
Corporate governance is the system of checks and balances that guides the
decisions of corporate managers. As such, it affects the strategy, opera-

tions, and performance of business firms over a large segment of the
economy: corporations during 2001 accounted for 60 percent of U.S. gross
domestic product (GDP). Corporate governance also affects the ability of
those outside the corporation—including investors—to monitor the quality
of management and its decisions and to influence and even control some of
those decisions. This observability, or transparency, can greatly enhance a
corporation’s ability to raise funds from outside investors. It can also make it
easier for other outsiders, including suppliers and customers, to transact with
the corporation, by making the incentives and abilities of its managers and
other employees more clear.

Households increasingly participated in the ownership of corporate stock
during the 1990s. Fewer than one-third of U.S. households—31.6 percent—
owned corporate stock directly or indirectly in 1989. By 1992 that number
had grown to 36.7 percent. More than half—51.9 percent—of households
owned stock as of 2001, the latest year for which comparable survey statistics
are available. The greatest percentage-point increases in household stock
ownership appear to have occurred in groups where it was lowest at the start
of the decade, for example among households with moderate rather than
high levels of income.  

Access to well-developed financial markets accounts for some of the
success that U.S. corporations and their managers have enjoyed in attracting
capital from outside investors. U.S. securities markets are among the best in
the world. Their relative depth and liquidity make it easier for investors to
buy and sell common stock and other corporate securities, and this makes
investments in U.S. corporations more attractive. The relative efficiency of
U.S. securities markets is not the only reason for households’ willingness to
invest in corporations, however. 

To compete successfully in well-developed financial markets, corporations
must win and maintain investors’ confidence. To do this, managers must
provide sufficient information about their firms’ prospects to persuade
investors that they can realistically expect a competitive return on their
investments. This is not always easy, even for a seasoned corporation whose
investment prospects are strong. Part of the difficulty is that managers, 
as insiders, generally know more than outside investors know about the
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corporation, the managers’ competence, and their likely diligence in
managing the investors’ funds. Facing this information disadvantage,
investors demand reliable information about the corporation and its 
management. Specifically, they seek assurance that the corporation’s invest-
ment prospects—and its managers’ competence—are as good as the
managers might claim.

Investors also demand assurance that managers will work diligently in their
interest. It is not generally realistic for investors to expect managers to exer-
cise the same diligence with funds provided by others that they would if only
their own funds were at stake. Thus some costs of delegating decisions to
management inevitably arise when managers go outside the corporation for
funds. These costs of separating ownership from control—what economists
sometimes call agency costs—are not the same for all corporations, because
the importance of managerial discretion in decision making tends to vary
across industries, and among firms in the same industry. Diligent managers
with good investment prospects may thus run the risk of being overlooked by
investors or receiving funds on less favorable terms, if they do not adequately
meet investors’ demand for information. For their part, investors who lack
reliable information can miss out on good investment prospects.

The value to managers, investors, and other participants in corporations
of finding efficient ways to meet this demand for assurance about the quality
of corporate investment opportunities can be high. One solution is for
managers to create systems of checks and balances that shape the conduct of
their corporations and that outsiders can readily observe. Checks and
balances governing the choice of managers and projects, for example, can
commit the corporation, through rules and incentives, to employ more
talented managers and to pursue more promising investment prospects.
Transparent systems for setting management compensation and procedural
safeguards on managers’ actions can reduce the agency costs of delegating
decisions to management. By creating strong systems of corporate gover-
nance, managers can thus improve both the efficiency of their firms and the
terms on which financing is available to them.  

Strong corporate governance generally involves some form of publicly
revealed commitment to whatever checks and balances have been instituted.
This can be critical to meeting investor demand for assurance. Typically it is
not enough for managers simply to claim that they have instituted certain
systems and procedures and promise to maintain them; investors must be
able to verify that those systems and procedures are actually in place and that
the commitment to maintain them is real. This assures investors that these
arrangements are not likely to unravel when they are not looking. 

The standards for strong corporate governance are thus high. Fortunately,
managers of U.S. corporations have a solid foundation on which to build.
Nationwide markets for capital and for management talent, together 
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with a strong legal system and a long tradition of sound internal corporate
governance, provide managers with incentives to innovate and powerful
tools for communicating credibly with outsiders.

One might think that laws and regulations by themselves could provide
investors the assurances they seek. Some researchers have indeed attributed
the comparative success of U.S. corporations in attracting small investors to
the relative strength of the U.S. legal system. The capacity of the U.S. court
system to provide impartial adjudication stands in contrast with what
researchers have found in some other countries. The lack of a court system
that can resolve disputes fairly can limit the willingness of investors—
especially small or unsophisticated investors—to provide corporations with
funds. This may partly explain why, in some other countries, large institu-
tions such as banks play a bigger role in supplying financing to corporations
than they do in the United States, where households play a greater role. The
impartial adjudication of disputes by U.S. courts is something many U.S.
investors may take for granted.

Yet some effective corporate governance solutions have evolved in the
United States without express legal or regulatory guidance. Some contempo-
rary institutions whose existence is usually attributed to certain laws appear, in
fact, to predate those laws. The presence, relatively early in the Nation’s
history, of strong financial markets—such as major stock exchanges—made it
easier for managers to create strong, transparent systems of checks and
balances that did not rely on the courts. Those conditions appear to have
allowed managers and corporations to develop reputations for quality, or to
efficiently rely on the reputations of well-known intermediaries, as means of
providing assurance to outside investors. Finally, legal solutions are sometimes
limited by the fact that contracts are often left incomplete, in the sense that
they do not specify what should happen under all possible contingencies. This
reflects the potentially prohibitive costs of writing agreements down so that a
judge can later verify their existence in the event of a dispute. It is costly not
just to anticipate possible future sources of disagreement, but also to involve
attorneys and other legal experts in drafting provisions to deal with those
eventualities, not to mention any time that might be spent in court.  

The existence of both strong markets and a strong legal system can thus
explain U.S. corporations’ comparative effectiveness in meeting investor
demand for assurance. Market solutions and legal solutions can be substitutes
or complements for one another. Their comparative strengths can change
over time as market conditions change. It would thus be a mistake to view
the advantage of one over the other as absolute. As markets evolve, the effec-
tiveness of legal solutions can change, and with it the comparative advantage
of markets in helping managers more closely align their actions with the
shareholders’ interest and communicate this alignment credibly to investors.
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Accordingly, effective corporate governance in the United States rests on a
foundation with three parts: legal institutions, external market forces, and
internal governance systems that respond to both. The next section of this
chapter explains how these parts work together to enable corporations to
develop systems of corporate governance that are responsive to investors. It
discusses how this foundation permits corporations to make adjustments 
to their corporate governance systems over time, to respond to changing
market conditions. 

This adaptive capacity of U.S. corporate governance has indeed been 
critical to the ability of corporations—and the government—to respond to
recent changes in market conditions. During 2002, corporate managers
faced heightened demand for assurance from investors. At the same time,
allegations of misconduct by some managers and external auditors under-
scored the value of updating some of the laws and regulations that govern
corporate conduct. The alleged misconduct, in part, involved failure to
provide accurate information about corporate financial and operating perfor-
mance. These difficulties—and related, potentially severe harms to investors
and employees—underscored concerns about possible weaknesses in U.S.
corporate governance that had emerged over the past decade. Many corpora-
tions have instituted changes accordingly. It was in this setting—and in light
of the important role that U.S. corporations, and thus U.S. corporate gover-
nance, play in the global economy—that the President in March 2002 called
for meaningful reform.

In calling for reform, the President set forth a plan that applies three core
principles of effective corporate governance: accuracy and accessibility of
information, accountability of management, and independence of auditors.
The plan recognizes the complexity of modern corporate governance systems
and their inherent flexibility. The call for careful reexamination of private
customs and legal rules led to further changes in private sector institutions
and the creation, in July 2002, of the Corporate Fraud Task Force,
comprising law enforcement officials from the Department of Justice, the
Securities and Exchange Commission (SEC), and other government agen-
cies. (Table 2-1 illustrates the stepped-up enforcement efforts of the SEC
during this period and some of the results achieved during the same period.)
It also led, that same month, to the President signing new legislation, the
Sarbanes-Oxley Act of 2002, which the SEC is now implementing through a
series of new regulations being issued in phases during 2002 and 2003. These
changes constitute one of the most significant reforms of U.S. corporate
governance since the establishment of the SEC itself in 1934.

The President’s plan targeted the underlying causes of concern about investor
confidence. The suggestion of a crisis in investor confidence, which captured the
attention of policymakers during 2002, followed a substantial increase in the
number of earnings and other financial restatements—corrections to previously
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issued statements—by U.S. public corporations, dating back to the mid-1990s.
There are sometimes good reasons for corporations to restate earnings. Yet a
Federal agency report noted that financial restatements by large, well-known
public companies “have erased billions of dollars of previously reported earnings
and raised questions about the credibility of accounting practices and the quality
of corporate financial disclosure and oversight in the United States.” The occur-
rence of so many restatements, in combination with high-profile allegations of
misconduct, created an impression that abuses in financial reporting had
become widespread.  

Restatements of financial reports raise concern because they can leave
investors doubting the quality of the restated reports or, worse, those of other
companies that have not issued restatements. Similarly, although relatively
few restatements appear to be linked to management misconduct, innocent
managers can suffer from the perception that a few managers create about
the quality of management generally. The appearance of widespread restate-
ments or misconduct can thus create a misimpression about the conduct of
corporations nationwide.  In fact, most large U.S. corporations have shown
no signs of having to restate their earnings or otherwise warranting scrutiny
from the SEC, the entity charged with enforcing U.S. financial disclosure
rules. This remains true even after investors, enforcement officials, and
managers not implicated in any offenses stepped up their efforts to expose
misconduct, following the President’s call for reform in March 2002. 

During the late 1990s the number of companies that filed earnings 
restatements grew dramatically. After averaging 50 a year from 1991 to
1997, the number of restatements increased to 96 in 1998, 204 in 1999, 163
in 2000, and 153 in 2001, according to one study of certain types of 

Financial fraud and issuer reporting actions filed .................. 103 112 163

Officer and director bars sought ........................................... 38 51 126

Temporary restraining orders filed ........................................ 33 31 48

Asset freezes............................................................................... 56 43 63

Trading suspensions ................................................................... 11 2 11

Subpoena enforcement actions................................................... 8 15 19

Disgorgement ordered (millions) ................................................ $463 $530 $1,328

Penalties ordered (millions) ........................................................ $44 $56 $116

TABLE 2-1.—SEC Enforcement Efforts and Outcomes, 2000-2002

SEC activity FY 2000 FY 2002FY 2001

Source: Securities and Exchange Commission.
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restatements, compiled through a keyword search of news databases. About
10 percent of companies listed on major stock exchanges issued restatements
from January 1997 through June 2002, according to another study using a
similar method. The implication is that about 90 percent of public corpora-
tions, which have been the focus of concern, stuck with their original
financial reports during that period. Moreover, signs of error or misconduct
in financial reporting have not been randomly distributed among U.S.
corporations but rather have tended to concentrate in certain industries.
Earnings restatements have occurred with greater frequency among tech-
nology companies than among other companies, for example. 

The more frequent occurrence of restatements in some industries may
reflect the unusual challenges those industries faced during the second half of
the 1990s. Those circumstances may have created valid reasons for restating
earnings but may also have created new opportunities for misconduct, which
the markets and legislators have moved quickly to correct. Governance struc-
tures themselves also tend to vary across corporations. The different
experiences of corporations in different industries, under different market
conditions and at different times, underscore the importance of exercising
caution before applying any one governance solution to all corporations or
unduly locking corporations into inflexible regulatory solutions.  

The rest of this chapter is in two main parts. The first part surveys the
economic foundation of corporate governance and its reform. Corporate
governance was once solely the province of law: legal scholars and practi-
tioners generated much of what was written on the subject, not to mention
most of the governance advice that corporations received. However, advances
in economic research over the past few decades, primarily in corporate
finance, have shed light on the critical role that corporate governance can and
does play in enhancing corporate efficiency and in increasing the depth and
liquidity of financial markets. The second part of the chapter provides an
overview of recent reforms and their anticipated contribution to the quality of
corporate governance, with special attention to new Federal legislation passed
during 2002. This is followed by a brief discussion of the relation between
corporate governance in the United States and that in other countries, an issue
that is receiving greater attention as markets become more global. 

As empirical research has evolved, its focus has shifted to add richness and
depth to the understanding that economists now possess of how good corporate
governance can promote investors’ interests, corporate efficiency, and economic
efficiency more generally. Two decades ago, empirical economic research into
corporate governance focused on how and whether the entrenchment of
managers might lead corporations to change their internal governance practices
and structures in ways that might benefit the managers at undue expense to
shareholders. More recently, as markets have become more global, research has
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turned to the differences between countries’ systems of corporate governance
and whether those differences have grown or diminished in recent years.

These shifts in focus reflect the evolution of markets and the demands they
place on researchers to provide practical insights and, in some instances,
guidance. The result has been an increase in the scope and depth of econo-
mists’ understanding of how corporate governance systems build on the
foundation that markets and the law provide, as indicated by the discussion
below of some legal rules that appear to undermine the effectiveness of U.S.
corporate governance. Specifically, regulations that may once have had a
beneficial effect now appear to place undue restrictions on investors in their
ownership of stock and their exercise of the rights attached to ownership. As
a related matter, some rules that seek to influence the ability of small
investors to obtain information appear to rest on an incomplete under-
standing of the production and distribution of information, particularly as it
affects small investors. The emergence of economic research on the role of
information and on the economic foundations of corporate governance has
complemented the development of corporate governance policy both in the
private sector and in government. 

Foundations of Corporate Governance 

Businesses that organize themselves as corporations are better able than
other kinds of businesses to raise capital from outside investors. This advan-
tage is supported by corporate law, which allows individuals and
organizations to invest in a corporation without incurring unlimited liability
for the corporation’s actions or bearing the costs of participating directly in
its management, in order to share in the business’s profits. Limited liability
also accounts for the ease with which stock can be traded. When stock is
bought and sold, voting rights typically change hands, and this causes market
forces to affect the outcomes of shareholder votes in ways that do not apply
to other kinds of elections. This transferability of rights distinguishes the
voting rights of stockholders from those of citizens.

Yet strong legal institutions cannot alone account for the success that the
corporation has enjoyed as an organizational form in the United States. When
investors supply external financing, they delegate key decisions about the use of
those funds to managers. The cost of this separation of ownership from control
can be high, to the point of limiting a corporation’s profitable access to outside
financing. Even very detailed provisions in laws and contracts cannot realisti-
cally eliminate this cost: closing all the relevant loopholes in those provisions,
updating them to keep up with changes in market conditions and technology,
and enforcing them against violation would be prohibitively costly. 
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Accordingly, managers and investors can have powerful incentives to
discover or invent other ways to reduce these remaining costs of separating
ownership from control, for if they succeed, the corporation can grow and
investors can participate in the resulting higher profits. However, these costs
can vary markedly across corporations and industries and over time. This
creates incentives for managers and investors to monitor existing solutions
and continue to seek new means of reducing the costs of separating owner-
ship from control.

It is here that the three-part foundation of corporate governance in the
United States becomes important. The first part comprises the external
markets that put pressure on managers to perform, bringing their incentives
more closely into alignment with the shareholders’ interest and creating
incentives for them to develop new strategic or institutional means of
reducing the costs of separating ownership from control. The second is the
internal governance structure of the corporation, which adds a complemen-
tary set of rules and incentives to align management’s actions with the
shareholders’ interests. Finally, the legal system provides investors and other
participants in the corporation’s affairs with a means of impartial dispute
resolution. Related to this is the role that regulation plays in shaping corpo-
rate governance solutions. Some features of contemporary corporate
governance may indeed be built upon preexisting regulations or other legal
rules. The opposite may also be true, however: some contemporary features
of U.S. corporate governance predate modern securities regulation. Market,
legal, and regulatory solutions interact and can complement one another in
aligning the incentives of managers and the interests of shareholders. 

Market-Imposed Discipline: 
External Governance Mechanisms

The market institutions that have emerged in the United States to align
managers’ and investors’ interests tend to complement the legal discipline
that the courts provide. They do this by overlaying a more flexible yet fairly 
standardized system of checks and balances onto the more rigid system of
court-enforced rules and laws.

As U.S. corporate governance has evolved since the mid-20th century,
experts in economics, finance, and law initiated extensive study of how the
sometimes-hidden forces of the marketplace operate on the corporation. The
result is that competition in at least three distinct external markets is now
recognized as shaping the governance structures of corporations:

• Competition in the market for corporate control
• Labor market competition
• Product market competition.
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Each of these sources of market discipline contributes to managers’ incentives
to act in the interests of shareholders. This market discipline in each instance
can take the form of reputational sanctions: managers will bear losses in their
own expected future income if market participants decide to revise down-
ward their beliefs about the quality of the corporation or its managers in
response to unfavorable news about their conduct. 

The pressures of these distinct markets are most readily apparent at
different times in different industries and corporations (Box 2-1). Striking
evidence on the role of external markets in disciplining managers—and in

Box 2-1. Do Bad Bidders Make Good Targets? 

During the 1980s, interest grew in the use of hostile and friendly
takeovers as means of disciplining bad management and of helping to
reallocate management and other resources among competing uses.
Research on this topic indicated that takeovers have favorable or at
worst neutral consequences for shareholders, on average. Yet some
bidders paid higher prices than others. This raised questions about
whether the disciplinary reach of the market for corporate control
might extend to corporations whose managers bid for other firms too
aggressively. The evidence is that corporations whose shareholders
appear most likely to have been harmed by their managers’ overly
aggressive acquisitions are indeed more likely to become acquisition
targets themselves.  After a completed acquisition, managers appear to
face a greater chance of being replaced. Moreover, managers of
targeted corporations often face market discipline whether or not the
takeover bid succeeds. Takeover targets are often poor performers,
and  management turnover appears to occur more frequently after the
defeat of a takeover bid if the target is a poorly performing corporation. 

Merger and acquisition activity can in some instances strengthen
corporate governance by committing the corporation to the issuance of
more debt, ensuring the payout of free cash flow and closer moni-
toring by debtholders. Although research from other countries, such as
Japan, indicates that there, too, the threat of takeover can strengthen
managers’ incentives to act in the shareholders’ interest, evidence of a
well-functioning market for corporate control has been more visible in
the United States. For all these reasons, economists view the market
for corporate control as an important source of management disci-
pline, complementing the beneficial effects of other market forces and
regulatory oversight. Mergers and acquisitions have a useful role to
play in corporate governance. In the market for corporate control, bad
bidders make good targets. 
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reallocating assets among competing uses—emerged in the 1980s, for
example. During this period, changes in technology and in regulation led
many corporations to substitute external financing for internal financing.
This also exposed the managers of some of these corporations to the real
chance of being removed, as outside investors acquired significant amounts
of equity and debt. Helping in this transition was the emergence of indi-
vidual investors who specialized in acquiring companies even against the
express wishes of incumbent management. Many of the so-called hostile
takeovers of the 1980s occurred in a few specific industries such as oil and
gas. The opportunity to improve corporate performance through restruc-
turing made many of these transactions profitable.

Mergers and other corporate control transactions play a valuable role in
redistributing assets among alternative uses. By facilitating competition
between management teams, and between organizational forms, the market
for corporate control continuously affects the structure of corporations and
the way managers do their jobs. Transactions in this market tend to occur in
waves and to concentrate in specific industries, however, largely because the
gains from corporate control transactions often derive from industry-specific
technological and regulatory change, as Chart 2-1 illustrates.

Although managers continued to face pressure from the market for corpo-
rate control during the early 1990s, relatively few transactions occurred, as
data on tender offers in Chart 2-2 illustrate. Economic research at that time
documented some of the other external market forces and internal gover-
nance mechanisms that help align managers’ incentives with the
shareholders’ interest. Evidence on CEO turnover illustrates the contribution
of the labor market toward this alignment.

Managers face the threat that poor performance will cost them their jobs,
independent of the level of activity in the market for corporate control.
Research from the late 1980s and early 1990s indicates that CEOs were
significantly more likely to lose their jobs following poor performance of
their firms than at other times—a reflection of market discipline, in this case
labor market discipline. Board members of companies that violated financial
reporting rules also appear to suffer losses. The number of other directorships
held by its directors appears to decline significantly after a firm is charged
with accounting fraud. Indeed, evidence from a recent study suggests that
individual employees often lose their jobs after their contributions to corpo-
rate misconduct become known. All of this illustrates the practical
importance of the labor market as a source of discipline on management’s
performance, apart from the market for corporate control. 

Finally, product markets are an important source of discipline for managers,
with a lasting and pervasive effect on the conduct of business of all sizes. If
corporations fail to deliver goods and services of suitable quality at a competitive



Chapter 2 |  83

price, consumers will not buy from them. This gives managers powerful incen-
tives to put their efforts into marketing good-quality products at reasonable
prices. Product market competition is so critical to the performance of corpora-
tions that laws have been passed and remain vigorously enforced to prevent it
from being extinguished by collusion or merger. In fact, product markets can in
some instances provide discipline against abuses by corporations against
consumers, in addition to the discipline that the courts provide. 
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Internal Governance Mechanisms
External market forces shape not just management conduct but also the

design of mechanisms internal to the firm. For example, to avoid being subjected
to a hostile takeover or to the threat of a proxy fight, managers have integrated
outside observers into their internal decision processes and have taken other steps
to improve the quality of their firms’ internal governance. They have also divested
assets that have higher value in applications outside the corporation.

Internal features of corporate governance can be difficult to discern from
outside the corporation. Were it not so, managers would not exercise as
much discretion as they often do over the corporation’s choices, and the
agency costs of separating ownership from control would not be as high as
they are. Yet a few features of internal corporate governance are strikingly
visible from without. Examples include the distribution of voting rights
attached to stock ownership, the relation between debt and equity in the
firm’s financial structure, the composition of the board of directors, and, to
some extent, the compensation of managers.

All features of internal corporate governance have the potential to affect
corporate efficiency. Only those features that outsiders can readily observe—
and that managers cannot easily alter—directly affect outside investors’
beliefs about their likely returns from investing in the corporation. Debt
finance provides one example. By taking on a significant amount of debt,
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such as bank debt, managers can publicly commit to having a reputable
lender monitor the conduct of their business more closely and more often
than might otherwise occur. 

The attachment of voting rights to stock provides a means of influencing
the actions of management that is independent of any debt that may exist.
The distribution of voting rights among shareholders is indeed important to
internal governance, as are the rules governing how and on what issues
shares may be voted. By exercising their voting rights, shareholders ratify
managers’ choices about some of the more transparent features of internal
corporate governance, such as the composition of the board. Shareholders’
exercise of their voting power became a focus of economic research during
the 1990s, following changes in State laws that appeared to make it more
difficult for individual large shareholders to unseat ineffective managers.
This period saw growing demand from institutional investors for guidance
on how best to exercise voting rights held as fiduciaries.

Shareholders: Ownership and Control
When a corporation decides to go public, its current investors must decide

what ownership and control rights to retain for themselves and what to offer
for sale to new investors. Going public can, of course, generate substantial
agency costs related to separating ownership from control. Prospective new
investors anticipate these potentially high costs. Their willingness to acquire
stock as part of a new issue accordingly reflects the quality of the steps taken by
the incumbent owner-managers to commit the corporation to a strong system
of internal governance. Research suggests that the value of such a system is far
greater in those industries, and under those market conditions, where the costs
to outsiders of monitoring the actions of management are relatively high. 

One way for the incumbent owner-managers to make a commitment to
good governance is to retain a large fraction of the corporation’s stock. The
effect is to increase the sensitivity of the managers’ own wealth to changes in
the wealth of shareholders. Because the incumbent management has greater
control over the firm’s decisions than do other shareholders, the effect of
increased managerial ownership is to bring the incentives of management,
and thus the actions of the corporation, more closely into alignment with the
shareholders’ interest (Box 2-2).

Observed differences in the concentration of management’s stock owner-
ship across companies indeed appear traceable to differences in the costs of
eliminating barriers to external influence, and the value of doing so.
Managers possess relatively large ownership stakes, on average, in corpora-
tions that operate in volatile markets or in industries where management’s
discretionary actions affect shareholder wealth yet are difficult for outsiders
to observe and evaluate. They tend to possess relatively small ownership
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Box 2-2.Who Owns Corporations? 

In the United States, a corporation’s stockholders are its ultimate
owners. Possession of common stock and related equity securities confers
two fundamental rights of ownership: the right to participate in the corpo-
ration’s future profits and the right to vote on certain decisions of the
corporation, such as the appointment of directors. Stockholders learn what
issues are up for a vote by reading the proxy statement that they receive
by mail before each shareholders’ meeting. Meetings usually occur annu-
ally. These rights are established by State law and reinforced by Federal
laws and regulations, such as disclosure laws, that obligate corporations to
keep current and prospective future shareholders informed.

Well-developed financial markets have allowed U.S. public corpora-
tions to distribute their stock widely. Already in the 1930s, concern
arose that the diffuse ownership of U.S. public corporations might
undermine their efficiency. One study famously expressed the view
that professional managers lacked adequate incentives to serve the
shareholders’ interest, and that shareholders with small ownership
stakes had little incentive or ability to monitor and, when necessary,
intervene to correct the situation. Fifty years later, research into the
market forces and other mechanisms that guide managers’ actions
intensified. This work revealed that top-level managers of large public
corporations owned significant blocks of stock in their firms. 

Indeed, management ownership of stock in U.S. public corporations
appears to have increased since the 1930s. One study reports that the
proportion of shares owned by managers of public corporations actu-
ally grew between 1935 and 1995, from an average of 12.9 percent to
an average of 21.1 percent. This increase appears to have occurred
between the 1930s and 1970s: little change occurred between 1980 and
2001, according to recent research. 

Consistent with the incentive-aligning value of stock ownership,
management’s ownership stake is typically smaller in companies
where management discretion plays a less critical role and where
external oversight is less costly or easier to achieve—this is the case in
static or low-volatility market environments and in heavily regulated
industries. Managers’ ownership of stock in companies in the utilities
industry and other regulated industries is less concentrated than it is in
other industries, on average, and this pattern was present in both 1935
and 1995. This evidence is consistent with the views of many econo-
mists that an important function of management ownership of stock is
to reduce the cost of separating ownership from control by aligning
management’s incentives more closely with the investors’ interest in
ways that outsider investors can readily observe.
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stakes in corporations that operate in less volatile markets and in regulated
industries where managerial discretion matters less to shareholder wealth.
This suggests that management’s stock ownership responds at least in part 
to the market’s demand for an appropriate alignment between managers’ 
incentives and shareholders’ interests.

One alternative to concentrated managerial stock ownership is for one or
more investors who are not managers to accumulate a significant block of
shares. Corporations that have such outside blockholders can be easier to
acquire, because some of the transactions costs of concentrating ownership in
the hands of one or a few investors have already been borne. The presence of
a large blockholder can thus increase management’s risk of ouster due to poor
performance. This can in turn deter shirking and other bad management
practices, even if the blockholder does not directly exercise his or her rights of
influence or control. 

Blockholders who own voting stock in the corporation can, of course,
influence the strategy or management of the corporation directly, by exer-
cising their voting rights. Blockholders have greater abilities and incentives to
exercise these rights than do smaller shareholders, for two reasons. First,
ownership of more voting rights in the corporation gives each blockholder a
greater chance of influencing the outcome of any shareholder vote or related
decision. Second, the entitlement to a greater share of the corporation’s
future cash flows that comes with block ownership can make it significantly
more profitable for an outside blockholder to incur the upfront costs of
seeking to influence the outcome of a vote or other corporate decision. These
features indicate that the presence of outside blockholders can significantly
affect the quality of discipline that managers receive from the market, and
the quality of corporate governance generally. 

Research on corporate blockholders has considered the possibility that they,
like managers, might have idiosyncratic interests that conflict with the inter-
ests of shareholders generally. Concerns that large investors might treat
themselves preferentially have arisen in the context of research into the source
of the premium at which voting stock tends to trade over other, nonvoting
stock, for example. The many different kinds of outside investors that appear
to exist and the nature of their incentives remain to be fully explored by
economic research. 

Suppliers of Venture Capital
Venture capitalists differ from some other stockholders in that they tend to

follow a dual strategy, acquiring large ownership stakes while also partici-
pating actively in the governance of the corporation. Their large stakes can
allow them to capture enough of whatever gains accrue from their interven-
tion to cover the high cost of the effort that successful intervention can
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require. Venture capital investors play a greater role in corporate governance
in countries, such as the United States, where stock markets are relatively well
developed. The presence of such markets makes it easier for venture capital-
ists eventually to sell their stakes to other investors who wish to own smaller
stakes and be less involved in the strategic or the day-to-day decisions of the
corporation. The emerging corporations that make the best use of venture
capital firms’ resources tend to be relatively risky, with high rates of failure.
Thus, when venture capital investments succeed, the returns can be very
high, even though the expected return on any individual investment may be
relatively low. Chart 2-3 illustrates changes in the level of venture capital
activity that have occurred over time in response to shifts in the demand for
the financing and expertise they bring to emerging businesses.

Recent studies indeed call attention to venture capital as a good source of
financing for corporations that face especially great difficulty in credibly
communicating their businesses’ future prospects to potential investors. Such
corporations include those whose value derives primarily from future growth
opportunities and those that have difficulty obtaining loans because they
cannot readily meet the collateral and other requirements of banks or other
lenders. Rather than try to satisfy a prospective lender, such firms often
concentrate equity ownership with the entrepreneur and a venture capitalist.
This may pave the way for some dispersed outside equity ownership. 
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Institutional Investors
The ability of shareholders other than managers to exercise their voting

rights in the firm can also play an effective role in aligning management’s
actions with the shareholders’ interest. During the 1970s and 1980s, institu-
tional investors accumulated equity stakes in U.S. corporations of a size not
seen in the last half-century, as Chart 2-4 illustrates. As their ownership has
grown, so has the visible role of institutional investors in corporations. In the
1980s these institutions—which include pension funds, mutual funds, and
insurance companies—were often seen as passive participants in corporate
governance, and evidence supports this view. This changed during the 1990s.
Yet constraints on the role of institutional ownership have remained. 

For example, the Investment Company Act of 1940 substantially restricts
the ability of institutions to discipline corporate management on behalf of
households and other investors. These restrictions appear to have arisen
from a desire to promote the diversification of institutional holdings and to
limit institutions’ influence over corporate management. Modern economic
research, however, has clarified the conditions that must prevail for diversifi-
cation to be adequate. It appears that the Investment Company Act’s notion
of diversification would not stand up to modern economic theory: the act
requires excessive diffusion of funds across firms without ensuring true diver-
sification. For example, a mutual fund that invests all its assets across a large
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number of software companies would conform to the letter of the act but
would not actually be diversified. The act may thus impose costs on
investors—and on modern corporate governance—without providing coun-
tervailing benefits to investors or to the functioning of the market generally. 

Research has also brought to light the critical role that the prospect of
shareholder intervention in the corporation’s affairs can play in disciplining
management. This valuable discipline can often be achieved without actual
intervention, the necessary condition being that managers recognize the
threat of intervention. The Investment Company Act assures managers that
the ability of institutions to step in and take direct disciplinary action against
any misconduct will be limited. It thereby limits both the direct and the indi-
rect roles of institutions in aligning the actions of corporate managers with
the shareholders’ interest. (Table 2-2 reviews other legal constraints on the
role of institutional investors.) 

Boards of Directors: Insiders and Outsiders
One way for managers to commit to a closer alignment between their

incentives and the interests of their shareholders is to publicly surround
themselves with reputable advisers. They can accomplish this by appointing
to their boards of directors persons known for speaking out in the board-
room and, if necessary, taking action to prevent or remedy managerial
misconduct. Boards serve two important roles. First, they constitute a panel
of knowledgeable people who can offer the CEO timely advice in response to
unforeseen developments in the marketplace that the CEO or other
managers may be ill equipped to address on their own. Second, they can
review the quality of recommendations that the CEO receives from other
members of the corporation’s management. An important challenge in the
ongoing evolution of U.S. corporate governance is to find ways of improving
the quality of the commitment that directors themselves make to act 
diligently in the shareholders’ interest. 

This challenge had already attracted the attention of researchers even
before the events of last year put the issue on the front pages. Because boards
of different companies differ in their composition, researchers have been able
to evaluate statistically whether corporations with certain kinds of boards
tend to perform better or worse than others. The evidence from this research
is instructive, although not as consistent in its findings as the evidence on the
incentive-aligning role of insider ownership. 

One finding of this research is that directors who are not employees of the
corporation may be less susceptible to the internal pressures that can under-
mine managers’ incentives to act in the shareholders’ interest. Research into
what drives CEO turnover, for example, shows that outsider-dominated
boards more frequently terminate CEOs following poor corporate perfor-
mance than do insider-dominated boards (Box 2-3). Other research tells a
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• No more than 2 percent of assets may be in the 
common stock of a single company; no more than 
20 percent of assets may be in equity interests.

• No more than 2 percent of assets may be in a single
company’s preferred or guaranteed stock; at most, 
10 percent of assets may be in common stock.

• For half of portfolio: no more than 5 percent of fund’s
assets may go into stock of any one issuer, and fund
may not purchase more than 10 percent of voting
stock of any company; otherwise tax penalties apply.

• Must get SEC approval prior to joint action with 
affiliate; e.g., a fund needs SEC approval before 
acting jointly to control a company of which it and its
partner own more than 5 percent.

• Must manage assets prudently, and generally assets
must be diversified.  (The “prudence rule” has been
interpreted to require that a person responsible for a
plan retain experts when appropriate, and is a 
significantly higher standard than the business 
judgment rule).

• Must act for the exclusive purpose of providing 
benefits to participants and beneficiaries.

• Traditional pension plans may not acquire any stock
or bonds issued by the company that sponsors the
plan if such acquisition would cause the plan to hold
more than 10 percent of its assets in such securities.

• Must also comply with supplemental rules that 
specifically prohibit potentially abusive transactions
with the plan.

Generally cannot acquire direct or indirect ownership or
control of any voting shares of any company that is not a
bank.  Several important exceptions exist which, for
example, permit a BHC to hold shares of a company:
• That do not exceed 5 percent of the company’s 

outstanding shares, if the ownership does not 
constitute “control”

• Engaged in activities closely related to banking.

• For pension accounts, no more than 10 percent of
assets may be in employer securities.

• Active bank control could trigger liability to controlled
company.

Insurers

Life insurers

Property and
casualty insurers

Mutual funds

Pensions

Bank holding companies
(BHC)

Bank trust funds

State law 
(New York example) 

NY Insurance Law (for 
insurers doing business 
in NY)

Same

Subchapter M of the Internal
Revenue Code

Investment Company Act
of 1940

ERISA:
29 U.S.C. § 1104 (a)(1)(B)
29 U.S.C. § 1104 (a)(1)(C)

29 U.S.C. § 1104 (a)(1)(A)

29 U.S.C. § 1107 (a)(2)

29 U.S.C. § 1106 (a);
1106 (b)

Bank Holding Company Act
of 1956

12 U.S.C. § 1843(c)(6)

12 U.S.C. § 1843(c)(8)

ERISA: 
29 U.S.C. § 1107 (a)(2)

Bankruptcy case law 

TABLE 2-2.—Legal Rules That Shape the Roles of Institutional Investors

Institution SourceRestriction

Sources: United States Code, Department of Labor, Federal Deposit Insurance Corporation, Securities and Exchange
Commission, and National Association of Insurance Commissioners.
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similar story. Firms facing SEC enforcement actions tend to have fewer
outsiders on their boards, according to another study. The appointment of
outside directors also has been associated with stock price increases, even
among companies whose boards are already outsider-dominated, although
companies with more outsiders on their boards appear not to perform signif-
icantly better than other companies, on average. Evidence that outside
directors affect corporate conduct includes one study’s finding that banks with
more outside directors during the 1920s provided higher quality underwriting
services, and that investors recognized this: banks with more outside directors
were found to obtain higher prices than other banks for the securities they
underwrote. These findings are consistent with the view that insider-domi-
nated boards face some of the same incentive conflicts that can diminish the
incentives of the CEO and other managers to act in the shareholders’ interest. 

It would be premature, however, to conclude that shareholders always
benefit from adding outside directors, or that maintaining an outsider-
dominated board is good for shareholders in all corporations. Studies of the
benefits to shareholders of having outside directors sit on corporate boards
have not consistently demonstrated that their presence improves shareholder
wealth. These mixed results may occur because the effects vary from one

Box 2-3.What Incentives Do CEOs Face?

Two important incentives for CEOs to act in shareholders’ interests
come from the labor market and from the provision of incentive-based
compensation. The role of the labor market is apparent in the fact that
CEOs often lose their jobs after their corporations perform poorly: one
study found that departure rates for CEOs at firms with poor perfor-
mance relative to their industry exceeded those at firms with good
performance in all but 3 of 26 years studied. Actual CEO firings can be
difficult to identify, given that underperforming firms tend to quietly
encourage their CEO to leave rather than make a public spectacle of
the event. Nevertheless, proxies for dismissal—such as measures of
departure rates that exclude departures that were likely due to retire-
ment—indicate that job loss is a powerful disciplinary mechanism for
CEOs in poorly performing companies. For example, one group of
researchers found that executives in poorly performing companies
tend to depart at younger ages: 34 percent of CEOs at such companies
left before age 60, compared with only 24 percent of CEOs at better
performing companies. Finally, one would expect underperforming
firms to be more likely to look outside the company in order to break
with the poor management practices of the past. Consistent with this,
research that used press reports to qualify departures as either forced 
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Box 2-3.—continued

or voluntary found that outsiders replaced 49.6 percent of CEOs who
had been forced from their positions, but only 9.9 percent of those who
had departed voluntarily. 

This practice of terminating CEOs following poor corporate perfor-
mance appears to have stronger incentive effects on young CEOs than
on older CEOs who are nearer retirement. This is not surprising: young
CEOs have more future compensation to lose. Corporations appear to
compensate for this. Older CEOs receive pay that is more sensitive to
corporate performance than do younger CEOs, on average. One study
associates a 10 percent change in shareholder wealth with a 1.7
percent change in compensation for CEOs within 3 years of retirement,
but only a 1.3 percent change for those more than 3 years from retire-
ment, for example. The threat of job loss and the provision of
performance-based pay thus appear to be substitute means of
providing CEOs with incentives to act in the shareholders’ interest.

Stock ownership also helps align CEO incentives with the share-
holders’ interest. It enables the CEO to participate in any improvement
in shareholder wealth that may arise from his or her performance, and
it compels him or her to share in any losses. Options similarly allow
the shareholder to participate in the gain, yet with limited exposure to
downside risk. Options became an important part of executive pay
during the 1990s and thus have received special attention during
recent efforts at corporate governance reform. As a form of long-term
compensation, options have some attractive features. Unlike tradi-
tional bonus packages, which depend on accounting-based measures
of profits and corporate performance, the compensation that a CEO or
other manager receives from options depends on the market’s
appraisal of the corporation’s performance. This is reflected in the price
of the corporation’s stock. Specifically, stock options give the holder
the right to buy stock at a set price. When the market price of the stock
rises above that price, the option’s value to the holder also rises.
Option-based compensation, like restricted stock grants, can thus
allow CEOs and other officers to participate in the growth in share-
holder value that occurs during their tenure. 

In addition to helping to align the CEO’s incentives with the share-
holders’ interest, incentive-based compensation can be a good way to
attract high-quality managers, because it rewards talent and effort.
Research on compensation by U.S. banks, for example, reveals that
compensation of bank CEOs tends to be both higher and more sensi-
tive to changes in profits in States where deregulation has occurred;
managerial discretion is arguably more important in such States,
which appears to explain the difference in compensation patterns.
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corporation to the next, for example because market conditions are different
for different corporations. Moreover, it can be difficult for shareholders to
identify the incentives that each outside director brings to the corporation.

To summarize, corporations have sought in several ways to improve the
quality of their board’s commitment to serving the shareholders’ interest.
They have added members to their boards who neither are employees nor
have other business dealings with the corporation—such relationships can
create conflicts of interest and otherwise undermine directors’ incentives to
oppose an entrenched or ineffective management team. The supply of qual-
ified independent directors is limited, however, and their quality may vary;
therefore this strategy is not likely to come without a cost. One way to avoid
unduly trading off quality for independence is to change the procedures that
the board follows, rather than its membership. Boards have tried various
procedural solutions in an effort to improve the quality of their commitment
to shareholders. One is to appoint someone other than the CEO to be the
chairman of the board. Another is to change directors’ committee assign-
ments so that more outside directors are appointed to committees that make
such critical decisions as the setting of CEO compensation and the selection
of the corporation’s outside auditor. 

An alternative strategy would be to enlist an outside organization (for
example, a stock exchange or a government regulator) to monitor certain
specific aspects of the firm’s internal governance. This shifts some of the
burden of monitoring from the board—and from shareholders generally—
onto the outside organization. Yet this strategy, too, has its limitations. Many
of the challenges of designing effective internal governance systems arise from
the fact that it is costly to monitor managers’ actions in a timely manner
from outside the corporation. Outside organizations can face many of the
same obstacles that boards can face in making and enforcing rules to ensure
good management.

Legal and Regulatory Institutions
Strong legal institutions are widely recognized as providing a solid foundation

for economic growth, including the emergence of a strong corporate sector.
Their contribution is seen as twofold. First, solid legal institutions provide a reli-
able, impartial means of resolving disputes. Although parties sometimes rely 
on private means of dispute resolution, such as arbitration, the reliable 
supply of dispute resolution through the courts remains a valuable, if not
critical, input to effective corporate governance. Courts have indeed been called
upon to enforce shareholders’ voting rights, including the right of individual
large shareholders to obtain internal governance reforms, such as changes in
board composition, that may benefit shareholders generally at the expense of
incumbent management. 
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The second contribution of legal institutions is regulation. Securities 
regulation in the United States predates the 1930s. Its evolution accelerated
rapidly, however, after the passage of the Securities Act of 1933 and the
Securities Exchange Act of 1934, which created the SEC and delegated to it
the task of writing and enforcing securities regulations. The Congress simi-
larly authorized the SEC to delegate some, but not all, of this task to
specialized institutions. Stock exchanges, such as the New York Stock
Exchange (NYSE), operate under SEC oversight as self-regulatory organiza-
tions. The SEC has also delegated certain responsibilities for setting and
maintaining accounting standards to the Financial Accounting Standards
Board. Under the Sarbanes-Oxley Act, the SEC is overseeing the creation of
a new organization, the Public Company Accounting Oversight Board,
whose task will be to develop, maintain, and enforce the standards that guide
auditors in their monitoring and certification of corporate financial reports.
An extensive set of laws and regulations has thus arisen to supplement and
complement the role of the market in shaping corporate conduct. Like
private contracts, these rules are enforceable through the courts (Box 2-4).

Information and Disclosure
The central feature of modern U.S. securities regulation is the series of

SEC-enforced rules under which market participants must disclose informa-
tion to the public. Reflecting this fact, the Securities Act of 1933 is
sometimes known as the “truth in securities law.” To the extent that investors
have good information, they can fine-tune their investment decisions,
shifting capital to those corporations that offer more or less risky investment
opportunities, depending on their risk preferences. Better availability of
information allows corporations whose managers do a good job or that offer
low-risk investment opportunities to gain access to capital at a lower price
than other, lower quality corporations or those whose offerings are relatively
more risky. 

In requiring disclosure, securities regulations supplement both the law and
the market forces that create incentives for corporations to keep investors
informed. Corporate managers have incentives to supply favorable information
because, in doing so, they can distinguish themselves from other managers who
lack favorable information to report. Enforcement of anti-fraud laws can bene-
ficially strengthen this signal. Managers and corporations that commit fraud
also risk costly market sanctions and loss of reputation, in addition to any
court-imposed sanctions.

Examples: Does it Matter How Investors Get Information?
Controversy often surrounds regulations that seek to control the produc-

tion and distribution of information. Regulation of information in securities
markets is no exception. For example, the question of whether SEC-enforced



96 |  Economic Report of the President

Box 2-4. Markets, Accountability, and the Enforcement of Rules 

The announcement of a court-imposed sanction can be a dramatic
event, particularly when it is for commission of a white-collar crime
such as the intentional and harmful dumping of toxic substances, or
fraud against a customer or investor. Yet the most important effects of
the court system are hidden. Court-enforced sanctions shape manage-
ment conduct by creating a credible threat to impose punishment,
much as the threat of being pulled over for violating the traffic laws
shapes the conduct of drivers on the road. Good managers, like good
drivers, follow certain principles of conduct not only because they are
good people but also because they know that, if they do otherwise,
they risk being detected by enforcement authorities and subjected to
sanctions. There are indeed two different ways to discourage—or
deter—people from committing offenses, according to economists.
One is to step up detection efforts, so that offenders face higher prob-
abilities of sanction. The other is to increase the total sanction that
offenders receive upon detection. The level of deterrence depends on
the would-be offender’s expected sanction—the product of the proba-
bility of detection and the size of the total sanction. 

The total sanction that corporations—and managers—receive for
detected misconduct depends not just on the courts but also on the
market’s reaction to the news of misconduct. For example, corporations
can bear significant market, or reputational, sanctions for fraud against
customers or suppliers, as when news of fraud against one or a few
customers leads other customers to take their business elsewhere,
possibly driving the offending corporation into insolvency. The size of
the court sanction necessary to generate a given total sanction—and,
thus, the level of deterrence—is of course higher for offenders and
offenses where no market sanction is present. Two types of offenses for
which market sanctions on the corporation appear not to be good
substitutes for court sanctions are environmental offenses that harm
third parties and frauds committed by managers against shareholders. 

Whatever the source and size of the total sanction, deterrence
depends on managers or employees who are in a position to influence
corporate conduct believing that they will be held accountable for any
harms that arise from misconduct, should it occur, with a high enough
probability to deter the offense. Accordingly, recent reforms highlight the
importance of clarifying management accountability and putting more
resources into enforcement. Accountability and diligent enforcement
are necessary for laws and regulations to do their work of promoting
good corporate governance. Economic research has drawn attention to
the fact that the effectiveness of rules generally depends on the effort put
into their enforcement, in addition to the size of the penalty.
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disclosure rules actually improve the quality of information that investors
receive remains a subject of debate among researchers almost 70 years after
the SEC’s creation. One study of the effects of disclosure regulations made
use of the fact that, although access to information was not as good in 1933
as it is now, investors did have better access in those days to information
about corporations whose stock had been traded for many years or was
traded over the NYSE than about other firms. If the new disclosure regula-
tions implemented under the 1933 act had any effect, one would expect that
effect to be greater for new, unseasoned securities and for securities of corpo-
rations that were traded over the smaller, regional exchanges, which lacked
the strong listing standards and the following of brokers and investment
advisers that the NYSE had by then accumulated. That study, which exam-
ined the effects of initial disclosure requirements under the 1933 act,
concluded that there was such an effect: the act’s passage contributed to a
significant decline in the dispersion of securities prices, particularly among
unseasoned non-NYSE securities. 

A growing number of federally mandated disclosure rules have been issued
over the decades since passage of the 1933 act. During the 1970s and 1980s,
economists intensively examined the role of information in financial
markets. They came to understand that information is a kind of commodity:
it is costly to produce and has value to those who possess it. Modern
economic research on the effects of disclosure regulation accordingly
considers not just the effect of requiring disclosure on whatever information
is produced, but also how the requirement to disclose information affects the
incentive to produce information. Contemporary research on the effects of
disclosure regulations thus focuses on how those rules affect the net quality,
or value, of information produced.

The Williams Act of 1968. Evidence on the effect of the 1968 Williams Act
amendments to the Securities Exchange Act of 1934 provides a good illus-
tration of how disclosure regulations can have unintended, adverse
consequences that offset and potentially cancel out the benefit they are
designed to confer. During the 1960s, concerns arose that, in corporate
takeover attempts, shareholders were being pressured to sell, or tender, their
shares without being given enough time or information to make an informed
decision. To address these concerns, the Williams Act introduced regulations
under which acquirers today must disclose certain information, such as 
their intention with regard to the target company, within 10 days of
obtaining 5 percent of any class of a company’s voting securities. This can
enable investors to do a better job of selecting the acquirer from among the
alternatives, conditional on any acquirer making an offer.

Yet research into the consequences of the Williams Act uncovered a more
subtle effect through which the act makes investors worse off. By requiring
disclosure and delay, the Williams Act reduces the value of searching for
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socially valuable acquisition prospects. It does this by enabling others to 
free-ride on an innovative acquisition bid, tendering their own offers and
thereby raising the price that the innovator must pay and reducing its share of
the total value of the acquisition. This is reflected in the increased premium
that acquirers paid to the shareholders of target firms after passage of the act:
from 32 to 53 percent of the pre-offer stock price, on average, over the
ensuing decade. (Related State laws accounted for an additional increase: from
53 to 73 percent of the pre-bid price.) Moreover, these increased premiums
appear to have come at the cost of a reduced supply of takeover bids, as some
(but clearly not all) prospective bidders shifted their resources to other
pursuits. Some shareholders thus appear to have benefited at the expense of
others: those who still received bids after the act was passed got larger gains
than they would have otherwise, yet those who did not receive bids that
would have been offered had the act not been passed got nothing, and a 
valuable source of market discipline was lost. 

Financial Analysts’ Reports. Most recently, regulators have confronted the
fact that some investors—including small investors—receive information
about corporations from financial analysts’ reports. Given the extensive disclo-
sure requirements that corporations already face, it might seem surprising that
analysts’ reports could have anything new and informative to offer. Research
into how stock prices respond to the release of those reports, however, suggests
that they are informative. Stock prices tend to increase when analysts issue
new “buy” recommendations or raise their ratings of corporations, and decline
when analysts issue new “sell” recommendations or lower their ratings. 

Concerns have been raised that some analysts may face conflicts of interest
that could lead to biases in their reports. Conflicts can arise when an analyst
is writing a report on a firm that has done a significant amount of business
with the analyst’s employer or that faces the strong prospect of doing so in
the future. Research suggests that investors tend to take analysts’ affiliations
into account when deciding how to use the information in their reports:
investors appear to place less weight on reports of analysts whose employers
may present them with these conflicts. How and to what extent investors
take into account the potential for conflicts when evaluating analysts’
reports—and the corporate governance context in which analysts prepare
their reports—is an important area of ongoing research. The findings are
expected to shed light on the appropriate direction for corporate governance
reform as it affects the supply of information to investors. 
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Corporate Governance Reform

One of the perennial challenges of running a business is adapting to change.
As businesses have grown in size and complexity, this challenge has grown as
well. To keep up with changes in the marketplace, corporate participants—
including both managers and investors—must confront the demands
associated with new technology, changing consumer preferences, and the
requirements of the public sector. As technology and changes in the structure
of markets in Europe and elsewhere have made it easier to trade across interna-
tional boundaries, new challenges have emerged. Some of these developments
have placed U.S. corporations and the laws and regulations governing them
under relatively close scrutiny over the past decade, as other governments have
turned to the successful U.S. corporate governance system as a possible
template for creating new systems or modifying old ones. The ability of U.S.
corporations to adapt readily to change is critical to their profitability and,
accordingly, their ability to continue operating as independent enterprises. 

The recent reforms of the U.S. corporate governance system are indeed the
latest in a history of dramatic changes going back over a century. These
include changes arising from five distinct merger waves (including those of
the 1980s and 1990s), from the introduction of the SEC in 1934, from the
imposition of constraints on institutional stock ownership through the
Investment Company Act of 1940 and other legislation, and from the
continuing modification of regulations under the securities laws. 

The recent reforms were marked by a speech by the President on March 7,
2002. The President announced a “Ten-Point Plan to Improve Corporate
Responsibility and Protect America’s Shareholders,” calling for a concerted
response to the emerging news that some of the Nation’s largest corporations
had not truthfully reported their earnings and that this would harm
investors, including employees whose pensions were invested in the
company’s stock. This plan applies three core principles of effective gover-
nance: accuracy and accessibility of information, management accountability,
and auditor independence.

The private sector’s response was almost immediate. Individual managers
and investors undertook a careful reexamination of the governance practices
of their corporations; the resulting changes received widespread public atten-
tion in many cases. The most visible private sector initiatives were
undertaken by the self-regulatory organizations whose rules public corpora-
tions must follow as a condition for the public trading of their securities.
Table 2-3 shows how some of the specific initiatives undertaken by two such
organizations, the NYSE and the Nasdaq, implement the core principles
underlying the President’s plan for reform. The table reflects proposals that
were announced between April and June of 2002 and then updated during
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late 2002 and early 2003 to account for SEC-initiated regulatory changes
under new Federal legislation passed during July 2002.

As regulators, self-regulatory organizations, corporations, investors, and
others responded to this call for action, the President in July signed into law
the Sarbanes-Oxley Act of 2002. This legislation provides the courts and
Federal agencies with new tools to strengthen the ability of outside investors
to verify the quality of managerial decision making. The act applies the core
principles underlying the President’s plan. It addresses each of the points of

NYSE and Nasdaq proposals require that listed companies publish codes of business
conduct and ethics and guidelines for corporate governance. NYSE proposal further
requires disclosure of board-approved exemptions.

Nasdaq proposal requires that a press release immediately disclose a going-concern
qualification in an audit opinion.

NYSE and Nasdaq proposals require disclosure of any permissible exemptions to their
corporate governance requirements by non-U.S. issuers.

NYSE and Nasdaq proposals require independent director approval of director 
nominations and of CEO compensation.

NYSE and Nasdaq proposals require shareholder approval of all equity-based 
compensation programs. NYSE further disallows a broker from voting on such plans
without customer instruction.

NYSE and Nasdaq proposals require that a majority of directors be independent
(except at “control” companies) and set a more stringent definition of 
“independence,” which excludes persons with any financial or personal relationship
with the company.

NYSE proposal requires CEOs of all companies to certify annually that they know of no
violation of NYSE governance standards.

NYSE has ability to issue public reprimand letter for companies in violation of its 
governance requirements.

Nasdaq proposal requires independent director approval of all related-party 
transactions.

NYSE and Nasdaq proposals require that nonmanagement directors meet regularly
without management.

NYSE and Nasdaq proposals require that the audit committee have responsibility to
hire and fire the auditor.

NYSE and Nasdaq proposals require audit committee approval of all nonaudit services
of auditors.

NYSE and Nasdaq proposals entail heightened standards of independence for audit
committee members in that compensation is allowed only for board or committee 
service.

NYSE and Nasdaq proposals require financial literacy of all audit committee members
and accounting or financial management expertise of at least one.

Information accuracy and
accessibility

Management accountability

Auditor independence

TABLE 2-3.—Some Corporate Governance Initiatives of NYSE and Nasdaq

Principle Initiative

Sources: New York Stock Exchange (NYSE) and Nasdaq Stock Market (Nasdaq).
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that plan, as Table 2-4 illustrates. In doing so, it accompanies the actions that
many others have begun to take, and continue to take, to strengthen each of
the key elements of a strong U.S. corporate governance system.

1.  Each investor should have quarterly access to information 
needed to judge a firm's financial performance, condition, and risk.

2.  Each investor should have prompt access to critical information.

3.  CEOs should personally vouch for the veracity, timeliness, and
fairness of their companies’ public disclosures, including their
financial statements.

4.  CEOs and other officers should not be allowed to profit from 
erroneous financial statements.

5.  CEOs or other officers who clearly abuse their power should 
lose their right to serve in any corporate leadership position.

6.  Corporate leaders should be required to tell the public promptly
whenever they buy or sell company stock for personal gain.

7.  Investors should have complete confidence in the independence
and integrity of companies' auditors.

8.  An independent regulatory board should ensure that the 
accounting profession is held to the highest ethical standards.

9.  The authors of accounting standards must be responsive to the
needs of investors.

10.  Firms’ accounting systems should be compared with best 
practices, not simply against minimum standards.

Information 
accuracy and 
accessibility

Management
accountability

Auditor 
independence

Pro forma accounting statements must be 
reconciled with generally accepted accounting
principles (GAAP) in company reports.  Material
off-balance-sheet transactions must be 
disclosed in company reports.

Filing deadlines are accelerated.

CEOs and CFOs must verify fairness and 
accuracy of company reports.  Individuals 
committing "knowing and willful" violations of this
requirement are subject to 20 years in prison.

Following a restatement of earnings, executives
must forfeit bonuses, incentive-based 
compensation, and profits from stock sales for
the previous year. 

The SEC may bar individuals from serving as
officers and directors.

Management and principal stockholders must
report transactions by end of second business
day.

The audit committee hires and oversees account-
ing firms.  Companies must disclose whether one
member of the audit committee is a "financial
expert." Auditors disclose all critical accounting
practices to audit committee.

Auditors may not provide any of at least eight
specified services for audit clients and must
obtain prior approval from the audit committee
for any services provided.

The Public Company Accounting Oversight Board
("the Board") is funded by accounting support
fees assessed on public companies.

The SEC will appoint five full-time members in
consultation with the Federal Reserve Chairman
and the Treasury Secretary.

Only two members may be or have been certified
public accounts (CPAs).  The Chair may not have
been a CPA for 5 years prior to service. 

The Board may compel information from 
registered accounting firms and their clients in
some circumstances.

The Board shall include in its auditing standards
the requirement that firms employ GAAP.

The auditor's report to audit committee must
compare company's audit practices with the 
auditor's preferred treatment.

TABLE 2-4.—The President’s Ten-Point Plan and the Sarbanes-Oxley Act

Principle Sarbanes-OxleyTen-Point Plan

Sources: The White House and the Congress.
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Information Accuracy and Accessibility
Virtually all aspects of recent corporate governance reform seek to promote

investors’ timely access to information about the financial performance and
operations of public corporations. Better informed investors can more readily
limit their exposure to losses stemming from the agency costs of separating
ownership from control and can more quickly act to remove underper-
forming managers as warranted. 

The Sarbanes-Oxley Act promotes the accuracy and timeliness of financial
information in several ways. First, the act introduces new disclosure require-
ments. It requires that directors, officers, and principal investors disclose their
transactions in company stock more quickly than before: by the end of the
second day after the transaction, rather than 10 days after the close of the
calendar month as previously required. This enables investors to react more
quickly to the information contained in such disclosures. Indeed, more rapid
disclosure strengthens the capacity of outsiders generally to act on news of
insider trading. The act also requires that corporations make more informa-
tion available about the quality of their internal control structures, including
whether they have special ethics rules in place to guide the actions of senior
financial officers, and whether their board of directors’ audit committee
includes any financial experts (and, if not, why not). 

Financial analysts and auditors are also expressly required to make certain
disclosures under the act. Each must publicly disclose to investors whether any
conflicts of interest might exist to limit their independence from influences
other than the desire to serve the interests of shareholders. This provides an
additional check against any conflicts that might remain even after the other
provisions of the act, and the other reforms accompanying the act, are taken
into account.

Second, the act seeks to improve the effectiveness of the many existing
U.S. securities disclosure regulations by dramatically increasing some of the
sanctions for violating them. In promoting deterrence, these sanctions
complement the higher probability of detection that violators face from
stepped-up Federal enforcement under the Corporate Fraud Task Force. The
act provides for a fourfold increase in the maximum prison term for criminal
fraud—to 20 years rather than 5 years—and an even higher maximum term
of 25 years for securities fraud. Both of these increases in prison terms are in
addition to fines and other, nonmonetary sanctions. Recognizing that penal-
ties cannot be imposed without evidence that a violation has occurred, the
act also increases the maximum sanction for destroying documents, allowing
courts to impose fines and terms of imprisonment of up to 20 years for this
offense. The most severe penalties, such as imprisonment, tend to apply only
to violations found to have occurred knowingly, with the stiffest sentences
reserved for violations that are both knowing and willful.
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Finally, the act creates new rules and institutions that are designed to
shape managers’ and auditors’ choices concerning the accuracy and timeli-
ness of corporate financial reporting. In doing so, the act promotes
compliance with existing disclosure rules, in addition to strengthening
managers’ and auditors’ incentives generally to act in the interests of
investors. (These provisions apply the principles of management account-
ability and auditor independence and will be discussed in greater detail
under those headings.) 

Management Accountability
The second core principle of the President’s plan is the promotion of

management accountability. The managers of public corporations initially
oversee the preparation of the financial reports that their companies file peri-
odically under existing securities regulations. Holding them accountable for
the quality of those reports can thus serve as a further check on their accuracy
and completeness. Management accountability has implications beyond the
quality of financial reporting, however. Managers who expect the quality of
their companies’ performance to become known to investors face more
powerful incentives to serve the investors’ interest.

The Sarbanes-Oxley Act promotes management accountability by clarifying
the roles and responsibilities of various corporate officers, by introducing new
sanctions for managers who fail to live up to those responsibilities, and by
requiring that corporations adjust their internal governance structures so that
outside investors can more readily verify the strength of management’s 
incentive to serve the shareholders’ interest. For example, the act requires that
CEOs and chief financial officers (CFOs) certify the accuracy and complete-
ness of the financial reports that their companies file periodically under existing
securities regulations. The act makes it a Federal criminal offense, subject to
fines of up to $1 million, to knowingly engage in false certification of these
reports. In the extreme case where a CEO or CFO knowingly and intention-
ally provides false certification, the maximum sanction climbs to $5 million. In
case this is not enough to deter false certification, CEOs and CFOs who falsely
certify financial reports are also required to forfeit any bonuses, incentive
compensation, or other gains that they might have received from the company
during the year after the issuance of a false report. 

The act also clarifies the roles and responsibilities of other corporate officers
besides CEOs and CFOs. It expressly charges corporations’ audit committees
with responsibility for overseeing the selection and compensation of the
company’s outside audit firm. As already mentioned, audit committees must
reveal whether any of their members are financial experts, and if not, why not.
A corporation’s attorneys are expressly held responsible for reporting any
evidence they might receive of a violation of the act, a breach of duty, or other
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violation to the chief legal counsel, to the CEO, or to the audit committee or
other independent directors (if other parties appear not to respond to the
information in a timely manner). This increased accountability is supported
by substantial sanctions for violations of rules under the act.

Auditor Independence 
The creation of a special, national board to oversee the auditing of public

companies’ financial reports is perhaps the most visible corporate governance
reform under the Sarbanes-Oxley Act. In creating this new board, the Public
Company Accounting Oversight Board, the act introduces a new check on
the quality of audit services supplied to public corporations whose securities
are listed on U.S. exchanges. The economic role that the board will play in
overseeing public accounting companies is to strengthen the auditors’ incen-
tives to do their jobs properly and with integrity, even in the face of pressure
from managers who might in some instances prefer not to accurately report
their companies’ performance. 

Under the act, the oversight board will promote the independence of auditors
in several ways. To increase the chance of detecting any future misconduct by
auditors, each public accounting firm must register with the board and submit
to periodic reviews of its performance. The board is given the authority to act
upon any evidence of auditor misconduct by undertaking investigations. Upon
registering with the board, each registered public accounting firm agrees to
cooperate with the board’s investigations. Such cooperation includes retaining
audit work papers and other documents for a minimum of 7 years and
providing those records to the board on request.  

When the oversight board discovers evidence of misconduct, it has the
power under the act to impose sanctions. It can impose fines on individual
auditors and the auditing firms that employ them. It can also bar auditors
from supplying their services to any U.S.-listed corporation, temporarily or
permanently. The combined effect of this new monitoring effort and these
newly instituted sanctions is to increase the expected cost of misconduct to
any registered accounting firm or employee. 

The act goes beyond direct oversight of auditing firms, however, to address
the conditions under which external auditors are chosen and employed. First,
a corporation’s choice of auditor must be made by a committee of independent
directors who are not employees of the company and have no relationship with
it other than as directors. This provision is designed to limit the influence that
managers who prepare financial reports exercise over the choice of auditor.
Second, for each of its clients, the accounting firm that does the audit must
periodically assign a new person as the lead audit partner on each client’s
account. Both of these provisions limit the opportunities for collusion between
auditor and client. Finally, registered public accounting firms are no longer
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permitted to sell certain services other than auditing to their audit customers.
This addresses the concern that an auditor might choose to overlook problems
in a company’s financial reports if it believes that the company might reward it
with nonaudit business. Any exceptions to these basic rules must be disclosed
to investors, for example through the filing of reports by the audit committee
with the SEC.

To summarize, the Sarbanes-Oxley Act applies the principle of auditor
independence in two basic ways. It increases the sanctions that auditors can
expect to face if they engage in misconduct, thus encouraging them to comply
with certain professional standards to be set forth by the new oversight board.
The act also recognizes that some forms of compliance rely on the strength of
the auditor’s incentive to serve the investors’ interest. It strengthens this incen-
tive by requiring that public accounting firms and their clients eliminate
potential conflicts of interest by making certain fundamental and verifiable
changes in their business practices. 

The principle of independence is also relevant to the conduct of the over-
sight board. To serve as an effective monitor and enforcer of the supply of
independent audit services, the board must itself be free from conflicts
between the interests of investors and those of specific auditors and audit
clients. Accordingly, the act requires that a majority of the board’s members be
drawn from outside the accounting industry: members must not have
supplied audit services to any client in recent years. The requirement that
exactly two of the board’s five members be drawn from the accounting profes-
sion reflects a tradeoff between the value of specialized expertise and the value
of independence from the possible incentive conflicts that such expertise can
represent. This tradeoff is similar to that which public corporations face in
selecting members for their boards of directors.

Corporate Governance and the Global Economy

The change currently taking place in U.S. corporate governance is but one
wave in a sea of change internationally. This change is shaped in part by glob-
alization, which encourages countries to adopt positive features of 
other systems while retaining the best features of their own. International
competition fosters good corporate governance by favoring the best corporate
governance systems. In many respects, private and public sector institutions in
other countries are moving toward corporate governance systems that look
more like that of the United States—a tribute to the merits of the U.S. system.
At the same time, the U.S. Government recently lifted some of the legal rules
that had previously restricted bank participation in the underwriting of equity,
which has been commonplace in some other countries.
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The growing similarity among different countries’ systems of corporate
governance has captured the attention of researchers interested in how
economic and legal systems interact. Their findings illustrate the importance
of market forces in shaping the institutions of corporate governance, in addi-
tion to their role in guiding the strategic and the day-to-day decisions of
investors and managers.  Researchers have found, for example, that European
and Japanese corporations tend to have relatively concentrated ownership
structures, with a relatively few persons or institutions often controlling large
blocks of shares. In contrast, corporations in the United States and other
common law countries, such as the United Kingdom, tend to have relatively
dispersed ownership, an outcome facilitated by strong securities markets,
rigorous disclosure standards, transparency, and relatively active markets for
corporate control. One study found that, in the United States, only 4 of the
20 largest corporations have a single shareholder who possesses 10 percent or
more of the voting rights on the board; in Germany, in contrast, 13 of the 20
largest corporations have such a shareholder. Yet these differences are
shrinking. Both the value of outstanding stock as a percentage of GDP and
the value of equity raised through initial public offerings as a percentage of
GDP rose substantially in European countries during the 1990s. Over this
period the market for corporate control became more international. One
study reported that, between 1985 and 1999, takeovers involving a European 
party went from 11 percent to 47 percent of the total market value of all 
transactions worldwide.

Meanwhile, in the United States, the enactment of the Gramm-Leach-
Bliley Act in 1999 relaxed previous prohibitions against bank participation in
the ownership of stock. Banks in other developed countries, such as Germany
and Japan, appear to use the information they obtain as lenders to play a more
effective role as stockholders in monitoring corporate management. Banks’
participation in U.S. corporations as both lenders and shareholders may simi-
larly improve corporate efficiency. To the extent investors view increased bank
participation in both lending and stock ownership as committing corpora-
tions to stronger performance, the effect may be not just more efficient
monitoring of management but better investor assurance as well. 

Conclusion

Corporate governance systems, by establishing checks and balances that
influence the decisions of corporate managers, affect corporate efficiency
and, by implication, economic growth. To the extent that these systems are
observable—that is, transparent—to outsiders such as households and other
prospective investors, they can affect their willingness to do business with the
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corporation. Strong managers who seek growth for their corporations thus
stand to gain by creating strong corporate governance systems. In doing so,
they can distinguish themselves and their corporations from others with less
promising prospects. 

Major changes in the legal institutions that support U.S. corporate 
governance occurred last year. These changes and many private sector reform
initiatives illustrate the application of three core principles underlying a plan
for corporate governance reform that the President set forth in March 2002.
These principles are familiar to economists: information accuracy and acces-
sibility, management accountability, and auditor independence. The
Sarbanes-Oxley Act of 2002, by strengthening certain legal institutions,
promotes greater accuracy and accessibility of information and addresses
concerns about the independence of external auditors. The establishment of
the Corporate Fraud Task Force in July 2002, along with new enforcement
initiatives by the SEC, acts on the principle of management accountability
by subjecting offending managers and their organizations to a higher proba-
bility of getting caught and greater sanctions when they do get caught. The
Sarbanes-Oxley Act further strengthens management accountability by
allowing the courts to impose stronger sanctions on white-collar offenders
and instructing the U.S. Sentencing Commission to update related
sentencing guidelines to ensure their consistency with current information
on the seriousness of the offense and with the new statutory increases in
maximum sanctions.  The act indeed implements each of the 10 points of the
plan for reform that the President articulated in his March speech. 

Perhaps the most important reforms along the lines of the President’s plan,
however, have occurred in the private sector. Many managers—and manage-
ment teams—have instituted improvements in the internal governance of
their corporations; their actions are apparent in numerous press releases and in
disclosures to the SEC. The appropriate reform for each corporation ulti-
mately depends on the specific market conditions that it faces. Changes
specific to individual corporations include replacement of top managers and
auditors and adjustments in the compensation of top management and how it
is reported. More dramatic and far-ranging are the proposals by the NYSE
and the Nasdaq to tighten the standards that public corporations must meet
in order for their stock to be listed and traded on those markets. Some of these
proposals follow early action taken by the Chairman of the SEC to request
that these and other private self-regulatory organizations revisit and revise
their standards in early 2002, following the President’s call for reform. The
SEC and other Federal agencies will implement reforms under the Sarbanes-
Oxley Act in phases over the next several years.

U.S. managers, investors, and regulators are thus embarked on making
changes to U.S. corporate governance of a scope not seen since the creation of
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the SEC itself. The current push for reform will make use of new knowledge
gleaned from recent events and will apply this learning toward improving the
quality of managers’ and board members’ commitments to act in share-
holders’ interest. Despite their scope, however, these changes do not
fundamentally depart from the evolutionary process that U.S. corporate
governance has followed over the past century. The fundamental building
blocks of corporate governance remain unchanged.

Competition will continue to shape the evolution of  U.S corporate gover-
nance. This competition will affect different corporations differently,
depending on the nature of the markets in which they operate. Many of these
markets have become more global in recent years, and this globalization will
continue to place pressure on managers, investors, and public officials to
confront the issues that changing markets and technology can raise. The
capacity of individual corporations and of the Nation’s markets and public
sector institutions to promote increasingly effective resource utilization will
depend on their continuing success in committing corporate managers to act
in the best interests of shareholders and other investors, so as to limit the
agency costs of separating ownership from control. In so doing they will
continue to foster the efficient growth that the corporate sector of the economy
has enjoyed through its ongoing access to deep and resilient financial markets.


