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A SYSTEMS APPROACH

advanced economies other than the United States and the United
Kingdom, companies frequently have a controlling shareholder,
such as a family, a bank, a corporate group, or the state, that not
only holds a large block of stock but that exerts considerable
influence over the company. According to the "law matters" thesis,
strong minority shareholder protections in the United States and
the United Kingdom account for these countries' dispersed owner-
ship structures; investor protections in the rest of the developed
world are supposedly inadequate for equity markets to develop to
any significant degree."1

The "law matters" thesis has even more profound implications for
developing economies. A growing literature shows a link between
economic growth and capital markets. The basic relationship is that
robust capital markets enable businesses and entrepreneurs to tap
into the financial resources necessary to commercialize innovations,
expand production, and invest in capital improvements and new
technologies.32 In addition, developed capital markets can promote
savings and a more efficient allocation of an economy's resources
to more productive uses as investors search for the highest returns.
However important it might be to further equity markets in more

31. See, e.g., La Porta et al., supra note 11, at 15:
In sum, the evidence has proved to be broadly consistent with the proposition
that the legal environment shapes the value of the private benefits of control
and thereby determines the equilibrium ownership structures. Perhaps the main
implications of this evidence for the study of corporate governance are the
relative irrelevance of the Berle and Means corporation in most countries in the
world and the centrality of family control.

The flip side is that concentrated ownership will occur where legal protections do not
adequately protect investors, because investors need blockholders to monitor management.
For more on concentrated ownership and the blockholder model of finance, see, for example,
William W. Bratton & Joseph A. McCahery, Comparative Corporate Governance and the
Theory of the Firm: The Case Against Global Cross Reference, 38 COLUM. J. TRANSNAT'L L. 213
(1999) [hereinafter Bratton & McCahery, Case Against Global Reference]; William W. Bratton
& Joseph A. McCahery, Incomplete Contracts Theories ofthe Firm and Comparative Corporate
Governance, 2 THEORETICAL INQUIRIES L. 745 (2001); Reinhard H. Schmidt & Gerald Spindler,
Path Dependence, Corporate Governance and Complementarity, in CONVERGENCE AND
PERSISTENCE IN CORPORATE GOVERNANCE (Jeffrey N. Gordon & Mark J. Roe eds., forthcoming
2004).

32. For discussions of the data linking capital markets and economic growth, see, for
example, Black, supra note 15, at 831-38; Choi, supra note 11, at 1660-94; Frank B. Cross,
Law and Economic Growth, 80 TEx. L. REV. 1737, 1769-70 (2002); La Porta et al., supra note
11, at 16-17.
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advanced economies, the stakes are higher and the challenges
are greater when it comes to creating strategies for promoting
securities markets in developing countries such as Ghana, Nepal,
Indonesia, Romania, Turkey, and Colombia, not to mention Iraq and
Afghanistan. The "law matters" thesis offers a clear policy prescrip-
tion that calls for developing countries to adopt laws and create
enforcement mechanisms that will protect shareholders from insider
expropriation to create thick equity markets as a means of economic
prosperity. This is an extremely difficult task, a point to which I
return later.

The "law matters" thesis has detractors who assert that factors
other than law are key to dispersed share ownership. In Mark Roe's
view, for example, politics matter more than law in explaining the
separation of ownership and control, at least in developed econo-
mies.3 Together with Lucian Bebchuk, Roe has also argued that
because of path dependence, a country's starting point strongly
influences its corporate governance and ownership structures; in
other words, history matters.34 Culture has also been identified as
shaping a country's corporate governance and finance patterns.35

John Coffee and Brian Cheffins make related claims that market-
based investor protections through bonding mechanisms and
self-regulation, such as stock exchange listing standards, account
for dispersed ownership in the United States and the United
Kingdom.36 Coffee also posits, with Cheffins in agreement, that the

33. See ROE, supra note 27; Roe, supra note 18.
34. See Lucian Arye Bebchuk & Mark J. Roe, A Theory of Path Dependence in Corporate

Ownership and Governance, 52 STAN. L. REV. 127 (1999); Mark J. Roe, Chaos and Evolution
in Law and Economics, 109 HARV. L. REV. 641, 643-46 (1996); see also Schmidt & Spindler,
supra note 31 (explaining path dependence in corporate governance in terms of
complementarity).

35. See generally Amir N. Licht, The Mother of All Path Dependencies: Toward a Cross-
Cultural Theory of Corporate Governance Systems, 26 DEL. J. CORP. L. 147 (2001); AMIR N.
LicHT, LEGAL PLUG-INS: CULTURAL DISTANCE, CROSS-LISTING, AND CORPORATE GOVERNANCE
REFORM (Interdisciplinary Ctr. Herzliyah-Radzyner School of Law, Working Paper, 2003)
[hereinafter LicHT, LEGAL PLUG-INS], available at httpJ/ssrn.com/abstract=386320; AMIR N.
LICHT ET AL., CULTURE, LAW, AND FINANCE: CULTURAL DIMENSIONS OF CORPORATE
GOVERNANCE LAWS (Interdisciplinary Ctr. Herzliyah-Radzyner School of Law, Working Paper,
2001), available at http/ssrn.cornabstractf277613.

36. See Brian R. Cheffins, Does Law Matter? The Separation of Ownership and Control
in the United Kingdom, 30 J. LEGAL STUD. 459 (2000); Coffee, supra note 3; Coffee, supra note
18; CHEFFINS, LAW AS BEDROCK, supra note 18, at 15.
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causal chain might not flow from legal protections to robust
markets; rather, investors and other interested groups might
demand greater legal protections after entering a burgeoning
market and becoming a more powerful political constituency."
Curtis Milhaupt offers an amalgam of the above views, contending
that an economy's broader property rights institutions explain
financial structures." Finally, the fear of corruption matters. If a
country suffers from widespread corruption, its substantive law can
do little to foster securities markets. Corruption in the legal,
economic, or political system of a country stymies, if not blocks its
economic growth.39

Even those who share the "law matters" view debate why legal
origin is important. A leading explanation is that common law
judges can use flexible fiduciary duties to root out more effectively
insider abuses by filling the inevitable gaps left by statutes. Civil
law judges, on the other hand, are relegated to interpreting the
relevant code and have less flexibility to apply general standards of
loyalty, due care, and good faith to fill problematic gaps.4 ° Roe
captures the claim this way: "Wheeler-dealers run rings around the
civil law judges, who read the legislative texts too narrowly; those
wheeler-dealers cannot easily run rings around the tough common
law judges, who, with the bludgeon of open-ended fiduciary duties,
eventually catch up with the thieves."41 An alternative-and more

37. See Coffee, Do Norms Matter?, supra note 11, at 2171; CHEFFINs, LAw AS BEDROCK,
supra note 18, at 50; see also Curtis J. Milhaupt, Creative Norm Destruction The Evolution
of Nonlegal Rules in Japanese Corporate Governance, 149 U. PA. L. REV. 2083, 2122-23 (2001)
("Law and its enforcement may not determine the structure of corporate groups; rather,
important corporate and financial groups in a given society may drive the development of
legal institutions and enforcement practices by affecting the demand for law, at least in part
through norm creation and destruction.").

38. See generally Curtis J. Milhaupt, Property Rights in Firms, 84 VA. L. REV. 1145 (1998).
39. For more on corruption, see infra notes 271-77 and accompanying text. For an

extensive analysis of the impact of corruption, see Daniel Kaufmann, Rethinking Governance:
Empirical Lessons Challenge Orthodoxy, available at http'J/ssrn.com/abstract=386904 (Mar.
11, 2003). LLSV do account for corruption in their studies, although the law on the books is
their central focus. See, e.g., La Porta et al., supra note 11, at 10-11.

40. Interestingly, if the advantage of the common law tradition over the civil law tradition
is rooted in the law of fiduciary duties, fiduciary duties are not included in LLSV's
"antidirector rights index." La Porta et al., supra note 11, at 10-11.

41. Mark J. Roe, Institutional Foundations for Securities Markets in the West 4 (2002), at
httpJ/www.econ.nyu.edu/user/frydmanr/Roe-AER2003.doc.
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political--explanation of the significance of legal origin is that
common law countries have greater respect than civil law countries
for individual autonomy over governmental authority. Accordingly,
property rights are more secure, particularly from state expropria-
tion, in common law systems, and the state is less intrusive in
economic and commercial affairs, leaving these matters to the
private sector.42

Whether law matters more than politics, history, culture, or any
other factor is debatable. At the very least, law plays a significant
role in protecting shareholders; and, as I argue below,43 law has an
essential role to play in promoting securities markets in developing
economies, even if other factors are largely responsible for the
separation of ownership and control in advanced economies.
Assuming that law matters and that financial development spurs
economic growth, the challenge for policymakers is to operationalize
the "law matters" thesis by enacting laws appropriate to fostering
dispersed ownership and broad and deep equity markets. But what
does an "appropriate" legal regime look like for a developing
country? What particular legal protections matter to shareholders?
As is often the case, policymakers fix on the U.S. models of corporate
governance and finance for guidance."

B. Transplanting U.S. Corporate Law

The "law matters" thesis is encouraging because it suggests
that developing countries can achieve financial development and
economic growth by adopting a corporate law regime similar to
the United States, which has the broadest and deepest securities
markets in the world.45 In recent years, many developing coun

42. For more on the debate over the significance of legal origin, see BECK ET AL., supra
note 18; Coffee, Privatization, supra note 11, at 5-10; La Porta et al., supra note 11, at 9-12;
Mahoney, supra note 18.

43. See infra Part IV.A.
44. See infra note 47.
45. As Lynn Stout described: "[I]t is a tempting prospect to think that, by modifying their

rules to more closely approximate U.S.-style corporate law, such nations might spur the
process of economic development." LYNN A. STOUT, ON THE EXPoRT OF U.S.-STYLE CORPORATE
FIDUCIARY DUTIES TO OTHER CULTURES: CAN A TRANSPLANT TAKE? 2 (UCLA School of Law,
Working Paper No. 02-11, 2002), available at httpJ/ssrn.com/abstract=313679. Strong legal
shareholder protections are particularly important in developing countries; however, financial
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tries, often at the urging of influential organizations, such as the
World Bank and the Organization for Economic Cooperation and
Development,46 have reformed their corporate governance struc-
tures to better protect minority shareholders from insider abuses.
Frequently, these efforts involve enacting corporate law reforms
that reflect many of the key features of U.S. corporate law. 7

Numerous countries are considering corporate governance re-
forms or will need to soon as part of a broader economic reordering
toward freer markets. One high-profile reform effort occurred in
Russia, where leading U.S. academics helped craft the country's
corporate law regime along the general lines of the United States'.'
Economic reforms in Iraq are sure to receive even greater attention,
and it is a reasonable bet that corporate governance reforms in
Iraq, once the rebuilding of the country reaches that stage, will
be informed by, if not based on, the U.S. approach to corporate
governance.49

development and economic growth depend on more than strong law.
46. See CTR. FOR INTL PRIVATE ENTERPRISE, INSTITUTING CORPORATE GOVERNANCE IN

DEVELOPING, EMERGING AND TRANSITIONAL ECONOMIES: A HANDBOOK (2002), available at
http:/www.cipe.org/programs/corp..gov/index.htm [hereinafter CIPE HANDBOOK]; ORG. FOR
ECON. COOPERATION AND DEVELOPMENT, OECD PRINCIPLES OF CORPORATE GOVERNANCE
(1999), available at http/Avww.oecd.org; THE WoRLD BANK GROUP, PRIVATE SECTOR
DEVELOPMENT STRATEGY-DIRECTIONS FOR THE WORLD BANK GROUP (2002), available at
http://rru.worldbank.org/documents/PSDStrategy-April%209.pdf (Apr. 9, 2002).

47. See Coffee, Privatization, supra note 11, at 6; Katharina Pistor et al., The Evolution
of Corporate Law: A Cross-Country Comparison, 23 U. PA. J. INTL ECON. L. 791, 839 (2002);
MARGARET M. BLAIR, SHAREHOLDER VALUE, CORPORATE GOVERNANCE AND CORPORATE
PERFORMANCE: A POST-ENRON REASSESSMENT OF THE CONVENTIONAL WISDOM 2 n.3
(Georgetown Univ. Law School, Working Paper No. 334240, 2002), available at
http'//ssrn.comlabstract=334240; LICHT, LEGAL PLUG-INS, supra note 35, at 62; see generally
Hansmann & Kraakman, supra note 9 (alleging the end of history for corporate law as
corporate governance regimes around the globe converge to the shareholder-oriented U.S.
model); CIPE HANDBOOK, supra note 46. Even when countries do not adopt U.S.-style
corporate law, individual companies can in effect adopt it for themselves by cross-listing on
U.S. stock exchanges. See, e.g., Coffee, supra note 3.

48. The Russian reforms were ultimately less successful at encouraging investment and
promoting capital markets than anticipated. For an extensive discussion of Russian reform
efforts, see generally Bernard Black et al., Russian Privatization and Corporate Governance:
What Went Wrong?, 52 STAN. L. REV. 1731 (2000); Bernard S. Black & Anna S. Tarassova,
Institutional Reform in Transition: A Case Study of Russia, 10 SUP. CT. ECON. REV. 211
(2003); Merritt B. Fox & Michael A. Heller, Corporate Governance Lessons from Russian
Enterprise Fiascoes, 75 N.Y.U. L. REV. 1720 (2000).

49. As the Wall Street Journal recently reported, "Remaking Iraq's economy in America's
image has been doctrine in Washington since well before the war." Neil King, Jr., Selling
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But U.S. corporate law might be inappropriate for promoting
equity markets in developing countries.5 ° Transplanting the law of
the United States, or any other country, has the benefit of being
relatively easy and inexpensive, in comparison to crafting statutes,
rules, and regulations from scratch.5 ' There are, however, dangers
with legal transplants. As a result of any number of differences
between the "importing" and "origin" countries, including different
economies, political systems, and social structures, as well as
unique value systems and priorities, an "importing" country might
not be ready to receive the transplant.5 2 Further, the "importing"
country simply might not understand the law it is importing and
how it is supposed to work.5" As a result, the transplant might not
take root or might evolve differently in the "importing" country than
in the "origin" country.54 In any case, the transition to a new regime

Iraqis on Selling Iraq: U.S. Pushes Iraq to Put State Firms on the Block; Skeptics Warn of
Unrest, WALL ST. J., Oct. 28, 2003, at A4.

50. For important work addressing corporate law transplants, see, for example, Berkowitz
et al., supra note 23; Katharina Pistor, The Standardization of Law and Its Effects on
Developing Economies, 50 Am. J. COMP. L. 97 (2002); Pistor et al., supra note 47; HIDEKI
KANDA & CURTIS J. MILMAUPT, RE-EXAMINING LEGAL TRANSPLANTS: THE DIRECTOR'S
FIDUCIARY DUTY IN JAPANESE CORPORATE LAW (Columbia Law & Econ., Working Paper No.
219, 2003), available at http'/ssrn.com/abstract=391821; KATHARINA PISTOR & CHENG-GANG
XU, FIDUCIARY DUTY IN TRANSITIONAL CIVIL LAW JURISDICTIONS: LESSONS FROM THE
INCOMPLETE LAW THEORY (ECGI Working Paper No. 01, 2002), available at http'/ssrn.com/
abstract=343480; STOUT, supra note 45.

51. See, e.g., KANDA & MILHAUPT, supra note 50, at 7 ("Why are legal transplants
ubiquitous? Several interrelated answers are possible. First and most obviously, they are a
cheap, quick and potentially fruitful source of new law ... and may be the only feasible means
of law reform in some instances ..... ). In the extreme, an "importing" developing country could
simply codify something like the Delaware General Corporation Law or the Model Business
Corporation Act.

52. See, e.g., id. at 9 ("We believe that Tit' between the imported rule and the host
environment is crucial to the success of a transplant.").

53. See Berkowitz et al., supra note 23, at 16-17 (discussing the importance of"familiarity"
with the transplanted law); Pistor, supra note 50, at 98 (explaining that law is a "cognitive
institution" that must be "understood and embraced not only by law enforcers, but also those
using the law").

54. As Jerome Frank stated:
Yet, although borrowing may sometimes be wise, often a danger lurks in
transferring a legal rule or practice to an alien culture. We may find a parable
in the fact that rabbits, harmless in their native habitat, when imported into
Australia turned out to be a menace to Australian farmers. We should note too
the biologist's report that "identical living cells develop differently in different
parts of the organism," and that, so some believe, cancer is caused by the
unregulated growth and spread of normal cells.
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can be socially disruptive and is likely to be rife with ongoing
challenges and unanticipated consequences-for better and for
worse. "[Transplanting] may give the importing country something
like the 'bends."'55

These questions of "macro-fit" 6 between the transplanted law and
an "importing" country's broader social institutions and political
economy certainly deserve considerable attention. But I want to
focus instead on the other side of the transplant coin: Would a
corporate law regime like the United States' adequately protect
shareholders in developing countries? 7 Asked differently, is a
market-based model of corporate governance right for developing
countries? My basic concern is that developing economies can suffer
serious economic setbacks if they inadvertently design a corporate
law regime that affords minority shareholders too few protections.
Although my analysis is couched in terms of transplanting U.S.
corporate law, the broader inquiry concerns the proper role of the
government in regulating corporate governance in developing
economies.

The "law matters" thesis places formal legal rules-the core of
which we might think of as the law on the books-at the forefront
of financial development. Placing as much emphasis on the law on
the books as the "law matters" thesis, however, raises problems.
One problem is methodological. LLSV's "antidirector rights index,"
for example, includes six items that, in and of themselves, do very
little to protect shareholders." This is not to say that the empirical

Jerome Frank, Civil Law Influences on the Common Law-Some Reflections on "Comparative"
and "Contrastive" Law, 104 U. PA. L. REV. 887, 915 (1956) (footnotes omitted).

55. Id.
56. The phrase "macro-fit" is borrowed from Hideki Kanda and Curtis Milhaupt. KANDA

& MILHAUPT, supra note 50, at 9.
57. The question I pose here is akin to Kanda and Milhaupt's concept of "micro-fit." Id.

("Micro-fit is how well the imported rule complements the preexisting legal infrastructure in
the host country."); see also Bernard S. Black et al., Corporate Law from Scratch, in 2
CORPORATE GOVERNANCE IN CENTRAL EUROPE AND RUSSIA: INSIDERS AND THE STATE 245
(Roman Frydman et al. eds., 1996) (developing a "self-enforcing" model of corporate law in
arguing against transplanting the enabling corporate law of the United States to emerging
economies); Bernard Black & Reinier Kraakman, A Self-Enforcing Model of Corporate Law,
109 HARv. L. REv. 1911 (1996) (further developing a "self-enforcing" model of corporate law).

58. See Coffee, supra note 18, at 8 ("The specific 'anti-director'rights that [LLSV] identify
as the central factors distinguishing common-law from civil-law systems strike many
commentators as only tangentially related to effective legal protection for minority
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work undergirding the "law matters" thesis is not important; nor is
this to say that the law on the books does not matter. I am con-
vinced that law matters to corporate governance and finance; but
most corporate law scholars and attorneys would agree that the
legal rules the empirical research focuses on are not key features of
any corporate law regime, including U.S. corporate governance.

The real-life problems that arise by focusing on formal legal rules,
however, are more serious than the methodological ones. Much more
than the formal rules of the game matter, whether one is consider-
ing economic reform, political reform, or any other reform effort. The
law is but one part of a much more complex institutional mix that
must be taken into account. It is particularly important to bear
this in mind when considering whether to fashion a corporate law
regime in a developing country after the United States or, more
generally, when considering any market-based approach to corpo-
rate governance.59 As I explain more in the next Part, corporate law
on the books in the United States affords shareholders fairly weak
protections from insider abuses. It is not much of an overstatement
to say that, with a few notable exceptions, the Delaware corporation
code is largely beside the point when it comes to shareholder rights,
providing shareholders few legal protections. U.S. corporate law has
even been called "trivial."" In the U.S. system of corporate gover-
nance, shareholders are not protected primarily by formal legal
rules-and especially not by the protections contained in the
"antidirector rights index" -but rather by nonlegal mechanisms,
such as market pressures, contracts, and norms of good practice
that directors and officers follow. To the extent substantive cor-
porate law matters in the United States, it is not the law on the

shareholders."); Mark J. Roe, Corporate Law's Limits, 31 J. LEGAL STUD. 233, 252 n.28 (2002)
(explaining that the items included in the index are "not likely to be near the top of most
American lawyers' lists of Delaware corporate law's most important legal protections").

59. For others arguing for a broader approach to corporate governance reform that focuses

on more than the formal rules of the game, see, for example, Berkowitz et al., supra note 23;
Milhaupt, supra note 37; Milhaupt, supra note 38; Pistor et al., supra note 47; PISTOR ET AL.,

supra note 18; see generally infra note 172.
60. Bernard S. Black, Is Corporate Law Trivial?: A Political and Economic Analysis, 84

Nw. U. L. REV. 542 (1990); see also Black & Kraakman, supra note 57, at 1914 (explaining that
corporate law "plays a relatively small, even 'trivial' role" in the corporate governance regimes
of developed countries).

61. See supra note 58 and accompanying text.
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books but the common law of fiduciary duties that judges craft.
Billions of shares exchange hands daily on the New York Stock
Exchange and NASDAQ, not because of strong laws on the books
that favor shareholders, but despite weak ones.

When attention focuses on the United States as a model of
corporate governance and thick securities markets, the question for
policymakers is whether developing countries can replicate the U.S.
corporate governance system, notjust whether they can enact a code
that resembles the Delaware corporation code or the Model Business
Corporation Act or that even codifies the common law of fiduciary
duties. Enacting corporate law along the lines of the U.S. model is
a far cry from developing a governance regime that protects share-
holders from expropriation. To recast this point, a market-based
model of corporate governance will not adequately protect share-
holders in developing countries unless a host of other institutions
exist that complement the law in holding insiders accountable. If
the entire U.S. governance system, or something approaching it,
cannot be recreated, simply transplanting one piece of it (i.e., the
law) might do more harm than good, especially when the "import-
ing" country's forgone opportunity to adopt a different regime is
considered. While corporate law scholars generally understand the
complexities of corporate governance, including the secondary role
substantive corporate law plays in the United States, I worry that
many, perhaps most, policymakers shaping corporate governance
reform in developing countries do not. 2 When developing a corpo-
rate governance reform agenda, focusing on a simplified model of
governance that emphasizes formal legal rules is problematic.

II. THE U.S. CORPORATE GOVERNANCE SYSTEM

What is the U.S. model of corporate governance? The answer is
not substantive corporate law, although to be sure, the law plays a
more important role post-Sarbanes-Oxley and other recent
regulatory reforms. Corporate law is one small part of a complex
U.S. corporate governance system comprising a wide array of
complementary institutions, incentive structures, constraints, and

62. Cf. CIPE HANDBOOK, supra note 46, at 10-12 (explaining that policymakers have
adopted a simplified model of corporate governance).
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practices that work together to create a whole that is greater than
the sum of its parts. 3 My purpose in this Part is to take inventory
of U.S. corporate governance-focusing in particular on Delaware,
the most influential state for corporate law'-by explaining the
relationship among key features of the U.S. corporate governance
system.65 Such a "systems approach" to understanding corporate
governance is important because no one part can be understood on
its own, outside the larger framework to which it contributes.66

Thinking of corporate governance as a system of complementarities
is especially useful when fashioning reform agendas for developing
countries because it sheds light on the transplantability of U.S.
corporate law and ultimately on the type of governance regime that
is most likely to promote equity markets in developing economies.

63. For an interesting recent discussion of the limits of corporate law, see Roe, supra note
58 (focusing on the limits of corporate law in controlling management (i.e., bad business
decisions) as compared to disloyalty). The general complementarities framework I employ
below to analyze U.S. corporate governance is not unique to me. For more on the closely
related proposition that institutions matter, see infra notes 168, 172 and accompanying text.

64. Delaware is the most important state for purposes of corporate law, not only because
the majority of public companies are incorporated there, but also because other states look to
Delaware corporate law for guidance. See generally Lucian Arye Bebchuk & Assaf Hamdani,
Vigorous Race or Leisurely Walk: Reconsidering the Competition over Corporate Charters, 112
YALE L.J. 553 (2002).

65. For an extensive, but more general, discussion of the various laws and institutions
that are important to creating a corporate governance system that can support thick
securities markets, see Black, supra note 15. For a useful but more condensed description of
the U.S. corporate governance system than this Article offers, see Black & Kraakman, supra
note 57, at 1914-21.

66. For more on a "systems" approach to legal analysis, see generally Lynn M. LoPucki,
The Systems Approach to Law, 82 CoRNELLL. REv. 479,480 (1997). LoPucki has summarized
a systems analysis as follows: "To 'analyze' a system is to break it down into its constituent
parts, to determine the nature and identity of its subsystems, and to explain the relationships
among them." Id. at 482-83.

67. Cf id. at 480 ("Restricting one's attention to particular aspects of reality reduces
complexity, making it possible to solve problems that otherwise would boggle the mind. The
disadvantage in restricting one's attention, however, is that it often screens out important
aspects and leads the analyst to the wrong conclusion.").

Each component of the U.S. corporate governance system that I identify is itself made up
of subsystems and so on, and any number of relationships among the various parts could be
highlighted in a systems analysis. Indeed, various scholars have analyzed pieces of U.S.
corporate governance in greater detail than I attempt to do here. Moreover, corporate
governance itself needs to fit into a country's larger political, economic, and social structures,
raising a host of tough questions that, for the most part, are beyond my present scope. The
analysis below, however, covers the core components of the U.S. system and captures its
overall complexity.
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A. The Formal Rules of the Game

Since the "law matters" thesis is our jumping-off point, I will
begin with Delaware corporate law. Delaware has opted for an
enabling approach to corporate law that affords corporate constitu-
encies-by which I primarily mean directors, officers, and share-
holders-flexibility to order their affairs privately." The asserted
benefit of private ordering is that it affords a corporation and its
constituencies the flexibility to adapt the company's governance
structure as appropriate to fit the company's particular governance
and business needs over time.69 This stands in contrast to a
mandatory model of corporate law, in which a fixed set of typically
more restrictive rules would be imposed on companies, reflecting a
"one-size-fits-all" approach to regulating corporate governance.7 ° If
all companies were the same, a mandatory "one-size-fits-all"
approach might make sense. The reality, though, is that companies
have different business needs, different corporate cultures and ways

68. See, e.g., Leo E. Strine, Jr., Delaware's Corporate-Law System: Is Corporate America
Buying an Exquisite Jewel or a Diamond in the Rough? A Response to Kahan & Kamar's Price
Discrimination in the Market for Corporate Law, 86 CORNELL L. REV. 1257 (2001) (arguing in
favor of Delaware's enabling approach to corporate law); E. Norman Veasey, Should
Corporation Law Inform Aspirations for Good Corporate Governance Practices-Or Vice
Versa?, 149 U. PA. L. REV. 2179, 2179 (2001) (describing the enabling model as being "based
on a few fundamental statutory guideposts and latitude for private ordering, with primary
reliance on self-governance centered around judicial decision making in applying fiduciary
duties to fact-intensive settings"); see generally FRANK H. EASTERBROOK & DANIEL R. FISCHEL,
THE ECONOMIC STRUC n RE OF CORPORATE LAW (1991) (developing the contractarian approach
to the firm and corporate law). The U.S. approach is not only enabling insofar as the content
of corporate law is concerned, but also in that there is regulatory competition among the
states for corporate charters. Accordingly, to the extent that certain legal rules are
mandatory, parties can opt out of them by incorporating in other jurisdictions. The argument
that corporate law should be enabling is part and parcel of the contractarian model of the
firm.

69. For further development of this point in the context of the regulatory responses to the
scandals at Enron and elsewhere, see Troy A. Paredes, Enron: The Board, Corporate
Governance, and Some Thoughts on the Role of Congress, in ENRON: CORPORATE FIASCOS AND
IMPLICATIONS (Bala Dharan & Nancy Rapoport eds., 2003).

70. For criticism of a "one-size-fits-all" mandatory approach to corporate governance, see
Stephen M. Bainbridge, A Critique of the NYSE's Director Independence Listing Standards,
30 SEC. REG. L.J. 370 (2002); Paredes, supra note 69; Larry E. Ribstein, Market vs. Regulatory
Responses to Corporate Fraud: A Critique of the Sarbanes-Oxley Act of 2002, 28 J. CORP. L. 1
(2003).
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of doing things, and different people and personalities, all of which
are subject to change."'

Delaware's enabling approach is not without moorings, however.
The Delaware corporation code contains a number of key provisions,
although most are default rules that can be transacted around and
few of the provisions limit the expropriation of wealth by insiders to
any significant extent.72 In fact, one of the most important statutory
provisions is Delaware General Corporation Law section 141(a),
which provides that the "business and affairs of every corporation
... shall be managed by or under the direction of a board of direc-
tors." 3 This provision provides an expansive grant of authority to
the board and, in effect, the officers to whom the board typically
delegates day-to-day managerial control.

This is not to say that shareholders do not have any "positive"
control rights over the corporation granting them direct input into
and say over how the corporation is governed or whether certain
business opportunities are pursued. Shareholders have the right to
vote for the board of directors, most importantly, and can make
recommendations on governance and business matters to the board
through the shareholder proposal process.7 4 Shareholders also have
the right to vote on certain mergers and on any proposed sale of
all or substantially all of the corporation's assets. In addition, a
company's articles of incorporation cannot be amended without
shareholder approval, and shareholders can vote to amend the

71. See Bayless Manning, The Business Judgment Rule and the Director's Duty of
Attention: Time for Reality, 39 BUS. LAW. 1477, 1491-92 (1984).

72. Often defaults turn out to be quite inflexible in practice as a result of., among other
things, endowment effects, anchoring and framing biases, and transactions costs. The
distinction between mandatory and default rules, therefore, is less sharp in reality than in
theory. For an interesting analysis of the psychological effects of default rules, see Russell
Korobkin, Inertia and Preference in Contract Negotiation: The Psychological Power of Default
Rules and Form Terms, 51 VAND. L. REv. 1583 (1998).

73. DEL. CODE ANN. tit. 8, § 141(a) (2001). This provision is typical of other states. See,
e.g., MODEL Bus. CORP. ACT § 8.01 (1984).

74. Notably, nonshareholder constituencies, such as employees, have no legal authority
over a corporation's internal affairs, unless they also happen to be shareholders.
Nonshareholder constituencies, nonetheless, can often exert a great deal of pressure on
management. For interesting discussions of the role of employees in corporate governance,
see EMPLOYEES AND CORPORATE GOVERNANCE (Margaret M. Blair & Mark J. Roe eds., 1999);
see also Blair & Stout, supra note 14 (developing a team production model of the firm in which
shareholders do not have primacy over other corporate constituencies).
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bylaws. Shareholders, however, do not have any authority to
manage the day-to-day business directly or to set overall corporate
policy and strategy, unless granted such control in the certificate of
incorporation, which happens rarely, if ever.

The Delaware courts have further cabined shareholder control
rights by broadly interpreting the board's authority to manage the
business. The Delaware courts, for example, have held that
directors have the right to take defensive steps to fend off a hostile
bidder, which effectively blocks shareholders from selling their
shares, even though the bidder might have offered a significant
premium for the company.m In most instances, the board, and not
shareholders, also gets to decide whether to bring a derivative suit
against directors and officers who allegedly breached their fiduciary
duties.7" Deciding whether to sell the company to a hostile bidder or
to sue directors and officers are not, however, ordinary business
decisions akin to deciding whether to build a new factory, to hire
additional employees, or to enter a new line of business." Rather,
they are perhaps better characterized as "ownership" issues that
shareholders should have final say over because they directly affect
the right of shareholders to sell their shares and to enforce the
fiduciary duties management owes them."

75. See Paramount Communications, Inc. v. Time, Inc., 571 A.2d 1140 (Del. 1989); Unocal
Corp. v. Mesa Petroleum Co., 493 A.2d 946 (Del. 1985); see generally ARTHUR FLEISCHER, JR.
& ALEXANDER R. SUSSMAN, TAKEOVER DEFENSES (6th ed. 2000 & Supp. 2002). For recent
arguments in favor of expanding shareholder choice in the takeover setting by constraining
boards in adopting defensive tactics, see Paredes, supra note 14; Robert B. Thompson & D.
Gordon Smith, Toward a New Theory of the Shareholder Role: "Sacred Space" in Corporate
Takeovers, 80 TEX. L. REV. 261 (2001).

76. For a discussion of the demand requirement in derivative litigation, see ROBERT C.
CLARK, CORPORATE LAW §§ 15.1-15.3 (1986); CHARLES R.T. O'KELLEY & ROBERTB. THOMPSON,
CORPORATIONS AND OTHER BUSINESS ASSOCIATIONS: CASES AND MATERIALS 325-69 (4th ed.

2003).
77. See generally Paredes, supra note 14; Thompson & Smith, supra note 75.
78. See Bayless Manning, Reflections and Practical Tips on Life in the Boardroom After

Van Gorkom, 41 BUS. LAW. 1, 5-6 (1985) (distinguishing"ownership" from "enterprise" issues).
Not to mention, of course, that directors and officers might find themselves in an inherently
conflicted position when evaluating a hostile bid that will result in their ouster or when
deciding whether to sue themselves or other members of the management team. For
arguments that the right to respond to hostile takeover attempts falls within the scope of the
right of shareholders to vote and sell their shares, see Ronald J. Gilson, A Structural
Approach to Corporations: The Case Against Defensive Tactics in Tender Offers, 33 STAN. L.
REV. 819 (1981); Paredes, supra note 14; Thompson & Smith, supra note 75. For the view that
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Not only are the rights of shareholders to sell and sue restricted
in practice, but the shareholder franchise is also limited in
practice.79 For the most part, management controls the shareholder
voting process and sets the voting agenda, which heavily influences
results. The federal proxy rules' supplement shareholder voting
rights under state corporate law by granting shareholders limited
access to the company's proxy materials for the purpose of making
proposals for a shareholder vote; but even here, the board of
directors can omit many, if not most shareholder proposals from the
corporation's proxy materials and can ignore other proposals that
relate to how the business is run, even if they receive a majority
shareholder vote."' Finally, few shareholders, other than institu-
tional investors, own enough stock to make it worthwhile to monitor
the company actively. Likewise, the cost of complying with the
extensive disclosure requirements of the federal proxy rules as well
as the risk of liability for failing to comply can chill shareholder
communication and deter shareholders from waging proxy contests,
which can cost millions of dollars. In other words, coordination
difficulties and rational apathy frustrate shareholder efforts to
exercise their franchise, although proxy solicitation and shareholder
service firms, such as Institutional Shareholder Services and the
Investor Responsibility Research Council, have helped mitigate

the right to fend off a hostile bid falls within the scope of the board's authority to manage the
enterprise, see, for example, Stephen M. Bainbridge, Director Primacy in Corporate Takeovers:
Preliminary Reflections, 55 STAN. L. REV. 791 (2003); Martin Lipton, Takeover Bids in the
Target's Boardroom:A Response to Professors Easterbrook and Fischel, 55 N.Y.U. L. REV. 1231
(1980). For a good recent summary of the debate between those who advocate shareholder
choice and those who support the board's right to respond to hostile bids, see Jennifer Arlen
& Eric Talley, Unregulable Defenses and the Perils of Shareholder Choice, 152 U. PA. L. REV.
(forthcoming 2004).

79. For a useful overview of the right of shareholders to vote, sell, and sue, see generally
Robert B. Thompson, Preemption and Federalism in Corporate Governance: Protecting
Shareholder Rights to Vote, Sell, and Sue, 62 LAW & CONTEMP. PRoBs. 215 (1999).

80. For an overview of the federal proxy rules, see Louis Loss & JOEL SELIGMAN,
FuNDAMENTALS OF SEcURITIES REGULATION 488-561 (4th ed. 2001).

81. See Shareholder Proposals, 17 C.F.R. § 240.14a-8 (2003). Rule 14a-8 affords
shareholders limited access to their company's proxy materials. The company can omit
shareholder proposals in several instances, such as when the shareholder proposal relates to
the company's ordinary business or is not considered a proper subject of shareholder action
under state law, although shareholders can get around this by making precatory proposals
that are nonbinding on management. Id. For an overview of the shareholder proposal process,
see Loss & SELIGMAN, supra note 80, at 510-33.

1080 [Vol. 45:1055



A SYSTEMS APPROACH

these problems. This all having been said, the SEC has recently
taken important steps toward amending its rules under the federal
securities laws to allow shareholders to include shareholder-
nominated directors in the corporation's proxy statement.s2 Greater
shareholder access to the company's ballot for electing directors
could have significant implications for how corporations are run,
easing concerns arising from the fact that shareholders exercise
little control over the firm otherwise.

Given the far-reaching authority directors and officers have to
manage the business, which characterizes the separation of owner-
ship and control, the key corporate governance challenge is to
control agency costs. When the interests of directors and officers
conflict with the best interests of the corporation and its sharehold-
ers, the concern is that management will tend to act in its own self-
interest. For example, managers might decide to shirk, pay
themselves excessive compensation packages, have fancy corporate
jets and other perks, or build an empire by acquiring companies, all
to the detriment of the company and shareholder value.

Although fiduciary duties do not reallocate control to sharehold-
ers, fiduciary duties constrain management's exercise of its
authority and thus are a sort of "negative" control right that
shareholders exert over the business.' The fiduciary duty of care
requires managers to run the company with reasonable care. 4

Directors and officers, for example, are expected to spend the time
and effort needed to make prudent business decisions and to set an
appropriate course for the company. The duty of loyalty charges
directors and officers with acting honestly and prohibits them from
looting the company, engaging in self-dealing transactions unfair to
the corporation, or otherwise acting in their own self-interest. 5 The
concept of good faith is marbled into both the duty of care and the

82. See Security Holder Director Nominations, Exchange Act Release No. 48,626, Fed. Sec.
L. Rep. (CCH) 1 87,101, at 88,401 (Oct. 14, 2003).

83. Controlling shareholders also owe fiduciary duties to minority shareholders. For more
on the complex relationship between controlling and minority shareholders, see F. HODGE
O'NEAL & ROBERT B. THOMPSON, O'NEAL's OPPRESSION OF MINORITY SHAREHOLDERS (2d ed.

1985).
84. See CLARK, supra note 76, §§ 3.4-3.5; O'ELLEY& THOMPSON, supra note 76, at 230-75.
85. See CLARK, supra note 76, §§ 5.1-5.4; O'KELLEY & THOMPSON, supra note 76, at 276-

324.
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duty of loyalty, although the Delaware Supreme Court-Chief
Justice E. Norman Veasey, in particular-has suggested that there
is a separate fiduciary duty of good faith.8" The sum and substance
of the fiduciary duty of good faith remains unknown, but one can
surmise that, when fleshed out, it will be more substantive in
nature than the procedural duty of care.

Fiduciary duties, like any other open-ended standard, are flexible.
The Delaware judiciary can accordingly develop corporate law in an
incremental fashion on a case-by-case basis, and can adapt the law
of fiduciary duties to respond to changes in business and gover-
nance. This results in what many believe to be a more efficient
law-one that is better tailored to the evolving needs of corporations
and their constituencies." A dark side, however, accompanies this
flexibility: uncertainty. Some have criticized Delaware corporate law
as too indeterminate." The concern should not be exaggerated,
however. Today, Delaware has a very well-developed body of case
law, making it more rule-like. More importantly, a very sophisti-
cated and experienced judiciary administers the law of fiduciary
duties against the background norm of shareholder primacy." The

86. See, e.g., Malone v. Brincat, 722 A.2d 5, 10 (Del. 1998); E. Norman Veasey, State-
Federal Tension in Corporate Governance and the Professional Responsibilities of Advisors,
28 J. CoRP. L. 441, 444-46 (2003).

87. For more on the efficiency of the common law generally, see George L. Priest, The
Common Law Process and the Selection of Efficient Rules, 6 J. LEGAL STuD. 65 (1977); Paul
H. Rubin, Why Is the Common Law Efficient?, 6 J. LEGAL STUD. 51 (1977). Noteworthy in this
regard is the lack of any meaningful legislative response, to date, in Delaware following Enron
and the other scandals. The Delaware courts, however, are already reconsidering the law of
fiduciary duty and related principles in light of the recent abuses. See, e.g., In re Oracle Corp.
Derivative Litig., 824 A.2d 917 (Del. Ch. 2003) (finding that certain social and personal ties
compromised the independence of directors on a special litigation committee); Leo E. Strine,
Jr., Derivative Impact? Some Early Reflections on the Corporation Law Implications of the
Enron Debacle, 57 Bus. LAW. 1371, 1377-85 (2002) (discussing possible impacts of the
corporate scandals on the development of Delaware corporate law).

88. See Marcel Kahan & Ehud Kamar, Price Discrimination in the Market for Corporate
Law, 86 CORNELL L. REV. 1205 (2001). But see Strine, supra note 68 (arguing in favor of the
flexibility of Delaware corporate law).

89. As Vice Chancellor Strine commented:
While the Delaware Model might subject firms to litigation, these firms readily
accept that risk as a cost of greater fleibility, especially because they know that
the litigation they face will have the following two characteristics: (1) it will
likely be administered by a Delaware judiciary well schooled in corporate law
and with a track record of producing rational results, and (2) it will be governed
by a body of statutory and decisional corporation law which articulates many
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