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*I.C.C.L.R. 133 Introduction
The general concern about the adequacy of self-regulation as a mode of policing corporations has
once again come to the forefront of the corporate governance debate following the current economic
crisis. Irresponsible lending to individuals who cannot afford to repay loans has resulted in the near
collapse and nationalisation of banks such as Northern Rock and Bradford & Bingley in the United
Kingdom and Fannie Mae and Freddie Mac in the United States.1 Once again, the Government has
had to intervene to prevent an economic crisis, by nationalising failing financial institutions to avoid
them falling into liquidation.
Government intervention in the regulation of markets, particularly through the use of criminal
sanctions, has not been popular in recent years. The use of criminal sanctions to regulate business
activities is generally perceived as being an overreaction that is likely to discourage directors from
taking the risk that is necessary to run a business, thereby slowing down economic growth and
interfering with profitability. It is frequently argued that criminal sanctions are not necessary in the
regulation of business and corporate governance in particular. Among the arguments made against
the use of criminal sanctions in corporate governance is the procedural argument which perceives the
use of criminal sanctions as being an expensive way of enforcing regulation,2 which has a high
burden of proof and as such is prohibitive to those seeking remedies for expropriation, as
shareholders are required to demonstrate the director's culpability.3 In addition, it is argued that
criminal sanctions cannot provide restitution to shareholders and employees who have lost their jobs.4
On top of that, the use of criminal sanctions is likely to result in over-deterrence of prospective
directors, making them risk averse which is detrimental to the long-term benefit of the company.5
Others simply claim that not everyone is deterred by the criminal sanction6 and therefore using
criminal sanctions will not deter a self-interested director.
However, government intervention, hitherto a mechanism of last resort, would now seem to be an
inevitable consequence of the failure of markets to regulate themselves, and the only method likely to
guarantee at least a modicum of financial stability during the current crisis. Stability is important as the
success of any economy in the 21st century lies in its ability to create and maintain successful
corporations. The survival and long-term profitability of corporations is no longer a private interest
which merely affects those who deal with the corporation at a primary level, for instance investors, but
also a public interest affecting the welfare of stakeholders such as employees to whom it provides
jobs and pensions. When financial scandals occur, employees stand to lose their livelihoods not only
in the form of jobs but also of life-long pensions. The Government therefore has a responsibility to
ensure that employees as well as other stakeholders of the corporation are protected from the
fraudulent acts of managers who do not act in the best interests of the company. The success of the
corporation is therefore a public interest that, to a certain degree, ought to be protected through state
regulation.
This article considers the role of law in corporate governance, as legislation is one of *I.C.C.L.R. 134
the key ways in which the Government has intervened in previous crises, such as Enron in the United
States. The focus of this article is an investigation into whether government intervention in corporate
governance through criminal sanctions is necessary and to what extent it affects the ability of
directors to perform their entrepreneurship function of risk-taking. This article begins by addressing
the function of national legislation in corporate governance, which might be thought of as hard law, as
contrasted with the soft law of the various City codes of practice, and then explains how criminal
sanctions apply to the corporate environment.

The role of law in corporate governance
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Corporate governance is concerned with the separation of ownership and control that results when a
company is publicly listed and therefore has too many owners who cannot all control the company at
once, and as such, they hire professional managers to do so. Owing to the separation of ownership
and control, a problem may arise where the directors of the company are more interested in acting in
their own interests as opposed to the interests of the company. As a result, corporate governance has
been defined as:
“… the system through which those involved in the company's management are held accountable for
their performance, with the aim of ensuring that they adhere to the company's proper objectives”.7
It is generally accepted that the law plays a key role in corporate governance8 particularly in the
provision of shareholder protection and the reduction of expropriation that is the result of the
separation of ownership and control.9 The critics of the role of law in corporate governance dispute its
importance on the basis that the role which hard law and criminal sanction actually play in influencing
the day-to-day behaviour of directors and their companies has been vastly overestimated and their
role in corporate governance, is at best, only minimal.10
Nonetheless, the countervailing argument that even an insignificant amount of legal pressure on
corporate decision-making will be beneficial by serving to curb the excesses of risk-taking and the
irresponsible granting of credit is now gaining ground after being out of fashion for many years. The
present economic crisis has seen the traditional perceived orthodoxy of self-regulation challenged on
a number of fronts. Recent studies highlight the beneficial effects that the law may have in serving to
regulate the financial system and claim its role to be more significant in corporate governance than
has been previously acknowledged. An instance is La Porta et al.'s work, which states that securities
law matters in corporate governance as financial markets cannot prosper when left to market forces
alone.11 Even so, it remains unclear if there is a particular type of law that is of superior importance to
the realisation of good corporate governance. To find out how law matters in corporate governance, it
is important to start by considering the objectives it is aiming to achieve.
According to the shareholder theory, the general aim of corporate governance is to improve how the
company is run and managed so as to achieve the desired returns for investors.12 The stakeholder
theory of corporate governance also adopts this view but qualifies it by adding that the interests of
stakeholders must be taken into account--it is not about solely maximising *I.C.C.L.R. 135 investor
returns.13 For present purposes, the term investors will be used to refer to both shareholders and
creditors.14 Corporate governance is therefore concerned with giving investors incentives to finance
the company by solving the agency problem that results from separation of ownership and control.15
The law through private law mechanisms such as contract law, company law and labour law provides
a solution to the agency problem and in effect encourages investors to finance the company.

Private law mechanisms
Private law mechanisms can be defined as the legal mechanisms that regulate the relationship
between individuals such as, in the case of corporate governance, the law of contracts, company law
and labour law. It is important to examine the effectiveness of private law mechanisms in corporate
governance because the agency theory upon which the shareholder model of corporate governance
is based views the firm as a nexus of contracts.16 According to the nexus of contracts theory,
companies are nothing more than a collection of contracts between the different parties involved in
the company. These include shareholders, directors, employees, suppliers and customers among
others.17 The contract that this article is concerned about, in devising a solution to the agency
problem, is that between directors and shareholders. Within this contract the managers of the firm are
“agents” and shareholders are the “principal”. The principal delegates the day-to-day running of the
company, including the decision-making in the company, to the agents, and the role of the underlying
contract is to specify the role of the agents and how returns are to be divided between the agents and
the principals.18 This article will now review the literature on private law mechanisms with the aim of
assessing their effectiveness in preventing managerial expropriation.

Contract law
Contract law is the mechanism through which contracts between investors and the company are
protected as contract law governs the relationship between the principal and the agent. Contract law
solves the agency problem by specifying the role of the agent and the shareholders to ensure that
agents do not waste time in pursuing projects that are not in the interests of the company. However,
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the problem with this type of contracting is that not all future eventualities are foreseeable and
therefore complete contracts are impossible to achieve.19 Consequently, investors have to give the
agents the right to make decisions that were unforeseen at the time of contracting and managers
therefore end up with substantial residual control rights and discretion on how to allocate them. As the
agents have control of the company and the discretion on how to spend the investors' money, this
creates an opportunity for managerial expropriation because agents do not necessarily make
decisions that are in the best interests of the principal.20
In addition to traditional employment contracts, contract law has tried to align the interests of
managers and shareholders through the use of incentive contracts. The advantage of incentive
contracts is that they are usually long term and managerial benefits normally depend on the
performance of the contract. Through the long-term nature of the incentive contract, managerial
interests are aligned with those of shareholders by ensuring that they take into account the long-term
effect of their decisions on the company. If the firm's performance has improved, management will be
entitled to incentives such as share ownership and stock options. Secondly, incentive contracts play a
dual role in providing managerial discipline by acting as a sanction that triggers the dismissal of
management if the company's performance is low and as a sanction that withdraws potential earnings
from the managers when the company underperforms.21 In this way, incentive contracts give
managers an incentive to act *I.C.C.L.R. 136 in the shareholders' best interest. However, some
studies show that incentive contracts are still vulnerable to managerial expropriation as managers
become short-terminist in their decision-making and do not consider the long-term interests of the
company, and after a certain level of ownership directors may try to manipulate their work to fit into
the pay structure.22 Incentive contracts therefore do not completely solve the agency problem. One
may argue that legal enforcement of contracts may be the solution to managerial expropriation and
excessive risk-taking at the expense of investors.
In jurisdictions where ownership is dispersed, such as the United Kingdom,23 the free-rider problem
limits the effectiveness of contracts as a solution to the agency problem. As the cost of bringing a
derivative action is likely to outweigh any benefit that the shareholder is likely to derive from such an
action, shareholders are unlikely to come together to bring legal action since shareholders have the
option of selling on their shares with ease owing to the dispersed ownership structure of public listed
companies in the United Kingdom and the liquidity in the market. In addition, studies have shown that
the courts in the United States and the United Kingdom are not efficient in enforcing contracts
between shareholders and managers as the contract requires much interpretation.24 Additionally, the
use of the “business judgment rule” prevents the courts from second guessing decisions made in the
board room25 and makes them more likely to support the decisions of management.
Therefore contract law only succeeds in theoretical terms by providing a basis upon which companies
can be formed and a foundation upon which issues of corporate governance can be discussed. As a
control mechanism, contract law is quite limited as it is easily susceptible to managerial expropriation
owing to the fact that complete contracts are difficult to achieve. In addition, control mechanisms that
are facilitated through the law of contract such as incentive contracts are only successful to an extent
but also vulnerable to managerial entrenchment, with managers changing their objective to suit the
short-term goal of attaining the incentive as opposed to the long-term goal of acting in the company's
long-term interest. The main weakness of the contract mechanism as a means for monitoring
directors lies in its enforcement as the courts are unwilling to scrutinise the business decisions
underlying contracts.

Company law
Once the underlying contract between the principal and the agent is secured, the property rights
resulting from the contract that has been formed have to be protected. Private law protects property
rights through company law.
Company law plays an important role in the organisation of property rights26 as it is through
recognition as legal persons in law that companies are able to perform transactions in the name of the
shareholders. Company law provides a solution to the agency problem by defining the duties of the
members of the company and specifying the liability of the members of the board in the event of
default in the performance of their duties. In this way company law acts as a mediator between
opposing interests within the company through the provision of mandatory rules such as the articles
of incorporation and corporate byelaws which define the role of the firm.27 As such, the power
relations within the firm are defined while avoiding more direct modes of intervention such as state
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ownership and bureaucratic control of finance and credit.28
However, company law in the United Kingdom and the United States is permissive with a few
mandatory rules.29 While the permissive nature of corporate law provides the flexibility that is
necessary for the effective management of business30 it also creates opportunities for expropriation.
As the courts are reluctant to deal with managerial expropriation,31 except in *I.C.C.L.R. 137 extreme
cases owing to the business judgment rule, management expropriates the company less directly
through excessive consumption of perquisites through legal acts such as decision-making on the
board which favours the short-term interests of the company.32 Since directors' duties are not defined
in detail in the employment contract or specifically in law, that is, in relation to the business of the
company, the directors by focusing on their short-term interests appear to be acting in the interests of
the company and therefore at no fault. Although the law empowers shareholders with the right to vote
as a means of removing disloyal directors, studies have shown that shareholders in the United
Kingdom are not exercising their voting right effectively.33 Even where shareholders are willing to
exercise their legal right to vote, shareholder voting rights may be expensive and difficult to enforce.34
Therefore, while company law provides the necessary flexibility to facilitate the maximisation of
shareholder value by allowing directors to take risks and defining the relationship between members
of the company, company law is still limited in how far it can prevent managerial expropriation and
excessive risk-taking. The main difficulty lies in making a distinction between business risks and
self-interested acts of management. Company law does not give much guidance on this. This limits
the ability of company law to effectively protect shareholders as it is difficult for shareholders to prove
to the court that the director in question was not acting in the company's interests.

Labour law
The third private law mechanism that affects corporate governance is labour law.35 Labour law
governs the relationship between workers and the firm by defining the rights of workers, the
conditions under which they are hired and fired and their role in terms of the degree in which they can
participate in the boards of companies. In addition, labour law is important for corporate governance
as it affects the structure of the firm and how decisions within the firm are made. In jurisdictions where
labour law is strong, workers are more likely to participate on the board and therefore affect decisions,
and vice versa.36
As the central problem in corporate governance is the separation of ownership and control, for private
law to be an effective corporate governance control mechanism it has to protect shareholders from
consequences of the agency problem such as excessive risk-taking by management. As workers
want to keep their jobs in the long term, their representation on boards as monitors ensures that
directors are not short-terminist in their decision-making. This in turn increases shareholder value.
However, public companies in the United Kingdom tend to have a strict separation between labour
relations and firm management37 and this is reflected in their boards, where worker participation is
limited.38 Companies are hostile to employee participation on boards as stakeholder interests may
prevail over the interests of shareholders. A point of concern is whether shareholders are better off if
employees participate in the affairs of the company. On the one hand, allowing workers to participate
in the company is likely to make them feel more worthwhile to the company and motivate them to be
more productive. On the other hand, in the short term, profits may have to be sacrificed in lieu of
long-term shareholder value. As monitors of management, it has been argued that worker
participation on the board only works well when they consist of a third of the board.39 If employees
hold half the seats on the board, they would veto corporate planning until their consent was
obtained.40 In addition, it is rare to find workers who act as board representatives and remain loyal to
fellow employees. Experience with participation in the state-owned steel industry in the United
Kingdom has shown that a process seems to take place in which worker representatives take on
management colouring, and their activities become increasingly supportive of management strategies
and goals.41
*I.C.C.L.R. 138 Generally, labour law in the United Kingdom provides limited protection for workers
and as a result workers have a less direct role on the board.42 Allowing worker participation within
boards is seen as having the potential of reducing shareholder value and workers are, by and large,
not seen as being effective monitors of management as their allegiance to their fellow workers
normally changes on appointment to the board when they start to support the directors that they are
supposed to be monitoring.

Market mechanisms
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The market for corporate control
The market for corporate control solves the agency problem through market forces such as the labour
market for directors and competition within the stock market. The availability of labour gives
management the incentive to maintain good corporate governance practice so as to stay competitive
in the stock market. Through takeovers well-performing companies acquire underperforming
companies and replace poorly performing management, thereby increasing shareholder value.
Takeovers are seen as being an effective market disciplinary mechanism because in addition to
losing their jobs managers of the target company also risk losing their reputation, making them unable
to stay competitive in the labour market.
However, the downside of using takeovers to solve the agency problem is that takeovers may not
happen that often. Research shows that takeover activity has steadily reduced since the 1980s.43 A
second drawback to relying on the market for corporate control to solve the agency problem is that
takeovers are expensive and they require managers to significantly deviate from the performance of
their duties for them to work properly.44 Such deviations may not always benefit investors, for instance
where the directors concentrate on providing guidance to shareholders on the merits of the offer of
the predator company and put the running of the company on hold, leading to a loss in shareholder
value. The guidance provided by the directors in this during takeovers may also not be independent
and directors may advise shareholders in such a way that ensures that they continue to keep their
jobs. To strengthen the effectiveness of the takeover, current law in the United Kingdom prohibits
anti-takeover practices by providing that directors must ignore their personal circumstances and not
engage in any action which may result in shareholders being denied the opportunity to decide on the
merits of the offer.45 Despite these provisions, demonstrating a director's self-interest still remains a
hurdle for the aggrieved shareholder owing to information asymmetry problems. Management will, in
most cases, be more informed than the shareholders on the business of the company. As such the
market for corporate control is not always an effective mechanism in solving the agency problem and
the consequences of the self-interested behaviour of directors.

Board structure mechanisms
In recent years, board structure mechanisms have been introduced through corporate governance
codes to monitor the behaviour of directors so as to prevent agency costs such as expropriation and
excessive risk-taking. A significant number of board mechanisms have been adopted to improve the
loyalty and independence of directors. These include the separation of the role of the chief executive
officer from that of the chairman and the introduction of non-executives in boards of public listed
companies.
It is generally thought that to have one person occupying both the chief executive officer and
chairman of the board roles is to concentrate too much power in one person's hands thereby creating
a greater chance for managerial expropriation. There is limited evidence on whether chief executive
officer/chairman duality influences a director's loyalty or independence. Among this evidence is
research which shows that shareholders prefer to invest in companies where the positions of the chief
executive and chairman are separate46 as this provides for greater independence in decision-making
and therefore a reduction in agency costs.47 However, there is also evidence which suggests that
separation of the positions of the chief executive and the chairman in the United Kingdom and the
United States has no significant effect on governance as splitting *I.C.C.L.R. 139 these roles has not
resulted in better firm performance or in better decision-making by firms.48 This suggests that it is
unclear whether separating the role of the chief executive and the chairman has any effect on a
director's loyalty, for instance the prevention of subtle forms of loyalty violations such as the making of
secret profits by taking up corporate opportunities. The separation of the positions of the chief
executive and the chairman may, however, provide an environment in which independent decisions
can be made and blatant acts of self-interest such as excessive risk-taking can be prevented as the
chairman's role is limited to that of directing the company while the chief executive is in charge of
implementing that direction, thereby providing a monitor for the chairman's decisions.
In addition to splitting the roles of chief executive and chairman, non-executive directors have been
introduced as a board structure mechanism to monitor directors.49 The requirement that boards have
non-executive directors has been emphasised in subsequent corporate governance reviews in the
United Kingdom.50 Research has shown that the presence of non-executive directors tends to reduce
the managerial consumption of perquisites.51 This implies that having non-executive directors on the
board makes management more loyal to shareholders. On top of reducing the consumption of
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perquisites, studies have also found that around the days following the appointment of non-executive
directors firms report significant positive excess returns, suggesting that the introduction of
non-executive directors enhances managerial loyalty and improves shareholder value.52 However, not
all studies have reported positive results following the introduction of non-executive directors. Some
studies highlight a negative relationship between non-executive directors and firm performance53
while others show that higher proportions of outside directors are not associated with superior board
performance, but are associated with better decisions concerning issues such as acquisitions,
executive compensation and chief executive officer turnover.54 Therefore whether the presence of
non-executive directors on the boards of companies is good for company performance remains an
open question. However, one has to agree that the presence of non-executive directors on boards is
important for perception because directors in companieswith non-executive directors make less
self-interested and risky decisions as they have to be accountable to non-executive directors.
It is now fitting to discuss how public law mechanisms can strengthen private law mechanisms,
takeovers and board structure mechanisms in solving the agency problem in corporate governance.

Public law mechanisms
To effectively evaluate the role of public law mechanisms in corporate governance, it is important to
recapitulate the limitations of private law mechanisms and board structure mechanisms as possible
solutions to the agency problem.
The main limitation of private law mechanisms is that they rely on the shareholder for enforcement. In
addition, factors such as the collective action problem, the lack of clarity in the scope of fiduciary
duties and the reluctance of the courts to intervene in conflicts within the company hamper this
remedy. The law is therefore not an effective control mechanism in corporate governance, as courts
will only intervene in straightforward cases where there is a serious breach of investors' rights, such
as outright theft by managers.55
When private law fails to provide a solution to the agency problem, the market for corporate control
acts as a “court of last resort”.56 A *I.C.C.L.R. 140 review of takeovers and board structure
mechanisms demonstrated that they suffer from similar limitations. Although takeovers do not rely on
the shareholder for enforcement, as is the case with private law mechanisms, their effectiveness is
limited by the low frequency of takeover activity. With regard to board structure mechanisms, it
remains unclear whether separating the role of the chief executive and the chairman has any effect
on a director's loyalty. In addition, incorporating non-executive directors on the board was found to
have little effect on shareholder value. This suggests that neither takeovers nor board structure
mechanisms effectively deal with expropriation or excessive risk-taking in companies as the
enforcement problem remains and there is hardly any evidence to show that the introduction of
market-based board structure mechanisms has any effect on a director's loyalty. This exposes the
company to the possibility of expropriation and creates an environment where management cares
less about the effects of excessive risk-taking, as they are not loyal to the company.
An effective corporate governance mechanism would therefore have two characteristics: first, it would
be easy to enforce and secondly, it would have the ability to secure the loyalty of the directors of the
company and therefore deter them from expropriation and excessive risk-taking.
Public law mechanisms57 strengthen enforcement and secure a director's loyalty by enabling a
shareholder to bring a claim individually, therefore overcoming the collective action problem; for
instance, where the shareholder has been denied information by the company, a derivative action is
not necessary as failure to disclose company information and insider trading is a criminal offence in
the United Kingdom which is enforced through the use of criminal sanctions in the form of regulatory
penalties.58 The use of regulatory penalties makes it cheaper for the shareholder to bring a public law
claim since it does not always have to involve lengthy court proceedings as the standard of liability is
strict, unlike in civil litigation where the shareholder has to demonstrate that on the balance of
probabilities the director in question expropriated the company or took too much risk. Even if a
shareholder were to be willing to do this, courts are often reluctant to discuss the internal affairs of the
company, such as the details of decision-making within the board. In addition, the use of regulatory
penalties overcomes the collective action problem which hampers the effectiveness of the market for
corporate control as a disciplinary mechanism. Public law is therefore necessary in corporate
governance as it provides shareholders with a remedy that is easy to enforce.
On top of solving the enforcement problem, an advantage of public law as a corporate governance
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mechanism is that it avails more sanctions to shareholders. Bringing a claim in criminal law or
securities regulation avails criminal penalties as a remedy to the shareholder, which may not be
available through civil litigation. Criminal penalties have the benefit of taking away the benefit from
expropriation as well as deterring agents from excessive risk-taking as this could not only result in the
payment of a fine, which private law mechanisms can enforce, and the loss of income, which the
market for corporate control can effect. The criminal sanction deters because it removes the agent
from circulation, through incarceration, and involves reputation costs which render the agent unable to
compete in the labour market.
Research has confirmed that criminal sanctions are the only mechanism that can protect investors
from large-scale fraud or theft. “Every country uses harsh criminal punishments” to deal with cases
like Enron and Parmalat.59 This suggests that criminal punishment is a generally accepted way of
protecting shareholders from expropriation and risk-taking in corporate governance.

*I.C.C.L.R. 141 Conclusion
This article has explained the importance of criminal sanctions in the achievement of good corporate
governance. Although the law plays a significant role in the protection of investors, private and
non-law mechanisms have generally been ineffective in achieving investor protection and shareholder
value. This article suggests that corporate governance can only be achieved by solving the agency
problem through minimising agency costs that can result through opportunities for expropriation by
insiders and excessive risk-taking in companies. Consequently, criminal sanctions are necessary in
corporate governance as private law mechanisms and non-law mechanisms are inefficient60 in
protecting investors from expropriation and excessive risk-taking as they are the only mechanism that
can take away the benefits of expropriations as well as deter insiders from expropriation and
irresponsible acts of excessive risk-taking. As such, government intervention in corporate governance
is not only desirable, but it is a basic necessity as it is only through the use of criminal sanctions that
the disclosure and responsibility that is necessary for developing a financial market can be secured.
Therefore government intervention in the present economic crisis should not be criticised; rather, it
should be commended.
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