
Section 1. Theoretical approaches to 
the problems of corporate governance 

1.1. Formulation of the problem 

The term "corporate governance" is relatively new in the literature on economics
. Until recently, the meaning of this term has also been rather vague. Thus, the authors of one text-book especially devoted to the problems of corporate governance define the latter as the relations between different parties as regards the tendencies of the development of a corporation and the effectiveness of its functioning (Monks, Minow 1995, p.1). According to the authors of one of the most prominent reviews treating the said problems, A. Shleifer and R. Vishny, the term "corporate governance" characterizes the methods by which the economic actors rendering financial resourses to a corporation can secure the profitability of their investments (Shleifer, Vishny 1997, p.1).

Such disagreements regarding the initial definitions of this new concept can be illustrated by numerous examples. In the present work, the term "corporate governance" is used to characterize the totality of the economic and administrative mechanisms by the use of which the rights of corporate ownership are realized and the structure of corporate control is formed.

The theoretical market model based on perfect competition usually suggests an extreme decentralization (the role of market participants is commonly played by individual entrepreneurs and individual consumers), while the mechanisms of management has an exceptionally market character - see, for example, Demsetz 1982. Under the conditions dictated by the existence of a complete system of markets (Magil, Shafer 1991) and the complete listing of all possible conditions in the contracts to be signed, the adoption of major decisions including those taken within the framework of a firm will be regulated by market competition.

The problem of corporate governance emerges in those theoretical models which tend to take into account the incompleteness of contracts and the asymmetrical character of information in the specific principal-agent relationships developing in a modern corporation.

To illustrate this more formally, one could use the starting assumptions presented by O. Hart in his article on corporate governance (Hart 1995a). Let us assume that the net income of a corporation, П, is the function of efforts exerted by the management, e, and some stochastic factors characterized by the variable 
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Since the shareholders delegate their right to take certain decisions to the managers, there emerge specific relationships between the former and the latter as regards the delegation of authority. The values of the variable e are nor observable, while the values of 
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 are even non-predictable. Therefore, the owners of share capital are eager to secure effective (from their point of view) management by concluding a contract which not only lists some of the managers’ responsibilities but also stipulates a positive dependence of their fees, Y, on the profit:

Y = y(П)         у'>0
(2)

Then heed is given to the hypothesis of the principal incompleteness of contracts which is so popular in modern economics. The more varied the scenarios of future events, the larger are the costs relating to the development and the discussion of such a contract
. It inevitably leaves numerous situations  not stipulated in the contract totally unattended. Thus there emerges a certain space within which the managers are free to engage themselves in "egoistic" activities. As mentioned above, these activities can pass unobserved, and under the conditions of a competition-based economy, their consequences can be detected only after some time.

The very possibility of an access to the most complete and precise information and the possibility to take decisions based on it  become the source of "power" of the (top) managers within a given corporation (Aghion, Tirole 1997; Rajan, Zingales 1997). The asymmetry of this information widens the scope of the managers' actions aimed at increasing Y while leaving the values of П unchanged (or reduced). 

And yet such an approach narrows the scope of actual conflict. The interests of a top manager usually are not limited to monetary payments; all other things being equal, they can prefer a larger firm
, especially when it has luxurious offices, country houses, airplanes and other prestigious attributes (see Burrough, Helyar 1990). And finally, they can spend a lot of resources in order to preserve their position (according to the afore-mentioned authors, their position of "strength" inside the firm)
. All these factors can conduce to the growth of agency costs and to the deepening of the conflict of interests inside the corporation.

The conflict of interests of the shareholders and the managers is especially obvious in the sphere of accumulation of capital owned by a company. The most common example of such conflicts is a situation existing in the US oil industry after the more than a ten-fold increase in oil prices which took place during the 1970s. Much was said by the experts to the effect that any further prospecting for oil in US territory would be extremely costly and unpromising. Nevertheless, the administration of oil companies which came into the lime light in the years of the energy crisis was spending fantastic amounts of money on obviously loss-making prospecting. The assessment of such actions on the part of top managers later became a subject of heated discussions, and a number of influential economists (see, e.g., Jensen 1986) tend to see this phenomenon as a vivid example of insufficiently effective corporate management.

The sources of the conflict are unlikely to be completely eradicated with the help of perfect stimulation of the managers - in terms of relationship (2) it would mean finding some ideal function of y. The choice of an optimal (from the viewpoint of the owners of the strategic parcel of shares) strategy of the firm substantially depends on the shareholders’ attitude to risk. Meanwhile, the managers would strive to find the best (according to their criteria) relationship between the income being drawn, Y, and "their own" risk generated, for example, by the sensitivity of Y  to any fluctuations of П
.

The problems of separating control from property  (and maybe those of a possible conflict between them within a large corporation) have been discussed in literature on economics for more than 60 years - since the time of publication of the widely known work by A. Berle and G. Means (Berle, Means 1932). An important stage in comprehending the problems of corporate governance was manifested by the works of Coase laying the foundation of the contemporary theory of firm (Coase 1937; 1960) and the development of a new approach to the analysis of costs generated by delegation of authority proposed by M. Jensen and W. Meckling in one of their articles (Jensen, Meckling 1976). The empirical studies devoted to managers’ behaviour and first of all to that of the managers in largest American corporations (see, for example, Donaldson 1984) were in a sufficiently good agreement with the theoretical concept put forward by M. Jensen (Jensen 1986) according to which the administrative personnel operating within a large joint-stock company would try to maximize not the value of "their" firm but rather the free cash flows which they are capable of controlling more or less independently. Thus the conflict of interests between the shareholders and the management becomes more obvious, and this is also true for the costs generated by the delegation of authority within the corporation.

The following sections of the present work will characterize in more detail the mechanisms of interaction between the shareholders and the managers as treated by the theory of corporate governance. The relationships between them are considered from the standpoint of the realization of the rights pertaining to corporate and individual private property and also from the standpoint of the participants’ interaction within a corporation. 

 1.2. Corporate property and corporate governance.

When corporate property is being defined through the use of categories usually characterizing individual property, there emerges a number of problems: the typical set of prerogatives secured by ownership inevitably splits among the stakeholders partaking in various operations implied by the functioning of a given corporation. Some authors (see, for example, Votaw 1965) proceed from the fact that within a joint-stock company, the relations pertaining to ownership, usage and control over the results of activity are mainly entrusted to the administrative personnel, while the right of appropriation of the net income generated by this activity belongs to the owners of capital. According to a number of authors (see Blair 1995; Hansmann 1996), when the character of some corporate property is being defined, it is necessary to take into account the whole complex of the relations being formed in the course of a corporation’s functioning as regards the shareholders, the owners of the borrowed capital used by the company, the administrative personnel, the workers and officials, etc.

In a few past years, theory has been especially and invariably attentive to the judicial infrastructure of relations regulating the relationships among various groups of shareholders, the owners of capital loaned to the corporation, and the administrative personnel. Research is usually focused on the problem of protecting the shareholders’ rights. Meanwhile, it is emphasized that the very possibilities of realization of property rights depend not only on the laws existing in the country but also on the existing practice of judicial decisions.

The authors of one research devoted to this very problem, have come to the following conclusion: practical realization of the requirements envisaged by the laws (quality of law enforcement) is on the highest level in the countries with the German and Scandinavian structures of civil law, and is on the lowest one in the countries with French civil law (see La Porta, Lopes-de-Silanes, Shleifer, Vishny 1998). The existing legal-economic infrastructure can exert substantial influence on the character of the distribution of corporate property, on the system of the relations emerging within a corporation and on the direction of cash flows.

Economics accentuates the fact that property rights in different countries are combined with the rights envisaged by the system of contracts (including implicit agreements). Using this concept in connection with the activity of an individual company, A. Alchian and H. Demsetz characterized the firm as a certain "nexus of contracts" (see Alchian, Demsetz 1972). In a situation when contract rights and responsibilities can be reliably secured, the attributes of ownership are manifested, first of all, in connection with the afore-mentioned incompleteness of contracts. As soon as the circumstances regarding which the contracts contain no (direct) indications of any corresponding rights and liabilities of the parties, the terms stipulating the use of the factors of production which are not regulated by the agreements should be determined by the actual owners of these factors. Therefore, in the last few years, human rights have been most frequently defined as residual rights of management and control (in reference to the contracts’ conditions) (see, for example, Milgrom, Roberts 1992b; Gravelle, Rees 1996). This approach was further theorized in the works of O. Hart, S. Grossman and Y. Moore (see Grossman, Hart, 1986; 1988; Hart, Moore 1988; 1990; Hart 1995).

The Hart-Grossman-Moore system of theoretical models suggests that each of the participants in the operations conducted by a certain firm owns some actual monetary and/or human capital. Trying to sell the factors in their possession, some owners resort to specialized investments; it is particularly true of the administrative personnel accumulating knowledge and experience in certain spheres.

According to the concept under consideration, the scale of such specific investments would substantially depend on the degree to which the manager has managed to preserve (or obtain) the position corresponding to his or her specific investments. The most solid guarantees of the use of these investments are secured by ownership of the corresponding elements of capital.

Let us consider a theoretical model of some corporation where at least a limited number of participants can effect specific investments to be used in this firm only. When such participants obtain property rights to the elements of property or monetary capital, or, in other words, in a situation when at least one of the participants in the market exchanges preceding the formation of the company enters into the possession of some (supplementary) asset, there emerge additional stimuli to increase the amount of equilibrium investments.

In the final account, the action of the competition forces must provide such a configuration of property when the company emerging as a result of some agreement between all the owners of the factors of production gets an opportunity to most effectively combine the specialized resources. It is the functioning of a given firm as a uniform organism that creates the conditions for optimal specific investments; at the same time, the emerging combination of resources must secure the utmost benefits for every owner of property- or human capital (in other words, the emerging equilibrium must be Pareto-optimal).

In the framework of such a corporation playing the role of the "nexus of contracts", the investments effected by the majority of the participants (including the investments of human capital effected by the managers) are more or less securely backed by the system of corresponding agreements, nevertheless, this is not true of the hierarchical relations between the superiors and the subordinates within a firm. Because of the afore-noted asymmetry of information and the incompleteness of contracts, any delegation of authority can be only partly stipulated by a single contract, while the rest of the relationships necessarily have a rather informal character. Therefore, the relations among the owners are qualitatively different from the relations of subordination emerging within the firm. The specific features of the latter relations can be regulated by the characteristics of an equilibrium created in the repeating situations involving the superior and the subordinate: the sphere of responsibilities passed down the hierarchical vertical substantially depends on the size of possible losses on the part of the firm (the superior) and the benefits enjoyed by the subordinate, their preferences in time, etc. (see Baker, Gibbons, Murphy 1999).

The enforcement of contract and property rights is conducted to a large extent by the market. This concept is not new. A. Marshall argued that "supply of entrepreneurial talent in the sphere of capital management adapts, as a rule, to the demand for it" (Marshall, vyp. 1, str. 399). The regularity of repeating relationships bolsters the role of the "reputation" effect and the subsequent reaction of market partners: thus, most of the purchasers and sellers prefer to limit their business relations with the firms violating the terms of the corresponding agreement. A number of conflicts can be regulated within the firm itself (administrative punishment or sacking of a guilty employee).

Nevertheless, it is easy to notice that even when all the contracts forming, so to say, the framework of a corporation are in presence, the lest protected party is the investors who have invested their money in ordinary shares. Being the shareholders, they realize their property rights - the residual rights which include the right to the residual income (on payment of all disbursements envisaged by the contract) of the corporation. 

The stability of both property rights and the existing contractual relations turns out to be fruitful when it is determined by market forces; it stimulates the owners to effect additional transaction-specific investments. But to support the existing configuration of property can be counterproductive if the previous forms of activity coordination and the routine technology are "artificially" conserved by the top management proceeding from its own egoistic interests
.

Modern economics concentrates on the analysis of the dependence of the capital market's functioning on the effective enforcement of property- and contractual rights. If this enforcement can be based on the effective judicial support, solid traditions and business ethics, it becomes possible to ensure opportunities for a more intensive development of the stock market. In its turn, it creates new conditions for functioning of the corporation itself; at the present time, alongside the official reporting there emerge market assessments of the effectiveness of the transactions carried out by a corresponding company (in many cases, alterations in the market share-price can reflect the information on major changes in the firm's affairs more accurately than any published reports). Thus the investors operating on the financial markets indirectly monitor all the transactions conducted by the firm.

Moreover, developed financial markets can actively enforce discipline by introducing various forms of "punishment" applied not only to the insufficiently  effective firms, but also to those companies which violate contractual commitments, do not ensure sufficient transparency of transactions, etc. (the external mechanisms supporting corporate governance will be considered in more detail below).

The most radical rearrangement of the structure of a corporation including the structure of corporate governance is carried out on the basis of market redistribution of corporate property. Examination of these market mechanisms concentrates attention on a rather specific market - that of corporate control.

Economics (see, for example, Grossman, Hart 1988; Barclay, Holderness 1989) distinguishes two groups of motivations to conduct transactions on this market. First, it is  mutual interest, for example, interest in such income which is distributed by the firms among the shareholders in accordance with the quantity of shares in their possession. Second, it is certain individual benefits enjoyed by the holders of the strategic parcels of shares. While ordinary financial markets (portfolio investments) are dominated by the considerations relating to general income, the corporate-control markets are guided, first of all, by individual benefits.

In contrast to the standard model of an effective financial market (Fama 1970; 1991) it is hard to expect an extremely high elasticity of demand in terms of prices on the control market. If a share price significantly departs from the fundamental characteristics of the company in question, it can (all other things being equal) attest to the existence of substantial private benefits which can be provided by these shares to some purchasers, making it even more difficult to find any substitutes for these securities. Apparently, the following circumstance is still more important: the corporate-control market is characterized by the presence of numerous barriers blocking the progress of market forces, the "transparency" of this market is much weaker, and non-transparent  bilateral transactions play a much more prominent role.

The market of large lots from the very beginning has been forming as a market of corporate control. Thus, in the USA, in the late l9th-early 20th century, the stock market not so much financed the large actual investments as provided resources for massive mergers and absorptions. Subsequently, in developed countries, purchase and sale of exceptionally large parcels of shares and take-over operations transcended the limits of stock-exchanges, but the said regularity once again manifested itself with the first steps towards the development of the financial markets in the economies in transition.

The existence of substantial private benefits even in a developed economy can be attested to by the correlation of prices observed on the financial markets. Thus, the sale of a large lot of similar securities should apparently be conducted at lower prices (wholesale transaction plus the acceptance of additional risks caused by the fact that the portfolio being bought is not diversified). Meanwhile, the sale of a large parcel of shares would inevitably be conducted at a price well in excess of the ordinary market prices; the significant amount of the "bonus paid for the possibility of control" (see below") can indirectly attest to the scale of private benefits.

The existing theoretical models (Shleifer, Vishny 1986; Holmstrцm, Nalebuff 1992; Hirshleifer 1998)  encompass a number of interesting notions illustrating the dependence of the market price at which large parcels of shares (in fact, implying control over the company) are sold on the degree of the initial concentration of property. These models suggest, among other things, that the larger the proportion of corporate property belonging to the potential purchaser, even before bids are invited, the cheaper (all other things being equal) could the latter get the "missing" shares. At the same time, certain dependencies - apparently, nonlinear (see Stulz 1988) - relate the price of corporate property to the initial proportion of the shares belonging to the managers of the company under consideration.

Intuition suggests that these conclusions, in general, are justified. The results of a number of empirical studies (Walkling, Edmister 1985; Morck, Shleifer, Vishny 1988; Hubbard, Palia 1995; Zingales 1995) are apparently in agreement with the above-noted characteristics of the corporate-control market.

In most cases, private benefits relate not simply to the possession of a large amount of shares, but to control over the existing corporation. In particular, it can also explain the regularity detected in many countries: corporations where a substantial parcel of shares guarantees corporate control extremely seldom have other owners of large amounts of shares (see La Porta, Lopes-de-Silanes, Shleifer 1999). 

Nevertheless, it should be noted that certain premises used in the said theoretical models are clearly abstract. They seldom take into account the factors of uncertainty which in reality play a very prominent role on the markets of corporate control. Thus, the Grossman, Hart (1988), Shleifer-Vishny (1986), Hirshleifer, Titman (1990) and some other models suggest that all participants of the transactions on the corporate-control market possess some "absolute foreseeing" and clearly understand the consequences of the firm's reorganization which will be carried out by the new owner
.

Apart from this, the above-noted theoretical constructions usually suggest that private benefits are always realized by the shareholders effectively exercising corporate control. Meanwhile in real life, a certain - sometimes rather significant - share of private benefits is acquired by the CEOs. According to some assessments, private benefits obtained by the top managers of American companies in the 1980s amounted to approximately 4% of the corresponding companies’ value (see, e.g., Barclay, Holderness 1989; Barclay, Holderness, Pontiff 1993). 

The existence of private benefits can considerably limit any effective market redistribution of corporate property. Thus let us suggest, to begin with, that there is no private benefit both for the present owners of the corporation and for the potential purchasers. Let us also consider that a new owner would be able to secure a growth in the firm’s value and that after the company passes into the hands of this “efficient” proprietor and undergoes reorganization, the share price (w1) would exceed the former price (w0). In such a case the potential purchaser would consider it reasonable to buy the strategic parcel of shares at a higher price if the extra charge would be less than (w1 - w0). It should be noted that the sellers of shares realizing the corresponding income from the difference in price will also gain.

Thus, when the financial markets are highly organized (in the above example there were no obstacles to competition, and all financial operations of both the firm and the purchasers remained absolutely "transparent", while, for the sake of simplicity, the transaction costs were assumed to be negligibly small) and the absence of private benefits is manifest, the market mechanism of the redistribution of corporate property alone can be expected to secure a more or less favourable (from the owners' viewpoint) distribution of property and to ensure effective corporate governance. However, the situation becomes more complicated when the scope of consideration is extended to include private benefits including those being extracted by the former owners who possess a large amount of shares or can influence the shareholders' behavior 
.

The most serious obstacles blocking the transition to a more effective corporate governance emerge in the situation when the former bearer of the rights of control uses his position to extract such private benefits (В0) that significantly exceed the potential purchaser's benefits (В1). Then, even if the change of owners results in an increase in the firm’s value (w1<w0), the present owners of the strategic parcel would often refuse to sell their shares (and/or the managers would exert pressure on small shareholders in order not permit such sales to happen) on any conditions which could become attractive to potential purchasers. 

Let the total number of voting shares equal N; and let us assume that the number of shares necessary to obtain an assured control over the corporation is (0.5N +1). For the sake of simplicity, we should consider that the acquisition of control over the given corporation yields no more or less substantial private benefits to the purchasers. In other words, according to the definition, В1 = 0, while В0 > 0. In such a case, the transition of control over the corporation to a more efficient private owner cannot take place when (w1-w0)<В0/(0.5N+1). In other words, the capital market does not ensure a transition to more effective (by the criterion of maximization of the firm’s value) structures of corporate governance in situations when the private benefits being extracted by the present owners of the strategic parcel and /or the managers having certain means to influence the shareholders, as calculated per one of the (0.5N + 1) shares, will exceed the growth in share prices secured by the transition of control to an "efficient" owner
.

At the same time, the rapid growth in the number of mergers and takeovers observed throughout the 1970s and the 1980s (for further details, see Jensen 1988) and the new wave of activity in this sphere which has become manifest recently attest to the intensive functioning of the corporate-control market (though, naturally, not all of the mergers and takeovers are just a means to enforce a required level of "market discipline").

Private benefits assured by such a control can apparently amount (as already noted) to rather considerable sums; this can be attested to by the scale of overpayments in the purchases of large parcels
 of shares. It is notable that the scope of overpayment demonstrates a stable positive correlation with the liquid assets  (cash plus the most liquidable financial instruments) belonging to the "victim" of the absorption, and a negative correlation with the dispersion of share prices of the firm being absorbed (Barclays, Holderness 1989; 1992). The amount of the above-mentioned (see page   ) additional bonuses  paid to the seller of a large parcel of shares is also rather impressive: in the USA such bonuses amounted, on the average, to 2.0% of the price at which the parcels of shares have been sold (Barclay, Holderness 1989). Especially large (up to 50-70%) were the overpayments in the case of takeovers of banks (Meeker, Joy 1980). The above-noted dependencies can give a certain idea of the objectives pursued by the firms carrying out the corresponding takeovers, and of the scale of private benefits realized by them.

Equally instructive are the differences in market prices of shares under the conditions ensuring more than one voice for certain classes of shares (the so-called multiple shares). In such cases, it is possible to calculate the sums of money characterizing the market "price of one voice" - see, for example the calculations presented in Lease, McConnel, Mikkelson 1983; 1984 и De Angelo, De Angelo 1995
. Recapitalization envisaging the issue of multiple shares was actively used by the management as one of the means of defense from aggressive take-overs (Jarrel, Poulsen 1988). 

The following circumstance is apparently also of certain interest: those corporations where a serious conflict between a part of shareholders ("dissidents") and the supporters of the existing system of management is taking shape, have a much higher "price of one voice" than other companies (Zingales 1995). The "price of one voice" inevitably increases in any situation when the rights of shareholders are insufficiently protected (see Modigliani, Perotti 1998).

It is clear that the concentration of multiple shares in the hands of those who, in fact, realize the rights of control considerably hampers passing of a corporation into the ownership of a more efficient proprietor in a market fashion. According to S. Grossman and O. Hart, the smooth functioning of market mechanisms regulating the passing of corporate control to a more "efficient" owner most heavily depends on maintaining the correlation of the degree of participation in collective decision-making and the degree of the acquisition of the residual income, in other words, by the observation of the principle "one share - one vote"(Grossman, Hart 1988). 

In practice, the above principle is gradually becoming more and more widespread. Thus in the USA by the mid-1990s the New York and American stock exchanges, as well as the trading system NASDAQ, had increased their listing procedures by the requirement "one share-one vote"
.
The pyramidal (multi-tier) structures of corporate property can also be used to this end. The investigation undertaken by A. Shieifer et al. singles out 20 largest corporations in 27 countries (predominantly in developed countries with market economies); according to their estimates, in order to obtain 20% of all the shareholders' votes, 18.6% of capital is required on the average if all the countries are taken into consideration, while in the countries where the Anglo-Saxon model of corporate legislation is predominant (England, USA, Canada, Australia, Japan, Ireland, New Zealand, etc.) it is necessary to possess 19.7% of capital in order to achieve this objective (La Porta, Lopez-de-Silanes, Shleifer 1999). 

Special attention has been paid recently to the problem of the influence exerted by the forms of property and corporate governance on the economic effectiveness of the firm. The solution of this problem is exceptionally complicated in the situations when the said influence combined with other factors is augmented by the influence of various mechanisms of economic regulation (of a planned character or market), while under the conditions of a market economy - by the heterogeneity of the market structure (based on competition or oligopolistic).

Apart from this, a considerable role in any analysis of the afore​mentioned problems can be played by the endogenicity problem. In the logic of reasoning described above, the type of property plays the role of an exogeneous factor, while the company’s efficiency is treated as a dependent endogeneous variable. However, the opposite approach is likely to be reasonable enough (see, e. g., Densetz, Lehn 1985) - when the equilibrium structures of property are formed under the influence of a number of factors, including the distinctive characteristics of the particular branch where the firm is functioning, the effectiveness of its operations, etc. Thus, the investments in shares effected by the institutional investors will depend to a great extent on the position of the company, its size, efficiency, etc. (as is shown below). The top managers possessing the most complete information on a firm’s state of affairs can prefer share options to be their rewards only when they are expecting the real value of the firm to increase.

Nevertheless, our following presentation will proceed from the assumption that the now-existing structure of property is specified as exogeneous. Then, in order to especially emphasize the influence of competition, one could juxtapose the microeconomic characteristics of the effectiveness displayed by state-owned and private enterprises functioning in the competition-based and oligopolistic (monopolistic) branches. The estimates have brought a number of authors to the conclusion that private firms, as a rule, were more efficient than the state-owned ones both on the oligopolistic and the competition-based markets (see, e. g., Boardman, Vining 1989). The extensive review presented in this work clearly demonstrates that the authors of most investigations have also discovered a relatively higher degree of functional efficiency on the part of private firms 
.

Thus, among the conditions ensuring an effective corporate governance and an optimal distribution of resources, the key role is apparently played by the effective enforcement of private-property rights including the realization of "strict budgetary restrictions” (with the inevitable and strictly specified procedures of bankruptcy for the "violators"), and also active functioning of market competition.

Modern concepts of privatization (see, e. g., Shapiro, Willig 1990) most frequently proceed from the assumed fact of omnipresent existence of a certain "environment", in fact, typical of only a developed market economy. This assumption is apparently based on an unquestionably just thesis according to which the management of state-owned enterprises, acting from various (mostly non-economic) considerations, should pay salaries and all kinds of bonuses to a larger number of employees than it would be in the case of an "ideal" competitive company of the same type. Then follows an elementary conclusion about the economic effect which can be furnished by privatization (see, e. g., Boycko, Shieifer, Vishny 1996); thus, the transition to private property would enable the owners to demand from the company's managers to provide them a maximum-possible access to the information on the activity of the firm, and to demand from the state to effect the payments compensating for the benefit lost. It is not hard to notice that such a logic of reasoning unfortunately leaves “behind the scene” the problems of the formation of the economic and legal infrastructure of market relations ensuring the possibility of effective functioning of private property and corporate governance.

1.3. The mechanisms of confrontation and cooperation 

The importance of corporate governance results from limited possibilities to use market methods (bidding based on competition and the subsequent  agreement  of   purchase and sale) when establishing the relations between the required actions on the part of the manager and their defrayal. The agreement concluded by the participants cannot (as mentioned in Section 1.1) envisage every potential situation, and moreover, each of the managerial decisions per se cannot become a direct object of any market bidding and cannot cause any side payments. In other words, the sphere of corporate governance does not furnish conditions for a full realization of market processes envisaged by the Coase theorem (Coase 1960; Mas-Colell, Whinston, Green 1995, Chapter 11); the structure of corporate control and management emerging in a modern corporation characterizes an alternative method of organizing economic and legal relations. 

Most difficult problems are produced by the following circumstance: any monitoring of the managers' actions and decision-making in the sphere of corporate governance represents, in fact, public goods, and many participants, no matter how interested they might be in upgrading the process of management, are eager to minimize their efforts and to realize the free-riding effect. And if it is also considered that participation in the firm's affairs inevitably entails significant expenses, it becomes clear that even among the shareholders capable of influencing decision-making  in the sphere of corporate governance there are many of those who would not get involved in the said process. As in the situation with the supply of other public goods, the joint efforts expended in the absence of special administrative mechanisms, most likely, would be less than optimal.

The special mechanisms of corporate governance which were developed in the 20th century or are being developed nowadays, as a rule, represent a sophisticated hierarchical system of checks and balances. This system centers on the relations between the owners (of the strategic parcel) of shares and the administrative personnel. The system of corporate governance uses the varied systems of stimulation of managers and equally varied forms of control; as this takes place, the mechanisms of supervision over the results of management in any corporate company are frequently subdivided into the internal and external ones.

1.3.1. The mechanisms of internal control 

According to the theory of corporate governance, such mechanisms would include,
 first of all, the monitoring usually carried out by the board of directors (Fama, Jensen 1983). However, the number of directors in a company can be rather large. Some of the directors (especially not "executive") are initially appointed by the chief executive officers (CEOs), and therefore they can preserve rather close links with the old administrative personnel and can be prone to the inertia of the former strategy of governance.

It is customary to consider that the real independence necessary to protect the shareholders' interests is possessed to a greater extent by the "external" directors, because they have less personal relations with the existing administrative personnel. In the multinational companies of the USA and England, the number of foreign entrepreneurs among the external directors has markedly increased in the last few years (Charkham 1995). 

The results of empirical research, as a rule, confirm this hypothesis. The investigations revealing a significant negative correlation of the fluctuation of the market share prices and the frequency of subsequent replacements of CEOs have gained widespread recognition (see Coughlan, Schmidt 1985; Warner, Watts, Wruck 1988; Barro, Barro 1990). Especially indicative are the results of the calculations carried out by M. Weisbach who has demonstrated that in the firms with the predominance of external directors in their management (not less than 60%), a considerable drop in the market share prices increases the possibility of the CEOs being replaced in the year to follow three-fold as compared to with the rest of the companies (Weisbach 1988)
. From this point of  view, the results of investigations conducted by J. Byrd and K C. Hickman are also of interest: all other things being equal, the financial markets would higher evaluate the new shares of those corporations where the boards of directors include not merely external but apparently independent external directors (see Byrd, Hickman 1994).

The majority of the above investigations notes the well-observed fact that the external management is commonly renovated after a serious decline in financial fortunes of the company. It is clear that this phenomenon cannot invariably be a sufficient indication of the transition to a more effective corporate governance, but nevertheless, the facts can demonstrate that the advent of a new administrative personnel frequently entails not only some reorganization of production and sale but also a restructuring of the former system of accounting and reporting (see, e.g., Pourcian 1993). The following circumstance is apparently especially interesting: the financial markets usually perceive such an innovation as a signal enhancing the hopes for a rise in profitability of the company in question, and respond to it by an increase in the price of the corresponding shares.

When considering the functioning of the internal control mechanisms and the problem of renovation of the administrative personnel, we invariably come across the following circumstance: the above-mentioned processes are closely interlaced with the action of the external (in respect to the corporation) market forces; thus, the sharper the competition on the labour market, and in particular on the market of professional managerial cadres, the more care is to be exercised by the CEOs (and, accordingly, by the rest of the managers) as regards the interests of the strategic parcel's owners.

At the same time, the board of directors frequently demonstrates a tendency for bureaucratic swelling. The theoretical models of the optimal management of firms
 indicate the possible sources of a gradual decrease in efficiency concurrent with the swelling of the "representative" personnel within the board of directors. Examination of this problem on the basis of a sample of American corporations reveals a significant and stable negative correlation of the frequency of sacking of the CEOs and the size of the board of directors; there is also a negative correlation of the rate of growth of the firm's market value and the total number of directors (Yermack 1997). 

Another mechanism of internal control relates to the formation of an "opposition" objecting to the strategy exercised by the corporate management; in confronting the adopted strategy of development, the "dissidents" are eager to get support from other shareholders (proxy contests). But for the majority of shareholders, the upgrading of the system of corporate governance is a public commodity (see above), and therefore the initiatives of some of them can encounter a wait-and-see attitude of other participants (see Ickenberry, Lakonishok 1993).

Though the "dissident" shareholders rarely manage to  achieve a direct success and to entice the majority of shareholders to follow them
, nevertheless, they can exert a significant influence on the management's behavior. Let us note just one of the possible channels: the leakage of information usually occurring in such situations not only prods the board of directors into action but also stimulates an interest on the part of large purchasers on the market of control ("raiders")
. 

The problems of actions coordination and the formation of coalitions in corporations characterized by an atomistic structure are formulated through the use of the theoretical games models which have been developed in the past few decades (see Grossman, Hart 1980; Bagnoli, Lipman 1988; Teal 1997, etc.). One of the achieved results looks quite natural: all other things being equal, the concentration of corporate property conduces to a more careful selection of the administrative personnel. The results of specific investigations, as a rule, conform to this conclusion (see, e.g., McConnel, Servaes 1990; Denis, Serano 1996). 

The structure of the corporate property existing in a corporation (alongside other factors influencing the formation of various coalitions and their stability) also determines the character of corporate control emerging on this basis. By using the probability model of voting, D. Leech and J. Leahy who analyzed the data on 470 English companies quoting their shares on the stock exchange have come to the following conclusion: the more rigid type of control the shareholders manage to introduce, the higher is the characteristic of rentability (the share of profit in the price) on the part of the corresponding company (Leech, Leahy 1991).

The external owners of shares: the increasing role of institutional investors. The specific features of the internal corporate governance significantly depend on the category of the strategic parcel's owners and on the objectives they pursue. In the first half of the 20th century, a predominant proportion of shares in the USA belonged to individual holders; at present, an enormous amount of shares is at least partly controlled by the companies, first of all, by financial mediators. Throughout a long period of time, there have been formed various financial and industrial groups within which the banks and other financial mediators were capable to act as the owners of a large parcel of shares and as strategic investors or an institution more or less controlling these shares. Monitoring and control of the financial establishments are most important in Germany, Japan and some economies in transition.

With the emergence of institutions concentrating control over large parcels of shares issued by a number of companies, there inevitably arises the question of the role played by "external" owners. A hypothesis frequently found in literature on economics stipulates that a relatively high awareness of the situation displayed by the CEOs, the influence of continuous fluctuations of market share-prices and the threat of a frequent replacement of the owners inevitably result in the predominance of short-term objectives in the strategy of the firm (the "short-termism" effect).

Thus, it is argued that when facing a threat of a hostile takeover, managers experience a moral hazard; they are prone to take non-optimal decisions aimed at a short-term increase in the market price of their company's shares (Stein 1988; 1989; see also von Thadden 1995). The said tendency becomes especially strong because the financial mediators acting as the (co)owners of the corporation are prone to rapidly changing  (in a relatively short period of time) the composition of their portfolios
, and therefore they are often interested in a short-term increase in the market price of shares. 

These considerations can reflect some important tendencies in the development of corporate governance, but the development of the said tendencies inevitably becomes contained within certain objective limits produced by those same market forces. The assumption that the financial markets possess some informational effectiveness means that share prices reflect practically all the existing information on the actual opportunities of a company's long-term development, and that any "opportunistic" actions of the management aimed at achieving a short-term effect solely and detrimental to the interests of long-term economic growth are unlikely to be capable of systematically displacing the market assessments of this company's fundamental characteristics (which, naturally, does not exclude the possibility of short-term manipulations with market price of the shares, to which the company management interested in short-term effects can resort).

Any empirical validation of such hypotheses looks rather difficult
. Nevertheless, certain estimates can indirectly point to the absence of a clear-cut regularity (tendency) according to which the stock market would underprice the shares of companies intending to carry out exceptionally large long-term investments (see, e. g., the article by Ghan, Martin, Kensinger 1990) investigating the floating of American securities, and also one of the studies of the stock market (Miles 1993)).

At the same time, from the standpoint of the theory of corporate governance, it can be  apparently assumed that the more control and property are concentrated within the corporation, and, still more important, the more stable these structures of control, the greater opportunities are open for the conduct  of a long-term investment policy.

Another specific problem is represented by the long-term tendency to gradually concentrate corporate property in the bands of institutional investors (II) such as pension funds, social insurance funds, etc.
. According to the logic just described, the concentration of the corporate control in the hands of the largest investors automatically ensures better opportunities of improvement of corporate governance.

However, the specific character of investments carried out by pension and insurance funds does not always sufficiently fit the execution of the efficient owner's functions, especially when the activity of the corporation under consideration involves a significant risk. The II’s preferences which are rigidly restricted by strict formal (and also implicit) regulations implying a timely and indisputable payment of pensions, allowances and insurance sums can contradict the other shareholders’ quest for maximization of the firm's value. Moreover, the II themselves invariably turn out to be large organizations characterized by a complex structure and an equally complex system of management; therefore, the effectiveness of monitoring the decisions being taken by the managers of the controlled corporations would decline alongside that of the influence that can be exerted on them. The surveys carried out in the countries of Western Europe also indicate that large II only on rare occasions conduct active monitoring (Renneboog 2000).

The portfolio of shares possessed by II, as a rule, is significantly diversified (thus, in the USA, the pension fund CALPERS owns the shares of more than 2,000 firms - Prowse 1994). This also narrows the possibility of strict control over the quality of management in each of these corporations. Moreover, the managers of pension funds in their turn do not have any special stimuli to seriously examine the state of affairs in the companies under their control and to actively intervene in management (see Murphy, van Nuys 1993). All this strengthens the tendency to free-riding on the part of some II: thus, not only the numerous small shareholders but even a number of owners of rather large security portfolios often find themselves in the role of some "passive periphery" in the system of  corporate control.

The pension and insurance funds do their best to avoid a serious drop in the price of the shares of the corresponding firm. In order to avoid losses resulting from such a floatation of prices, an II can simply resort to selling the shares of this firm
. Thus, there occurs a significant limitation (or even elimination) of the long-term reference points in the management of companies whose shares are placed in the said funds. At the same time, the control over the portfolio of shares, as it has been shown, is subjected to specific functional objectives, and as such cannot constantly correspond to the market criteria. Examination of financial investments of large US pension funds indicates that throughout the '70s and '80s, the rentability of their portfolio of market securities, as a rule, was significantly under the average (see Lakonishok, Shleifer, Vishny 1992). 

Moreover, the investment policy of an II usually turns out to be very selective. Econometric estimates can prove that the probability that the II could invest in the shares of a certain firm increases  in correspondence with the company’s growth and also in relation to its ranking among those included in the list "Standard and Poors. 500" - see, e. g., Duggal, Millar 1999. In other words, II most often prefer to invest in the largest companies with a significant share of insiders' property and a more or less reliable system of corporate governance.

Nevertheless, in the past few years some II have begun to pursue a more active policy within partially controlled corporations (in Great Britain and the USA it was often done by the large banks managing by proxy the assets of the funds - see Davies 1997). They were trying, for example to coordinate the efforts of the shareholders dissatisfied with the actions of their company's management
. Apart from this, they objected in increasing frequency to the managers' attempts at preventing a takeover by every means: thus in 1990, 90% of state-owned and 83% of US private  pension funds came out against the threats of greenmailing
 - see Karpoff, Malatesta, Walkling 1996, p. 386. The activity of the II manifested in the 1990s, can conduce to the transition to a more effective corporate governance; but even the most favourable result (for example, if the corporate management is replaced) will preserve the tendency to evade the most risky investment projects attracting other shareholders.

1.3.2. The external mechanisms 

The external regulators of corporate governance directly reflect the action of the competitive market forces. Thus, a serious weakening of the firm's positions on the commodity market can stir up the internal control mechanisms (more energetic actions of the board of directors, more acute conflicts at the meetings of shareholders, etc.). The role of the regulation carried out by the commodity markets is apparently especially important in developing countries and the economies in transition still lacking a system of highly developed financial markets and that segment of the competition-based labor market which should be represented by highly-professional administrative cadres.

The bank-loan market can also play a significant role. The control exercised by banks relatively limits the "non-maximizing" actions of managers; thus, when choosing a project, it is more seldom that the firm can expect to get any bank loans and even any assistance of the banks in placing its securities. In the case of appropriation of large loans, a distinctive role in the system of corporate governance can be played by the monitoring carried out directly by the creditors (first of all, by large banks).

In certain theoretical models (see, e.g., Dewatripont, Tirole 1994; Hart, Moore 1995) the following circumstance is especially emphasized: the contract formulating the allocation of a bank loan (or an issue of private bonds) envisages the creditor's priority right to the property of the corporation should the latter become insolvent; this can prevent the managers from choosing unprofitable projects. In the case of an abrupt deterioration of a corporation's financial situation, the control on the part of the creditors who have accommodated the firm with short-term loans becomes especially rigid (Berglöf, von Thadden 1994)
. 

Bond debts can be a key factor of long-term control. Thus, referring to the inefficiency of corporate governance in US oil companies, M. Jensen (Jensen 1986) notes that the necessity of regular payments of interest on corporate bonds would inevitably limit the freedom of actions enjoyed by the CEOs, and respectively, the scope of wasteful projects of oil prospecting in the USA in the 1980s, Such a logic suggests that provided an effective system of creditors' rights enforcement does exist, the managers, at least in the early stages of the development of the capital market, should clearly prefer some other sources of financing capital investments.

The general conclusions made on the basis of a number of econometrical investigations can convincingly demonstrate that the structure of a corporation's capital exerts a substantial influence on the profitability of its operations (see, e. g., Ofek 1993). As far back as the early 1970s, the work of W. Baumol, P. Helm, B. Malkiel and R. Quandt showed that capital investments involving the participation of external sources of financing were securing higher incomes (Baumol, Helm, Malkiel, Quandt 1970). All other things being equal, the securities market also higher appreciates those companies whose liabilities have a  relatively large proportion of borrowed funds (see Maloney, McCormick, Mitchell 1993). The results of another investigation can indicate that a significant share of borrowed funds in the balance of a corporate company, suggesting the creditor's monitoring and the managers' participation in the ownership of the firm, conduces to a considerable increase in the return on equities (see Denis, Denis 1993).

However, it should be noted that even this consideration should fit the more general schemes of the organization of corporate governance. It can be demonstrated that an excessive bond debt can exert a "deteriorating" influence not only on inefficient but also on rather promising projects (see, e. g., Stulz 1990).

It should be added that the internal and external mechanisms of corporate governance are not always characterized by an absolute coordination; conflicts can emerge not only between the interests of the shareholders and the managers, but also between the said groups on the one hand and the "external" creditors - the owners of corporate bonds - on the other. Thus, the fact that some corporations have introduced the plans of stimulating their employees through the use of share options has conduced to a certain improvement of the company's fundamental financial characteristics and a growth of share prices, but at the same time has resulted in a decline in the market price of the corresponding corporate bonds (de Fusco, Johnson, Zorn 1990).

The specific character of control exercised by the debt market proceeds from the fact that in a situation of a significant weakening of a corporation's position, the greatest danger can be posed not so much by the demands on the part of the largest bank (an attempt to arrange some "special" agreement with it can be made) as by numerous smaller creditors bringing things closer to the bankruptcy procedure. The dependence of the role played in corporate governance by debt liabilities on the number of creditors becomes especially clear in the theoretical models created by P. Bolton and R. Sharfstein (Bolton, Sharfstein 1990; 1996). In Japan, Germany and some other developed countries such situations clearly expose the conflict between the owners and/or centers of corporate governance on the one hand, and the banks and other credit institutions finding themselves in the position of major creditors, on the other.

The theoretical assumption that the longer the "shoulder" of the financial lever, the less probable is inefficient corporate governance, is consistent with the results of those few investigations which have ever been conducted in this field (Gilson 1990; Lang, Ofek, Stul 1996). Some additional arguments in favour of the said hypothesis can be also found in the comparison of corporate governance exercised in the companies with a significantly lower level of concentration of corporate property and a corporate governance more reliant on control on the part of the banks
.

The regulatory role of the market mechanisms increases under the conditions of a developed securities market. The Holmstr(m-Tirole theoretical models (see Holmstr(m, Tirole 1993;1997) help to reveal the special role played by noise traders: in the final analysis, their operations strengthen the informative functions of share prices and make more economically sensible the expenses incurred by the market participants on collecting and processing the corresponding information. Under the conditions of a liquid stock market, the costs of "passive" (indirect) monitoring carried out directly by the investors decrease, while the dependence of the decisions taken in the sphere of corporate governance on the response of financial markets increases (Tirole 1999, Sec. 2.4). 

The functioning of the control market exerts an especially important influence on the system of corporate governance. The role of mergers and take-overs in assisting transition to an effective corporate governance has been considered in Section 2, and therefore it is suffice to note just the following: all the actions of the managers "not approved" by the capital market result in a decrease in the price of shares issued by the company in question, and in conditions when a substantial part of its shares becomes (as it can easily happen) an object of the market turnover, this significantly increases the probability of a subsequent (hostile) takeover (see Jensen, Ruback 1983; Mitchell, Lehn 1990; Hirshleifer 1998). 

Nevertheless, a simple change in market prices, as a rule, is not sufficient to cause any radical changes in the system of corporate governance. Considerable experience accumulated in the course of the 20th century can indicate that nearly every more or less decisive reorganization of the state of affairs in a private company has been invariably preceded by crisis situations on the capital market and/or on the commodity markets
. Therefore, when developing new systems of management, the largest companies tend to form flexible structures capable of more efficiently adapting to the changing requirements on the part of the market.

The action of the internal and external mechanisms via which the disciplining influence of the markets is exerted reveals certain features of "specialization". Thus, a study conducted by R. Morck, A. Shlieifer and P. Vishny discloses a rather interesting regularity. In the situations when a corporation was significantly lagging behind other firms within a given branch, a radical renovation of the management of such a company was carried out, as a rule, by some "internal methods". But if the very branch to which most of the activity of this firm was oriented encountered serious difficulties (for example, relating to an unfavourable phase of the life cycle), the firm in question more frequently became the object of hostile takeovers (Morck, Shlieifer, Vishny 1989). In the latter case, there exists an especial clarity as regards the possible limits of the internal mechanisms’ actions, the limits determined by the scantiness of information (and competence) possessed by the directors and other senior officers controlling the decisions concerning the company's general strategy of development.

To what extent can the modern market provide a means for an effective corporate governance? This question is the focal point of theoretical disputes. Some economists consider that the distribution of property forms on the basis of the activity of the market forces as an endogeneous result of a "competitive selection" preserving just the most effective organizational structures (see, e. g., Demsetz 1983, p. 584). In other words, in the course of the process of evolution, the activity of competing forces provides a means for transition to the "best" structures of property and corporate governance.

While not neglecting the important role of such mechanisms, other authors (see, e.g., Jensen 1986; Shlieifer, Vishny 1997) point to abundant evidence of more or less systematic violations of market discipline even in countries with a developed market economy and to an extremely high (clearly "non-optimal") level of the cost of delegating authority observed among the numerous large corporations in those countries.

The above-mentioned views can relatively well agree with one another: the fact is, many instances of inefficient corporate governance can be easily related to the "imperfectness" of commodity markets, especially the labour and financial markets, and to the barriers erected in the way of the competition forces. But, as mentioned above, the structure of corporate governance, in fact, characterizes an alternative to the purely market relations of sale and purchase; the problems in question are apparently cannot be exclusively limited to the imperfection of certain markets.

Up to this point, we have primarily discussed those corporations whose shares are liquid and can become an object of market influence (regulation). However, in the USA, there exist millions of corporations whose voting shares belong to a limited number of shareholders. Such securities, naturally, have not been subjected to the listing procedure; not only are they not quoted on the stock exchanges and in the extra-exchange turnover, but in general they can only extremely rarely become an object of any commercial transactions. Such companies are usually called closely held corporations
. In such cases, the action of the mechanisms typical of the capital market inevitably becomes more limited.

It has already been mentioned that the existence of private benefits creates powerful stimuli enticing (large) shareholders to gain control over the corporation. However, on many occasions the participants in the ensuing coalition games can make use of an insufficient protection offered to the investors, which in its turn would lead to the expropriation of the assets and other counterproductive results (see Bennedsen, Wolfenzon 2000).  

Closely held corporations can encounter situations which look somewhat paradoxical, that is a decrease in the share of one of the largest investors resulting from overcapitalization and/or from the involvement of new investors in the controlling coalition may check the processes of expropriation subverting the very existence of the company. When the number of shares concentrated in the hands of each of the large owners turns out to be insufficient to exercise control, the coalition-game models can offer numerous equilibria, and the functioning of the capital market becomes much less potent in providing a means for the system's transition to a "good" equilibrium (for example, an equilibrium which can prevent the company's expropriation).

1.3.3. The capital market and the role of the “entrenched management’.

A classic manifestation of an insufficiently effective corporate governance is the so-called entrenched management (EM) phenomenon (Jensen, Ruback 1983). The means by which the higher managerial staff is striving to consolidate their position are very versatile. 

In this connection it would be appropriate to note that the distinctive line itself between shareholders and top managers is rather arbitrary because the latter quite often possess a number of a corporation’s shares. The data relating to different historic periods are not quite comparable, nevertheless it seems realistic to believe that the share of the stock belonging to the managers in American publicly traded corporations has been growing since the 1930s and by now has become rather substantial: according to one study it rose from 13% in 1935 to 21% in 1995
. The greatest growth of the insider share in the distribution of voting shares was noted in the communications, telecommunications, transport and services sectors. 

To which extent does possessing shares make the managerial strategy closer to the interests of the other shareholders? Since the time when R. Stulz’s theoretical model was first published (Stulz 1988) it has been most commonly believed that when a comparatively small part of the shares belongs to the CEOs the latter (as well as non-shareholding managers) directly feel their dependence on the holders of the strategic parcel of shares
. 

 R. Morck, A. Shleifer and R. Vishny (MSV) studied in detail the strategic dependence between the characteristics of the functioning of largest American corporations (371 companies out of Fortune 500) and the size of the insider property. The results of the study demonstrated a good compatibility with R. Stulz’s theoretical hypothesis of a non-linear character of this dependence. When the managers’ share did not exceed 5% of total stock there was a statistically significant positive correlation of the efficiency of a company measured by Tobin’s coefficient q
 and the insider share whereas for the interval between   5% and 25% a considerable negative dependency was noted (Morck, Shleifer, Vishny 1988). 

 In a number of later studies J. McConnell and H. Servaes (MS) obtained (also on the basis of American data) somewhat different results. The negative influence exerted by the management’s “entrenchment” reveals itself, according to their calculations, only in situations when the managerial staff possesses not less than 50-60% of the total of a corporation’s shares (see McConnell, Servaes 1990; 1995). The authors could not reproduce MSV’s results even when the special econometric methods utilized by MSV were applied (piecewise regression). Conclusions similar to the results of MS were also drawn by H. Short and K. Keasey who investigated the influence of managers’ corporate ownership on the efficiency of British companies (Short, Keasey 1999). 

One of the most important reasons for the discrepancies between the results obtained by MSV and MS was noted by S. Kole (Kole 1995). The point is that MSV studied a sample that included, as it was noted above, only the largest companies whereas the statistical sample utilized by MS consisted of over one thousand companies including many “medium-size” and by far not the largest companies. And in the companies not classified as large in Kole’s as well as in MS’s study a positive correlation of the Tobin coefficient and the share of corporate ownership belonging to the CEOs can be observed within a wider range than that in MSV’s study. In a meaningful way this could be interpreted, for example, in the following way: in the largest corporations where the greatest degree of the dispersion of corporate property can be observed, the “threshold” beyond which a manager as a shareholder may exercise the mechanisms of corporate control becomes considerably lower.

The choice of the degree of diversification of a company’s economic activity is usually categorized as one of those problems which reveal the conflict between the stock owners and the managers. It is presumed that the top administrative personnel is as a rule interested in an ongoing diversification because it increases the managers’ influence and prestige (Stulz 1990) and makes them more “indispensable” as far as managing the company in question is concerned (Shleifer, Vishny 1989). However the “excessive” diversification of the operations of large-scale American companies in the 1980s-1990s in actuality resulted is considerable losses suffered by these same companies - see, e.g., Berger, Ofek 1995; Servaes 1996)
 There exist very demonstrative results of econometric calculations that reveal a statistically significant and stable negative correlation of the degree of a company’s diversification and the share of external owners in its active capital (see, e.g., Denis, Denis, Sarin 1997).

The development of this conflict once again revealed the specal role of “external” competition mechanisms in the functioning of the system of corporate governance. The tendency to curb excessive diversification and to “focus” the economic operations of some campanies that has become apparent since the second half of the 1980s was most often caused, as numerous calculations have shown, by the action of the market forces - a serious deterioration of a company’s financial situation, buying-up of its controlling parcel of shares and attempts at its absorption. Within absorbed companies a radical replacement of the top administrative personnel and speedy reorganization were carried out thus limiting the corporation’s sphere of activity or its more or less independent division to those areas where it was enjoying unquestionable competitive superiority. 

When discussing the managerial means of “entrenchment” we, of course, are going to look at those top corporate managers who do not possess any strategic parcels of shares. Such a strategy is often based on manager-specific investments usually made at the expense of the corporation in question. If a corporation is gradually focusing its activity, say, in those areas where its CEOs possess greatest competence, experience and connections (including political), in order to be able to function successfully it would increasingly need the services of such managers
.

An important means of consolidating the positions of the entrenched management can also become “implicit contracts” (Shleifer, Vishny 1989; Franks, Mayer, Rennebоog 1995), cultivation of a special reputation, strengthening of the connections with a company’s directors, etc. In practice, such methods become especially effective when coupled with “entrenchment” in the sphere of control: without possessing one half of the stock they utilize such methods as a multi-tiered “pyramid”, crossholdings, shares with a comparatively large number of votes, etc. 

The greatest danger for the CEOs of large-scale companies is represented, as it was said above, by hostile takeovers. And the most obvious forms of “entrenchment” are represented by various means of protection against takeovers. Among these there are “poisoned pills”
, “poisoned” options (for sale), recapitalization based on loans (LCO), “gold parachutes”, a threat of a counter purchase of shares (greenmailing), etc.; a detailed overview of these means can be found in Weston а.о. 1990, Chapter 20. 

In a situation of asymmetrical information the entrenched management can resort not only to concealment of the information on certain operations but also to “signal actions” informing raiders about diminished value of the assets of a potential candidate for takeover ("crown jewels")
or about an open redemption of a part of the company’s own stock (Ofer, Thakor 1987, Bagnoli a.o. 1989)

Empirical studies can also show that such defensive measures were considerably diminishing the opportunities for successful takeovers (Walkling 1985; Pound 1988). Along with increasing aggressive pressure of raiders the inventory of possible means of defense was also becoming more versatile. A study of the data available has shown that the spectrum of “defensive” measures was becoming especially wide in those cases when managers did not own any substantial number of the shares of their corporation and were not provided with “gold parachutes” (Walkling, Long 1984).

The economic consequences of the management’s “entrenchment” can be judged, in particular, by the financial markets’ response. The results of many empirical studies can demonstrate that almost all measures taken against hostile takeovers, all other conditions being equal, result in a decrease in the market share price of the company in question. We are going to cite here just one of the most elaborate studies – that conducted by L. Gordon and J. Pound and involving over 600 corporations. The authors’ calculations show that a comparatively larger number of various measures of protection against takeovers were resorted to by the most likely potential “victims” – “cash cows” – corporations with the largest current cash inflow; and in all the instances studied the protective measures always were associated with a lowered market value of the company (Gordon, Pound 1993).

It was already noted earlier in the text that the entrenched management – those administrators who do not possess a sufficient number of “their own” company’s shares – are the most active advocates of protective measures. As for those CEOs who own large parcels of shares – they are far less eager to diminish the value of their property in such a way; one study has revealed a distinct and statistically significant negative correlation of approving “protective” amendments to a company’s statutes and the share of insiders in the capital stock (McWilliams 1990).

As to how the financial market may estimate the economic consequences of the entrenched management’s activity can also be demonstrated by the results of one study where a possible impact of the news of a sudden (unexpected) death of top managers on the movement of stock prices is investigated. The appearance of such information was usually followed by a rise (sometimes very considerable) in the market share price of the corporation in question (Johnson, Magee, Nagarajan, Newman 1985).

The especial “persistence” of the entrenched management in following the previously approved course of a corporation’s development (see Williamson 1964) can be explained not only by the success of this strategy in the preceding period but also by the above-said smaller managers’ inclination to take risks. In the theoretical models of corporate governance with the entrenched management it is usually presumed that the unfavorable consequences associated with a seriously undermined solvency of a company have a greater impact on the managers’ than on the shareholders’ situation (and, consequently, the managers’ strategy is characterized by a comparatively greater reluctance to take risks). Therefrom can follow also the lower interest of the entrenched management in any radical transformation in the company’s operations as well as their especially marked striving to increase cash inflow and liquid funds. The strategy of creating “economic empires” by means of incorporating commercial centers whereto the cash flows are directed (“cash cows”) thus becomes especially popular. 

The proportional distribution of net incomes between the dividends paid and the profit retained in such theoretical models most often is shifted toward the latter. The additional reserves can be used by the entrenched management, at least partially, for the purpose of further “entrenchment” or even for subsequent management buyouts, MBOs
. Placing barriers hindering the action of the disciplining market mechanisms thus creates specific conditions for the “entrenched” managerial team to be able to extract rent. 

Nevertheless the concepts where the role of the CEOs is regarded simply as a negative influence of the entrenched management reflecting their rent-oriented behavior seem to be somewhat schematic and one-sided. Quite often there can occur situations when it is the shareholders who do not want to take the risk associated, for example, with a radial restructuring of a company’s operations or a long term of recoupment of certain investment projects. In these cases market regulation can be seen also: the special position of top managers enabling them to command material resources and cash flows may make it easier, as it was already mentioned above, to take over the control from the holders of the strategic parcel of shares (for example, with the help of МВОs).

The top managers’ position in the corporate governance hierarchy also strongly influences the structure of a corporation’s financial assets. Within the framework of the above-said assumptions as to the shareholders’ and CEOs’ attitudes toward risks it is rather easy to demonstrate that, all other conditions being equal, the entrenched management will attract less borrowed capital than, say, a company that is fully open to the disciplining market forces. One of the reasons of such “underuse” of borrowed assets is quite obvious: while trying to avoid additional control on the part of the creditors, the entrenched managers can limit debt liabilities of the firm and thus widen their means of taking independent decisions
.

The empirical studies cited here (Stulz 1990, Jung, Kim, Stulz 1996) rather well correlate with the hypothesis according to which corporations with the entrenched management resort to using borrowed funds to a smaller degree. In many instances such firms prefer additional issue of shares though debenture issue could have been more profitable for shareholders (in many cases  the need to issue new bonds and not shares was imposed directly by the demands to increase the firm’s value). A refusal to issue bonds, in the researchers’ opinion, depended primarily on the interests of the entrenched management. 

However as soon as a corporation can detect a threat on the part of a raider its management in an attempt to preserve their position are forced to resort to the capital market: the size of the financial leverage in such situations increases rapidly. Recently a number of theoretical models have been suggested where a firm with the entrenched management resorts to increasing its indebtedness not because this can result in additional benefits for the shareholders but only in order to prevent a hostile take-over (see, e.g., Zweibel 1996; Novaes, Zingales 1995). Noteworthy are also the results of empirical studies: in a sample of corporations studied by P. Berger, E. Ofek and D. Yermack the additional demand for borrowed funds appearing in face of a threat on the part of a raider comprised on the average 13% of the total liabilities (Berger, Ofek, Yermack 1997). The loans received from financial institutions or – much more often – resulting from bond sales are usually utilized for the redemption of a part of the stock or for recapitalization carried out on the basis of attracted loans
.

On the other hand, recapitalization and other protective measures based on attracting borrowed funds expand the possibilities of monitoring carried out by large creditors. Thus the pressure on the part of those groups that are interested in more efficient business methods increases. Earlier in the text we have already mentioned that the known empirical studies confirm the stipulation that the probability of inefficient corporate governance, all other conditions being equal, becomes smaller to the same degree as the “shoulder” of a financial lever becomes longer. An analysis of statistical data offers a proof that a considerable increase of a financial lever – both after recapitalization based on utilizing borrowed funds (Denis, Denis 1993) and after failed attempts at hostile takeovers (Safieddine,  Titman 1999) – resulted in a noticeable increase in the basic characteristics of the economic activity of the corporations in question. 

Rounding up the discussion of this issue we should like to mention also the other side of the problem. The concept of entrenched management proceeds from an assumption that the holders of a large parcel of shares direct the activity of the general staff and managers of a company toward increasing the company’s value; the more detailed the monitoring procedures the more effective (from the shareholders’ point of view) should become the management’s efforts. Nevertheless in many situations a “dense” control on the part of a large-scale owner is counterproductuve because it can stifle the managers’ initiatives. 

This point becomes especially important if one takes into account the incompleteness of contracts with the managers; the salary scale range envisaged therein necessarily leaves out some of the circumstances that might influence the final results of their activity
. In such a situation excessively detailed monitoring procedures as well as additional bonuses or deductions from salaries may negatively influence the initiative of the managerial staff and to weaken the managers’ incentives for specialized investments. 
The question is not only (and maybe not so much) about the excessive intervention of an owner of a large parcel of shares in the sphere of such decisions which can and must be taken by a professional manager. Modern economics (see e.g., Cremer 1995; Burkart, Gromb, Panunzi 1997) accentuates the idea that the very introduction of additional "rules of the game" (apart from those outlined by the contract) can indirectly encourage some "opportunistic" actions or inertia on the part of the administrative personnel.

Just one example. By using a theoretical game model, K. Schmidt demonstrates that the managers of a state-owned enterprise who are relatively seldom facing the prospect of loosing their jobs because of inefficient management would spend less efforts (all other things being equal) than those of a private enterprise (Schmidt 1996). But the same logic implies that they would likewise spare their efforts at a private enterprise where the responsibility for managerial decisions should be carried by the owner who is especially vigilantly keeping an eye on the CEOs. And the role of the adjustment mechanisms can be played here (at the next stage) only by the ones of market regulation. 

When the position of managers is interpreted strictly as that of ordinary employees, references to the discipline imposed by the labour market seem to be most natural. E. Fama especially emphasizes the influence exerted by the competition among managers and the role of the reputations established on the market of managerial services (see Fama 1980). As may be inferred from the research on the practice of decision-making in American corporations, the existence of "external" labour markets has a disciplining influence even on the behavior of the board of directors' members (see Gilson 1990; Kaplan, Reishus 1990).

In practice, the system of priorities adopted by corporations when recruiting CEOs tends to encourage those administrators who display career concerns. At the same time, a manager aiming at a rapid career growth would by no means always conform his actions with the principles of property maximization - see, e.g., Holmstrom, Ricart i Costa 1986. Most investigators of this problem agree that in real life the reputation effect quite seldom permits to substantially reduce agency costs.

The development of a scheme of the optimal stimulation as regards the administrative personnel occupies a special place in the theory of corporate governance
. There inevitably emerges a number of problems. To begin with, the elementary model "principal-agent" does not include any "intermediate links" whose role can be very significant.

The point is, that the distance between the decisions taken on a daily basis by the managers and the changes in the firm’s value is extremely large, while the information on the CEOs' efforts and decisions most frequently has a technical character and cannot represent an object of daily attention of the shareholders. Therefore, the criteria and the schemes of material stimulation are most frequently developed inside of the firm by the managers of a higher level, and all the problem becomes, so to say, simply shifted to one level, while in the course of "upward promotion" the scope of the opportunities to take independent actions which simply cannot be envisaged in the incomplete contracts substantially widens
. 

Moreover, in the course of the development of a system of stimulation as regards the managers of different levels, there again emerge certain problems concerning the asymmetrical information and the CEOs' reluctance to take risk. Even the most favourable assumption (all members of the administrative personnel are neutral in respect to risk) leaves open the question of assessing the efforts of the managers of lower levels. It can be demonstrated (see Demski, Sappington 1992 as quoted in Garvey, Swan 1994) that in many instances it is more advantageous for the top-level managers (who singularly possess the relevant information) to diminish the efforts of their subordinates, thereby increasing their own rewards.

However there exist a number of social and political as well as organizational factors preventing direct and open payment of large sums of money to the managers, and even more so – any considerable deductions from the salaries of less successful representatives of the administrative personnel. Calculations (see, e. g., Murphy 1985) indicate that the remuneration of the CEOs to a much greater extent depends on the size of the firm than on any changes in the market value of their shares. This remuneration also considerably varies in accordance with the branch and the degree of attention devoted to the firm in question by the mass media. 

As far as the dependence of the remuneration on the firm's value is concerned, it apparently remains rather weak. Widely known are the estimates conducted by M. Jensen and K. Murphy, according to which the amount of a stimulating reward in American corporations is relatively modest: when the market value of shares was increasing by one thousand dollars, the top manager of the corresponding company was to additionally receive less than 5 cents on the average (Jensen, Murphy 1990)
.

Thus, the systems of labour and payment organization oriented at the managers' interest in their firm's profitability should, firstly, give the employees the right to a certain part of the residual income (and envisage a significant material responsibility for losses) and, secondly, give them a sufficient freedom of initiative enabling them to act independently. As a means of softening the "short-sighted" strategies of the managers, various forms of contract optimization (for example, when the floating of shares in the current period is favourable, the dispersion of rewards in the subsequent periods will significantly increase) and a wide use of call options with a relatively long term  of execution are suggested. The "investment" of the CEOs with call options can become an effective means of improving the quality of corporate governance only when the stock market and the markets of secondary financial instruments are sufficiently liquid.

The framework of the present study is too narrow to permit a more thorough investigation of the actual tendencies in the evolution of the systems of remuneration regarding the administrative personnel in developed countries; it should only be noted that the relations between the income of the CEOs and efficient functioning of private companies became much stronger in the second half of the 20th century. The estimates conducted by C. Hadlock and G. Lumer can indicate that the elasticity of the growth in the income of the administrative personnel in relation to the profitability of private industrial companies in the 1980s-1990s was substantially higher than in the 1950s (Hadlock, Lumer 1996; see also Murphy 1985).

Until this point, the discussion has been focusing mainly on the role played  in corporate governance by the system of corporate control and by the forms of organizing the managers' work based on it. Meanwhile, in the theory of firm there emerges an additional clarification of the role played by other "subjects" taking part in a firm's functioning, such as the bond holders, the banks furnishing credits to the firm and/or placing its securities, the trade unions and other representatives of the workers and employees, the supplier companies, the purchaser companies, etc. The list of such participants can be quite long. Apart from this, a certain influence on the structure of corporate governance is also exerted by political factors. Thus, one of the prominent experts in this field, M. Roe, believes that in the USA the strong democratic pressure, the populistic ideology and antitrust investigations all restrict the opportunities of influencing the strategy of management for large owners. The title of his book published in 1994 reads: "Strong Managers, Weak Owners" (Roe 1994). It is clear that the role played by the above-noted factors in the system of corporate governance can significantly change, to conform with certain specific conditions such as the traditions of economic development of a given country, the place of a particular branch in the system of economic relations, the distinctive features of social legislation, etc.

� It cannot be found in "The New Palgrave: a Dictionary of Economics" 1987 and apears only in "The New Palgrave Dictionary of Money and Finance" 1992 (Vol.1, pp.472-474).


� Even in the instances of direct violations of a contract, taking legal action against the managers can turn out rather Inefficient, because in accordance with the existing tradition of "business judgement rule" the courts are extremely reluctanct to intervene in the sphere of managerial decision-making - see  Fishel 1985.


�See the discussion on Baumol’s hypothesis (Baumol 1959; Marris 1964; Williamson 1964) and the contemporary approach to the said problems (Holmstr(m1999; Milgrom, Roberts 1992a).


� A non-optimal behaviour contradicting the strategy of maximization of the firm’s value can take place on any level of its management. Thus, the managers of a lower level eager to please their superiors can waste resources, carry out unjustified reshuffling, etc. (see Milgrom 1988).


� Some theoretical considerations demonstrating the principal incongruity of preferences regarding risk as expressed by the shareholders and the managers striving to preserve their posts or to get promoted are presented in the work by B. Holmstr(m (Holmstr(m 1999, Section 3).


� Technical innovations should inevitably result in some changes in a corporation’s structure and therefore change the optimal system of contracts. As this takes place, utmost solidity should be demonstrated by those configurations of property which combine the most "synergetic" factors of production, that is, the factors complementing each other to the largest extent (see Hart 1995, Chapter 2).


� One of the effects emerging therewith in the theoretical-game models relates to the initial situation characterized by a strong dispersion of corporate property. The point is that effective control over any corporation is a social commodity; in an "atomistic" corporation, the concentration of property and the establishment of closer relations between property and corporate control can be obstructed by the free-ridering effect. But according to M. Bagnoli and B. Lipnan, the games with a limited number of participants are usually characterized by the existence of the Nash equilibrium (and none other) because a rational participant, the seller of a certain amount of shares, cannot assume that the outcome of the struggle for control does not depend on his decisions (Bagnoli, Lipman 1988, see also Teall 1996).


� In such a context, the assumption of an absolute transparency of the market looks even less realistic. It results from the fact that the assessments of the purchaser's private benefits so important for functioning of the corporate-control market are significantly hampered by the inevitable asymmetry of information and by purposeful efforts of the administrative apparatus; while the said assessments play an incomparably more important role on the corporate-control market than on the markets of standard financial instruments, for example, the government bond market. 


� We should repeat that the elementary models of this type are characterized by the assumption of "absolute foreseeing", while in reality the prospects of private benefits are often insufficiently "transparent" and stable; moreover, they entail substantial additional risks.


� According to the standards of the New York Stock Exchange, a large parcel should include not less than one hundred round lots (10,000 shares).


� The said overpayments are not just bonuses emerging in the course of an aggressive tender: none of the corporations examined by Lease, McConnel and Mikkelson was facing a hostile take-over.


� Though, at the same time, the stock exchanges do not exclude the possibility of issuing various categories of shares "as an exception" - see Lang 1995.


� The overwhelming majority of the above-mentioned investigations dealt with American, British and Australian companies, i.e., the countries with a long history of the development of the institutional infrastructure of market relations, which in its present form guarantees effective functioning of private property and modern corporate governance. Privatization of enterprises under the conditions of a post-socialist economy should solve more complex problems (see below).


� This section will primarily treat the forms of corporate governance especially widespread in the USA, England, Ireland, Canada, Australia  and New Zealand, i. e., in the countries where the Anglo-Saxon model of corporate legislation is predominant. 


� The "opposite side" of the said spectrum can be characterized by an equally common regularity:  in the closely held companies, and especially in the "family firms", the relation  between the change of the top administrative personnel and the preceding fall in profitability (a growth of financial difficulties) of the firm is much less traceable (see, e. g., Allen, Punian 1982; Furtado, Karan 1990).


� For a review of such models, see Tirole 1999; Brickley, Smith, Zimmerman 1997; Holmstrom, Tirole 1989.


� According to some sampling surveys of American companies (1962-1978), this was achieved, on the average, only in one case out of five (Dodd, Warner 1983).


� In the USA, in the 60 days preceding the publication of the information on the expected "battles" in "The Wall Street Journal", the additional yield on the shares of the corresponding firms had risen, on the average, nearly by 12%. Then, the 59 corporations where the "opposition" had been defeated were singled out from the total number of the firms under survey. During the three years after the emergence of the first news of the initiative undertaken by the shareholders opposing the strategy of the management, there were about forty retirements of the chief executive officers in twenty of these thirty nine firms, and those retired were presidents or chairpersons of the corresponding corporations (which significantly exceeded the average indicators of the sample) - see De Angelo, De Angelo 1988.


� The surveys indicate that in Great Britain, the share-holding financial establishments keep the. shares in their possession for approximately seven years (see The New Palgrave, vol.3, p. 450)


� Not all the values presented in the hypotheses of "short-termism" can be observed in principle, and therefore the characteristic of this effect is often somewhat mystical. Thus, one of the most ardent proponents of the said concept, J. Stein, writes that in contrast with some other forms of protection against take-overs, the short-sighted strategy of the managers is practically invisible. It can take place "behind the scene" in a large number of firms never targeted for a take-over and any attempt at observing it in the pure state can be very difficult, and it is even more difficult to prove the existence of this tendency by presenting documents at a court hearing  (see Stein 1988, p. 75). 


The author himself makes a reference (p. 77) to the observation belonging to McConnel and Muscarella (MeConnel, Muscarella 1985) according to which the market price of the shares issued by US companies positively respond to the announcements of any increase in their capital investments. However, it is not difficult to demonstrate that such a reaction of the stock market can be absolutely compatible not only with the hypothesis of "short-sightedness" but also with the hypothesis of a normal assessment - and under certain preconditions - even with the hypothesis of long-sightedness of the market. 


� In the 1980s and 1990s, various II controlled in the USA up to one half of corporate property (Smith 1996).


�The traditional "Wall Street rule", before the 1980s a real guide to action, runs as follows: if an  II finds the actions undertaken by the manager of a partially controlled company to be unsatisfactory, he would not use his shares for voting, but would rather try to get rid of them with minimum losses (Herman 1981, p. 146). 


� On noting the tendency to a certain rise in activity of II, S. Wahal who has carried out an empirical investigation of this problem comes to a conclusion that the effectiveness of their efforts in the sphere of corporate governance remains rather low; the results of introduction of their suggestions as regards upgrading corporate governance are not reflected in the market price of the shares issued by the controlled companies (Wahal 1996, p. 20).


� For further details concerning the managers' strategy aimed at preventing seizures of corporate control, see below.


� The regulatory role of large creditors can be also strengthened by the proliferation of contracts envisaging a revision of loan conditions in the case of any serious deterioration of a firm's financial position, see the Gorton-Kahn model (Gorton, Kahn 1993).


� For further details concerning these differences, see the next section; for the extensive data characterizing the influence exerted by the banks and other credit institutions on the effectiveness of corporate governance, see OECD 1995a.


� Just one example: in 1990-91, one of the largest industrial companies of the world, the General Motors, encountered enormous losses (not less than 6,5 billion USD in total), but sacked its former top manager only in 1992 when starting a serious reorganization of its operations.


� At the same time, the criteria of reckoning the shareholders in the closed circle of the "internal" owners (and, respectively, reckoning the corporation among the closely held) in certain instances can substantially differ from one another.


� It is noteworthy that the median price of manager-owned shares (in USD) grew during this period by 5.5 times whereas their median real income grew by less than 2 times (Holderness, Krozner, Sheehan 1999).


� Top managers directly own only a very small share of stock: in a sample of one thousand largest companies the median share of stock owned by the top managers of respective corporations was 0.2% (see Murphy 1992).


� The q value is defined as the ratio of the current value of a company as specified by the securities market to the replacement value of real capital owned by the company. 


� From this it does not follow, of course, that the managerial policy was the only cause of excessive diversification.


� This can also be the reason for the well-know striving of long-employed managers to support those technologies which they have already mastered successfully or to preserve that range of clientelle which they have been cultivating, i.e. certain inertia that is characteristic of the entrenched management’s strategy. The existence of an asymmetrical relationship when managers enjoy much readier access to the information on market development trends and on costs and sales is yet another factor enhancing the above-said tendency. 


� By the early 1990s over 700 large-scale corporations in the USA were utilizing “poisoned pills” (Roe 1993) including more than a half of the companies on the list "Standart and Poors 500" (Danielson, Karpoff, Marr 1995).


� The theoretical models illustrating the connections between lowering company’s assets and the decreasing probability of it to be chosen as a likely candidate for a takeover are described in Horshleifer 1998, Section 3.


� An analysis of a number of МВОs demonstrates that control takeover by a company’s top managers in many cases represents a certain preventive measure on the part of the managerial team against the threat of a hostile takeover (Shleifer, Vishny 1988 b).


� For a review of the theoretical models of capital structure formation with different methods of corporate governance, see Harris, Raviv 1991.


� The relation between the measures by means of which the entrenched management attempts to prevent a hostile takeover and an increase in the financial leverage are most graphically revealed in the work by G. Garvey and G. Hanka. They showed that the approval of the so-called second generation of laws limiting the opportunities for hostile takeovers (1987-1990s) allowed American managers to immediately implement a series of measures aimed at decreasing the financial lever utilized by a company. In this connection an especially great reduction of the share of borrowed funds could be seen in those corporations where insiders were controlling less than 5% of corporate capital   (Garvey, Hanka 1999).


� The impact of unforeseen circumstances is reflected by the chance variable �EMBED Unknown��� in O. Hart’s model discussed in Section 1. 


� It should be noted that the theoretical schemes of such a stimulation proceed from more or less realistic preconditions suggesting an imperfect functioning of the markets; if there were no barriers in the way of the market forces, any "discretional" actions providing additional stimulation of the managers would likely become senseless.


� A significant role in such an analysis can be played by the very definition of the "incompleteness" of a contract. If it is assumed that all the parties involved in a contract are acting rationally, usually it would be possible to agree on certain "rules of the game" coming into force on the emergence of some unforeseen circumstances. For further details regarding this problem, see Maskin, Tirole 1998; Hart,  Moore 1998.


� Naturally, this does not mean that an optimal system of stimulation must envisage a complete "orientation" of the managers' reward at the market value of shares. On the contrary, the observed weak relations can be pointing to a growing awareness of the serious problems which inevitably emerge in situations when the employees' salaries are mainly regulated by the changes in the market share price. For a serious theoretical analysis of such systems revealing their typical internal limitations, see Paul 1992.
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