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Corporate Governance and Optimal Design of Corporate Law in Emerging Markets
The aims of the project are: (1) to study the choice of corporate governance mechanisms and ownership structures by firms in a weak institutional environment, and (2) to identify optimal legal rules and procedures that would make this choice (second-best) efficient. Students are supposed to develop theoretical models that would improve on the existing literature.

Interested students are encouraged to take the courses in Contract Theory and Corporate Finance.
I. Introduction
According to Shleifer and Vishny (1997) corporate governance deals with “the ways in which the suppliers of finance to corporations assure themselves of getting a return on their investment”. The source of the so called “agency problem” in a firm is that insiders (managers or controlling shareholders) by virtue of their superior information and access to the firm’s resources are tempted to benefit themselves at the expense of outside investors and cannot fully commit to abstain from the expropriation. As a consequence, investors are reluctant to provide finance in the first place and, hence, a firm can fail to realize valuable investment opportunities. Good corporate governance, thus, is the set of mechanisms that minimizes the agency problem. A broader view is that good corporate governance should encourage optimal specific investments by all parties to a firm (not only by investors), minimize inefficiency in ex-post bargaining between the parties and minimize and optimally allocate risk (Zingales (1998)).

The mechanisms of corporate governance include managerial incentive schemes, monitoring of managers by boards of directors, empowering shareholders with voting rights, choice of a firm’s transparency, shareholder litigation against opportunistic managers, etc. (Becht, Bolton and Röell (2002)).
Corporate governance in developed economies has been studied relatively well (see the survey by Shleifer and Vishny (1997)). However, the field remains largely unexplored when we turn to emerging markets. The key feature of these countries is weak legal protection of shareholders, especially weak legal enforcement. Poor shareholder protection substantially weakens the ability of insiders to live up to their commitments. In a lax legal environment a small shareholder can be easily expropriated by insiders. Therefore, owners of firms tend to concentrate control rights in order to either protect themselves or to expropriate others. Moreover, due to a high risk of insider expropriation, firms in such countries manage to raise little or no outside finance at all. As a result, countries with weaker investor protection have greater ownership concentration, smaller stock markets, lower valuation of firms, and – as the ultimate real consequence – lower economic growth. Surveys by Denis and McConnell (2003) and La Porta et al (2000) summarize the research on the link between legal environment and corporate governance.
III. Projects
There are 5 projects below, titles of projects 2 to 5 are also topics of Master’s theses. Project 1 contains 2 possible topics.

Project 1. Law and firm-level corporate governance.
If a firm’s insiders want to attract external investors or sell a part of their shares in order to diversify their holdings, they should want the valuation of the company to be high in the eyes of outsiders. Can firms by practicing good corporate governance overcome negative effects of weak legal environment and convince outside investors that the latter will not be expropriated? For example, firms can comply with international accounting standards, place independent directors on the company’s board, set constraints on managerial discretion in the corporate charter, empower shareholders with more voting rights, or simply establish reputation for treating its minority shareholders fairly.
Empirical studies document that, while by practicing good governance firms can substantially raise its market valuation (e.g Black (2001), Durnev and Kim (2004)), legal environment significantly affects their incentives to do so. Moreover, countries with weaker shareholder protection feature larger variation in the quality of corporate governance among firms (Durnev and Kim (2004)). Why do some firms choose to bond themselves to good governance and some do not?
The goal of the project is to develop a model in which the choice of the mechanisms of corporate governance and the ownership structure would be endogenously determined by the firm’s characteristics (like growth opportunities, need for external finance, initial ownership structure, asset size and structure, managerial talent) and by country-level shareholder protection.
The model could focus on signaling and reputation building by insiders under asymmetric information about insiders’ characteristics. Gomes (2000) shows how an insider, willing to reduce his share for diversification reasons, can build reputation through an appropriate strategy of graduate sells of equity, coupled with maintaining good behavior (no expropriation). His model, however, does not allow for signaling via the choice of firm-level mechanisms of shareholder protection. Bebchuk (2002), in contrast, considers such signaling and shows that firm-level protection and can be suboptimal in the presence of asymmetric information. However, he does not look at issues of reputation building. These two papers can be used as a base for the model.
The above discussion suggests the following topics for research:

- Legal environment and the choice of firm-level shareholder protection.
- Legal environment, signaling, and reputation building by corporate insiders.
Project 2. Legal environment and transfers of corporate control.

In many transition economies privatization quickly resulted in concentrated ownership structures with currently no signs of reversal towards ownership dispersion. Why, given benefits from diversification and the need for external funds that many companies have, are controlling owners reluctant to reduce their shares? The answer may lie in the effect of a takeover threat: in a lax legal system, where control is highly valuable, a controlling owner with a small stake risks losing control to a raider, who can accumulate a majority stake through buying shares of other shareholders (Bebchuk (1999)).

One way to protect a company from a takeover is to practice good corporate governance in order to maintain the value of the shares high, which makes their acquisition costly. For an insider the incentives to do so depend on his stake. The interaction between a threat of a takeover, ownership and the choice of firm-level corporate governance is studied in Guriev et al (2004b). They obtain an overall inverse U-shaped dependence of the quality of corporate governance on insider ownership, consistent with the data from Russian industry.
Their model, however, does not consider an increase in insider ownership as an alternative response to a takeover threat. Another overlooked, but very important, consideration is the role of courts and local authorities in takeover conflicts. In Russia, for example, these parties are often improperly used by both raiders and incumbents in their fights for control.
The aim of the project would be to build on Guriev et al (2004b) and Bebchuk (1999) by incorporating the above issues. The goal is to analyze theoretically which means insiders use to respond to a takeover threat, depending on the ownership structure and legal environment. Some other relevant references are Bebchuk (1994), Burkart, Gromb and Panunzi (2000) and the classical paper on the free-rider problem in takeovers by Grossman and Hart (1980).
Such model could also analyze the effects of legal rules that affect the behavior of the parties to a takeover. Should these rules encourage takeovers or not? On the one hand, takeovers could be an instrument of transferring economic resources to more efficient users or a disciplining device on current management. On the other hand, encouraging takeovers may provoke takeover attempts from inefficient users that highly value private benefits of control, wasteful fights for control and further increase in ownership concentration. Thus, the ultimate welfare effect is unclear.
Project 3. Law, firm attributes and multiple blockholders.

Some corporations with concentrated ownership have not simply a single clearly dominant owner, but several large shareholders (blockholders), each of them having a non-trivial power in the firm. Empirical papers do not provide conclusive evidence on the effect of such structures on a firm’s performance. Importantly, multiple blockholders may play different roles depending on the legal environment. For example, Faccio et al (2001) find that multiplicity of blockholders raises dividends in Europe (due to monitoring) but lowers them in Asia (due to collusion). Additionally, the distribution of the votes among blockholders and their identity seem to matter a lot for a firm’s performance (e.g. Maury and Pajuste (2004)).
Theory on the topic, especially on the emergence of multiple blockholders and the role of legal environment, is scarce. Balance of power and competition for votes of other shareholders reduces the chances of opportunism by any single blockholder (Block and Hege (2001), Bennedsen and Wolfenzon (2000), Gomes and Novaes (2005)). On the other hand, multiple blockholders can engage in wasteful struggles for private benefits of control. Conflicts between them may lead to inefficient deadlocks (Gomes and Novaes (2005)). Alternatively, few large owners can cooperatively expropriate other shareholders (Bennedsen and Wolfenzon (2000), Stepanov (2005a)).

The goal of the project is to improve on the existing literature by developing a model that would endogenize the emergence of structures with multiple blockholders and their behavior as a function of legal environment and firm-specific characteristics. A special attention shall be paid to the stability of the ownership structure – one blockholder might simply buy out the shares of the others.
Project 4.Optimal corporate law under weak enforcement: codes versus judicial discretion.

Given weak enforcement, which laws a country should adopt? While general, this question can also be studied in application to corporate law. The focus of this project will be on the choice between establishing clear “codified” rules and providing judges with freedom to create law. Codes are typical of “civil law” countries, like e.g. most Continental European and transition economies. On the contrary, judge-made law, or “common law”, is practiced in Anglo-Saxon countries.

One cost of judicial law-making is that justice becomes more easily subverted by private parties (Glaeser and Shlefer (2003)). Incompetence of judges also makes this type of law less efficient. At the same time, codes suffer from rigidity: as institutions develop, once codified rules may become inadequate, but hard to replace. Moreover, they may be subject to biases of the sovereign (Glaeser and Shleifer (2002), Gennaioli (2005)). While judicial law-making may be conducive to the evolution of law through precedents, a judge-made law does not have to converge to an efficient law due to judges’ personal biases (Gennaioli and Shleifer (2005)).
Thus, which type of law is efficient (in the long run) depends on the extent to which the sovereign and private parties can influence rules and judges, as well as on judges’ competence and personal biases.
The goal of the project is to develop a model of judicial decision-making applied to corporate conflicts, which would incorporate typical features of emerging market economies: corruption and incompetence of courts, as well as influence of the state and large business on law-making. The behavior of private parties (e.g. the choice of a firm’ ownership structure, insider expropriation, shareholder litigation, etc.) should be determined endogenously. The model should analyze dynamics of corporate law in the spirit of Gennaioli and Shleifer (2005) and establish the optimal degree of codification.

Project 5. Courts’ characteristics and optimal access to legal action: application to corporate law.
Shareholder litigation is one of the means of restricting managerial expropriation. However, Stepanov (2005b) shows that it might be inefficient to provide minority shareholders with access to courts when courts are systematically pro-manager biased, as it leads to a suboptimal choice of the shareholder protection mechanisms by the firm (litigation and monitoring in the model). The bias is this paper is exogenous.
The goal of the project is to extend Stepanov (2005b) by endogenizing a court’s bias in an “influence” game, where managers and large shareholders could influence court e.g. via bribes. Another possible extension is introducing courts’ incompetence. Does incompetence deliver similar results to the bias? Incompetence might also create implicit bias in favor of either insiders or outside shareholders. Would creating the offsetting bias in the law improve efficiency? This is an interesting question, since it is often assumed that bias is the source of inefficiency, not the way to correct it (Gennaioli (2005)).
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