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Abstract

Three main governance perspectives exist. It ficdlf to integrate them, since
they consider the nature and functions of the firmdissimilar ways and

originate different governance choices. The fir§ttloese is the standard
shareholder value analysis, which concentrateshencbnsequences of the
separation between ownership and control and otraciincompleteness.
With dispersed ownership, the crucial problem ofpooate governance is to
give shareholders proper incentives to supply fiwite capital. The solution is

to allocate control rights to shareholders, mak®rimation standardized,
transparent and free and rely on the market fqpaate control. The second is
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the stakeholder interest perspective according kichy the firm includes
different stakeholders who have to implement sornmal lof firm specific
investment. The firm is seen as a coalition of etght competences,
capabilities, roles and interests and corporateeg@mnce is concerned with
how the allocation of residual rights of controldifferent stakeholders affects
economic performance. And thirdly is the (post-)$opeterian innovative
firm perspective, which concentrates on the govereaf the process through
which resources are developed as well as utilinetié economy. A system of
corporate governance supports innovation by gengréihancial commitment,
organizational integration and insider control.

KEYWORDS: Corporate governance, shareholders, stakeholders/ation

JEL classificationD23, G34, P12

Thefirm and its governance

While standard economics supposes that the econ®rog-ordinated by the
price mechanism — hence no explicit governancelenolis involved — Coase
has convincingly proved that this description idyopartial. Once the price
mechanism is insufficient to co-ordinate decisioaking and hierarchies play
an irreplaceable role, corporate governance comesheé forefront. The

literature following from Coase’s path-breaking trdrution splits this problem

into two parts: a) how are the firm boundaries debeed? and b) given those
boundaries, how are the different constituentsheffirm co-ordinated and the
residual income allocated or, in one word, how dvegnance? Within this
framework, the dynamic aspects of the issue selfioch mention, let alone

proper treatment.

By corporate governance is meant, in general tethes,way in which the
crucial components of the firm are organized, adirated, and motivated to
contribute to the common goal and to adapt to chambis has basically to do
with the definition and allocation of the decisiovaking power and control
within the firm: who has the power to decide wiidiis in turn determines the
allocation of the residual income. Decision-makipgwer implies rights
(property rights, to begin with) and determinesiatut The latter may be
defined in contracts or in other ways (e.g. theyp t& determined by the
economic value of reputation, by tradition or byetit and violence). However,
decision-making is not enough and governance misst deal both with
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motivations, incentives, organization and co-ortoraof those who have some
particular relation to the firm, and with the presef change.

Determining which is the best solution to the cogbe governance problem is
not a simple matter, since it is not clear whioh thie relevant boundaries of the
firm. First, the firm includes a variety of actoexjuity (shareholders) and debt
(creditors) investors, suppliers of venture caphiabrds of directors, managers,
offices, subsidiaries, affiliates and represenéstjvemployees, the state,
different kinds of other stakeholders (such as Beygp buyers, local
communities and governments, etc.). Each of thesmrs has rights,
preferences, and decision-making powerjure or de facto In short, each of
them influences the firm performance and value o8écthe boundaries of the
firm are ever changing following adaptation to aoffiag environment
(economic, social, political), the balance of bamgesy or decision-making
power within the firm, modification in laws and rdgtion, or the changing
relative prices of production factors.

Although already known to previous scholars, sushdam Smith, the modern
idea of corporate governance started with Berle sieéns (1932). In their
classical work, they celebrated the decline oftthditional family ownership.
With the development of large multi-divisional corptions the key player
became salaried managers and multi-divisional catgms were run
according to the staff-and-line principfe.

The autonomy of managers took substance in twergifit ways. In the United

States, the power of managers co-existed with dispe patterns of

shareholding. This was indeed the basis of separafi ownership and control.
In Germany and most of continental Europe it wassishareholding among
firms, the silent support of bankers and, in somentries, the assent of the
Treasury and/or the Ministry of Industry that gexhtmanagers freedom of
maneuver.

Although direct support and control was easy tdarpand how it worked via
voice easy to understand, more controversial was dase of dispersed
ownership. The theoretical answer was given in 1B&0s with the agency

2 Since then many economists supported a wrongsthesinely that the widely held corporation is
the norm in developed capitalist countries. Thad thesis is closer to be the exception than the
norm became clear much later, at the end of theucgnwhen comparative research became
possible thanks to greater availability of data (Rarta et al., 1999). However, it is undisputed
that widely held corporations play a role in nata@rand the international economies that goes
well beyond their number and contribution to empient or GDP.
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theory (Jensen and Meckling, 1976). However, thectlicontrol of managers is
not without problems. While with dispersed ownepshianagers may be risk
prone if not sufficiently controlled and may frader on the owners’ resources,
with concentrated ownership managers are underditeet and continuous
control of powerful owners. This may attenuate mh@nagers’ willingness to
innovate and take risk. The solution lies in thecamtrated ownership itself.
When powerful owners put all or most of their egg®ne basket, they have
great interest in the basket being effective arfitient in protecting their
interests. Since withdrawing investment from onetipaar firm in illiquid
markets may be very costly, they are interestetieniong-run performance of
the firm.

Grossman and Hart (1988) went beyond the agencyamagon trying to
generalize the optimality of a pure market solutibBrom their point of view
the problem of corporate governance descends fhene¢onomic impossibility
to write complete contracts. Contract incompletenggves the parties
bargaining power and a certain degree of discredimh opportunities for free
riding over the quasi-rents generated by the fibrscretion in incomplete
contracts renders important the allocation of memlidrights of control in
unspecified contingencies. This allocation is dedisthrough corporate
governance, which includes the set of conditionat tehape the ex post
bargaining over the quasi-rents generated by a\fiith incomplete contracts.
Since capital is more difficult to control when siiaolders are dispersed and a
substantial part of the managers’ investment im fapecific, shareholders are
the prime candidate for the allocating of contrights: to convince them to
enter the firm and remain loyal.

The standard analysis of corporate governance sumedaso far is somehow
at odds with history and reality, and separatesettanation of distribution

from production. It disregards that the integratmntransactions in the firm

brings bargaining under the corporate umbrella, rmmmanagers, not owners.
In fact, the integrated firm comprises two tiersagfency relationships: at the
top between corporate headquarters and investars,balow that between
corporate headquarters and division managers. @lerstand the effect of this
integration, one must study the bargaining proceasaong the two latter kinds
of agents (Bolton and Scharfstein, 1998) The stahdmalysis also has
difficulties in explaining two crucial developments the ageing of population
and the increasing role of institutional investamsa globalizing economy

(Aglietta, 2000); and b) firms depend increasingly highly qualified and

possibly scarce human capabilities and knowledge.
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The eclectic theory of the firm has tried to anaelgprporate governance in this
more complex way, attributing particular relevancehe role of stakeholders.
It describes the firm, particularly in advanced ustties, as a coalition of

different competencies and capabilities where $takkers must implement

long-term firm-specific investment. According taththe allocation of residual

rights of control appears necessary in order toidavihe danger that

shareholders and managers free ride on that ineest(Ragano and Rowthorn,
1997). In fact, if that investment is not protectsthkeholders would not invest
and the firm performance and value would sufferseguiently.

These explanations leave the door open for intercpudifferences in

corporate governanceThe important line of analysis of “law and finahce
explains these differences by the nature of thallsgstems (cf. e.g. R. La
Portaet al. 1999, A. Shleifer and Vishny 1997): the legal origxplains

differences in corporate law and the level of ingesprotection, hence
differences in financial arrangements and ownershipncentratiof.

Differential access to finance and capital costlo¥g that in turn determine
corporate behaviour and consequently corporateopeaince. The different
types of corporate governance are adaptationdferetit legal origins.

According to a different point of view, differerggulatory environments — that
are necessary to determine the rights and obligataf market participants,
hence their opportunity costs and incentives - magult in dissimilar
institutional settings (market imperfections) oftfar markets. These originate
different kinds of market inefficiencies and conseuntly distinct modes of
organizing factors, markets and different requiretee for corporate
governance. From this, variety of corporate goveceasystems descends
(H.M. Dietl, 1998 presents such an interpretationoerning capital markets).

Another explanation comes from Tylecote and Cor({@889), who find that

there is a clear dynamic relation between the im@dsstructure of a country
and its system of governance. This is so becawseffective governance of
innovating firms requires capacity to deal with thevelty, the visibility and

the appropriability of innovation. Since these peofs vary among industrial
sectors, there is a direct relation between govemand a country’s industrial
specialization.

3 These differences are clearly shown in the fingliofjapplied research. Cf. Chew (1997), Hopt
and Wymeersch (1997), La Porta et al. (1999).

4 However, according to Pistor et al. (2001), thipkanation does not survive careful historical
analysis.
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Keeping these questions in mind, we will distinguihree perspectives of
corporate governance. Firstly, the shareholdensevphradigm, which sees the
participants to the firm activity as antagonistsl dheir goals as conflicting.
Consequently, the corporate governance problembeaproperly solved — in
the sense of maximizing the value of the firm dmelincome and wealth of its
owners - only if one party controls the firm. Sirtbe firm operation depends
on the supply of capital, this party must be tharsholder, supplier of capital.

Second, the supporters of the stakeholders intefgsint of view, who have a
more complex, yet less linear and possibly lessrags, but certainly more
realistic conception of the corporate governanablem. They maintain that
the performance of the firm depends on the padtap of all parties involved
in its activity. Giving all the power to one of tparties decreases incentives for
the other parties. Overall performance may sufé@sequently.

The two stances start from radically different véesf the firm. They also have
different economic systems in mind and a diffei@miception of the corporate
governance problem. They also originate differenbvices. However, both
theories agree on the core of the corporate gomeen&sue: the existence of
residual returns that cannot be attributed to ttoelyctivity of any individual
factor and the need to govern their allocation.pBoate governance, then, is
concerned with the allocation of these residualrret, although the theories
differ remarkably as to whom the property right®ioguch stream of income
should be allocated. This difference descends ftioendifferent view of the
production process upon which the two theoriesbased, and in particular the
role of different parties within the firm and howah party affects corporate
performance.

Both theories disregard the question of how thessduals are generated
through the development and utilization of resosraad of who contributes
these resources. This question is at the centtbeothird view of corporate
governance. Although this is definitely a minoritiew and is still largely
undeveloped, it deals with the fundamental probt#nmnnovation: corporate
governance is a fundamental device to stimulate samqport the innovation
process within the firm (the “innovative firm”). toes so by generating three
conditions: financial commitment, organizationalteigration, and insider
control. In combination, these conditions suppaigamizational control, in
contrast to market control, over the two criticaputs to the innovation
process: knowledge and money
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The next three sections present the basic featofeshe three major

perspectives on corporate governance: the stargtemdholder value (section
2), the stakeholder interest (section 3) and thevative firm (section 4). Some
comparative considerations on the three paradigmelade (section 5).

The shareholders value paradigm

This paradigm is characterized by a narrow andcsttance of corporate
governance. It is narrow because it considers onty players in the firm:
owners and managers. It is static because it acedysdwith finding the relation
among the two players that is the most proper tsymuthe efficient allocation
of resources. Corporate governance includes thef senditions that shape the
ex post bargaining over the quasi-rents generayed Brm with incomplete
contracts (Grossman and Hart, 1998). The probleprimarily rooted in the
separation of ownership and control in a firm cdaséd as a nexus of
incomplete contracts and concerns incentives tetppliers of equity capital.
The crucial reason for this particular concern titts type of investors is that
capital is more specific (or more liquid) and tHere more difficult to control.
More precisely, shareholders’ returns are regardedincentives for risk-
bearing and waiting (instead of consuming).

As equity investors, they are the only economiom@ctvho make investments
in the corporation without any contractual guaranté a specific return.
Therefore, they have an interest in allocating coate resources to their best
alternative uses to make the residual as largeoasilge and minimize risk
(Fama and Jensen, 1983). The mobility of their stwent requires that
corporate governance guarantees the maximizatishafeholder value. This
will result in superior economic performance fdrtae participants in the firm
and also for the economy as a whole.

The separation of residual risk-bearing from manag# permits optimal risk
allocation in the firm. This separation and spér#ion of decision
management and residual risk bearing forms the@geroblem and concerns
the divergent incentives and interest of decisiganés and residual claimants.
This situation originates agency costs, which idelthe costs resulting from
managerial discretion to act other then in the bastest of their principals,
and the costs of monitoring and disciplining mamagde prevent the exercise
of that discretion.

® Oliver Williamson (1985) accepts this idea thatrpmrate governance should be used to
guarantee equity investors, since they miss altereaanechanisms to protect their investment —
as other stakeholders do.
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The paradigm of shareholders’ value is both histdly and empirically
questionable (Lazonick and O’'Sullivan, 1997a, 1997Rather, these
shareholders invested their money in the securitigsed by enterprises that
were successful thanks to investments in produdisgets that had already
been made. In the US, for example, this is reftbatethe fact that the market
for industrial securities only came into existeatéhe turn of the last century,
owing to decisions to 'go public' made by a numbé&rowner-controlled
companies that had grown to commanding positiorthinvitheir respective
industries since the 1860s (Chandler, 1977; Lazani O'Sullivan, 1997a).
Once a firm was soundly established and generatesteady stream of
revenues, earnings and depreciation allowancesmeedthe most important
sources of finance. The main role of the liquidcktmarket, then, has been to
enable original owners of successful firms to épdrtially) their firms, while
continuing to control resource allocation. Empirieaidence also calls into
question the risk-bearing justification for shareleo returns. The presence of
limited liability and the reality of incomplete cwwacts for all suppliers of
inputs to the corporate enterprise render quedilenthe assumption that
shareholders bear all the residual risk.

In agency relations, the competitive market processcharacterized by
numerous contingencies that cannot be speciiedinte This originatesex
ante incompleteness and indeterminacy of relations amomgers and
managers. The ultimate outcome is general uncéyttiat would prevent the
existence of the firm. In particular, discretionwa advantage managers, who
do not contribute capital to the firm. To avoidsthidanger, the solution is
twofold: a) the allocation of property rights anolwer, and b) the stipulation of
(incomplete) contracts based on those propertygigh

This solution is complemented by: a) the use of pemsation contracts to
create managerial incentives to act in sharehdldetsrests, a solution that
leads to less than optimal risk-sharing (Murphy83;9Bakeret al, 1988;
Jensen and Murphy, 1990; Hart, 1995); b) other meisims for governing
corporations, including boards of directors, prdights, large shareholders,
hostile takeovers, and corporate financial str@gidensen and Ruback, 1983;
Jensen, 1986; Scharfstein, 1988; Jensen, 1988;s@aws and Hart, 1988;
Morck et al, 1989).

The efficient allocation of property rights is bdsen the fact that in a public
company owners (shareholders) are dispersed. Utidese circumstances,
rational shareholders abstain from firm-specifiweistment, giving up any
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possibility to control directly the use of theivestment. If managers free ride
on resources and exploit shareholders, the latialksoption is to exit, but this
would mean a loss in their capital value

In a firm, managers invest their knowledge anditghtib run the firm and take

decisions, but they do not implement any investro¢ieapital. Therefore, their

investment is largely firm-specific. If managersulb perceive that their firm-

specific investment could be jeopardized in somg (gag. shareholders would
dismiss them before they recovered the value df itheestment) they would

abstain from investing. Therefore, a rational dolutis that managers run the
firm, since this is the best guarantee in publien§ that they will not be

expropriated of their firm-specific investment.

With incomplete contracts, managers keep discretiinich is a powerful

incentive to accumulate further firm-specific intraent. Following this

investment, managers have a substantial informaltavantage granting them
effectively some residual rights of control. Theluon can be found by
stipulating incomplete contracts based on a progication of residual

property rights. These would allocate shareholdegkts over the flow of

income deriving from unspecified contingencies.this way they would be

compensated for running a risk without the protectif complete contracts.

Therefore, the firm is considered to be a nexumocdmplete contracts based
on well specified and enforceable property rigManagers are strong because
of their firm-specific investments and the advaetghat these originate in
terms of residual discretion. Weak owners diversifig shift their investments
among different firms according to their short-agivantage. Exit or the threat
of exit is their weaponEx antecontracting among shareholders and managers
concerns not the unknown features of unspecifiedtingencies, but the
allocation of property rights in unspecified coggémcies, thus keeping low the
costs of contracting.

Discretion in incomplete contracting makes the cteon of residual rights of

control in unspecified contingencies important ingufficient. In fact, it leaves

untouched two specific problems associated withetkecution of shareholder
control: a) free-rider problems due to dispersiérownership, and b) lack of
managerial initiative due to direct shareholdertamnDispersed shareholders
have no interest in undertaking the action thatisded to control managers.

Direct shareholder control avoids the free rideshbem, but may discourage
initiatives on the part of managers or may addteasinitiative towards actions
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that do not maximize the value of the firm (or teatn may decrease it). In
fact, being dispersed and mobile, shareholders havimterest in supporting
actions that would produce an outcome in the lamgand whose opportunity
cost would be high. Important growth opportunitaas then lost for the firm
and the economy.

However, the market provides, with some externfd,refficacious solutions to
these problems. We can distinguish one main solusapplemented by two
additional ones. In the first solution, sharehaddexercise effective control
through a) the market for corporate control whemenship is dispersed, or b)
the shareholders’ influence via the board of doext when ownership is
concentrated.

The market for corporate control is based on thi eption of dispersed
shareholders, the perfect transparency of this edadhare prices reflecting
perfectly the value of the firm and including alavant information, which is
public and symmetrical. When shareholders perctiae the firm is run less
than properly, they anticipate the fall of the gharices: to avoid capital losses,
they exit the firm, thus depressing further thershmices.

Exit opens opportunities to raiders and discipling@nagers. Since managers
know that raiders, in order to restructure the fand recover their investment,
dismiss weak managers, will do their best to avbisl perspective by pursuing
shareholders’ value. This strategy also keeps #hgevof individual managers
high on the market and determines their value étpglibrium remuneration).
Reputational effects strengthen this outcome (An€s, 2000).

The paradigm of shareholders value, then, needsnawhat spurious solution
(the raider) to work properly. There are problertgugh, that make this
solution less than perfect in real life and thaestion the private and social
value of choices descending from this paradigm. Agndhe well known
problems of this paradigm are manipulation of dispd shareholders, herding
effect, information distortion, and short-terminisin recent times, the public
discovery of the accountancy practices followedntgny large US companies
(such as ENRON and WorldCom) to the advantage afagers proved these
dangers beyond doubt.

The shareholders’ influence via the board of doestthe second variant,
requires a certain concentration of ownership mdthe well-known Olsonian
problems of collective action. In fact, large shelders — having invested an
important amount of their resources in one paricdirm — have an interest
and an economic advantage in investing in cont@mntrol requires such
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specific investment as investment in firm-specifidformation and in the
knowledge necessary to run the board of directns. cost of this investment
is recovered only if the investor is able to infige firm decisions in his
interest.

Although they solve some of the critical problemeriging from dispersed

ownership, large shareholders cause other problEhey: may face conflicts of
interest that undermine their incentives. For insga they may have an
incentive to pursue private benefits of control tigtort their decision-making.

Institutional investors may themselves be part ajaaizations that face
governance problems, being owned by dispersed shldeys. These problems
stress the existence of trade-offs in corporateegmance (A.W. Boot and J.R.
Macey, 1998).

As said above, there are two additional solutianshe problems caused by
dispersed ownership. One includes the obligatibas ¢orporate law imposes
on directors and managers (e.g. fiduciary duty ahagers and directors vis-a-
vis shareholders). The other solution includesrmss ethics, commitment, and
consensus. These principles may take the formarftapeously (educationally
or socially) internalized codes of conduct of maragand directors. However,
these principles may also assume a market valoedhrreputation effects and
the decrease of internal social conflicts that thmay originate.

It is hard to say whether these additional prirespinay be sufficient solutions
to the problems caused by dispersed ownership. Mikady, they are
complementary to the solutions discussed in tts¢ §roup. However, a critical
role is played by the environment and by the ecaoaystem where corporate
governance is embedded. For instance, an economhigh productive social
capital is particularly important is an economywhich corporate governance
may largely rely on consensus and commitment, Isec#tuese principles are
sanctioned by powerful social incentives.

In spite of its strength, the shareholders valuegigm does not explain the
origin of the firm and even less its evolution.disregards the external and
internal consequences of the firm adaptation toctienging environment and
the change this originates in the capabilities emhpetence that individuals
contribute to the firm. Such changes are both dqtadive and qualitative and
both absolute and relative. Indeed, this paradigys s10thing on production
and innovation, nor does it consider the contridoutyf other parties in the firm
activity. Neither does it give proper and cleardevice to the fact that it
requires particular individual features and inskitns to work properly. When
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such features and institutions do not exist, thotution is economically
inefficacious. The latter point is at the centethaf next paradigm.

The stakeholder sinterest perspective

Since incomplete or missing contracts produce wegidights of control,
individuals and organizations should continuousdgatiate rights and duties.
Power affects the outcome in these negotiationsindantives and decision-
making.

Power refers to an individual's control over valigalesources in the firm over
and above that determined through explicit consrata competitive market. If
agents could write all possible state-contingemitreats at no cost and ensure
that these contracts are not renegotiated, theallieation of power would not
matter. In practice this is not possible for profdeof information, ignorance,
imperfections, or due to the effect of exogenowsois. Corporate governance
is about the allocation of power in firms and thfe@ this has on decision-
making and incentives. Rajan and Zingales (200@Jyae the consequences
this has on investment in human capital.

In particular, power depends on how valuable aréhe firm, the resources that
individuals bring, i.e. how unigue and how costlisito replace them. The law
as a source of power has particular importancegsiingives control rights in
contingencies that are not covered through corstr&@tvnership is an important
product of law and grants the right to own physeadl intangible assets. As a
consequence, it allows the owner to contract garéiers and specifies how the
asset is used in situations not covered by costract

Three reasons account for the importance of tlheeatlon of power in the firm
(Rajan and Zingales, 2000):

1. The greater the power, the greater the amoustirpius the agent gets. This
affects incentives and decisions in two ways: aubh an average effect: the
agent enters a relationship when he is confideatt le will get a substantial
share of the residual surplus; and b) through agimal effect: if power
increases with the agent's specialized investmeneffort, the appropriate
allocation of power increases the incentive to @tvia firm-specific assets.
This enhances the organization’s efficiency.

2. The allocation of power affects the feasible sefpunishments that are
imposed on non-owner agents who do not behavewayathat enhances firm
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value. This originates incentives to good behaviand to investment (to
acquire power).

3. Power is necessary to prevent inefficient cdatés power and misuse of
power.

This analysis implies that, since power dependshow valuable are the
resources that individuals bring in the firm, powlations should change with
the change in the relative value of different reses. If, for instance, extensive
and intensive investment in human capital by (aigrof) employees becomes
fundamental for the firm performance, power relagian the firm should

change to the advantage of that group of employ€esporate governance
should change as a consequence. This introducediffecent challenges to the
shareholder value paradigm by: the stakeholderasteparadigm and the
innovative enterprise paradigm. We will deal wite tformer issue in this
section and with the latter in the next section.

The stakeholders’ interest perspective is certafotynally less powerful and
less precise than the shareholder value paradijinough it is less simplistic
and more problematic. In this paradigm, both thecept of the firm and that of
corporate governance are broader and more compldxcansequently less
precisely defined. The outcome is in better comedence with reality,
possibly at the price of weaker operationality.

According to the stakeholders’ perspective, thmfis a coalition of different
actors with different roles and capabilities. Thaseany party in the firm or of
the firm (such as employees, suppliers, subcomtrsctcustomers, local
societies and governments, the environment) whahssticular interest in the
firm and its activity and whose effort, investmelatyalty are crucial for the
firm survival and development. In view of this, yhieave to implement some
kind of firm specific investment, from whom theypect some kind of return.

In the stakeholders’ perspective, corporate govermaelates to the internal
organization and power structure of the firm, itslation to external
stakeholders, including the functioning of the libaf directors, the ownership
structure of the firm, and the interrelationshippoag management board,
shareholders, and other stakeholders. As Tirol®12@. 4) puts it: “I will,
perhaps unconventionally for an economist, deforparate governance as the
design of institutions that induce or force manaderinternalize the welfare of
stakeholders.”
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This concept of corporate governance, then, is shmuld be — primarily
concerned with the incentives of all suppliers e€essary functions to the firm
and how incentives affect economic performancea Asnsequence, the choice
of residual claimants regards the claimants’ ineestand ability to choose the
specificity of their contribution to the firm. Ah¢ same time, the incentive
effect for a variety of stakeholders should notdéraoff the control over
managers. Indeed, by broadening the number of lstédkers three dangers
appear compared to the shareholder value paradigolg, 2001): a) residual
income has to be divided among a great numberairheints: this may weaken
incentives; b) managerial incentives become lesgsied and less sharp; and c)
control may be divided and softened, thus encoongadoot-dragging and
deadlock in decision-making.

Much of the stakeholder paradigm is centered on leyeps and their
investment in firm-specific human capital; it issed on human capital theory
and particularly to Gary Baker’s theory of investinan on-the-job training. In
fact, the physical and financial assets in whicarsholders invest are not the
only assets that create value in the firm. Humaetascreate value as well, in
particular in economies in which the role of knodde is rapidly growing and
the production process is increasingly dematesdliz Under these
circumstances, corporate governance should pramantives to stakeholders
to contribute as much and as well as they canedagptrformance of the firm
and provide them with the guarantees necessandtee them to invest in firm
specific human capital and assets. Since indivaumdest in human capital and
to some extent their skills are specific to thenfifor which they work, they
afford costs (either directly or in the form of apfunity costs) and bear some
of the risk associated with the enterprise. Becaunsgloyees with firm-specific
skills have a stake that is at risk in the firmeythshould be given residual
claimant status alongside shareholders (Blair, 1p9338).

However important this recognition is, the featuoés corporate governance
process that allocates returns to firm-specific &nrassets are far from clear.
The question of how to identify and properly rewi#ividual investment and
effort is still unsolved. No stakeholders’ interekeory of the process that
generates higher quality and/or lower cost prodexists yet. In particular, it is
unclear under what conditions (technological, oiz@ional and competitive)
investment in firm-specific assets can generat&drigesiduals and originate
such increased returns.

Various economists of innovation have argued thah-$pecificity is an
outcome of organizational learning processes throudpich resources are
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developed and utilized in the economy (see, fongpla, Best, 1990; Lazonik,
1991; Penrose, 1995). Yet, the process of innowvasanherently dynamic: as
learning within and outside the enterprise develofi'e organizational
requirements of innovative investment strategiedw@vover time, as much as
the firm-specific skills that result from continuethovation do. Consequently,
firm-specific skills that at one time enhanced emuit performance may fail to
do so in another time. The mere defense of any swestment may jeopardize
the position of the firm in the competitive markand risk becoming de facto
theory of corporate welfare. In fact, such defeissdéikely to encourage the
entrenchment of the claims of economic actors, eveen their skills are no
longer sufficient to generate the returns to méetseé claims (O’Sullivan,
2000).

Although this criticism has much substance, it asdrd on a rather restrictive
conception of cognitive processes and supposesthatganizational learning
process that was successful once is bound to tesadaning and value once
that particular innovation becomes outdated. Algiouthe danger of

encouraging the entrenchment of the claims of eximactors is real, one has
to admit that actors that invested in organizafi¢ée@rning process do not learn
only one particular innovation. They also learn htmwinnovate, since they
acquire a method (a procedure) to develop new mmvs. It is incentives to

this particular type of cognitive processes (inrnimeacognitive processes) that
is particularly apt to create wealth in the firm.

Therefore, the question is not only whether and howemunerate generic
investment in firm-specific assets on a residuaisaVhat has to be given the
proper return is investment in the innovation pesgethat is, investment in
those particular firm-specific assets that supporttinuous innovation. This is
the topic of the next section.

Theinnovative firm

Both the shareholder and the stakeholder theoriesoporate governance
focus on the governance structures that facilithee optimal utilization of
existing productive resources. They neglect theegmance of the process
through which resources are increased, transformed utilized in the
economy. To the extent that resource allocatioreversible, individual and
optimal — as neoclassical economics maintains — dptmal system of
corporate governance is one that generates thiéutisstal conditions that
support the free flow of economic resources frora oge to another. Although
the stakeholder interest argument departs frorm#uelassical assumption of
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reversibility of resources allocation and consedyen(considering

complementarities and externalities of firm specifivestment of different
actors within the same firm) from the assumptioat tresource allocation is
individual and optimal, even this paradigm is ueatd explain the dynamic
nature of the firm and its activity.

However, the large body of research on the innowgpirocess has shown that
innovation is necessary in a competitive economg #rat innovation has
important implications for corporate governancenszmuently, the conditions
that support the process of innovation and chahgald be in the focus of the
analysis of the features of corporate governanoeparticular in highly
competitive and dynamic contexts in which exit @amdry processes (creation
and destruction) are continuous.

Although this approach has been unable so farddyme an operational theory
of corporate governance that includes innovatidnhas suggested some
important features that corporate governance shbalde and has clearly
presented the reasons why it is important to desissh innovative corporate
governance. The process through which resourcedeaedoped and utilized is
central to the process through which successfubrprises and economies
improve their performance over time, both interagtivith one another. To
deal with the economics of innovation, a theoryoiffporate governance must
come to terms with the developmental, organizatiand strategic dimensions
of innovative resource allocation (M. O’SullivarQ@D).

The developmental dimension of innovative resowlbecation is concerned
with resources commitment to irreversible investteemith uncertain returns.
There are two types of uncertainties: productiveeatainty and competitive
uncertainty. The former originates, firstly, frolmetneed for firms undertaking
innovative strategies to develop the productiveabdjiies of the resources in
which they have invested before these resourcesgemerate returns and
secondly, from the risk of failure of the requiredrning process. Competitive
uncertainty derives from the potentially superidrategy of a successful
competitor who pursues an alternative approachmoviation. In this case a
firm may not gain competitive advantages and geaerturns even when it is
successful in generating a product of higher qualitd /or lower cost than the
one it had previously been able to produce. Thismue may be sign not so
much of weak innovative strategy, but of the needcémmit even more
resources to the innovative learning process. TFitisation is made more
complex by the fact that the future state of theldvoannot be defined until it
is discovered through the process of innovatiorsgRberg, 1994).
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In the organizational dimension of innovative reseuallocation, returns are
generated through the integration of and interactimtween human and
physical resources. This makes the relationshiwédot innovative investments
and returns ambiguous. First, it is not possiblérte individual contributions
closely to a joint outcome because of the collectmature of the innovation
process (Alchian and Demsetz, 1972; Tegical, 1997). This is inter-personal
ambiguity. Second, there is inter-temporal ambiguit the relationship
between investments and returns over time thatetescfrom the cumulative
dimension of the innovation process (M. O'Sulliv2@00). The organizational
dimension of the learning that generates innovalies in the fact that the
organization of work shapes the opportunities fbe ttransmission and
transformation of knowledge in the process of atile learning. Collective
learning is based on the complementarities of iddial processes of learning.
In fact, in the collective process learning by induals is affected by the
concomitant learning of others. Since individualarleng in collective
processes is specialized and specific-specifiés ihecessarily integrated as
new, collective, knowledge. When this process txessful, the firm develops
integrated structures of abilities and incentives their participants that are
unique to that firm and cannot be replicated thiotlge market co-ordination
of economic activity.

In the strategic dimension resources are allocédedvercome market and
technological conditions that other firms take a®g. They are, then, creative
responses to existing conditions in a Schumpetegase of the term:

“Thus, innovative strategy is, in its essence, rprigtative and therefore
subjective, rather then ‘rational’ and objective.lt depends on a process of
decision-making that occurs as the uncertainty rite in the innovation
process unfolds over time. It is, as a consequeegperiential as well as
interpretative. The basis for strategic decisiorkimg shifts as learning occurs
through the process of innovating.” (M. O'Sullivé&00, pp. 409-410)

Consequently, decision-makers must have firm cowofroesources in order to
commit them to a developmental process and mugt #est commitment until

the learning process has generated the conditimnsefping higher returns.
This implies that a system of corporate governauggorting innovation must
generate three conditions: financial commitmergaaizational integration and
insider control. These conditions provide, respetyi the institutional support
for: (i) the commitment of resources to irreversilvestments in innovation
with uncertain returns and to the appropriatiopafduct market revenues by
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the innovative enterprise; (ii) the integrationfafman and physical resources
into an organizational process to develop andzetilnnovative technology and
to commit individual skills and efforts to the puitsof the goals of the firm
rather then selling their human capital on the opanket; and (iii) the vesting
of strategic control within firms in the hands bbse who have the incentives
and the abilities to allocate resources to inneeatinvestments. These
conditions jointly support organizational contral ¢ontrast to market control
over the critical inputs to the innovation procds®wledge and money.

This description of the strategic dimension of tgse allocation, although
important, is still too general. First, it simpdfi the complex nature of
innovation, which goes well beyond the simple peign of higher quality

and/or cheaper products and disregards the complafxprocedural processes.
Procedures and procedural innovation can make gworiant difference.

Second, the aggregation of the treatment presentsea of evil being in the
particulars. Innovation processes, and hence th@ures of corporate
governance, vary greatly according to the matuoitythe industry and the
conditions of technology (H. M. Dietl, 1998) andcetfeatures of industries in
terms of visibility, novelty and appropriability dhnovation (Tylecote and
Conesa, 1999). These distinct aspects of innovatisseparate industries put
different requirements upon governance and the nfilsh system.

Consequently, financial commitment, organizatioirgkgration and insider
control are likely to vary through industries airde.

Rajan and Zingales (2000) offer a narrower, alttopgtentially operationally

stronger explanation of why corporate governanceulsh change in an

innovative direction. They notice that the tradiéb (large) firm as depicted in
Berle and Means’ classical analysis is well defibgdhe ownership of assets
and vertical integration. In this firm legal andoaomic boundaries coincide
and do not change unless ownership changes. The isgie in corporate

governance is how the surplus generated withinetHesundaries is to be
allocated. Since this kind of firm requires moredstment and more risk-
taking than is within the capacity of the managetnénms are owned by

outsiders. The concentration of power at the totheforganizational pyramid
and the separation between ownership and coniighate the agency problem
as the crucial problem of corporate governance.

However, the nature of the firm is changing, follogv technological and
economic developments. These changes originate,n@nuther things,
increasing relative demand for skilled labour, tgeamobility of factors,
improvements in financial markets (following whichpital is now relatively
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more abundant and less specific), lowering costsleafision-making due to
new technologies (in particular, information andnoounication costs).

The changing nature of the firm has important cqosaces. First, human
capital has become more important relative to imaté assets; physical assets
have become less unique and employees have maiE@uptions. Second,
the importance of innovation and the firm’s repigtatin terms of quality also
increased, both factors depending primarily on huroapital. Third, all this
originates the break-up of the vertically integdafems and legal, economic
and technical boundaries do not coincide.

The changing nature of the firm raises a numbanewi issues of governance
and requires a new perspective in the analysisraptémentation of corporate
governance. In particular, corporate governanceéhé innovative enterprise

must solve the problems concerning the support agfaptation to, and

protection of a) firm specific investment in hunzapital; and b) technical and
organizational innovation.

In this perspective the support and protectiomt@stment in human capital is
particularly important. Since control rights ovemiian capital are residual, i.e.
not allocable through contract, they requires lithat cause the person or unit
to be better off when voluntarily following the ffi‘'s commands rather than
going their own way. This is possible only if coemgtion within the firm
produces complementarities and spillovers thattergaeater value for both
parties. A way to internalize complementarities apillovers is to reward
employees that acquire firm-specific specializatibhis can be done by giving
specialized employees higher income and other lpges (e.g. life
employment) or by giving key employees or unitvifgged access (power) to
the enterprise or its critical resources.

Support and protection to investment in human ehgias some important
consequences on the nature of the firm. The mutleglendencies and
specialization between the various units of thm fire what make it distinctive,
and allow co-operation or power to govern transasti The firm has less
distinctive boundaries and these are defined byptemmentarities. The surplus
is no longer concentrated at the top. This “demgaton of rents” expands
the job of governance beyond the control of marmgéonsequently, the firm
need not be commonly owned and ownership and docdrobe more closely
associated. Maximizing shareholders’ value, themat necessarily the right
objective.
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Conclusions

The three paradigms discussed above show some corfemitures and various
differences. Does this mean that they are mutuatigompatible? To

summarize, they differ in their conception of theture of the firm and their
view of the fundamental economic problem of thenfirHowever, they are
similar in their explanation of the origin of theoplem.

The three paradigms have sharply different conoaptiof the nature of the
firm. According to the shareholder value paradighe firm is a nexus of
contracts among highly mobile and possibly disprsappliers of equity
capital and other resources, in an economy withsprarent competitive prices.
In the stakeholders interest perspective the fismaicoalition among the
suppliers of different indispensable functions, vetne likely to be rather stable.
For the innovative firm paradigm, the firm is artrepreneurial coalition that
must use resources to support the process of itinaveClearly, the third

paradigm is distinct from the former two paradigsisce it is focused on the
dynamics of the firm. However, one can supportviesv that without solving

the problems stressed by the former two paradigraspply with capital and
incentives to stakeholders — there cannot be astaisiable innovation.

Other important differences lie in the view of tfiendamental economic
problem that firms must afford and solve. Accordinghe shareholder value
paradigm, the fundamental problem for the firmhes supply with (equity)
capital. Concentrating residual income in the haoftishareholders give the
latter the most powerful incentive. This is a simpbjective, which has also
the advantages of being compatible with sharp nengncentives and with
focusing control. For the supporters of the staldgvo interest paradigm,
concentrating the residual income in the handshafeholders would diminish
incentives to other stakeholders in such a waygwdbably overcompensate
in a negative sense the effects of shareholdenines. Modern firms are too
complex to prosper with unilateral solutions; cabits relatively abundant,
shareholders may ke factoprotected in firms default, the stakeholders'\aeti
contribution and specific investment is too impatta competitive factor in
modern economies. The innovative firm paradigm $esuon the necessity to
support and promote innovation. However, its suggssrare less clear on who
in the firm supplies the most important functiomsvo are the main functions
that the supporters of this paradigm have apparentl mind: innovative
management (possibly including venture capital) iandstors in highly skilled
human capital. In this sense, the supporters efltitier paradigm are relatively
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close to the stakeholder interest paradigm, althotigir analysis has the
particularity of a decidedly dynamic flavour.

A general similarity among the three paradigmsi tll accept — explicitly or

implicitly — the idea that the origin of the govante problem is contract
incompleteness. However, contract incompletenessdiféerent implications

for each paradigm. Contract incompleteness putgyeqestors in the most
difficult situation according to the shareholdetueaparadigm, since they have
no alternative mechanisms to protect their investmé\ccording to the

stakeholder interest paradigm, contract incompkxenthreatens most the
stakeholders’ firm-specific investment. Finally,r féthe supporters of the
innovative firm paradigm particularly at risk is ethappropriability of

innovation.

Clearly, each paradigm stresses important probtertise governance of firms.
The significance of these problems varies in spaoep one economy to the
other, and time. It also depends on the speci@izaif particular economies.
Although the three paradigms are not easily corbfmtthey still may serve as
useful devices to solve the governance problenh) eae being relatively more
useful in distinct circumstances. However, the ysialof these problems, let
alone any conclusion on them, is far from beingpprty developed and solved.

Beyond these practical issues, there is one theallgtcrucial question: what
kind of choices do the different paradigms orig&fatAre these choices
compatible or equally efficient? The supporterstind different paradigms
clearly maintain that only one paradigm offers emuitally efficacious
choices. Given the comparative results presentetisnpaper, one should be
careful in accepting this simple conclusion. Andaimy case, before doing so,
one should answer the following questions: a) aheret particular
environmental and institutional conditions underickih each paradigm is
comparably superior in the sense that it originaéesnomically superior
choices in the given circumstances? b) are thetepkar features of economic
actors and contractual devices that make indivighzabdigms desirable and
economically superior? c) since the firm is a carpéntity, are there any
particular technological circumstances where thegionship between incentive
and control - that each particular paradigm oritgea over different
components of the firm - make one particular payedbetter suited?

Answering these questions obviously requires ehéurstep in the theoretical
analysis: to include the nature and the partictdatures of the firm in the
explanation and embed them in the broader econ@mit social context.
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Waiting for a scientifically sound answer to thapeestions, the competition
among the different paradigms can only be usefal smpport progress of
research.
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