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AMERICAN DECLINE OR RENEWAL?—
GLOBALIZING JOBS AND TECHNOLOGY

THURSDAY, MAY 22, 2008

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON INVESTIGATIONS AND OVERSIGHT,
COMMITTEE ON SCIENCE AND TECHNOLOGY,
Washington, DC.

The Subcommittee met, pursuant to call, at 10:05 a.m., in Room
2318 of the Rayburn House Office Building, Hon. Brad Miller
[Chairman of the Subcommittee] presiding.
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HEARING CHARTER

SUBCOMMITTEE ON INVESTIGATIONS AND OVERSIGHT
COMMITTEE ON SCIENCE AND TECHNOLOGY
U.S. HOUSE OF REPRESENTATIVES

American Decline or Renewal?—Globalizing Jobs
and Technology

THURSDAY, MAY 22, 2008
10:00 A.M.—1:00 P.M.
2318 RAYBURN HOUSE OFFICE BUILDING

Purpose:

The purpose of this hearing is to assess the effects of the globalization of jobs and
technology on the American economy, and to develop an understanding of the incen-
tives and disincentives that influence United States firms’ decisions on whether to
locate at home or abroad the production and research facilities that are critical
sources of value creation and high-paying jobs. Firms’ thinking both on whether to
retain or to offshore existing U.S.-based capacity and on where to locate new invest-
ment will be explored.

The Committee on Science and Technology annually authorizes the expenditure
of billions of dollars to support scientific research. It therefore has a direct interest
in the extent to which the benefits of the innovations spawned by this federal fund-
ing are captured by the U.S. national economy and for the taxpayers with whom
the funding originates. The Committee has a specific interest, through its connection
to the National Institute of Standards and Technology, whose budget it authorizes,
in the health of the Nation’s manufacturing industries. Finally, the vigor of the Na-
tion’s scientific research enterprise, like the health of the economy that supports it,
is closely linked to its ability to sustain value creation—in the form of both techno-
logical innovation and high-value added production—within its borders.

This hearing has been designed to help the Committee in identifying measures
that might increase the likelihood of high-value-added activity’s remaining, increas-
ing, and succeeding within U.S. borders, and thereby contributing to the future
health of the America’s economy and the future prosperity of its citizens.

Witnesses:

Panel One

Dr. Ralph E. Gomory currently serves both as Research Professor at the NYU
Stern School of Business and as President Emeritus of the Alfred P. Sloan Founda-
tion. A mathematician who was a longtime Director of Research at IBM, he is au-
thor with the economist William J. Baumol of the book Global Trade and Con-
flicting National Interests.

Dr. Margaret M. Blair is a Ph.D. economist who serves as Professor of Law at
Vanderbilt University Law School. She is the author of numerous scholarly articles
on corporate governance and of the book Ownership and Control: Rethinking Cor-
porate Governance for the Twenty-First Century.

Dr. Bruce R. Scott is the Paul Whiton Cherington Professor of Business Adminis-
tration at Harvard Business School. One of the founders of the competitiveness de-
bate in the 1980s, he has a new book, Capitalism, Democracy, and Development, due
to be published in October.

Panel Two

Mr. James R. Copland III is the Chairman of Copland Industries, Inc., and
Copland Fabrics, Inc., located in Burlington, NC; he served as the companies’ Presi-
dent, Treasurer, and CEO from 1986 until 2004. He is also the founder of two banks
and currently serves as Director of four banks.

Mr. Brian O’Shaughnessy has been Chairman since 1988 of Revere Copper Prod-
ucts, Inc., in Rome, NY, and until recently served as President and CEO as well.
He also serves on the Board of Directors of the Coalition for a Prosperous America,
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three copper industry trade associations, and three manufacturing associations in
New York State.

Mr. Wes Jurey is the President and CEO of the Arlington Chamber of Commerce
in Arlington, TX. He founded the Center for Workforce Training & Preparation in
El Paso, TX, and currently serves as Chair of the U.S. Chamber’s Institute for a
Ci)mpetitive Workforce and as a member of the Texas Workforce Investment Coun-
cil.
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Chairman MILLER. Thank you to all of you, and welcome to this
interesting hearing today, American Decline or Renewal?—
Globalizing Jobs and Technology. The jurisdiction for Oversight is
more indulgent than the jurisdiction the Committee has for legisla-
tion. If this committee tried to claim jurisdiction for legislation
coming out of any of the discussions today, we probably would be
in a death struggle with other committees that would probably win
that struggle, but part of our jurisdiction is to consider American
competitiveness generally. There are several items in our jurisdic-
tion that give us that broader authority at least to think about how
American business needs to be more competitive, and much of the
Committee’s work in the last two years has been on that subject.
And certainly this hearing today gets at that subject as well.

The former Vice Chairman of the Federal Reserve Board, Alan
Blinder, observed, “What I've learned is anyone who says anything
that obliquely sounds hostile to free trade is treated as an apos-
tate.” Actually, that apostasy is very welcome in parts of my dis-
trict that has suffered a great deal of job loss in the last decade,
in the last generation.

The faith that Blinder has recently begun to question himself has
guided both our policy and international economic policy for more
than two decades. Its credo is that lowering trade barriers while
curbing regulation produces the greatest growth. According to its
doctrine, this new order would provide undiluted benefits to an ad-
vanced nation like ours. It would free Americans trapped in tradi-
tional jobs for more sophisticated, remunerative work, while flood-
ing the world with goods and services made in the United States.
I represent a lot of folks who do not feel that they were trapped
in traditional jobs but really wish they still had those jobs.

But 15 years after the ratification of NAFTA and 13 years after
the birth of the WTO, the ranks of the doubters seem to be grow-
ing.
Could this reflect America’s net loss of 3.5 million manufacturing
jobs since 2001? Many workers have been freed from being trapped
in traditional jobs, but have not found other jobs that are as well-
paid, or as easy to support themselves and a family on as the jobs
that they lost.

Could it reflect the fact that the United States’ merchandise
trade deficit has risen every year but one over the last decade and
has hovered around three-quarters of a trillion dollars for three
years running? Our trade surplus in services is tiny by comparison.
In 2007, it was only around one-eighth the goods deficit’s size.

Could this reflect the Nation’s assumption since 2001 of $10 tril-
lion in new debt, $6.5 trillion by households, $3.5 trillion by the
Federal Government? Is that an indication that we have not pro-
duced anywhere near the level at which we would like to consume?

Could it reflect anxiety over the rise of colossal sovereign wealth
funds that are using what they take in from us to buy up our in-
dustrial and financial assets?

In this context, the hardships of working Americans are proving
longer lasting and are deeper. Lawrence Summers, the Treasury
Secretary under President Clinton and before that, Chief Econo-
mist of the World Bank, a strong supporter of globalization in the
past, last month wrote of “a world where Americans can legiti-
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mately doubt whether the success of the global economy is good for
them.” He also acknowledged that “growth in the global economy
encourages the development of stateless elites whose allegiance is
to global economic success and their own prosperity rather than the
interests of the Nation where they are headquartered.”

When even folks like Summers, one of the architects of the cur-
rent international trading system, are now feeling and saying out
loud concerns like that, it heralds a significant change in the public
debate on the global economy and the values of the global economy
to American workers. No longer can we in good conscience avoid
the question, what are we to do about it? If we are to find effective
answers, we must be open to new ideas, even ideas that might
have seemed apostasy in the past. We must be prepared to discover
that we know less than we thought about the consequences of
globalization or even that some of our basic views on the subject
may rest on mistaken assumptions.

The panelists in the first panel today point out that much of our
economic theory is built on a society in which the baker sells his
bread to the candlestick maker who sells his candles to the miller
who sells his flour to the baker. And with the kind of size, the kind
of capital, the kind of labor force required for the economy today,
that may not be the best model. It may not be one that truly de-
scribes the economy of the world that exists now.

We have two panels, each of which will, in its own way—in dif-
ferent ways—help us consider these apostate ideas.

The first panel will offer their perspectives on the beliefs that
have, for several generations, shaped the design and governance of
our world trading system, as well as our expectations of proper be-
havior by corporations. One of the members of the panel, Dr. Ralph
Gomory, last year testified before the Science and Technology Com-
mittee that the interests of U.S.-based multinational corporations
are no longer necessarily in step with those of a healthy American
economy, certainly an apostate idea. Today the members of this
panel will question things we think we know, about the role and
responsibilities of corporations, about the relationship of the state
and the market, about the ability of technological innovation to en-
sure our country’s economic prosperity in the absence of changes in
the trading system. And they will suggest some measures that
might strengthen America for the future.

The second panel is testimony from the trenches. Two heads of
domestic companies will talk about their commitment to producing
at home, what they do out of concern for the well-being of their em-
ployees, the viability of the communities in which their businesses
are located, and the sustainability of the Nation’s economy. They
will tell us about the cost of upholding that commitment under the
current trading system and suggest how the Federal Government
might help lighten their burdens now. Joining them is a regional
development expert who will explain what it takes to attract in-
vestment as the lure of off-shoring becomes more prevalent, and
will add some ideas of his own about how to improve American
competitiveness.

I will yield back the balance of my time which expired a long
time ago and recognize now the distinguished Ranking Member,
not Mr. Sensenbrenner, but Mr. Hall for his opening statement.
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[The prepared statement of Chairman Miller follows:]

PREPARED STATEMENT OF CHAIRMAN BRAD MILLER

“What I've learned,” former Fed Vice Chairman Alan Blinder has observed, “is
anyone who says anything even obliquely that sounds hostile to free trade is treated
as an apostate.”

The faith that Blinder has recently begun to question has guided both U.S. and
international economic policy for more than two decades. Its credo is that lowering
trade barriers while curbing regulation produces optimal growth. According to its
doctrine, this new order would provide undiluted benefit to an advanced nation like
ours. It would free Americans trapped in traditional jobs for more sophisticated, re-
musnzrative work, while flooding the world with goods and services made in the
U.SA.

But 15 years after the ratification of NAFTA, and 13 years after the birth of the
WTO, the ranks of the doubters seem to be growing.

¢ Could this reflect America’s net loss of 3.5 million manufacturing jobs since
2001?

¢ Could it reflect the fact that the U.S. merchandise trade deficit has risen
every year but one over the past decade, and has hovered around three-quar-
ters of a trillion dollars for three years running? By the way, our trade sur-
plus in services is tiny in comparison. In 2007, it was only around one-eight
the goods deficit’s size.

* Could this reflect the Nation’s assumption since 2001 of $10 trillion in new
debt, $6.5 trillion by households, $3.5 trillion by the Federal Government—
an indication that we have not produced anywhere near the level at which
we wish to consume?

¢ Could it reflect anxiety over the rise of colossal Sovereign Wealth Funds that
are using what they take in from us to buy up our industrial and financial
assets?

In this context, the hardships of working Americans are proving enduring and
profound. Lawrence Summers—Treasury Secretary under President Clinton and, be-
fore that, Chief Economist of the World Bank—Ilast month wrote of “a world where
Americans can legitimately doubt whether the success of the global economy is good
for them.” He also acknowledged that “growth in the global economy encourages the
development of stateless elites whose allegiance is to global economic success and
their own prosperity rather than the interests of the Nation where they are
headquartered.”

That even such a figure as Summers, one of the architects of the current inter-
national trading system, is now expressing such concerns heralds a significant
change in public discourse on the global economy. No longer can we in good con-
science escape the question: What do we do about it? If we are to find effective an-
swers, we must be open to hearing new ideas. We must be prepared to discover that
we know less than we thought about the consequences of globalization, or even that
some of our basic views on the subject may rest on mistaken assumptions.

Tﬁday we have two panels, each of which will, in its own way, help us along this
path.

The first panel will offer new perspectives on the beliefs that have, for several
decades, underlain the design and governance of the world trading system, as well
as our expectations of proper behavior by corporations. One of its members, Dr.
Ralph Gomory, last year testified before the Science and Technology Committee that
the interests of U.S.-based multinational corporations are no longer necessarily in
step with those of a healthy American economy. Today the members of this panel
will question things we think we know—about the role and responsibilities of cor-
porations, about the relationship of the state and the market, about the ability of
technological innovation to ensure our country’s economic prosperity in the absence
of changes in the trading system. And they will suggest some measures that might
strengthen America for the future.

The second panel will bring us into the trenches. Two heads of domestic firms will
talk about their commitment to producing at home, which they do out of concern
for the well-being of their employees, the viability of their communities, and the sus-
tainability of the Nation’s economy. They will also tell us about the cost of uphold-
ing that commitment under the current trading system, and suggest how the Fed-
eral Government might help lighten their burdens now. Joining them is a regional
development expert who will explain what it takes to attract investment as the lure
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of offshoring becomes more prevalent, and will add some ideas of his own on how
to improve American competitiveness.

With that I yield back my time—which has, in fact, already expired—and recog-
nize the distinguished Ranking Member for his opening statement.

Mr. HALL. Thank you, Chairman Miller, and you very adequately
gave an opening statement that covers I think everything that
ought to be covered, and I am not here to take Mr. Sensenbrenner’s
place. I'm just here to carry out the bylaws that there has to be
a Minority here before he can hit that gavel down and we get start-
ed hearing your testimony. But don’t be alarmed that for the lack
of Members that are here. And Mr. Sensenbrenner is not here be-
cause he fell yesterday, and the good news is that he was not badly
injured. He is all right, and he will be back with us shortly.

But all the empty seats, most all of us have about three or four
things to do every hour of the day here; and your testimony under
the Chairman’s guidance is taken down. It is even being televised,
and everybody in the Congress will read it and see it. So you are
not talking to the empty chairs. You have the most important peo-
ple, staffers back here, that tell us what you said, you know, when
we get back to our offices. But I won’t even be here very long, but
I have great admiration for the Chairman, and I know he is going
to handle it well. I yield back my time. I ask unanimous consent
to put my opening statement in the record.

Chairman MILLER. Certainly, without objection.

[The prepared statement of Mr. Hall follows:]

PREPARED STATEMENT OF REPRESENTATIVE RALPH M. HALL

Today’s hearing will address a topic that this committee has looked at several
times in the past year—globalization. This new global marketplace has created
many opportunities and challenges that corporations, governments, and workers
must now adapt to. Today’s hearing will touch on a number of broad issues both
in and out of this committee’s jurisdiction.

While our thinking should not be limited by such artificial boundaries, we should,
however, be cognizant of what we can actually affect. STEM education and Federal
Research and Development are clearly topics that this committee should address.
From the National Academies Rising Above the Gathering Storm report, to the
President’s American Competitiveness Initiative, to this committee’s COMPETES
Act, this committee is actively engaged in maintaining America’s preeminence in
Science and Technology. It is in these areas that we can continue to influence how
our nation responds to a globalized economy.

I look forward to the witness’ comments on other topics such as currency manipu-
lation, subsidization, corporate governance, price fixing, regulatory policy, patent re-
form, and tort reform. These issues are certainly an important aspect of
globalization, but ultimately may not be the most appropriate topics for the Science
Committee to address. Nevertheless, much like the intertwined global economy,
many of these issues are also interrelated so I look forward to hearing our guests’
perspectives.

Thank you. I yield back the balance of my time.

Chairman MILLER. I hope the Members did not really believe
that every Member of Congress is going to read the transcripts of
today’s hearings, but I do still think, even if a relatively small
number of people even learn in the most general terms what was
discussed, it will advance the debate and allow us to consider these
questions in ways we haven’t before but need to.

And I ask unanimous consent that all additional opening state-
ments submitted by any Member be included in the record. And
without objection, it is so ordered.

[The prepared statement of Mr. Costello follows:]
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PREPARED STATEMENT OF REPRESENTATIVE JERRY F. COSTELLO

Chairman Miller, thank you for your continued attention to one of the most im-
portant issues facing our nation. The changing nature of the international economy
has had profound effects on the American workforce. How we confront the long-term
effects of this phenomenon is critically important for our future economic health.

It is a familiar refrain over the last 15 years: more jobs, particularly manufac-
turing jobs, have left the U.S. and gone overseas, where workers are paid substan-
tially less. And this activity has not been limited to blue collar jobs. As China and
India produce more and more engineers and other high-tech workers—that also
work for less than their American counterparts—white collar jobs are lost abroad.

While our economy slows and rising food and gas prices are squeezing families,
the average American worker’s wages have stagnated, and most manufacturing
workers that lose their jobs make less in their next job.

Our country’s success has been underpinned to a great degree by the fact that
a person without a college education could find a good-paying job, enough to raise
a family, afford an occasional vacation, and generally live a higher standard of liv-
ing than his parents.

For many Americans, that ideal is in jeopardy. Service sector jobs do not pay as
well as manufacturing jobs, and often come without benefits. While our economy re-
mains the most innovative in the world, not everyone will be able to acquire the
skills to survive the demands of the 21st Century workforce. My overarching ques-
tion to our panelists is, how do we rebuild the U.S. job base?

Mr. Chairman, thank you for holding this hearing. I look forward to the insights
of oucli witnesses and appreciate their taking the time to discuss these issues with
us today.

[The prepared statement of Ms. Johnson follows:]

PREPARED STATEMENT OF REPRESENTATIVE EDDIE BERNICE JOHNSON

Thank you, Mr. Chairman. I want to commend this subcommittee’s work on to-
day’s hearing.

The topic is of great interest: an in-depth analysis of the incentives and disincen-
tives when it comes to global outsourcing of high technology jobs.

A simple Internet search for global outsourcing in Texas yields several large cor-
porate business names.

These businesses advertise themselves as being proficient and helping other busi-
nesses outsource their work, globally.

Mr. Chairman, I believe that as information technology continues to improve, that
global outsourcing will be the way business is done. This trend will become ever
more routine.

My concern is regarding which jobs stay in the United States, and which jobs go
to other nations.

Science, technology, and engineering jobs are among the higher paying, more re-
warding ones. The fruits of this work pay untold dividends to a society.

There will always be a place, here and abroad, for attorneys, manufacturers,
‘fc‘eachers, bankers, and business people. These can be high-paying and valuable pro-

essions.

I believe that STEM jobs—those involving science, technology, engineering and
mathematics—present critical sources of value creation and prosperity to individ-
uals and to society.

Let us use Silicon Valley, for an example. Had the Internet boom occurred ini-
tially in India, would that nation now surpass us in computer science innovation?

Some would argue that, in some sectors, it is already doing so.

I am pleased that our witnesses bring expertise from the academic standpoint as
well as the business perspective.

Hopefully, the information will enable the Subcommittee to get a sense of deci-
sion-making that goes into firms’ thinking both on whether to retain or to offshore
existing U.S.-based capacity and on where to locate new investment.

Thank you, and I yield back.

Chairman MILLER. It is now my pleasure to introduce our wit-
nesses today. The first is Dr. Ralph Gomory who currently serves
as a Research Professor at the NYU Stern School of Business and
is President Emeritus of the Alfred P. Sloan Foundation. Dr. Mar-
garet Blair is a Ph.D. economist who serves as Professor of Law at
Vanderbilt University School of Law. Dr. Bruce Scott is Paul
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Whiton Cherington Professor of Business Administration at the
Harvard Business School. You will each have five minutes for your
oral testimony. Your written testimony will be included in the
record for the hearing. When you complete your testimony, we will
begin with questions. Each Member will have five minutes to ques-
tion the panel. As this is an Investigations and Oversight Sub-
committee, it is our practice to take testimony under oath. The
likelihood of a perjury prosecution coming out of this hearing seems
remote, but we do still take testimony under oath.

Do any of you object to being sworn? All right. And you also are
allowed counsel if you prefer. We ask you these questions to put
you at ease.

Ms. JOHNSON. Mr. Chairman?

Chairman MILLER. Yes, Ms. Johnson?

Ms. JOHNSON. Pardon me for breaking in but I have a markup
starting at 10:30——

Chairman MILLER. Yes, ma’am.

Ms. JoHNSON.—and I notice on the witness list here there is
someone from my area, the President and CEO of Arlington Cham-
ber of Commerce, and I simply want to welcome him and then reit-
erate Mr. Hall’s comment about us getting the information even if
we are not here. But I do have a markup.

Chairman MILLER. Ms. Johnson, would you like to introduce—he
is on the second panel, but if you would like to introduce him now
that would be fine.

Ms. JOHNSON. I don’t even know him.

Chairman MILLER. Well, thank you. I will be pleased to welcome
him for you and for the rest of the panel, and I wish you well at
your markup.

And none of you have counsel? All right. If you would now all
rise and raise your right hand, do you swear to tell the truth and
nothing but the truth? Thank you. The record will reflect that all
answered that they did so swear.

hDr. Gomory, you may begin. You do need to turn on your micro-
phone.

Mr. GOMORY. I am sorry.

Panel I:

STATEMENT OF DR. RALPH E. GOMORY, RESEARCH PRO-
FESSOR, NEW YORK UNIVERSITY STERN SCHOOL OF BUSI-
NESS; PRESIDENT EMERITUS, THE ALFRED P. SLOAN FOUN-
DATION

Dr. GOMORY. I am here just representing myself, not the Sloan
Foundation, not New York University. For myself, let me say how
pleased I am to have this opportunity to discuss these crucial
issues, and I thank you, Mr. Chairman, and Members of the Com-
mittee for having organized this hearing.

I will make only one basic point in my testimony, and that is
that in this era of globalization, the interest of global corporations
and their countries have diverged; and if most Americans are to
benefit from globalization, we must change this situation and there
are ways to do that.
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After all, what is it that countries want of their corporations? I
say two things. One, countries have looked to their corporations to
be productive at making what they make, and second, to enable the
people of the country to earn a living by being a part of these pro-
ductive organizations.

Now, if we look at the behavior of corporations, it is clear that
profit is something that really matters to corporations.
Globalization has now made it possible for global corporations to
pursue their profits by building capabilities abroad and instead of
investing along side U.S. workers and using that investment in
R&D and all the rest to increase their productivity, corporations
today can produce goods and services abroad using low-cost labor
and import those goods and services into the United States.

But increasing their profits this way, they are not fulfilling the
social purpose of allowing Americans to participate in the produc-
tion of goods. Economists correctly point out that this often results
in the availability of cheaper goods and that itself is a social good,
and that is certainly true; but it is also true that as we lose our
capabilities in many areas, we have less to trade for those goods
so that eventually, the cheaper goods become expensive in real
terms and you come out behind, not ahead.

The idea that the industrial development of your trading partner
can actually become harmful to your total GDP has appeared in the
economic literature from time to time. With a detailed under-
standing that Professor Baumol and I have added to that viewpoint
in our book, there is a good reason to think that the rapid indus-
trialization of some Asian countries is harmful to the United States
overall, not just in some areas.

Now, let me say that U.S. corporations were not always purely
profit oriented. When Reginald Jones became the CEO of General
Electric in 1972, he announced that his responsibilities would be
equally split among the company and its shareholders, its employ-
ees, the American industry, and the Nation; and that sense of
broad responsibility was at that time—and I remember it myself—
pervasive in American industry.

But in the years since then, that view of corporate leadership has
been largely replaced by the idea that the business of business is
solely to make profit for shareholders and that in the pursuit of
profits or shareholder value, all other values should be sacrificed.
And what has been the result of that?

During the three decades after 1973, GDP increased steadily as
new technologies were introduced that increased productivity; but
during this period, the gains from this increase were distributed in
a very skewed fashion. Over those 30 years, most Americans have
seen little or no growth in real wages. The gains from this impres-
sive productivity growth have been going to the wealthy and, even
among them, to the very wealthy primarily.

While many explanations have been brought forward for this re-
markable divergence of the richer and poorer in our country, one
very simple one has received little attention. But let us note that
the shares of corporations are held overwhelmingly by those who
are already wealthy. Ninety percent of shares are held by the top
20 percent or by those like top executives who will become wealthy
if share values go up. And if corporations focus on share value to
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the exclusion of anything else, this is an automatic mechanism for
increasing inequality and the skewed distribution.

But with the onset of globalization, the capital, know-how, and
technology that once made American workers the most productive
in the world are being transferred overseas to other workers who
will do the same job for a fraction of the wage. This makes for ex-
cellent corporate profits, but it leaves American workers out and it
will leave most Americans as losers, not winners from
globalization.

Can anything be done about this? The answer is yes, but we will
have to do some new things. While the United States has no na-
tional stated strategy aimed at the goal of greater GDP, there is
no lack of individual suggestions about ways to improve the U.S.
economic situation. This often translates into asking for improved
K through 12 education, et cetera, et cetera, et cetera; and I dis-
cuss all these in my written testimony. However, the main thrust
of this testimony today is on the issue of better aligning corporate
and national goals. We need to consider a U.S. economic strategy
that provides incentives to companies to have high value-added
jobs in the United States. If we want high value-added jobs, let us
reward companies for having such jobs. Let us consider a corporate
income tax that does that, and we don’t care how they do it, wheth-
er it is through R&D, advanced technology, or by just plain Amer-
ican ingenuity exercised at every level. Such a tax could be revenue
neutral, low on producers and high on the non-producers. Such a
tax would encourage corporations to return to what a country
wants of them, high output and jobs in this country.

Many people would oppose this or any similar move, saying that
our national economic strategy is and should be to leave markets
alone and take whatever free markets produce. But when you think
for one second, you realize there is no one free market. All markets
are affected by all our regulations and our tax structures. And so
the question simply remains, which free market are you describing
and which free market do you want?

However, we cannot do these things that I have described or any-
thing effective if we do not balance trade. If we do not balance
trade, we cannot be in control of our own destiny. We will continue
to be the victims of merchantless practices and there is nothing to
prevent U.S. corporations from leaving the country and working
from abroad if they prefer that to what it means to be a U.S. cor-
poration.

But trade can be balanced. There are many approaches to this,
but in this limited time, I would only mention one, a remarkable
approach described by Warren Buffet and based on what he calls
import certificates.

If most Americans are to benefit rather than lose—let me sum-
marize—if most Americans are to benefit rather than lose from
globalization, we need to re-align the goals of corporations with
those of the Nation, and we must balance trade to control our own
destiny and there are ways to do both these things. Let us start
now.

[The prepared statement of Dr. Gomory follows:]
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PREPARED STATEMENT OF RALPH E. GOMORY

Mr. Chairman and Members of the Committee:

Thank you for the opportunity to take part in this hearing. The subjects that we
are to discuss today are the ones to which I have devoted much of my working life.
For almost 20 years I was the head of the research effort of a major international
corporation, (IBM). For the last 18 years I was the head of a major foundation (Al-
fred P. Sloan) deeply interested in science and technology. Today I am a Research
Professor at New York University’s Stern School of Business.

In addition, for almost my entire adult life, I have been active as an individual
researcher—first in mathematics and more recently in economics. I am pleased and
honored to be here today and to have this opportunity to testify.

Some of you may remember that I testified to the full Science and Technology
Committee on June 12 of last year on the subject of the globalization of R&D. At
that time I stated:

The effect on the United States of the internationalization of the scientific and
technical enterprise can only be understood as one part of the revolutionary
process of globalization, which is fundamentally revising the relation of compa-
nies to the countries from which they have originated. In this new era of
globalization the interests of companies and countries have diverged. What is
good for America’s global corporations is no longer necessarily good for the
American economy.

My testimony today will bear on this same question, viewed in the broader con-
text of the evolving relation of countries and companies. I will address the impact
of these events on the overall ability of this country to produce a large GDP (value
of the total national product), as well as on the rapidly growing problem of extreme
inequality in the distribution of that national product. Nonetheless, my conclusion
will be exactly the same:

What is good for America’s global corporations is no longer necessarily good for the
American economy.

To see why this is so, let us review the fundamental social role that the corpora-
tion fulfills in this country and in other developed countries.

The Basic Social Function of the Corporation

For a very long time most of the work of the world was done on farms or in small
shops. An individual could learn the printing trade or shoe making and graduate
to his own shop; a family could run a farm. In both cases an individual or very small
groups of people could grow crops or make shoes that could be sold to others and
thus have the money to supply what was not made at home.

But today the goods we consume cannot be made at home; they are complex and
require large organizations to create them. You cannot manufacture a car in your
garage; it takes a large-scale organization to do it. The food you eat is not produced
by a family on a nearby farm, but is made by large organizations on highly mecha-
nized farms with machinery produced by other large organizations. The food itself
then travels on highly organized transportation networks to get to huge outlets,
where nearby you can pick up a refrigerator made by another large organization or
a television set that no individual or small group could ever build.

The same is true of services: there is no way to build your own telephone service.
And even medicine, one of the last strongholds of the individual practitioner, is rap-
idly agglomerating into large-scale enterprises.

A person must now be part of an organization that makes or distributes the com-
plex goods and services that people buy today. Being part of an organization is what
people must do to earn a living and support themselves and their families. The fun-
damental social role of corporations and other businesses is to enable people to par-
ticipate in the production of the goods and services that are consumed in the mod-
ern world; the corporation enables them to earn a share of the value produced for
themselves and their families.

My testimony bears on the question of how well America’s global corporations are
fulfilling that fundamental purpose today. The whole thrust of my testimony is that
in the last few decades the shift in corporate motivation toward emphasizing profits
above everything else has had a deleterious effect on the way they are fulfilling that
role. That deleterious effect is now being enormously accelerated through
globalization.
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The Role of Profits and Competition

Business organizations today do not proclaim the social mission that I have just
described; rather, they make clear that they are there to make profits for their
shareholders.

I understand very well that profit is a creative force. Companies come into exist-
ence to create profits, and to do that they create GDP, the goods and services that
constitute a nation’s economic output. And in constantly striving for more profits,
companies tend to become ever more efficient and create ever more GDP. As Adam
Smith pointed out, “It is not from the benevolence of the butcher, the brewer or the
baker that we expect our dinner, but from their regard to their own interest.”

Today’s butcher and baker are corporations, and their interest is profits.

But while it is true that profit can be a creative force it is also true that empha-
sizing profit above everything else can be bad for the Nation. Profit under the right
circumstances can be an energizing force that creates GDP. But we should remem-
ber that from a national point of view, profit is a means to the end of creating GDP,
not an end in itself.

The Divergence of the Profit Motive and the Fundamental Role

Globalization has now made it possible for global corporations to pursue their
profits by building capabilities abroad. Instead of investing alongside U.S. workers
and using their tnvestment and R&D to increase their productivity, corporations
today can produce goods and services abroad using low-cost labor and import those
goods and services into the United States. But in creating their profits this way, they
are building up the GDP of other countries while breaking their once tight links
with America’s own GDP.

Economists will sometimes argue that this development of capabilities abroad is
good for the U.S. economy as a whole. For one thing, we get cheaper goods. That
is certainly true, but it is also true that if we lose our superior capabilities in many
areas and are less competitive, we have less to trade for those goods, so that eventu-
ally the cheaper goods become expensive in real terms. I do not intend to repeat
today the arguments that I have already outlined to the Full Committee in my ear-
lier testimony and that are spelled out in the book on global trade and its con-
sequences that I co-authored with Professor Will Baumol.

I would like to point out, however, that the view that the industrial development
in your trading partner can be harmful to your total GDP is not new. There is a
long history of well known economists making that observation, most recently Paul
Samuelson.! What Professor Baumol and I have added to that long history in our
book “Global Trade and Conflicting National Interests” is the realization that the
benefits of your trading partner’s economic development occur in the early stages
of its development, and as your partner becomes more fully industrialized and is no
longer confined to low value-added industries, further development is harmful to
your GDP.

This result, which we derive rigorously from the most standard economic models,
corresponds to the intuitive notion that we do well when we lose low-wage jobs and
not well when we start losing high-wage or high-tech jobs .And that is what we are
seeing today. And as I said in my previous testimony, in agreeing with my co-pan-
elist Professor Alan Blinder, there are many reasons to believe that the impact on
the United States will be severe.

In addition to the impact on GDP, the Effect of Globalization on Inequality

Globalization was not the beginning of the divorce between corporate profits and
the economic welfare of the American people. It is rather a very large next step
down a long road already traveled. To see how far we have come, let us look back
35 years.

Reginald Jones became CEO of General Electric in 1972, and shortly thereafter
rgladbe2tw0 remarkable speeches to the Business Roundtable and the National Press

ub.

Mr. Jones said that with his appointment as CEO, he would henceforth view his
responsibilities as being equally split among the company and its shareholders, em-
ployees, American industry, and the Nation. This sense of broad responsibility be-
came pervasive in American industry. In fact, urged on by Jones, the Business
Roundtable—the organization of major company CEOs intended to look after the in-
terests of business in the public policy arena—formally endorsed in 1981 the policy
that shareholder returns had to be balanced against other considerations.

1See References 1-6.
2This is summarized from Reference 7.
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In the intervening years that view of corporate leadership has waned, largely re-
placed by the idea that the business of business is solely to make profits for share-
holders, and that in the pursuit of profits, or shareholder value, all other values can
be sacrificed.

In the decades from 1973 to now, GDP increased steadily as new technologies
were introduced that increased productivity. If the gains in productivity had been
reflected evenly in incomes, a typical worker would get 35 percent more today than
in 1973. In fact, the typical worker saw a far smaller gain. Median household in-
come grew about 16 percent since 1973, much of that gain being due to the fact that
many households became two-earner households. So, instead of looking at house-
holds, if we look instead at individual workers—for example, men in the 35-40 age
bracket—their inflation-adjusted wages have in fact decreased in real terms since
1973.

In fact the gains from productivity growth have been going to the rich—and even
among the rich, primarily to the very rich—while most Americans have seen little
or no growth in real wages.? While details can be disputed, as is the case with much
economic data, the general trend toward a sharply increasing degree of inequality
in incomes and wealth cannot be disputed; and we are seeing today a concentration
of wealth at the very top, unmatched since the days of the so-called “robber barons”
at the close of the 19th century.

And just to remove any ambiguity about what is going on, in 2004 the Business
Roundtable revised its earlier position on CEO responsibility and publicly asserted
that the obligation of business is only to maximize shareholder wealth.4

While many explanations have been brought forward for this divergence of the
richer and the poorer in our country, one very simple one has received remarkably
little discussion. Companies today are aimed primarily at maximizing shareholder
gains, and their shares are held overwhelmingly by those who are already wealthy5
or by those, like top executives, who will become wealthy if share values go up. Cor-
porations today are motivated to cut wages and benefits whenever they can to in-
crease profits and shareholder value. The money saved from wages and benefits
comlesh out of the middle and lower income groups; the gain in profits goes to the
wealthy.

As we remarked above, important American corporations have found that the
easiest way to maximize shareholder wealth today is to take their technology, know-
how and capital overseas to wherever labor is cheapest and subsidies are the great-
est. The capital, know how and technology that once made American workers the
most productive in the world are being transferred overseas to other workers who
will do the same job for a fraction of the wage. This makes for good corporate prof-
its, but it leaves American workers far behind. Corporate goals, as they are now
being stated, have been diverging for a long time from what is good for the country.
Now, however, that decades-long history of workers and more generally the middle
class losing share in the productivity gains is being accelerated by globalization. In
globalization, jobs leave the country altogether and only the corporate profits re-
main.

We need to realize that the interests of the American global corporation, whose
interest is profit, and the interests of most Americans, who want a higher standard
of living, have been diverging. Globalization is causing that divergence to occur fast-
er and further than ever before.

Can Anything Be Done?

This testimony does not pretend to take on in any systematic way the task of an-
swering the question, “What is to be done?” I will be content if I can contribute to
the clarification of some of the issues.

While the United States has no stated national strategy aimed at the goal of
greater GDP, there is no lack of individual suggestions about ways to improve the
U.S. economic situation vis-a-vis the more rapidly developing nations. This often
translates into asking for improved K-12 education, especially in science and tech-
nology. While improved education can only do good, education improvement is hard
to come by and it is hard to imagine an improvement in education so profound that
it turns out Americans who are so productive that they are worth hiring in place
of the four or five Asians who can be hired for the same wage.

3This is discussed in much greater detail in Reference 8 Chapter 1, especially pages 22 and
23 and in Reference 9 Chapter 7. See also Reference 7.

4From Reference 7.

5Reference 8, page 23.states that almost that 90 percent of shares are held by the top 20 per-
cent of stock owners and has further data.
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Another emphasis is the quest for innovation, usually innovation that is closely
linked to R&D. More R&D can only help. But the role of science and technology in
globalization needs to be understood. R&D does not contribute to a nation’s wealth
directly by employing large numbers of people in high value-added or high-wage
jobs. It contributes by supporting a small number of people whose work is intended
to give a competitive edge to the end product, whether that is goods or services. It
is these end products, whether they are cars or computers or medical services that
make up the bulk of a corporation’s revenues and support the wages of its employ-
ees.

If in the process of globalization the production (or delivery in the case of services)
of the good moves overseas, so do the wages. Even if R&D remains behind, the vast
bulk of value creation has moved to another country, and it is there that it supports
the wages of employees.

It is also hard to envision a significant industrial advantage vis-a-vis other coun-
tries derived from more university research, when a large fraction of graduate stu-
dents in science are from Asian countries and who return home after obtaining their
advanced degrees. Understand, too, that the great global companies Intel and Micro-
soft have research centers in leading universities and are well positioned to spread
the lgtest research to their labs and development sites in other countries around the
world.

Proposals of this sort about education and R&D can be helpful. But they can also
be harmful if they create the mistaken belief that these measures alone can deal
with the problem.

Another class of suggestions points to the U.S. infrastructure, correctly observing
the crumbling bridges, crowded airports, and the inadequate broadband, which re-
stricts the bit traffic of the future. Again, addressing these domestic needs is worth
doing as it does add to U.S. productivity across the board.

The main thrust of this testimony, however, points to the divergence of company
goals, focused almost exclusively on profit, and the broader goals of greater GDP
and less inequality in the United States. Therefore, we need to turn our attention
not only to the familiar suggestions I have just listed, but also to the issue of better
aligning corporate and national goals.

Aligning Country and Company

Some Asian countries, for example Singapore and China, have national strategies
aimed at the rapid increase of their GDP. As past of that strategy they align cor-
porate goals with their national goals. They have made it profitable for foreign
(often U.S.) corporations to create high value-added jobs in their countries. They do
this by offering tax and other incentives that make it profitable for corporations to
locate high value-added jobs in their countries.

We need to consider a U.S. national economic strategy that includes incentives for
companies to have high value-added jobs in the United States. If we want high
value-added jobs, let us reward our companies for producing such jobs—whether
they do that through R&D and advanced technology, or by just plain American inge-
nuity applied in any setting whatsoever.

The Asian countries have done this usually by individual deals with individual
companies. We have neither the tradition nor the knowledge nor the inclination in
the U.S. Government to do that. An approach that is better suited to what the
United States can do, would be to use the corporate income tax. We have already
used the corporate income tax to spur R&D, so why not apply it to directly reward
what we are aiming at—high value-added jobs.

For example, the corporate tax rate could be scaled by the value added per full-
time employee, by the workers of corporations operating in the United States. A
company with high value-add per U.S. employee would get a low rate, a company
with low value-add per U.S. employee would get a high rate. This tax could be made
revenue neutral by having a high tax rate for unproductive companies and a low
(or even negative) tax rate for productive companies. Depending on the rates, it
could be as strong or as weak an incentive as desired. This is quite doable, as value-
add is measurable. It is measured today in Europe as the basis for the value-added
tax.

Critics may say that our national economic strategy is, in fact, to leave markets
alone and take whatever free markets produce. They may also suggest that this is
the best possible economic strategy. But “free market” is not a single, simple con-
cept. Do we mean free markets with or without anti-trust laws, with or without
child-labor laws or with or without the ability for labor to organize? Do we mean
free markets that do or don’t have access to government sponsored research, etc.,
etc.? The presence or absence or degree of these restrictions or abilities will produce
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very different results, all coming from “free markets”; as will different tax policies
or special loans for special industries, and so on and so on.

On the subject of government incentives, a present day General Electric CEO Jef-
frey Immelt recently stated:®

If the U.S. Government “wants to fix the trade deficit, it’s got to be pushed,”
he said. “GE wants to be an exporter. We want to be a good citizen. Do we want
to make a lot of money? Sure we do. But I think at the end of the day we've
got to have a tax system or a set of incentives that promote what the govern-
ment wants to do.”

On Inequality

In this part of my testimony I have discussed mainly total GDP. But we have seen
that who benefits from GDP is important too and that globalization affects the dis-
tribution GDP of wealth as well as the total GDP.

So far I have discussed mainly increasing GDP. But there is also the question of
extreme inequality, the concentration of wealth and power, and the influence over
government that goes with it.

To reduce the natural forces working toward extreme inequality we should obvi-
ously consider what can be done through taxes, individual or corporate, but also con-
sider charters for corporations that require consideration of other factors than profit
maximization. Today in the United States, a Delaware-chartered corporation gives
nothing in return for its charter. It is interesting that Theodore Roosevelt saw the
role of corporations quite differently from the current Delaware perspective. Roo-
sevelt’s agenda was to control and regulate corporations in the public interest.
“Great corporations exist only because they are created and safeguarded by our in-
stitutions,” he stated in his 1901 State of the Union Message. “And it is therefore
our right and our duty to see that they work in harmony with these institutions.”

We have an interesting mild precedent for broadening the goals of corporations
in the British Corporations Law of 2006. This law is explicit in allowing directors
to consider employees, the community and many other factors in their decisions.
Many U.S. states have in recent years passed similar statutes, but they have had
little impact so far on the actions of corporations.

Controlling Our Own Destiny

To obtain the benefits of trade in the narrow sense we need free trade. This
means, in particular, that we need to address the major distortions in the market
caused by the systematic mispricing of Asian currencies and other mercantilist prac-
tices. If we do not have a free market in currencies we cannot claim that the bene-
fits of free trade are being achieved.

If the imbalance of trade continues there is nothing to stop the current trend of
selling off pieces of the United States to Sovereign Wealth Funds to balance the im-
port of underpriced foreign goods. There would also be nothing to prevent U.S. com-
panies from leaving the country, and, working from abroad, continuing to send in
goods and services thus exacerbating the imbalance and weakening the productive
capabilities of the country. On the other hand, if trade is balanced, the value of
goods imported is matched to the value of goods exported from the country; and
those goods and services are provided by corporations that comply with the U.S.
standard of what a corporation should be. Balanced trade therefore is necessary if
we are to control our own economic destiny.

Again, there is a litany of approaches to balancing trade ranging from jawboning
to tariffs. One simple approach advanced and advocated by Warren Buffet, however,
could really make a difference. It is well described in his 2003 article in Fortune.”
This approach, in contrast to import quotas or tariffs aimed at imports from par-
ticular countries, creates a free market in import certificates. It would balance trade
and would give us control over own economic destiny. Since the import certificate
approach is a major departure from the past it should be introduced gradually. But
we should take this approach seriously. In fact, a bill based on the Buffet approach
has been introduced into the Senate by Senator Dorgan and Senator Feinstein.

Conclusion

We live in a world of rapid technological change. That change has made possible
a degree of globalism in economic development that was previously not possible. In
so doing it has strongly accelerated the emerging gap between the goals of global

6 See Interview in Reference 10.
7Reference 11.
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corporations and the aspirations of the people of individual countries. This is true
not only in the United States but also in less developed countries. Even when
globalization increases a country’s wealth, which it does not always do, most of the
gains are going to a thin upper crust, and the bulk of the people do not participate.

We need to change this and better align the goals of corporations and the aspira-
tions of the people of our country. This is not an idle dream, the growth we had
in America in the decades after WWII and before 1970 was both rapid and well dis-
tributed. Americans of almost every stripe benefited.

To do this today we must realign the interests of global corporations with those
of the country. We have given a few examples of changes that could push in that
direction. However, much more thought is needed in that direction. If we look we
will find more and better ways to do this.

In addition, in a globalizing world where nations pursue their own interests with
mercantilist policies, we must balance trade if we are to control our own destiny.
Fortunately, there is at least one way to do that, the Buffet proposal.

There are many things we can work on to make the United States a stronger na-
tion. Let us clear our vision and start now.
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BIOGRAPHY FOR RALPH E. GOMORY

Ralph E. Gomory is a Research Professor at the Stern School of Business of New
York University (NYU) and is President Emeritus of the Alfred P. Sloan Founda-
tion.

Dr. Gomory received his B.A. from Williams College in 1950, studied at Cam-
bridge University and received his Ph.D. in mathematics from Princeton University
in 1954. He served in the U.S. Navy from 1954 to 1957.

Dr. Gomory was Higgins Lecturer and Assistant Professor at Princeton Univer-
sity, 1957-59. During this period he invented the first integer programming algo-
rithm. He joined the Research Division of IBM in 1959, was named IBM Fellow in
1964, and became Director of the Mathematical Sciences Department in 1965. In
1970 he became IBM Director of Research with line responsibility for IBM’s Re-
search Division. Under his leadership the Research division made major contribu-
tions to the computer industry, such as the invention of the Relational data base,
and also won two Nobel Prizes. Dr. Gomory became an IBM Vice President in 1973
and Senior Vice President in 1985. In 1986 he became IBM Senior Vice President
for Science and Technology. In 1989 he retired from IBM and became President of
the Alfred P. Sloan Foundation. Under his leadership the foundation pioneered in
on-line education and supported major scientific efforts such as the Sloan Sky Sur-
vey and the Census of Marine life. In December 2007 he became President Emer-
itus.

Dr. Gomory has served in many capacities in academic, industrial and govern-
mental organizations. He is a member of the National Academy of Science, the Na-
tional Academy of Engineering, and the American Philosophical Society. He was
elected to the Councils of all three societies. He was a Trustee of Hampshire College
from 1977-1986 and of Princeton University from 1985-1989. He served on the
President’s Council of Advisors on Science and Technology (PCAST) from 1984 to
1992, and again from 2001 to the present. He served for a number of terms on the
National Academies’ Committee on Science, Engineering and Public Policy
(COSEPUP) and is presently a member of the National Academies Board on Science
Technology and Economic Policy (STEP).

He has been awarded eight honorary degrees and many prizes including the
Lanchester Prize in 1963, the John von Neumann Theory Prize in 1984, the IEEE
Engineering Leadership Recognition Award in 1988, the National Medal of Science
awarded by the President in 1988, the Arthur M. Bueche Award of the National
Academy of Engineering in 1993, the Heinz Award for Technology, the Economy and
Employment in 1998, the Madison Medal Award of Princeton University in 1999,
the Sheffield Fellowship Award of the Yale University Faculty of Engineering in
2000, the International Federation of Operational Research Societies’ Hall of Fame
in 2005, and the Harold Larnder Prize of the Canadian Operational Research Soci-
ety in 2006.

Dr. Gomory has been a director of a number of companies including the Wash-
ington Post Company and the Bank of New York (now Bank of New York—Mellon).
He is currently a director of Lexmark International, Inc., and of two small start-
up companies. He was named one of America’s ten best directors by Director’s Alert
magazine in 2000.

In recent years, while continuing his mathematical research, he has written on
the nature of technology and product development, industrial competitiveness, tech-
nological change, and on economic models of international trade. He is the author
of a 2001 MIT Press book (with Professor William J. Baumol) on conflicts in inter-
national trade.

Chairman MILLER. Dr. Blair.

STATMENT OF DR. MARGARET M. BLAIR, PROFESSOR OF LAW,
VANDERBILT UNIVERSITY SCHOOL OF LAW

Dr. BLAIR. Thank you. I knew to turn his on, I just didn’t know
to turn mine on. Thank you, Mr. Chairman, for the opportunity to
speak to your Committee today. I am Dr. Margaret Mendenhall
Blair. I am an economist, and I am also a Professor of Law at Van-
derbilt University Law School; and I specialize in corporate law,
corporate finance, and corporate governance.

What I want to speak to you today about is a question that has
to do with the fiduciary obligations that corporate directors have,
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by law, in this country. In particular, I want to address a claim
that is often made in the press, and by members of what a Dela-
ware Court judge has recently called the “corporate governance in-
dustry.” This is the claim that corporate directors have a legal duty
to maximize share value or maximize profits, if you want to think
of it in those terms.

What I hope you will take from my testimony today is that this
claim is, at best, a misleading overstatement; and at worst, this
claim is false, but is often asserted as a weapon to try to persuade
corporate managers and directors that they should take actions
that benefit a particular group of shareholders of a given corpora-
tion, regardless of whether those actions may impose high costs on
creditors, employees, the communities where the corporations oper-
ate, or other stakeholders, or sometimes even on the long-run abil-
ity of the corporation itself to compete effectively for market share,
or to develop the next technology.

Let me begin with an indisputable legal fact: There is no statu-
tory requirement in the U.S. that corporations must maximize prof-
its or that directors are responsible for maximizing share value.
The Model Business Corporation Act, Section 3.01 says simply,
“Every corporation has the purpose of engaging in any lawful busi-
ness unless a more limited purpose is set forth in the articles of
incorporation.” That is it. That is all it says about what the goal
of corporations is.

Delaware Corporate Law just says that a corporation “may be .

. organized under this chapter to conduct or promote any lawful
business or purposes.” State statutes assign all powers to act for
a corporation to its board of directors, but do not in any way pre-
scribe how directors are to carry out this task.

Courts recognize that directors and managers must have very
broad discretion to balance competing interests in a business enter-
prise because business decisions are often very complex. Courts fur-
ther recognize that they should not be making business decisions
for directors, or interfering in the actions that directors take in
good faith. This legal doctrine is called the “business judgment
rule.” What this means is that directors are very rarely found in
breach of their duties unless they engage in blatantly self-dealing
behavior.

Now, I by no means intend to suggest today that in today’s world
corporate directors and managers are not under significant pres-
sure to find ways to increase share value, sometimes even at the
expense of the long-run performance of the company. But let me be
clear that this pressure comes from the media, from shareholder
advocates, from financial institutions in whose direct interest it is
for the company to get its share price to go up, and from self-im-
posed pressure created by compensation packages that provide
enormous potential rewards for directors and managers if stock
price goes up. And by the way, those compensation packages also
impose very little downside cost on the managers or directors if, in
their attempt to goose the company to get share price to go up, it
should not work out and the stock price declines. This means that
managers and directors often have huge incentives to cause their
companies to take very big risks in their effort to achieve higher
share prices.
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These pressures might be alleviated with certain policy actions
that this body and/or other regulatory bodies could, in theory, take.
In Britain, for example, the British Companies Act of 2006 explic-
itly codified what most lawmakers believed had already been the
rule under case law in Britain, and it provides that directors have
duties to multiple stakeholders. A change in the tax rules, for an-
other example, might reduce the current tax preference given to
compensation packages that are based on stock options and that
makes those stock options so much more attractive than other
forms of compensation.

In sum, decisions by managers and directors of U.S. corporations
to choose investment strategies that may be profitable in the short
run, but that sell our country short by moving value-creating ac-
tivities offshore, are decisions that those managers and directors
must take personal responsibility for. These decisions are not in
any way mandated by law.

[The prepared statement of Dr. Blair follows:]

PREPARED STATEMENT OF MARGARET M. BLAIR

Thank you for the chance to speak to your Committee today.

I am Dr. Margaret Mendenhall Blair. I am an economist, and a Professor of Law
at Vanderbilt University Law School where I specialize in corporate law, corporate
finance, and corporate governance.

I want to speak to you today on a question about the fiduciary obligations that
corporate directors have, by law, in this country. In particular, I want to address
a claim often made in the financial press, and by members of what a Delaware
Court judge has recently called the “corporate governance industry.”?! This is the
claim that corporate directors have a legal duty to “maximize share value.”2

What I hope you will take from my testimony today is that this claim is, at best,
a misleading overstatement. At worst, this claim is simply false, but is often as-
serted as a weapon to try to persuade corporate managers and directors that they
should take actions that benefit particular shareholders of a given corporation, re-
gardless of whether those actions may impose high costs on creditors, employees,
the communities where corporations have their operations, or other stakeholders, or
sometimes even on the long run ability of the corporation itself to compete effec-
tively for market share, or to develop the next technology.

Let me begin with an indisputable legal fact: There is no statutory requirement
in the U.S. that corporations must maximize profits, or that directors are respon-
sible for maximizing share value. The Model Business Corporation Act, 83.01 says

1Leo E. Strine, Jr., Toward Common Sense and Common Ground? Reflections on the Shared
Interests of Managers and Labor in a More Rational System of Corporate Governance, 33
JOURNAL OF CORPORATION LAW 1, 1 (2007) at 5, (describing the “Corporate Governance
Industry” as “the strange admixture of public pension fund administrators, proxy advisory and
corporate governance ratings organizations, corporate law scholars, and business journalists,
who profit in monetary and psychic ways from corporate governance tumult.” Strine is Vice-
Chancellor of the Delaware Chancery Court. He further adds that “to say these folks profit from
tumult is not a normative argument; it is a positive claim.” Id.

2In a recent article in FOREIGN AFFAIRS, for example, Robert Reich asserted that we can-
not rely on corporations themselves to change the rules of the game that are driving them to
lay off employees, cut wages, and move production overseas. “Corporate executives are not au-
thorized by anyone—least of all by their investors—to balance profits against the public good,”
he claimed. Robert B. Reich, How Capitalism is Killing Democracy, FOREIGN POLICY, Sep-
tember/October, 2007. Typical of the share-value maximization rhetoric in the financial press
is this quote from a financial analyst discussing Yahoo’s recent decision to turn down an acquisi-
tion offer from Microsoft: ““While Yahoo!’s board has a fiduciary duty to maximize shareholder
returns, running the risk of derailing a deal is dangerous to Yahoo! shareholders,” said Jefferies
analyst Youssef Squali.” Zachery Kouwe and Peter Lauria, Board Bucks Yang, NEW YORK
POST, Feb. 15, 2008, available at http://www.nypost.com/seven /02152008 /business/
board _bucks _yang _97797.htm. Similar claims are repeatedly made in conversations about
Yahoo’s recent rejection of Microsoft’s bid on blogs that follow those companies. See, e.g., Isn’t
Yahoo! Management Supposed To Work For Its Shareholders? posting by Timothy Lee to
TechDirt Blog http:/ /www.techdirt.com /articles /20080304 /192104440.shtml (Mar. 5, 2008
10:24 a.m.). (“If I were a Yahoo! shareholder, I'd be pretty unhappy that things are being framed
that way. Yahoo! management has a fiduciary responsibility to me, the shareholder, to maximize
the value of my investment.”)
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simply, “Every corporation . . . has the purpose of engaging in any lawful business
unless a more limited purpose is set forth in the articles of incorporation.” Delaware
Corporate Law just says that a corporation “may be . . . organized under this chap-
ter to conduct or promote any lawful business or purposes.”? State statutes assign
all powers to act for a corporation to its board of directors, but do not in any way
prescribe how directors are to carry out this task.4

Case law, which, in the U.S. is mostly made in the courts of the State of Dela-
ware, also does not require share value maximization, except in one very narrow
circumstance: When, in the course of buy-out negotiations, it becomes inevitable
that a corporation will be sold, the Delaware Supreme Court has said that directors’
duties then change “from defenders of the corporate bastion to auctioneers charged
with getting the best price for stockholders at a sale of the company.”5 Note that,
implicitly at least, this formulation of the law accepts the proposition that directors
may in all other circumstances act to preserve the long-run viability of the corpora-
ﬁoﬁl itself, even if other actions might be more immediately rewarding to share-

olders.

To be sure, courts often note that directors have a duty to act in the best interest
of “the corporation and its shareholders.”® In theory, and sometimes in practice,
these interests coincide with one another.” But not always.® For this reason, courts
have always interpreted the mandate to act in the “best interest of the corporation
and its shareholders” very broadly, to give directors wide discretion.? Moreover, in
applying this mandate, courts implicitly or explicitly recognize that the corporatlon
is a separate entity from its shareholders, and that directors’ duties normally run
to the corporation first. (My colleague Prof. Bruce Scott will say more about the im-
portance of the corporation being a separate legal entity, and I have written about
the historical importance of this feature of corporate law.10 I would be happy to
elaborate on this point if this committee wants to hear about this.)

3DGCL §101(b).

4“All corporate powers shall be exercised by or under the authority of the board of directors
of the corporation, and the business and affairs of the corporation shall be managed by or under
the direction . . . of its board of directors.” MBCA 88.01(b). “The business and affairs of every
corporation organized under this chapter shall be managed by or under the direction of a board
of directors. . . .” DGCL §141(a).

5Revlon v. MacAndrews & Forbes Holdings, Inc., Del 506 A.2d 173 (1986).

6“In carrying out their managerial roles, directors are charged with an unyielding fiduciary
duty to the corporation and its shareholders.” Smith v. Van Gorkom, 488 A2d 858 (Del. 1085).
Directors “are charged with an unyielding fiduciary duty to the corporation and its share-
holders.” Guth v. Loft, Inc., 2 A.2d 225 (Del. Ch. 1938), aff'd, 5 A.2d 503 (Del. 1939).

7Law and economics scholars have claimed that, since shareholders are understood to be the

“residual claimants” in corporations, maximizing value for shareholders should be equivalent to
maximizing total wealth created by the corporation. See Margaret M. Blair, OWNERSHIP AND
CONTROL: RETHINKING CORPORATE GOVERNANCE FOR THE TWENTY-FIRST CEN-
TURY, Brookings, 1995, at 227, for a discussion of this line of economic argument.

8Finance theory makes it clear that shareholders can be made better off at the expense of
other corporate participants by shifting risk onto them. Because shareholders may not be held
liable for corporate debts (a protection granted to shareholders under the corporate law doctrine
known as “limited liaiblity”), share value can be increased if the corporation engages in highly
risky ventures, where shareholders have a chance for substantial gain if the venture works out,
but most of the cost of failure falls on creditors.

9In a classic case establishing the relevant legal doctrine, shareholders of the Chicago Na-
tional League Ball Club Inc., which owned the Chicago Cubs, sued directors on grounds of neg-
ligence and mismanagement because they would not install stadium lights in Wrigley Field so
that the Cubs could play night games. See Shlensky v. Wrigley, Illinois Appellate Court, 1968,
237 N.E.2d 776. The court dismissed the complaint for failure to state a claim. See Margaret
M. Blair and Lynn A Stout, A Team Production Theory of Corporate Law, 85 Virginia Law Re-
vzew 247 (1999), noting that a series of court decisions in the mid- to late-20th century have

“allowed directors to sacrifice shareholders profits to stakeholders’ interests when necessary for
the best interest of the ‘corporation.” “ Courts, for example, have sanctioned directors’ decisions
to expend corporate resources for charitable purposes, to avoid risky undertakings that would
increase profits at the expense of creditors, and to fend off corporate takeover bids that threat-
ened to harm employees or the community. Id., at notes 140-148 and surrounding text.

10 Separate entity status for the corporation serves a crucially important economic function:
it allows the corporation to hold assets in the name of the corporation over an indefinite time
period, so that, unlike what would happen under default rules of partnership, the assets of a
corporation will not be broken up and distributed when a shareholder dies or becomes insolvent
or wants to re-deploy her wealth. The shareholder is instead free to sell her shares, but she
cannot force dissolution of the corporation itself. The ability to keep assets invested in an enter-
prise for an indefinite time was critical to the development of the railroads, and other businesses
that required long-lived specialized capital investment. For an extensive discussion of how these
rules developed under corporate law in the 19th Century U.S., see Margaret M. Blair, Locking
In Capital: What Corporate Law Achieved for Business Organizers in the Nineteenth Century,
51 UCLA LAW REVIEW, 2 (2003), 387.
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Courts recognize that directors and managers must have very broad discretion to
balance competing interests in a business enterprise because business decisions are
often very complex. Courts further recognize that they should not be making busi-
ness judgments for directors, or interfering with actions directors take “in good
faith.” 11 This legal doctrine is called the “business judgment rule.” 12

What this means is that directors are very rarely found in breach of their duties
unless they engage in blatantly self-dealing behavior.

I by no means intend to suggest here that, in today’s world, corporate directors
and managers are not under significant pressure to find ways to increase share
value, sometimes even at the expense of the long run performance of the company.13
But let me be clear that this pressure comes from the media, from shareholder advo-
cates and financial institutions in whose direct interest it is for the company to get
its share price to go up, and from the self-imposed pressure created by compensation
packages that provide enormous potential rewards for directors and managers if
stock prices go up. And by the way, those compensation packages also impose very
little downside cost on managers or directors if stock prices decline, which means
that managers also often have huge incentives to cause their companies to take very
big risks in their efforts to achieve higher share prices.

These pressures might be alleviated with certain policy actions that this body and/
or other regulatory bodies could, in theory, take. In Britain, for example, the British
Companies Act 2006 explicitly codified what lawmakers believed to be the rule
under their case law, which provides that directors have duties to multiple stake-
holders.1* A change in the tax rules, for another example, might reduce the current

11 A classic statement of this position is the court’s opinion in Shlensky, supra note 7 (“We
are not satisfied that the motives assigned to Philip K. Wrigley, and through him to the other
directors, are contrary to the best interests of the corporation and the stockholders. For example,
it appears to us that the effect on the surrounding neighborhood might well be considered by
a director who was considering the patrons who would or would not attend the games if the
park were in a poor neighborhood. . . . By these thoughts we do not mean to say that we have
decided that the decision of the directors was a correct one. That is beyond our jurisdiction and
ability. We are merely saying that the decision is one properly before directors and the motives
alleged in the amended complaint showed no fraud, illegality of conflict of interest . . . we feel
that unless the conduct of the defendants at least borders on one of the elements, the courts
should not interfere.” See also In re Caremark International, Inc. Derivative Litigation 698 A.2d
959 (Del. 1996) (“Whether a judge or jury considering the matter after the fact, believes a deci-
sion substantively wrong, or degrees of wrong extending through ‘stupid’ to ‘egregious’ or ‘irra-
tional,” provides no ground for director liability, so long as the court determines that the process
employed was either rational or employed in a good faith effort to advance corporate interests.”
(emphasis in original))

12See e.g., Aronson v. Lewis, 473 A.2d 805 (Del. 1984), at 812 (“The business judgment rule
is an acknowledgement of the managerial prerogatives of Delaware directors under Section
141(a). It is a presumption that in making a business decision the directors of a corporation
acted in an informed basis, in good faith and in the honest belief that the action taken was
in the best interests of the company. Absent an abuse of discretion, that judgment will be re-
spected by the courts.”)

13 Numerous shareholder proposals filed with the SEC, seeking to urge or compel directors to
take certain actions, including selling off divisions, paying special dividends, or accepting a take-
over offer from another company, justify their proposal on the grounds that the action would
“maximize share value.” See, e.g., Schedule 14A filed with the Securities and Exchange Commis-
sion by Wisconsin Central Shareholders Committee to Maximize Value, SEC File 0-19150, Oct.
23, 2000, announcing a proxy fight against directors of Wisconsin Central Transportation Corp.
(“Edward A. Burkhardt, former Chairman, President and Chief Executive Officer of Wisconsin
Central Transportation Corporation (NASDAQ:WCLS), today announced the formation of a com-
mittee to improve company performance and to maximize share value.”). Available at htip://
www.secinfo.com | dsvRs.55Wm.htm

14(1) A director of a company must act in the way he considers, in good faith, would be most
likely to promote the success of the company for the benefit of its members as a whole, and
in doing so have regard (amongst other matters) to-

(a) the likely consequences of any decision in the long-term,

(b) the interests of the company’s employees,

(c) the need to foster the company’s business relationships with suppliers, customers and others,
(d) the impact of the company’s operations on the community and the environment,

(e) the desirability of the company maintaining a reputation for high standards of business con-
duct, and

(f) the need to act fairly as between members of the company.

Companies Act 2006, c. 46, 8172, available at htip://www.opsi.gov.uk/acts/acts2006/
ukpga 20060046 _en _13#pt10-ch2
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tax preference that makes compensation packages based on “stock options” so at-
tractive relative to other approaches to executive compensation.1

In sum, decisions by managers and directors of U.S. corporations to choose invest-
ment strategies that may be profitable in the short-run, but that sell our country
short by moving value-creating activities offshore, are decisions that those managers
and directors must take personal responsibility for. These decisions are absolutely
not mandated by law.

(I have some thoughts about how and why the notion that corporate managers
must maximize share value came to be so widely accepted in the last three decades.
But that is a longer story that I will not undertake to tell here unless the Com-
mittee wants to hear it. Instead I attach to this testimony a copy of Margaret M.
Blair, Shareholder Value, Corporate Governance and Corporate Performance: A
Post-Enron Reassessment of the Conventional Wisdom.” CORPORATE GOVERN-
ANCE AND CAPITAL FLOWS IN A GLOBAL ECONOMY, Peter K. Cornelius and
Bruce Kogut, eds., Oxford University Press, January 2003 Available at SSRN: Attp:/
/ssrn.com | abstract=334240)

15For a general discussion of how stock options receive favorable tax treatment, see Shevlin,
Terry J. and Hanlon, Michelle, Accounting for the Tax Benefits of Employee Stock Options and
Implications for Research (April 2001). University of Washington Working Paper. Available at
SSRN: http:/ [ ssrn.com [ abstract=271310 or DOI: 10.2139/ssrn.271310
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uthes balenco prossures from finenclal mackers for high stock returns against the need
Tee Jervg-Demi insesDivards i irmcsoadon, cusbermer and supplier rolafdors, hamean
resources, sustainable ervirommental perdormance, and good relations wieh their com-
mrunitles! How can bnvestors bave confldence that managers and directoers will pursue
the cight balance? Are teken s, for exsnple, good ar bad for corporste perdarmsnaos
and economic growth! More generally, what instttutional arrangements are needed to
encanirage the Fight autcoems?

ﬁthﬂmhnﬂyddmrdthbd’thrﬂﬂhrnﬂtMMthrqrﬂ
i (Blarir, 1595}, These twaes wiewas weere first frarmed during the debate thae took plaoe
in the Unived Seazes in the 1980k and early 19590 abour boarile mkoovers. and levemged
Punyenurs. O sl arguissed thon LIS eorporstions haed teconme G and by bicinss cor
porate exscutives were bullding empires instesd of imvesting only in those prajects that
added valis for sharehalders.® By this view, beeribe takoovers and leveraged buyouts weeo
ke riechanisne by swhich financisl rrerkets weee trying, o mpose some fnsncis] disct
jplire on carparate executives they remaved exeouthves of poorly perfarming canmpa-
nbis [Pategua, 1086; Maorck, Shiegfer, and Visheny, 15884, 1988k, 118D Martin and
MeCoammet, 19911 theny forced their replacernents to pay out birge smounts of cash o
i thes foorm oof distet service (Jermen. 1566, 19880 and they tied the compensation of exec
wthees In the rearganized firm bo sock prioe performance through compensation peck-
apgess besscd weith ek and gack optiens. [Jersen, 1986, 1589 [ierall, Brickiey sl Mo,
15988 Baplsn and Seein, 15603),

The countervalling view was chat the ublguitous threat of hostile tabeovers in the
1580 vl catbwer Firecial proessares Tomoed comporate sxecid bas 1o rarsge lor shor-
term sochk price performance, and prevented them from developing and mplemern-
Ing Innovative strategkes For long-term geowth [eein, TIES; Tuentkeh Contury Fund,
15482 LIS GAD), 1993), By this view, firencial rarket pressures for shact-term sock
price increases belped b esplain wihy 1S corporations were falling bebord foretgn oo
jpetkors lnmajor inchusiries, suchias steel, sucomobiies, corsuemesr elecoronics, and somd-
comductors {Derraumas, Lestor, arel Sobeae 158890 The remedy, scoarding 1o prope-
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viwris ool Dhs view, wvess Tow Large Tironcial iretinutins o Tabe kng-Tedm scakos in corm-
jamins, s prenckle i |_-;|;|1|||' [F:rrlur. 1!]92].

Fram wery earhy in the debate, the financial market discipline vies: prevailed
among mest economists and Fnancil and legal scholars, Firance theociss develaped
w cornpelling thecnwtical argernent o suppsant This '-'Iuw-TI'Iu}' argrec] thal the cordral
prablem of carparate governance wes 3 "principsl sgent” problem! how bo get cor-
parate mansgers toact w keyal and commiitted "agents for the sharehalers or "own-
By of corparstions Lluﬂnl.nd Mechlhg 19767 Farma and Jnm:tﬂ. JHH-:I:.].’Ih- o
callled market for corporate cantrol, through which financlal mvestoes could remave
pocely performing managers, was viewsd as a kelpful, even recessary part of the
srrangernents that refgned in potentially weypward mansgemens. (lensen, 1086; Shefor
wned Wishay, 1588 Advocaes of this view prodsced vohindnous evidonces that the ek
o lees ol eornparnics rocss when thiy Became 3 target of a hostile takecrsern, anel the Gua
of higher stock prices was taken i proal that the acquiner expected to mange the
mrgnmhsnm-ﬂlﬂmdylhnuhthg_mmgmm:.'

Musmatile, sorees the gl th colligee and boeakig of th Seden Diien in
the warty | 900k sernes fes porove thet copritadiom b wen sgaimt sacialiam, lercling cred
thilry i geners to srgurnents thet mackets always allocate resources more efficiently
than bureaucracies. s in partioubr, that Financil market discipline was » oriticall com-
pomnent of good corporate govermance, Viestern achisers rushed to transtiion countries
voeell thern: that, H they wanted to mabe their incustrial emoerprises competithe inworkd
miarkerts, they nesded oo sell controd rights over those enterprises oo (inancial vesors,
aril put in place the nstinnional supports 1o create and sustaln markets inwhich the
clatms and comrod rights coudd be traded (soe, for example, Black and Frodonen, 19696].

A the 19905 unfalded, the Untted Seates pulled out of the recesston of 1992
and o the langes poscirine exparrian by thi country's itory. This espansion, led
I%y the deamatie gaowth in Enesiment @ elecomrmnications, sabwene, biotecbeool-
gy, el Che .||H|l-|-||.ull'1-&|7u|-:| [0 prerses Thist UI’_."_ frarscdal maarkeds, Far Tram Bednig
focusesl cnly om the shark term, were guite capabile of directing rescurces be long
term, Anneraktve venbures, s well a3 scdapting quickly in respome to changes inthe
eronomic environment, Hmﬁﬂr.mhhth]w 1r!:|EI.I.'l:|:Iﬂ.I1ﬂm
slernd b s crew].

Al af these developments provided suppart and vindication for the: financil
marteet discipline scthocates—ao much so, that there seemed Lretle left 1o debate, In
the Unived Seaces and Brivain, all bus a handful of scholars and policymabers snd a few
hoddous in the bbor mevernem: sdopted the view that the approprlace goal of cor-
prorate governarcs B the masimibzstion of sharehodder vabuoe, and chat the sy o achine
this & to glve increasing conral ove conparetions to fnancel veaors, By te ke
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Lk, ehis vk wems. biscpmbng Fnaee and meone prosmlnent i Burope and Japan, and in
craredion and diveloplng cowtries s well

Thiss cormventionsl wisdoem, that sharehodder value should be this séagle, guiding
principle of corporate governance, awl that, to suppoert this goal. enhanced vestar
contral and oversight shoukd be encouraged, has s mmber of assumptions and beliefs
berhind it, and tmplications that flow from &, thet bear closer examinston, The nex

section subjects these assumpe ions and implications o careful anadysis.

A CLOSER LOCK AT THE SHAREHODLDE RYALUE PRIMCIPLE
The sharehalder valus principle of corporte governance Incorporates o impliss
thi: Eollowdng sot of fundameral beliefs:

= Mlasinizing valie for shareholdess & the cight seclsl goal foe corporations
L 1 B edpuivalent to masimizing D cveradl wealth Eeing crvated Ly a

CEH pRH A .

* Financial markets doa good job of sssssing the irue value of fimncial secu-
rittes such as common sock. Hence sock price pecformance 15 the best
mieasure of value belng created foc sharebolders.

# Manirnizing share vidue also bedps 1o disclpline mansgars becaise it bnohes
Iwldirg theen accountshle for a single metric that, in theory, b forwerd
Leveshireg, Inl:mdm‘.-l:'g ethr merrics veoidd corfuse thirggs and sake i@ easlor
o Pasigers Te ise Chele posifioes 1o advancs thele oo eredls sallor
Chen Uhir e rests ol sharebalders,

. |'I-1anag¢n and directars will do a better job af maxtmilzdng share value f
they are glven high-povered Incentives in the form of compensatson pack-
#ges thed 10 sock price performance, such as stock opelons.

& Fortha fuill disciplive of firanelal msrbosts 1o work, sutsde westars st b
frew 1o take contred of companies b kol oo, and vansgers and
e Dors vl mal B alide Do ecrane s therrcehves by puating g s
trabile harriers to such traresctions,

* Except perhaps for 3 few lows that make it caster for memsgers bo try to
deter takeonvers, L% corporate L generally requires sharehalder primacy,
And, becass it works so woll in the United Scates, athor courries should
alser adopt sharebalder grimesy reglives

L5 cormider mach of chese bolials b turn.
Evorpons i bettor off # share ek i masiesrod

Ts bwslhidf that ssocimizbng sbhare vahe s i brosder soeial gresd s
it B oquivalent o wasimiling the toval vahie croabed by a oor poratsen derives Enare a
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thwsarsy of the firrm ackapled bn Fircos Chesorists and ligsl sholss i che 1380, b which
& firm I3 undlerstood ro be a nexus of contracts” ™ The theory highlighes the nature of
relaticrrdips underving the firme—that B, enong meagens, smployes, supplsens, cus-
tomers, creditars, and sharehoklers, But proponents. of the theory argue that the reb-
thrmhips of all of the firm s particpants o the fiom, excep for thoss of darshalders, are
governed by comraces that spectfy what each party 15t do, snd what sach party shoold
gt b rwture, The sbemebitdirs e is v b the Sresiceisl clabmant ™ they are not enti-
tled po a Fwed smount, boe are to et what &8 left over after all other participanes bove
recedvecd what chey s comractuslly emitled 1o recet [Fagerbroak and Freched, 1001).
If the clamns of all aiber particpants e Rully protectsd by ooniren, soonding o e
livghe af this theary, then maxtmizng what bs left over for sharcholders & squivalent to
iaciaing The slee of the whoke et

Sirictly spraking, the “nexs of coniracts” moded of the corporstion implies that
corporations beve no “owers i the traditional sense of that term. since no ore can
crovn the “nesus” through which they all engage with sach ather, But, shareholder value
mhocates arguie, sheerebrbdirs s as the resklual clairmaents, arel sl o certain oo
trol rights, %o, advocates believe, 1t b a useful, and not misleacting, shorthand expres-
s te call sharohoddirs the “owrmes.” The rhotorie of “oanarship,” howovar, subtly
redefines corporstions in terrs of the presumed propecty cights of one class. of partic-
lpants In the fiom, thereby adding a tome of moral superiarioy 10 the ke that corpora-
Lo shwaikd B g i e sobe inberes of dwesbabiiers, s coee that B nat enplisd by che
o= s of contracts. theory alone,

Tnm}'urtwﬂnhnmrhndﬁzrlmﬂm or ohserwed the ways that corpa-
CWTHCNS Con el s of thedr cosis onio employees, CUSTOMeTs, or The commi-
riities vbwrs they operate, the idea that moschmibeng sbore value s scpivaleng boomasd
mizing the total social value created by the firm seers obviousty wiong, B even from
pha porit el whas ol the Finanee Tleocst whe elopis & nesis of contracs porspective,
Finarce theory ksl demonstrates conclusively tht this idea & wrong, Fimnce theory
toaches i that the value of amy clelm on a flrmo s o funotian af the expectod fioa of
puryerserns to the holder of That cladn, sl the risk sssocited with the clakn. Will the
hoped-for payments actually be made? Wl they be as much as the chimant hopes, or
will the payments vary in siae over time! Will chey be made on time? Thus, i holders
of one type of clabm can shift risk onto halders of ciher types of clidns, the value of
the first type of clakm will be imcreased st the expense of the value of the other claims,

|rder corporate ki, sharcholders in LS corparations have what & called "lm-
el Mokl bvivodd Malsilivg 5 3 gl sleety i thue srssers (it the stacehedkb s will
nat be held personally lsble for debts for tort clatms)] of the morparstion, Thus share-
holders abways gain if the price of the stock goes up, but ther potentlal losses are lim-
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it o the denwmatde, bn effect, creditors snd other clasmants are bearing some af the
downside rish—they may be the anes who lose If the firm loses the gamibbe.

Thir segveen sscrencts tx puessiders af necfinsncil npes as el Carparate
employees, for examrple, rake imwestments i spectlized knoadecge s metveorks of
relaticerships needed m their jobs as vwell 3= in developing s reputaticn withan the Firm
far veockdng hard, Such imestments sre specific to the enterprise, and may be warth-
lieks £ oo o wrnipliospsers. 1 the Fiem does wall, the eniplogss hopss 1o bersel e Trom thesa
apeciilmred restments oeer the long term as the empkaee sarms promoetiooms and the
firm continues to pay sbickes, bomses, and retirement benedies (Blair, 1995),

Hence sl imvestors in corporstices share 1o somao degres of athes in the rik of
Vhee rptirpor e, il B s cifen poevsibalde (o make the holders of one ks of clalim fauch
as stock) better off o the expenss of holders of ccher claims oo the firm (such as debe
clatmns), simply by shifting risk. bn retraspect, this B what many of the most egregious
trarsections ot Enron were sctuslly abour while thoy sppeime 1o mov assets snd asso-
ckitied] Nabalivkes ol of Fraon 5 ook, i eechicing e cil b by Envon imesacs,
i Fact, the risk mesocisted with thoss asssts was being retatred by Enron through side
dieads that were not fully reporved [Bracwon, 202}, 5o, unbeknowre: 1o mes of Enron's
frwereatinrs, Fanron s eommnemen spoek was Beeorning dranuatically mose vishy dicing t
bt twes car e years before the firm filed for bemkruptoy protection, Substariz] risk
mlhﬁhh‘qdﬁdmmmpﬁrﬂ:andm'ﬁmmh rish of the sock,
it enlncidentally, mede Erran & ook option at e temposarily maeoe wlusbla. 2 B
Err smmsen i whi veere takirg s garmbles with corporate ssets bod, by chonce,
vt bl s Bt by veere phcing, they wenled rey be e mresre cearmatically
wezalthwy than they are. As it happens, they overplayed their hands, and when oeditars
disconerod honw risky thedr Inveszments in Enron acoually were, chay oot off all further
credtit b Ellnm.ﬁ.!'rlrmﬂr canriparry inbo enkigpicy procesdings. In the procss, vir-
tually all of the equity valse in the comparmy was lost, ultimately making the stock
opticns warthkess oo,

Thoe Faex theat sharohieslcbrs s asticn Besldiors <o aften b e better off st the
eiperee of credibors and srnplavees. and others with Fom-specific fimestments ot risk
I the cor poration means. that . nelther i theory nor in practice, & it true that masd-
milang the value of equity shares b the equivalons of madmieing the overall value cre-
abixd bwy this fires. M

Shareholder primecy schocstes aften srgue, noet hehess, that, in the long mn,
carparations will beve bo be falr with thelr credtoes, suppliers, employees, and ocher
“stakithoedders” In arder 10 ersuare that chaery il ecetiniee to participate & the enter-

i farmes, For wxample, Kersen, 2001}, In this wry, rnass it Ehe "hlﬂ vk of
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the ecquity shares will necessarily requine that the other sakebolders be compensabed
according to thelr expectations, s that in the "lorg ron, & cen still b tros thear mee-
it share value is ecpiivalen to maxdimizing total social vahes, To whatever extent
this argument is correct. &t can be resersed: 10 che long run, regardless of whose Ineer-
ests are consldered primany. a corpormation will heve o provide s sdequate return oo
sharoladkdors ard other raneis] wesnors oF imestors seill mor contires [o aspply cap-
ital o tiwes Firrm. bn theory, then. o corporate goal of masimizng lomg-run vabee for, sy,
armplovess, wauld also produce the masdmum seclal valus since all cehar stakoholders
well] T 12 Lo vt 1 wsmviaare thoeir Jowg v o teguation. ¥ 5o this in thee Jengg
run argumere falls bo rake o case that shareholders’ imteres should be ghen precedence
over ather legitimane Interess end goals of the cor poracion.

Toek prico rellect the true usdoeriyang vilus of tes ock

Tlhe. Ewliel that share p oes are & good easure of the stual valoe ol a B
ration to ks sharehalders is based on a fimancial theary known as the “efficient capital
markets hypothests,” This theory says that st amy potnt i time, § fimncia] markets are
diep and liguikd enceigh, the price for which & shere of soock trades s the bes saflable
e imabe al the frue undechving wuetl'l'tl'nml.rha'.n'!-ﬁhﬂ.lgh Firarce {kbeor st under
stand that this theary can never be proven, ™ they nonetheless coneirue 1o debate the
equasticen af e alfickeot cagrival maskots are. Chothe cmi hael, thieee s evidence that
market prices n US:tui:I-l.rr-iﬂ::mq:tmd\tn' qpuickly to good or bl news (Farma,
1508, On the other hand, there |5 also evidence that Ananclal markets as o whole go
thrcugh peeiohs ol Beorn sl Bt i vehic i, inotetnospect, iF Desconmes cliar thet siock
prices must have deviated substantially from their urderbying fundamenial vakoe, 17
Sane scholirs have argued char, in Facr, Ainancial markets respond ery quickly to for-
srabion that & easy to nterpeer, bur they respond 1o compls nformetion only sy
sy anel dmpeerfiecthy, 1 fnd s grording body of emprical work: in “behavieral s
auggests that financlal markets overreact, and that they are seceprible ta fads and band-
s Phisking that rsy allosw s ok peloss to ger hadly sur of line with reality Belor
enoagh irvestars will act o sell an overpriced stock, or buy an underpriced cne, o
cause the sock price 1o move back into line [m. foer wxmmiple, Farna, 1008: Shillar,
2K andd Shideifer, Em'-

The Fact that finenc il mackets overreact and do noe absorb complex informna-
tian guickly and correctly means that there & room for corporace Insiders 0 mandpu-
Late ek prrfcess by eedursbn g s ing sfoearion o the rmaskers, The axperhino
of the last tvr vears certainky suggests that insiders can soretimes use stock prices
1o ceviate wilckely froem the troe underlying value. But even when insicders are not ke
vionally mislisdling Che racket, they will profully Feas longwdedge that other rarkes
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frvestors de o b, el drerefore e reason i krenw shien o stock s market parbia
i ot of o with the underhvng realiny, That s why LS seourities b forbids mading an
“ibde informatkan,” although, the lissons of the st two yesrs mus surely inchde the
perrdnker Dloel irvdcbies iy seamedbrrmes Dradhe on dndoerestion Ce rnschoet chosss il vt Fonee,

Mansgers munt have & singlo msiric sgaimi shich b= mossurs their parformance

The argunreend s oommmionly schoeoed that clirectar s s mromsge s mouet be bnld
acooutahie for a simgle metric sach s sarcholder waloe, because othe radse they cannot
e el arcourtshle ot a0l In s cwn way, this argumen Is am admisson that the other
ratioena birs for shareholder primacy are bankrupt, ot that we should nonethedess e dham
walue 160 rrwsesare D peTormdncs off sorpoeate oificecs sl Beeciors Becaoss i 8 s
ple and sasy oo apphy, while other metrios are comphes, subtject tomandpulsiion by man-
agers, and inevitably Imvahve tradieoifs tha require subjective racher than objective judg-
wrwerat. Horn agalin, thi overas of Ve past o ysers shienild dsals s all of i of ary nation
ihwt share price is not a manipulsble mestcic, Whils & is trus that share prices respond to
nirw Informeation, sl perhaps even true that aver sy 5 oo L-year pericd share prices
aury choses v Hepuabed parbors vl tond, cm avorsge, 1o gefleet o troe uniderlying value af
a erspvation (whabenr Tl weers) T e run < b quits kg e lacive 16 thi fonarr
cial health of 3 ghven corporstion, which can change dramatically in 3 to 10 years,
Mearrahile, the damapge done In the short-run. whille the market 1s being focled, can be
mhhﬂ.h[ﬂh’rumu‘uﬂmphﬁ ks rrediovant, bt that it fs orssrly shmplisic—
in Eact, dangerousdy s, m | will argus below— o foous too much sttention on shere price
1o the exclusion af orther messres of corporabe and manegerial performanoe.

This bmportance of high-paossrosd ncentivo:

The belief that managers and directars should be compenmsited in seock and sock
aptiers in onder to create Egh- poasred ncentives Soe them to masimize share value
Teallleres raaturally From the sppaosch of ueng the ecorcmdsts’ madel of busran behavior
lumhwmw‘!rpmmmm:ﬁmnrtnuhmhtmdm et al ammmnp
tions about the way people work In groups. |.n|:lrﬂ-:u].l.r,p:rt-uf:h=|:-:|mer|:n1d i
dhoim e beisen thee direcbars and managers of companies will abweys make decksions in
wams Chat serve Ghebr ovsn pesGral rdecests urlbess They ane eitber tigitly imomitones] and
cormrained (which & costy, and ratses the question of who will mondor the montioes),
ar given very seang incerives o manage i che Inerests of share hoboers {e.g . Shiatfor
anad Wiy, 1 997). Thas gesrriboe sbaenit the oy ther vl werks hos bl 10 4 snall s
try of compensation consultants who heve scheised Firms o poy corparste exeouthes
and directors in stock aptions, 5o that they would be bighly motivaced o get the com-
pamy s sioch price toogo up. The problem has been that siock optians, as disoussed
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alarim, criste sk ncend s T oo uthvis—opiken hodckrs vin g i the sicek gees
up, bt they e not penalized i the stock price goes down. Furthermone, the models
used by the compensation oonsultants often prosice that IF the sodk price goes dioan,
i oo, shouild b papricad, or soscurivies o] be avardiad o lege nurmber of
acklitional aptions (wih o lower sirior peice) so ket thy will sgain b asll-mathaed
Ter o Ve sfeck pries Te gor o From whemner @ bt the thre {Gm..ﬂ]ﬂl]-

Thee result s been a verttable orgy of siock optian swards to CEDs and other
senior managers of US companies. [us 20 years ago. salary, berafes, and perdformance
tervisin Tvplcally acecontid far 65 pereant af TED) eornpermation, and sock opition
sgairm andl grangs no mere than 15 percent (Blaie, 15995, Toead CEO compensation was
abo, an average, sbout 42 thmes the earnings of the mversge factory worker, 2 By 2001,
tatal CED campensatian, of which sock option galns and new stock aptlon grants
acicmir@isd Tor rese Than 35|mr'uﬂ'i.“ Fusal Basllascwnesc] ne 400 eimes the warmibigs of Thee
AV AR s,

Alrhough stock options do help tie CED poy to the performance of the sock
price, they crosme other Incenthves that can be guite perverse. As noted above, sock
aplice are o valisble the noee rEky He il [ying secisiny, so that sioek oprion
compernmation can enmoursge DECs to pursue very risky strategins, This b especially
true £ the opeions are "ot of the money” [meantng that the current siock price & below
thie st price of the options] o juse baredy “in the mooey” [maening that the current
stock price i st barely shose the srile price of the options), In sech s, the
stack option holder sands to win big i » corporate gamble peys off, bue can Jose livtle
or nathing IF the gamble fils.

A addriona] danger ke from che Fict that compenscion pockiges that depend
Teavily on stock aprioms Can ercour e COrpOraDe escLEivG o pliy gieres [o Iy I
sranipruilste the sock price so that their cpions sl be i the roney sten & s time For
the executive io exerclse his :pﬂ:mhmmmmtuthﬂmﬁunumz:ch
price, rathar than focusing on the under lying fundaementals of thi business they e in.
Al Dm’hp.ﬁrmqﬂﬁ. v ki VA0 2.5 milliem thwrese- e aptiems, plus o mil-
|l shares of restricted siock, when he was hired a= CEC st Suntesm in 1996 {p'l.uarl
annual sahry of USH 1 milion] (Hut, 1999, oo T101), and bhe handed out large sock
option packages ta moee than 3 of the top Sunbeam execucives and managers. In
1207 the company seported sharply e ressed salis and profits o tha in February,
15498, Sumbaarn s bawrd gove Dunlap s mise in salary g LISDEZ eniltion, and 150 3,75
millban mare optiors.? But # tursed out that those high sales and profis had been
e by mandpilaitiog the sccounting—taldng an oversimed rostructurlng chargs 1
156885, Tiow smsmrogaben, sl ausbing U s s s o] dnvcwne i 1397 (Byerwe, 1900}, Dharitas
wews caughe aned Fired, are thas los the game be was playing ™ Bt when foed with
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petemtially Frage upside potent sl and [k oo o dessrmikle fneceiel cil, the Peanthos
to alay sach garnes aoe gpuite porassrTul, peEting oo presare dn corpoeale pxec
sibhas o arweet o bk the rrombees dhet Wall Sbreet srmhisis pre peedicHng,

Another result of stock option-based compensstion bos been the widespread
prselicn ol sarnirgs rnlr-_nﬂrlﬂnr--'"l-l' 113 e Bmpadgn bevul, mar ndrags rosragesment s
skmply usirg the fexibility mailible in the scoounting rules o smosaoth ssrnirgs o cash
flo rnbers. But ance the practice i sanctioned, it can lesd to egregious abusss and,
as the Sunbssm experience indicates, aod s we have ssen in recent montie at Yook om
and mher companles, outright fraod, ®

Sl opriion compersseion can be incredi by sedoceve. n B, the romgiaiion
it creates 1o focin sodely on stock prices, regandless of how thay ane echioved, can b so
poswarful that it sppears that during the e fow yees before Enron fAled for bank-
fuptey, e erire boaed af directars, iehsding CED Kennmn Lay, bad jost teack of
wihat scoual busines the compay wis li—whan goods and services it was providing for
il 1o sell 1o cormemars, for exmmple—and cami To belive the campany was making
Fruge mrvecminrs of ey e sone kind of ™ew Feencem” conenmoinies teading businiss,
altheangh ro oo smred B b alle o actoally e plain e Inminiss. reslity, i Burns
auk, the traddeg sctbvity armeomied ol s mers han s massbvwe con gaores becreste the
appearance of gresing revenues and profts, o ory 10 keep the stock price rising

The dangers of accourt ing maripulation extend beyond the compantes whers
executives are actually engaging in such practices. lecause many corparations operato
in highly competitive Induseries. mandpulation at one compeery can help ba set an unre-
alistically high performance hurdle & competing companies, which adds to the pressures
an oorpora e executhes at those compantes o pursse risky rateghes, or 1o also begin
manlpulating thelr mimbers,

Finmncisl marfoi discipling roguiras sn usletbersd marot for corporeis comtrol

Wlimt por copuerments oof the s vadus poring il aba b lhove bl Tt ket dis-
capaline a e T of an st fen markee lor corgesate contml 5 s dmperant gk of any
corpoeate grrernance system (Manne, T969: Jersen, 1968 1903 Schorfstedn, 1058
Exsterbrook and Fischel, 19581), Acoording to thess theorsts, an acties takeoeer mar-
et should make shareholders better off because it makes & caster for comtrol of conpo-
rations 1o be transferred bo those who can manage them best, Early empirical evidenco
based on what happens to the stods price of ficrres that become targets seened comss-
tent with this theory [Jensen and Bubsck, 1953}, Some of the gaire to tarpet canmpany
sharchalders in hoste tsheovers in the 180k were loer explained by the subseguent
selt-off of sesets in the target firms 1o other firms bn related lnes of bustiness {Bhagar,
Shioetfer, andVishay, 1M, and scme were apparertly excplalied as the transfer al valus
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e workers through byoffs and rechctions in wages and bersefis (ibleer and Surmmers,
DOB8: Movrmark snd Sharps, 1995, and Pornaf, Snledfer, andWetsbach, | 2600}, P nvch
al T g Pevabie anesplainesd, srel as b 108k ta kuscmanr v abived] il onil, roseiy
of the transactions that took place toward the end of the decade falked o produce
improved perfarmance ﬂ.mg:nd Rm'lrm:mﬂ:. 1333:H|phn-md &H‘l. ]m.

But regardbes of the scurce af the gains, ane of the Implications of the share-
ke walie principie s e bl thar i sharelolders el gor a higher prics for thedr
sheres now by selling out tos “raider, they cught 1o be permitted to do so, and the exist
ing board shoulkd not be allowed 1o get i the way Argumenes by exdsring mansgers that
directars shoaild be alloswed o reject bosrile alieovers whon they belleve that share hodd-
erw vaembd L every Eesttor Gl Tsbes @ ha Beery (el Cakon crees coniradet (B ofTackeed cagr
#al markets bypothests, so they were never sccepted by mos: fimnce-oriereed schobrs,

Thisfakh in the Ingorence af the market for corporats concrol has led 1o cnga-
g, deboees among corporbe legad schobes in the United States sbout instcional arrenge-
prents and Pisponss taccics dessgred o deter tloeovers. Sharohalifer valin proponaents
beree beeen corwedneed thed such srrangernes s and bt ios cughi torbe bad for sherehalders,
aml by enctension, bad for conporate performance and far the econony o= a whole,

T such tibwover defenses have been the focus of corsidenable empirical seseanch
A0 dm e Do chterrndne [Ewedr fmpoct o o poeale peforrsende s sheamebelder
value: “poison pills, " which are rights granted to excisting shareholders that o the sffiect
af imposing subsamil costs on potentlal aoquirers; and “saggered boards, in which
(vpically) ke v al macl board member & Chwes yoars, and anly & thind of the Boand
b elocted pach year.

Early ressmrch st e that paison pals raduce sheretbelder vslib [Bymgsert,
TUBE: Malbrinsts and Vialdng, 1955), I subseouent reserch suggested that potson pills
ghee managers kvoerage, halping them 1o negotlste o highsr price i the event of &
Hakarir alles, arl Bled sovjrdcal aiabes conlk] v anged And eatkbincs o redicad
sarehalder salbue From poison pills {Camment and Schwect, 1993). In face, Danielson
and Karpof 2002, fird evidence that operating perfocmance improves modessBy I the
flve yoars after o comgany adepes o pll. Alse. & & smeresting 1o note thet most yausg
firms sdopt polson pdlls o the tene tat they ge pubilic in an “idtil public affering”
ﬂm:l |:D¢'l|.l'l:'!- and Klwusner, wgg:l-'nmrth haem srgueed] that the originel emzegre
neurs in a firm can be expected to put goverrence arrangements in plos chat will make
the firm as valuahle & possible to ourside e stars when they go public, 5o the fact
nhet e [PO Mirrns hesn pobsan pills suggiets eithirs Chal palls de net rodees valos i
sharehalders, or thet the protedion they provide o management 13 valueble snough
o the arlginal erereprencwrs for other regsons that they are willing ro scrifioe some
value I Che shiares they sall to the public.
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M pulidic companies by the United Seares have staggened or "clsifiod” boards
(Bokebude, Cownos, ared Subremardan, 2002}, The benefits of @ steggared bowd Inchda
continidry andl webility of the board, is wadl as & groses depondencs Inom mansg-
Rl [Kﬂppﬁ. Csaresbioe, el |'[H-g. IEQQ]_ Pecrr, v schlars arfii, stegooes] besds
provide & potent takeover difense—uospeclally when combined wirh palson pllls—
because they require an acqulrer 1o wal chrough ar ks two election cyeles to replece
encugh memisrs of the board to galn comral. Pabacbwake, Cioares, sed Saibraenanien
(A preriddo e tha the tabuoor chifinse provided by staggered bosrds rckaced
thir it i e i by sharohedders of targer fiens in che lote P800 7 Sanjed Bhagar
wrned Rlichard hofTets (A0 feeed conflicriog evidonce, v, sieg a el s
ecpuitacen il Pleat Gabas oG accaunt te vt oers aremng Gk mtivicy, ek
delermn, reansgecisl Darneser, and corporats pecferrenee, they coc: lalke Bot b wide
varbety o saecalled “lakerer deferran [hL'hHlllu partsen prills sl stsgpered h-l'-'r'l.ll;i
are ol sctually offective ot datorsing relmovwer wthiy in frms where peformance has
Lty prrcar. I ety e, mabisomr activiny ared rnanseger &l rirnover are Eadoed ta firen
perfarmuics, fegindless of the presence or sl of galsm EHE o saggeced] laxeds

f&uﬂ.l.l' Al P'H'H. :'.'I'I[E. [E t3]

LIS L resquiir o sharokalder primacy

Since the earty 1960k, achrisers from LS bosed mudtinstionsl financial it -
ticns henee heen preaching the messge of shareholder primacy fo trenskion economy
couniries looking fo reform thefr scomomées, and even to other developed countries. ™
Clrer of the ressons bes been o belief that 115 lw rquires sharcholder primacy, and
that, since & has worked so well in the United Seabes, ooher countries should adopt sim-
ilar g rutbes, Dl oof the droarrdes i bhe bl imiernational deboibe shout corporis o
ernance, however, b thet LS corparaste bnw does not schally require shareholder pri-
miscy, Baither, LS corporate lnw comes closer oo recquiring " director primecy [Blair and
Stout, 1999: Buinbridge, 200Z).7 State lows governing the incorparation of firms ovp-
icalhy proside thae “all corporate povwers shall be exerched by or under the mrbocity of
arkd the nsiness and affudrs af the corporation managed by or under the direction of
les board af direcoors {Mode] Business Uﬂrp-umhn Act Eﬂ.m{b]:l. Srarehalders are
allowed to vore ench vear on a shite of directors namdnated, gererally, by the exdsting
directoes, and thay are allowed to vote on certaln major tramsceions §such as a sabe of
the business or a liguidstion] . But other then that, shereholders in e, publicly-iraded
car paratians have fes: formal powers.

Meanwhile, the lww: regards directors as Bduclaries for the corporstion, not
sgenis af shareholders [Chak, 1987). For this reason, courts give directors very wide
discrotian in the chalors they make aboit & flrm's stireeegy or transactions, Directors con
oiily be held Hable for breach of thelr fiduciary dutles F they are grossly negligent in
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approving cofporate actions, or f they engage in Drarsecrions tht berelT thenmedves
Al U pecpense of the corporalkn [Sn-ui.lul'ﬂll-ml dzsussian in Blabe sl 5o, 15‘9'9-J

Mloresthesbeess, aiheugh corporate b fos not chonged significanthy in recent yers
o give sharsholders mooe formal posser, a few large insticutional imestors beve taken an
acthve role in wokcing conoerns about the performance of certain corporations, and about
corporabe goeemnance in general. ™ Becase thess imvesiors have the abdity mo sell their
dhawres, as wall as to vodoe their cricicsms publick, thenety putting dosenvad presrs on
el prices, corporas difecors aed managess hevo b 1o e whn instiional
et sk, Thos, in 1S compantes in subsch instintiens] imstoes Bekd substansl
hries oof sheres, those iretinstiom] sharshalders somestimes sorces corskderble dot, mek-
g the systom look on the surfece more Lice & true shareholder primacy system.

Schalars have debuted whether, in this way, the presence of & lirge Institudonal
shwrehaldir might help 1o reduse the “agancy probsemn in corporations, and shethir
actkvtam by sich sherehalders might Iprove corparete performancs (Black, 1902
Jowcastms, 1991}, Farly innlimins sngggvestond] thiat Firar Tirimcta] proiforrmarsce s i e halid-
ings of the largest shoreholder rise, up bo s melabively low point fuch o 5 or 10 per
cemt), and then falls s the boldings of the largest sharshalder gees birger (Morck, Shiedfer,
and Vishny, 158860 Winscke, 1180: and McConrell and Serves, 13900). Ore explanation
chat has been affered for this phenamanca b that, es the hol@ings of the largest shared ol der
b el fn vk b e o glie can Begin 1o esercie ormied, that desrebokler beccaras
better able to extract private benefits from hs position, sometimes & the expense off
the firmm as & whole, In sy case, empirical studies heve been ursble 0o find 3 corssbers,
rabust, relstiorship betveen svidence of large shareholder scttvism and corporate per-
formance (Back 1992; and Bragat, Black, and Blair, 1995).

DOES CORPORATE GOVE RMARNCE, 1M FACT, MATTER
FOR CORFIRATE PERFORMAMCET

Ais v b already discussed abov, i Darrs o o ke Feed 1o fnd evidence char
Fisituris o The gernerisasen ef LIS eorperatiors tar cor porati 2 hodies originlly thoghn
wary mportant, schoally m-lﬂerwr:rm.l:h-Tl'Ellu'r-lt ol hovstile takecmonr [y an actie
okt [or corporste corfral moy halps b discipline ransgement, bu Che esidines on
whether sctusl bakecvers inpove oocporte performance s mised, Instiationsd armmge-
miznts such s staggered baards and podson pills that were pur in place 0 deter takeovers
iy hawe il o na achual deterrence affect, or measurabls effect on perfarmance, *1
and aeriyism 1 ege-hileek liareloddors doses non, w0 Qi e 1o pradice conmbtant
wngrenanrie i i o parale Eerlsrnane,

Whut shout board “independence”—the idea that directars shoukd not e
close perscnal, financial, or business relitionships with CEDs or other members of the



44

L Comonsre Govmpqancs ann Carra Frows o o Guonar Ecownoun

T el Coxarn that cowile] oo o chink amticucke rervard msrsgernent and prboags
dlvstrer thwerm Fromm discpabiriog rmaresgerment when reecect? This ides bers bescorme s widely
viewed a3 necessary for good corporate governance that during the sammer of 2002,
bty the Mo Yook Stock Exchange and the Nasdag proposed new rules that vaoudd
require that frms reglboned on those exc hanges have a majority of independent disec-
tars, & well i incress this role that incdependant directors wust play an the boards
(MNYSE SN Mancksry 202, e, hurw again, the ides sounds serssile, but the evidencs
i sperse, Bhegee ancd Black (Z002], among ochers, find “no comvincing empirical evidence
that the proportion of Indeponcent drectonrs impaects fueune performancs @ meained
by v by of sl gricn and acerunting i,

The battrorn line s that pessarchrers fne besen unable to find stromg sl consis
tere evidence thet varkeions in corparate governance arrangemeeres among LS compa-
nlias have Fmusc b Bnpect o wiy of the other. Some studles show small elfects of some
ACTANgRTTHAT S BN ST Mar oy clrourstances, bt often the results hive nec held up in
bl marn plies. Mand n see case, Chi efTects e o b small,

et wiwem corporations. sroumed the globe are cormpared with ssch ofher, there
are dramatic dfferences In corparate performance from ooe courery o anatter (Shiefer
wincd Wiy, 1997) . S hdiffarencos are apperently relared o brosd rsriiucional e rage-
iwris il ik il Fr th comintry T ai setive s alficsend ekl s ket i dnde-
pendent accounting profession, court systens that are snconrupted and capstile of xlju
dicating comglex contractual dsputes, and offective securites regulacion, Shietler and
Vishowy (1097, p. T30Y, for exenpibe, spgges tha the essenmal slomne for effective cor-
psrate govermance b some mechardem of “kegal protection for the Inberess of ar lpast
seatvin il Hhe vvirsTonrs, &0 Thal sscharbens of extomsiae cutskbs lnencing can devlop”
Eqwdhr.ll'l:v comchde that the evicdence is not even compelling snough to decide
whether or not the LS system of corporste gmvermance, with widehy-traded shares,
Dogsbed ensrioacs, s secmonabdy offocrive socuirichs regularion, & bomor than the systems
it e her dinvnloprel eountrios in Furops or in Jagan, whers corparsta shares nd 1o ba
rmch maee closeby held by domirant financial mstioiions that are acteeely imolved in
corporate govermance. H 1 s impossible to decide betvaeen systemrs in developed coun-
17 ki, It s evers loss realistic to excpect 1a find strong alfecrs of, say, steggered boards, o
incapendent auditing commimoss, wirhin a given susem.

by et wavarehs, cxvmoae 0 ecmantey b i pilace D Dasic st urioml arvan gemeies
to mappart the use of the corpomte legal form (including sophisticated, bt wcor-
rupted courts, reascoathly hooest crading of Bnancial seourities, an independent acooure-
g profission, el effective securiny mackers regulators), and Plaxdsiliny @ custom-
diesipgn goser narie serarggenenis sl ihe bevel of eech G, B weny LBe thad che details of



45

Coapren & Ssssmmioonas W, T ossokamn Govpasapon s Corpcaat Possomaso LE]

board structure and the degres of management independence verws shareholder
Ernvaherment, realhy o ot macter very musch, at least in & way that we can maasusne in
i brcuadd ercss-sietbon al Aerns T dotails of corporate gomrmannsn s worbes] il
sach company o0 & coe by o basis, mnd somestimes the arrangeme nts appear to work
sy sl and soenetiries thesy Fail and must be rewocked, Economic ressaning, in fct,
sl predlics that institutcnal arrangements wodld tend tavary scroes fems aocord-
g 1o e woeks in each P B iF ssch T bas cliosan Th best apprasehs for that
firmn., with only random erroes, we would not necessarily be able fo chsere perform-
ance differences that vary systernatically with the detatk of governance strucrures.
Nmmnm-ﬂmNMuwmhmu GO AL AT,
sl the narmms and standaecs supported by thoss ins#utions, my metter sgnificantly. !

A MES FRAMEWORE FOR THINKING ABOUT CORPGRATE GOVERMANCE

Thee first three paris of this chapter critiqued the sharshalder value principle
and argued that sruohsral and stineional detalks of corpareie govermance may oot
Ferve & subrararngal ard covetdent fmpact on corporate performence. B whut dhowess pruar-
ter? Can we sy anything of imporiance shout the relstianship bebween corporabe gov
ernarce and corporste performance, beyond the bmportance of besic legal and inst
tutiornl infrastructure! | believe we can, and In this section | offer an alternative way to
understand the goals and purposes of corporaricns ther | belime can botner support
st ainable corporate performence, | bargin by suggestiog thet the cental probilen o
b addiressed by forming a n:rpaﬁnnhnﬂrrqtnﬂngmprdl:mrl}m Seout and
I havar ecbosabiere called the “team production” problem (Blaie and Secur, 1990),

A ream preluction pml.llt'm-u'l.n'! ary Lirwe (bt & grosgp of indbochad agree
toywork together on a comples: prochuction task. inoa skuetion inwshich i s dficol o
irgreat I scharon about what everyone B supposed oo oontribute, and sshat sveryone can
expict o get o of the joint effcre.™ The probileam arkses because team mambers will
B 1o prosdos |iivestrmecits b Uhes joied. oo Peegocise—ry comibrf Basting tirme, ofToe], ey,
and or kdeas—that may be sunk in the business s bence not recoverable except by
carryling out the emerprse ard sharing In the Income | gemernes. Since mast team
prwreilers Brasstenns o, i Tl s, enterpr bse-specBic, Tearm e bars roest ke
sherrseives sulnersble bo ssch other a3 they undertke the busioes vwenurs. Esch beam
e B villnerahle non only becsuse the venture rsell b inhereithy risky, but becauss
aimy ot o Thee et Dern pnerebsees conald B0y To el The toam by thevsiterrng 1o
pull ber contrdtions back out unless she geis s lirger share of the procesds, For ndi-
vichuals who rmake especially impoctant contributions, the potential threst of being held
uip by same other team member can be troubding enough chat it can preseat indlvich-
als Feci wanr kg togerhed & 6 T i the fra place.
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Wehen a tesm s small, very often team members can develop trusting relacion-
ahips wred work out terrns on which dey will wock togethes as they go, withaut elak-
rsn conEan gerrrmne arargermets or ulics Bt a Laege entecgebe that mahes
tunclrech or thossmls of participants requires some besic nst totiona] anrangemees
ar groure] rules to Mecilitae cosperabion amrem g Deam b, Fl:l'l.nahrnﬂ'ln'prm
in the developed wockl, the most commen insittut knal arremgement 1= o be “incorpao
rabel,” Incorporation provides @ unkque schution oo t