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Theoretical and Methodological Perspectives

Joan MacLeodHeminway

Introduction

As this book illustrates, corporate governance may be defined in many ways in different contexts. Some de-
1

fine the concept more broadly than others._ For example, one group of management scholars defined cor-

porate governance in their work together ‘as the determination of the broad uses to which organizational re-

sources will be deployed and the resolution of conflicts among the myriad participants in organizations.’g Ap-
proaching things from a slightly different perspective, a pair of finance scholars offer that ‘[c]orporate gover-
nance deals with the ways in which suppliers of finance to corporations assure themselves of getting a return

!3

on their investment.

Writ broadly, when we talk about corporate governance in this chapter, we are talking about the nature and ef-
fects of the relationships between and among corporate stakeholders (constituents), including principally the
three internal constituents of the corporation: directors, officers, and shareholders — also known as stockhold-
ers (although come corporate governance scholars treat shareholders, especially non-controlling sharehold-
ers, as external stakeholders). Many theorists describe an inherent tension in corporate governance between
the directors or officers, as managers of the corporation, and the shareholders, as owners of the corporation.
Corporate governance also often includes the interaction of directors, officers, or shareholders with external
stakeholders — creditors, employees/labor (although by some measures they are internal to the firm, they
are not a formal part of the corporation's legal structure), advisors (e.g., lawyers, investment bankers, and
accountants), suppliers, service providers, distributors, customers, clients, members of the community, and

even government and other regulatory officials.

Scholars have advanced a number of theories to explain and predict the behavior of corporate stakeholders
overall and in specific circumstances. These theories emanate from and are tested through the use of an-
alytical methods; corporate governance theories foster new research methodologies, and research method-
ologies help identify the need for (and paths to) new theories. Analyses in the area of corporate governance

take many forms and result in many different contributions to the literature. Variations occur across different
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states of incorporation and different fields of inquiry (e.g., law, economics, finance, management, accounting,
psychology, sociology, and other academic, professional, and practical disciplines). For example, empirical
research on corporate governance — research that tests hypotheses or answers questions and formulates,
supports, or refutes theory through data analysis and testing (calculation, observation, experimentation) — is

comparatively new in legal scholarship.

With all that in mind, this chapter sets out to do two relatively simple, yet important, things. First, it identifies
and explains key theories of corporate governance. Next, it isolates and describes a variety of approaches
taken by scholars in examining the interrelationships comprising and implicating corporate governance. In
each case, the theories and methodologies are labeled, elucidated, and, as relevant, appraised. Relevant

terms are noted and defined in context when possible.

My approach in the chapter is multidisciplinary, but | admit to bias that necessarily affects my choice of content
and terminology. | am, by educational training and professional experience, a lawyer, and | therefore neces-
sarily view the world primarily through the lens of US corporate and securities law — the principal US laws

containing rules of corporate governance. However, | have incorporated the work of non-lawyers throughout

the chapter.f In particular, the dominant theories come from economists. My objective is to cover theoretical
and methodological perspectives on corporate governance from a variety of different perspectives, because
| believe a multidisciplinary approach is necessary to a full understanding. Accordingly, as a whole, the ma-
terial covered in this chapter is designed both to serve as a broad foundation for the matters addressed in
subsequent chapters of this Handbook and to enable a more critical reading of the concepts addressed in

those chapters.

Theoretical Perspectives

A multitheoretic approach to corporate governance is essential for recognizing the many mecha-
nisms and structures that might reasonably enhance organizational functioningé
Corporate governance theories describe, explain, predict, interpret, and model the relationships between and
among the three internal constituents of the corporation and, in some cases, other corporate stakeholders.

They have evolved over time in response to and as drivers of, legal and societal changesE Scholars find the-
ories of the corporate firm challenging to construct and prove out in every case. This challenge also creates
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opportunity, however. The fact that multiple theories describe, explain, predict, interpret, and model the com-

plex interrelationships that exist in the corporation make the corporation an intriguing puzzle.

Although a number of corporate governance theories exist, only a few are dominant in the literature. This
portion of the chapter will describe in some detail a few key theories that do an effective job of describing,
explaining, predicting, interpreting, or modeling the associations between and among corporate stakeholders.

Then, several other theories will be mentioned briefly and related to their dominant context.

Separation of Ownership and Control

One often hears and sees references to the ‘Berle & Means corporation,”” named for the theoretical work of
Adolf A. Berle and Gardner C. Means published in 1932. These references are intended to convey a sim-
ple observation about the corporate form of business association: that it represents a structural (even if not

always actual) separation of the ownership and control of a business association. Said another way, the cor-

porate financial risk-taking generally is separated from corporate decision control and managementé Share-

holders are the residual owners of the firm, and their welfare is considered to be the corporation's primary

concern (which is referred to as shareholder primacy).g But, in actuality, shareholders have minimal man-
agement rights in the corporate structure. Under default corporate law rules, shareholders elect directors, are
permitted to amend the corporation's bylaws, and have secondary approval rights (after action is taken by
the board of directors) over fundamental — or basic — corporate changes (i.e., charter amendments, mergers,
sales of all or substantially all of the corporation's assets, and the dissolution of the firm). The corporation is
managed by or under the direction of its board of directors. Day-to-day management control of the corpora-
tion is vested in the corporate officers by the corporation's charter and bylaws and board resolutions. This
structure allows and sometimes requires shareholders to be passive owners of the firm and can lead to man-

ager-shareholder conflict (in particular if the directors or officers use their control to benefit themselves at the

expense of the corporation's shareholder-owners).

The separation of ownership and control observed by Berle and Means describes well the overall structure of
the corporation as a matter of statutory law — three distinct internal constituents with individualized roles, du-
ties, and obligations. The typical US public corporation, which has widely dispersed individual and institutional
ownership, is often touted as the best example of a Berle & Means corporation. Shareholders acquire and

dispose of shares in faceless transactions in public securities markets. The shareholders do not nominate the
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directors they elect; in most cases, a committee of the corporation's board of directors selects the nominees.
Most often, directors are elected by a mere plurality vote once a quorum of shareholders — typically those

owning a majority of the outstanding common shares — is present at a meeting, in person or by proxy. And

shareholders rarely use their statutory power to remove directors.E Although some officers may be (and of-
ten are) directors, since the adoption of the Sarbanes — Oxley Act in 2002 in the United States, most directors
are ‘independent,’ in the sense that they are not officers of the corporation. State corporate law generally does
not require that directors and officers own shares in the corporation they serve, and while some corporations
do set requirements of that kind, the number of shares owned by US public company directors and officers

typically does not constitute effective or actual control.

In this prototypical corporation with dispersed shareholdings, it is rational for shareholders to not monitor man-
agers (i.e., to free-ride on others). However, the same is not true for corporations with concentrated share
ownership. In these latter corporations, it is rational for shareholders to monitor managers. The Berle & Means
model does not effectively describe these corporations because there is an integration of ownership and con-
trol. One example is the archetypal close corporation in the United States — which typically comprises, in addi-
tion to the founder, an overlapping group of the founder's family, friends, and other close associates as share-
holders, directors, and officers. Here, the shareholder is an owner-operator. Substantially the same group of
people both own and control the corporation, even though all three internal constituents of the corporation

continue to exist as a matter of corporate law and structure.

The Berle & Means depiction of the corporation also does not always well describe corporate structures and

ownership patterns in other parts of the world.ﬂ In fact, the dispersed passive ownership model prevalent
in the United States only exists as a dominant structure in the United States and the United Kingdom. This
model is sometimes referred to as an outsider system of corporate governance. In countries like Brazil and
Germany, for example, insiders and families have historically owned and controlled most corporations. These
types of models are sometimes called insider systems of corporate governance. In Germany, this evolved into
banks and other corporations becoming the principal corporate shareholders. In each case, these dominant
shareholders owned controlling positions in the corporation, resulting in no actual separation of ownership
and control. Similarly, in Japan, corporations historically were owned and controlled by family groups known
as zaibatsu and now by cross-ownership groups (including as shareholders, for example, firms from the same

industry or from the corporation's supply and distribution chain) called keiretsu. Bank lenders in Japan also
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often are owners of the corporations to which they lend. In these ownership structures, public investors are
relegated to a minority position. More detail is provided on these and other alternative ownership structures
later in this book. In discussing the theoretical observations of Berle & Means, however, it is important to note
that the potential for corporate governance conflict in controlling shareholder (insider) corporate governance
models like these is not typically between managers and shareholders but, instead, between majority share-
holders and minority shareholders. Controlling shareholders may, for example, appropriate assets from the

corporation for their own benefit, either to an affiliated firm (e.g., through tunneling) or to themselves.

Agency

Observations about the nature of conflict created by corporate structures motivated theorists to pursue addi-
tional work on the relationships that exist in the corporate form of business organization. Economists led the
charge, focusing on the agency and agencylike relationships represented by stakeholders in the corporate
structure. Michael C. Jensen and William H. Meckling generally are the earliest scholars credited with pro-
pounding the agency theory of the corporation, but work in this area has been ongoing since the publication of

12

their seminal paper, The Theory of the Firm: Managerial Behavior, Agency Costs, and Ownership Structure
in 1976. In their paper, ‘Jensen and Meckling ... proposed agency theory as an explanation of how the public
corporation could exist, given the assumption that managers are self-interested, and a context in which those

!13

managers do not bear the full wealth effects of their decisions.

At its core, agency theory assumes that all individuals act in their own interests with the objective of maxi-
mizing their personal welfare. As a result, there are inherent costs associated with a structure in which one
individual (the principal) delegates or entrusts the management and control of his assets or affairs to another
(the agent), especially where the agent is armed with more information than the principal (known as informa-
tion asymmetry). These costs are labeled ‘agency costs’ and comprise all negative effects of the delegation
of management and control, including those associated with ‘shirking’ by the agent, i.e., costs resulting from
the agent acting in a manner that is inconsistent with the interests of the principal (moral hazard often referred
to as residual loss), and those incurred by the principal in overseeing the agent's activities to prevent shirk-
ing (often referred to as monitoring costs), as well as those incurred by the agent to reduce the potential for

shirking (often referred to as bonding costs). Jensen and Meckling modeled these agency costs and showed,
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for example, that principals will not bear an unlimited amount of monitoring costs (ceasing to bear those costs

when the marginal return on the last dollar spent equals the marginal cost).

Although the directors and officers of a corporation are not agents of the corporation's shareholders as a mat-
ter of law (since an agency relationship arises from an association of mutual consent in which one person
consents that another act in his stead and on his behalf, and the other consents to act in the stead and on
behalf of the one), agency theory, as applied to the corporate form, treats directors and officers as agents
to whom the assets of shareholders have been entrusted. Structures and attributes of corporate governance
(including decision-making by independent directors, legal and contractual incentives to align director and of-
ficer financial interest in the corporation with those of shareholders, fiduciary duties of care and loyalty, and
derivative litigation) are designed to address the key possible manifestations of shirking, which include self-
interested and disloyal decision-making, as well as negligent, reckless, or intentional mismanagement. The
market for corporate control (i.e., the threat of a change in control of the corporation through a proxy contest
or tender offer, neither of which involve action by corporation's directors or officers), if unimpeded, also allows

shareholders and investors in the market to constrain opportunistic director and officer actions.

Agency theory reflects some basic attributes of the corporation and accurately explains and predicts certain
observed behaviors of corporate officers and directors. Indeed, corporate directors and officers have been
found liable for insider trading, for making corporate decisions for their own profit rather than for the benefit of
the corporation and its shareholders, and for exercising inadequate care in managing the corporation. Each
of these transgressions represents a type of shirking that corporate law recognizes as involving actual or pos-

sible breaches of fiduciary duty.

But agency theory is not a full and accurate descriptor of the corporate form in either the owner-operator con-
text — e.g., for close corporations (where there are few, if any, standardized agency relationships among the
internal corporate constituents, since they occupy roles as both investors and managers) — or in a controlling

shareholder context (where the main threat is the controlling shareholder's opportunism, not that of directors

or officers).ﬁ Moreover, agency theory sometimes inaccurately describes and predicts actual behavior, since
not all directors and officers are self-interested welfare maximizers. And finally, agency theory focuses on only
a few (the internal three) of the many stakeholders in the corporate firm, treating shareholders as the center
of attention. This model of corporate governance exhibits, reflects and supports shareholder primacy. Howev-

er, the legal rules of corporate governance rarely afford shareholders control over corporate policies and af-
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fairs, manifesting instead a system of director primacy or managerialism, in which directors or officers control
the corporation's decision-making and destiny, with little opportunity for shareholder monitoring. In any event,
agency theory concentrates on the investor-manager dichotomy, leaving relationships between and among
the broader set of corporate stakeholders (e.g., creditors, employees/labor, and others) to supplemental and

competing theories of corporate governance.

Nexus of Contracts

An important alternative theory of the firm is contractarian theory. As this branch of theory observes, the cor-
porate firm can be conceptualized as a nexus of contracts — an interconnected network of explicit and implicit

agreements (not necessarily legally binding contracts) among those who constitute and interact with the cor-
poration (i.e., internal and external corporate stakeholders).1_5 The contractarian view of the firm is rooted in

the work of economist Ronald Coase on transaction cost theory.E The firm exists because the coordination
of explicit and implicit contracts that it provides is more efficient than producing the same goods or providing

the same services by contracting for each of the needed components of the business in the market.1_7

Yet, the basic contractarian theory does not explain how the corporation coordinates the many arrangements
that make up the corporation. The work of Stephen Bainbridge completes this picture by linking Coasian ob-
servations back to the control structure evidenced in agency theory. He posits that the board of directors of
the corporation, as the constituent group of the corporation charged with managing or controlling manage-
ment of the corporation, is the nexus of the contracts that constitute the corporation — the core of a web of
interconnected arrangements — holding the web together, filling gaps in the contractual framework, and coor-

18

dinating the use of the component contractual relationships in the operation of the corporation's business.
This idea evidences director primacy and is consistent with the separation of ownership and control. Accord-
ingly, while it may describe the prototypical US public company well, it is not an accurate conception of many

close corporations and majority-shareholder-controlled entities.

Team Production

Corporate governance also may be described as a problem of team ‘production.’E The team production the-
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ory, like the nexus of contracts theory, views the corporation as a cohesive group consisting of the internal
and external stakeholders of the corporation. All of these constituents supply resources to the firm that are

subject to opportunistic appropriation.

The mediating hierarchy model consequently suggests that the public corporation can be viewed
most usefully not as a nexus of implicit and explicit contracts, but as a nexus of firm-specific invest-
ments made by many and varied individuals who give up control over those resources to a decision-

20

making process in hopes of sharing in the benefits that can flow from team production.

The team production model reflects elements of shareholder primacy, managerialism, and director primacy.
Although directors, as managers of the corporation, coordinate and reconcile the activities and relationships
of team members, group members typically work out their own arrangements. Margaret Blair and Lynn Stout
popularized this theory of corporate governance with their 1999 article, A Team Production Theory of Corpo-

21

rate Law, in which they classified the directors' role as that of mediating hierarchs rather than agents.

Blair and Stout themselves note one weakness of their theory — that their model primarily describes US public
companies. But another criticism of the team production model is that it does not fully account for corpo-

rate governance rules that place shareholder interests ahead of those of other corporate stakeholders and

directors in the role of agents.g These criticisms essentially attack the fact that team production theory (like
contractarian notions of the corporation) is principally a theory of the aggregate group, whereas agency cost
theory, together with the predicate separation of ownership from control, explains the dominance of certain

players in key relationships within the group.

Other Corporate Governance Theories

The dominant theories of corporate governance described above represent only an important sampling. There
are, of course multiple additional theories, general and specific. For example, stewardship theory, like agency
theory, examines the investor-manager dichotomy that results from the separation of ownership and control.
Stewardship theory, however, characterizes management less as opportunists and more as compliant, coop-

erative trustees of the shareholder's assets and affairs.

Whereas agency theorists view executives and directors as self-serving and opportunistic, steward-
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ship theorists describe them as frequently having interests that are isomorphic with those of share-
holders. This is not to say that stewardship theorists adopt a view of executives and directors as
altruistic; rather, they recognize that there are many situations in which executives conclude that

23

serving shareholders' interests also serves their own interests.

Specific conceptions of the corporation also give rise to or employ other theories of corporate governance.
Corporate social responsibility (CSR) provides a good example. Like the nexus of contracts and team produc-
tion theories, CSR recognizes the important role of other stakeholders in the corporation. CSR incorporates
and extends a broad field of study exploring the relationship of the corporation to society. In particular, its pro-
ponents defend and promote the operation of the corporation for public benefit. CSR is not a theory: rather,

a large number of theories (instrumental economic, political, social integrative, and ethical) describe and ex-

plain the various interactions of the corporation and society that are elements of CSR.% These theories, most
of which would be described by scholars as communitarian, rather than contractarian, corporate governance

25

theories,~* describe the role of the corporation in society in numerous ways: as a source of wealth, a source
of power, a citizen, a dependent or servant, a moral being, etc. In general, instrumental economic theory sup-
ports CSR to the extent that CSR leads to wealth maximization for shareholders or the firm; i.e., CSR is a
means to an economic end. Political theory encompassing CSR explains how socially responsible behavior
derives from and reifies the corporation's societal power and position. In the main, as it relates to CSR, social
integrative theory argues that the corporation's reliance on society requires that it behave in a socially respon-
sible manner, while ethical theory emphasizing CSR focuses on the corporation as a normative member of

society (having roots in cooperative stakeholder management and philosophy). Subsequent chapters in this

book focus on or reference some of these theories.

The list of theories applicable to corporate governance issues could consume numerous additional pages.
But this brief description conveys enough information to enable an evaluation of a broad range of contentions
about corporate governance in varying contexts. In addition, the theoretical perspectives described here allow
us to identify, categorize, characterize, and critique various research methodologies applicable in corporate

governance research. These research methodologies both reflect and assess corporate governance theories.
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Methodological Perspectives

To advance the study of corporate governance, researchers will need to advance beyond establishing and
protecting our own fortresses of research. ... [I]ndividual research efforts that do not genuinely embrace the
full scope of tools available to us as researchers will result in continued won battles, with little progress toward
26

ending the war.

Research is the way we test and expand knowledge. It is a process of inquiry, investigation, and assess-

ment.g Researchers gather, process, examine, and analyze facts, data, and other information. In academic
work, the manifest product of research is scholarship (or, in some cases, creative activity). Scholarship uses
different research methods (techniques, processes) that are founded on different methodologies (principles,

rationales).

Corporate governance research methods and methodologies, like the theories they foster and support (or
refute), emanate from diverse fields of study (including — individually and in combination — law, economics, fi-

nance, accounting, management, psychology, sociology, anthropology, political science, and philosophy) and

involve the use of distinctive analytical techniques and tools.§ Researchers in different fields may describe
the different types of methods and methodologies they use in different ways. These various taxonomies make
it difficult for newcomers to understand the corporate governance research landscape and for scholars to
communicate about research design and efficacy. To help disentangle this labeling mess, the discussion of
corporate governance methods and methodologies in this chapter is divided into those used in legal corpo-
rate governance scholarship (which is somewhat sui generis) and those used in the corporate governance
scholarship produced in other disciplines. In writing about lawyers who teach and perform research in busi-

ness school programs, one commentator notes that:

A fundamental dichotomy exists between the methodologies used for legal research and publishing
by faculty holding Juris Doctor (J.D.) degrees as compared with that which is customary for faculty
typically holding the degree of research doctorate (Ph.D.). For example, non-law faculty, chairs, or
deans may not always differentiate between the normative legal research conducted by law facul-
ty and the quantitative research typically conducted by faculty from social science disciplines. This
difference, which is not always settled or discussed in business schools, ‘makes legal scholars dif-

ferent in the eyes of other business school disciplines, and difference in this regard proves no ad-
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29

vantage.’

These divergent corporate governance methods and methodologies reflect historical differences in the pur-
pose of legal scholarship (i.e., to describe, interpret, and prescribe law and legal rules) and the people for
whom it was written (e.g., other law academics, lawyers, and judges). Yet legal scholarship is becoming more
quantitative and multidisciplinary in response to calls for practical research output that informs both lawyers

and those in other disciplines.

Research Methods and Methodologies in Legal Scholarship

Defining the unique methods and methodologies of legal corporate governance scholarship is no simple affair
given the various ways in which legal scholarship is categorized. Some legal scholars separate their overall
scholarship into functional classifications related to law, without reference to research methodologies. They
may describe legal scholarship as theoretical (assessing or positing theoretical principles), policy-oriented
(evaluating or suggesting the guiding principles underlying law and legal rules), and doctrinal (examining or
recommending specific laws or legal rules). These categories may overlap in individual scholarly works. The
research methods employed to create this scholarship have traditionally been non-empirical, but in recent

years, some corporate law scholars have begun to use empirical methods.

As a result, many legal scholars divide the corporate governance research world into two camps, based on
these two research methods. For them, the world is separated into conventional (or what some call theoretical

or traditional) and empirical legal scholarship.

Scholars employing a wide range of theoretical approaches ... have employed different perspectives
to try to generalize about the origins, current state, and future of corporate law. These pieces are
provocative and illuminating, but they rarely seek to test the theories developed against empirical
evidence. Legal empiricists, on the other hand, have generally eschewed ‘big theory’ and focused
their efforts on narrower, testable hypotheses. Their articles look more like those published in eco-

nomics and finance journals, and that is often where they are found.@

Conventional non-empirical corporate governance legal research identifies and examines law (statutory and
decisional), other legally relevant rules (derived from governmental and non-governmental regulatory bodies,

corporate charters, bylaws, and contractual covenants between or among corporate constituents), and ex-
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tant legal (and sometimes other) treatises and scholarship. (In this work, the law and rules serve as primary
information sources, and treatises and scholarship are classified as secondary sources.) The examination
is typically not quantitative (i.e., it does not use mathematical or statistical analysis). It does not consist of
testing, relying instead on textual analysis and theory-based, policy-oriented, or experiential reasoning. Its
objective may be descriptive (positive), interpretive, or normative. The power and value of this kind of schol-
arship derives from both (a) the precise selection of relevant information from law, rules, and scholarship for
examination and (b) the quality (logical, rhetorical, etc.) of the arguments made by the author on the basis
of that information. The approach embodied in legal scholarship is founded in traditional legal education and
consistent with stare decisis, a common law principle holding that judges must respect legal precedent — prior
binding judicial opinions — in making their decisions (i.e., law created by judges is consistent with and builds
on past law). Conventional legal scholarship typically is published in law reviews and journals affiliated with

law schools, which are not peer-reviewed publications.

As a general matter, legal scholarship is published in student-edited law reviews and journals, rather than
peer-reviewed journals. There are benefits (e.g., extension of the educational mission, potentially faster pub-
lication cycles) and detriments (e.g., uneven selection criteria and editing) associated with this publication
process. Moreover, because of its reliance on and integration with prior work, legal scholarship tends to be
heavily footnoted. Footnotes may include citation to relevant sources of law, analysis, and reasoning, but al-

so may include additional textual exposition and information. Source citations are formatted in one of several
specialized legal citation styles, the most common of which is Bluebook format.ﬂ
Traditional legal corporate governance research has been subject to criticism on various grounds. Corporate

governance scholars from other fields, many of whom do not understand the legal and scholarly tradition rep-

resented in conventional legal research, may view it legal scholarship as having limited utility in resolving cor-
porate governance (and other legal) questions.g Certainly, legal and non-legal scholars alike find traditional
legal research difficult to evaluate.ﬁ Moreover, conventional legal scholarship is not always a reliable means

of identifying and evaluating the practical consequences of law and legal ruIeS.E In fact, conventional legal

35

scholarship has been criticized for being too abstract and disconnected from the practice of law.

Empirical legal research resolves some of these concerns in that it enables a more comprehensive (and po-

tentially more trustworthy) assessment of the effects of law on society through quantitative measurement and
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qualitative tools that allow for richer positive observations. Empirical legal corporate governance scholarship
uses a variety of the empirical research methods evidenced in non-law scholarship (described below), includ-
ing especially event studies. Although legal empiricists often use quantitative methods, they may also include
qualitative or behavioral elements in their work. Largely because legal scholars typically have little academic

or experiential training in econometrics or other empirical analytical methods, the quality of the chosen empiri-

cal methods or the resulting analyses can be uneven.% To address this criticism, many legal empiricists work
with economics, finance, and other scholars as co-authors to provide the requisite training and experience for
a particular project. Some of this work are published in law reviews, and some are published in peer-reviewed

journals.

Research Methods and Methodologies in Other Scholarship

Non-law corporate governance scholarship (including principally work in finance, economics, management,

and accounting) comprises predominantly empirical research.3_7 This empirical corporate governance re-
search typically is published in peer-reviewed journals and may be quantitative, qualitative, or behavioral.
Quantitative corporate governance research tends to be best at showing what is happening in a particular
research area, while qualitative and behavioral research often can help offer important details on why. Behav-
ioral research in corporate governance is distinguishable from quantitative and qualitative research less by its
method than by the assumptions that underlie the research. For our purposes here, the following distinction
is applicable: quantitative and qualitative corporate governance literature assumes that principles and agents

are rational economic actors, while behavioral literature relaxes that assumption.

These and other differences make the world of corporate governance scholarship rich and varied. Different
methods and methodologies represent more than a difference in approach; they represent distinct, valid, and
valuable ways to get information and solve the puzzles that corporate governance presents. As a result, an
individual researcher may use more than one method to test a hypothesis or answer a research question.
Alternatively, a researcher may engage in a formal or informal collaborative narrative process with other re-
searchers. By sequencing or combining their efforts, researchers may help develop an enhanced, rich knowl-

38

edge of a particular area.

Corporate governance scholarship other than legal scholarship typically is published in peer-reviewed field-
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specific journals. Although there is some variation in the format of these published works, many follow certain
standard formatting norms. Journals may require different citation formats, but many use the Chicago, Amer-

ican Psychological Association, or American Language Association styles.

Quantitative Empirical Research

Most of the empirical work on corporate governance issues is quantitative and features econometric (math-
ematical or statistical) analysis of data sets consisting of pre-existing (archival) and hand-collected informa-
tion.ﬁ (Research using archival data sets often is referred to as an archival study.) Quantitative corporate
governance research focuses on the outcomes of stakeholder action. Typically, researchers are looking for
a relationship between corporate director or officer conduct and firm performance. There are also numerous
studies that look at the relationship between individual corporate governance characteristics (e.g., board com-
position or institutional ownership) and either firm value or firm choices. These studies identify the correlation

between and among the relevant independent and dependent variables and assess causal relationships.

Event studies, in which researchers look for market price reactions to specific corporate events involving pub-

lic companies, have become particularly popular.ﬂ The components of an event study illustrate both its con-

ceptual simplicity and its operational complexity.

In order to conduct an event study, the researcher first defines the event under investigation. Events
are usually announcements of various corporate, legal, or regulatory action or proposed action. Ex-
amples of events that have been studied are takeovers, equity offerings, change in state of incor-
poration, adoption of antitakeover provisions, filing of lawsuits against corporations, deaths of cor-
porate executives, and product recalls. After defining the event the researcher searches for the first
public announcement of the event. Identification of the first public announcement of the event is crit-
ical since, under the semi-strong form of the efficient-market hypothesis, the impact of the event on

the value of the firm would occur on the announcement date. ...
After defining the event and announcement period, stock returns are measured for this period. ...

Calculation of the third component is more complicated. Although it is straightforward to measure

the actual return for the announcement period, determination of the impact of the event itself on the

Page 15 of 26 The SAGE Handbook of Corporate Governance



Sage Sage Reference
© Thomas Clarke and Douglas Branson 2012

share price is less so. To measure this impact, the expected return must be subtracted from the ac-

tual announcement-period return. ...

... The unexpected announcement period return, also known as the abnormal return, is computed as
the actual return minus the estimated expected return. This abnormal return is the estimated impact

of the event on the share value.

41

The fourth and final step is to compute the statistical significance of this abnormal return.

The popularity of event studies is understandable. Public filings and press announcements (as well as public
company stock prices) are freely available, stock price changes are ill-understood, and the practical knowl-
edge gained from stock price movements can be very useful to a wide variety of corporate governance de-
cision-makers, including lawmakers, regulators, judges, lawyers, investment bankers, and (of course) corpo-

rate managers.f

Critiques of the different types of quantitative corporate governance research are many and varied. In a 2003

article introducing a special topic forum for the Academy of Management Review, three corporate governance

scholars articulated ‘a number of potential barriers to moving corporate governance research forward.’ﬁ
These barriers exist largely in quantitative corporate governance research and include: a dearth of primary,
process-oriented data; an over-reliance on agency theory; and a single-minded approach, with a narrowly de-

44

fined theoretical and disciplinary focus.

In addition, quantitative empirical research in corporate governance scholarship tends to suffer from endo-

geneity problems (where one variable is caused by another within the research model) and omitted-variable

biases (caused by the lack of an independent variable that should have been included in the model).ﬁ For
example, if a researcher finds a correlation between board independence and operating performance, it may
be difficult to determine whether firms with more independent boards perform better or whether better-per-
forming firms seek independent boards. This is a classic endogeneity problem. The central issue is the diffi-
culty in determining causality. Similarly, where an independent variable (known information at the outset of the

analysis) is correlated with another independent variable that is not included in the model (either by design or
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because the data is unavailable), it may be difficult to ascertain whether the included or the omitted variable is
responsible for influencing the dependent variable (the data that is generated in the study). So, a study may
show that certain corporate governance provisions or structures are correlated with firm performance. But
those provisions or structures may, themselves, be correlated with data not in the model, e.g., the industries
in which the firms operate, board or ownership composition, or other firm attributes. It then could be these

firm attributes, not the provisions or structures included in the model, that are influencing firm performance.

Event studies have been singled out for critical treatment in a number of ways. For one thing, it can be difficult
to identify the date of the relevant ‘event’ being studied. In general, researchers desire to find the earliest date
on which information is released to the public. That may be done through a public filing (e.g., a proxy state-
ment) or a news release, or both. Finding the actual date on which the public knew the material information

at issue may be more challenging than it appears.

Also, the value of event studies depends on market efficiency — more specifically, the semi-strong version of
the efficient capital market hypothesis. If stock prices are not efficiently responsive to the dissemination of
information, then event studies do not have much informative value. Stock price movements may not give us
high-quality information for this and other reasons; market price changes may not be accurate indicators of

future firm performance, shareholder value, or other measurements of wealth.

In addition, an event study may be conducted using various parameters, some of which may negatively im-
pact the explanatory power of the study. For example, long-window event studies require the researcher to
identify and filter out possible effects of other intervening events that may impact stock prices. The use of
shorter announcement periods may not cure this problem. For example, when two different events are an-
nounced in the same press release, it may be difficult to determine which is the influencing event. In general,
however, small samples and long announcement periods may weaken the explanatory power of event stud-

ies. ‘A researcher can increase the power of an event study by increasing the sample size, narrowing the pub-

lic announcement to as short a time-frame as possible, or both.’f On the other hand, short announcement

periods may result in exaggerated, incomplete, or otherwise inefficient market effects (e.g., shareholder over-

reactions to news), especially where the events being studied are complex or infrequent.ﬂ As a result, some

studies measure and report both short-term and long-term effects. In these cases, the researchers measure
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the short-term effects as an implication of value and the long-term effects as a measure of actual value.

Qualitative Empirical Research

Qualitative empirical research involves the use of reasoning and judgment in the analysis of non-quantifiable
information. Qualitative corporate governance researchers study human interactions and social processes
(e.g., decision-making, elements of organizational or group culture) in specific contexts, including the corpo-
rate boardroom and executive suite. Their research may involve the analysis of information obtained through
interviews, questionnaires or surveys, focus groups, reviews of historical documents (including correspon-
dence and other communications), and direct participant observation captured in journal entries (or diaries).
Study designs in qualitative corporate governance research range from ethnographies (cultural examina-

tions), to phenomenological research (experiential assessments), to approaches rooted in grounded theory

(methods centered on theory formation and confirmation).ﬁ Qualitative research can be a flexible tool in
answering corporate governance questions because it allows the researcher to focus specific questions on

targeted populations from which relevant archival or documentary data may not be available.

Qualitative corporate governance research is subject to various criticisms akin to those leveled against tradi-

tional legal research on corporate governance issues.ﬁ Qualitative research is difficult to evaluate because
of its individualized nature. The data or information on which the analysis is based may not be objective,
precise, or directly comparable or may otherwise be flawed. Survey data, for example, may exhibit a self-re-
porting bias that makes the results less valuable than third-party observations of actual conduct. In addition,
the findings of qualitative corporate governance research run the risk of being anecdotal; they may not be
representative or generalizable, especially when sample sizes are small or sample cases are subjectively se-
lected (or otherwise potentially biased). Also, qualitative corporate governance research may assume or rely
on an underlying common and static corporate governance environment that does not, in reality, exist. The
subjects of interviews, questionnaires, focus groups, and observational studies may have been involved in
and engaged with very different corporate governance environments over a period of time. This may be diffi-
cult to tease out in the data gathering. Of course, a researcher may ameliorate some of these drawbacks by

designing his or her study to avoid various pitfalls or by limiting the claims he or she makes to those that do
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not implicate the related weaknesses.

Behavioral Empirical Research

Behavioral corporate governance research is often characterized as a form of quantitative or qualitative em-
pirical research rather than its own type of corporate governance research. It has distinctive characteristics,
however, and its use supports a significant and growing interest in behavioral and behavior-related theories

50

of corporate governance.

Behavioral analysis of the law is increasingly standing on its own as a field of inquiry outside law and
economics scholarship. Legal scholars now feel comfortable enough to apply findings on human and
social cognitive and emotional biases, which are central to behavioral analysis, without framing the
analysis in economic terms. Corporate law scholars have applied understandings about real, per-
sonal human traits such as trust and sensitivity to dismantle the self-interested actor model of the
individual.> !

Behavioral corporate governance research distinctively features documentation of realtime observations of,
or laboratory experiments involving, the dynamics of corporate governance (e.g., stakeholder interactions and
processes, rather than measures of performance or outcomes), as well as other quantitative (statistical or
mathematical analysis) and qualitative (data gathering through interviews, questionnaires, etc.) methods. Be-
havioral studies of corporate governance may identify and report the operation of various factors (e.g., cog-
nitive biases, heuristics, social pressures, bounded rationality, satisficing, routinized decision-making, politi-
cized negotiations, decision-making under uncertainty, risk assessment, pressures toward group conformity,

emotion, and affect) that explain deviations from the wealth maximization norm that underlies the dominant

economic theories of corporate governance described earlier in this chapter.g Behavioral corporate gover-

nance research ranges across many disciplines, and the type of method and study design may vary based
on the researcher or the subject.g For example, one pair of accounting scholars note that

Experimental research on earnings management and accounting choice includes two types of stud-

ies: (1) individual judgment and decision making studies, or behavioral research, where the primary
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focus is on manipulation of the environment and observation of behavior of experienced participants
who have learned about their incentives in the field and (2) multiperson studies, or experimental eco-

nomics research, where participants are given incentives and allowed to interact.ﬁ

Dissatisfaction with the explanatory and predictive power of other forms of quantitative and qualitative em-

pirical research over the past 10 years has led corporate governance scholars to call for more behavioral

corporate governance research.ﬁ Of especial interest is research on corporate board processes. This work

is understandably handicapped by a lack of researcher access to the boardroom.

A shortage of opportunities for access to relevant environments and information and the time-intensive and
labor-intensive nature of behavioral research may limit not only the number but also the quality of behavioral
studies that are conducted. Even apart from these barriers, behavioral corporate governance research has
been criticized in many of the same ways that other empirical research has been criticized. For example, the
results of behavioral studies may not be generalizable; behavioral research may be conducted in a single
firm, limiting the explanatory and predictive power of the findings. And, like conventional legal research and
qualitative empirical research, behavioral research is not yet well understood or used by some corporate gov-
ernance scholars, making it hard to evaluate. However, many of these perceived and actual criticisms of be-

56

havioral research can be overcome by collaboration with researchers from other fields and back-grounds.

Conclusion

Corporate governance theories, methods, and methodologies are multidisciplinary, multifaceted, and inter-
related. Economic theory, especially agency theory, has held a dominant position in recent years. Similarly,
empirical research methods — especially quantitative methods (and in particular event studies) — have pre-
dominated in all corporate governance research other than legal research. Yet, each theory and method has
both strengths and weaknesses. Accordingly, an increasing number of scholars believe that theoretical and

methodological work drawing from only one discipline or tradition has limited power and influence in advanc-

ing our understanding of corporate governance structures, attributes, processes, and dynamics.z These
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scholars read and use corporate governance literature that comes from various fields and from different theo-
retical and methodological perspectives. Their work also may be done collaboratively with scholars from other
disciplines. This Handbook, itself, is an example. Consider these observations and look for examples as you

read and reflect on the remaining chapters.
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