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1. Introduction1 
 
 
 
 
As the recent wave of governance scandals and reforms has focused the public 
debate on how publicly held corporations should be structured and organized, it is 
hardly surprising that ‘corporate governance of listed companies’ has captured the 
legal imagination. Books, articles and reports on the corporate governance of listed 
companies abound. Corporate governance reforms in developed countries as well as 
emerging markets are high on the policy agendas. Proposals have arisen to change, 
among other things, the role of non-executive directors, executive pay, disclosure, 
the internal and external audit process, and sanctions on director’s misconduct. 
Suggestions have also been advanced to create new standards of integrity for 
auditors, analysts and rating agencies. Policymakers and lawmakers are prompted to 
design measures to protect shareholders from fraud, poor board performance and 
auditor failure. These most notably include CEO and CFO certification of accounts,2 
imposition of internal controls, the prohibition of company loans to managers and the 
requiring of firms to establish an independent audit committee. The numerous 
corporate governance reforms leave the non-listed firms, such as family businesses 
and joint ventures, as more of a backwater. As the impact of non-listed companies on 
society is significant (these companies are considered to be the backbone of a robust 
economy and major employment generators), the lack of corporate governance 
analysis in this area is likely to be detrimental. The absence of complete risk 
diversification and an active market for corporate control holds out the potential for 
greater risk and reinforces the demand for a separate set of corporate governance 
mechanisms. 

Although the corporate governance reforms specifically address publicly held 
companies, they arguably affect non-listed companies. To be sure, given the limited 
market for and the restricted transferability of interests in non-listed companies, 
business parties should ideally be engaged in bargaining for contractual provisions 
that deal with the protection of a company’s stakeholders. However, these 
contractual mechanisms are often very costly solutions due to drafting limitations, 
private information and strategic behaviour. That is not to say that economic actors 
do not use contractual mechanisms to deal with the possibility of opportunistic 
behavior, but the incomplete contracts paradigm asserts that business parties may 
not be able to contract their way into governance structures that deal with every 
contingency ex ante. Moreover, the costs of designing a corporate governance 
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structure that minimizes the expected risks of opportunism and can be enforced by 
judicial process may be prohibitively high. Thus, policymakers, investors, lenders and 
other stakeholders in the firm tend to recommend the application of the corporate 
governance rules and principles tailored to the requirements of publicly held 
companies.  

The question of the economic effect of the ‘one-size-fits-all’ approach to corporate 
governance regulation on the performance of non-listed companies has produced 
mixed results. On the one hand, it is widely acknowledged that corporate governance 
rules and standards promote efficiency, transparency and accountability within firms, 
thereby improving a sustainable economic development and financial stability. On the 
other hand, some scholars argue that the corporate governance movement has gone 
too far, entailing nothing more than a box-ticking exercise to ensure compliance with 
current corporate fashion trends. In this view, non-listed companies do not seem to 
benefit from the spillover effect of the application of disproportionate corporate 
governance rules and principles. Not only are the compliance costs exorbitantly high, 
their typical organizational structures demand an approach different from publicly 
held firms. Indeed, a corporate governance framework that is considerably out of 
step with the social and economic requirements of most non-listed companies can 
lead to inefficiency.  

It seems to follow from the above discussion that non-listed companies cannot 
simply adopt the corporate governance norms of publicly held firms and arguably 
require a separate set of guidelines. That is not to say that policymakers should 
completely change course and redirect their focus to corporate governance issues of 
non-listed companies. Corporate governance reforms for publicly held firms tend to 
have some positive effects on non-listed firms in general. First, these reforms 
improve the investment climate and business environment in regions. Second, they 
help to better facilitate the conversion from non-listed to listed companies. It is 
therefore suggested that, in order to maintain momentum, the corporate governance 
projects for listed companies and non-listed companies should be pursued 
separately, but simultaneously.  

This Inaugural Lecture will argue that separate projects for non-listed companies 
would be more effective in providing firms at different levels with different sets of 
rules and governance norms. In this respect, alternative corporate governance 
frameworks not only assist firms to tailor their organizational structure to their specific 
business needs, but can also highlight the importance of the pivotal role of good 
governance in non-listed companies. Furthermore, firms may choose to adopt a 
particular framework to attract and accommodate (foreign) investors who are usually 
more accustomed to working with such governance structures. This Inaugural 
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Lecture helps to fill a gap in the corporate governance debate by pointing out the 
importance of governance reforms in the area of non-listed companies. Although the 
common view is that good governance is important, there are nagging concerns 
about which set of corporate governance rules and standards will boost economic 
growth in this era of internationalization. It has been argued that due to the unique 
characteristics of each non-listed company and the different conditions surrounding 
them, the design barriers are simply too high to create an efficient corporate 
governance framework that is facilitative to economic growth. The overarching 
purpose of this Lecture is to understand the dynamics of non-listed companies and 
their business organizational needs, in particular family businesses and joint 
ventures, and to suggest a framework that will have a positive impact on the 
performance and development of these firms.  

This Inaugural Lecture is divided in two parts. The first part discusses the sense 
and nonsense about the contemporary corporate governance movement. It recounts 
the history of corporate governance from the inception of the Dutch East Indian 
Company to the recent scandals that have shaken investors’ trust in modern 
corporations. This part shows that the company and securities law framework that 
gradually developed from earlier stock market bubbles and governance failures were 
insufficient to deter managerial abuses and misconduct within listed companies at the 
start of the 21st century. Policymakers and lawmakers were forced to call for stricter 
legal measures that could serve to minimize the managerial agency problem inherent 
in corporations.  

Since then the legal landscape has changed rapidly. In recent years, a burgeoning 
movement calling for deeper and more fundamental corporate governance reforms 
has arisen. Recent and current reforms are characterized by legislative 
developments and proposals designed to lead to the increased accountability, 
transparency and enhanced performance within firms. To be sure, substantial 
progress has been made in corporate governance, bringing improvements from 
country to country to the legal, regulatory and commercial environments. While 
shareholders and investors benefit from higher returns, questions persist about which 
rules are likely to promote welfare, and whether they can be transplanted. Thus, such 
considerations indicate that caution is required, particularly as lawmakers have, in 
attempting to promote economic growth, caused a proliferation of corporate 
governance laws, regulations and guidelines that may function quite differently than 
expected, and could have a counterproductive effect. A striking example of this effect 
are post-Enron reforms which, despite much skepticism, has led to rapid 
convergence in some areas of the law, which may be costly particularly for privately 
held, non-listed companies.  
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Indeed, the recent and aggressive corporate governance policy has resulted in 
uncertainty among legal professionals and business parties as to the applicability of 
corporate governance measures for publicly held firms to non-listed companies. The 
second part of this Lecture therefore turns to explore the arguments for and against 
separate sets of corporate governance mechanisms and techniques for the variety of 
these non-listed firms. Although scholars and practitioners are increasingly of the 
opinion that good governance is also of utmost importance in these companies, the 
question remains of which legal framework could promote strategies for their long-
term success and, hence, boost economic growth. This part identifies three pillars of 
corporate governance mechanisms: company law, contracts and optional guidelines. 
It is acknowledged that business parties themselves are in the best position to 
bargain for the optimal governance structure of their venture. However, examples 
from family-owned businesses and joint ventures indicate that company law rules 
and optional governance recommendations could assist the business parties in 
overcoming the costs and deficiencies of legal contracting. Part 2 shows that several 
‘soft law’ initiatives in this area have been heralded as a solution to corporate 
governance issues in non-listed companies. After having discussed this ‘new 
corporate governance movement’, this Lecture ends with a short conclusion and 
ideas for further research. 
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2. The Corporate Governance Movement in a Nutshell 
  
 
 
 

2.1 The Managerial Agency Problem 
 

In the last decade, corporate governance has become a top-priority not only for 
international and national policymakers and lawmakers, but also for the companies 
themselves. The corporate governance movement, jump-started by the internet-
bubble and the fraud and accounting scandals of 2000-2001 in the United States and 
Europe,3 aims to promote more effective incentive and monitoring structures that are 
crucial to designing and controlling the complex set of relationships among 
management, the board, shareholders and other stakeholders within firms.4 Recent 
corporate governance reforms have altered, among other things, the role of non-
executive directors, executive pay, disclosure, the internal and external audit 
processes, and sanctions on managers’ misconduct and self-dealing transactions. 
The objective of these corporate governance measures is to protect the primary 
stakeholders of the publicly held company, i.e., the shareholders, from managerial 
opportunism, thereby creating shareholder value. That is not to say that the interests 
of other stakeholders are neglected. A culture of honesty and responsibility towards 
employees, customers and suppliers enhances business performance and finance 
growth.  

The corporate governance movement, however, focuses mainly on creating 
mechanisms that are intended to curtail the agency problem between self-interested 
management and dispersed shareholders (see Figure 1). Indeed, the core 
governance problem of the firm can be explained by the ‘agency relationship’ in a 
corporation in which the managers are the agents and the shareholders are the 
principals. It would be overly costly if shareholders, who are often small and 
numerous, were involved in the daily management of the firm. Since they are usually 
only interested in the company’s dividend policy and share price levels, shareholders 
may lack the expertise and competency to take part in the strategic decision-making 
process.5 The transfer of effective control to a team of specialists (i.e., the board of 
management) avoids the bureaucratic costs of collective decision-making. The 
delegation of control, however, leads to substantial monitoring costs, as opportunistic 
managers may be inclined to exploit collective action problems that bar effective 
monitoring by shareholders.6  

It is generally recognized that this principal-agent problem is due to managers 
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having superior information on investment policies and the firm’s prospects. 
Managers tend to be better informed, which allows them to pursue their own goals 
without significant risk. Consequently, shareholders find it difficult, due to their own 
limitations and priorities, to prompt managers to pursue the objectives of the firm’s 
owners. Information and collective action problems not only prevent close monitoring 
of management performance, but also enable directors and managers to develop a 
variety of techniques to extract profits and private benefits from the firm for their own 
interests. The disparity between ownership and control leads, besides monitoring 
costs, to a number of other managerial transaction costs that are likely to frustrate 
firm performance: (1) exorbitant compensation and remuneration; (2) replacement 
resistance; (3) resistance to profitable liquidation or merger; (4) excessive risk taking; 
(5) self-dealing transfer pricing; (6) allocation of corporate opportunities; and (7) 
power struggles between managers. 

 
Figure 1: The managerial agency problem 
 

 
Source: www.encycogov.com (AcadData).7 

 
 
2.2  The History of Corporate Governance 

 
The managerial agency problem and the corresponding “corporate governance” 
concern have existed as long as investors have allowed others to use their money 
and act on their behalf in corporate-type business arrangements.8 For instance, 
during the 17th century, shareholders of the Dutch East Indian Company (Vereenigde 
Oostindische Compagnie (VOC)), which gradually evolved into a peculiar form of 
today’s corporation,9 already indicated their dissatisfaction and frustration with the 
dividend policy, the murkiness of the company’s accounts, and the lack of disclosure 
and transparency.10 The main board of directors – the Board of Seventeen Lords (De 
Heren XVII) – only convened a few times a year and reported to the Dutch 
government rather than the shareholders.11 It appears that the design of the VOC, 
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with key features such as legal entity status, perpetuity of existence and readily 
transferability of shares, made this business arrangement prone to fraud and 
deception. In response to these shortcomings, the government mandated full and 
open disclosure of accounts in 1622. Subsequently, the committee of nine and audit 
committee, an early form of the supervisory board consisting of ‘chief participants’,12 
were introduced in 1623 to advise management and inspect the financial information 
of the VOC. With these major changes in the VOC structure, the corporate 
governance movement was initiated. Nevertheless, it could not solve effectively the 
problems surrounding the complex and cumbersome management structure inherent 
to the VOC arrangement.13 

The precarious nature of the early corporate form was again perfectly exemplified 
by the collapse of the French Mississippi Scheme and the burst of British South Sea 
Bubble in 1720. The Mississippi Company and South Sea Company succeeded in 
attracting shareholders and creating a robust market for their shares by manipulating 
information and talking up share prices with rumors and speculation about the 
companies’ value and prospects.14 In France, domestic and foreign investors were 
lured into the scheme by the sheer fact that the government granted the corporation 
monopoly control of Louisiana, which was conceived as the actual key to unlimited 
wealth creation. The government and the Mississippi Company kept the investors’ 
imagination baffled with vague objectives to promote immigration and control the 
tobacco industry until confidence collapsed and the corporation ceased to exist, 
ruining the lives of many disappointed investors throughout Europe (see Figure 2). 
For the same reason people rushed to invest in the British Company which was 
granted ‘important’ monopolies over English trade in South America. However, vital 
information about the Spanish being in control of these regions was concealed from 
the potential investors. The South Sea Company was in fact nothing more than an 
empty shell without any future cash flows and expectations.  

Of course, the deflation of the bubbles fueled the anti-corporate sentiment and 
chilled the investment interest by the public, but the corporate form never 
disappeared completely. Even though the corporate form was only available to 
certain types of businesses due to the formal concession of a sovereign person or 
government, its organizational and structural advantages – such as continuity of life, 
the possibility to sue outsiders and members in its own name, the distinction between 
corporation’s assets and the personal assets of its shareholders, and the 
transferability of shares – prevailed over its susceptibility to fraud and abuse. 
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Figure 2: The Mississippi Company besieged by unhappy and angry shareholders. 

 
Source: ‘Groote Tafereel der Dwaasheid’, Amsterdam, 1720. 

 
As the economies in the United States and Europe developed, numerous new 

corporations were chartered for the building of highways, canals, railroads, and 
telegraph lines. The improved transportation and communication systems led to 
many larger-scale firms which would also benefit from availing themselves of the 
management and finance structure of the corporation. In order to give effect to 
capital-intensive industrial and technological innovations, these larger-scale firms 
were compelled to amass substantial sums of equity capital from a relatively large 
number of investors. The use of the typical partnership form – in which investors 
share ownership, control and profits – entailed shirking, opportunism, monitoring and 
decision-making problems. Indeed, the integration of ownership and control often 
leads to a cumbersome, costly and restricted decision-making process.15 In order to 
circumvent the flaws of the partnership form – as well as the almost insuperable 
incorporation requirements – commercial businesses and their legal advisors started 
modifying and mixing legal structures so as to obtain free transferable financial 
participations and a differentiated management decision-making process. However, 
the legality of these hybrid business forms was increasingly challenged by 
incorporated competitors. 

With the growth of commercial and industrial activity, the pressures from politically 
influential industrialists to abandon the specific governmental approval of a corporate 
charter – and to introduce fully-fledged limited liability for corporations – grew steadily 
during the period of industrial revolution.16 In the United States, the charter approval, 
which invited intensive lobbying, became increasingly standardized. By 1890, all 
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states had adopted statutes providing for incorporation with limited liability by simple 
registration.17 The introduction of a relatively simple incorporation procedure in 
France in 1867 resulted in the rapid proliferation of general incorporation statutes 
throughout continental Europe, which already embraced the corporate limited liability 
doctrine since the enactment of the Napoleonic Code de Commerce in 1807. 

By embracing the new concept of incorporation by registration, policymakers and 
lawmakers generally furnished industrial business firms with the corporate form with 
(1) full legal personality, (2) fully-fledged limited liability, (3) centralized management, 
(4) free transferability, and (5) continuity of life. These principles facilitate the 
separation of ownership and control, thereby reducing agency costs associated with 
the delegation of control rights. For instance, limited liability facilitates the 
diversification of the investors’ investments, which obviously leads to low risk-bearing 
costs. Consequently, agency costs are reduced overall.  

Centralized management is probably the most important – and precarious – 
feature of the corporate form. The delegation of control rights is not only necessary to 
facilitate management’s participation in the firm, but also to attract specialized and 
competent managers and, more importantly, to give them sufficient incentives to 
encourage innovation and wealth creation. Although corporate law typically limits the 
shareholders’ ability to intervene in management’s decision-making power, it would 
be erroneous to conclude that shareholders are deprived of every control right within 
the firm. In order to mitigate shareholder hold-up by management, board members 
have a fiduciary obligation to the shareholders who, in turn, are given the right to 
elect and remove managers and to be involved in de decision-making process 
regarding ‘major corporate actions’ and ‘fundamental’ changes within the firm.18  

As the ownership position of the shareholders evolved from that of a more active 
to that of a passive principal, the fundamental agency problem became more 
evident,19 thereby justifying the design and promulgation of more legal mechanisms 
to protect shareholders’ rights and interests. Indeed, the individual shareholders 
losing the ability to influence corporate decision-making and the subsequent stock 
market crash in the United States in 1929 served as a justification for the first 
corporate governance intervention by the US federal government. In order to 
maintain an orderly and fair stock market, Congress enacted the Securities Act in 
1933, establishing the Securities and Exchange Commission (SEC). The Act, which 
has been modified extensively but is still in operation today, demands registration 
with the SEC of shares offered to the public and allows defrauded investors the 
possibility to bring an action against corporate wrongdoers in federal court. It also 
requires the disclosure of relevant transactions. As the stock-exchange watchdog, 
the SEC investigates and imposes sanctions on violations of the Securities Act. In 
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addition, the Securities Exchange Act of 1934 required the continuing disclosure of 
relevant information about the corporation.20 For example, issuing corporations must 
file periodic information, such as financial statements and proxy statements 
containing details on such matters as remuneration of directors and officers, insider 
training and conflict-of-interest transactions. Corporations are also obliged to report 
the occurrence of material events. Thus seen, disclosure has a prophylactic effect: It 
discourages managerial theft, fraud and self-dealing transactions. 

Other jurisdictions, like Germany and the Netherlands, introduced equivalent 
mechanisms in their corporation laws so as to minimize agency costs resulting from 
individual shareholders losing the interest and ability to influence how corporations 
were managed. A mandatory supervisory board, for example, not only had to monitor 
management activities within large companies, but was also furnished with 
shareholder competencies, such as the election and removal of managing directors. 
By doing so, policymakers and lawmakers attempted to prevent irrational and 
opportunistic decisions caused by voluntary shareholder absenteeism and strong 
corporate insiders. 

In general, however, policymakers and lawmakers saw little further need for 
government regulation other than providing the legal procedures under which 
corporate decisions are taken and the improvement of transparency. It was submitted 
that market mechanisms,21 reputational concerns, remuneration systems, bankruptcy 
systems, and creditor structures offered positive incentives that minimize the 
managerial agency problems (see Figure 1). Clearly there is something to this hands-
off governance approach. The worldwide development of the Internet and other new 
information and communication technologies and systems should make it easier for 
shareholders and other stakeholders to protect themselves. Still recent events have 
transformed this approach. For a start, the burst of the internet bubble in early 2000 
caused policymakers and lawmakers to take a closer look at remuneration practices, 
accounting and transparency of business information. The financial collapses at 
Enron and Worldcom and the accounting, fraud, and governance failures in the 
United States and Europe rapidly awakened voters to the high stakes risk of poorly 
regulated firms. The pressure of medium voter concerns prompted policymakers and 
lawmakers on both sides of the Atlantic to propose legal mandates to protect a 
corporation’s shareholders from fraud and poor board performance.22  
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2.3 The Contemporary Debate on Corporate Governance 

 
In reaction to the catastrophic financial collapses, US Congress promulgated the 
Sarbanes-Oxley Act of 2002,23 which is designed to create improvements in 
governance by inducing increased oversight and monitoring of companies. The SEC 
has followed on from Congress, drafting new regulations needed to interpret and 
enforce the Act. There is no question that the recent scandals in the US caused EU 
regulators to react by devising a set of legal strategies to constrain diversions by 
officers, board members, and controlling shareholders of publicly listed companies.24 
The European Commission (EC) launched, for example, a number of initiatives that 
were announced in its May 2003 Communication on the statutory audit.25 Moreover, 
the EC, in its Action Plan on modernizing company law and enhancing corporate 
governance,26 announced plans to increase transparency of intra-group relations and 
transactions with related parties and to improve disclosures about corporate 
practices.27 Attention quickly turned to accounting and audit reforms when Parmalat 
(see Box 1) collapsed with debt of €14.5 billion in December 2003. The debacle, 
which shattered any illusions that accounting and boardroom scandals were uniquely 
an American phenomenon,28 led regulators – who were already active on the 
implementation of the International Accounting Standard (IAS)29 – to propose 
additional conflicts of interest measures concerning transactions involving related 
parties of a company, including family controlling shareholders and key managers, 
and special purpose entities (SPEs).30 At the same time, the Commission has issued 
a recommendation on the independence of the statutory auditor and also a directive 
on the duties of auditors. 

What is more, policymakers and lawmakers have devised and adopted codes of 
corporate governance, which cover in varying scope and detail the protection of 
shareholders in publicly held corporations. These codes supplement traditional legal 
mechanisms, such as corporation law provisions that address the shareholders 
meeting, the election and removal of members of the board of management, auditing 
requirements, and disclosure.31 The attraction of codes is the greater flexibility 
combined with the potential to enhance the role of gatekeeper institutions who are 
taking steps to enforce them at the firm level – Figure 3 indicates the growing 
popularity of corporate governance codes. 
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Box 1. The Parmalat-Case 
�

The Parmalat Group raised more than €13.2 billion in debt and equity from investors in Europe 
and the US Even though the company was highly successful in raising new sources of funding, 
the Parmalat Group was forced, due to its loss-making operations, to divert many of its proceeds 
from these issues to cover expiring bonds. As it turns out, Calisto Tanzi, Parmalat’s chairman and 
CEO, employed a range of fraudulent schemes to enrich family members and private companies 
controlled by the family trust. Not only were the company’s top directors and family-controlled 
managers involved in perpetuating the scheme, but the gatekeepers and lawyers allegedly 
facilitated the fraud by manipulating balance sheets and financial disclosures to regulators. The 
deceit was pursued successfully over a number of years until the group’s eventual collapse in 
December 2003. It is hard to imagine a more devastating critique of the controlling shareholder 
system of governance in Europe.  
Until its collapse, the Parmalat Group was one of the world’s largest leading dairy and food 
products groups with operations in more than 30 countries worldwide. The company, which was 
controlled by the Tanzi family and operated out of Collecchio, Parma, was formed in the 1960s as 
a classic food trading concern. The family-controlled business was rapidly transformed, as a 
consequence of innovations in the processing of milk, into a dairy company, and thereafter quickly 
extended its operations into foreign and food-related markets. By the 1980s, the group had 
diversified into non-food-related markets. However, these ventures were unsuccessful, which 
eventually led to financial problems. In order to redress these financial problems, Coloniale 
restructured the group, and Parmalat Finanziaria, the listed holding company, emerged. 
In the 1990s, Parmalat continued its expansion of its dairy and food services and diversified into 
tourism and the professional sports sector through the sponsorship of a number of domestic Italian 
and foreign football teams. For Parmalat, most of these investments were loss making from their 
inception. Having extended its reach to North and South America to more than fifty companies by 
the end of the decade, Parmalat derived most of its income internationally. Parmalat financed its 
ambitious growth expansion strategy by a combination of national and international debt issues 
and equity. In 2001, Parmalat suffered financial difficulties with its operations in Latin America, 
which, if known to the market, would have led to higher costs of capital. In order to appear 
investor-friendly, Parmalat artificially enhanced its consolidated income statements and balance 
sheets while taking actions to conceal its ever-increasing debt mountain. This led top 
management and officers, in turn, to undertake a series of paper trail transactions designed to 
systematically mislead investors regarding certain assets and liabilities. For example, Parmalat’s 
management created false documentation and bank accounts to improve their cash position. As 
part of this effort, a letter from the Bank of America was created confirming a €3.9 billion bank 
account of Bonlat Financing Corporation, a Parmalat subsidiary incorporated in the Cayman 
Islands.32 This false confirmation letter was used by Bonlat’s auditors to certify its 2002 financial 
statement. Moreover, as part of its fraudulent effort, Parmalat supported its 2003 offerings of 
unsecured notes to US investors by disclosing Bonalat’s 2002 certification and its 2002 audited 
financial statement, which included references to a non-existent bank account.33   
During the years 2002 and 2003, the Parmalat Group encountered questions from supervisory 
authorities and gatekeepers about the quality of its financial statements and disclosures. For 
example, a February 2003 bond issue was cancelled due to concerns over debt sustainability and 
accounting problems. Subsequently the placement of private bonds in July 2003 led to regulatory 
pressures from Consob, the Italian financial regulator, when Parmalat Finanziaria’s statutory 
auditor, Deloitte, cast doubt on financial statements. On 8 December 2003, the Parmalat Group 
was unable to make payment on a bond expiry, which led Standard and Poor’s to downgrade its 
debt to junk status. Meanwhile, Tanzi resigned as CEO on 15 December after acknowledging that 
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company records were false, which the Bank of America confirmed on 19 December 2003. The 
company filed for bankruptcy on 23 December and was declared insolvent on 27 December 2003. 
In the end, between 1990 and 2003, the Parmalat Group increased its total debt by €13.2 billion, 
while generating €1 billion from operations. But it spent €5.4 billion for unproductive acquisitions, 
€5.3 billion in bank charges and commissions, and €2.3 billion in financial diversions.  
 
Source: McCahery, J.A. and Vermeulen, E.P.M., Corporate Governance Crises and Related Party Transactions: 
A Post-Parmalat Agenda, in Hopt, K.J. et al, Corporate Governance in Context: Corporations, States, and 
Markets in Europe, Japan, and the US, Oxford: Oxford University Press (2005) 

 
Figure 3: The increasing number of corporate governance codes 

 
Source: ‘European Corporate Governance Institute, McKinsey analysis’ (published in Paul Coombes and 
Simon Chiu-Yin Wong, Why codes of governance work, The McKinsey Quaterly 2004 Number 2). 

 
The codes usually address several important issues:34 (1) an active and fair 

protection of the rights of all shareholders, (2) an accountable board and 
management and proper supervision thereof, (3) transparent information about the 
financial and non-financial position of the firm, and (4) responsibility for the interests 
of stakeholders, including the minority shareholders. Because it is imperative that 
firms adopt the corporate governance codes as much as possible without any 
amendment, it might be argued that a ‘comply-or-explain’ strategy is the preferred 
mechanism for policymakers and lawmakers. Whilst the ‘comply-or-explain’ approach 
encourages the compliance with the governance norms, it is nevertheless sufficiently 
flexible to permit firms to set aside particularly cumbersome provisions that increase 
costs. The obligation to give an explanation in the annual accounts induces firms to 
consider corporate governance provisions carefully, thereby creating awareness and 
a more healthy corporation. Indeed, as Figure 4 shows, shareholders are willing to 
pay a premium for well-governed corporations. 

Contrary to the mandatory force of the Sarbanes-Oxley Act, the self-regulatory 
best practice codes, updates and upgrades offer a high level of flexibility by following 
the ‘comply-or-explain’ rule. However, it is submitted that firms tend to adopt and 
comply with the boilerplate and standardized provisions of the codes rather than 
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explain – even though more optimal – such non-compliance. In fact, it might be 
argued that the ‘comply-or-explain’ approach contributes significantly to the ‘lock-in’ 
effect in the context of the rules and norms of corporate governance. This type of 
inflexibility can foster inefficiency, as the codes’ provisions and mechanisms fail to 
respond to changes in the underlying social and economic conditions. In this view, 
the attempts to determine detailed ‘best practice’ codes could entail a costly and 
‘sticky’ mechanism, which turn the corporate governance codes into nothing more 
than blue-prints for box-tickers.35 

 
Figure 4: Average premium that investors are willing to pay for a well-governed company, 
by region, percent 

 
Source: ‘McKinsey investor opinion survey’ (published in Commbes, P. and Watson, M., Three surveys on 
corporate governance, The McKinsey Quaterly 2000 Number 4: Asia Revalued)  

 
This governance style is even more aggravated by the progressive convergence of 

corporate governance codes throughout the world. A closer look at current 
developments shows countries, fueled by powerful forces of globalization, eventually 
display similar patterns of legal evolution (see Table 1). Facing many of the same 
challenges and difficulties, policymakers and lawmakers are becoming increasingly 
aware of the need to ensure that national laws and corporate governance codes are 
suitably adapted to the requirements of global product markets and international 
practices. At the national level, the question is whether alternative mechanisms 
identified in an international comparison can help domestic firms solve governance 
problems and enhance their access to external finance. In a world in which national 
boundaries are of diminishing significance, the cross-fertilization of legal concepts 
appears to be not so much a choice as a necessity.36 This is particularly true for 
emerging markets and transition economies, where reform-minded policymakers and 
lawmakers have pointed to the efficiency-enhancing characteristics of the corporate 
governance reforms in other countries.37 

It is relatively costless for policymakers to take notice of foreign corporate 
governance systems that have already been tried and tested in legal systems with 
similar business, social and political dimensions. Thus, if we take this a step further, 
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globalization and the drive towards modern corporate governance frameworks will 
eventually lead to convergence, as jurisdictions adopt rules and institutions 
representing the ‘best practice’. This theory is based on the premise that unless a 
country’s policymakers consider foreign legislative approaches and solutions, the 
domestic economy and firms will fall behind competitors.38 

However, domestic experimentation by cross-reference to other foreign 
developments only works if the different jurisdictions have divisible components. If 
corporate governance characteristics and institutions tend to be indivisible, returns 
may be nonexistent because frictions prevent these techniques from being carried 
out in practice or because such experiments as are carried out fail to bring 
improvements.39 Alternatively, losses could result if experimentation occurs but 
unforeseen interconnections among components within a given legal system lead to 
perverse effects.  

In the case of corporate governance reforms, for instance, there are generally two 
systems of corporate governance which show significant differences: (1) the market-
oriented corporate model and (2) the relationship-based (or network-oriented) 
corporate system. In continental European legal systems, where the relationship-
based systems prevail, the claims of non-shareholders (stakeholders) have a more 
profound influence in the process of corporate governance. In contrast, the Anglo-
American governance system (market-oriented model) is more attuned to the norms 
of shareholder wealth maximization, stringent financial disclosure and investor 
protection. As a consequence, some argue that European legal systems provide a 
comparatively weak governance structure for monitoring and enforcement of minority 
shareholder rights.  

It is submitted that the differences in shareholder protection between Anglo-
American legal systems and continental European legal systems can be partly 
explained by differences in legal institutions, particularly the experience and influence 
of judges. The judiciary in Anglo-American systems seems to play a much more 
proactive role in shaping the actual contents of the corporate governance framework 
than in Continental European jurisdictions, which are more confined to interpreting 
the statutes and codes enacted by legislators. This example shows that convergence 
of corporate governance codes should not be pushed too far. The increasing 
emphasis on the protection of minority shareholders may make the US mechanisms 
less relevant for European countries, where it is more common to take the 
stakeholders’ interest into account. 

Inefficient convergence and persistence in governance frameworks may 
detrimentally affect the quality of firms’ corporate practices, in particular now that the 
growing corporate governance awareness in countries increasingly leads gatekeeper 
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institutions to second-guess managers’ business judgments. Indeed, today’s 
corporate governance movement tends to replace the procedurally based duty of 
care standard with a detailed and specified blueprint of good governance rules. 
Under the new corporate governance regime, business judgments by controlling 
parties, such as majority shareholders and strong managers, have to stand the test 
of regulatory scrutiny (see Box 2). The unanticipated results often lead to increased 
and costly monitoring by gatekeepers, who seem to rely more and more on the ‘stick’ 
rather than on the ‘carrot’.40 Increasingly, policymakers and lawmakers recognize that 
a comprehensive approach to reform, in which all potential risks and agency 
problems are anticipated and addressed, does not completely ensure the elimination 
of future governance failures. Even though most of the regulatory resources and 
policymaking energy continues to be invested in dealing with the problems of publicly 
listed companies, most countries would be better off if they focused their legal reform 
strategies on the needs of non-listed firms. The next section identifies the reasons 
why such a shift in governance reform may occur in the near future. 

 
Box 2. The Battleground of the Dutch Corporate Governance Movement 

�

An assessment of the Corporate Governance Movement in the Netherlands would be incomplete if it 
neglected the role of institutions – corporate governance monitoring committees, supervisory 
authorities, securities regulators, investors’ associations, stock exchanges, the judiciary, institutional 
investors, equity analysts, accountants, and a probing media – in safeguarding and promoting the 
Dutch corporate governance principles. Arguably these gatekeepers are responsible for interpreting, 
preserving and developing good governance.  
At first sight, the interaction of different institutions appears to be conducive to an efficient evolution of 
the corporate governance framework. Gatekeepers are complementary to each other, and so are 
more responsive to economic and social change. To see this, let us consider the Dutch Corporate 
Governance Code which was published on 9 December 2003 and assess the effect of the code two 
year after its promulgation. It seems that the enabling (‘comply-or-explain’) nature of the code could 
not prevent firms from engaging in merely box-ticking, thereby adopting opportunistic strategies to 
subvert the norm.41  
Nevertheless, it might be argued that the structure of the game between policymakers and lawmakers 
on the one side and gatekeepers on the other eventually tends towards a regulatory equilibrium. 
Policymakers and lawmakers, having promulgated a corporate governance code to restore the public 
confidence in stock markets and to protect the shareholders from managerial opportunism and 
malfeasance, are compelled to revise, in the next round, their regulatory strategies to induce firm 
compliance to the stated norms. In response, we can expect gatekeepers to continue to develop 
innovative interpretations of the principles and give recommendation on how firms should implement 
the norms in order to be most effective for their own needs. Because the gatekeepers must anticipate 
being overruled by the necessary update of the policymakers and lawmakers, their explanations and 
interruptions appear to be consistent with the dictates of efficiency. 
In practice, though, the ideal interplay may not prevail. For instance, the corporate governance 
movement in the Netherlands is more akin to a battleground – in which gatekeepers, preoccupied with 
their own interests, such as increasing their powers and prestige, strive for market share – than a 
system of checks and balances. This is evidenced by the fact that the corporate governance principles 
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are interpreted broadly by gatekeeper institutions in favour of the (minority) shareholders.  
The gatekeepers seem to agree on one thing: So far the Dutch corporate governance code has 
resulted in a modest improvement of the diligence in doing business and reporting accurate 
information. In general, gatekeepers are of the opinion that more must be done to achieve good 
corporate governance practice in firms. They urge shareholders to be increasingly active and 
encourage judges and official monitoring agents to contribute to the strict compliance with the code’s 
principles. The result is an avalanche of legal actions for an alleged loss suffered from violations of the 
corporate governance code, stemming in particular from the inadequate independence of members of 
the supervisory board in the decision-making process (Versatel and Begemann), the in-transparent 
group structure of the firm (Unilever and ASMI), and the unclear business strategy of the company 
(Laurus). 
An especially noteworthy example of the intense battleground shaping the contours of corporate 
governance in the Netherlands is the recent Versatel-case. In this case, the Enterprise Chamber of the 
Amsterdam Court of Appeal decided in favour of minority shareholders, supported by the Dutch 
investors’ association, to forbid the change from compliance to non-compliance with the corporate 
governance code between two ordinary general shareholders meetings. Swedish Tele2 became the 
controlling shareholder of Versatel and appointed new “Tele2-persons” as supervisory board 
members. According to the Netherlands code, these new members, due to their conflict of interest, 
would not be able to take part in the decision-making process to approve a merger with the aim to buy 
out minority shareholders. As a possible solution, Versatel proposed to amend its corporate 
governance policy by limiting compliance with the conflict of interest provisions of the code. This 
argument was rejected by the Enterprise Camber on grounds that Versatel, having agreed to abide by 
the Code in their annual accounts of 2004, would respect the expectations of minority shareholders. 
To be sure, the Versatel decision strengthens the rule-based character of the Dutch corporate 
governance code, but at the possible cost of restricting unduly the sound business judgments of firms. 
�

 
 

2.4 Towards a ‘New Corporate Governance Movement’ 
 

As discussed, the governance failures that showed up in large, publicly held firms, 
have captured the political and scholarly interest. Reflection on the burgeoning 
corporate governance reforms in United States and Europe has generated a growing 
body of research on the function and influence of legal rules and institutions that 
influence the performance and competitiveness of companies which must respond to 
rapid market and technological changes. In the contemporary debate on corporate 
governance, the importance of non-listed companies has largely been ignored. Four 
major developments on the horizon, however, could trigger a transformation of the 
corporate governance movement, refocused on the typical problems of non-listed 
firms. 

The first is closely related to the over-regulatory, heavy-handed and stifling 
approach to dealing with corporate governance concerns. To the extent that 
policymakers and lawmakers possess few-revenue-based incentives to research the 
specific characteristics of non-listed companies, they are inclined to recommend the 
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application of the corporate governance structures tailored to publicly held 
corporations. It is certainly reasonable to infer that rules and principles that ensure 1) 
the basis for an effective corporate governance framework; 2) define the rights of 
shareholders and the responsibilities of management; and 3) set out guidelines for 
enhanced disclosure and transparency, could also improve the governance of non-
listed firms. In fact, many of the ‘best practice’ rules and principles are imposed on 
non-listed firms by government, investors, insurance companies, lenders and others. 
This leads, however, to the question of whether such a ‘one-size-fits-all’ approach to 
corporate governance regulation is justified in economic and social terms. Indeed, 
non-listed companies do not seem to benefit from this spillover effect. For instance, 
the compliance costs are exorbitantly high. This is especially true of corporate 
governance provisions that are still being evaded by publicly held corporations due to 
their cumbersome, complex and time-consuming nature. Moreover, the increased 
information costs and uncertainty about the application of the ‘comply-or-explain’ 
terms by courts may have a detrimental effect on the performance of non-listed 
companies. It is therefore suggested that the typical organizational structure of these 
firms demands an approach different from publicly held firms.  

Second is the new 21st-century organization. Under the ongoing pressure of 
competitive global markets, joint ventures and strategic alliances have become an 
important means of limiting risks, decreasing costs, and increasing economies of 
scale and scope. Many large firms enter into worldwide alliances and joint ventures 
to obtain technological know-how. Ten to twenty percent of a large firm’s revenues, 
income, or assets come from joint venture activities.42 In addition, globalization and 
consumerism increasingly push small and medium-sized enterprises to get involved 
in international joint ventures, both among themselves and together with larger 
multinationals, when access to manufacturing, distribution and other assets is either 
too difficult or costly to create internally. At the same time, these joint ventures and 
alliances encourage the further development of new technologies and the reduction 
of international barriers. 

Even though the benefits of joint ventures are relatively straightforward, they are, 
for structural reasons, highly sensitive to conflict-of-interest situations. In terms of 
limiting these problems, parties may choose from a range of economic and legal 
instruments and institutions to organize their business relationships. By contracting 
their way into a governance structure, they endeavour to make credible commitments 
that serve as a means of creating a relationship of mutual reliance.43 Relationships in 
joint ventures are mainly sustained by self-enforcing ingrained norms of honesty and 
reputation. However, in many cases, the reliance on mutual expectations and implicit 
norms cannot prevent the failure of a joint venture. For instance, the majority of the 
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joint ventures break down or fail within 7 years (see Figure 5) due to the lack of trust 
at the start and the difficulty in gaining trust midstream due to parties’ conflicting 
interests.  

  
Figure 5: Lifespan of Joint Ventures 
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Source: ‘McKinsey & Co’ (published in Ernst, D. et al., Crafting the Agreement – Lawyers and Managers, in 
Bamford, J.D. et al, Mastering Alliance Strategy, A Comprehensive Guide to Design, Management, and 
Organization, San Francisco: Jossey-Bass: 88-106.  

 
Naturally a well thought out governance system can facilitate the development and 

implementation of trust norms in joint ventures, but so far these mechanisms and 
techniques are largely ignored. Partly due to the tension between lawyers and 
managers,44 legal best practice and organizational issues tend to be kept away from 
the negotiation table for as long as possible. However, in an era of growing emphasis 
on corporate governance issues, it is only to be expected that firms interested in 
sustainable growth and risk management will extend the need for good governance 
beyond publicly held companies. The next part of the Lecture will argue that the 
implementation of norms of good governance, which could be available in the form of 
legal rules, standards or optional guidelines, is equally crucial to prevent deadlock, 
weak performance management, mistrust and stagnation in joint ventures.  

Third, the challenges confronting advanced economies, as well as emerging 
markets, and large conglomerates from China’s cheap factors of production demands 
policymakers focus on the job-creating sector of the economy. In many jurisdictions, 
family-owned businesses – in which a family has either significant influence or a 
controlling stake – are the leading force in many sectors of the economy. Family-
owned businesses continue to be highly competitive, particularly in emerging 
markets, due to their informal structure that provides: (1) a timely and effective 
decision-making; (2) a deep and intimate understanding of their local market; (3) 



 

 
20 

 

close ties with regulators and government officials; and (4) strong horizontal and 
vertical relations in the market. Despite these built-up competitive advantages, family-
owned firms are under increased pressure as a consequence of market liberalization 
and competition from large multinational companies. As the market has transformed 
the ability of family-owned companies to compete effectively, they are less able to 
draw on previous strengths which eventually lead either to bankruptcy or a change in 
control. Nevertheless, some family-owned business with clear governance rules and 
guidelines, a strong brand or access to leading edge technologies, are likely to 
survive and remain successful. While there are a number of successful strategies for 
family-owned businesses, policymakers and lawmakers should concentrate their 
resources on developing solutions that enable families to embrace strategies that 
promote their long-term success.  Not only will improved governance provide a more 
effective means to deal with family matters that affect business, but also frees up 
managerial resources that are necessary to run the business well, and thereby make 
possible capital-intensive work to remain in a country. 

The fourth development is the Basel II accord, which aims to govern risk for 
financial service organizations and embraces a comprehensive approach to bank 
supervision. Basel II demands that banks and other financial firms have internal 
monitoring systems and processes in place that make them Basel II compliant. This 
process may very well speed up the awareness and demand for corporate 
governance principles in non-listed companies across the board, as it arguably 
induces non-listed companies to comply with best-practice principles as part of the 
process of credit rating and risk assessment. That said, it is predicted that these four 
developments will induce policymakers and lawmakers to refocus their attention to 
the governance needs of non-listed companies. In fact, we can already foresee a 
pattern of demand for and supply of corporate governance institutions that prompts 
policymakers and lawmakers to devise and introduce corporate governance best-
practice principles that are better equipped to tackle difficult problems and challenges 
typical to family businesses and venture capital backed firms. In the next part, a 
typology of categories of non-listed companies is discussed along with the 
governance framework and the role guidelines could play in the helping firms achieve 
their goals.  
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Table 1: Comparison of Corporate Governance Codes, Updates and Upgrades 
Source: adapted from OECD Steering Group on Corporate Governance (2003), Survey of Corporate 
Governance Developments in OECD Countries.45 

  
Nation Code Main objectives Instruments 

Belgium Recommendations of the 
Federation of Belgian 
Companies (January 
1998) 

Improve companies’ 
performance, 
competitiveness and/or 
access to capital 

Balance of authority within the board, which should 
comprise a number of nonexecutive directors; 
independence of committees. 

 

 Cardon Report 
(December 1998) 

Improve companies’ 
performance, 
competitiveness and/or 
access to capital 

‘Comply-or-explain’ principle required by BSX listing 
rules; balance of authority within the board, which 
should comprise a number of non-executive and 
independent directors; transparent compensation tied 
to corporate performance. 

France  Pour un meilleur 
gouvernement des 
entreprises cotées 
(Bouton rapport), 
Septembre 2002 

 

Revision of the Viénot 
reports after recent 
company events. 

 

Viénot reports as a starting point; board supervision 
of management; competent and diversified board with 
to ½independent directors; independence of external 
auditors; audit and compensation committees entirely 
of non-executive directors and with 2/3 independent 
directors; concern for balance-sheet volatility from the 
adoption of IAS accounting standards. 

 Hellebuyck Commission 
Recommendations (June 
1998; Updated 
October2001) 

Improve accountability to 
shareholders and/or 
maximize shareholder 
value 

Improve shareholders’ participation, information and 
voting at AGM; establish board committees with – 
majority independent directors; transparent 
compensation tied to corporate performance. 

 Viénot I and II Reports 
(July 1995 and July 1999) 

Improve quality of board 
(supervisory)  Governance 

Pre-eminent role of the board and collegial nature of 
its decisions; establish board committees; at least 
independent directors; audit committees made for of 
independent directors. 

Germany Berlin Initiative Code 
(GCCG) (June 2000) 

 

Improve quality of board 
(supervisory) governance 

 

Voluntary. Balance of power within and between 
management and supervisory board; compensation 
tied to corporate performance and seniority; establish 
supervisory board committees; facilitate shareholders’ 
voting. 

 German Panel Rules 
(January 2000) 

 

Improve accountability to 
shareholders and/or 
maximize shareholder 
value; improve board 
(supervisory) governance 

Voluntary. Provisions of German company and group 
law concerning shareholder protection, disclosure 
and transparency, boards’ composition, 
responsibilities and remuneration.  

 Cromme Commission 
Code (February 2002) 
Now the German Kodex 
updated May 2003 

 

To promote the trust of 
international and national 
investors in the 
management and 
supervision of listed 
German stock 
corporations. 

‘Comply-or-explain’ principle in law; improved 
disclosure to shareholders and voting possibilities; 
establish supervisory board committees; transparent 
compensation tied to corporate performance and 
seniority; disclosure of directors’ conflicts of interest. 

Netherlands Peters Report (June 
1997) 

 

Improve quality of board 
(supervisory) governance 

 

Voluntary. Supervisory board: report conflicts of 
interest to chairman, limited number of directorships 
to be held by the same person, remuneration not tied 
to the company’s results, committees neither 
recommended nor discouraged; deviations from one-
share-one-vote principle admitted (notably in takeover 
bids); improve shareholders’ participation and 
information. 

 SCGOP Handbook and 
Guidelines (August 2001) 

 

Improve accountability to 
shareholders and/or 
maximize Shareholder 
value 

 

‘Comply-or-explain’ principle recommended; improve 
(institutional) shareholders’ participation, information 
and voting; restrictions to issuance of multiple-voting 
shares and to anti-takeover defenses; supervisory 
directors’ remuneration not tied to the company’s 
results. 
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 Tabaksblat Commission 
Recommendations, July 
2003 

 

Improve implementation of 
the Peters Report. 
Modernize practices. 

 

‘Comply-or-explain’ to be legal requirement. Covers 
single and two tier boards. Define responsibilities of 
the management board to include risk management 
and control. Protect rights of whistle-blowers. Limit on 
directorships held. Remuneration policy to be 
approved by shareholders and full individual 
disclosure. Control of conflict of interest. Supervisory 
board to have retirement nota and committees 
including audit and remuneration. Independence from 
management and sectional interest. Independence 
defined. Majority independent directors and 
separation of chairman/CEO for single board 
companies. Change in identity of company to be 
approved by shareholders. Full powers of depository 
receipt holders. Disclosure by institutional investors 
and a fiduciary duty for them 
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3. The Governance Challenges for Non-Listed Companies  
 
 
 
 
3.1 What are the Categories of Non-Listed Companies? 

 
As noted above, the applicability of the publicly held corporate governance 
framework to non-listed corporations is questionable. Problems that are related to 
publicly held firms are not necessarily present in their non-listed counterparts. To see 
this, we should distinguish between two extreme types of non-listed firms. On the one 
hand, there are so-called ‘open’, non-listed firms, such as companies with the 
potential to go public in the short-term and unlisted mass-privatized companies with a 
relatively high number of shareholders.46 On the other hand, there are contractual 
arrangements in which the firm-owners retain substantial autonomy and the small 
partnerships in which the owners are active managers themselves. A third category 
of firms includes the larger companies that have neither listed shares nor the direct 
intention to go public. This part will focus on the middle group of companies, in 
particular family-owned companies and joint ventures.47 This type of company is 
often characterized by the three-way conflict between controlling shareholders, 
managers and minority shareholders.48  

To be sure, since controlling shareholders dominate both listed and non-listed 
firms through their indirect and direct influence on board decisions, it might be argued 
that these firms share many of the same governance problems.49 However, the 
potential three-way conflict in publicly held companies is mitigated by gatekeepers’ 
role in reducing information asymmetries between shareholders and in detecting 
fraud and other governance deficiencies. In contrast, the shareholders in non-listed 
companies have fewer market mechanisms to restrict opportunistic behaviour. These 
companies continue to rely on bank and internal financing and, in some cases, 
private equity sources for expansion and growth. It is suggested that the typical 
organizational structure of non-listed companies demand an approach different from 
listed firms. Indeed, a corporate governance framework for non-listed companies is 
highly contractual in nature. By drafting their agreement the business parties can 
choose among different sources of corporate governance mechanisms and 
techniques, thereby relying more or less on ‘softer’ mechanisms. 

Relationships within firms are largely governed by non-legal rather than legal 
norms and principles. In China, for instance, the so-called “Guanxi” – which can be 
defined as a network of relationships built on trust and reputation – is often 
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considered as the most important factor of the success of foreign joint venture 
projects. However, the asymmetry between the shareholders of a company often 
give a party an incentive to engage in opportunistic behaviour and shirking which is 
not easily solved by non-legal mechanisms. In these instances, the business parties 
and their legal advisors may attempt to deal with the so-called ‘moral hazard 
problem’ contractually.50 However, these contractual mechanisms are costly 
solutions due to private information, strategic behaviour and inexperienced judges. 
Moreover, if the gains of opportunism are very large, implicit and explicit contracts 
may be insufficient to limit controlling shareholders from engaging in grabbing and 
stealing. In these cases, company law and soft law mechanisms, such as principles 
and best-practice provisions, help fill the gaps in the firm’s contract by defining and 
setting forth techniques and strategies that parties would have reasonably contracted 
if there were no costs involved in drafting a governance arrangement.  

Here it is argued that since larger non-listed companies are widely regarded as 
job-creating engines of the modern economy, policymakers and lawmakers must 
become more engaged in providing these firms with a governance framework that 
will foster strong decision-making, accountability, transparency and ultimately firm 
performance. The rapid pace of technological change and the decreasing 
international barriers to trade over the past decade have not only created new 
strategic and organizational opportunities for firms, but have also made them more 
vulnerable to risks. Hence, it is submitted that in order to help these companies fully 
exploit the new opportunities and adjust more easily to immediate uncertainty and 
concerns, policymakers and lawmakers at both a national and international level 
should endeavour to devise the most efficient corporate governance rules and 
standards as part of their long-term strategy to foster investment, innovation and 
entrepreneurship. Indeed, a shift in the focus from publicly held companies to non-
listed companies is important, because, as we have noted earlier, the preponderance 
of firms are not listed and ownership and control are usually not completely severed. 
Even though, governance is only one of many determinants of investment and 
expansion decisions by firm owners and investors (there is little doubt that the core 
considerations affecting these decisions are operational and macro-economic), the 
changed economic environment in which firms operate makes them increasingly 
sensitive to governance issues. It is therefore necessary to learn more about the 
design and content of the legal corporate governance framework of non-listed 
companies. 
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3.2 The Legal Corporate Governance Framework for Non-Listed Companies 

 
The legal corporate governance framework of non-listed companies can roughly be 
split in three separate pillars (see Figure 6). The core pillar focuses on company law 
which provides rules and standards for registration and formation, organization and 
operation, distribution of powers and decision-making, exit and dissolution, 
information and disclosure, fiduciary duties, and limited liability protection.  

 
Figure 6: The interrelation between the three pillars of the legal corporate governance 
framework 
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The second pillar includes contractual mechanisms, such as articles of association 
and shareholder agreements, that enable parties to contract around irrelevant and 
inconvenient company law default rules and tailor rights and duties that are more 
consistent with their organizational priorities. Due to information asymmetries and 
bounded rationality which limit the ability of firms to contract into the most optimal 
organizational structure,51 soft-law measures are needed to fill gaps in the first two 
pillars and allow firms to achieve a stronger governance structure.  

Indeed, the final pillar includes best-practice principles to help participants to 
organize and manage their business in the most effective manner. Such measures 
should not enshrine principles and norms that are a “must” for adoption. These 
principles should be viewed as a form of advice. In that respect, they serve several 
functions: (1) they provide the business participants with recommended solutions to 
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complement the contractual flexibility of the company law rules; (2) they provide focal 
point solutions to corporate governance problems among business participants; and 
(3) they are meant to assist business participants in the interpretation and 
implementation of good governance practices. 

 
 

3.3 Pillar 1: Company Law 
 

Traditionally, company law serves a myriad of functions from encouraging the 
separation of ownership and control to curtailing managerial agency problems. It 
gives the general meeting of shareholders an ex ante incentive to make investments 
of financial capital, and delegates the control rights to management. In a publicly held 
company the shareholders are, as discussed earlier, usually unable to exercise the 
managerial rights of control. Company law sets the internal ground rules for each of 
the parties, their decision, information and financial rights. 

From an efficiency standpoint, the business parties would always prefer to use a 
legal organizational form that defines and sets forth the ownership structure and 
provides important contractual provisions in advance.52 This makes the law 
governing the organizational form key to the corporate governance framework for 
non-listed firms. The main question then is: Which legal business form to focus on 
when analyzing the persistent governance features that serve to protect business 
parties from the misconduct by fellow members? Publicly held firms are 
predominantly organized as joint stock companies or corporations. The close 
corporation is, however, the prevalent business form around the world.53 This type of 
company accounts for more than 55% of registered businesses and 90% of output in 
OECD countries. The close corporation is also the preferred vehicle for non-listed 
firms in emerging and transition markets. Although the development has been quite 
different depending on the legal system, the close corporation has been adopted in 
almost all countries of the world.  

In the United Kingdom, the close corporation – the limited – has a single legislative 
base. It was initially developed in practice and later recognized by the legislature, 
which furnished it with certain distinct features.54 Most countries that once belonged 
to the British Empire included the close corporation form into their own company 
laws, as they were already familiar with basic legal principles of the donor jurisdiction. 
The second strand of development is the enactment of a separate statute for the 
limited liability company. Germany is renowned for its close corporation (Gesellschaft 
mit Beschränkter Haftung), which was the precursor of separate close corporation 
legislations throughout the European continent, Latin-American jurisdictions, Asia, 
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and former Socialist countries. The United States offers only a single corporate form 
which can be contractually tailored to the needs and wishes of closely held firms.  

Generally the close corporation has developed in the image of the joint stock 
company with its capital-oriented structure. Since the joint stock company is 
designed to attract substantial amounts of capital into the firm from passive investors 
and, consequently, to regulate the rich and intricate principal – agency problem, this 
structure is not sufficient for non-listed firms. Despite its perceived cumbersomeness 
and costly features, the close corporation has nevertheless become the preferred 
vehicle for closely held firms. 

In order to meet the specialized needs that arise from the idiosyncratic 
relationships in non-listed firms, legislative and judicial adjustments have been 
constructed, over the years, in a piecemeal fashion across jurisdictions. Two sets of 
problems have arisen repeatedly due to the publicly held character of the close 
corporation forms. The first arises out of contractual attempts by participants to 
modify and sidestep rigid legal rules intended primarily for publicly held corporations. 
Today, most jurisdictions either provide more flexible corporate laws or allow privately 
held firms to contract around the rules provided by the corporation law statute. The 
second set of problems falls under the category of protection of minority 
shareholders’ interests. Case law sometimes assumes that close corporations and 
partnerships are functionally equivalent business forms with the similar organizational 
needs. This approach is based on the assumption that business participants choose 
the close corporation over the partnership form only to take advantage of limited 
liability and tax benefits. Advocates often propose modifications of the exit rules so 
that business participants can enjoy the same exit options as partners in a 
partnership. Moreover, they also claim that shareholders in a closely held firm owe 
each other a strict fiduciary duty of good faith and loyalty.55 

In order to give maximum effect to the principle of the freedom of contract, hybrid 
business forms that combine the best of partnership and corporate law have 
attracted a great deal of attention from policymakers and companies in recent years. 
This focus away from corporation law is not accidental. In the US, the rapid increase 
in partnership-type business forms has grown much faster than anticipated. Several 
factors contribute to the growth of new and more efficient partnership law structures. 
First, states have responded to the needs of a wide variety of firms for a more flexible 
set of forms, which has reduced reliance on or eliminated inefficient older forms. 
Second, the liberalization of partnership law has been accompanied by the virtual 
elimination of the distinctions between partnerships and corporations accompanied 
by a move toward the recognition of partnerships as entities. Third, the increase in 
the choice among business forms has resulted in the erosion of traditional restrictions 
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of the internal structure of company law forms.  
The emergence of new limited liability vehicles in Europe has been influenced by 

both domestic and international factors. Undoubtedly, the US reforms have 
stimulated policymakers’ expectations that new legal business forms will create 
significant investment opportunities, increased employment and higher growth rates. 
At the same time, legal innovation in the European Union has been encouraged by 
changes in European Court of Justice case law,56 which has triggered jurisdictional 
competition in European business law and hence the introduction of various new 
entities designed to meet the needs of small and medium sized firms (SMEs) and 
professionals.  

Like the US and Europe, Japan has recently embarked on the reform of its 
company law framework. This has resulted in the development of two new legal 
business forms, the Limited Liability Partnership (LLP) and the Limited Liability 
Company (LLC), as well as the modification of traditional corporate entities. This 
trend can be seen as a response to the demand for the reduction of regulation and 
improved legal vehicles that are better tailored to meet the governance needs of 
different types of firms. In order to improve the governance of non-listed companies, 
modernized business forms should efficiently serve to protect shareholders’ and 
creditors’ interests. Indeed, well-governed firms are characterized by effective 
information duties (section 3.3.1), stringent distribution procedures and participation 
rights (section 3.3.2), and minority shareholder protections (section 3.3.3). 

 
 

3.3.1 Disclosure and Transparency 
 

Disclosure and transparency are important elements in any corporate governance 
system. Minority shareholders may gather public information. The main source of 
public information is the periodical publication of the company’s annual reports. In 
Europe, larger non-listed companies are obliged to publish audited annual reports 
under law.57 For instance, the Fourth European Companies Directive extended 
disclosure requirements in general to all close corporations.58 The Fourth Directive 
contains detailed requirements for the preparation of balance sheets, profit and loss 
statements, and annual reports. Although the Directive demands that the accounts 
give a true and fair view of the assets, liabilities, financial position and results of the 
company, the information is not always accurate. For instance, in the Netherlands, 
the annual accounts must be adopted by the shareholders within five months 
following the end of the financial year. But companies may, subject to shareholders 
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approval, extend this period to 13 months, which, obviously, will severely diminish the 
reliability of the disclosed information.  

Moreover, annual reports do not fully disclose information about the possible 
expropriation of the company’s benefits. Direct and indirect transactions between the 
company and the controlling shareholder can affect the accuracy of the financial 
reports. There is satisfactory transparency regarding such transactions for all listed 
companies within the European Union under IAS 24.59 Publicly held companies will 
be required to prepare, for each financial year starting on or after 1 January 2005, 
consolidated accounts in conformity with the IAS. With respect to related party 
transactions, this change implies that publicly held companies be mandated to 
disclose the nature of the relationship, the types of transactions and the details of the 
transactions necessary for an understanding of the financial statements.60 In related 
party relationships where control exists, disclosure of the relationship is required 
even if there have been no transactions.61 

The purpose of mandatory disclosure is twofold. First, shareholders and other 
stakeholders will have access to financial and non-financial information about the 
company. Second, and perhaps more importantly, it encourages business parties, in 
particular, managers to analyze and understand the business. When they are used to 
communicate openly and clearly, the costs of mandatory disclosure will diminish 
significantly. To be sure, companies’ shareholders may have other direct techniques 
to acquire information about the performance and financial situation of the 
company.62  

However, the benefits of mandatory disclosure may be overstated. On this view, 
the costs outweigh the benefits due to loss of personal privacy, loss of competitive 
position, undermining of private property rights, direct compliance costs, and 
administrative costs. Naturally, business participants have an incentive to avoid 
mandatory disclosure because they are reluctant to disclose sensitive information. 
Another significant problem is that the information is not always timely and accurate 
and therefore few sophisticated parties would rely on such financial information 
alone. Even though the benefits and costs of disclosure do not impact all firms 
equally, mandatory disclosure is nevertheless likely to promote a more effective, low 
cost regulatory landscape that generates significant economic benefits by disciplining 
entrepreneurs, on the one hand, and offering enhanced protections for stakeholders, 
on the other hand.  

Whilst private companies are not required to provide the same flow and rate of 
information as publicly held firms across the board, they should have strong 
incentives for doing so. Indeed, the best run companies, which are more attractive to 
investors, signal their accountability by supplying information about: (1) the 
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company’s objectives; (2) principal changes; (3) balance sheet and off-balance sheet 
items; (4) financial position of the firm and its capital needs; (5) board composition 
and company policy for appointments and remuneration; (6) forward-looking 
expectations; and (7) profits and dividends.63  

 
 

3.3.2 Shareholder Participation and Dividends 
 

In non-listed companies, controlling shareholders dominate the election of directors 
and influence directly the fundamental decisions, establish company policy, perform 
the main monitoring functions, and sometimes act as the firm’s agents. That said, 
minority shareholders are particularly vulnerable to opportunistic acts by the 
controlling shareholders. Indeed, the controlling majority shareholder has a range of 
strategies at its disposal of to extract resources from firms they control. These 
include: (1) distributions of cash and property to confer benefits on shareholders; (2) 
dilutive share issues; (3) interested transactions; (4) allocation of corporate 
opportunities; (5) allocation of business activities; (6) selective disclosure of non-
public information. 

In order to prevent opportunistic behaviour by the controlling shareholder, 
company law may discourage divergence from the minority shareholders’ interests by 
providing rules that limit the managers’ power to act solely on the directions and 
instructions of the controlling shareholder. For instance, a legal rule could instruct 
director-managers to take into account the interest of minority shareholders and other 
stakeholders in exercising their powers. Moreover, shareholder approval may be 
required when weak management intends to enter into substantial property dealings 
on behalf of the company. 

The safest way, however, to ensure that the interests of minority shareholders are 
represented on the board of directors is the use of different classes of shares that 
have identical financial rights but are entitled to vote separately as classes for the 
election of specified numbers of board members. Another option is cumulative voting: 
a voting system found in a number of jurisdictions that gives minority shareholders 
more power, by allowing them to cast all of their board of director votes for a single 
candidate. Cumulative voting, however, may easily be eliminated or minimized by the 
controlling shareholder. For instance, a controlling shareholder can simply alter the 
articles of association or remove the minority shareholders’ director without cause 
and replace him or her with a more congenial person. Given the experience in East 
Asia and US, controlling shareholders are reluctant to adopt cumulative voting.64  
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Unlike participation rights, it is much easier to protect the financial rights of 
minorities. Company law plays an important role in solving problems involving non 
pro rata distributions.65 First, it can provide the participants with a rule stating that all 
shareholders share in the profit in proportion to their stake in the company, unless 
otherwise agreed upon. In the event of dissolution, the law can mandate that the 
residual assets of the firm – anything left after creditors are paid and other obligations 
fulfilled – will be divided pro rata among the shareholders. Moreover, shareholders in 
closely held companies can be bestowed with a legal mechanism that give them a 
statutory pre-emptive right to subscribe for newly issued shares proportional to their 
existing shares in the capital of the company.66 Such measures tend to align the 
interests of the controlling and minority shareholders in private companies.  

 
 

3.3.3 Minority Shareholder Protection 
 

Business parties can bargain to an efficient contract most of the time without resort to 
legally enforceable norms. However, there are circumstances in which, due to 
information asymmetries or another contracting infirmities, parties are unable to rely 
upon contractual provisions that deal with dissension and deadlocks. This often 
leaves minority shareholders unprotected and vulnerable to oppression. While vague 
legal standards are often available in statutes, these provisions may be insufficient to 
cover the full range of contracting circumstances. In this case, the role of courts must 
play a central role in completing contracts ex post. Despite the beneficial effects of 
such judgments, reliance on judicial gap-filling is not always an effective means of 
conflict resolution. Not only is ex post gap filling imprecise, but it also tends to involve 
significant transaction costs and is time-consuming. Moreover, some commentators 
point to large variations in judicial decision-making, supporting the view that gap-
filling is often haphazard and costly in redistribution terms. More significantly, whilst 
intra-firm conflicts may be observable to the contracting business parties, they may 
not be easily verifiable by judges and other conflict resolution bodies, and even less 
so when personal relationships in the family or between friends is involved.   

Nevertheless, as we have seen, minority shareholders’ interests can be protected 
by clear and simple rules that restrict managers’ power to act in response to 
directions given by the controlling shareholders. At the same time, fiduciary duties 
can play a role in preventing oppression and supplementing the firms’ organizational 
structure. But, open-ended fiduciary duties in markets with less experienced courts 
and legal systems may prove less effective. The duty of loyalty, for instance, provides 
an important safety mechanism to protect investors against the abusive tactics of 
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controlling shareholders. From the perspective of continental Europe and emerging 
markets, however, these duties are not easily enforceable unless they are clearly 
enunciated as formal legal rules.67 

In this view, ex post enforcement can serve to protect minority investors in non-
listed companies. Naturally, shareholders are expected to resort to this mechanism if 
other gatekeeper institutions are insufficient (clearly the case in non-listed 
companies). Given the limitation of direct actions by individual shareholders, it is 
important to enforce the principle of non pro rata distribution on behalf of the 
company. In some jurisdictions, derivative suits provide minority investors with the 
possibility of clawing back their investment appropriated by managers or controlling 
shareholders.68 The success of these actions depends on investors’ access to 
information, the financial incentives provided to lawyers and the sophistication of the 
court system. While these factors may vary across countries, the promulgation of 
clear and precise legal rules is, as we have seen, essential to the adequate 
protection of the minority’s interests in non-listed companies. For instance, in order to 
produce guidelines for the duty of loyalty, lawmakers could define specific duties that 
comprise this fiduciary obligation. By providing more clarity, company law could 
reduce litigation costs since disputes could more easily be resolved at a preliminary 
stage before trial. However, these variations should not be exclusive. 

Finally, it could be argued, as noted above, that minority shareholders should have 
identical exit options as partners in a partnership. Standard economic theory 
suggests that the partnership could have some traction. Company law default rules 
traditionally lock in the participants by giving them only a very limited right to 
dissociate.69 This is not surprising in view of the fact that company laws were 
originally designed to reflect the needs of publicly held corporations where the public 
market for shares provides shareholders with an escape route. The absence of a 
liquid market in non-listed companies shares, however, deprives the business parties 
of an effective exit mechanism. The lock-in effect of the corporate form may help to 
prevent an abusive use of an exit right, thereby furthering the stability of the firm. This 
is not to say that parties are prevented from contracting around restrictive company 
law norms and rules. For example, joint venture partners usually bargain ex ante to 
provide exit provisions that assist in the resolution of any disputes or deadlocked 
issues. The next session analyzes the contractual arrangements that are common in 
family-owned and joint venture businesses. 
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Table 2. Corporate governance – Company law mechanisms in non-listed companies 
Note: Inspired by a Table in Berglöf, E. and Claessens, S. (2004), Corporate Governance and Enforcement, 
World Bank Policy Research Working Paper 3409, September 2004.  
 
Corporate 
governance 
mechanism 

Relative importance in 
non-listed companies 

Relative importance in emerging 
and transition economies 

Scope for policy intervention 

Implicit contracts 
(trust and 
reputation) 

More important in smaller 
firms, but also in private 
equity backed companies 
and joint ventures 

Important, because the public 
enforcement is weak 

Legal rules and standards could have 
a counter-productive effect that 
policymakers must take into account 

Gatekeeper 
Institutions 

Less important, unless 
company is preparing a 
public offering 

Important to increase incentives 
for firms to go public 

Corporate governance for listed firms 

Company law Very important, as it is the 
main source of corporate 
governance regulation 

Very important, the distinction 
between closely held firms and 
publicly held firms help business 
participants ex ante, and assist 
courts ex post 

Clear and bright-line, if possible, self-
enforcing rules 

Fiduciary duties Important to complement 
the extra-legal norms 

Less important, as they need an 
experienced judiciary 

Focus more on rules than standards 

Exit rules Less important, because 
of the lock-in effect 

 

Less important; in these 
environments the lock-in effect 
must be maintained. 

 

Information 
rights 

 

Very important. The 
private information rights 
depend on the accuracy of 
public information 

Crucial role in protecting minority 
rights 

If the transparency and disclosure 
regime is still in the early 
development stage, the focus could 
be re-directed to individual 
shareholder information rights 

Board and 
management 

Less important, as 
shareholders are more 
actively involved in 
management 

More important. Broad agency 
powers have a detrimental effect 
on shareholders’ trust 

Approval mechanism increases 
information flow and shareholder 
protection 

Rules to prevent 
non-pro rata 
distributions 

Very important, especially 
in private equity backed 
firms 

Very important Company law must provide clear 
rules 

Enforcement Important Very important when extra-legal 
mechanisms fail 

 

Derivative 
actions 

Important Important to enforce the principle 
of non-pro rata distribution 

Clear procedural rules are essential to 
appropriate implementation of the 
minority shareholder protection 
mechanisms 

Direct actions Less important Less important as they need an 
experienced judiciary 

Clear procedural rules are essential to 
appropriate implementation of the 
minority shareholder protection 
mechanisms 

 
 

3.4 Pillar 2: Contractual Arrangements 
 

Because the contractual decisions are made before the actual outcome of the 
venture is clear, the business parties must engage in an ex ante search for the 
contractual terms that improve their governance structure and maximizes the value of 
their investment. They tend to bargain over four fundamental elements – risk of 
losses, return, control and duration – subject to three major constraints: conflict of 
interest, government regulation and limits on specifying in complete detail all the 
terms of the relationship ex ante.70 Two questions, which follow the bargaining 
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elements and constraints, are crucial to efficient contracting. First, what is the 
relationship between the business parties inside the firm? The choice here is a 
function of the governance structure, break-up provisions and incentive mechanisms. 
Second, what is the relationship between the firm and outsiders? This question 
focuses mainly on liability regimes. From an efficiency perspective, business parties 
will bargain into contractual arrangements that offer an optimal combination of 
solutions to these problems.  

To be sure, company law offers standard form contracts that help to economize on 
transaction costs such as drafting, information and enforcement costs. It offers 
models that cover the relationships between the participants inside the firm and the 
representation of the firm in their dealings with outside participants, such as creditors. 
The business statutes act as a set of ‘off-the-rack’ terms upon which business parties 
can fall back upon when establishing the distribution and allocation of powers and 
responsibilities for varying levels of control and commitment. That is not to say that 
company law provides the parties with a set of all-encompassing standard form 
agreements. Given the large variety of business arrangements, it is simply impossible 
for lawmakers to provide a set of default terms that deal with every possible 
contingency. The parties in non-listed companies should therefore also rely on 
carefully drafted and other customized agreements.  

To see this, family-owned businesses are conceived as a nexus of oral and written 
agreements. Whilst such contracts can be costly and difficult to enforce, reciprocal 
commitments and penalties bundled together often proves effective in incentivizing 
parties to invest the necessary resources to achieve an optimal contractual 
relationship. If the relationship should threaten to breakdown, for instance in family 
businesses after the third generation (see Figure 7), the insertion of provisions that 
create ‘mutual hostage’ situations can encourage parties to work through their 
differences. The evidence shows that the most successful family-owned businesses 
employ a variety of contractual-based mechanisms to tie family members for 
generations. Family members who wish to exit usually face serious lock-in provisions 
making it virtually impossible to liquidate their interest in the company. Common 
‘penalty’ mechanisms include the right of first refusal to family members on tendering 
shares, below-market valuations in the case of a share buyback, and restrictions on 
the number of shares that can be sold in a particular period. Conversely, the 
members will create institutions and privileges that function to foster family interests 
and minimize conflicts. Empirical evidence reveals that families anchor their 
members through large charitable organizations that offer employment to members 
not active currently in the business and include decision-making opportunities for the 
children of family members.71 
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Figure 7: Proportion of Ownership by Generation 
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Source: Australian Institute for Social Research, Centre for Labour Research, Towards an understanding of the 
significance of family business closures in South Australia, May 2005. 

 
Other contractual mechanisms in family business charters include the design of 

the board and the composition of its members, the voting rules and appointment 
procedures, the conditions for family members’ participation in firm decision-making, 
their role in the business and succession planning, and the dissemination of 
information and dividends. For instance, Dutch incorporated family firms typically will 
contract around company law defaults by establishing a foundation that issues 
depository receipts to family members to ensure the continuity of ownership. 
Moreover, family members in need of more information and communication 
mechanisms rely on informal key-issue meetings which are convened outside the 
statutory shareholders meetings (see Figure 8). 

Similar contracting problems arise in the context of strategic alliances and joint-
ventures. Joint ventures are owned and actively co-managed by pre-existing 
independent firms that pool resources for specific objectives. Many of these of 
structures are prone to excessive opportunism on part of the joint venture partners. 
First, the independent joint venture partners are often simultaneously competitors 
outside the scope of the venture. Second, since joint ventures usually involve the 
development of a particular product, the average lifespan is usually not very long 
(see Figure 5). Third, joint venture partners mainly rely on renegotiation and 
reputational incentives to worst effects of moral hazard. 
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Figure 8: Example of Governance Structure Family-Owned Business 
 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Adapted from ‘Derde generatie betrekken voor de toekomst’ (Third generation involvement for the future), 
Financieele Dagblad of 23 November 2005. 

   
In their effort to align interests, joint venturers will employ contractual defaults and 

remedies. Indeed, joint venture parties routinely pay for costs to specify their rights 
and duties so as to avoid excessive reliance on ex post adjudication of end game 
and other contractual problems. Specific legal terms are needed for the control and 
management, contribution and distribution of assets and cash, and the valuation of 
human capital, intellectual property and other contributed assets. Parties to a joint 
venture must also address the allocation and control of confidential information, trade 
secrets and corporate opportunities. Generally, joint venture agreements contain 
provisions on reporting and disclosure of financial and non-financial statements. 
Should parties rely on continuing finance, the agreement must include the terms of 
the investment, finance contributed, priority rights, and milestones. 

The most important contractual mechanisms are directed to resolving deadlocks 
and other disputes. Like family businesses, joint venture parties are usually locked-in 
to their investment. The nature of the relationship and the specificity of the assets 
necessitates the provision of contractual ‘divorce’ mechanisms. Ex ante the parties 
will design a number of triggers to protect their investment when the relationship 
comes under strain. Voluntary-winding up provisions are intended, when a deadlock 
arises, to induce parties to negotiate since failure to arrive at a resolution will result in 
the liquidation of the venture. Buyout provisions are inherently difficult to contract for 
ex ante due to the information asymmetries regarding the assets contributed to the 
joint venture. When provisions are agreed, it prevents the dissenting party from 
frustrating the decision-making process. A continuing veto will trigger either a call or 
put option under which a party will have the right to exercise its buyout or expulsion 
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rights. To be sure, buy-out provisions are not entirely without difficulties. Thorny 
calculation issues, particularly concerning the valuation of shares and whether 
payment should be deferred, abound in endgame settings, since the fair value of 
interests is likely to be non-verifiable by courts. Parties to joint venture agreements 
can alternatively choose to adopt ‘shotgun’ or ‘auction’ provisions in which one party 
proposes a price that can be accepted as either the selling or buying price of the 
dissolving stake. Figure 9 displays the Russian roulette mechanism which is often 
viewed as a fair solution to resolve deadlocked conflicts. Either party can offer to buy 
the shares of the other party or to sell its own shares, thereby forcing the other party 
to accept or reverse the offer. The risk of reversal usually induces parties to value 
fairly the interests in the joint venture. However, a business party who has 
information about the other party’s financial situation could act opportunistically by 
offering a too-low price. The Texas shoot-out mechanism (see Figure 10) is a 
variation on the Russian roulette provision with a built-in auction system.  

A review of the above-discussed measures suggests that family-owned firms and 
joint venturers can provide effective contractual arrangements that limit opportunism 
and encourage long-term commitments. Many of the defaults and remedies 
mechanisms that address the governance problems of these types of firms clearly 
specify the rights and duties of the parties involved. Still the evidence suggests that 
unsophisticated parties or businessmen that complete agreements without legal 
advice may be less inclined to consider such contractual obligations and remedies in 
the context of creating their business obligations. Moreover, despite the commitment-
enhancing effects of these provisions, contracting infirmities may persist as these 
mechanisms appear to favour the party with the greatest bargaining power. Finally, 
overconfidence, over-optimism and excitement about the prospects of the venture 
prevent business parties from engaging in contractual planning and contemplating 
methods for addressing future conflicts of interest. Because parties must either trust 
each other or forgo the deal, they often shun tailoring their business arrangement 
thereby intentionally leaving gaps in their contracts. Bargaining theory in law and 
economics recognizes that even if the parties are willing to accept the challenge of 
drafting an agreement and transactions are marginal, information asymmetries and 
strategic conduct may prevent them from bargaining toward an optimal governance 
structure. 
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Figure 9: Russian roulette 
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Source: www.practicallaw.com - Deadlock and termination: international joint ventures 
 

 

Figure 10: Texas shoot-out 
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Source: www.practicallaw.com - Deadlock and termination: international joint ventures 

 
The next section will explain the crucial function of soft law principles and 

guidelines in assisting firms to overcome contractual bargaining problems and the 
uncertainties connected with formation and operation of the business. 
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3.5 Pillar 3: Optional Guidelines 
 

Pillar three examines the optional guidelines needed to foster good governance and 
the management of non-listed firms. The challenge for legal professionals is to 
address the bargaining problems identified so as to facilitate optimal business 
arrangements and governance structures. As follows from the above discussion, 
even if business parties lack the skills and knowledge necessary to enable the 
negotiation and composition of contract terms ex ante, they are likely to eventually 
seek the advice of a sophisticated legal practitioner, who would force them to engage 
in business planning strategies.  

From the perspective of the legal professional, a lawyer’s performance, however, 
does not necessarily have to create higher expected firm value. Even if lawyers are 
willing to draft a comprehensive agreement, the hope of a fruitful relationship might 
be frustrated. The concern to protect clients from all future contingencies may very 
well result in lawyers creating undue delay and introducing complexity into 
agreements, thereby undermining prospects of reaching an optional contractual 
arrangement. That said, it is clear that this situation, which limits welfare, employment 
growth and other society values, will persist unless responsible parties step in to 
create well-considered guidelines for practical use by business parties and legal 
professionals respectively to develop governance structures that offer a workable set 
of beneficial provisions attractive enough to serve as focal point.  

This raises the following questions: Is there a credible role for best practice 
guidelines in improving the contractual governance arrangements of non-listed firms? 
Why are guidelines drafted for the benefit of listed companies not sufficiently robust 
or even remotely appropriate for advising legal practitioners when serving the needs 
of their non-listed sector clients? Does each industry segment require the 
introduction of governance guidelines specific to the industry and its business model? 
Which institution or group is best placed to develop the right set of principles? Do 
national corporate governance committees or industry-based associations ensure the 
creation of optimal guidelines? Having seen that the procedures involved for the 
creation of best practice guidelines creates integrity and awareness for the business 
parties and stakeholders, the question is whether what matters most is the 
substantive variation in guidelines across industry sector or the standardization 
achieved by a general code that focuses on non-listed companies across the board.   

It might be argued that a properly designed single set of standards for listed 
companies are sufficient to evaluate and improve the governance structure of non-
listed companies. Given the flexibility and non-binding nature of the codes and the 
feedback mechanisms which guarantees that firms will have the best standards 
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available, there is little risk of negative externalities affecting either class of firms 
unduly. A compelling argument is advanced by policymakers and practitioners who 
have indicated that the key drivers of effective corporate governance in publicly held 
companies also serve a similar function in their non-listed counterparts.  

Indeed, Figure 11 shows that greater transparency, enhanced shareholder rights 
and more effective board practices are conceived to be equally important in the area 
of non-listed companies. However, because it is unclear when and to what extent the 
corporate governance principles drafted with publicly held corporations in mind 
should be applied to non-listed firms, a ‘one-size-fits-all’ approach may be 
inappropriate for specific types of non-listed companies. At the same time, strict 
corporate governance codes are potentially disruptive to the internal affairs of non-
listed companies leading to costly deficiencies and inconsistencies which reduces 
certainty and value for business. Clearly, the magnitude of the disruption and the 
negative spill-over effects calls into question the salience of this approach. The 
institutions established to counter and limit the managerial agency problem, such as 
fully independent boards as a monitoring technique, are not a priority in family-owned 
businesses and joint ventures. Another problem is that the code provisions that apply 
to listed companies are often silent when it comes to conflicts between members of 
private firms. As Table 3 shows, there are divergent governance strategies for non-
listed and listed firms which calls out for significant adjustments of a one-size-fits-all 
code. 

 
Figure 11: Reforms within a firm’s control, ranked by order of importance 

 
 
Source: ‘McKinsey Emerging Market Investor Opinion Survey 2001’ (published in Paul Coombes and Mark 
Watson, Corporate reform in the developing world, The McKinsey Quaterly 2001 Number 4: Emerging Markets). 

 
To be sure, legal professionals can strive to adapt a code’s provisions to the 

relationship at hand. However, it appears that once the wrong governance doctrines 
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are accepted, these norms are difficult to opt out of. Network theory indicates that 
legal professionals contribute significantly to the ‘lock-in’ effect. If a lawyer drafts a 
customized term that will benefit other lawyers generally, a potential free-rider 
problem can emerge. Tinkering with the codes provisions no matter how flexible does 
not always result in cost-effective adjustments. The possible failure of the newly 
created term ends to confine the individual lawyer to a more traditional role.  

The upshot is that we already can see in practice the emergence of distinctive 
guidelines for privately held companies. For instance, a separate corporate 
governance code for non-listed companies was introduced in Belgium in 2005. 
Experts have already praised the code for its fresh perspective and educative value 
to firms. It is only to be expected that many family-owned companies are considering 
incorporating these recommendations in their organizational structure. While there 
are no studies available yet to demonstrate the beneficial effects of the code, the 
core recommendations were created by a well-seasoned governance committee 
represented by top business leaders and legal practitioners, under the chairmanship 
of Baron Buysse, which were sensitive to the dynamics of the environment in which 
these firms compete. 

 
Table 3: The Anatomy of Corporate Governance – Listed versus Non-Listed Companies 
Note: Adapted from a Table published in Bamford, J. and Ernst, D. (2005), Governing joint ventures, The 
McKinsey Quaterly 2005 special edition: Value and performance. 

 
Governance in typical public 
company 

Additional governance challenges for joint 
venture 

Additional governance challenges for family-
owned firms 

Board composition 

Board members are not 
employed by shareholders; 
represent interest of all 
shareholders equally. 
Independent directors are key to 
proper governance. 

Board members are typically employed by 
one or more of the shareholders, creating 
potential conflicts of interest. Better model: 
appoint at least one outsider director who 
promotes the interest of the JV business. 

Board members are typically family members. 
Better model: include outside directors to 
obtain a mixture of family views and strategic 
perspectives. 

Board roles 

Board focuses on approval of 
major strategic decisions, CEO 
succession, risk management. 

Board must manage conflicts between 
shareholders, secure resources from 
shareholders, monitor transfer prices/parent 
transactions, manage career path of 
management team. 

Boards must set the strategies and goals, 
while taking the special interest of the family 
into account. 

Decision making 

Investors unite in desire to 
maximize shareholder returns, 
manage risks. 

Key decisions (e.g. strategy setting, capital 
planning) require agreement among a few 
large shareholders, which may have very 
different interests, financial constraints, 
view of market. 

Key decisions require the involvement of 
family members. It is important that all 
generations are directly or indirectly involved 
in the decision-making process. A family 
forum could serve as a platform for 
communication and consultation 

Management team 

Management team members are 
accountable to CEO and board. 

Key members of venture’s management 
team (e.g. CEO, COO) are former 
employees of one parent; many likely to see 
future career tied to returning to that parent. 

 

 

Key members are often family members who 
are accountable to the board – which 
preferably consists of family members and 
outsiders. 
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Resource flows 

Venture does not depend on 
shareholders for any operational 
inputs 

Venture depends (at times extensively) on 
one or both parents for key inputs, services, 
business functions (e.g. raw materials, 
administrative support, sales force) 

Venture depends largely on bank and internal 
(family) financing. 

Ownership structure   

Market model of corporate 
governance: widely-dispersed 
shareholders. 

Control model of corporate 
governance: concentrated 
ownership.72 

Shareholders can dispose of 
their shares in the stock market. 

Multi-ownership. Joint venture partners own 
the shares in the company.  

The equity structure is the most important 
and difficult negotiating issue in joint 
venture agreements.73 

Legal professionals are typically against 50-
50 joint ventures, while business parties are 
in favour of equal joint ventures (cf. Figure 
5) 

The challenge is succession planning and 
keeping the next generations involved. 

Shareholder activism   

Measures are advanced to 
encourage shareholder activism 
– electronic voting, proxy voting, 
active institutional investors. 

Participants start as active shareholders. 
Improved governance arrangements should 
enable shareholders to effectively change 
the strategy, scope, financial arrangements 
and operations of the joint venture. 

Corporate governance should create 
awareness among members of different 
generations. Its main objective is to supply 
incentives to educate family members about 
the ins and outs of the family business. 

Deadlock and other conflicts    

Board members owe fiduciary 
duties. Derivative and class 
actions. 

A bundle of reciprocal commitments and 
penalties could prevent deadlocks and 
disputes. Contractual mechanisms, such as 
‘shotgun’ and ‘auction’ provisions, are last 
resort options to resolve conflicts and 
deadlocked issues. 

Business conflicts are magnified by 
emotionally charged familial relationships. A 
family forum (and outside mediator) could be 
used as a bonding place which would help 
resolve conflicts in its initial stages.  

 
Another example is the recent launch of the European Venture Capital 

Association (EVCA) Corporate Governance Guidelines for the Management of 
Privately Held Companies. Designed in consultation with industry experts, the EVCA 
guidelines provide a set of optional measures that focus on the staged investment 
decisions of venture capital and private equity funds and the contractual 
circumstances surrounding these investments. In contrast to family-owned firms, 
these guidelines focus on meeting the governance concerns of venture capital-
backed firms. For example provisions that enunciate the duties and responsibilities 
in relation to the design and execution of corporate strategy are a core feature of the 
recommendations. Indeed, while these guidelines address the responsibilities of 
boards and shareholders, there is no mention of the important role of succession 
planning which illustrates the need to provide standards that are relevant and 
tailored to the organizational features of family-owned firms. Table 3 shows the 
different principles and recommendations in the national-oriented Buysse-code and 
the EVCA’s industry-based guidelines. 
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Table 4: National-oriented and industry-based corporate governance recommendation for non-
listed companies 
 
Role and 
Composition of: 

Buysse Code EVCA 

Shareholders 

Must be active and involved 

Defining the values and vision of the 
company 

Appoint the board of directors 

Establish financial objectives 

Establish the rules of the game (e.g. 
shareholders’ agreement) 

 

Family forum and charter to ensure 
the family interests 

Shareholder rights should be clear for other shareholders in the 
same or other classes of shares and to bondholders 

Active role in strategy-setting 

Bargain for non-legislative information requirements 

Ensure that board members are skilled, experienced, responsible, 
trained, and informed 

Act openly, honestly and with integrity towards stakeholders 

 

Board 

Promoting shareholder involvement 

Decide on strategic matters 

Monitor the tasks of management 
and shareholders 

Appoint managers 

Advise management 

Internal control systems 

Dividend policy 

Protect the interest of the company 

Composition should be balanced and 
independent 

Meet on regular basis 

Consider committees – audit, 
appointment, remuneration, strategic 

Understand and support the business strategy  

Participate in identification and assessment of risk 

Determine appropriate levels of remuneration 

Management agreements to govern the relationships among the 
Private Equity and Venture Capital Investor, board and 
management 

Management 

Execution of corporate strategy Identify, select and adopt an appropriate control framework 

Procedures for risk assessment 

Conduct a review of control activities 

Assess the security, relevance and reliability of business 
information systems 

Ensure accurate, clear and timely communication 

Review the corporate governance framework 

 
Having examined two types of recommendations (industry-based versus national-

oriented) for non-listed companies, the question naturally arises: Which approach is 
the best alternative? Although industry-based guidelines are theoretically better able 
to address some industry specific problems and issues, thereby promoting 
performance and professionalism in firms, national-oriented codes can ensure that 
the principles are more suitably designed to interact with the economic and social 
environment as well as the legal rules and institutions in a particular jurisdiction. We 
can, therefore, not assess with certainty the effect of the different alternatives on 
most firms at this juncture. To be sure, given the diversity of non-listed companies, 
private-ordering and market-based measures (without the influence of specially 
drafted norms) are more likely to provide the sort of mechanisms that are beneficial 



 

 
44 

 

to non-listed companies. However, both sets of guidelines contain provisions – on the 
different ownership and control structures of non-listed companies, the composition 
of the board of management, transparency requirements, accessing outside capital, 
and strategies for succession planning and conflict resolution – that arguably educate 
and train board members and shareholders on becoming competent and reliable 
business parties in both growing and mature non-listed companies. It goes without 
saying that a special set of guidelines induces companies to pay increasing attention 
to the importance of strong and professional governance structures in thriving and 
surviving in a rapidly changing and internationalized world.  

If we accept the idea that corporate governance guidelines for non-listed 
companies could create awareness and provide for stronger governance structures, 
then a proliferation of codes, whether industry-based or national-oriented, is likely to 
further stimulate discussion and feedback leading to the cross-fertilization and 
refinement in the code-making processes. Parallel work by standard-setting 
institutions, such as corporate governance committees and industry associations, 
could be viewed as effective and appropriate because they arguably produce clearer 
and more defined norms that allow a firm to be better able to identify and address 
key factors for its long-term success on the one hand, while introducing standards 
that reflect the ever-changing conditions of the business environment on the other.74 
Moreover, this process serves to limit the effects of lock-in obsolescence when 
codes-producing institutions are engaged in the continuous revision of the 
governance guidelines against the background of economic and social change so as 
to draft up-to-date and successful recommendations. 

There are a number of factors that determine the success of industry-based 
guidelines and national-oriented codes. First, can the recommendations serve as 
ready-made gap-fillers for structuring the relations between members inside the firm 
and external relations? Second, does the application of the code provide a credible 
signal of trustworthiness and creditworthiness, thereby encouraging investment in the 
firm? Third, can investors use the code profitability to screen for moral hazard 
problems? Fourth, does the code serve to bond business parties to a long-term 
relationship with the firm? Fifth, can the code act as a supplement to the monitoring 
devices to verify the financial and non-financial disclosure of firm performance? Thus, 
while this list of factors is not an exhaustive enumeration, it can be seen as the first 
step in the process of creating a robust set of benchmarks to assess the impact of 
these optional measures. It offers an analytical framework that responsive 
policymakers, lawmakers and other standard-setting institutions could rely on when 
devising well-designed and theoretically efficient corporate governance mechanisms 
that meet the contracting preferences of several types of non-listed companies.  
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4. Conclusion 
 
 
 
 
As we have seen, the corporate governance movement has again captured the 
imagination of policymakers, lawmakers, and company executives worldwide. 
Skeptics might argue that it all started as merely a fashion trend among company law 
professors who were inspired by Berle and Means’ book on the Modern Corporation 
and Private Property (1933). In the modern corporation, characterized by the 
separation of ownership and control, the shareholders have lost their direct influence 
and involvement in the firm. As a consequence, managers and insider control groups 
are encouraged to pursue their own personal goals without taking the interests of the 
shareholders, other stakeholders, and society into account. Law professors have 
written extensively on the managerial agency problem, and have recommended the 
introduction of both market mechanisms and legal strategies that mitigate 
opportunism and shirking in listed companies. 

The finance-ridden scandals in Europe and the US further brought attention to the 
importance of governance and provided new momentum for introducing important 
legal and regulatory reforms. Certainly the scandals were not only instrumental in 
moving corporate governance up the policy-making agenda, but also in making 
corporate governance an integral part of the day-to-day decision-making process of 
public firms. Corporate governance is a major political issue, attracting considerable 
attention from policymakers, lawmakers, company executives, shareholders, banks 
and other investors, the media, and legal and financial professionals. To be sure, 
managerial abuses have been around for as long as widely-dispersed investors 
poured their money into risky ventures (such as the Dutch East India Company), and, 
as always, policymakers and lawmakers have attempted to mitigate the underlying 
governance failures and errors. However, the current corporate governance 
movement has tended to overreact by creating too many rules and attempt to 
overprotect (minority) shareholders and other stakeholders. Unchecked, this trend 
could jeopardize entrepreneurship and longer term economic growth. This prompts 
questions about the ‘one-size-fits-all’ mentality of policymakers, lawmakers and 
gatekeeper institutions and the success of ready-made strategies that can be 
detrimental to the operation and development of non-listed companies. 

In this Inaugural Lecture, four developments were described which could usher in 
a new movement towards corporate governance initiatives focused on non-listed 
companies. First, the ‘one-size-fits-all’ and over-regulatory mentality arguably led to 
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some undesired spill-over effects to non-listed companies. Separate reform projects 
could mitigate the ambiguity and spill-over effects related to corporate governance 
issues. Second, since firms cannot afford to ignore the rewards of joint venturing any 
longer, it is important that business parties be made aware of the benefits of 
improved and stronger corporate governance structures. The refocusing of corporate 
governance on typical problems in non-listed companies could help promote the 
performance of joint ventures and strategic alliances. Third, it is widely acknowledged 
that family-owned businesses and start-ups are the backbone of a country’s 
economy.  The typical life cycle of family-owned firms, however, indicates that where 
the first generation establishes the business, the second generation develops it and 
the third generation destroys it. Only companies with strong and professional 
governance structures are able to survive beyond the third generation. It is submitted 
that education and training of family-owned firms is of utmost importance to assure 
the steady and healthy growth of these businesses. Finally, it is only to be expected 
that non-listed firms, which rely heavily on bank finance, would be required to have a 
professional governance structure in place. Separate corporate governance 
discussions could well contribute to the awareness creation regarding the beneficial 
effects of such measures. 

The Lecture then turned to the three pillars that constitute the corporate 
governance framework of non-listed companies. One of the key pillars, of course, is 
company law – which could be viewed as the most important source of corporate 
governance techniques in the context of non-listed companies. Rules on disclosure 
and transparency should enable shareholders to employ legal techniques that secure 
accurate and timely information on the financial affairs and performance of the 
company. In addition, minority shareholders’ interests should be protected by rules 
that restrict managers’ power to act in response to directions given by controlling 
shareholders. More effective lock-in rules, moreover, should ensure both continued 
investment and minority protection. Fiduciary duties, for instance, should play an 
important role in preventing non pro rata distributions. The open-ended duty of loyalty 
arguably provides a safety mechanism to protect investors against the abusive 
tactics of controlling shareholders.  

In this view, courts and other conflict resolution bodies are crucial to fill the gaps in 
the corporate governance framework ex post. However, it was argued that due to the 
difficulty in predicting the judicial outcome, business parties often prefer to bargain for 
contractual provisions that deal with possible dissension and deadlocks ex ante. 
Examples from the area of family businesses and joint ventures portrayed a range of 
contractual arrangements through which business parties could be encouraged to 
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resolve their differences and conflicts before resorting to the more costly and 
uncertain judicial process. 

Yet even when company law rules are sufficiently flexible to enable business 
parties to contract into the desired organizational structure, transaction costs and 
information asymmetries may prevent the emergence of effective and optimal 
governance solutions. While there could be a great appeal to the utilization of 
existing corporate governance mechanisms (designed for listed companies) to 
address, among other thing, the ownership and control structures, the composition 
and operation of the board of management, transparency requirements, accessing 
outside capital, and strategies for succession planning and conflict resolution, this 
Lecture advocated the introduction of a separate approach to the creation of 
corporate governance guidelines. It is important, particularly in view of the need for 
more professionally managed non-listed businesses, to produce measures that are 
sufficiently attractive and coherent from a cost-benefit perspective to persuade non-
listed companies to opt into a well-tailored framework of legal mechanisms and 
norms.  

Thus, such an optional set of recommendations could not only play a pivotal role in 
the awareness creation of the importance of good corporate governance practices, 
but also contain provisions about the benefits of educating and training board 
members and shareholders to become competent and reliable players in non-listed 
companies. Despite the prospective benefits of optional guidelines, empirical 
research is needed to confirm the anticipated productivity effects, discussed earlier in 
this Inaugural Lecture, for non-listed companies overall. In this regard, an important 
starting point for this work would be to analyze the implementation of the recent 
recommendations introduced by standard-setting institutions, such as the Belgian 
Buysse committee and the European Venture Capital Association. Clearly, non-listed 
companies that operate under a well-thought and effective governance structure may 
do better in their business and therefore will be more attractive to external investors.   
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Endnotes 
 
 
1  I would like to thank Joe McCahery for his encouragement and suggestions on the Inaugural 

Lecture, Theo Raaijmakers for giving me the opportunity to pursue my academic career and 

becoming a professor of law and management at Tilburg University. 
2  CEO: Chief Executive Officer; CFO: Chief Financial Officer. 
3  During the internet bubble, important ingredients for market failure were present: (1) corporate 

malfeasance, (2) conflict of interests, (3) lack of oversight and (4) inconsistent controls. Many 

financial crises followed – for instance, Enron, Adelphia Comm., HealthSouth, Worldcom, Parmalat, 

Ahold, Shell, and Vivendi. New internet opportunities combined with opportunism, abundant capital 

investments and reduced transaction costs through online trading caused unrealistic investor 

expectations. The use of off-balance sheet transactions with special purpose vehicles made 

effective supervision almost impossible.  
4  Cf. OECD Principles of Corporate Governance (2004). 
5  Shareholders who are prepared to undertake the financial risk are not necessarily equally suited 

and talented to make the appropriate management decisions about the allocation of the firm’s 

resources. 
6  Rational shareholders have incentives to free-ride on the costly monitoring efforts of other 

shareholders. Attempts to engage in collective monitoring will therefore fail if a few shareholders 

bear the entire cost, but receive only a portion of the benefits. 
7  This figure can be downloaded by using the following link: 

 http://www.encycogov.com/A0BigPicture/1CorpGovProblem/Exhi_1CorpGovProblem.asp 
8  See generally Ferrarini, G.A. (2005), Origins of Limited Liability Companies and Company Law 

Modernisation in Italy: A Historical Outline, in E. Gepken-Jager et al, VOC 1602-2002, 400 Years of 

Company Law, Deventer: Kluwer Legal Publishers: 187-215. 
9  Initially, the Vereenigde Oostindische Compagnie would have a limited lifespan of 20 years – upon 

which the proceeds of the VOC would be distributed back to the shareholders. However, this 

proved impractical and its directors continued the duration of the venture until the end of the VOC 

in 1799.  
10  See De Jong, A. and Röell, A. (2004), Financing and control in The Netherlands: an historical 

perspective, Paper prepared for NBER History of Corporate Ownership conference. 
11  The seventeen seats of the Board were held by representatives of the six cities with a VOC 

Chamber: Amsterdam, Middelburg (Zeeland), Rotterdam, Delft, Enkhuizen and Hoorn. As 

Amsterdam’s Chamber held 8 seats, it ‘controlled’ the agenda-setting and decision-making process 

in the meetings.   
12  ‘Chief participants’ were investors with a significant stake in the venture – more than 6,000 Dutch 

Florins. 
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13  Of course, the governance structure was exacerbated by the fact that long distance and limited 

communication means hampered the conceyance of decisions and information. 
14  The Mississippi Company and South Sea Company were devised by financial geniuses and 

promoted by the British and French governments to buy the national debt of the respective 

countries. The governments granted a charter to the Companies so as to facilitate the issuance of 

shares to the public in exchange for government bonds. The companies held all the debt with 

reduced interest rates (which the governments procured in exchange for generous monopoly 

grants).  
15  Economic theories show that integration of ownership and control limits the benefits of 

specialization in the firm’s decision-making and induces free-riding behaviour among the business 

parties. See, e.g., Alchian, A.A. and Demsetz, H. (1972), Production, Information, and Economic 

Organization, American Economic Review 62: 777-785; Fama, E.F. and Jensen, M.C. (1983), 

Separation of Ownership and Control, Journal of Law & Economics 26: 301-325. 
16  Limited liability was not an automatic consequence of the concept of the corporation as a separate 

legal person. Substantial industrial developments took place under a legal regime imposing liability 

on business parties for corporate debts and obligations. Limited liability emerged in the United 

States around 1825 and in England in 1855 and is a result from lobbying activities by high-powered 

industrial and political interest groups. Before that time firms attempted to obtain limited liability 

protection by employing a variety of devices, such as contractual clauses and insertion of the term 

‘limited’ after the firm’s name. 
17  See Blumberg, P.I. (1986), Limited Liability and Corporate Groups, Journal of Corporation Law 11: 

573-631. 
18  Initially, shareholders could remove board members only for cause. Law has evolved since, and 

most corporate laws around the world permit the shareholders to remove a board member without 

cause. Cf. Cary, W.L. and Eisenberg, M.A. (1988), Corporations, Cases and Materials, University 

Casebook Series, Westbury NY: The Foundation Press. 
19  See Berle, A.A. and Means, G.C. (1933), The Modern Corporation and Private Property (rev. ed. 

1991). 
20  The Securities Exchange Act of 1934 extended the "disclosure" requirements to securities listed 

and registered for public trading on the U.S. securities exchanges. In 1964, the Securities Act 

Amendments extended disclosure and reporting provisions to equity securities in the over-the-

counter market. 
21  For instance, it is argued that the ‘market-for-corporate-control’ adequately aligns the interest of 

managers and shareholders. By providing a constant and credible risk of hostile acquisitions, the 

takeover market creates a powerful incentive for managers to restrain from managerial self-dealing, 

thereby creating shareholder value. A high share price prevents hostile takeovers and the 

subsequent dismissal of the management board members. 
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22  See Romano, R. (2005), The Sarbanes-Oxley Act and the Making of Quack Corporate 

Governance, Yale Law Journal 114: 1521-1606. 
23  Congress introduced the Sarbanes-Oxley Act of 2002 (the Act) in response to the deficiencies in 

the US corporate governance system exposed by Enron. The Act mandates changes in the 

oversight of the accounting profession and requires CEOs and CFOs to certify, on pain of criminal 

penalties, their firm’s periodic reports and the effectiveness of internal controls, the prohibition of 

corporate loans to officers or directors, restrictions on stock sales by executives during certain 

blackout periods, and requiring firms to establish an independent audit committee, of which at least 

one member must be a financial expert. Many of the measures are meant to deter earnings 

management and other forms of opportunism. For example, the certification requirement and 

restrictions on insider trading will certainly strengthen corporate governance, but may also create 

some unintended effects (diminished liquidity in company shares). Other requirements on off 

balance sheet financing and special purpose entities are crucial to limiting balance sheet 

manipulation. The most important changes concern independent audit committees and limitations 

on the provision of non-audit services. 
24  Davies, P.J. (forthcoming 2006), ‘Enron and Corporate Law Reform in the UK and the European 

Community in Armour’ in J. Armour and J.A. McCahery (eds.) After Enron: Improving Corporate 

Law and Modernising Securities Regulation in Europe and the US, Oxford: Hart Publishing. 
25  Communication from the Commission to the Council and the European Parliament, Reinforcing the 

statutory audit in the EU COM(2003) 286 final [2003] OJ C236/2. 
26  Communication from the Commission to the Council and European Parliament, Modernising 

Company Law and Enhancing Corporate Governance in the European Union – A Plan to Move 

Forward COM(2003) 284 final 21 May 2003. 
27  Communication from the Commission to the Council and European Parliament, On Preventing and 

Combating Corporate and Financial Malpractice COM(2004) 611 final 27 September 2004. 
28  See Enriques, L. (2005), Bad Apples, Bad Oranges: A Comment From Old Europe on Post-Enron 

Corporate Governance Reforms, Wake Forest Law Review 38: 911-934. 
29  Report on the proposal for a European Parliament and Council regulation on the application of 

international accounting standards (COM(2001) 80 – C5-0061/2001 –2001/0044 (COD)); Proposal 

for a Directive of the European Parliament and of the Council amending Council Directives 

78/660/EEC, 83/349/EEC and 91/674/EEC on the annual and consolidated accounts of a certain 

type of companies and insurance undertakings COM(2002) 259 final 2002/0112 (COD). 
30  Proposal for a Directive of the European Parliament and of the Council amending Council 

Directives 78/660/EEC and 83/349/EEC concerning the annual accounts of certain types of 

companies and consolidated accounts. 
31  It appears that many jurisdictions attempt to encourage good governance not only via changes in 

their corporation and securities laws, but also through the introduction of more enabling corporate 
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governance codes. Nevertheless, the enabling legal mechanisms that could discipline opportunistic 

behaviour and provide minority shareholders with greater protections might not always be 

sufficient. To be sure, it is submitted that these codes could create awareness around corporate 

governance issues. However, since application of corporate governance codes in practice rather 

than in books is important, it is argued here that a set of principles will not always sort the coveted 

effect of protection. For instance, the judiciary might, for several reasons, be unable to monitor and 

enforce good governance. Because the judiciary is not able to observe and verify opportunistic 

behaviour by shareholders, due to time constraints and the lack of precedents, the legislators must 

occasionally provide an update in order to satisfy demand-side pressures from firms. Professors 

Black and Kraakman – Black, B. and Kraakman, R. (1996), A Self-Enforcing Model of Corporate 

Law, Harvard Law Review 109: 1911-1982 – have developed a ‘self-enforcing’ approach to drafting 

corporation law. They propose a rule requiring shareholder approval for self-interested 

transactions. By offering clear and bright-line rules for an internal approval procedure, company law 

would 1) increase the available information for shareholders, and 2) prevent the need for judicial 

interpretation, which is often unavailable and unreliable. In order to be effective and efficient in the 

long run, the corporation law statute should not only describe and classify precisely the 

transactions that need approval, but also the formal legal procedure that has to be followed. In this 

way, corporation law would be brought into step with prevailing corporate governance values. The 

supply of clear and simple rules will arguable be regarded as value-enhancing (Easterbrook, F.H. 

and Fischel D.R. (1991), The Economic Structure of Corporate Law, Cambridge: Harvard 

University Press). 
32  In re Parmalat Securities Litigation: Master Docket 04 Civ 0030 (LAK) ECF Case, First Amended 

Consolidated Class Action Complaint for Violation of the Federal Securities Laws, United States 

District Court (SDNY). 
33  SEC v Parmalat Finanziaria SpA Complaint p 4. 
34  See Coombes, P. and Chiu-Yin Wong, S. (2004), Why codes of governance work, The McKinsey 

Quaterly 2004 Number 2). 
35  Illustrative for this is the report of the Dutch Monitoring Committee Corporate Governance Code, 

which monitored the operation of the Dutch Corporate Governance Code and its implementation by 

listed companies and shareholders. The Monitoring Committee Corporate Governance Code was 

installed by the Ministry of Finance on 6 December 2004 – approximately one year after the 

introduction of the Code. In its report of 20 December 2005 the Committee concludes that listed 

companies conform largely to the Code’s provisions. However, some argue that the Committee 

conducted its survey by mere “box-ticking” which resulted in a too positive view.  
36  Cf. McCahery, J.A. and Vermeulen, E.P.M. (with Hisatake, M. and Saito, J.) (2006), Path 

Dependence versus Innovation: New Business Organization Law in Japan, working paper. 
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37  In emerging markets and transition economies, corporate governance is still very much orphaned 

as a research topic. What little research there is has a blueprint-oriented approach to devising 

corporate governance codes. The haphazard transplantation of foreign corporate governance 

mechanisms without first assessing the conditions required for their effective functioning is a futile 

attempt to improve a country’s investment climate. In order to be effective, a borrowed legal rule or 

standard must be understood and appreciated by domestic lawmakers, law enforcers and other 

legal and economic actors. See also infra note 40. 
38  See Bebchuk, L.A. and Roe, M.J. (1999), A Theory of Path Dependency in Corporate Ownership 

and Governance, Stanford Law Review 52: 127-170. 
39  See Bratton, W.W. and McCahery, J.A. (1999), Comparative Corporate Governance and the 

Theory of the Firm: The Case Against Global Cross Reference, Columbia Journal of Transnational 

Law 38: 213-297. 
40  Another example of ‘inefficient convergence’ is the worldwide prominence given to the independent 

members of the management board. However, independence of boards is less relevant for 

emerging and transition markets due to the presence of controlling shareholders desiring to run the 

firms. It is argued that best practice principles in these countries should focus on more basic norms 

that help improve the timely dissemination of information and minimize opportunistic behaviour by 

the controlling shareholder. See Coombes, P. and Chiu-Yin Wong, S. (2004), Why codes of 

governance work, The McKinsey Quaterly 2004 Number 2). 
41  EFFECT (VEB-magazine – “Journal of the Dutch investors’ association” – 24 December 2005) 

mentions 10 tricks that firms use to circumvent the code. For instance, (1) firms create their own 

definitions of ‘being independent’; (2) firms state that there are no indications that their internal 

control systems are not effective (Firms do not show explicitly that the internal control systems are 

optimal); and (3) firms tend to use very general and brief statements, instead of giving the detailed 

explanations and descriptions as required by the Code. 
42  See Bamford, J. and Ernst, D. (2005), Governing joint ventures, The McKinsey Quaterly 2005 

special edition: Value and performance. 
43  See Williamson, O.E. (1985), The Economic Institutions of Capitalism, New York: The Free Press. 
44  Lawyers and legal counsel are usually focused on limiting risks and creating future options for their 

clients. This scope is considered to be too narrow in the process of crafting joint venture and 

strategic alliance agreements. Managers argue that lawyers’ concerns about, for instance, (1) a 

broadly defined scope and (2) a 50-50 joint venture are exaggerated. In the managers’ view, these 

elements are needed so as to encourage the necessary trust and independence of the joint 

venture. See Ernst, D. et al (2003), Crafting the Agreement – Lawyers and Managers, in Bamford, 

J.D. et al, Mastering Alliance Strategy, A Comprehensive Guide to Design, Management, and 

Organization, San Francisco: Jossey-Bass: 88-106. See also Lewis, J.D. (1999), Trusted Partners: 

How Companies Build Mutual Trust and Win Together, New York: The Free Press. 
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45  Corporate governance of developments after 2003 are not included in Table 1. 
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