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Abstract

This paper surveys the economics of corporate governance, the set of mechanisms by which shareholders and other
outside stakeholders limit the discretion of the managers who control large corporations. The intellectual
foundations lie in the observation of Berle and Means (1932) that the modern corporation separates ownership
from control, and in the agency theory of Jensen and Meckling (1976), which analyzes the costs that arise when the
interests of managers and shareholders diverge. The survey examines four families of governance mechanisms.
First, ownership structure, from concentrated blockholders to the rise of institutional investors, determines who
monitors managers and how effectively. Second, boards of directors serve as the central internal monitor, but their
independence, size, and effectiveness are themselves endogenous outcomes. Third, executive compensation aligns
managerial incentives with shareholder wealth, although its design and level raise questions about rent extraction.
Fourth, external mechanisms, above all the market for corporate control, discipline managers who fail to maximize
value. The survey then considers the role of law and investor protection, the measurement of corporate
governance, and the empirical evidence linking governance to firm value. Throughout, the emphasis is on the
economic logic that connects these mechanisms and on the practical and policy debates they generate.

Keywords: corporate governance, agency theory, boards of directors, ownership structure, executive
compensation, market for corporate control, firm value

1. Introduction

Corporate governance concerns the mechanisms by which the providers of capital to a corporation ensure that they
receive a return on their investment. When ownership is dispersed, as it is in the large public corporations that
dominate modern economies, those who control the corporation, its managers, are not the same people who supply
its capital. This separation of ownership and control creates the possibility that managers will pursue their own
interests at the expense of shareholders. Corporate governance is the set of rules, institutions, and practices that
mitigate this conflict.

The foundations of the field were laid by Berle and Means (1932), who documented the divorce of ownership from
control in the large American corporation, and by the agency theory of Jensen and Meckling (1976), which
provided a rigorous framework for understanding the costs of this separation. Since then, an enormous theoretical
and empirical literature has examined how shareholders monitor managers, how boards of directors are structured
and what they do, how executive compensation aligns incentives, how ownership is distributed and controlled, and
how external forces, including the market for corporate control and the legal protection of investors, discipline
management.

This survey organizes that literature around four broad questions. First, who owns the corporation, and how does
the distribution of ownership shape the incentives and ability to monitor? Second, how do boards of directors, the
primary internal monitoring institution, function, and why is their structure so variable across firms? Third, can
executive compensation align managerial incentives with shareholder interests, and what are the limits of incentive
contracts? Fourth, what role do external mechanisms, above all the takeover market and the law, play in
disciplining managers? The survey closes by considering how corporate governance is measured and what the
evidence says about its connection to firm value.

A theme runs through all of these questions: corporate governance is an equilibrium outcome, not a menu of
exogenous rules. Boards, ownership, compensation, and takeover defenses are chosen jointly, in response to the
firm's environment and the distribution of bargaining power among its participants. This endogeneity complicates
the interpretation of empirical work, and the most credible evidence comes from settings in which the direction of
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causation can be identified with care. The survey therefore emphasizes both the substantive findings and the
methodological challenges that give the field its distinctive character.

Corporate governance matters for financial economics for a deeper reason as well. If governance mechanisms fail,
managers can divert value from shareholders, capital is misallocated, and the cost of outside financing rises.
Conversely, good governance lowers the cost of capital, encourages investment, and supports the efficient
allocation of resources in the economy. The value that governance creates is therefore not confined to the firm
itself; it shapes the functioning of capital markets and the financing of growth.

The subject has also acquired a comparative and international dimension. Governance arrangements differ across
countries because laws, ownership structures, and capital market institutions differ, and these differences have
measurable consequences for firm value, the depth of equity markets, and the distribution of corporate control.
This survey integrates the domestic American evidence with the international evidence, since the two together
reveal which features of governance are general and which are specific to particular institutional environments.

2. Agency Theory and the Foundations of Corporate Governance
2.1 The Separation of Ownership and Control

Berle and Means (1932) documented that, by the early decades of the twentieth century, the large American
corporation had become characterized by a separation of ownership and control. Equity was held by many
dispersed shareholders, while effective control lay in the hands of professional managers who owned little of the
firm. Because no single sharcholder held enough stock to bear the cost of monitoring, managers enjoyed
substantial discretion over the allocation of the firm's resources.

This separation is not accidental. The large public corporation exists precisely because it allows many investors to
pool risk and finance projects of enormous scale, and dispersed ownership is a natural consequence of attracting
capital from a broad investor base. The costs of separation are the agency costs that arise when the party
controlling the firm, the agent, does not fully internalize the consequences of its decisions for the party that
supplied the capital, the principal. Understanding these costs, and the mechanisms that reduce them, is the central
problem of corporate governance.

It is worth stressing that the separation of ownership and control is not a defect to be eliminated but a trade-off to be
managed. The public corporation raises capital from a vast pool of dispersed investors precisely because they do
not need to participate in management, and this arrangement makes possible investments of a scale that no single
owner or small group of owners could finance. The task of corporate governance is to preserve these benefits of
dispersed financing while limiting the agency costs that separation creates. Neither complete concentration nor
complete dispersion is optimal; the equilibrium ownership structure balances the costs and benefits of each.

Agency conflicts are not confined to the relation between shareholders and managers. They also arise between
majority and minority shareholders, between shareholders and creditors, and between the firm and its employees,
customers, and other stakeholders. Corporate governance, in its broadest sense, is concerned with all of these
relations, although the shareholder-manager conflict has dominated the literature and provides the organizing
framework of this survey.

2.2 Agency Costs and the Theory of the Firm

Jensen and Meckling (1976) provided the canonical framework. When a manager owns a fraction of the firm, she
bears a fraction of the costs of any diversion of value and receives the full private benefit, so she has incentives to
consume perks, build an empire, or otherwise act against shareholder interests. The resulting agency costs are the
sum of the monitoring expenditures shareholders incur, the bonding expenditures the manager makes to assure
shareholders, and the residual loss that remains. The equilibrium ownership structure balances these costs against
the benefits of outside financing.

Fama and Jensen (1983) refined the analysis by separating the functions of decision management from decision
control. In complex organizations, the same agents who propose and implement decisions should not have final
authority to ratify and monitor them; control rights must be separated from management rights. This separation is
the economic rationale for boards of directors and for the systems of ratification and oversight that characterize
large corporations. Residual risk bearing, in turn, is assigned to those who can bear risk most efficiently, generally
the shareholders.

The agency framework also clarifies the role of monitoring and bonding. Shareholders can reduce managerial
discretion by expending resources to monitor managers, and managers can reassure sharcholders by bonding their
own behavior, for example by committing to contractual terms, disclosure, and independent oversight. The optimal
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combination of monitoring and bonding equates the marginal cost of each mechanism with the marginal reduction
in agency loss. This logic explains why firms simultaneously employ boards, auditors, compensation contracts,
and disclosure requirements, each of which is a partial solution to the same underlying conflict.

A further implication is that governance mechanisms are substitutes as well as complements. A strong board can
substitute for concentrated ownership, and a transparent compensation contract can substitute for external
monitoring. Because these mechanisms interact, the effectiveness of any single one cannot be evaluated in
isolation. This interaction is a recurring theme in the empirical literature and a caution against drawing strong
conclusions from any single measure of governance.

Figure 1 summarizes the resulting framework. Shareholders, as the principals, elect a board of directors, which
appoints and monitors management. Management operates the firm and reports to the board. Surrounding this
internal hierarchy are external governance mechanisms, the market for corporate control, the legal and regulatory
protection of investors, and the monitoring activities of institutional investors, all of which limit the discretion of
the insiders who control the firm.

Shareholders elect o 3 oi Management
(principal) b Board of Directors RRROIR (agent)
ort mol r
discipline progect monitor

rights

Law and investor

Market for corporate
protection

control (takeovers)

Institutional
investors

Figure 1. The corporate governance framework (stylized). Shareholders elect the board, which appoints and
monitors management; external mechanisms including the takeover market, law, and institutional investors
provide additional discipline

Table 1. Major corporate governance mechanisms

Mechanism Principal actors Primary role Representative studies

Blockholders, Demsetz and Lehn

Ownership structure

Boards of directors

Executive compensation

Market for corporate
control

Law and regulation

institutional investors

Directors, outside
directors

Compensation
committees

Bidders, shareholders

Courts, regulators

Monitoring and control

Ratify and monitor
decisions

Align managerial
incentives

Discipline poor managers

Protect outside investors

(1985); Morck, Shleifer,
and Vishny (1988)

Hermalin and Weisbach
(2003); Yermack (1996)

Jensen and Murphy
(1990); Murphy (1999)

Manne (1965); Jensen
(1986)

La Porta,
Lopez-de-Silanes,
Shleifer, and Vishny
(2000)
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Table 1 organizes these mechanisms and their representative literatures. The remaining sections of the survey
examine each mechanism in turn, beginning with the ownership structure of the firm and proceeding to boards,
compensation, the external market for corporate control, and the role of law and measurement. Throughout, the
aim is to show how these mechanisms work individually and how they interact to shape the overall quality of
corporate governance.

3. Ownership Structure and Control

Who owns the corporation determines who monitors management and how much weight is placed on shareholder
value relative to other objectives. Ownership structure varies enormously across firms and countries, from the
dispersed shareholding that characterized the American corporation studied by Berle and Means (1932) to the
concentrated block ownership common in much of the rest of the world. This variation is central to the
comparative study of corporate governance.

3.1 Concentrated Ownership and Blockholders

Demsetz and Lehn (1985) argued that ownership structure is determined endogenously, as firms seek the
ownership arrangement that minimizes the sum of agency costs and the costs of concentrated risk. In firms where
the potential for managerial shirking is large, such as those in unstable or information-intensive environments,
concentrated ownership is more valuable because a large sharcholder has stronger incentives to monitor. The
implication is that ownership concentration should not be viewed as an exogenous cause of performance but as an
equilibrium response to the firm's environment.

Morck, Shleifer, and Vishny (1988) examined the relation between managerial ownership and firm valuation and
found a nonlinear pattern: value first rises with ownership as interests align, then falls over an intermediate range
where entrenchment dominates, and rises again at very high ownership. This evidence suggests that the alignment
of incentives and the ability to entrench are two opposing forces, and that their balance depends on the level of
ownership.

The empirical literature on blockholder ownership has grown substantially. Recent work examines how the
presence and characteristics of large shareholders affect monitoring, corporate decisions, and value. Two general
findings stand out. First, blockholders are active: they participate in governance, influence investment and
financing decisions, and respond to poor performance. Second, the effect of blockholders depends on their type
and objectives. Activist investors who buy a block with the explicit intention of improving governance are
associated with improvements in performance, while passive or entrenched blockholders may extract private
benefits of control.

Private benefits of control are central to understanding ownership structure. A controlling shareholder can enjoy
benefits that are not shared with minority shareholders, from perquisites to the ability to allocate resources to
related parties. The value of these private benefits affects both the willingness of outsiders to buy shares and the
discount at which minority shares trade. Where private benefits are large, minority shareholders demand
protection, and the law and the design of the corporate charter determine whether such extraction is permitted.

Large shareholders can mitigate agency problems by monitoring managers and by coordinating action when
performance is poor. But concentrated ownership also creates its own agency problem: the controlling shareholder
may expropriate minority shareholders through related-party transactions, excessive compensation, or other
tunneling activities. The identity of the controlling shareholder, whether a family, a state, or an institutional
investor, and the strength of minority protection, determine whether concentration is a source of discipline or of
extraction.

The identity of the controlling shareholder also matters for the objectives the firm pursues. Family-controlled firms
may value reputation, longevity, and control per se, sometimes at the expense of near-term shareholder returns.
State-controlled firms may pursue political and social objectives alongside profit. Financial investors, by contrast,
typically focus on shareholder value. These differences in objectives, combined with differences in the strength of
minority protection, help explain the wide variation in corporate behavior and performance across ownership
regimes.

The analysis of ownership structure thus moves in two directions. On the one hand, ownership concentration can
improve monitoring and performance. On the other, it can facilitate the expropriation of minority shareholders.
The net effect depends on the identity of the large owner, the legal environment, and the mechanisms that protect
minority rights. Ownership structure is therefore best understood as part of the broader governance equilibrium
that this survey describes.

The international distribution of ownership reinforces this equilibrium view. In many countries outside the United
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States and the United Kingdom, ownership is concentrated in the hands of families or other controlling
shareholders, and dispersed public ownership is the exception rather than the rule. This variation is not accidental;
it reflects the strength of investor protection, the depth of capital markets, and the history of corporate and financial
development. The contrast between dispersed and concentrated ownership systems is one of the organizing themes
of the comparative governance literature, and it connects directly to the legal perspective developed in Section 7.

3.2 Institutional Ownership

The most important secular change in the ownership of U.S. equities has been the rise of institutional investors.
According to the U.S. Securities and Exchange Commission, institutions held only about 8 percent of U.S. public
equities in 1950, roughly 28 percent by 1970, and about 67 percent by 2010. This shift, illustrated in Figure 2,
transformed the shareholder base of the modern corporation and raised the prospect that large institutional holders,
with their scale and expertise, could monitor managers more effectively than dispersed individuals.

Institutional investors are, however, heterogeneous. Pension funds and long-horizon investors have strong
incentives to monitor, while short-term traders may simply exit poorly governed firms by selling their shares. The
rise of passive index funds complicates this picture further, because index funds cannot exit and therefore have an
incentive to engage through voting and dialogue with management. The growth of institutional ownership has
therefore changed both the demand for good governance and the channels through which it is exercised.

The governance role of institutions operates through several channels. The most direct is voting: institutional
investors vote on director elections, compensation, and other shareholder proposals, and their votes are
increasingly consequential as their share of ownership grows. A second channel is dialogue and engagement, in
which institutions meet with management to discuss strategy, board quality, and capital allocation. A third is the
threat of exit, the sale of shares that depresses the stock price and thereby disciplines management.

These channels raise their own questions. The growth of index funds, which cannot easily exit, has made
engagement and voting more central, and a literature examines whether such funds improve governance or simply
index away their monitoring responsibilities. At the same time, the concentration of voting power in a few large
asset managers has prompted new concerns about the accountability of the institutional investors themselves. The
governance of institutions, and not only the governance of the firms they own, is now part of the field.

Institutional investors also shape the demand for governance through the market. Firms that score poorly on
governance metrics may find it harder to attract institutional capital, and governance ratings influence portfolio
allocation. The interaction between the measurement of governance and the behavior of institutional investors
connects the ownership section of this survey to the discussion of governance measurement and firm value in
Section 7.
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Figure 2. Institutional ownership of U.S. public equities, 1950-2010. Source: U.S. Securities and Exchange
Commission (2013; 1970)
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4. Boards of Directors

Boards of directors are the central internal governance institution of the public corporation. They hire and fire the
chief executive, ratify major decisions, and monitor management on behalf of shareholders. Yet boards are also an
endogenously determined institution, shaped by the bargaining power of the CEO and by the firm's environment,
and their structure varies widely across firms.

4.1 Board Composition and Independence

A board is typically composed of inside directors, who are employees of the firm, and outside directors, who are
not. Outside directors are generally viewed as more independent of the CEO and therefore better monitors, and a
large literature has examined whether boards with more outside directors govern better. Hermalin and Weisbach
(2003) survey this evidence and conclude that board composition is determined endogenously: independent boards
emerge when the bargaining power of the CEO is weaker, and firm performance does not simply cause or follow
board independence in one direction.

The evidence on the value of outside directors is mixed but suggestive. Brickley, Coles, and Terry (1994) found
that stock price reactions to the adoption of poison pills, an antitakeover device, were positive when the board had
a majority of outside directors, consistent with the view that independent directors protect shareholder interests.
More generally, the monitoring role of independent directors appears to matter most in settings where the potential
for managerial abuse is high.

Regulatory and listing reforms have pushed boards toward greater independence. Following the corporate scandals
of the early 2000s, listing standards and legislation in the United States and elsewhere required that key board
committees, such as audit and compensation committees, be composed entirely of independent directors and that
boards have a majority of outside members. These reforms made board independence the dominant structural
feature of corporate boards and motivated a large literature evaluating whether the mandated changes actually
improved governance and performance.

Board composition has also become more diverse over time. The presence of women and of directors with varied
professional backgrounds on boards has increased, and a growing literature examines whether diversity improves
monitoring, advisory, and decision-making. The evidence is mixed but suggestive, and the question of what mix of
directors best serves shareholders remains open. Whatever the answer, the experience of the last two decades
shows clearly that board structure is not fixed but evolves in response to regulation, market pressure, and changing
views of what makes a board effective.

4.2 Board Size and Firm Value

Yermack (1996) documented a robust negative relation between board size and firm value: companies with
smaller boards are valued more highly. The interpretation is that coordination and free-rider problems grow with
the number of directors, making large boards less effective monitors. This finding attracted enormous attention and
helped motivate the trend toward smaller boards in the years that followed.

Coles, Daniel, and Naveen (2008) qualify this picture. They show that the relation between board size and value
depends on the complexity of the firm: large, diversified firms with complex operations benefit from larger boards
that can provide advice and expertise, while simple firms benefit from small, cohesive boards. The lesson is that
there is no single optimal board structure; boards must be matched to the firm's needs, and the advisory role of
directors matters as much as their monitoring role.

The empirical trend toward smaller boards reflects the influence of the Yermack finding, but it also obscures the
fact that board size, like board independence, is chosen in equilibrium. Firms with complex operations, diverse
lines of business, and heavy financing needs tend to maintain larger boards that can supply advice, connections,
and the capacity to oversee subsidiaries. Simple, focused firms do better with small, cohesive boards. The
challenge for researchers is to measure the demand for board services, and for practitioners to match the size and
composition of the board to the firm's actual needs.

Boards are also connected to the other governance mechanisms surveyed here. A board that is well chosen can
compensate for weak ownership concentration, while a powerful blockholder can substitute for an independent
board. The interactions between boards, ownership, compensation, and external markets imply that governance
quality depends on the configuration of all of these mechanisms together. This is why simple measures of any
single mechanism are incomplete indicators of overall governance, and why the field has moved toward composite
measures and toward studying governance as a system.

Board structure also involves the internal organization of committees and the allocation of responsibilities among
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directors. Audit, compensation, and nominating committees bear distinct oversight tasks, and the quality of
governance depends on the composition and diligence of these committees as much as on the overall board.
Committee structure provides a finer-grained window into what boards do than the crude measure of
independence, and it is increasingly the focus of empirical work.

4.3 Endogeneity and What Boards Actually Do

A central methodological difficulty is that board structure is chosen, not assigned. Firms with poor performance
may add independent directors, and strong CEOs may shape their own boards, so correlations between board
characteristics and outcomes are hard to interpret causally. Hermalin and Weisbach (2003) emphasize that boards
are an equilibrium outcome of a bargaining game between the CEO and the board, and that the composition of the
board reflects the relative power of these parties.

A closely related question is whether the chief executive should also chair the board. Combining the roles
concentrates authority in a single person and is often seen as weakening the board's independence from
management, while separating them creates a clear check on the CEO. The empirical evidence is mixed, in part
because CEO duality, like other board attributes, is chosen endogenously: powerful and successful CEOs are more
likely to become chairs. As with board independence, the measured relation between duality and performance is
difficult to separate from the unobserved quality of the CEO and the firm.

Research on boards has also examined the networks and social connections of directors. Directors connected to the
CEO through prior employment, education, or other ties may be less independent in fact than in form, while
well-connected directors may bring valuable information and opportunities. The presence of these ties complicates
the interpretation of independence and suggests that governance depends on the substance of relationships, not
only on formal classifications.

Understanding what boards actually do requires moving beyond simple measures of independence. Directors
provide advice, access to networks, and expertise, as well as monitoring, and the mix varies across firms and over
time. Recent research examines committees, meeting behavior, director qualifications, and the informational
environment of the board. This richer picture, while harder to summarize, better reflects the complexity of the
board's role in modern corporations.

5. Executive Compensation and Incentives

Executive compensation is the most direct instrument for aligning the interests of managers with those of
shareholders. If managers are rewarded for increasing shareholder wealth, the agency problem diminishes. The
design of compensation, however, is itself the product of a bargaining process, and the level and structure of
executive pay have generated intense public and academic controversy.

5.1 Pay-Performance Sensitivity

The classic analysis of Jensen and Murphy (1990) measured the pay-performance sensitivity of U.S. chief
executives and found it to be strikingly low: a one thousand dollar change in shareholder wealth was associated
with a change in CEO wealth of only a few dollars. The implication was that top executives faced weak monetary
incentives to increase shareholder value, at least relative to the prescriptions of agency theory.

Jensen and Murphy (1990) also documented a puzzle: the high level of CEO pay combined with low
pay-performance sensitivity suggested either that shareholders were paying executives too much for too little
incentive, or that non-monetary forces, including career concerns, reputation, and the threat of dismissal, provided
much of the discipline. This tension between the level and the sensitivity of pay continues to animate the literature.

Measuring pay-performance sensitivity requires care, because compensation responds to performance through
many channels: bonuses, option grants, restricted stock, and the revaluation of accumulated equity holdings. Early
estimates focused on annual changes in cash compensation and understated the total sensitivity once equity
holdings and grants are included. Later work using comprehensive measures of CEO wealth found substantially
higher sensitivity, driven largely by the equity component. The message is that the design of the pay package, and
not only its level, determines the strength of managerial incentives.

Managerial incentives also come from sources other than current pay. The threat of dismissal, the desire to protect
reputation in the managerial labor market, and the possibility of a takeover all discipline managers independently
of their compensation contracts. Jensen and Murphy (1990) noted that these non-monetary forces may explain why
the measured pay sensitivity is low: even modest pay-performance links, combined with the risk of termination
and the discipline of external markets, may suffice to align behavior.
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5.2 The Rise of Equity-Based Pay

In the decades after Jensen and Murphy's study, compensation committees responded to concerns about low
sensitivity by increasing the equity-based component of executive pay. Stock options and restricted stock became
a large share of CEO compensation, especially in the United States, dramatically raising the sensitivity of
executive wealth to stock prices. Murphy (1999) surveys this evolution and its consequences, noting both the
strengthening of incentives and the new problems created by option grants, including incentives to manipulate
reported earnings and to take excessive risk.

The problems created by equity incentives are well documented. Options reward increases in stock price regardless
of their source, so managers may smooth or inflate reported earnings, time disclosures, and pursue risky projects
that shift risk onto shareholders and creditors. Option repricing and the backdating of grants raised further
concerns that pay was being structured to benefit managers rather than shareholders. These episodes illustrate that
incentive contracts, however well designed in principle, are vulnerable to gaming and require oversight to function
as intended.

Because the design of equity incentives is so consequential, compensation practices have come under increasing
scrutiny from regulators and shareholders. Disclosure rules require firms to report the details of executive pay, and
shareholder advisory votes on compensation have become widespread. These mechanisms give shareholders a
voice in the design of pay and create pressure toward simpler, more performance-based contracts. Whether such
external oversight improves outcomes, or merely adds cost and rigidity, is an active area of research.

The shift to equity-based pay had clear benefits in aligning incentives but also generated costs. Option grants can
reward short-term stock price movements that do not reflect long-term value, and the complexity of modern pay
packages makes them difficult for shareholders to evaluate. The design of equity incentives, including the use of
performance vesting conditions, reflects a continuing attempt to capture the benefits of alignment while limiting its
distortions.

5.3 Rent Extraction Versus Optimal Contracting

Two views dominate the interpretation of executive pay. The optimal contracting view holds that compensation
committees design contracts to maximize shareholder value subject to the constraints of the manager's outside
options and the difficulty of measuring performance. Under this view, the level of pay reflects the competitive
market for talent, and observed contracts are approximately efficient.

The rent extraction view, by contrast, holds that CEOs have substantial power over their own pay, particularly
when boards are weak or co-opted, and that high pay reflects the capture of value rather than its creation. The
debate turns on difficult empirical questions about board independence, the responsiveness of pay to performance,
and the determinants of the level of compensation. The two views are not mutually exclusive, and the truth likely
involves elements of both.

The debate over executive pay has a public dimension that extends beyond efficiency. High and rising executive
compensation, particularly in relation to the pay of ordinary workers, has become a focus of political and social
concern. Some economists argue that the level of pay reflects the competitive market for a scarce talent and the
growth in firm size, while others emphasize the role of power, norms, and the weakness of oversight. The two
accounts lead to different policy prescriptions, from improving disclosure and strengthening independent
oversight to capping or taxing executive pay.

Compensation is also organized hierarchically within the firm. Tournament theories of pay hold that the large
rewards earned by top executives serve to motivate managers throughout the organization to compete for
promotion, and that the size of the gap between levels, not only its absolute level, is part of the incentive system.
This perspective connects executive compensation to the broader labor market for managers and to the internal
organization of the firm, and it complicates simple narratives about excess.

6. External Governance: The Market for Corporate Control
6.1 Takeovers as a Disciplinary Mechanism

Manne (1965) argued that the market for corporate control is a powerful external discipline on management. If a
firm's managers destroy value, the firm's stock price falls, making it an attractive target for a bidder who believes
that better management can create value. The takeover provides a mechanism by which poor managers are
replaced and shareholders capture the gains.

Jensen (1986) linked the takeover market to the problem of free cash flow, the cash flow in excess of that needed to
fund all positive-net-present-value projects. Managers have incentives to retain and reinvest this cash rather than
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pay it out, and the takeover market, along with debt, disciplines this tendency. Takeovers and leveraged
transactions, in Jensen's account, serve to return free cash flow to shareholders and to force managers to face the
scrutiny of the capital markets.

The empirical record is broadly consistent with a disciplinary role for takeovers. Targets of successful takeovers
experience substantial premiums, and many targets are firms that have performed poorly or hold excess cash. At
the same time, takeovers are costly and imperfect, and not all acquisitions create value, a reminder that the market
for corporate control is itself a market with its own agency problems.

Takeover activity proceeds in waves, and the character of each wave reflects the prevailing financial and
regulatory environment. Waves of conglomerate mergers, leveraged buyouts, and strategic acquisitions have
different implications for governance. The leveraged transactions of the 1980s, for example, were closely tied to
Jensen's analysis of free cash flow: debt disciplined managers by forcing them to pay out cash, and the threat of
takeover returned control rights to shareholders. Understanding the market for corporate control therefore requires
understanding the financial instruments and regulatory rules that shape takeover activity.

It should be emphasized that not every acquisition improves governance or creates value. Bidders may overpay,
pursue empire-building acquisitions that benefit managers rather than shareholders, and destroy value even as they
discipline targets. The market for corporate control is thus a blunt instrument: it disciplines poorly managed
targets, but it is itself subject to agency problems on the part of acquiring firms. The net contribution of takeovers
to aggregate value is an empirical question that continues to be studied.

6.2 Antitakeover Provisions and Managerial Entrenchment

Managers can resist the discipline of the takeover market through antitakeover provisions, such as poison pills,
staggered boards, and golden parachutes. These devices raise the cost of a takeover and can entrench incumbent
management. Whether they protect shareholders or management has been the subject of extensive debate.

Brickley, Coles, and Terry (1994) found that the stock market reaction to poison pills depends on board
composition: pills adopted by boards with a majority of outside directors were associated with positive returns,
while those adopted by more insider-dominated boards were not. The evidence suggests that antitakeover
provisions are neither uniformly good nor uniformly bad for shareholders; their effect depends on who controls
their adoption.

Among antitakeover provisions, the staggered board has attracted particular attention because it is difficult to
remove quickly and can block a hostile bidder for several annual meetings. The entrenchment index of Bebchuk,
Cohen, and Ferrell (2009) singles out a small set of provisions, including the staggered board and limits on
shareholder action, that are most closely associated with lower firm value. These provisions effectively transfer
power from shareholders to managers and are the focus of much of the debate over the market for corporate
control.

Golden parachutes, by contrast, illustrate the subtlety of antitakeover devices. Although they raise the cost of a
takeover and appear to entrench management, they also reduce the resistance of incumbent managers to bids, since
managers are compensated if they leave. Whether a provision protects or harms shareholders therefore depends on
the balance of these effects, and the empirical literature finds that the value of any given provision is
context-dependent.

Indexes of shareholder rights built from these provisions provide a way to measure the balance of power between
shareholders and managers. Gompers, Ishii, and Metrick (2003) constructed a governance index from twenty-four
antitakeover and governance provisions and found that firms with the strongest shareholder rights, their
democracy portfolio, outperformed firms with the weakest rights, their dictatorship portfolio, by a statistically
significant 8.5 percent per year during the 1990s. A one-point difference in the index was associated with a
difference of roughly eleven percentage points in Tobin's Q. These findings made the market for corporate control
and its obstacles central to the empirical study of governance.

The governance index and the entrenchment index are examined in more detail in Section 7. For the purposes of
the present discussion, the key point is that the takeover market, and the provisions that impede it, provide a
measurable dimension of the balance of power between shareholders and managers. The finding that shareholder
rights are priced in the stock market ties the market for corporate control directly to the question of firm value and
completes the picture of the external governance mechanisms available to shareholders.
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7. Investor Protection, Governance Measurement, and Firm Value
7.1 Law, Investor Protection, and Ownership Around the World

La Porta, Lopez-de-Silanes, Shleifer, and Vishny (2000) emphasized that corporate governance is fundamentally
about the legal protection of outside investors. The law determines the rights of shareholders and creditors against
insiders, and the enforcement of those rights determines whether outside investors are willing to provide capital.
Countries with strong investor protection tend to have more dispersed ownership and deeper capital markets, while
countries with weak protection tend to rely on concentrated ownership as a substitute.

The legal approach has two components: the substantive rights that the law grants to investors and the enforcement
of those rights by courts and regulators. Both matter. Legal scholars distinguish between countries that follow a
common-law tradition, in which investor protection tends to be stronger, and those that follow a civil-law tradition,
in which protection tends to be weaker, and this distinction is correlated with the structure of ownership and the
development of capital markets. The finding that law shapes finance is one of the most robust results in the
comparative literature.

Enforcement is as important as the content of the law. Even where investors enjoy strong rights on paper, those
rights are valuable only if they are enforced. Differences in the quality of courts, the vigor of securities regulators,
and the costs of private litigation therefore matter for the effectiveness of investor protection. The interaction
between substantive rights and enforcement helps explain why seemingly similar legal regimes can produce very
different governance outcomes.

This legal perspective provides a unifying framework for the comparative study of corporate governance. The
identity of the controlling shareholder, the effectiveness of boards, and the design of compensation all operate
within a legal and regulatory environment that shapes their incentives and effects. Differences in investor
protection help explain why ownership concentration, takeover activity, and the role of capital markets vary so
much across countries.

This perspective also clarifies why governance reforms travel imperfectly across borders. A governance
mechanism that works well in one legal environment may be ineffective or counterproductive in another, because
the surrounding institutions differ. Mandating board independence, for example, may improve governance where
minority rights are strong and monitoring is meaningful, but do little where concentrated owners dominate and the
board has limited real power. Comparative research therefore cautions against transplanting governance rules
without attention to the institutional context.

7.2 Measuring Corporate Governance

The empirical literature has constructed a variety of indexes to measure the quality of corporate governance. The
governance index of Gompers, Ishii, and Metrick (2003) sums the number of governance provisions that reduce
shareholder rights. Bebchuk, Cohen, and Ferrell (2009) showed that a small subset of provisions, which they term
the entrenchment index, captures most of the predictive power for firm value and returns. These indexes, together
with measures of board independence and ownership concentration, form the empirical toolkit of the field, as
summarized in Table 2.

The construction of governance indexes is not without controversy. Indexes are built from observable provisions
that may not capture the actual quality of governance, and the choice of which provisions to include can materially
affect the results. Moreover, governance provisions are correlated with one another and with unobserved firm
characteristics, making it difficult to attribute value differences to any single provision. These concerns have
motivated the development of alternative measures based on board behavior, compensation design, and ownership,
as well as careful work on the independent effects of individual provisions.
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Table 2. Common measures of corporate governance

Measure Construction Representative studies

Count of 24 provisions that reduce

Governance index (G-index) Gompers, Ishii, and Metrick (2003)

shareholder rights
Entrenchment index (E-index) Six provisions that entrench Bebchuk, Cohen, and Ferrell
management (2009)
Board independence Share of outside directors on the Hermalin and Weisbach (2003);
p board Brickley, Coles, and Terry (1994)
Ownershib concentration Share held by largest or insider Demsetz and Lehn (1985); Morck,
P owners Shleifer, and Vishny (1988)

7.3 Governance and Firm Value: What the Evidence Shows

The evidence linking governance to firm value is substantial but nuanced. The governance index work of
Gompers, Ishii, and Metrick (2003) and the entrenchment index work of Bebchuk, Cohen, and Ferrell (2009) both
find that firms with stronger shareholder rights are valued more highly and earn higher returns. Board size and
independence, ownership concentration, and compensation design also correlate with value in ways that are
broadly consistent with the agency framework.

Bhagat and Bolton (2008) provide a careful reassessment, emphasizing the difficulty of identifying causal effects
and the sensitivity of results to the choice of governance measures. They find that the relation between governance
and performance depends on the measures used and warn against drawing strong policy conclusions from any
single index. Their work illustrates the methodological caution that characterizes the best of the literature.

Three general conclusions emerge from the evidence. First, governance matters: differences in the quality of
governance are associated with economically meaningful differences in firm value. Second, the effects are
heterogeneous, depending on the firm, the country, and the governance mechanism under study. Third, because
governance is an equilibrium outcome, the causal interpretation of the correlations requires care, and the most
persuasive evidence comes from regulatory changes and other natural experiments that generate exogenous
variation in governance.

The identification problem deserves emphasis because it shapes how the literature should be read. Much of the
early work measured associations between governance and value without establishing causation. As the field
matured, researchers turned to settings in which governance changes are driven by regulation, by the timing of
listing standards, or by events that are arguably exogenous to firm performance. These designs, while imperfect,
provide stronger evidence on the causal effect of governance on firm value and have sharpened the conclusions
that can be drawn.

Governance is also increasingly studied as a determinant of risk and of asset returns, connecting the governance
literature to asset pricing. Firms with weaker shareholder rights and weaker oversight have been found to hold
more risk, to be more prone to value destruction, and to earn different returns. These findings suggest that
governance is priced in financial markets, and that the quality of governance affects not only the level of firm value
but also the risk borne by investors. The integration of governance with asset pricing is one of the most active
frontiers of the field.

8. Conclusion

This survey has traced the economics of corporate governance from the separation of ownership and control
documented by Berle and Means (1932) to the agency theory of Jensen and Meckling (1976) and the large
empirical literature that followed. Four families of mechanisms dominate the field: ownership structure, boards of
directors, executive compensation, and the external market for corporate control, together with the legal protection
of investors.

The central insight is that governance is an equilibrium outcome shaped by the interplay of these mechanisms and
by the distribution of power among shareholders, boards, and managers. The same forces that allow the large
public corporation to raise capital from dispersed investors also create the agency problems that governance
mechanisms must address, and the design of these mechanisms reflects a continuing balance of costs and benefits.

For investors, the practical lesson is that governance quality is priced: firms with better governance mechanisms
are, on average, valued more highly, although the effects are heterogeneous and difficult to identify causally. For
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policymakers, the evidence on investor protection and the market for corporate control has informed decades of
reform, from disclosure requirements to rules governing boards and takeovers.

For researchers, the questions that remain are substantial. Understanding what boards actually do, identifying the
causal effects of governance on value, resolving the debate over whether executive pay reflects optimal contracting
or rent extraction, and integrating the growing role of institutional investors and of environmental, social, and
governance concerns into the framework are all open. These challenges ensure that the study of corporate
governance will remain among the most vibrant and consequential areas of financial economics.

Corporate governance will continue to evolve as the ownership of corporations and the environment in which they
operate change. The growth of institutional and index-fund ownership, the globalization of capital markets, and the
expanding attention to environmental, social, and governance concerns all pose new questions about how
shareholders should exercise control and whose interests corporations should serve. The conceptual toolkit of
agency theory, applied with increasing empirical sophistication, provides the foundation for answering these
questions.

In the end, the economics of corporate governance rests on a simple but powerful insight: the value of a
corporation depends on the alignment of the interests of those who control it with the interests of those who supply
its capital. The mechanisms examined in this survey, ownership, boards, compensation, the market for corporate
control, and the law, are the instruments through which this alignment is achieved. Their design, and the balance
among them, will remain at the heart of financial economics and of public policy toward the modern corporation.
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