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A Survey of Corporate Governance

ANDREI SHLEIFER and ROBERT W. VISHNY*

ABSTRACT

This article surveys research on corporate governance, with special attention to the
importance of legal protection of investors and of ownership concentration in corpo-
rate governance systems around the world.

CORPORATE GOVERNANCE DEALS WITH the ways in which suppliers of finance to
corporations assure themselves of getting a return on their investment. How
do the suppliers of finance get managers to return some of the profits to them?
How do they make sure that managers do not steal the capital they supply or
invest it in bad projects? How do suppliers of finance control managers?

At first glance, it is not entirely obvious why the suppliers of capital get
anything back. After all, they part with their money, and have little to con-
tribute to the enterprise afterward. The professional managers or entrepre-
neurs who run the firms might as well abscond with the money. Although they
sometimes do, usually they do not. Most advanced market economies have
solved the problem of corporate governance at least reasonably well, in that
they have assured the flows of enormous amounts of capital to firms, and
actual repatriation of profits to the providers of finance. But this does not
imply that they have solved the corporate governance problem perfectly, or
that the corporate governance mechanisms cannot be improved.

In fact, the subject of corporate governance is of enormous practical impor-
tance. Even in advanced market economies, there is a great deal of disagree-
ment on how good or bad the existing governance mechanisms are. For exam-
ple, Easterbrook and Fischel (1991) and Romano (1993a) make a very
optimistic assessment of the United States corporate governance system,
whereas Jensen (1989a, 1993) believes that it is deeply flawed and that a major
move from the current corporate form to much more highly leveraged organi-
zations, similar to LBOs, is in order. There is also constant talk of replacing the
Anglo-Saxon corporate governance systems with those patterned after Ger-
many and Japan (see, for example, Roe (1993) and Charkham (1994)). But the
United States, Germany, Japan, and the United Kingdom have some of the
best corporate governance systems in the world, and the differences between
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them are probably small relative to their differences from other countries.
According to Barca (1995) and Pagano, Panetta, and Zingales (1995), Italian
corporate governance mechanisms are so undeveloped as to substantially
retard the flow of external capital to firms. In less developed countries, includ-
ing some of the transition economies, corporate governance mechanisms are
practically nonexistent. In Russia the weakness of corporate governance mech-
anisms leads to substantial diversion of assets by managers of many privatized
firms, and the virtual nonexistence of external capital supply to firms (Boycko,
Shleifer, and Vishny (1995)). Understanding corporate governance not only
enlightens the discussion of perhaps marginal improvements in rich econo-
mies, but can also stimulate major institutional changes in places where they
need to be made.

Corporate governance mechanisms are economic and legal institutions that
can be altered through the political process—sometimes for the better. One
could take a view that we should not worry about governance reform, since, in
the long run, product market competition would force firms to minimize costs,
and as part of this cost minimization to adopt rules, including corporate
governance mechanisms, enabling them to raise external capital at the lowest
cost. On this evolutionary theory of economic change (Alchian (1950), Stigler
(1958)), competition would take care of corporate governance.

While we agree that product market competition is probably the most
powerful force toward economic efficiency in the world, we are skeptical that it
alone can solve the problem of corporate governance. One could imagine a
scenario in which entrepreneurs rent labor and capital on the spot market
every minute at a competitive price, and hence have no resources left over to
divert to their own use. But in actual practice, production capital is highly
specific and sunk, and entrepreneurs cannot rent it every minute. As a result,
the people who sink the capital need to be assured that they get back the
return on this capital. The corporate governance mechanisms provide this
assurance. Product market competition may reduce the returns on capital and
hence cut the amount that managers can possibly expropriate, but it does not
prevent the managers from expropriating the competitive return after the
capital is sunk. Solving that problem requires something more than competi-
tion, as we show in this survey.

Our perspective on corporate governance is a straightforward agency per-
spective, sometimes referred to as separation of ownership and control. We
want to know how investors get the managers to give them back their money.
To begin, Section I outlines the nature of the agency problem, and discusses
some standard models of agency. It also focuses on incentive contracts as a
possible solution to the agency problem. Finally, Section I summarizes some
evidence pointing to the large magnitude of this problem even in advanced
market economies.

Sections II through IV outline, in broad terms, the various ways in which
firms can attract capital despite the agency problem. Section II briefly exam-
ines how firms can raise money without giving suppliers of capital any real
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power. Specifically, we consider reputation-building in the capital market and
excessive investor optimism, and conclude that these are unlikely to be the
only reasons why investors entrust capital to firms.

Sections III and IV then turn to the two most common approaches to
corporate governance, both of which rely on giving investors some power. The
first approach is to give investors power through legal protection from expro-
priation by managers. Protection of minority rights and legal prohibitions
against managerial self-dealing are examples of such mechanisms. The second
major approach is ownership by large investors (concentrated ownership):
matching significant control rights with significant cash flow rights. Most
corporate governance mechanisms used in the world—including large share
holdings, relationship banking, and even takeovers— can be viewed as exam-
ples of large investors exercising their power. We discuss how large investors
reduce agency costs. While large investors still rely on the legal system, they
do not need as many rights as the small investors do to protect their interests.
For this reason, corporate governance is typically exercised by large investors.

Despite its common use, concentrated ownership has its costs as well, which
can be best described as potential expropriation by large investors of other
investors and stakeholders in the firm. In Section V, we focus on these poten-
tial costs of ownership by large investors.

In Section VI, we turn to several specific examples of widely used corporate
governance mechanisms, which illustrate the roles of legal protection and
concentrated ownership in corporate governance. We begin by discussing debt
governance and equity governance as alternative approaches to addressing the
agency problem. We then turn to a brief discussion of a hybrid form—the
leveraged buy out—which reveals both the benefits and the costs of concen-
trated ownership. Finally, we look at state enterprises as a manifestation of a
radical failure of corporate governance.

In Section VII, we bring sections III through VI together by asking: which
system is the best? We argue that a good corporate governance system should
combine some type of large investors with legal protection of both their rights
and those of small investors. Indeed, corporations in successful market econ-
omies, such as the United States, Germany, and Japan, are governed through
somewhat different combinations of legal protection and concentrated owner-
ship. Because all these economies have the essential elements of a good
governance system, the available evidence does not tell us which one of their
governance systems is the best. In contrast, corporate governance systems in
most other countries, ranging from poor developing countries, to transition
economies, to some rich European countries such as Italy, lack some essential
elements of a good system. In most cases, in fact, they lack mechanisms for
legal protection of investors. Our analysis suggests that the principal practical
question in designing a corporate governance system is not whether to emulate
the United States, Germany, or Japan, but rather how to introduce, significant
legal protection of at least some investors so that mechanisms of extensive
outside financing can develop.
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Finally, in Section VIII, we summarize our argument and present what we
take to be some of the major unresolved puzzles in the analysis of corporate
governance.

Before proceeding, we should mention several important topics closely re-
lated to corporate governance that our article does not deal with, as well as
some of the references on these topics. Our article does not deal with founda-
tions of contract theory; for that, see Hart and Holmstrom (1987), Hart (1995,
part I), and Tirole (1994). Second, we do not deal with some of the basic
elements of the theory of the firm, such as the make or buy decision (vertical
integration). On this topic, see Williamson (1985), Holmstrom and Tirole
(1989), and Hart (1995, part I). Third, while we pay some attention to cooper-
atives, we do not focus on a broad variety of noncapitalist ownership patterns,
such as worker ownership or nonprofit organizations. A major new treatise on
this subject is Hansmann (1996). Finally, although we talk about the role of
financial intermediaries in governance, we ignore their function as collectors of
savings from the public. For recent overviews of intermediation, see Allen and
Gale (1994), Dewatripont and Tirole (1995) and Hellwig (1994). In sum, this
survey deals with the separation of financing and management of firms, and
tries to discuss how this separation is dealt with in theory and in practice.

The last preliminary point is on the selection of countries we talk about.
Most of the available empirical evidence in the English language comes from
the United States, which therefore receives the most attention in this article.
More recently, there has been a great surge of work on Japan, and to a lesser
extent on Germany, Italy, and Sweden. In addition, we frequently refer to the
recent experience of privatized firms in Russia, with which we are familiar
from our advisory work, even though there is little systematic research on
Russia’s corporate governance. Unfortunately, except for the countries just
mentioned, there has been extremely little research done on corporate gover-
nance around the world, and this dearth of research is reflected in our survey.

1. The Agency Problem
A. Contracts

The agency problem is an essential element of the so-called contractual view of
the firm, developed by Coase (1937), Jensen and Meckling (1976), and Fama
and Jensen (1983a,b). The essence of the agency problem is the separation of
management and finance, or—in more standard terminology— of ownership
and control. An entrepreneur, or a manager, raises funds from investors either
to put them to productive use or to cash out his holdings in the firm. The
financiers need the manager’s specialized human capital to generate returns
on their funds. The manager needs the financiers’ funds, since he either does
not have enough capital of his own to invest or else wants to cash out his
holdings. But how can financiers be sure that, once they sink their funds, they



