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Introduction
Once again, government regulation of corporate affairs is

Government Intervention is Unjustified

No Market Failure
Advocates  of

being demanded, this time in response to furore over high

increased government regulation of

pay. Such demands for greater government intervention

are always deeply misguided. They presuppose that corporations often claim that it is needed in order to correct

levels of executive remuneration — or any matters of market failure. That is the justification offered for regulating

corporate governance — are the business of anyone but shareholders' rights:

the corporation’s owners, its shareholders. And they

mistakenly assume that there is some specific structure Why is government intervention necessary? The

— of remuneration, or management or direction — that [European] Commission has identified a market

can be appropriately imposed on all organisations. The failure in the exercise of cross border voting rights in

) .
right structure for any particular company, however, like EU listed companies.

any matter of corporate governance, is the one wanted

by its shareholders. It is the shareholders' prerogative The diagnosis is also central to the 2011 report by the High

to determine the objectives and the structures of the
corporations that they own, and the degree and methods
of accountability that they wish to enforce.

As | argued in Competition in Corporate Control,

Demands for governmentaction to improve corporate
governance are... based on a dual mistake. They
wrongly presuppose that the problems have been
caused by a lack of sufficient regulation, and they
erroneously assume that government regulation can
make things better?

To the extent that there are genuine problems impeding
good corporate governance, they are typically ones that
have been promoted by government action. The only way
that governments can improve corporate governance is
by removing the obstacles to shareholder action that they
themselves have created. All other governmentinterventions
in corporate affairs, even measures that ostensibly promote
shareholder power, are at best counterproductive.

Pay Commission. It asserts that ‘...top pay is a symptom
of market failure....3 The same allegation underlies major
policy recommendations made by Vince Cable, the
Secretary of State for Business, Innovation and Skills.*

But the failure that such market critics identify, is simply
the failure of market outcomes to correspond with their
own preferences; they have not demonstrated any inability
of markets to allocate resources efficiently. Unequal
outcomes, even when immense, are not an indication
of market failure. The market is a dynamic information
system that translates the preferences of myriad unrelated
individuals into price signals. Remuneration levels
reflect the operation of supply and demand for people’s
services. To the extent that the market is one in which the
purchasers and vendors are not dealing at arm’s length,
and/or the payers are not the purchasers, outcomes will
be distorted. But reciprocal back-scratching and upward
ratcheting, capture of remuneration consultancies and
the current structure of collective investment schemes are
not necessary features of market operations. Nor are they

incapable of being corrected by market mechanisms.

Neither is the free-rider problem evidence of market
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failure; it poses no insuperable barrier to market ordering
of corporate governance. An investor acting independently
would unilaterally incur the costs of action from which all
shareholders would benefit. But if the costs of the corporate
governance action were for the account of the corporation,
they would automatically be shared by all shareholders,
in proportion to their shareholdings.®> Market solutions are
possible.

Inappropriate Allegations of Unfairness

The diagnosis of market failure and presumed need for
regulation are given no support by allegations of unfairness.
The envious may resent high remuneration received by
others, but the notions of fairness that are invoked are
typically irrelevant.

Moral evaluation properly applies only to allocations
made by moral agents — persons. Distributions that
result from natural forces are not sensibly the subject of
moral assessment: it is not unfair that Switzerland has
more mountains than Swindon. Similarly unsuitable for
moral evaluation are those distributions, like the ones
resulting from the operations of free markets, that reflect
the spontaneous orderings of human interactions. Such
orderings and their outcomes result from human activity,
but they are not the product of human design. Unequal
market levels of remuneration could only be deemed
unfair if (counterfactually) it were also unfair for London’s
population to be larger than Leicester’s. There is no ‘fair
pay’ by reference to which general remuneration levels can
be assessed.®

Remuneration levels within organisations, in contrast, are
the result of human allocations, and so are appropriately the
subject of moral evaluation. Within a particular corporation,
remuneration is fair if it reflects contributions made to the
corporate objective.” Accordingly, it is not unfair for payouts
to be unequal — even massively so — when they reward
correspondingly unequal contributions. It need not even
be unfair for executives to get immense bonuses while
other employees suffer pay cuts or are made redundant.
The same technological advances that render the services
of unskilled workers less valuable to the corporation, may
increase the worth to it of expert executives: managing
change and increasing productivity are key managerial
responsibilities. Specific pay awards that are ‘loser friendly’
will be unfair. But it is the shareholders’ responsibility to
insist that corporate rewards fairly reflect the corporate
objective.

Erroneous Explanations of ‘Excessive’ Payouts

Why, then, don’t shareholders constrain high payouts?
The High Pay Commission attributes shareholders’
failure to curb ‘unfair’ high pay to ‘flaws in remuneration

committees, the extent of management power and the
challenges inherent in placing all control in the hands of an
increasingly disparate range of owners.”® According to the
High Pay Commission, corporations have the wrong sort
of shareholders... ones who are too speculative, foreign
or uninvolved.® This is a particularly ironic diagnosis,
considering the Commission’s otherwise enthusiastic
endorsement of diversity.1°

It is also misguided. There is no obligation for
shareholders to be long-term, domestic or engaged. Even
if (counterfactually) such an obligation made sense, the
evidence offered by the High Pay Commission fails to
supports its conclusions. High average share turnover
levels need not translate into lack of interest in corporate
governance, or even into short holding periods:

The use of share turnover data as a proxy for
average holding periods of shares is inappropriate
as this metric accounts for all shares that trade,
but does not represent change of beneficial
ownership in a company’s share register. Many
registers remain reasonably fixed and stable, and
only a small proportion turns over quite quickly. For
example, [as of 31 March 2011] 60 per cent of the
London Stock Exchange Group’s share register is
owned by shareholders who have consistently held
their shares for longer than three years - despite the
LSE having a share turnover that in the last financial
year peaked at 135 per cent (suggesting an average
holding period of nine months).*

Indeed, the High Pay Commission itself acknowledges
that shares are commonly held by long term holders for
10 years.'? Moreover, even short holding periods are not
necessarily associated with diminished interest in achieving
corporate objectives.'® Nor is foreign ownership.'4

Government Promotes the Problems

There must be some better explanation than shareholder
laxity to account for high payouts. A likely factor is previous
government regulation. Intervention that is intended to
improve corporate governance typically has consequences
that are unintended and damaging. It may, for example, be
valuable for audit committee members to have ‘recent and
relevant financial experience’.® But requiring that they do
so limits the available supply of eligible candidates while
simultaneously increasing the demand; it raises the price.
The problem is likely to get worse when more stringent
regulatory requirements for ‘diversity’ go into effect from
1 October 2012.1% Higher payouts may also be needed
to compensate executives for the greater official scrutiny
and resultant job insecurity they experience following



successive waves of official regulation. Remuneration
increases may even result from the legal requirement that
directors take into account the interests of employees as
well as shareholders: executives, even most directors, are
themselves employees.”

Another possible explanation of high payouts is that
shareholders don't share the visceral aversion to them
exhibited by the High Pay Commission and the media.!®
That, indeed, is what is suggested by the government’s
official consultation on executive pay.® Remuneration is
typically only a tiny fraction of total company costs, and may
well be less important for investor outcomes than attracting
and keeping expert executives. It might also be that the
ultimate payers, the beneficial owners of the corporations
whose executives are ‘overpaid’, do not get their preferences
properly
regulatory barriers that impede their transmission through

registered, because of administrative and
pension plans and collective investment schemes. What
needs reduction by government is not executive pay, but
government-imposed barriers to free markets and genuine
owner control.

The Meaning of Corporate Governance

Calls for government intervention in corporate governance
typically rely on confused notions of what corporations
are, and of what corporate governance is.?® Corporations
are not creatures of government, available to be used
for serving officially appointed social ends.?! Contra the
High Pay Commission, for example, and the avowedly
collectivist agenda of Compass, its pressure group creator,
the purpose of corporations is not to promote an egalitarian
society.?? Corporations are private property: they belong
to their shareholders in aggregate, and properly serve the
ends designated by their owners.

The concept of ‘corporate governance’ is similarly subject
to common misuse. Too often, it is loosely applied to
anything from the state of the economy, to the regulation
of organisations that are not even corporations. Strictly
understood, however, corporate governance refers to:

ways of ensuring that corporate actions, agents and
assets are directed at the constitutional objectives
of the corporation, those set by the corporation’s
owners, the shareholders.?®

It should therefore be up to the shareholders of each
corporation to determine the rights, responsibilities and
remuneration of all their corporate agents, and also to
specify the kinds, degrees and methods of accountability
they require. Corporate governance systems or mechanisms
are good insofar as they enable shareholders to establish

their corporations’ objectives, and help shareholders to
ensure that corporate actions, agents and assets are
directed at them.

The Importance of the Corporate Objective

The corporate objective is, accordingly, a crucial element of
corporate governance. Historically, one of the advantages
of the corporate form is that it has been usable for a wide
variety of purposes — personal, educational and charitable
as well as commercial. Contrary to popular belief, not all
corporations are businesses, and most businesses are not
corporations.? In the United Kingdom, for example, only
about a quarter of businesses are corporate in form.?® Far
fewer still are the sorts of corporations presupposed by
most commentators: a mere 2/10 of 1% of corporations
— and thus a substantially tinier percentage of businesses
— have shares listed on the Stock Exchange.?® Conversely,
more than half of the companies listed at Companies
House are not businesses.?’

If the corporate purpose is not necessarily business, what
is it? Though the personal and institutional objectives of
shareholders can be as diverse as they are, the corporate
purpose is easy to identify: it is that which is set out in the
corporation’s Memorandum of Association or comparable
constitutional document.?®

It may be objected that such official corporate purposes
are now largely irrelevant. The UK government’'s White
Paper on Company Law Reform claimed that company
objects had no ‘useful purpose’?’; the ‘Objects’ clause was
removed from the UK’s new model corporate constitution.®®
Even when corporations do still designate objects, most are
so broad as to permit them to do almost anything. And in
any case, most corporations do much else besides pursue
their official objectives; they are, for example, obliged to act
as unpaid tax collectors.

The official corporate objective remains important, however,
because it creates expectations and establishes limits. A
corporation that solicits stakeholder participation on the
basis of being a business, creates legitimate expectations
that it will be run as a business, and not as a charity or a
managerial fiefdom. The corporate objective demarcates
the bounds of legitimate action for people acting in their
corporate capacities. When ownership is detached from
control, corporate agents may be disposed to act so as to
serve their own ends rather than the owners’. Mechanisms
are needed, therefore, to make sure that it is the
shareholders’ ends, defined by reference to the corporate
objective, that govern the corporation and all its actions
and agents. Ensuring adherence to the corporate objective
is the essence of corporate governance. Accordingly, a
major way of improving corporate governance could be to



specify corporate purposes more precisely.

The corporate purpose is actually crucial for defining the
‘success of the company’ that directors are obliged by
UK law to promote. The Companies Act 2006 assumes
that success consists of ‘the benefit of the members’,
its owners.®® But what constitutes the benefit all the
diverse individual and institutional members? For owners
of a business, it will be maximising the financial value
of their investment; for a disaster relief charity, it will be
ameliorating conditions in stricken territories. The benefit
of the members, and the success of the company, consists
in achievement of the corporate objective.

Objections to Shareholders: Overcome

their
corporations often reflect basic confusions about the

Objections to shareholders’ governing own
meaning of corporate governance.® Contrary to critics’
claims, shareholders don't need the skills to be managers
or directors: different qualities are required, because the
roles are very different. Shareholders provide equity, and
establish the company’s internal ‘rules of the game’, the
basic aim and structure of their corporation. Directors set
and oversee the strategy for achieving that aim; managers
execute the designated strategy. In motoring terms, the
shareholders specify the destination, the directors choose

the route, and the managers drive the car.

Fears that shareholders might use their powers in the wrong
ways are fundamentally unjustified. They presuppose either
that the corporate purpose should be something other than
that which the shareholders want, or that shareholders
should be protected from acting counterproductively.33
But in a free society, people may choose their own aims...
and rightly bear the consequences of their choices of
ends and of means. When executives and directors
perceive shareholder activism as interference, and claim
that it jeopardises efficient corporate functioning, it may
be because they are pursuing their own objectives rather
than the owners'. If they are, then interference is right and
proper.

A genuine problem would exist if corporations’ legitimate
activities were hindered by shareholder attempts to
monitor them. Since the purpose of corporate governance
is to promote achievement of the corporate objective, the
amount and type of monitoring must be consistent with
that purpose; monitoring that undermines achievement
of the corporate purpose is self-defeating. When that
happens, however, the culprit is bad judgement. The way
to prevent it is not government regulation of shareholder
action, but better understanding of the corporate objective
and corporate governance.

Objections to Regulation: Sustained

Government regulation of corporate governance constitutes
a much more intractable problem. It is counterproductive
by its very nature, insofar as it interferes with shareholders
organising their own corporations in their own ways. Even
reforms that would otherwise be sensible are inappropriate
when prescribed, because they ignore the prerogatives of
shareholders as owners. In addition, regulation necessarily
ignores the different characteristics and circumstances
of particular companies; features that are appropriate for
many companies will not be so for all. The degree and sort
of accountability wanted, and the mechanisms most suited
for achieving that accountability, will appropriately reflect
each corporation’s distinctive objectives, history, size,
activity, jurisdiction and shareholder composition. One size
will emphatically not fit all.

When shareholders are free to act for themselves,
regulation typically does more to impede good governance
than to promote it. Regulation is necessarily inflexible,
and imposes substantial costs, in terms of both funds and
freedoms: even disclosure is not costless. Regulations
frequently have consequences that are unintended,
damaging and difficult to correct; regulation is indeed often
positively self-defeating.®* And laws made in response to
perceived crises and hard cases are notoriously defective.

Examples of regulation producing more harm than good
are regrettably commonplace. In particular, regulation
intended to make markets safer routinely handicaps
corporate governance. UK insider trading regulation
encourages investors to refrain from acquiring information
about their investments, lest they become contaminated
and unable to trade. The Takeover Code discourages
investors from acquiring a large enough stake to exercise
effective company control. And by creating a false sense
of security, authorising collective investment schemes
constitutes an inherent moral hazard: it provides a perverse
incentive for investors to be less diligent and less vigilant.

Unfortunately, despite repeated reviews, and promises that
government regulation would be curtailed, it has instead
increased dramatically, in part reflecting the influence
of the European Union. Since the Cadbury Report was
published in 1992, the strictures on corporate governance
have multiplied, especially for financial institutions.3®
According to the Institute of Chartered Accountants
in England and Wales, the Companies Act 2006 is ‘the

longest act in history’.3®

The government programme presented in Vince Cable’s
23 January 2012 speech would make things still worse.®’
Misguidedly embodying most of the recommendations of



the High Pay Commission, it proposed further constraints on
the ability of shareholders to govern their own corporations.
It would require companies to provide specified information
in specified formats about how executives are rewarded,
how benchmarks are chosen and how they reflect
employee differentials, how pay consultants are used and
remunerated, how employees have been consulted and
how their views have been taken into account. It would
require all public companies to have claw-back provisions,
and binding votes both on severance packages of greater
than one year’s salary and on directors’ notice periods of
more than one year. It would oblige companies to include
on their boards people from ‘different backgrounds’,
with at least two preferably lacking any previous board
experience.... Some of the new requirements, such as
statements explaining how pay policies reflect and support
company strategy, might be ones that shareholders would
endorse. But others are ones that have already been
rejected by a majority of respondents to the government’s
Executive Remuneration Discussion Paper. They expressed
‘scepticism that more regulation was needed when greater
clarity and good shareholder and company practice would
be most effective.®

The least damaging sorts of regulations are those which
increase the powers of shareholders to choose and
implement their own corporate governance mechanisms.
Reforms that empower shareholders to nominate and
directly elect directors, or to vote on matters of basic
corporate policy, are more worthy of serious consideration
than those which require them to do so. Similarly, regulation
that describes general principles or default positions, but
allows shareholders to opt out, is better than that which
provides no alternatives. But although the ‘comply or
explain’ regime of the UK Corporate Governance Code
and the Stewardship Code is less damaging than more
coercive regulation, even it is contrary to the essence of
good corporate governance. In a genuinely free market, the
powers of shareholders are conferred by contract, not by
government.

What Government Can Do

Is there any role for government action? Definitely: reforms
that would free corporate governance from government-
imposed burdens®® and obstacles would be welcome.*®
One way government could act to improve corporate
governance would be to reverse its progressive undermining
of the common law doctrine of ultra vires. Historically, any
contract entered into that involved matters that did not fall
under the corporate objects was ultra vires the company.*
Being outside the company’s capacity, such contracts were
deemed not to have existed; complaints alleging ultra vires
action could be made by creditors as well as by company

members. Since the 1985 and 1989 Companies Acts,
however, and even more since the 2006 Companies Act
came into force, the doctrine has been effectively nullified.
According to Article 39 of the 2006 Act, ‘(1) The validity of
an act done by a company shall not be called into question
on the ground of lack of capacity by reason of anything in
the company’s constitution...”. Shareholders’ retained rights
to sue directors are thus of reduced utility. Elimination of
what could be a major component of shareholder power
and corporate governance should be reversed.

The Way Forward: A Genuine Market
for Corporate Control

Most modifications, however, that are needed to improve
corporate governance do not involve any government action.
They can and should be provided by the marketplace itself.
The best way to bring about beneficial changes would be
to encourage experimentation, and to allow different forms
of corporate governance to compete for the support of
investors.

The ‘market for corporate control’ conventionally refers
to the use of takeovers to transfer corporate ownership
through the securities market. But it can be used more
broadly, to refer to the market in which companies compete
for shareholders, and investment managers compete for
funds, in part on the degree and kinds of accountability
they afford to owners and investors.*

One form of market for corporate control has long existed
in the United States. There, individual states compete
to be sites of company incorporation on the basis of the
protection they afford to managements. The need now is for
comparable competition to protect the interests of owners.
Subjects of such competition might include, for example,
the nature and breadth of the constitutional corporate
objectives, the extent to which strategic and operational
matters require shareholder approval, company election
procedures, the kinds and amounts of shareholder support
paid for by the corporation, the independence and quality
of directors, the extent and quality of performance-related
remuneration, and the types of disclosure and audits.

These are, however, just a few of the very many different
ways in which companies might compete in respect
of corporate governance. One of the most significant
advantages of free markets, is that they elicit innovative
solutions to problems as they arise in all their real-life
variety and complexity. Markets also effectively test those
solutions and efficiently disseminate best practice.

The best way to ensure good corporate governance
— and superior performance — is for shareholders to



have the greatest possible freedom to govern their own
corporations.*?
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