andersen has been more intense at times than
even that toward the Enron managers. Many bills have been proposed in the US Congress
which seeks to create greater separation among the components of the reputational system:
prevent accounting firms from simultaneously offering accounting and consulting services;
require boards to have the audit committee be truly independent; rules on brokerage firms and
advice giving; rules on pension funds, etc. Separating functions, more disclosure: these can
have some impact. To my knowledge, the most interesting idea has not become a target of
legislation: someone proposed in the NY Times to obligate companies to buy insurance for
their audits, and then to empower the insurance companies to do the audits. Insurance
companies would build the price into the insurance premiums, and would have a strong
incentive to do a good, and independent, job.

B. Restore the market for corporate control: Legislation and regulation could forbid poison
pills and a lot of other moves to squash the market for control. The takeover code of the City
of London for example is much more supportive of shareholder pressures on managers.

C. Separate the managers from their boards: It is widely understood that many if not most
boards are dominated by the managers, so that the agents can manipulate the principals. To
correct this, it has been suggested that boards be compelled to have more “outsiders”, that the
audit and executive compensation committees in particular be separated from the managers,
that the office of president (COO) and chairman of the board be separated.

D. Motivate monitoring: None of these measures (separating the reputational intermediaries,
strengthening the market for corporate control, regulating the composition of boards) will get
at the collective action problem caused by fragmented principals and fragmented reputational
monitors. This could only be handled by identifying actors with a large enough stake to make
it worth their while to undertake the costs of thorough monitoring. In the US system, this
could only be the big pension funds and other institutional investors as they do own large
blocks of stock. At present, they are passive in their use of this ownership, as they appear
reluctant to create conflicts with management. Their incentives could be changed by
regulation. They could, for example, be forced to report on how they have voted their shares,
to provide criteria explaining how they judge governance, or how they have scrutinized
information given by firms. Institutions should be obliged to publicly disclose their corporate
governance policies for firms in which they invest and, more important, their proxy voting
records on these firms, at home and abroad. Similar rules have been proposed by the Myners
Commission in the United Kingdom. Indeed, currently the Department of Labor (DOL) and
SEC require mutual and pension funds to disclose their asset risk profiles and other
performance data. Why not require disclosure of their performance on corporate governance
as well (Shinn and Gourevitch 2002)? Institutional investors do not seem very enthusiastic
about being given this task. They themselves appear to worry about agency problems: how to
define their obligations to be clear as to what standard of monitoring firms they are obligated
to follow? Just what would their principals (the people that place their money with them) want
them to do? Their concern is compounded by problems of measurement. There is no
agreement on how to measure good governance. For instance, criteria about board
composition would have rated Enron just fine in terms of its corporate governance
performance standards. Another way to motivate supervision would be to allow institutional
investors to own larger percentages of shares in any given firm, though this would undermine
the concern for risk diversification.
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The problem for the US is how to create motivated shareholders without encouraging insider
trading at the same time. Conversely, the problem for the stakeholder model is how to protect
external investors without destroying the advantages of shared information among the
stakeholders. Can the systems be blended? Or are these really deeply different logics, so you
are on one side or another, with no intermediate equilibrium? As the Americans now face
debate over changing the rules, in Europe and Japan there have been some efforts to change.
Germany repealed the tax on capital gains of firms’ share sales, which observers predict
would lead to unwinding of the cross-shareholding that has been a key buffer in the system.
Those fearful of too much change then passed legislation making hostile takeovers more
difficult. The equilibria in question are political.

I1I. Political Foundations of Change and Preservation

The systems of corporate governance rest on politics. Firms comply with rules and regulations
set and enforced by governments. Law certainly has a strong influence on firms, as it is law
which sets the rules and regulations (La Porta, Schleifer et al., 2000). But law is formed by
politics (Roe, 2001). The rules on insider trading, accounting obligations, anti trust, the
market for control, the obligations of directors, the status of labor in shared governance all
come from authoritative decisions made by governments. In democracies that means they
come from politics and political processes.

This was very evident in the Enron case. Accounting firms in the US lobbied via Congress to
block the SEC from issuing regulations that would force the separation of consulting and
accounting (New Yorker, April 2002). Lobbying over many years produced the loosening of
the regulatory boundaries that separated various pieces of the reputational system from each
other. Lobbying creates the fragmented regulatory system that governs American finance.

Roe (2001) stresses the role of politics in shaping divergence among governance systems. His
major explanatory variable is social democracy: where labor is strong, the blockholder system
prevails. Roe is correct on the importance of politics, but incomplete in his interpretation of
the causal mechanisms. Labor has strong support in defending the system from other actors:
existing blockholders, who are politically not social democratic, resist quite strongly any
changes that would threaten their control of the firm and the privileged position of their
ownership shares. (Shinn, 2001, Shinn and Gourevitch, 2002).

The embeddedness of governance systems in broader social processes (Aguilera and Jackson,
2002) also influences the politics of regulations in ways which do not fit a left /right
dichotomy of strong vs. weak labor. Governance interacts with other subsystems (Hall and
Soskice, 2001). These systems reinforce each other. Stakeholder corporate governance is
associated with centralized labor markets, extensive firm centered apprenticed training,
centralized price setting, extensive business associations, and extensive social welfare
systems, in Germany centered on firms. These interact to encourage investment by firms in
specific assets which in turn induces a broad coalition to defend the system. These interaction
effects would have to be unbundled to alter the politics, and that would take quite a bit of
structural change.

A stronger political argument focuses on two variables: political institutions and interest
groups. Political institutions structure interest aggregation, the way in which the preferences
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of individuals and groups in society are translated into policy outputs. The political systems
of industrial democracies vary in ways that influence the rules and regulations concerning
corporate governance. Majoritarian systems (single member districts with two party systems
in a parliamentary or presidential system) magnify the consequences of a vote shift. A small
shift of vote can thus produce substantial policy swings. The consensus systems have
proportional representation, several political parties, and coalition governments. Small shifts
in votes are not magnified in representation and all players have a say in whatever happens.
Policy swings are modest. Majoritarian systems prevail in the UK, the US, Canada, Australia.
Consensus systems prevail in Germany, Japan, Scandinavia (Gourevitch and Hawes 2001).

The variation in political institutions thus corresponds to the variation in governance
structures. The shareholder systems predominate where there are majoritarian institutions,
while the stakeholder systems prevail where there are consensus systems. There is a logic to
this: actors in stakeholder systems seek stability of policy in order to preserve their heavy
investment in specific assets. The coalition model is thus a form of insurance against a shift
away from the market regulating policies in which these investments make sense. Conversely,
actors in shareholder systems that have majoritarian institutions have the incentives to invest
in general assets whose use can be shifted more easily; swings in policy discourage
investment in specific assets.

In comparison to an institutionalist argument, an interest group interpretation stresses the
preferences of social and economic actors for certain policy approaches. Roe’s argument lies
in this category: labor dislikes the shareholder model, he argues, therefore the stakeholder
model prevails where Social Democracy is strong. The Hall/Soskice discussions present the
cleavages differently: managers and investors may also prefer the stakeholder regulated
system because they have invested so heavily in it. They find advantages in the system of
worker training, labor market stability, price management and other features of the model in
which they have a particular niche. Welfare systems help stabilize the market for skilled
workers. Shinn (2001) notes that major investors in the stakeholder system do not want to
change either; their privileged position and security of control provides benefits they do not
wish to lose.

Arguments of both kinds, institutionalist and interest group, thus stress current politics. Both
assume a historical evolution, a path dependence that brings the structure of incentives, both
institutional and interest, to the present. An historical argument is also necessary in order to
understand how systems emerge in the first place. The strongest version is that of
Gerschenkron (1962): late developers tend toward the stakeholder model, early developers
toward the shareholder type.

In the political debates over corporate governance, international factors add an important
dimension. There is little formal control of international governance at an international level.
There have been efforts to standardize: the OECD has a corporate governance code, the EU
seeks to create uniform standards for many issues. These have had only limited success, as
they are unable to overcome the strongly different preferences of the different countries. This
remains an area of potential rather than realized importance.

The future evolution of corporate governance rules lies in the interaction of politics with
institutions, interests and ideas largely within countries. Change is unusual: the US is one of
the few cases which began in one category, the stakeholder, and shifted to the other. Many
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observers think the march of history lies with the shareholder model and that European
countries will be unable to resist. This is far from obvious. Convergence models assume that
economic pressure is unidirectional: competition favors only one way of doing things. It is
more likely that economic competition rewards differences. Corporate governance is one
aspect of managerial and economic strategies. Different national production systems are a
form of specialization. They reward some behaviors and punish others. So long as there is
demand for the special products the stakeholder model seems to be good at, so long as it
remains superior in this regard to the shareholder model, differences in corporate governance
will persist (Gourevitch 2001).

Market forces are not the sole determinants of policy outcomes. Efficiency interacts with
other variables like stability, equality, employment and tradition. Corporate governance
regulation passes through politics. As political processes vary, we are likely to see important
differences in corporate governance forms for some time to come. There will be changes, but
it is not clear that these will result in convergence rather than in the modernization of
alternative models.

Politics will matter not only at the national level but at the international level as well.
International institutions are being drawn into the regulatory discussions, but so far without
clear agreements. Thus the future remains fluid, and therefore interesting.

References

Aguilera, Ruth V. and Gregory Jackson. 2002. Hybridization and Heterogeneity across
National Models of Corporate Governance. Economic Sociology —European Electronic
Newsletter, V. 3, no. 2. www.siswo.uva.nl/ES/esfeb02art2.html

Albert ,Michel . 1993. Capitalism vs. Capitalism: How America’s Obsession with Individual
Achievement and Short-term Profit has Led to the Brink of Collapse . London: Whurr.

Becht Marco , Patrick Bolton, Ailsa Roell. 2001. Corporate Governance and Control. In The
Handbook of the Economics of Finance, eds. George Constantinides, Milton Harris and René
Stultz .North Holland: Mimeo draft.

Becht Marco and Colin Mayer. 2002. The Control of Corporate Europe. In The Control of
Corporate Europe, eds. Marco Becht and Fabrizio Barca. New York: Oxford University
Press.

Berger, Suzanne and Ronald P. Dore. 1996. National Diversity and Global Capitalism. Ithaca:
Cornell University Press.

Boyer, Robert . 1990. The Regulation School: A Critical Introduction. New York: Columbia
University Press.

Coase, R. 1937. The nature of the firm. Economica, 4: 386—405.

Dore, Ronald Philip.2002. Stock Market Capitalism: Welfare capitalism, Japan and German
versus the Anglo-Saxons . New York: Oxford University Press.

14


http://www.siswo.uva.nl/ES/esfeb02art2.html

Gerschenkron, Alexander. 1962. Economic Backwardness in Historical Perspective.
Cambridge, Mass.: Harvard University Press.

Gourevitch, Peter, 2002. Corporate Governance and Global Governance. in Globalizing
Authority, eds. David Lake and Miles Kahler. Princeton: Princeton University Press.

Gourevitch, Peter. 2001. Comparative Capitalism in the Globalized Economy: Understanding
National Production Systems. Harvard Center for European Studies, mimeo.

Gourevitch, Peter. 1996. “The Macro Politics of Micro-Institutional Differences in the
Analysis of Comparative Capitalism,” in Convergence or Diversity? National Models of
Production and Distribution in a Global Economy eds. Suzanne Berger and Ronald Dore.
Ithaca, Cornell University Press.

Gourevitch, Peter, Roger Bohn and David McKendrick. 2000. Globalization of the
production: Insights from the Hard Disk Drive Industry. World Development, 28, no. 2: 301-
17

Gourevitch, Peter and Michael Hawes. 2001. Political Institutions and National Production
Systems in the Globalized Economy. American Political Science Association, mimeo.

Hall , Peter and David Soskice.2001.Varieties of Capitalism . New York: Oxford University
Press.

Hirschman, Albert, 1970. Exit Voice and Loyalty. Cambridge: Harvard University Press.

Iverson, Torben and David Soskice.2000. “An Asset Theory of Social Policy Preference.”
Paper presented to the Workshop on Social Equality, Harvard University. Mimeo..

Jensen, Michael C. 1986. Agency Costs of Free Cash Flow, Corporate Finance, and
Takeovers. The American Economic Review 76, no. 2, Papers and Proceedings of the Ninety-
Eighth Annual Meeting of the American Economic Association: 323-329.

Jensen, M. and Meckling, W. 1976. The theory of the firm: Managerial behavior, agency
costs, and ownership structure. Journal of Financial Economics 3 (4) 305-360.

Kester, W. Carl. 1996. American and Japanese Corporate Governance: Convergence to Best
Practice. In Berger and Dore : 107-13

Lazonick, William. 2000. Maximizing Share Holder Value: A New Ideology for Corporate
Governance. Economy and Society 29, no. 1: 13-35.

La Porta Rafael , Florencio Lopez-de-Silanes & Andrei Shleifer.1999. Corporate Ownership
Around the World. Journal of Finance 54, no. 2:471- 492.

Lyne, Monda and Michael Tierney. 2002. Variation in the Structure of Principals:
Conceptual Clarification for Research on Delegation and Agency Control. Utah Conference
on Delegation to International Organizations, Park City, Utah. Mimeo, Brigham Young
University.

Nielson, Daniel and Michael Tierney. 2002. Principals and Interests: Agency Theory and
Multilateral Development Bank Lending. Utah.

Conference on Delegation to International Organizations, Park City, Utah. Mimeo, Brigham
Young University.

15



Michael Porter . 1992. Capital Disadvantage: America's Failing Capital Investment System.
Harvard Business Review.

Roe, Mark J..1996. Strong Managers, Weak Owners: the Political Roots of American
Corporate Finance. Princeton: Princeton University Press.

Roe, Mark J. 2001. Political preconditions to separating ownership from corporate control.
Stanford Law Review. V53(N3):539-606.

Schleifer, Andrei and R. Vishny.1997. A Survey of Corporate Governance. Journal of
Finance 52 :737-83.

Shinn, James, 2000, Corporate Governance. Ph.D. Dissertation, Princeton.

Shinn, James, 2001. Private Profit or raison d’etat ? Corporate Governance and Shallow
Convergence. Mimeo.

Shinn, James and Peter Gourevitch, 2002. Reputations at Risk: Corporate Governance and
American Foreign Policy. Council on Foreign Relations, mimeo.

16



