W Durham
University

AR

Durham E-Theses

Implementing Corporate Social Responsibility Policies
in a Developing Country-A Study of Iran

MODABBER, FATEME

How to cite:

MODABBER, FATEME (2013) Implementing Corporate Social Responsibility Policies in a Developing
Country-A Study of Iran , Durham theses, Durham University. Available at Durham E-Theses Online:
http://etheses.dur.ac.uk,/8457/

Use policy

The full-text may be used and/or reproduced, and given to third parties in any format or medium, without prior permission or
charge, for personal research or study, educational, or not-for-profit purposes provided that:

e a full bibliographic reference is made to the original source
e a link is made to the metadata record in Durham E-Theses
e the full-text is not changed in any way

The full-text must not be sold in any format or medium without the formal permission of the copyright holders.

Please consult the full Durham E-Theses policy for further details.

Academic Support Office, The Palatine Centre, Durham University, Stockton Road, Durham, DH1 3LE
e-mail: e-theses.admin@durham.ac.uk Tel: +44 0191 334 6107
http://etheses.dur.ac.uk


http://www.dur.ac.uk
http://etheses.dur.ac.uk/8457/
 http://etheses.dur.ac.uk/8457/ 
http://etheses.dur.ac.uk/policies/
http://etheses.dur.ac.uk

Implementing Corporate
Social Responsibility
Policies in a Developing
Country

A Study of Iran

Author: Fateme Modabber

Supervisor: Professor Dr. Roman Tomasic
Qulaification: PhD (Doctor of Philisophy)
Word Count: 93,392 words

Department: Law School

Institution: Durham University (UK)

Year of submission: 2013



Abstract

The scant literature on Corporate Social Responsibility (CSR) in developing countries
where CSR is relatively underdeveloped, has recently suggested that CSR in
developing countries is different and reflects specific social and political background.
So far, empirical research on this topic has been scarce. The purpose of this thesis is
to discover how CSR practices can be implemented in a developing country such as
Iran by exploring the role of the economy, state and societal culture. Qualitative
research and semi-structured interviews were conducted with managers of some of the
largest publicly held companies listed on the Tehran Stock Exchange. The analysis of
data established that in developing countries, such as Iran, markets are imperfect and
incomplete with lack of competition and strong government interference. This thesis
also revealed that good-law-on-the-books does not necessarily ensure economic
development but rather economic development comes before the rule of law. Other
mechanisms such as competition, trust, legal compliance level and government
interference level are more influential. The results of these data also provided that
stakeholders have very limited impact upon the decision-making process in Iranian
companies and the attitude of the managing director is the most important driver of
CSR policies. It was recognized that Western style of economic development may not
happen in Iranian business environments. Business strategies that depend on
influencing the strengths of the existing market environment outperform those that
focus on overcoming its weaknesses. The interesting finding was that despite the
strong agreement amongst the interviewees on weak performance of the government
in all aspects and constant call for lowering its interference level, all of them believed
that the government plays the most important roll in promoting CSR policies. Finally
it was concluded that Iran is not still ready and does not have necessary economic and

cultural level for promotion of CSR policies.
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Chapter 1: Introduction

Corporate Social Responsibility (CSR) is one of the most important issues and
developments of the 21* century. The 21* century has put forward a series of issues
and challenges that are global and outside the authority of one state. These involve a
set of common governance and regulatory issues such as the global economic crisis,
climate change, human rights and sustainable development. CSR can provide an

important part of the answer to these problems.

CSR has generated widely divergent reactions since, as it has been argued,
corporations can be “both good and evil, making them appear as both responsible and
irresponsible actors”.! Corporations have been called “the Frankenstein monster that
the State has created by their corporation laws”.> Similarly, “The Report of the
Citizen Works Corporate Reform Commission” argued that large public corporations
are dangerous to society “because as profit-making machines, they know no limits
and boundaries”.> On the contrary, Madsen argues that taking corporations as the
main source of evil on the world is incomplete. He maintained that corporations are
“the backbone of our current global web of institutions”.* Micklethwait and
Wooldridge argue that the corporation is “the most important organization of the

world” and “the basis of the prosperity of the West”.”

! Peter Madsen, ‘Professionals, Business Practitioners, and Prudential Justice’ 39 McGeorge Law
Review 835842

% Louis K. Liggett Cov Lee US 564-565-567

3 Lawrence E. Mitchell, Corporate Irresponsibility: America's Newest Export (Yale University Press
2001) 94

* Madsen841-842

> John Micklethwaite and Adrian Wooldridge, The Company: A Short History of a Revolutionary Idea
(Modern Library 2003) xv



G8 leaders further highlighted the importance of CSR. They directly addressed the
need for CSR and suitable related standards in a new way that went beyond simply
emphasising the desirability of voluntary CSR initiatives. Speaking directly to
companies and those responsible for them, G8 leaders targeted corporate CSR
disclosure and corporate engagement with particular CSR standards: “(w)e call on
private corporations and business organisations to adhere to the principles in the
Organization for Economic Co-operation and Development (OECD) Guidelines for

Multinational Enterprises”. °

While there seems to be an agreement on the need for CSR, there is a huge
disagreement as to what constitutes responsible behaviour and what limitations are
placed on such responsibility, but there seems to be a consensus on the value of a
socially responsible corporation in society. Corporations operate within a societal
context; therefore, inevitable interaction and intersection with legal, economic and
moral domains will occur. Still, much disagreement remains about the range of
limitation “on corporate profit-making beyond legal compliance, market forces and

business ethics” and “the ultimate sources and justifications for any limitations”.”

The volume of studies on CSR is extensive but, strangely, comparative studies on
CSR are relatively rare and tend to mostly focus on bigger regions such as continents
and focus less on individual countries. One reason for this is the fact that corporations
are rapidly growing and going global. Studying individual countries might not give
the researcher the comprehensive understanding of the challenges that CSR might

face while being implemented.

6 Marc Gunthe, ‘The Mosquito in the Tent’ 149 Fortune 68 91-92
7 Bryan Horrigan, Corporate Social Responsibility in the 21st Century: Debates, Models and Practices
Across Government, Law and Business (Edward Elgar Publishing Limited 2010) 7



In order to debate the implementation of CSR policies in a developing country, this
thesis will start with a discussion about the relationship between politics and
corporate governance in Chapter 2. In developing countries, in most cases, politics
plays an important role in how corporations are run. In this section, efforts will be

made to show the relationship between politics and corporate governance.

In order to demonstrate this, first “path dependence” theory will be discussed; this
holds that a country’s pattern of ownership structure at any point in time depends
partly on the patterns it had earlier followed. Then “convergence theory” will be
discussed. This theory argues that systems of corporate governance around the world
are converging towards the Anglo-American model. Then the “globalization of
capitalism” theories claiming that capitalism is the bedrock of most of the advanced
economies will be examined. Moreover, the effects of politics on different systems of
corporate governance will be debated. Politics generally determines conditions under
which changes in different systems are likely to happen. That is why politics should
be seriously taken into account by international institutions trying to bring about
changes. Finally, the role of corporate law in the relationship between politics and

corporate governance will be discussed.

In this section key proposition 3.2 will be debated. This proposition maintains that
transitional economies, such as Iran, present major obstacles to the adoption of a

dispersed ownership model (Anglo-American model).



Second, attempts will be made to demonstrate the difficulties of defining CSR and

what constitutes socially responsible behaviour.

Third, dominant CSR theories will be demonstrated. In this section two of the most
important CSR theories will be identified and discussed: first, Shareholder Value
Theory will be examined. Milton Friedman’s opinions, as the paramount
representative of this view, and his opponent’s views will be debated. Second,

Stakeholder Theory will be discussed.

In this section, key proposition 2 will be examined. This proposition argues that the
impact of CSR values upon corporations in transitional economies, such as Iran, is

likely to be shaped by internal norms in these corporations.

Further on this chapter, the role of law in CSR debates will then be discussed. CSR
has been considered as going beyond what is required by law. Attempts will be made
to demonstrate the importance of the role of law in the CSR debate. This section is
related to Key proposition 1.1 where this thesis try to identify whether the connection

between legal rules and CSR principles is a reflexive one.

Additionally, globalization’s role in CSR debates will be examined. McBarnet has
argued that CSR is a rapidly “developing business strategy” and it is “a response to

globalization and the extension of global multinational enterprises”. The importance



of the discussion on globalization is the fact that State control over multinational

companies has considerably decreased.”

In Chapter 3, comparative law as a tool of law reform will be debated. Comparative
law is an important branch of law; both as a tool of research and as a tool of
education, but using comparative law as a tool of law reform in developing countries
gives rise to concerns about the effect of foreign legal models in the process of law-

making.

The extent to which one legal system may develop its own principles and procedures
or adopt those of foreign jurisdictions (legal transplantation) has been recently the

subject of an abundant literature.”

Scholars in different fields agree that over a period of 200 years the development of
complex legal systems and the amelioration of “rule of law” have played a crucial
role in modernization and industrialization, and are key determinants of economic
growth, while the corporate form has been regarded as a very important factor in the

. . . 1
creation of viable market economies.'°

In this section, key proposition 1.3 will be discussed. This proposition argues that the

act of borrowing is usually simple; on the other hand, building up a theory of

¥ Doreen McBarnet, Corporate Social Responsibility beyond Law, Through Law, for Law: the New
Corporate Accountability (Cambridge University Press 2007) 453

? Pierre Legrand, ‘European Legal Systems Are Not Converging’ 45 International and Comparative
Law Quarterly 52 and Pierre Legrand, Fragments on Law-as-Culture (W. E. J. Tjeenk Willink,
Schoordijk Institute 1999)

' Yoram Keinan Katharina Pistor, Jan Kleinheisterkamp and Mark D. West, ‘Evolution of Corporate
Law and the Transplant Effect: Lessons from Six Countries’ 18 The World Bank Research Observer 89
92



borrowing is more complex. Additionally, key proposition 1.2 will be examined. This
holds that the so-called “law-matters” thesis needs to be assessed by reference to what
has been referred to as “functional equivalents” to law in transitional economies such

as Iran.

Contemporary comparative law scholars, however, take the view that law is culture-
specific and cannot be transferred from one society to another and have exactly the
same effect. The transplanted law will change as it interacts with local laws and
conditions."" A series of studies by Katharina Pistor and others have shown the
deficiencies of transplanted laws in their new legal environment. They have
concluded that legal institutions in transplant countries were less developed when
compared with those in the origin countries due to lack of complementarities, '* and
that transplant countries were less innovative than the origin countries. > Pistor has
further argued that law should be developed by society and made “part of the

institutional fabric of society”.'

This chapter will also discuss the first Key proposition. This Key proposition
examines whether the process of transplanting into another legal system is likely to be
affected by local socio-economic-legal conditions, cultural values and institutional
arrangements. This chapter will also discuss Key proposition 3.3. This involves

determining whether the relationship between the legal rule to be transplanted and the

' Alan Watson, ‘Comparative Law and Legal Change’ 37 The Cambridge Law Journal 313 313

'2 Katharina Pistor Yoram Keinan Katharina Pistor, Jan Kleinheisterkamp and Mark D. West
‘Innovation in Corporate Law ’ 31 Journal of Comparative Economics 676 7

* Yoram Keinan Katharina Pistor, Jan Kleinheisterkamp and Mark D. West ‘The Evolution of
Corporate Law: A Cross-Country Comparison > 23 University of Pennsylvania, Journal of International
Economic Law 791 791

"4 Katharina Pistor, ‘Evolution of Corporate Law and the Transplant Effect: Lessons from Six
Countries’ 90 and 93



socio-political structure of the “origin” jurisdiction will determine the rejection or

acceptance of legal transplants.

In this chapter, attempts will be made to define legal transplants, their development
and influence in the study of legal culture and legal systems, taking into account the
variation of transplantation process based on social, legal, economic, fiscal, financial
and technical circumstances prevailing in each country’s legal culture and legal

1
system.'

In order to do this, the definition of legal transplants will first be presented. Second,
attempts will be made to show how legal transplants are applied. Third, different
series of arguments will be presented to demonstrate the role of legal transplants.
Fourth, the costs of legal change and its effect on legal transplantation will be
discussed. Fifth, the influence of culture on legal transplants will be presented and

finally the development of legal transplants in developing countries will be discussed.

Analysis of CSR policies has a particular nature. The normative analysis of corporate
governance'® falls into two categories: first, the analysis of corporate governance
responsibilities within the context of a given system or model of corporate

governance; and second, the comparative evaluation of different models of corporate

“Irma J. M Valderrama, ‘Legal Transplants and Comparative Law’ 002 International Law: Revista
Colombiana de Derecho Internacional 276 274

' Corporate governance is the set of processes, customs, policies, laws, and institutions affecting the
way a corporation (or company) is directed, administered or controlled. Corporate governance also
includes the relationships among the many stakeholders involved and the goals for which the
corporation is governed. The principal stakeholders are the shareholders, the board of directors,
employees, customers, creditors, suppliers and the community at large.



governance. Analysing CSR'’ policies in developing countries will encompass both
categories. While one needs to analyse the contingencies of corporate governance in a
given country, comparison should be made with the more successful implementation

in other countries.

In Chapter 4, globalization and its effect on the developing country will first be
discussed. In the first section, the different nature of CSR policies in developing
countries will be demonstrated and attempts will be made to define a conceptual
framework for studying comparative CSR. Second, the Anglo-American nature of
reforms and the two factors contributing to development of this model of corporate
governance will be discussed. These will involve an examination of: the failure of
Import Substitution Industrialization (ISI) and the influence of international financial
bodies. Third, three main social reporting theories'®: legitimacy theory, stakeholder
theory and institutional theory will be presented. In stakeholder theory, team-
production theory as a credible challenge to the principal-agent model of corporate
law and the arguments for and against it will be discussed. Fourth, the relationship
between social development and economic development will be demostrated while
drawing attention to cultural dimensions influencing society’s CSR agenda. Fifth,

attempts will be made to see if corporations have the responsibility to promote

'7 «“CSR” is a term that defies precise definition. But nearly everyone can agree that it is about the
business contribution to sustainable development - how business can take into account the economic,
social and environmental impact their operations will have on the society.

It is a form of corporate self-regulation integrated into a business model. Ideally, CSR policy would
function as a built-in, self-regulating mechanism whereby business would monitor and ensure its
support to law, ethical standards, and International norms. Consequently, business would embrace
responsibility for the impact of its activities on the environment, consumers, employees, communities,
stakeholders and all other members of the public sphere. Furthermore, CSR-focused businesses would
proactively promote the public interest by encouraging community growth and development, and
voluntarily eliminating practices that harm the public sphere, regardless of legality. Essentially, CSR is
the deliberate inclusion of public interest into corporate decision-making, and the honouring of a triple
bottom line: people, planet, profit.

"Muhammad Azizul Islam and Craig Deegan, ‘Motivations for an organisation within a developing
country to report social responsibility information: Evidence from Bangladesh’ 21 Accounting,
Auditing & Accountability Journal 850



development. In this section the “private government” characteristics of corporations

will be discussed.

In this chapter key proposition 3.3 will be further discussed where it is argued that
transitional economies, such as Iran, present a major obstacle to the adoption of the
dispersed ownership model of the corporation. Additionally, key proposition 1.2 will
be further examined. This holds that the so-called “law-matters” thesis needs to be
assessed by reference to what has been referred to as “functional equivalents” to law

in transitional economies such as Iran.

In this part of the thesis, key propositions which have evolved out of the theoretical

literature review and discussion of relevant legal issues will be demonstrated.

The thesis will then continue with an analysis of Iran. Iran is located in a politically
troubled and unstable region of the Middle East and has unique environmental
characteristics. Moreover, Iran as a strict Islamic country, bases its social and
commercial activities on fundamentalist religious regulations. The 1979 Iranian
Revolution changed the Iranian people’s social values and corporate culture. For
example, being religiously faithful is one of the conditions to be selected as a high-
ranking board member or director. In addition to religion and culture, the Civil Law

of France and Belgium also influences corporate culture in Iran.

The corporate governance system in Iran is not similar to those in Western countries.
Several obstacles are embedded in the Iranian corporate governance system that

makes the development of western-style corporate social responsibility policies very



difficult, if not impossible. Two of the most significant obstacles are the lack of a

proper private sector and the lack of a proper taxation system.

In order to see how CSR polices can be implemented in Iran, one needs to study how

a new socio-legal system can be instituted in Iran.

In Chapter 5, Key proposition 3 will be debated. This key proposition argues that the
political determinants of CSR are fundamental to explaining its impact. These will

vary from developed to transitional economies.

In order to demonstrate this, the recent historical-political process in Iran, as well as
aspects of Constitutionalism Revolution, in Iran will be discussed. Constitutionalism
in Iran is a historically tested experience of introducing a new system in the legally
under-developed Iran of that time. It brought many contradictory social and political
issues to the surface. How Iran of that time responded to that introduction might tell a
lot about how it might respond to the introduction of other new systems. Moreover,
Constitutionalism was a quasi-successful movement in Iran. How it gained its success
and where it made mistakes that led to not-very-successful results can be very helpful
in identifying what obstacles CSR will encounter while being introduced in Iran and
how it will be dealt with. Additionally, studying the Constitutionalism Revolution, as
a way of limiting State power, will help us understand how the Iranian government
can be influenced; for example, whether the pressure for change comes from inside or

from external forces such as globalization.
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In this section attempts will be made to discuss key proposition 2.1, arguing that the
State has major influence in developing countries such as Iran upon the adoption of

CSR in many companies.

Second, the socio-legal dimension of Iran will be examined. “Iranian characteristics”,
what make them do what they do, why they do it and how they can be influenced the
most will be discussed. It has been suggested that there is an Iranian way of doing

everything. Criticisms of this Iranian way will be made.

Third, corporate law which is included in the Commercial Code and the corporate
governance system will be examined. Attempts will also be made to assess whether
Iran’s corporate law and corporate governance systems are an impediment to good
governance and what changes should be made in order to encourage more socially

responsible behaviour by corporations.

In recent years, because of the increase in general knowledge, education, exposure to
international communities of national corporations and the presence of international
corporations, Iran’s market should have started becoming more competitive and

gradually CSR should have started finding its way into the decision-making process.

The nature of CSR in Iran is, however, different from its western conceptualization. It
1s mainly understood as a kind of philanthropy or sponsorship of different
cultural/sports events and is characterized as such conduct as donating money in

natural disasters. Few companies have a strategic approach to CSR and if they do it is

11



usually within the European Foundation for Quality Management (EFQM)"

framework.

Voluntary CSR in Iran is deeply interwoven with a strong cultural tradition of
donating money to charities, building schools, mosques and hospitals. It is also
profoundly embedded within Islamic religious customs of helping the poor by
donating money under the Islamic concepts of Khums®’, Zakat’', Waqf**. These
Islamic concepts have not been specifically called Corporate Social Responsibility but
socially responsible behaviour exists in Iranian culture and religious customs. Some
argue that if these socially responsible cultural concepts combine with the new
commercial concept of CSR better results will be achieved™, but this view is rather
simplistic. The modern concept of CSR, like any other modern western concept, is
likely to be affected by socio-economic-legal conditions. The socio-political structure
of Iran will determine the rejection or acceptance of CSR concepts. This further
proves that the act of borrowing from other legal systems is, however, a complex

matter.

The literature on Corporate Social Responsibility in Iran is somewhat limited. Such
writings that do exist are very shallow and in many cases contradictory. Iranian

authors do not explore CSR as an Iranian concept but rather try to explain why Iran

' EFQM (formerly known as the European Foundation for Quality Management) is a non-profit
membership foundation based in Brussels.

20 Khums is the Arabic word for One Fifth (1/5). According to Shia Islamic legal terminology, it means
one-fifth of certain items which a person acquires as wealth, and which must be paid as an Islamic tax.
2! zakat or "alms giving", one of the Five Pillars of Islam, is the giving of 2.5% of one's possessions
(surplus wealth) to charity, generally to the poor and needy. The Shia double this to 5% of one's
possessions.

2 A Wagf is an inalienable religious endowment in Islamic law, typically denoting a building or plot of
land for Muslim religious or charitable purposes. The donated assets are held by a charitable trust

» An interview with Bagher Namazi, the head of the Iranian Institute of Non-governmental Co-
operatives: http://csriran.com/?page_id=26
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does not have CSR of a western style. They argue that Iran is not economically ripe
for the western CSR concept. While this argument might be partially correct when it
comes to securing investments for large corporations, not having a western style CSR
is not in itself a bad thing. Implementing western concepts in Iran is a complex matter
that requires considerable research on how foreign laws and regulations can be
transplanted into Iran. Introducing CSR policies into Iran without taking into account
the above-mentioned considerations might end in their rejection. At the same time,
Iran has special characteristics, a very different culture and a very different socio-
legal system. Digging deeply into these elements might show that there exists an
Iranian style of CSR that just needs to be strengthened and encouraged rather than

changed or renewed.

In Chapter 6, key players in CSR in Iran will first be identified. Second, the main
CSR activities in Iran will be discussed. Third, examples of domestic and foreign
company activities will be illustrated. Fourth, the State role in promoting CSR
policies will be demonstrated. Fifth, the UN role in promoting CSR policies will be
debated. Sixth, the Stock Exchange’s role in this matter will be examined. In this
section a summary of the Iranian Code of Corporate Governance, as ratified by the
Tehran Stock Exchange, will be presented. This chapter will conclude by showing the

difficulties of promoting CSR policies in Iran.

In Chapter 7, fieldwork data will be analysed in four parts: a) Key proposition 1, b)

Key proposition 1.1, 1.2 and 1.3, c) key proposition 2, and d) key proposition 3. The

methodology and the interview questions are attached to this chapter as an index.
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In the analysis of Key proposition 1, attempts will be made to analyse the effect of
local socio-economic-legal conditions, cultural values and institutional arrangements

in the process of transplanting CSR into another legal system.

In order to assess this Key proposition, the interviewees were first asked if they
believe there is a demand for CSR, where they think this demand comes from and
what they believe would stand as the key feature of CSR in Iran. Then, the
interviewees were asked about the extent to which they believe that successful CSR
policies depend on the existence of elements of social structure (such as unions,
professional associations, etc.) sometimes referred to as “civil society”. Additionally,
in order to further assess the social and cultural aspect of this Key proposition, the
interviewees were asked how flexible they believe Iran’s legal and cultural system is

in response to changing economic and cultural conditions.

In the analysis of Key propositions 1.1, 1.2 and 1.3, the interviewees’ opinion was
initially sought on the impact of corporate law on economic growth in Iran and the
extent to which economic growth is facilitated by adherence to the rule of law (Which
comes first?). Secondly, the interviewees were asked for their opinion about the
extent to which they believed that Iranian courts and regulators rely upon corporations
to regulate their own affairs (e.g. self-regulation as opposed to government
regulation), the extent to which they believed that corporate law principles are applied
within courts and the effectiveness of Iran’s corporate regulators in enforcing
corporate law. Finally, the interviewees were asked how effective they believed Iran’s
corporate law was in dealing with self-dealing by corporate officials. The

interviewees were also asked to describe the level of compliance upon the part of
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Iranian companies with legal and regulatory rules (e.g. re disclosure). They were also
asked what formal and informal institutions were available to make up for weak

corporate law.

In order to analyse key proposition 2 and assess whether the impact of CSR values
upon corporations in transitional economies, such as Iran, is likely to be shaped by the
internal norms in these corporations. It was of critical importance to see how CSR

policies are actually implemented at lower levels in Iranian companies.

In order to do this, the interviewee’s opinion was first sought regarding the extent to
which they believed that different stakeholder groups were likely to impact upon the
decision-making process of Iranian companies. This was directed at ascertaining
whether support from multiple stakeholders is important for the success of companies
in Iran. Furthermore, the interviewee’s opinion was sought as to who they believed

were the most influential stakeholders in their company.

Second, interviewees were also asked if and in what way positive public perception is

important for the success of their company in Iran.

Third, the interviewees were asked how they believe that CSR values within
corporations are shaped by the internal norm in these corporations. The interviewee’s
opinion was also sought as to the extent to which managers and directors of large
Iranian companies are accountable to different stakeholder groups (e.g. employees,

shareholders, consumers, etc).
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Fourth, the interviewees were asked if they think more employee participation would

further promote CSR policies in Iranian companies.

Fifth, the interviewees were asked to explain if they see the company as an economic

player or as a socio-political player.

Sixth, the interviewees were asked why they think companies decide to get involved

with CSR and how, if at all, companies benefit from CSR.

Seventh, the interviewees were asked if they believe corporations have extra
responsibility for social development beyond the development that arises incidentally

from their responsibility to their shareholders to generate profit.

In order to analyse key proposition 3, the State influence in developing countries,
such as Iran, upon the adoption of CSR in many companies, attempts were made to
see if the political determinants of CSR are fundamental to explaining its impact; if
transitional economies, such as Iran, present major obstacles to the adoption of a
dispersed ownership model of the corporation; and if the relationship between the
legal rule to be transplanted and the socio-political structure of the “origin”

jurisdiction will determine the rejection or acceptance of legal transplants.

In order to assess this key proposition, the interviewee’s opinion was sought to see if
CSR policies contradict any social/political values in Iran in a way that they would
induce a backlash. They were also asked what local conditions have caused

difficulties in transplanting commercial laws in Iran.
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The interviewees were also asked to give their opinion about the role of the State (the
government), if any, in promoting CSR policies. They were also asked what source, if
any, the government has used to promote CSR policies and what the State has done to
encourage CSR policies. The interviewees’ opinion was also sought as to how they
believe the private sector/their company benefit from CSR partnerships with the
government, and if they think that promoting CSR policies will increase the level of

cooperation between the public and private sectors in Iran.

Finally, the interviewees were asked to give their opinion about the factors they

believe promote the adoption of CSR values in Iran.
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Chapter 2: Corporate Social Responsibility Literature

Review

2.1 Introduction:

“Corporate governance is concerned with holding the balance between economic and social
goals and between individual and communal goals. The corporate governance framework is
there to encourage the efficient use of resources and equally to require accountability for the
stewardship of those resources. The aim is to align as nearly as possible the interests of
individuals, corporations and societies”.

(Sir Adrian Cadbury in the foreword to “Global Corporate Governance Forum”, World Bank,
2003)

The behaviour of corporations and their responsibilities towards the society they are
operating in was one of the most contentious issues discussed during the last decade
of the 20th century and had generated widely divergent reactions. It has been
suggested that the reason for these opposing reactions lies in the duality of
“corporations being both good and evil, making them appear as both responsible and

irresponsible actors”.**

Jones has argued that since the beginning of the 21st century, global debates about
CSR have reached a new level, having moved from the question of “why corporations
must be socially responsible” to the current question of “how they can become

socially responsible”. *°

Gunthe reports that:

“According to a recent Deloitte global business survey on non-financial
business information, almost 90 percent of CEOs and senior executives
globally believed that their capacity to track the financial performance of their

** Madsen842
> Thomas M. Jones, ‘Instrumental Stakeholder Theory: A Synthesis of Ethics and Economics’ 20
Academy of Management Review 404 7



company was good or excellent, although slightly less than 30 percent of them
could say the same about their tracking of their company’s non-financial
performance, notwithstanding that more than half of them admitted that
companies are under more pressure than ever before to measure their non-
financial performance, with more than 80 percent of these senior corporate

executives admitting that this kind of performance information is increasingly

emphasized by financial markets, investment fund managers, and others”.

In the G8 Agenda for cross-border investment and global economic development in
their 2007 Summit Declaration, the world’s G8 leaders committed their countries to
“promoting and strengthening corporate and other forms of social responsibility”
through “internationally agreed corporate social responsibility and labour standards”

.. . 2
as one of four priority areas for action.”’

G8 leaders also directly addressed the need for CSR and suitable related standards in
a new way that went beyond simply emphasising the desirability of voluntary CSR
initiatives. Speaking directly to companies and those responsible for them, G8 leaders
targeted corporate CSR disclosure and corporate engagement with particular CSR
standards: “(w)e call on private corporations and business organisations to adhere to

the principles in the OECD Guidelines for Multinational Enterprises”. **

The leading questions have always been: what role corporations should play in
society? Who should corporations be run for? And, consequently, to whom are
corporations accountable? The different answers that have been given to these
questions have been playing a leading role in the way corporations have been
governed to meet their goal”. The aforementioned questions lead to deeper questions:

“Is the company essentially a private association, subject to the laws of the State but

2 Gunthe 90

2" Jones 7

¥ Gunthe 91-92
** Horrigan 6
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with no greater obligation than making money, or a public one which is supposed to
act in the public interest?”*” or “How do we design the parameters for a profitable
internationally competitive corporation for the 21* century that remains accountable

to its shareholders while acting responsibly towards citizens affected by its actions?”!

In recent years, the idea that corporations should also act for other stakeholders, rather
than merely shareholders, has been growing rapidly. There seems to be a consensus
that corporation need to take into account both shareholders and stakeholders’
interests since their interests are interwoven. But there is also a widespread
disagreement as to how corporations should involve stakeholders’ interests in
corporations’ decision-making process and the interests of different stakeholder

groups relate to one another.*>

Similarly, there is a huge disagreement as to what comprises socially responsible
behaviour and what the limitations of such responsibility may be, but there seems to
be a consensus on the value of a socially responsible corporation in society. In other
words, corporations operate within a societal context, therefore inevitable interaction
and intersection with legal, economic and moral domains occur, but still much
disagreement remains about “the range of limitation on corporate profit-making
beyond legal compliance, market forces and business ethics, as well as the ultimate

sources and justifications for any limitations”.*

3% Wooldridge xv

3! Canadian Democracy and Corporate Accountability Commission (CDCAC), The New Balance
Sheet: Corporate Profits and Responsibility in the 21st Century (Final Report of the CDCAC, 2002) 3
32 Bryan Horrigan, ‘21st Century Corporate Social Responsibility Trends - An Emerging Comparative
Body of Law and Regulation on Corporate Responsibility, Governance, and Sustainability > 4
Macquarie Journal of Business Law 85 7

33 Horrigan, Corporate Social Responsibility in the 21st Century: Debates, Models and Practices
Across Government, Law and Business 7
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The volume of studies on CSR is extensive but, strangely, comparative studies on
CSR are relatively rare and mostly focus on bigger regions such as continents, with
less focus on individual countries. However this gap in CSR studies might be
somewhat understandable since corporations are rapidly growing and going global;
therefore, studying individual countries might not give the researcher the
comprehensive understanding of the challenges CSR might face while being

implemented.

In this chapter, first, the relationship between politics and corporate governance will
be discussed. In developing countries, in most cases, politics plays an important role
in how corporations are run. In this section, efforts will be made to show how politics
affects corporate governance and vice-versa. In order to demonstrate this, first “path
dependence” theory will be discussed, holding that a country’s pattern of ownership
structure at any point in time depends partly on the patterns it had earlier. Then
“convergence theory”, which maintains that systems of corporate governance in the
world are converging towards Anglo-American corporate governance, will be
discussed. We continue our analysis by ‘“globalization of capitalism” theories
claiming that capitalism is the bedrock of most of the advanced economies. to which
convergence is happening towards their shareholding model. Moreover, we will try to
present the effects of politics on different systems of corporate governance to
determine conditions under which changes in these systems are likely to happen and
therefore should be seriously taken into account by international institutions trying to
bring about these changes. Finally, the role of corporate law in the relationship

between politics and corporate governance will be discussed.
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In this section Key proposition 3.2 will be debated. This proposition maintains that
transitional economies, such as Iran’s, present major obstacles to the adoption of a

dispersed ownership model.

Second, attempts will be made to demonstrate the difficulties of defining CSR and
what constitutes socially responsible behaviour. Despite the widespread discussion on
CSR, one of the most controversial issues in CSR debates is its definition. For a
concept that has been discussed for so long, it is strange that researchers still do not

share a common definition or set of core principles.

Third, dominant CSR theories will be presented. Different scholars have categorized
CSR in different ways. One of the most complete categorizations of contemporary
mainstream theories is: first, Corporate Social Performance; second, Shareholder
Value Theory and Milton Friedman’s opinions as the paramount representative of this

view; third, Stakeholder Theory; and Corporate Citizenship Theory.

In this section, key proposition 2 will be examined. This proposition argues that the
impact of CSR values upon corporations in transitional economies, such as Iran’s, is

likely to be shaped by internal norms in these corporations.

Fourth, in an attempt to further explain the business case for CSR, the relationship
between CSR and Corporate Financial Performance (CFP) will be discussed. The
search for a positive link between CSR and related concepts such as social

performance and financial performance has spawned an abundant literature, the
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results of which remain somewhat inconclusive, with some authors discovering a
positive relationship between social performance and financial performance, others

encountering a negative relationship, and still others finding no relationship.

Fifth, the role of law in CSR debates will be presented. CSR is considered to do more
than what is required by law. Moreover, attempts will be made to demonstrate the

importance of discussing the role of law in CSR debates.

This section is related to Key proposition 1.1 where attempts will be made to see

whether the connection between legal rules and CSR principles is a reflexive one.

Sixth, globalization’s role in CSR debates will be discussed. It has been argued that
“CSR as a rapidly developing business strategy is a response to: globalization and the
extension of global multinational enterprises across countries: this implies that the

State control over such enterprises has significantly decreased”.**

2.2 Politics and Corporate Governance

2.2.1 Introduction

Politics generally plays an important role in transitional economies in regard to how

corporations are run.

In this section, efforts will be made to show the relationship between politics and

corporate governance. In order to demonstrate this, first “path dependence” theory

3* McBarnet 453
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will be discussed. This theory holds that a country’s pattern of ownership structure at
any point in time depends partly on the patterns it had earlier. Then we will look at
“convergence theory” and the arguments for and against it. We continue our analysis
by taking a look at the globalization of capitalism, with capitalism being arguably the
bedrock of most of the advanced economies, to which convergence, it has been
strongly claimed, is happening towards their shareholding model. Moreover, we will
try to present the effects of politics on different systems of corporate governance and
to determine the conditions under which changes in these systems are likely to happen
and should therefore be seriously taken into account by international institutions
trying to bring about these changes. In conclusion, the role of corporate law in the

relationship between politics and corporate governance will be discussed.

2.2.2 Path Dependence Theory

“Path dependence” theory tries to show that history and politics matter, and simply
matter more than the conventional wisdom of the legal and economic communities
suggests.”> Roe’® and Bebchuck and Roe’” wrote that the patterns of history deeply
influence the current patterns of politics which, in its turn, affects the law and social
organizations that determine which corporations, which ownership structure and
which governance arrangements survive and prosper and which do not. Therefore,
studying political determinants of corporate governance will provide a deep insight as

to why things are the way they are, and in which direction they are heading.

3Christopher D. Stone, Where the Law Ends: The Social Control of Corporate Behavior (Waveland
Press 1991) 114

%Mark J. Roe, Political Determinants of Corporate Governance: Political Context, Corporate Impact
(Oxford University Press 2003) 7 and 13

"Lucian A. Bebchuk and Mark J. Roe, ‘A Theory of Path Dependence in Corporate Ownership and
Governance’ in Jeffrey N. Gordon and Mark J. Roe (ed), Convergence and Persistence in Corporate
Governance (Cambridge University Press 2004) 77
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Two types of path dependence have been recognized: first “structure-driven” path
dependence, which holds that the ways of initial ownership structures in an economy
directly influence subsequent ownership structures through developing
complementarities™ and network externalities that make the economy more

efficient.”’

The other type of path dependence suggests that substantial differences in corporate
rules among countries might be sufficient to produce substantial differences in

ownership patterns.*’

2.2.3 Convergence Theory

In the light of the post-Enron corporate governance crisis in the United States, the
European Union’s repeated efforts at corporate integration and the effects of global
economic integration of different systems, some have argued in favour of
“convergence theory”, maintaining that corporate governance systems all over the
world are reforming towards the Anglo-American model of shareholding. This theory
accounts for a tendency towards the rules that are objectively best by some efficiency

standard. It identifies the main purpose of corporate law as minimizing the costs of

3% Complementarities are an attribute of elements of a given system such as a corporate governance
system, a financial system, the organizational or production system of a firm, or the system that
constitutes the strategy of the firm. By definition, complementarities imply that partial changes with
respect to individual elements do not result in an improvement if the starting situation is a local
optimum. In practice this could mean that the relevant legal and business communities do not accept a
given new legal advice or a non-standard corporate governance practice. The innovation might be
discontinued or abolished again or simply not adopted. Stone 123

iz Oliver Hart, ‘An Economist's View of the Firm’ 89 Columbia Law Review 1757 77

Ibid 78
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I either

raising capital and discovering “the optimal rules to achieve this purpose™
through parallel national developments or through the opening up of global markets.
Advocates of this theory claim that it is important for nations who wish to enter the
international arena — as exporters of goods or importers of capital — to adopt
commercial and corporate rules similar to those of the leading players*”. While they
admit the efficiency of a number of corporate governance systems, they assume that,
when dealing with a single larger market or “global” economy, corporations and their

economies derive efficiency advantages if they have the same system of corporate

governance as other participants in the market.

Parker argues pressure for further convergence is rapidly growing. The dominant
ideology of convergence theory considers corporate law’s principal task as increasing
long-term shareholder value, since the best way to achieve social welfare is making
corporate managers strongly accountable to shareholders’ interests.”” This
shareholder-oriented model of corporate governance maintains that other corporate
constituencies, such as creditors, employees, suppliers and customers should have
their interests guaranteed by contractual and regulatory means rather than through

.. . . .. . 44
participation in the corporate governance decision-making process.

*! Klaus J. Hopt and Gunther Teubner, ‘Corporate Fiduciary Duties and Their Beneficiaries. A
functional approach to the legal institutionalization of corporate responsibility’ in Klaus G. Hopt and
Gunther Teubner (ed), Corporate Governance and Directors' Liabilities (Walter de Gruyter & Co
1985) 293

#2 Karin Buhmann, ‘Corporate Social Responsibility: What Role for Law? Some Aspects of Law and
CSR’ 6 Corporate Governance: An International Review 188 294

Christine Parker, ‘Meta-regulation: Legal Accountability for Corporate Social Responsibility’ in
Aurora Voiculescu and Tom Campbell Doreen McBarnet (ed), The New Corporate Accountability:
Corporate Social Responsibility and the Law (Cambridge University Press 2009) 33

*Dodd and Berle conducted a classic debate on the subject in the 1930s, in which Dodd pressed the
social responsibility of corporate managers while Berle championed shareholder interests.
Madsen;(CDCAC); Wooldridge; by the 1950s, Berle seemed to have come around to Dodd’s
celebration of managerial discretion as a positive virtue that permits managers to act in the interests of
society as a whole; See Peter Cane, Responsibility in Law and Morality (Hart Publishing 2003). John
Kenneth Galbraith takes a similar position in Halina Wrad, ‘Corporate Social Responsibility in Law
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Various economists and legal academics argue that the tendency towards convergence
if a good level of regulatory framework already exists. They hold that law “matters”
because it allows the investors feel more comfortable about holding a small
percentage of shares in a company. Cheffins argues that one should not exaggerate the
importance of the role of the law in the US and the UK since widely held companies

developed without a great help from the law.*

Hansmann and Kraakman emphasized the failure of alternative models of corporate
governance as a reason for the superiority of the shareholder-oriented model.
According to them, the manager-oriented model fails due to the conventional wisdom
that establishes that when managers are given great discretion over corporate
investment policies they mostly end up serving themselves, no matter how well-

intentioned they may be.*

As for the stakeholder-oriented model, the advocates of this model argue that
stakeholders will be subject to opportunistic exploitation by the corporation if their
rights are not included in and supported by the law. Based on this argument,
Hansmann and Kraakman argue that if stakeholders’ rights are supported by the law,

then it is a legal obligation for the corporation, not a model of governance.

and Policy’ in Rachel Murray and Charlotte Villiers (Eds.) Nina Boeger (ed), Perspectives on
Corporate Social Responsibility (Edward Elgar Publishing Limited 2008); In Parker 35

* Brian R. Cheffins, ‘Law as Bedrock: The Foundations of an Economy Dominated by Widely

Held Public Companies’ 23 Oxford Journal of Legal Studies 1

“ Parker 37
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The labour-oriented model*” also fails because of the diversity of the workforce that
naturally leads to the diversity in their claims. In most cases, this wide diversity will
end in either a long process of reaching consensus or no consensus at all. Due to this
flaw, Hansmann and Kraakman conclude that the labour-oriented model is very
unlikely to be able to make an effective governing body and impairs the corporate
decision-making process.”® According to these two authors, the State-oriented model
has lost attraction due to the sudden collapse of the leading presenters of this model,

. . .4
for example communism and the poor performance of Asian economies.*

Hansmann and Kraakman account for the superiority of the shareholder-value model
further by asserting that the best way to protect investors’ interests is through having
the right to control since, unlike other participants’ interests, it cannot be protected
through contracts and regulations. At the same time, this control power will make
them more motivated to maximize the value of the corporation, leading to more
competitive advantages for the corporation.”® They supported their arguments by
examples such as the success of corporations that have followed the shareholder-value
model — mostly incorporated in Common Law jurisdictions — as compared with the
failure of corporations incorporated in East Asian and Continental European countries

and which followed their corporate governance model.”’

7 Jeremy Moon and Wayne Visser Andy Lockett, ‘Corporate Social Responsibility in Management
Research: Focus, Nature, Salience, and Sources of Influence * 43 Journal of Management Studies 115
*8 parker 38; Some commentators, of course, continue to see co-determination as a core element of a
unique Northern European form of corporate governance; See Mark S. Schwartz and Archie B. Carroll,
‘Corporate Social Responsibility: A Three-Domain Approach’ 13 Business Ethics Quarterly 503

* Parker 40

0 bid 45

S bid 47; See also Stone
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On the contrary, others challenge this predominant view among economists as well as
law and economics scholars and support a continued diversity in corporate
governance.”” They argue there are multiple sets of efficient corporate governance
institutions and each set is supported by different sets of underlying rules, various
legal and non-legal norms and sanctions. Given that there are multiple efficient

systems, there is no prima facie functionalist reason for convergence to occur. >

Cheffins and Bank also added taxes as the potential determinant of the ownership
structure in big companies in the UK. They argues that profit, investment and
inheritance taxes explain the reason why many block holders sought to exit resulting

. . . 4
in disperse ownership.’

Cheffins and Bank give a historical overview with clear analysis of the role of taxes in
social corporate governance. The conclusions that taxes play an important role in the
ownership structure are very convincing and merit policy considerations at ministries
of finance around the world. Capital gains taxes as well as dividend taxes play a key
role in explaining corporate ownership and control. The introduction or changes of the
tax treatment of entrepreneurs and closely held companies may trigger a sell-off,

provided there is a capital market facilitating the change of ownership.>

Additionally, Cheffins argues that merger activity matters with respect to the US style
of capitalism leading to the evolution of systems of ownership and control. According

to him mergers in the US in the twentieth century were an agent for change for two

> Stone 114-115

>Teubner 293

" Brian R. Cheffins Steven A. Bank, ‘Corporate Ownership and Control in the UK: The Tax
Dimension’ 70 MLR 778 18

> Ibid 40
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reasons. Firstly, investor sentiment meaning that mergers caused the demand for
corporate equity to go higher since investors were optimistic about the future
prospects of newly founded companies. Secondly, anti-trust laws meaning that
because of many anti-trust laws, companies were advised against cartel like
businesses and advised to move towards mergers. Also, there were efficiency

considerations as a result of the mergers.*

The UK experience confirms the US experience suggesting that that mergers are
important since they affect the evolution of systems of ownership and control and “the
manner in which anti-competitive behaviour is regulated influences the extent to
which “transformative” merger activity takes place. The competitive advantages
associated with operating on a large scale and the buoyancy of the stock market can
influence the pace of corporate amalgamation” but in the UK neither factor had a

major influence on the evolution of share ownership structures.”’

Moreover, the developments regarding the regulation of anti-competitive behavior in
the UK also provide a strong support for the argument that these regulations
influences changes in ownership structure through mergers. “During America’s great
merger wave of 1897 to 1903, a legal bias against collusive arrangements seemingly
acted as a catalyst for the amalgamations which provided a platform for the

subsequent switch to dispersed ownership”. The pattern was repeated in the UK.

%% Brian R. Cheffins, ‘Mergers and Corporate Ownership Structure: The United States and Germany at
the Turn of the 20th Century’ 51 The American Journal of Comparative Law 473 480-485

7 Brian R. Cheffins, ‘Mergers and the Evolution of Patterns of Corporate Ownership and Control: The
British Experience’ European Corporate Governance Institute (ECGI) University of Cambridge -
Faculty of Law 11

% Ibid 51
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In the UK CSR was regarded as marginal, eccentric and largely dismissed by both
proponents and critics of corporate capitalism became respectable from the early
1980s and is now firmly mainstream. “The rise of CSR can only be explained in the
context of other major changes in society, the economy and political ideology.
Among those changes are the increased criticism of the corporation, of course, CSR is
reflective of much more profound changes. Indeed, the CSR phenomenon illustrates,
and provides evidence for corporate political power. Every mention of corporate
social responsibility is simultaneously an affirmation of market power and hence a
recognition that perfectly competitive markets are an illusion”.” Unless it is
recognised that corporations have economic power, which can be translated into
social and political power, then CSR 1is, by definition, nonsense. In a world of perfect

markets CSR is impossible.

2.2.4 Globalization of Capitalism

Capitalism has been considered the root of the western economy in which big
multinational corporations have prospered. This analysis of the globalization of
capitalism will bring business enterprise back into the centre of comparative political
economy and provide a deeper insight into the bone of contention in convergence

theory debate.

Political economy is “a terrain populated by multiple actors, each of whom seeks to
advance its interests in rational ways in strategic interactions with others”, and

corporations are seen as “actors seeking to develop and exploit core competencies and

%% Stephen Wilks, The Political Power Of The Business Corporation (Edward Elgar Publishing Ltd
2013) 197
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dynamic capabilities understood as capacities for developing, producing and

distributing goods and services profitably”.®°

The conventional view of globalization, which argues that globalization is forcing
nations to converge towards the Anglo-American model of corporate governance, is
built on three pillars: First, this view assumes that corporations are almost similar, in
terms of basic structure and strategy, and almost similar across nations. Second, it
links up corporations’ competitiveness with their labour costs, contending that many
will move production abroad if they can find cheaper labour there. And, third, these
structural similarities and production movements form a particular model of political

economy inspired by globalization®' and predicting substantial deregulation.

On the contrary, some scholars argue against the notion of convergence due to
differences in social and economic national policies. Buhmann holds that the
internationalization of trade and finance has not been as extensive or unexampled as is
often believed and that the national governments are not as defenceless when faced
with these developments as it seems. Many developing countries’ governments have
simply used international institutions to enter the global market and used the excuse

of global pressure to propel reforms that they desired.®

For political economy, the principal issue raised by globalization concerns the

stability of regulatory regimes and national institutions in the face of heightened

% peter A. Hall and David Soskice, Varieties of Capitalism: The Institutional Foundations of
Comparative Advantage (Oxford University Press 2001) 6

®! Buhmann 55

% Ibid 56
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competitive pressure.”” This seems to be an especially important problem in nations
where the powers of the State are highly concentrated in the political executive or

where the influence of producer groups inside political parties is very limited.**

At the same time, corporations are tied to national politics due to the need of political
settlements in order to reach social peace. Social peace is considered as the
preliminary condition for productivity. The desired result of social peace is to reach to
a social level in which managers, even without direct shareholder control, would take
care of distant and minority shareholders. The ways to achieve this political
settlement vary in different nations and this explains the variety in corporate

governance structures all over the world.*

One of the most significant differences in corporate governance systems arising from
differences in political systems is the degree to which ownership separates from
control. When the world’s richest nations are lined up on a left-right political flow and
then on a close-to-diffuse ownership structure, the two correlate powerfully.®® In other
words, the left political continuum has concentrated ownership structures featuring
weakly competitive markets, social democratic politics and significantly less
managerial agency costs that makes diffuse ownership more costly for shareholders;
the right political continuum has diffuse ownership structures matching fiercely
competitive markets, conservative, almost /aissez-faire, politics and high managerial

agency costs.®’

* Ibid 55
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%Roe, Political Determinants of Corporate Governance: Political Context, Corporate Impact 2
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Another significant effect of politics on ownership structures is the fact that “it can
determine who owns corporations, how big it can grow, what it can produce
profitably, how it raises capital, who has the capital to invest, how managers or
employees sees themselves and one another, and how authority is distributed inside

the firm”.%®

Additionally, many analysts argue corporations’ various economic performances or
policies derive more or less directly from differences in the formal organization of the
political economy.®” The organization of a nation’s political economy is inextricably
bound up with its history in two respects: on the one hand, it is created by statutory-
legal implementation means and their operating procedures; on the other, repeated
historical experiences build up a set of common expectations that leads actors in
certain directions in order to co-ordinate effectively with each other.”” An illustrating
example is the fact that the relationship between profit and a company’s success in
liberal market economies’" allows firms to access capital, resist takeovers and lay off
labour steadily due to a flowing labour market. By contrast, in co-ordinated market
economies’’* firms have access to capital independent of their current profit while
lay-offs are difficult.”” A highly developed stock market indicates greater reliance on
market models of co-ordination in the financial sphere, and high levels of
employment protection tend to reflect higher levels of reliance on non-market co-

ordination.”*

% Ibid 1

% Buhmann 12

" 1bid 13

" In liberal market economies (LMEs), co-ordination occurs primarily through market mechanisms,
e.g. the US.

" In co-ordinated market economies (CMEs) formal institutions play a much more central role in
governing the economy and regulating firm relations with stakeholders; e.g. Germany.

3 Buhmann 16
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2.2.5 The Role of International Agencies

International agencies are often considered as a way of placing mechanical rules and
basic institutional infrastructure for promoting international corporations in a nation;
but these initiatives might induce a strong political backlash if that nation’s
underlying politics is not in line with those of international agencies. These
differences will eventually lead to political instability and, over time, less productivity
and less efficiency; hence, in order to implement changes, international agencies
should focus on what can be changed and not to examine the political bedrock if

changing it, at least in the short term, is impossible.”

International agencies should focus on promoting effective co-ordination between

corporations of a nation in five aspects:

1. Bargaining wages and working conditions with the work force.

2. Securing workforce should be co-ordinated with suitable skills.

3. Accessing finance and assuring investors of returns on their investments.

4. Methods of promoting effective co-ordination between firms and stakeholders
especially suppliers and clients in order to secure economic stability through
securing demand for companies’ products.

5. Promoting effective co-ordination between actors within corporations in order

to achieve the objectives of the firm. '

> Roe, Political Determinants of Corporate Governance: Political Context, Corporate Impact 1
76
Buhmann 7
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Moreover, bringing change often requires the co-operation of those parties who
control the corporation. And the fact that a change would be efficient would not
ensure that controlling parties would always want it to occur. The controlling parties
might prevent an efficient change if it reduces their private benefits. In other words,
while a change might be efficient, if the controller does not capture the efficient
change gains, that is unless the potential efficiency gains are substantially large,

structures in place might persist.”’

Similarly, if the possible efficiency and welfare gain brought about by changing an
institutional arrangement is not sufficient to compensate the costs of adjustment,
“society” might rationally retain the seemingly inefficient institutions.”® A firm that
can produce competitive products that can be sold can go on even with an outdated
governance structure.”” At the same time, global capital markets cannot generally be
relied on to put managers under pressure to move to the most efficient ownership
structure. “Many established companies do not use capital markets for funds, but
rather finance themselves from retained earnings. When firms do not rely on external

finance, their managers and controllers will not be constrained by capital markets”.*

Additionally, factors other than corporate law need to be taken into consideration
since “corporate law is not just the ‘the-law-on-the-book’ alone, but is ‘law-on-the-

book’ plus the quality of the regulators and judges, the efficiency, accuracy, and

" Hart 80

78 Buhmann 116
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honesty of the regulators and the judiciary, the capacity of the stock exchanges to

. . . 1
manage the most egregious diversions, and so on”.*

Similarly, the ‘rules-on-the-books’ could be very much the same in two nations but
the quality of enforcement (because of a corrupt, incompetent or inefficient judiciary
or regulatory system) might make corporate governance systems differ greatly. A
flawed corporate law might work well in a system where contractual understanding
and business practices counteract.*” In other words, low-quality law might in some
nations be a symptom of weak preparation for big corporations but not its base-line

cause.83

2.2.6 The Role of the Law

Law can create or destroy formal arrangements so law is not irrelevant, but it is a
second-order phenomenon. Other institutions primarily control the economic
conditions of a country, including business conditions, incentives, professionalism,
capital structure, and product and managerial labour market competition.** These

institutions are the primary control, with the law just assisting or impeding.

According to Cheftins, however, one should recognize that even if corporate law does
not have an important influence a country’s corporate governance arrangements, other
aspects of law could be relevant. For example, in the US and the UK being listed in

the stock market might have been one of the reasons that the widely held company

81 Roe, Political Determinants of Corporate Governance: Political Context, Corporate Impact 167
% Ibid 164
% Ibid 164
* Ibid 163
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became the dominant business form. Stock exchange listing rules work as a binding
contractual arrangement between the stock exchange and the company whose

securities are being listed with clear legal implications.*

The primary source of the standard for commercial conduct is not legal rules, but
extant social norms enforced by various non-legal sanctions.*® What counts are not
just general principles, but also all the particular rules implementing them; not just
substantive rules, but also procedural rules, judicial practices, institutional and
procedural infrastructure and regulators’ enforcement capabilities. The concern is the
corporate rules system “in action” rather than “rules-on-the-books”.*’ The relatively
worse performance of “rules-on-the-books” and structures might lead to their
replacement only if decision-makers recognized that the rules and structures were
indeed inefficient. Identifying which rules and structures are inefficient might be

difficult not only for researchers but also for actual decision-makers.*®

Existing legal rules might also have an efficiency advantage because institutions and
structures might have already developed certain solutions to address needs and
problem arising under these rules. In such a case, replacing the existing rules might
make the existing institutional and professional infrastructure obsolete or ill-fitting.
Replacing these rules would require new investments and adaptation to the new rules

by different actors.®

% Cheffins, ‘Law as Bedrock: The Foundations of an Economy Dominated by Widely
Held Public Companies’ 11

% Teubner 295
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Moreover, legal rules are often the product of political processes combining public
features and the interests of powerful economic-political groups. To the extent that
interest groups play a role, each interest group will push for rules that favour it.”’
Control over corporate resources provides political power; therefore, the set of rules
that might be easier to pass are those that would not directly lower those groups’

interests’’, but instead simply allow transactional changes.’*

Kenneth Dam also explores what problems economic transactions had to overcome to
become viable and whether legal rules developed from common law traditions are as
good as or better than legal rules developed from civil law traditions. The empirical
setting for this second issue is sometimes framed as a chicken or egg question — must
you have the legal framework in order to consummate the transaction or must you
develop the economic framework before the legal framework? The answer is often an
iterative process in which some transactions require the pre-existence of a legal
framework in order for those transactions to be possible. Hedge funds, mortgage-
backed securities and many other staples of modern financial transactions rest on a
foundation of legally created (usually by statute) intangible rights that are enforceable
by a court system. Nevertheless, it is clear that, historically, economic transactions

preceded laws defining economic rights. >

Dam further emphasizes that the fact that the businessmen entre into transaction

without an enforceable legal system which allows easy cheating is because the

90 11.:
Ibid 97
! Rent-seeking occurs when an individual, organization or firm seeks to earn income by capturing
economic rent through manipulation or exploitation of the economic environment, rather than by
earning profits through economic transactions and the production of added wealth.
92
Hart 104
% Kenneth W. Dam, The Law-Growth Nexus: The Rule of Law And Economic Development
(Brookings Inst Pr 2006) 67
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businessmen trust each other enough to enter into these transactions relies on the
game theory experiments that show that players in a repetitive game (or set of
transactions) generally find that cooperation produces more reliable and higher
rewards than cheating. As Dam pointed out trust is the key element that makes market
transactions possible, “but [the trust elements of transactions] are not commodities for
which trade on the open market is technically possible or even meaningful.” He

correctly argues, “If everything must be treated in a book, nothing can be.” **

Dam also noted that social understandings could be a barrier to adoption of western
legal systems by traditional societies. He maintains that the theme that adoption of
modern legal rules may not only not work, but may create problems that make the
population worse off. He suggested that legal reform, as practiced by industrial
technical assistance programs, should be careful not to create harm by
“modernization.” He further emphasizes that the development of modern transaction
relationships took a long3 time to form and we should not expect commercial

development in transitional economies to be quick or easily achievable. *°

From a legal perspective, the question of convergence becomes an interesting one.
Debates about legal convergence are concerned with what mechanisms actually bring
about convergence and the possibility that the content of legal rules adapt to changed

economic circumstances.”®
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Soskice’’ argues that bad and inefficient corporate law indirectly brings about
economic losses in several forms. First, the prospect that managers might misuse their
power leads to investors demanding a higher return as a security to their investment.
As a result, investors choose corporations that are potentially able to generate this
additional return. This practically means an increase in agency costs, which in turn
increases capital cost. This situation might lead to the loss of some investment

opportunities.

Another effect of bad corporate law, according to Soskice, is the fact that managerial
efforts that should be spent on the business and socially productive purposes are
instead diverted towards giving extra security to investors. This is because managers
have problems raising capital since investors consider investing as high risk due to the

fear of managerial expropriations.

Moreover, the fear of the need for careful, constant monitoring of managers and
problems in raising capital prevents corporations from achieving optimal size.
Corporations remain rather small. Only with small corporations can shareholders get
enough information to make sure that they are not the victim of managerial

expropriation.”®

2.3 What is CSR?

Finding a definition for CSR is not just a matter of researchers trying to add

conceptual precision. Defining CSR and its material scope is of utmost importance

7 Soskice 301
% Buhmann 301
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because different definitions represent different interests with different substantive

concerns.

Horrigan has argued that CSR definition is “standpoint-dependent, context-sensitive
and multi-textured”.”” It differs from one jurisdiction to another, from developed
economies to developing economies and from the government’s point of view to

. . . 1
society’s point of view.'*

CSR began to take form in the 1950s. Murphy'’! has recognized four periods in which
CSR evolved. First (up to the 1950s) was the “philanthropic” period in which CSR
meant occasional charity work by corporations. Second (1953-67) was an
“awareness” period in which social obligations of corporations were specifically
recognized as CSR. Third (1968-73) was the “issue” period in which corporations
focused more on specific issues, such as the environment and discrimination. And
fourth (1974- till now) has been a “responsive” period in which corporations have
taken serious management and organizational action to fulfil their social obligations

and address CSR issues.

Despite the widespread discussion of CSR, one of the most controversial issues in
CSR debates is its definition. For a concept that has been discussed for so long, it is
strange that researchers still do not share a common definition or set of core
principles. It has become increasingly difficult to determine what the definition of

CSR is and what constitutes socially responsible behaviour. Some still even doubt

% Horrigan, Corporate Social Responsibility in the 21st Century: Debates, Models and Practices
Across Government, Law and Business 37

19 Wrad 12

"% patrick E. Murphy, ‘An Evolution: Corporate Social Responsiveness’ 6 University of Michigan
Business Review 19
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corporations should have social responsibilities in the first place. Similarly, empirical
researchers have been unable to agree on the answer to the one question that has
dominated CSR research probably more than any other over the past 30 years:

whether CSR is good for business or not.

The problem with this lack of agreement and consistency in defining CSR and its
material scope makes evaluating and comparing the findings from different studies
very difficult.'” Moreover, not having a particular definition for CSR has a rather
significant effect in practice. In practice, managers need to have a proper definition to
know what is expected from them and what the limits of CSR are otherwise they will
not be able to answer to the calls for socially responsible behaviour. However, some
have argued that the lack of a universal definition of CSR in itself should not
necessarily be seen as a weakness for a field that is still in a state of emergence.'”
This situation allows managers to use different strategies to cover different aspects of

CSR.

Lockett et al from their study of CSR literature over a ten-year period concluded that:

“CSR knowledge could best be described as in a continuing state of
emergence. While the field appears well-established ... it is not characterized
by the domination of particular theoretical approach, assumption and method.”

'2Abagail McWilliams Andrew Crane, Dirk Matten, Jeremy Moon and Donald S. Siege, ‘The

Corporate Social Responsibility Agenda’ in Abagail McWilliams Andrew Crane, Dirk Matten, Jeremy
Moon and Donald S. Siege (ed), The Oxford Handbook of Corporate Social Responsibility (OUP
Oxford 2008) 4

"PIbid 4
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They suggested CSR is “a field without a paradigm*.'® It has been similarly argued
that CSR would be better defined if it were seen as a process rather than as a set of

1
outcomes. 03

The main issue about defining CSR seems to be: “what responsibilities to society may
businessmen reasonably be expected to assume?”'*® There seems to be agreement on
considering CSR as voluntary actions that businesses can take above compliance with
minimum legal requirements to address both its own competitive interests and the

wider interests of society.

McWilliams and Siegel have argued that the most important feature of CSR is going
beyond what law requires. They defined CSR as “actions that appear to further some
social good, beyond the interests of the corporation and that which is required by law.

CSR means going beyond obeying the law”.'"’

CSR is a sensitive concept; a term that draws attention to a complex range of issues
and elements that are all related to the position and function of the business enterprise
in contemporary society. On the one hand, it focuses on how issues are internally and
externally organized; on the other hand, it addresses the growing importance and

influence of social issues.
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"5 Thomas M. Jones, ‘Corporate Social Responsibility Revisited, Redefined> 22 California
Management Review 59 65

"“Howard R. Bowen, Social Responsibilities of the Businessman (Harper & Row 1953) 11
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Hayek sees the term “social” as unacceptably open-ended to be considered a
responsibility. He argues that there is a wide range of issues which might be
considered as socially responsible behaviour, involving political, charitable and

. . 1
educational issues.'®

In response, McBarnet argued that “CSR is not philanthropy, contributing gifts from
profits, but involves the exercise of social responsibility in how profits are made”.'”
Corporations engage in CSR initiatives in order to be trusted within a society. Howard
Bowen, often regarded as the father of CSR, defined the social responsibilities of
“businessmen’ as their obligations to “pursue those policies, to make those decisions,
or to follow those lines of action which are desirable in terms of the objectives and

: 11
values of our society”.'"’

Some authors contend that CSR is not about how corporations spend their money and
the pursuit of profitable business is not a non-socially-responsible thing in its own
right. CSR sometimes even means making more profit; it is just a matter of long-term
profit versus short-term profit. The emphasis of CSR is on how this money is made.
Hu Li sees the beauty of CSR “in that it recognizes that changes in corporate
governance and behaviour must be driven by re-conceptualizing self-interest in the
marketplace in the light of the many social and environmental risks threatening

sustainable profitability”.'"!

1% Paul G. Mahoney, ‘The Common Law and Economic Growth: Hayek Might be Right > 30 Journal
of Legal Studies 503 105-106

1% McBarnet 2

""Bowen 6

""Hanson Hu Li, ‘Finding Sustainable Profitability: the U.S. Financial Services Industry’s Pursuit of
Corporate Social Responsibility’ 2 Corporate Governance Law Review 3

45



The challenge is to incorporate social expectations into internal actions while at the
same time using the capabilities and capacities of the organisation to contribute to the
traditional business role that is profit maximisation. Jonker suggests calling CSR the
“Interface management”. He argues that “in pursuing such interface management an
organisation not only produces private goods but also public goods. Public goods can
be defined as the development of social, natural or intellectual capital which results

. . . . 112
in, for instance, a healthier, safer and more prosperous environment”.

McBarnet sees CSR as a change in corporation policies. Before, the focus was on
profit maximization for shareholders but now it involves some responsibilities toward
a broader range of stakeholders, such as protection of the environment, and
accountability on ethical obligations. It is a shift from ‘“a bottom line” to “triple
bottom lines”, in other words, a change from “profits” to “people, planet and profits”,

or indeed to “profits and principles”.

Some authors have brought up the issue of “motive” in defining what constitutes
socially responsible behaviour and whether it is necessary to have a genuine social
motive, or whether a disguised business strategy designed to increase underlying
profit would suffice. Dunfee argued that the answer to the issue of “motive” depends
on the normative definition used. A duty-based approach holds that the intention

underlying a particular action will be worthwhile if the motive behind it is that

"2 Jan Jonker, ‘CSR Wonderland: Navigating Between Movement, Community and Organization’> 20

The Journal of Corporate Citizenship 19 2
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intention. By contrast, a utilitarian approach holds that if the outcomes are the same,

the acts count equally.'"?

In some contexts, “corporate social responsibility” is sometimes used interchangeably
with terms such as “corporate citizenship”, “responsible business”, “corporate
sustainability”, and “triple bottom line” responsibility. Sustainability expert John
Elkington famously described a “triple bottom line” as combining “economic
prosperity”, “environmental quality” and “social justice” in corporate strategies.
Horrigan defined a sustainable corporation as “one that creates profit for its
shareholders while protecting the environment and improving the lives of those with
whom it interacts [and] operates so that its business interests and the interests of the

. . . 114
environment and society intersect.”

While emphasizing the importance of sustainable corporations in today’s world’s
intense global competition, Carroll argues that the business case for CSR will always
be at the centre of attention since “CSR can be sustainable only so long as it continues

11
to add value to corporate success”. '’

Carroll offers that “the social responsibility of business encompasses the economic,
legal, ethical and discretionary expectations that society has of organizations at a

given point in time”. He categorized CSR into four layers in his famous "Pyramid of

'"“Thomas W. Dunfee, ‘Stakeholder Theory: Managing Corporate Social Responsibility in a Multiple
Actor Context’ in Abagail McWilliams Andrew Crane, Dirk Matten, Jeremy Moon and Donald S.
Siegel (eds) (ed), The Oxford Handbook of Corporate Social Responsibility (OUP Oxford 2008) 347-8
"“Horrigan, <21st Century Corporate Social Responsibility Trends - An Emerging Comparative Body
of Law and Regulation on Corporate Responsibility, Governance, and Sustainability * 88

"SArchie B. Carroll, ‘A History of Corporate Social Responsibility: Concepts and Practices’ in Abagail
McWilliams Andrew Crane, Dirk Matten, Jeremy Moon and Donald S. Siegel (eds) (ed), The Oxford
Handbook of Corporate Social Responsibility (OUP Oxford 2008) 42
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Corporate Social Responsibility": first, the required economic function of making
profit; second, the legal requirement of obeying the law; third, the expected ethical
behaviour and fourth, desired philanthropic actions.''® Jones recognizes three aspects
for implementing CSR policies according to Carroll’s "Pyramid of Corporate Social
Responsibility": first, the “principles” aspect of recognizing social responsibilities;
second, the “processes” aspect of responding to social issues; and third, the “policies”

. . g 11
aspect of addressing those social issues. '’

Johnson has argued that a socially responsible corporation is one whose managers
balance a variety of interests, that is, “instead of striving only for larger profits for its

shareholders, a responsible enterprise also takes into account employees, suppliers,

.. . 11
dealers, local communities and the nation”. 8

Perhaps one of the best definitions of CSR that includes what is expected from

corporations in terms of policies is the one by Hu Li. He argued that:

“CSR refers to a way of doing business whereby enterprises try to find a state
of equilibrium between the need to achieve financial and developmental
objectives and the social and environmental impact of their activities. It is a
mode corporations use to achieve commercial success in ways that also
honour the ethical, legal, as well as environmental and other societal
expectations. It considers a corporation not just a self-centered profit-making
entity, but also an integral part of the economy, society and environment in
which corporations exist”.'"”

"Archie B. Carroll, ‘The Pyramid of Corporate Social Responsibility: Toward the Moral Management
of Organizational Stakeholders’” 34 Business Horizons 39
"Jones, ‘Corporate Social Responsibility Revisited, Redefined’ 34-35
::zCarroll, ‘A History of Corporate Social Responsibility: Concepts and Practices’ 28
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2.4 CSR Theories

Scholars have categorized CSR theories in different ways:

Klonoski'®® distinguishes three different types of CSR theories. The first is
“fundamentalism”, arguing that the only social responsibility of business is increasing
profit; the second type of theories are those that defend the corporation’s moral
identity; a third group consists of theories that consider the social dimension of

corporations as a particularly relevant matter.

Windsor'?' identifies three key approaches to CSR. First is the “ethical approach”.
According to this approach, corporations should exert strong self-restraint. Second is
the “economic approach”, which maintains that the main objective of corporations is
wealth maximization and it is only subject to minimalist public policy and customary
business ethic. Third is the “political approach”, which considers corporations as

citizens that have exactly the same rights and responsibilities as the latter.

Mele'* suggests that the most complete of the contemporary mainstream theories of
CSR are: A) Corporate Social Performance. This theory is grounded in sociology. B)
Shareholder Value Theory or Fiduciary Capitalism. This theory is grounded in
economic theories. C) Stakeholder Value Theory. This theory has an ethical approach.

D) Corporate Citizenship. This theory is rooted in political theories.

'2°Richard J. Klonoski, ‘Foundational Considerations in the Corporate Social Responsibility Debate’ 34
Business Horizons 9

"2Duane Windsor, ‘Corporate Social Responsibility: Three key approaches’ 43 Journal of Managment
Studies 93

'22Domence Mele, ‘Corporate Social Responsibility Theories’ in Abagail McWilliams Andrew Crane,
Dirk Matten, Jeremy Moon and Donald S. Siegel (eds) (ed), The Oxford Handbook of Corporate
Social Responsibility (OUP Oxford 2008) 48-49
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The answer as to what is the best theory is not easy. As some strengths and
weaknesses of each theory will be enumerated, and arguments in favour of and
against each one will be demonstrated, one should bear in mind that: “A good
normative theory needs a good philosophical foundation, which has to include a
correct view of human nature, business and society, and the relationship between
business and society. In future one may hope for further philosophical developments
in order to reach a more convincing normative theory of business and society

relations”.'*?

2.4.1 Corporate Social Performance

This theory maintains that corporations have responsibilities for helping to solve
social problems created by corporations in general or by other causes, apart from

wealth creation and beyond its legal responsibilities.

The advocates of this theory stress that corporations have power and with power
comes responsibility. They also emphasize that society gives permission to
corporations to operate. Consequently, corporations must serve society by creating
wealth, contributing to social values and satisfying social expectations. In other
words, improving corporate social performance “means altering corporate behaviour

to produce less harm and more beneficial outcomes for society and their people”.'**
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Davis further explains “the power-responsibility equation”. He states that “social
responsibility of businessmen arises from the amount of social power they have”, an
“equation” which goes along with the “iron law of responsibility”. This law
emphasizes that “those who do not take responsibility for their power shall ultimately

lose” 125

At the core of this approach lies the idea that business and society are two interwoven
systems; therefore, since corporations exist and operate in a shared environment, they
should be socially responsible like any other member of that environment. A
corporation would risk its reputation if its performance were contrary to the

expectations of those people who constitute the corporation’s social environment.'*°

2.4.2 Shareholder Value Theory

Shareholder Value Theory or Fiduciary Capitalism strongly argues that the only social
responsibility of business is making profits and its supreme goal is to increase the
economic value of the corporation for its shareholders. Other social activities that
companies could engage in would only be acceptable if they are prescribed by law or

if they contribute to the maximization of shareholder value.'*’

Milton Friedman is the paramount representative of this view. He wrote: “there is one
and only one social responsibility of business — to use resources and engage in

activities designed to increase its profits so long as it stays within the rules of the

> Mele 52
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game, which is to say, engages in open and free competitions, without deception or
fraud”.'”® He also considered the businessmen who are promoting "social conscience"
for business as “preaching pure and unadulterated socialism” and accused them of

.. . . 12
undermining the basis of a free society.'”

In order to support his claim, Friedman questioned the conceptual basis of CSR and
maintained that taking CSR initiatives equals imposing extra tax on shareholders
since they have already paid tax as citizens under the tax regulations of the
government; therefore, CSR initiatives are a sort of double taxation. Moreover, a
manager who is either directly or indirectly chosen by shareholders is imposing this
CSR tax and decides how this money should be spent. In other words, this private
employee is functioning as a public employee, legislator and an executive who should
be chosen through a democratic political process. He wrote: “this process raises
political questions on two levels: principle and consequences. On the level of political
principle, the imposition of taxes and the expenditure of tax proceeds are
governmental functions. We have established elaborate constitutional, parliamentary
and judicial provisions to control these functions, to assure that taxes are imposed so
far as possible in accordance with the preferences and desires of the public”',
concluding that doctrine of social responsibility is preaching the socialist view that
“political mechanisms, not market mechanisms, are the appropriate way to determine

. . 131
the allocation of scarce resources to alternative uses”."

128 Milton Friedman, The Social Responsibility of Business is to Increase its Profits (1962 ) 6
"2 1bid 1
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Friedman drew a line between business as a whole and corporations, believing that it
makes no sense to say business as a whole has any responsibility but since
corporations are artificial persons, they can have artificial responsibility within the
scope of law, ethical custom and the will of its shareholders. He wrote: “in a free-
enterprise and private-property system, a corporate executive is an employee of the
owners of the business. He has direct responsibility to his employers. That

oy eqe . . . . . . 132
responsibility is to conduct the business in accordance with their desires”."”

On the contrary, Stout claimed that academics created the shareholder value theory
based on a mistaken belief that shareholders are the firm’s owners. Stout argued that
corporations own themselves because corporations, through their managers, decide
how to allocate profits. She rejected the notion that shareholders are a corporation’s
residual claimants. Because, according to Stout, shareholders have no more of a
readily exercisable claim to the firm’s assets than any other corporate constituent,
their interests should not be pursued above all others when determining what is best
for the corporation. The corporation’s interests may include a broader range of

outcomes than simply shareholder wealth maximization.'*?

Stout further argues that there is nothing in the law that supports the idea that
shareholders should be the only constituency that matters. She stated that “the reason
[for corporate underperformance] can be traced not to flawed individuals (greedy

CEOs, out-of-touch directors) but to a flawed idea — the idea that corporations are

132y, :
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run well when they are run to maximize ‘shareholder value’ as measured by stock

. 95134
price.

Many sceptics of CSR and some economists'®” share Friedman’s perspective. They
argue that the market, not the managers, should allocate resources and returns. They
are also concerned that acceptance of CSR by corporations may put market-effective
functioning at risk of losing its effectiveness. They consider the market superior to
corporations in the efficient allocation of resources, whereas if allocation of resources
is left to managers, they may lead companies in favour of their own interests instead

of shareholder interests.

Friedman’s perspective was shaped on utilitarian and accountability approaches. His
utilitarian approach is that political representatives and public officials are trained for
and experienced in addressing public policy issues, whereas business managers are
trained for and experienced in managing business organizations. His accountability
approach is grounded is his presumption that business managers’ prime responsibility
should be to company shareholders, who generally expect profits, while “in
democratic systems the accountability of the government officials to the electorate is

secured through elected political representatives”.'*®

4 bid 87
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Husted and Salazar take Friedman’s argument to another level by arguing that CSR
should be seen as a wealth transfer from the shareholders to society.'*” Further, as
they and McWilliams and Siegel view it, corporations that provide CSR will likely
have higher costs, putting them at competitive disadvantage vis-a-vis corporations
that eschew such expenditure.'*® Both pairs of authors come up with similar solutions.
McWilliams and Siegel advocate that “(t)o maximize profit, the firm should offer
precisely that level of CSR for which the increased revenue (from increased demand)
equals the higher cost (of using resources to provide CSR)”. Husted and Salazar
advocate that “firms provide CSR resources up to the point that the social curve

. . 1
intersects the social benefit curve”.'*’

Dunfee believes that Friedman’s argument against social responsibility is strange. He
argues: “if this is all illegal or inappropriate activity, then the relevant authorities must
be asleep at the switch. So a better way to view the Friedman argument is that they
are just that, arguments about a way they would prefer to see the world structured. But
that is not the world that we live in. Nor is it likely a world that most citizens would
prefer to live in. True, there are some agency abuses by executives, and yes, much
philanthropy is incoherent and unfocused. But that does not mean that society would
prefer that all firms cancel their programs of social investment”.'*” But what Dunfee
fails to explain is that Friedman gave his view of the world we live in, but Dunfee
only refuses Friedman’s outlook without suggesting any other views. At the same

time, Friedman accounted for “justifying” CSR initiatives by profit-making goals or

137 Bryan W. Husted and José¢ de Jesus Salazar, ‘Taking Friedman Seriously: Maximizing Profits and
Social Performance’ 43 Journal of Management Studies 75 142
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the law. He did not call for “cancellation” of all CSR programmes as Dunfee

141
presumed.

Theodor Levitt, who was the editor of the Harvard Business Review, considered
corporate social responsibilities a danger. He argued that “corporate welfare makes
good sense if it makes good economic sense — and not infrequently it does. But if

something does not make economic sense, sentiment or idealism ought not to let it in

the door”.'** He quoted Frank O. Prior, the then Chairman of Standard Oil Company

(Indiana), who said that “Good human relations makes sense only when it rests on a

foundation of economic good sense and not just on sentiment. Sentiment has a

. . . 14
tendency to evaporate whenever the heat is on. Economic good sense is durable”.'*

Levitt continued by arguing that the reason behind this style of corporate governance

and even capitalism is the separation of power. He goes to the extreme by arguing:

“Welfare and society are not the corporation’s business. It is business making
money, not sweet music. The same goes for unions. Their business is “bread
and butter” and job rights. In a free enterprise system, welfare is supposed to
be automatic; and where it is not, it becomes the government’s job. This is the
concept of pluralism. The government’s job is not business and business’s job
is not government. And unless these functions are resolutely separated in all
respects, they are eventually combined in every aspect. In the end the danger
is not that the government will run business, or business will run the
government, but rather that the two of them will coalesce, as we saw, into a

single power, unopposed and unopposable”.'**

He further holds that social responsibility means having sentiments as a motive in
business and will mislead the role of business while profit-maximization will mislead

the role of the government. In the end, he recognizes two responsibilities for business:
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first, to obey the elementary canons of everyday face-to-face civility (honesty, good

faith, and so on) and second, to seek profit. '*°

Advocates of shareholder value theory further supported their point of view by the

following arguments:

Business is considered as a private and autonomous activity only restricted by the
regulations of the government. Private property is crucial, since it is considered the
best guarantee of individual rights and owners are legally entitled to the (residual)
fruits of their financial investment and any other use is unjust. “One could argue that
shareholders achieve primacy through the moral force of their property rights, the
contribution of their equity capital, and the risks that investment can mean for their
personal wealth”."*  Furthermore, stakeholders often purchase shares of a
corporation’s stock to enjoy the same rights and ownership privileges. This point of
view has been challenged by some scholars who have argued against the notion of
applying private property rule to corporations. Deakins argued that “if we take the
company to be the fictive legal entity which is brought into being through the act of
incorporation, it is not clear in what sense such a thing could be ‘owned’ by anyone.
Nor does the ownership of a share entitle its holder to a particular segment or portion

of the company’s assets, at least while it is a going concern”.'"’

"> Ibid 49
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2. Some of the proponents of shareholder value theory base their arguments on
efficiency grounds, suggesting that shareholder value theory creates the best
environment for the creation of wealth and is the basis for economic growth. Profit
maximization as the primary objective of the corporation acts as an incentive for
businesses to create the goods and services demanded by consumers. Asking
managers to deal with social concerns will either distract them from their main task or
requires them to take decisions on an issue about which they do not have any
knowledge or experience. Directors as entrepreneurs are experienced in business
matters, not in balancing social interests.'*® The negative social impacts of business
can be avoided through appropriate laws and government actions, along with private

charity.

3. Shareholder value theory allows corporations to be accountable to their owners. It has
been argued that according to other theories managers are not ultimately answerable
to any particular group of persons, while in shareholder value theory they are
accountable to shareholders since this clear accountability also provides for an

. . . 14
efficient monitoring system. ’

4. By creating wealth, businesses meet other social objectives, for example: providing
employment and producing goods, enhancing competition and therefore bringing

higher quality goods and lower prices.'”*

"8 Ibid

"9 Ibid 15-17
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In sum, it has been argued that social concerns affect the business decision-making
process in three ways: first, managers might decide to get involved in social values in
hope of better economic gain; second, regulations and auditing, and third, consumer

. 151
choices."

But the current findings'>* suggest that first, the bigger the corporation is
and the more the executive pay is, the less attention their board of director pays to
socially responsible activities. Second, in a capitalist system while regulations can
affect the corporations’ decisions, significant decisions are fully at the discretion of
the corporation itself. This means that governments still lack the public legitimacy to
more strictly influence the decision-making process within corporations. Moreover,
corporate lobbying influences the government itself. Similarly, governments do not
have enough information to act on time in order to hold corporations accountable. The
regulation process is costly and time-consuming. Additionally, more regulation leads
to the public sector trying to monitor, and the private sector trying to find loopholes to
escape the regulations. Third, the motivation of consumer choice is not convincing'>
since it is not clear enough why one would prefer more socially responsible products,
taking into account the fact that they are usually more expensive than the normal
products. Even with similar pricing, the question remains the same. If consumers are
not well informed and sufficient advertising has not been done, it is highly
improbable that a consumer would even notice this difference. “As many have shown,
free-market capitalism was never intended to represent the public will; it was intended

. . . 154
to describe how to make a return on financial investment”."

'3 Timothy Kuhn and Sranley Deetz, ‘Critical Theory and Corporate Social Responsibility:

Can/Should We Get Beyond Cynical Reasoning?’ in Abagail McWilliams Andrew Crane, Dirk Matten,
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Responsibility (OUP Oxford 2008)178
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Some scholars went so far as arguing there is no longer any serious competitor to the

view that corporate law should principally try to increase shareholder value.'*

Hansmann and Kraakman contended that the five basic characteristics'™® of
corporations strongly feature shareholder value theory. These characteristics are not
directly concerned with the interests of other participants in the firm, such as
employees, creditors, other suppliers, customers or society at large. These
stakeholders should have protected their interests by contractual and regulatory means

rather than through participation in corporate governance.'>’

They further argue that:

“The primacy of shareholder interests in corporate law does not imply that the
interests of corporate stakeholders must or should go unprotected. It merely
indicates that the most efficacious legal mechanism for protecting the interests

of non-shareholder constituencies — or at least all constituencies other than

. . . 1
creditors — lie outside of corporate law”."*®

On the contrary, Mele argued that the limitations imposed on business by the law
have very limited and even sometimes-imperfect influences. It is neither possible nor
convenient to regulate everything in business life. Furthermore, laws generally come
after some undesirable impact occurs. Moreover, loopholes can easily be found in the

law and many regulations strangle business creativity and entrepreneurial initiatives.

'35 Henry B. Hansmann and Reinier H. Kraakman, ‘The End of History for Corporate Law’ in Jeffrey
Gordon and Mark J. Roe (eds) (ed), Convergence and Persistence in Corporate Governance
(Cambridge University Press 2004) 34
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owners and managers; (3) shared ownership by investors of capital; (4) delegated management under a
board structure; and (5) transferable shares.
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In addition, a strong interventionism with laws, rules and other governmental actions
1s opposed to a minimalist regulation of markets, also required for strong free

competition”. '

Kuhn and Deetz argued that the current picture of corporations in the human mind is
due to the “communicative picture of a particular vision of reality that dominant
powers depict as legitimate and reproduce across space and time”.'*® That is, as time
goes by, the historical patterns that a social phenomena has gone through to take its
current form and how a certain practice has been portrayed as a response to these
social needs will be forgotten and the phenomena will be considered natural;
therefore, one can argue that the problem truly lies within the assumed nature of the
corporation. Clemens and Cook define institutions as “models, schemas, or scripts for
behaviour. “Consequently, institutions endure because these models become “taken
for granted” through repeated use and interaction or they become “legitimate” through

the “endorsement of some authoritative or powerful individual or organization”.'!

For the purpose of this thesis, the corporate goal of profit maximization would make a
good example. As it has been argued, this goal “was originally an assumption
introduced by economic theories of the firm to explain the firm’s behaviour, but — as
an unintended consequence — it has gradually become a normative goal of corporate

governance so firmly entrenched that we rarely think otherwise”.'®® Indeed, this

"% Mele 61-62

' Deetz 178, in Ibid.
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process that the modern market has gone through “makes it difficult to see firms and
their “imperatives” as anything but natural and normal elements of the social scene

. . g .. 1
and, in turn, to see their social influence as legitimate”. 63

2.4.3 Stakeholder Theory

Stakeholder theory draws on the definition of “stakeholder”. One might mistakenly
assume that after all these years there is fundamental agreement regarding such a
critical term and concept. In fact, it appears that there is more consensus on the
definition of CSR compared with the one for stakeholders. All definitions explicitly or
implicitly suggest that the stakeholder has some interest in the corporation’s decisions
in a way that the corporation can have an effect, positive or negative, on the

stakeholder.

Stakeholder theory was first presented as a managerial theory. For the purpose of this
thesis, a stakeholder is one who has an interest in the enterprise and who is at risk if it
fails. It might consist of an employee, a creditor, suppliers and a community that are

all in a position where they have a stake in the enterprise’s sustainability.'®*

Stakeholders can be taken in two senses: in a narrow sense, the term stakeholder
includes those groups who are vital to the survival and success of the corporation; in a
wider sense this includes any group or individual who can affect or is affected by the

. 1
corporation.'®
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Stakeholder theory aims at broader accountability for corporations. It maintains that
no group that has contributed to corporate success should remain unrecognized. The
advocates of this theory argue that shareholders are but one of many stakeholders and
contend that employees and other constituencies’ interests should be considered in the
corporate decision-making process.'® The success of a corporation depends on
stakeholders as much or even more than it does on sharecholders.'®’ Jensen doubts the
practicality of stakeholder theory since the advocates of this theory do not specify
how managers should handle the competing interests of different stakeholder groups.
Managers are left with a theory “that makes it impossible to make purposeful
decisions” and keep score of managers’ decisions. This will make managers

. . 1
“unaccountable for their actions”.'®®

Similarly, Jensen famously argued that it is impossible for managers to seek to
maximize more than one meaningful objective. This objective is long-term value
maximization or value-seeking. Jensen then connects this principle to stakeholder
theory through what he calls Enlightened Stakeholder Theory. Jensen states:
“(E)nlightened stakeholder theory adds the simple specification that the objective
function of the firm is to maximize total long-term firm value”.'® While enlightened
stakeholder theory appears to utilize the structure of stakeholder theory, it also
“accepts the maximization of long-term value of the firm as a criterion for making the

requisite trade-off among its stakeholders”.'”

' Janice Dean, ‘Stakeholding and Company Law’ 66 Company Lawyer 67 66
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When talking about stakeholders, the first thing that comes to the surface is the
question of legitimacy; that is, why the managerial team in a corporation needs to
include stakeholders in their decision-making. In answer to this question, it is argued
that stakeholders, if not included, will be subject to opportunistic exploitation by the
corporation and its shareholders. Moreover, running a successful corporation involves
balancing the multiple claims among which conflicting stakeholders’ interests is an
important one. If stakeholders feel insecure, they will ask for more return as a
guarantee for investments or services. This situation will lead to an increase in
capital-raising costs which, since most corporations cannot ensure that they make this
surplus profit, will lead to less investment and less opportunities for the

. 171
corporation.'’

Evan and Freeman base the legitimacy of the stakeholder theory on two ethical
principles: “Principle of Corporate Rights” and “Principle of Corporate Effects”. Both

principles are based on Kant’s motto of Respect for Persons'

. The “Principle of
Corporate Rights” holds that “the corporation and its managers may not violate the
legitimate rights of others to determine their future”. The “Principle of Corporate
Effects” focuses on taking responsibility for the consequences of one’s actions,
holding that “the corporation and its managers are responsible for the effects of their

actions on others”. !”

"' Dunfee 350

'72 Kant thought that humans occupy a special place in creation. Animals have value in so far as they
serve humans’ purposes. Things only have the value that humans give them. Humans cannot be used as
a means to an end but animals can. Humans have dignity because they are rational agents capable of
making their own decisions and guiding their conduct by reason; therefore, we have the duty of
beneficence, doing good, to all persons.

' William R. Evan and R. Edward Freeman, ‘A stakeholder theory of the modern corporation: Kantian
capitalist’ in Norman Bowie and Denis Arnold Tom L. Beauchamp (ed), Ethical Theory and Business
(Prentice Hall 1988) 140
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Stakeholder theory seems ethically superior to maximizing shareholder value because
it implies that managerial duties are wider than just their fiduciary duties to
shareholders. It takes into consideration stakeholder rights and their legitimate
interests beyond what is strictly required by law in manager-stakeholder relations.
This theory, at least in its original formulation, is more respectful of human dignity

and rights.'”

Another positive point of stakeholder theory is that it fills in the conceptual gap and
obscurity of current CSR theories by addressing concrete interests and practices and
demonstrating specific responsibilities towards specific groups of people affected by
business activity. Therefore, it is not a mere ethical theory disconnected from business

. . 1
management, but a managerial theory related to business success.'”

In the same fashion the UK law in Hutton v West Cork Railway emphasize that the
value of the judgment today lies in the general doctrine that during the life of the
company, it may conduct itself in a way which benefits stakeholders other than
shareholders, but only insofar as that will in the end, albeit indirectly, be in the

. 1
shareholders' interest. !’®

The facts of the case were that a railway company which had no provision in its
articles for paying remuneration to directors, and had never paid any, sold its
undertaking to another company at a price to be determined by an arbitrator. By the

Act authorizing the transfer it was provided that on the completion of the transfer the

'™ Ibid 140

' Mele 66

'7° Ben Pettet, ‘From Cake and Ales to Corporate Social Responsibility” 20 Current Legal Problems
289
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company should be dissolved except for the purpose of regulating their internal affairs
and winding up the same and of dividing the purchase-money. The purchase-money
was to be applied in paying the costs of the arbitration and in paying off any revenue
debts or charges of the company, and the residue was to be divided among the
debenture holders and shareholders. After the completion of the transfer a general
meeting of the company was held at which a resolution was passed to apply £1050 of
the purchase-money in compensating the paid officials of the company for their loss
of employment, although they had no legal claim for any compensation, and £1500 in

. . . . 1
remuneration to the directors for their past services.'”’

Cotton LJ and Brown LJ held that the money payment was invalid. In the course of
his dicta, Bowen LJ held that there is “...a kind of charitable dealing which is for the
interest of those who practise it, and to that extent and in that garb (I admit not a very
philanthropic garb) charity may sit at the board, but for no other purpose.”

So according to Bowen LJ, directors can only spend, “money which is not theirs but
the company’s, if they are spending it for the purposes which are reasonably
incidental to the carrying on of the business of the company. That is the general
doctrine. Bona fides cannot be the sole test, otherwise you might have a lunatic
conducting the affairs of the company, and paying away its money with both hands in
a manner perfectly bona fide yet perfectly irrational... It is for the directors to judge,
provided it is a matter which is reasonably incidental to the carrying on of the

business of the company... The law does not say that there are to be no cakes and ale,

""" Hutton v West Cork Railway Co 23 Ch D 654 LR 23
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but there are to be no cakes and ale except such as are required for the benefit of the

1
company.”'"®

The upshot for a company in insolvency was that directors were not free to make
payments to employees, because payments could only be made which were incidental
to the business, and an insolvent business had no further business. In English law, the
position has been altered by the Insolvency Act 1986, s.187 and the Companies Act
2006, s.247, which allow directors to consider employees directly when a company

. 1
has gone insolvent.'”

The case's practical significance was limited by cases and statute as in Re Horsley &
Weight Ltd where the Court of Appeal held that a company's substantive object may
include making gifts, and under CA 2006 section 172 which entitles and obliges
directors to regard interests other than shareholders as a proper exercise of their

1
power.'®

Hansmann and Kraakman have criticized the practicality and proper functioning of
stakeholder theory. They recognize two models of stakeholder participation: first, a
“fiduciary” model where the board of directors functions as a neutral co-ordinator of
the contributions and returns of all stakeholders in the corporation. They argue that
this type is just a reformulation of the manager-oriented model, and suffers from the

same weaknesses.

'8 Ibid LR 23 Ch D 654
' pettet 297
'80 Re Horsley & Weight Ltd 3 All ER 1045 CH 442 and Pettet 302

67



Second, a “representative” model of the corporation where two or more stakeholder

constituencies appoint representatives to the board of directors.'™

According to
Hansmann and Kraakman, this type also closely resembles labour-oriented model and
is subject to the same weaknesses. “The mandatory inclusion of any set of stakeholder
representatives on the board is likely to impair the corporate decision-making process
with costly consequences that outweigh any gains to the groups that obtain

representation”.'*

2.4.4 The Agency Theory

This theory assumes that the predominant underlying assumption for understanding
the governance framework of publicly traded corporations is that managers will
operate with self-serving motivations; this stems from agency theory, which is

derived from economics.

Friedman, who originally framed the issue of socially responsible versus profit
maximizing behaviour in terms of whether business managers should be what he
called “civil servants” or alternatively agents of their shareholders, further developed
this theory. Basically, Friedman argues that managers as agents owe the owners of the
corporation, the shareholders, a duty to pursue their interests. In other words,
managers should spend corporations’ money in the way its owners would want. To
the extent that CSR activities do not accord with the desires of shareholders, the agent

violates that duty. His argument is a moral one, arguing that it is unethical for a

181 Kraakman 42
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corporate manager or an agent to engage in CSR activities because the agent violates

his or her duty to act in the interests of the principals (the shareholders).

“An agency relationship may be defined as a contract in which a principal engages an
agent to perform a service on their behalf; this necessitates the delegating of some
level of decision-making authority to the agent”.'® Agency models have two actors:
the principal and the agent. The principal delegates authority to the agent to act on his
or her behalf. The principal’s problem is to motivate the agent to do what he or she
was asked to do. The costs associated with motivating the agent to act on behalf of the
principal are referred to as agency costs. This issue arises due to the fact that the agent
has more information than the principal. Agency theorists generally assume that
managers will pursue their own interests whenever possible, rather than those of the

principal.'®*

While agency theory focuses on the actions managers might take that are not in line
with the shareholder’s interests, “managerial hegemony theory”, in line with agency
theory, focuses upon the significant control managers can have over the board
election because of the information they have about the corporation’s business and
how that can enable managers to maximize their own self-interest. When managers
are able to control boards of directors, the opportunity for them to pursue their own

self-interest is high.'®

'®3 Michael C. Jensen and William H. Meckling, ‘Theory of the Firm: Managerial Behaviour, Agency
Costs and Ownership Structure’ 3 Journal of Financial Economics 305
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By contrast, “stewardship theory” argues that the agency theory is incomplete and
assumptions about the manager as self-interested will not always hold. It follows the
pattern from psychology and sociology to adopt a different model of man, who can be

collectivist, pro-organizational and trustworthy. '

Generally speaking, it is expected that the severity of agency costs will lessen in CSR

activities compared to business activities for two reasons:

Due to limited knowledge and the lack of consensus about what constitutes best CSR
practice and its impact on society and the corporation, one might argue initially that
managers (agents) do not have a greater level of knowledge than shareholders
(principals) in this area. If this statement is correct, the problem of asymmetric
information would be less severe in CSR investments than in those associated with
the traditional business activities of the corporation where the managers have a

greater knowledge than the shareholders.

Moral hazard occurs when the objective function of the agent differs from that of the
principal. If shareholders’ (principal) values hold that the corporation should
contribute to social causes due to altruism, then the agent may undertake actions even
if they result in negative result for the corporation. In contrast, if the contract between
the principal and agent includes an incentive mechanism that depends only on the
financial returns obtained, then the objective functions of the principal and agent will

differ and moral hazard will arise.'®’

'8 F David Schoorman and Lex Donaldson ames H. Davis, ‘Toward a Stewardship Theory of
Management’ 22 he Academy of Management Review 20
%7 Salazar 144-146
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Agency costs appear to be lowest, it has been argued'®, in the case where the
government makes CSR activity an obligation for the firm. This result might be used
to support CSR legislation as it is being proposed in different countries. To the extent
that legislation reflects societal needs, the conflict between what shareholders believe

are social needs and what these needs actually are, can be reduced.

According to Stout, the common but misleading claim that directors and executives
are shareholders’ “agents” is a legal error underlying shareholder primacy. At law, a
fundamental characteristic of any principal/agent relationship is the principal’s right
to control the agent’s behaviour. But shareholders lack the legal authority to control
directors or executives. Traditionally, shareholders’ governance rights in public
companies are limited and indirect, including primarily their right to vote on who sits
on the board, and their right to bring lawsuits for breach of fiduciary duty. As a
practical matter, neither gives shareholders much leverage. Even today it remains very
difficult for dispersed shareholders in a public corporation to remove an incumbent
board."™ And shareholders are only likely to recover damages from directors in
lawsuits involving breach of the duty of loyalty, meaning the directors were
essentially stealing from the firm. Provided directors do not use their corporate
powers to enrich themselves, a key legal doctrine called the “business judgment rule”

otherwise protects them from liability.

2.5 CSR and Corporate Financial Performance (CFP)

188 Ibid 149
189 Stout 44-46
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The search for a positive link between CSR or related concepts like social
performance and financial performance has spawned an abundant literature, the
results of which remain somewhat inconclusive, with some authors discovering a
positive relationship between social performance and financial performance, others
encountering a negative relationship, and still others finding no relationship. Still,
there appears to be a growing consensus in the business community that CSR is good
for business.'”® The business case has re-emerged more recently as a discussion of
strategic CSR, a concept that Friedman himself would have called “hypocritical
window-dressing; but consistent with profit-maximizing behaviour of the

corporation”.

The grounds for arguments in favour of a positive relationship between social

performance and financial performance are:

It has been argued that CSR seems to reduce business risk'’' by having a positive

effect on organizational reputation in the long run.

Some have argued that the empirical evidence shows CSR and Corporate Financial
Performance are most likely correlated in a sense that CSR helps improve managerial
knowledge and skills and therefore enhances corporate reputation. By balancing a
large number of stakeholder interests, a corporation may increase various stakeholder
groups’ confidence that the corporation will be understanding and non-adversarial in

resolving future stakeholder conflicts.'”® CSR and CFP may influence one another in

"0 Salazar 138

! Benjamin M. Orlitzky, ‘Corporate Social Performance and Firm Risk: A Meta-analytic Review’ 45
Business & Society 149

"2 Jones, ‘Instrumental Stakeholder Theory: A Synthesis of Ethics and Economics’ 404
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a way that good managers are capable of taking positive strategic action in both
economic and social domains. Astute managers are able to identify and implement
specific CSR activities through which their organization’s reputation can be enhanced
in social or environmental domains. They also ensure that slack resources are invested

wisely to promote these opportunities.'®

Stakeholders may favour socially responsible corporations in which they are

constructively engaged.'”*

The more socially responsible are the corporations, the better and more committed

employees they may attract.'

Other groups of stakeholders, such as customers, may become more willing to buy the
corporation’s products or pay a premium for the goods from socially responsible

corporations.

Additionally, and in line with the above-mentioned literature, the meta-analytic
findings suggest “a business can develop mutually beneficial relations with
stakeholder groups, which might pay off surprisingly fast for the socially responsible
firm. In turn, these positive economic effects of CSR might translate into more slack
resources available for future investments in CSR. Over time, these dynamics might

constitute a virtuous cycle for the socially responsible firm”.'*®

193 Benjamin M. Orlitzky, ‘Corporate Social Performance and Financial Performance: A research
Synthesis’ in Abagail McWilliams Andrew Crane, Dirk Matten, Jeremy Moon and Donald S. Siegel
(eds) (ed), The Oxford Handbook of Corporate Social Responsibility (OUP Oxford 2008) 123
194 11.:

Ibid
3 Ibid
% Ibid 117
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By contrast, some have argued against the over-emphasized positive relationship

between CSR and CFP on the following grounds:

Evidence suggests that at present many consumers, especially US consumers, are not

. . . 1
particularly concerned about a corporation’s environmental track record."’

The integration of prior CSR-corporate financial performance research shows that,
“although the internal skills perspective is substantiated empirically to some extent,
the internal learning effects of CSR tend to be 33% smaller than the reputation affects

emanating from high CSR”."®

It is true that certain customer segments, such as members of socially responsible
groups or older people, have been found to be willing to pay premium prices for
products from high-CSR corporations, but these purchasing decisions cannot be

generalized to the whole population of consumers.'””

High levels of CSR may provide the slack resources necessary for a corporation to
engage in corporate social responsibility; at the same time, CSR often represents an
area of relatively high managerial discretion, so that the initiation and maintenance of
voluntary social and environmental policies may depend on the availability of excess
funds. In other words, no matter how much the executive leadership and
organizational culture is supportive of CSR, the primary condition to use their

discretion is profits and thus slack resources represent the necessary conditions for

"7 Gunthe 70
'8 Orlitzky, ‘Corporate Social Performance and Financial Performance: A research Synthesis’ 119
%% Orlitzky, ‘Corporate Social Performance and Firm Risk: A Meta-analytic Review’ 149
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high CSR. That is, a corporation’s prior profit level, if it is low, may act as a factor

inhibiting CSR activities and investments.**’

In sum, these evidences and arguments reaffirm CSR as an important, but not

essential, internal resource.

The concerns of CSR advocates start where there is a clash of interests. In these
circumstances, it is highly probable that the CSR which are about the long-term profit
and reputation of the corporation will not be chosen over short-term profit and eye-
catching limited business opportunities.*®" “If efforts to do good become a distraction

from the core business, corporations may actually be downright irresponsible”.*%*

There has to be a moral element involved in the way business is done; so as long as
the only justification for adhering to CSR is profit maximization, it cannot be
assumed that in a conflict of demands CSR will win out. “People sometimes argue
that if it makes good commercial sense to respect human rights, then market forces
will secure compliance. It is not self-evident, however, those human rights norms are
always good for businesses.”*”” It has been argued that the current role of CSR in
industry is the response of businesses to new opportunities and strategic use of an
ideology which has made CSR policies as a “business case”, not a responsibility.
McBarnet argues that CSR is another level of social accountability for business that is

204

inadequate without enacting new legal accountability.”" If CSR were considered a

legal responsibility, corporations would have to obey it without considering whether it

29 Orlitzky, ‘Corporate Social Performance and Financial Performance: A research Synthesis’ 122
2" McBarnet 11

22 Just Good Business. A Special Report on Corporate Social Responsibility (January 19th 2008) 8
29 McBarnet 25
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is cost-effective or not. If the chance of getting caught and the penalty were less than

the costs of complying, then CSR would be just thought of as a business decision.

2.6 The Role of the Law in CSR Debates

As discussed earlier in the chapter, although there is not a generally accepted
definition, CSR is commonly considered to do more than what is required by law.
Having said that, one might ask why law should be discussed at all? Does legal

science have a role to play in the study of CSR?

Business corporations have to obey the law. This has always been a precondition and
has been accepted as a minimum social responsibility of businesses, even by the
harshest critics of CSR.?”> However, since the legal system and the State’s capacity to
enforce it are incomplete and insufficient to respond to the problems that are
emerging fast, there are big regulation gaps and implementation deficits which, as it
has been argued, have to be filled and balanced by diligent managers with pro-social
behaviour and an aspiration to the common good”; therefore the more incomplete
these regulations and implementation processes are, the more is the demand for
corporations to be socially responsible and even to go beyond what is required by law.
Horrigan®’ considers the emphasis on corporate responsibility being just the
observance of the minimum legal requirements to be simplistic. Cane™®® argues that

this emphasis fails to take into account all of the dimensions of corporate legal

responsibility. Legal responsibility includes what is legally forbidden as well as what

205 See, e.g., Friedman and Levitt

296 Eriedman 41-50.

27 Horrigan, Corporate Social Responsibility in the 21st Century: Debates, Models and Practices
Across Government, Law and Business 26
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is legally permissible. In other words, the “compliance-based and sanction-focused
account of corporate responsibility overemphasizes law and its authoritative
enforceability of norms as the dominant regulatory mechanism”.** This approach
does not take into account other forms of regulatory mechanisms that do not depend
on official authority such as “best practice” standards, common business norms, self-

. . . 21
regulation and community influences.*'

Buhmann argues that there are two roles that law can play within the scope of CSR:
first, that corporations need to abide by the law primarily to be able to go beyond the
law, then, second, compliance with international law. Many CSR demands and
corporate CSR actions appear to be based exactly on assessments of compliance with

211

international law, especially human rights and labour law.”" Buhmann sees the

significance of international law in the role it plays “as guidance for CSR self-

regulation and for reporting and benchmarking”.*"?

Human rights might work as a common principle of law, and as a principle that can be
used in many CSR initiatives for development in the third world. In most cases,
human rights, labour rights and environmental protection are heavily regulated in

. . . . 21
developed countries, but less so in many developing countries.*'

Moreover, another role of law is through the informal law. Informal law might appear

in two forms: first, a set of normative ideas, patterns of behaviour and action that are

29 Horrigan, Corporate Social Responsibility in the 21st Century: Debates, Models and Practices
Across Government, Law and Business 26

21 1bid 26

2! Buhmann 189

212 Ibid 193
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not based on a sharp distinction between law and morality. In other words, they are
not enacted by the State and their validity does not rely on State sanctions but rather
on moral or practical sanctions. Second, informal law is pre-formal law. This is the
case where informal law may be a result of a societal development and later on, the

normative ideas of informal law will be the subject of formal regulations.*'*

Legal rules can also act as a driver for CSR. It other words, they can encourage actors
to act in line with a mix of economic and marketing considerations in order to gain

legitimacy and to avoid negative sanctions by stakeholders. >

One of the most important elements in the discussion about the role of law in CSR
debate is the debate about the theory behind the corporation’s legal personality. There
are two major opposing theories about the nature of the corporation: first, nexus of

contract (shareholder value) and second, organic theory (stakeholder value). 2'°

Nexus of contract theory rejects the legal personality of the corporation and the
consequent imposition of a conscience and social responsibility. According to this
theory, “the company is like a market; it is the product of a complex equilibrium
process. In this theory, the company is viewed as a connection of contracts and all
who deal with it are therefore expected to bargain for their respective positions via
contract”.”'” Since the corporation is created by shareholders and regulated by
contract, shareholders as owners have the right to define the objective of the

corporation. This theory explains why the only objective of the corporation and the

> 1bid 191
> 1bid 192
21 The main stakeholders include employees, suppliers, creditors, customers and the environment.
217
Hart 1757
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sole purpose of the top managers have been considered to be profit maximization.

Stakeholders, in this view, are supposed to secure their rights through contracts.

By contrast, the organic theory supports a stakeholder's view.*'® The advocates of this
theory argue that the corporation is a separate legal entity different from its
shareholders, a social being with a distinct will and conscience of its own. Owing its
existence and capital to society, the corporation has an obligation to act responsibly
and consider wider stakeholder interests.”'® Corporations have been treated as an
individual within society, having the same rights and obligations as an individual,
therefore it should act as one. It is an established principle that every individual is

responsible for the society in which he or she operates.

Another leading question is to what degree the law acknowledges social obligations
of the corporation? That is, in which specific way the law is in a position to control
CSR? In this respect Berle® and Dodd**' had different views: Berle took a
minimalist view, believing in the role of law as the protector of only shareholders’
benefit, while Dodd took a maximalist view, advocating protection of not only

222 If the minimalist view of Berle is

shareholders but also for other social groups.
accepted, the social responsibility of business would be, as Friedman®® also argued,

profit maximization, which would be better achieved through market mechanisms.

218 Kiarie 2

2% Dean 67

229 Adolph A. Berle, ‘Corporate Powers as Powers in Trust’ 44 Harvard Law Review 1049

221 B, Merrick Dodd, ‘For Whom are Corporate Managers Trustees? * 45 Harvard Law Review 1145
22 Teubner 150
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It has also been argued that the idea that the law might make business responsible for
CSR is not feasible in reality. Parker holds that “ideally CSR includes compliance
with businesses’ legal responsibilities to society, economic expectations (to produce
goods and services that society wants and to sell them at a profit), society’s ethical
expectations (additional behaviour and activities that are not necessarily confined into
law but nevertheless are expected of business by society’s members) and even
society’s discretionary expectations (those about which society has no clear-cut
message for business, but society does expect business to assume a discretionary role,
99 224

for example making philanthropic contributions)”.” If so, how is it possible for

legislators to enact laws to encompass all the above-mentioned areas?

Another criticism is the question of legitimacy that can be applied to business going
too far from its role towards making public-interest decisions; this is not corporations’
expertise. It is not what their structure asks them to do, so it can be argued that they
are going out of their range, and certainly it is not democratic. No one cares what a
CEO of a corporation says and wants in this respect; no one elected them. They do not
have any power to speak for people. These are the decisions that should be made by
governments not by corporations. As The Economist put it in a critique of CSR: “the
proper guardians of the public interest are governments, which are accountable to all

cet 22
citizens”.??°

Corporations react differently to their legal responsibilities. Schwartz and Carroll**®

have categorized these reactions into three major groups:

224 parker 207
223 McBarnet 26
226 Carroll, ‘Corporate Social Responsibility: A Three-Domain Approach’ 503
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The first category is “compliance”. Compliance reaction can be demonstrated in three
different ways. First, companies might comply passively to their legal responsibilities.
This means that the corporation is doing what it does naturally and accidentally that
action is in compliance with the law. Second, companies might comply restrictively
with their legal responsibilities. This implies that the corporation does the compliance
because it is required by the law; otherwise, it would not do it. Third, companies
might comply with their legal responsibilities in an opportunistic manner. They might
take advantage of loopholes in the law, leading them to comply with the text, not the
spirit, of the law. Corporations might also change their operating jurisdiction in order

to evade the law, for example incorporating in developing countries.

Schwartz and Carroll have categorized “avoidance of civil litigation” as the second
reaction that companies might have to their legal responsibilities. They have also
categorized “anticipation of the law” as the third way that companies might react to
their legal responsibilities. This means that legal systems are usually slow and

corporations have the time to effect the enactment procedure through lobbying.**’

Comparative legal analysis still has much to offer in understanding CSR. The laws
that governments pass to encourage CSR have significant influence in: first, the
standards established by laws and mandatory regulation, while not immediately
translated into action in any realistic portrait of global organizational practice, have a
particularly strong influence on establishing social expectations about responsible
corporate behaviour. Second, once the social expectation is created, a number of other

forces, including consumer demands, institutional investor demands, community

227 Ibid 503

81



demands and NGO demands press for the standards set out in the law. Third, the laws
and policies that governments enact send a strong signal about the importance of a
subject, possible future legislations and the individualistic versus collectivist nature of

the country’s underlying political and social philosophy.**®

2.7 Globalization and CSR

Globalization is defined as two processes: first, the process of intensification of cross-
border social relations between actors from very distant locations, and the process of
growing transnational interdependence of economic activities, with the State losing
most of its political and monetary power leading to economic integration and

22
convergence. ?

The advocates of globalism are convinced that an unlimited and borderless global
economy will lead to better common good. They argue that the primacy of market
imperatives over political regulation will leave everybody better off.>*® In other
words, the “invisible hand”**! of the market will direct private corporations to do less
harm and move towards the common good. They assume that corporations can be

considered as the solution to the global regulation gap and public wellbeing.>**

228 Cynthia A. Williams and Ruth V. Aguilera, ‘Corporate Social Responsibility in a Comparative
Perspective’ in Dirk Matten Andrew Crane AM, Jeremy Moon and Donald S. Siegel (ed), The Oxford
Handbook of Corporate Social Responsibility (OUP Oxford 2008) 454

22 Andreas George Scherer and Guido Palazzo, ‘Globalization and Corporate Social Responsibility”” in
Abagail McWilliams Andrew Crane, Dirk Matten, Jeremy Moon and Donald S. Siegel (eds) (ed), The
Oxford Handbook of Corporate Social Responsibility (OUP Oxford 2008) 415

20 Quch as: Irwin, 2002; Krauss, 1997; Norberg, 2003; in ibid 416

2! This term is used to describe the self-regulating nature of the marketplace. It is a metaphor first
coined by the economist Adam Smith in The Theory of Moral Sentiments. For Smith, the invisible hand
was created by the conjunction of the forces of self-interest, competition, and supply and demand,
which he noted as being capable of allocating resources in society. This is the founding justification for
the laissez-faire economic philosophy.
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Additionally, the power of multinational corporations is not just based on their
enormous expansion and the amount of resources they control. Their power is further
enhanced by their mobility and their capacity to shift resources to locations and legal
systems where they can generate more profits.”> This profit-making goal is a
constraint on their power as well; that is, less profit will lead to disinvestment and
might put the corporation at risk of takeovers. This kind of market pressure puts
socially responsible managers under pressure to seek for more profitable activities

instead of CSR in order to satisfy the investors. ***

At the same time, companies are scared that if they do not try to find solutions to
community problems the government may increase its role, leading to new
obligations and greater intervention in the labour market. Many companies prefer to
“be one step ahead of government legislation or intervention, to anticipate social
pressures themselves and hence be able to develop their own policies in response to

them” 235

Business engagement in social responsibility is either for financial reasons or political
ones. As for the economic reasons, there is an enormous literature (as discussed in
earlier sections) about the relationship between CSR and corporate financial
performance (CFP), but empirical studies”® have proven that there is a weak
relationship between the two. This weakness in economic argument draws attention to

the political reasons. It has been argued that CSR is a response to political pressure.

*3Andreas Georg Scherer and Guido Palazzo, ‘Toward a Political Conception of Corporate
Responsibility - Business and Society Seen from a Habermasian Perspective * 32 Academy of
Management Review 1096

2% Kaplan 434

23 yogel 308. In Ibid.

>3 Griffen and Mahon, 1997; Guerard, 1997; Waddock and Graves, 2000
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Engaging in political process “allow[s] business to not only deflect or dilute certain
pressures but also be in the driving seat to ensure that change took place on terms

. 2
favourable to business”. >’

This assumption brings up an important question about government since it is
generally presumed that the State is in charge of public wellbeing by setting out the
rules and preconditions for proper business behaviour in the capitalist societies’
market. But government performance is affected by the increasing reluctance or
unwillingness of States to impose regulations on global corporations since they fear
that such limitations will lead to disinvestment and make their economies less
competitive.”* Governments also informally use corporations’ help for implementing
public policies that, as it has been argued®’, will cause excessive dependence of
States on big corporations. Additionally, the World Trade Organization (WTO) has
prevented governments from restricting imports on the basis of environmental or
labour standards that are practices in the exporting country even if they were willing
to do so. More specifically, WTO rules generally restrict a country’s ability to require
product labelling that includes an explanation of how a product was produced outside

of its borders.>*

Moon presented two models for further exploration of the role of the State: first is the
view that argues CSR comes to the surface when there are no formal regulations or

public policies about that issue. This view holds that CSR, by definition, means going

27 Kaplan 436

2% Ronnie Lipschutz and James K. Rowe, Globalization, Governmentality and Global Politics
(Routledge 2005)
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beyond the law; therefore CSR and a government are mutually exclusive. The second

view posits that CSR is an interaction between market actors and a government.**'

A current discussion about the role of government in CSR is based on the assumption
that socially responsible corporations operate in a more or less properly working
political context with proper regulations. But, as has been shown before, with
globalization this assumption is not entirely true anymore and, due to the huge gap in
global regulations and framework and a reduction in State enforcement power,
business corporations have an additional political responsibility to contribute to the
development and proper working of global governance.”** Due to the multi-
nationality of corporations and the emergence of NGOs with political power, one
State or one set of regulations cannot cover the newly emerging issues. This situation

needs multilateral and beyond-national-border regulation and governance.

The problem of assuming a political responsibility for corporations in a liberal market
is the fact that they are not considered democratic but rather private non-political
actors, and if they enter politics it is due to strategic decisions to maximize profits;

therefore, they are not accountable before the public.

Another issue is that when corporations go global, they do not face homogenous
social values but rather different sets of social (sometimes contradictory) expectations

while, at the same time, getting fuzzy and losing their respective power.***

! Ibid 304
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While current theorizing in CSR 1is still dominated by an economic view of the

corporation and an instrumental view of CSR projects®**

, 1t has been argued that,
since political solutions have been decentralized in non-State actors, new forms of
political regulation beyond nations are needed to find a new economic rationality. The
challenge of CSR is, first, getting involved in the political process of setting global
standards and regulations for multinational corporations. A second challenge is

making corporations and governments believe that corporations are both economic

and political actors rather than purely economic actors.**’

2.8 Conclusion

In this chapter an attempt was made to show the importance of studying the political
bedrock while studying corporations in developing countries. Efforts were made to
show how politics affects corporate governance and vice-versa. In order to
demonstrate this, first “path dependence” theory, which, maintains that patterns of
history deeply influence current patterns of politics, was discussed. Then
“convergence theory” was discussed. This theory claims that corporate governance is
on a reform agenda all over the world, moving towards the Anglo-American model of
shareholding of maximizing shareholder value. The advocates of this theory pointed
out the success and prosperity of Common Law jurisdictions (which follow the
shareholder value model) as compared to the failure of other jurisdictions. They also
emphasized the failure of alternative models of running a corporation as justification

for their argument.

24 Jones, ‘Instrumental Stakeholder Theory: A Synthesis of Ethics and Economics’ 404
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The chapter continued by analysing the globalization of capitalism. It was argued that
capitalism is the bedrock of most of the advanced economies to which convergence is
happening towards their shareholding model. Further, the role of international
institutions in bringing about these changes was presented. Finally, the role of
corporate law was discussed, concluding that law can create or destroy anything so
law is not irrelevant but it is a second-order phenomenon; other institutions primarily
control managerial mistakes; they are business conditions, incentives,
professionalism, capital structure, product and managerial labour market
competition.”*® These institutions are the primary control, with the law just assisting

or impeding.

Different definitions of CSR were presented and attempts were made to show the
diversity and lack of consensus on this matter. The conclusion was drawn to the effect
that a good definition is the one that encompasses what is expected from corporations
in terms of CSR policies. They are expected to balance their desire to maximise

profits with respecting other stakeholders’ interests.

Different CSR theories were discussed. It was concluded that it is not easy to say
which theory is the best and a good normative theory needs to include a correct view
of human nature, business and society, and the relationship between business and

society.

The shareholder-value theory seems to still have strong conceptual bases. Friedman’s

profit-maximization theory and the agency theory seem to have lost a bit of their

2°Roe, Political Determinants of Corporate Governance: Political Context, Corporate Impact 163
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attraction due to the collapse of the market and a growing census on the need for more
socially responsible corporations, but they still remain the most significant criticism

of CSR initiatives.

Different studies that have been conducted to show the link between corporate social
performance and corporate financial performance were demonstrated. It was
concluded that, in line with Friedman’s “Strategic CSR” and meta-analytic evidences,
CSR might be considered as an important factor for better corporate financial

performance, but not as an essential, internal resource.

The role of law in CSR debates was then discussed. CSR has always been considered
to go beyond what is required by the law. Having said that, attempts were made to
answer the question of why law should be considered in CSR debates at all? The role

of legal science in the study of CSR was discussed.

Further, the role of globalization in CSR debates was demonstrated. “CSR as a rapidly
developing business strategy is a response to globalization and the extension of global
multinational enterprises across countries, with the implication that State control over
such enterprises is rarely fragmenting”.**’ It was argued that the primacy of market
imperatives over political regulation would result in a better-off society. The
“invisible hand” of the market will direct private corporations to do less harm and
move towards the common good. The role of States as compared to corporations in
regulating the market and the problems associated with assuming political

responsibility for corporations were discussed.

7 Aguilera 453
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Chapter 3: Legal Transplants

3.1 Introduction

Comparative law is an important branch of law, both as a tool of research and as a
tool of education, but considering comparative law as a tool of law reform gives rise
to concerns about the uses and misuses of foreign legal models in the process of law

making.

In this chapter, Key proposition 1.3 will be discussed. This proposition argues that the
act of borrowing is usually simple, while on the other hand, building up a theory of
borrowing is more complex. Additionally, Key proposition 1.2 will be examined. This
holds that the so-called “law-matters” thesis needs to be assessed by reference to what
has been referred to as “functional equivalents” to law in transitional economies such

as Iran.

This chapter will also discuss the first Key proposition. This key proposition
examines whether the process of transplanting into another legal system is likely to be
affected by local socio-economic-legal conditions, cultural values and institutional
arrangements. This chapter will also discuss Key proposition 3.3. This involves
determining whether the relationship between the legal rule to be transplanted and the
socio-political structure of the “origin” jurisdiction will determine the rejection or

acceptance of legal transplants.



Max Weber considered a calculable legal system as a precondition of legal
development in capitalist societies.*** Looking from an idealist point of view, in order
to ensure calculability of a legal system, laws should be fairly stable over time.”* A
stable legal system is a better platform for long-term planning. However, lawmakers
cannot foresee the future; therefore, there is a critical need for ample legal change in
the real world. Laws are written incomplete and once gaps in the laws become
apparent, lawmakers need to fill them either by writing new law or by reallocating
law-making and law enforcement powers to agents who are capable of responding

more flexibly to such changes.**’

The extent to which one legal system may develop its own principles and procedures
or adopt those of foreign (legal transplantation) jurisdictions has recently been the
subject of an abundant literature.”>' Legal transplants can range from the wholesale
adoption of entire systems of law to the copying of a single rule. “Foreign legal
systems may be considered first, with the object of preparing the international
unification of the law; second, with the object of giving adequate legal effect to a
social change shared by the foreign country with one’s own country; and third, with
the object of promoting at home a social change which foreign law is designed either

252
to express or to produce”.”

Scholars in different fields agree that over a period of 200 years, the development of

complex legal systems and the amelioration of “rule of law” have played a crucial

28 Max Weber, General Economic History (Dover Publications 2003)
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role in modernization and industrialization, and is the key determinant of economic
growth while the corporate form has been regarded as a very important factor in the

. . . 2
creation of viable market economies.*>>

The problem is that there is no systematic data available on what are the legal rules
related to corporate governance around the world, how well these rules are enforced
in different countries, and what effect these rules have. There is no systematic
knowledge of whether different countries actually do have substantially different rules
that might explain differences in their financing patterns. Comparative statistical
analysis of the legal foundation of corporate finance — and commerce more generally

. : 254
— remains unchartered territory.*

As Alan Watson, the most prominent contributor to the transplants literature, has
noted, while “the act of borrowing is usually simple... building up a theory of
borrowing on the other hand, seems to be an extremely complex matter.”*> For
example, there is little agreement among scholars on the feasibility of legal transplant
and the conditions for successful transplants, or even how to define ‘“success”.
Moreover, there is little analysis of how the rejection or acceptance of legal

transplants relates to economic development.*®

23 Katharina Pistor, ‘Evolution of Corporate Law and the Transplant Effect: Lessons from Six
Countries’ 92

% Florencio Lopez-de-Silanes Rafael La Porta, Andrei Shleifer and Robert W. Vishny, ‘Law and
Finance’ 106 Journal of Political Economy 1113 4

2% Alan Watson, ‘Aspects of Reception of Law’ 44 The American Journal of Comparative Law
335335

%% Hideki Kanda and Curtis J. Milhaupt, ‘Re-Examining Legal Transplants: The Director's Fiduciary
Duty in Japanese Corporate Law’ 51 The American Journal of Comparative Law 887
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Watson has famously argued that legal transplants were one of the most important

sources of legal development.*”’

Movement of laws from one legal system to another
have been both voluntary and involuntary. The European legal harmonisation project
and the adoption of corporate governance codes are examples of voluntary transplants
and the imposition of colonial laws is an example of involuntary transplants causing a
multiplicity of legal systems in which the colonial system existed alongside the

customary one. This imposition first served the needs of commerce and capitalism;

and second, “the rule of law” was seen as a start of the civilizing process.**®

Watson also controversially asserted that the autonomy of law means that it can be
freely transplanted from one legal system to another. Contemporary comparative law
scholars, however, take the view that law is culture-specific and cannot be transferred
from one society to another and have exactly the same effect. The transplanted law
will change as it interacts with local laws and conditions.””’ Otto Kahn-Freund
maintained that it cannot be assumed that all laws are transplantable. For Kahn-
Freund*®’, laws that are deeply embedded in a society will not be suitable for legal
transplants. It will be necessary to first determine the relationship between the legal
rule to be transplanted (whether mechanical or organic) and the socio-political
structure of the origin jurisdiction. It will also be necessary to compare the socio-
political environment of both the origin and the receiving jurisdiction. This two-
pronged process is necessary to determine the viability of the transplantation. Teubner

claimed that the most important question is how closely a particular area of law is

27 Alan Watson said that legal transplantation is ‘extremely common’ and forms ‘the most fertile
source of [legal] development’: Alan Watson, Legal Transplants: An Approach to Comparative Law
(2nd edn, The University of Georgia Press 1993) 95

8 Mohammad Rizal Salim, ‘Legal Transplantation and Local Knowledge: Corporate Governance in
Malaysia * 20 Australian Journal of Corporate Law 55 5

2 Watson, ‘Comparative Law and Legal Change’ 313

20 K ahn-Freund 14
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“coupled” to one or more ‘“‘social processes”. He says that received ideas act as an
“irritant”, resulting in distortion of the ideas behind the law that is being
transplanted.”®' However, even Alan Watson acknowledged that transplanted laws
will inevitably develop. He compared it to a human body: it will grow in its new body
according to him. The development of the law in the host country is a natural process
which should not be seen as a rejection.”®* “These laws, at least in the early stages of
transplantation, would not be as effective as laws which have been developed

locally”.2%

A series of studies by Katharina Pistor and others showed the deficiencies of
transplanted laws in their new legal environment. They concluded that legal
institutions in transplant countries were less developed compared with those in the
origin countries due to lack of complementarities, *** and transplant countries were
less innovative than the origin countries.”®® Pistor has further argued that law should
be developed by the society and made “part of the institutional fabric of society”.*®°
Legal institutions here mean the institutions that create, support and enforce laws. It
therefore covers a whole range of institutions — courts, legislative bodies, law-making
and drafting agencies, enforcement agencies, law schools and bar associations. This

does not mean that the legal transplants are impossible and will be rejected

immediately. It means that they need to take into account the specific cultural values

! Gunther Teubner, ‘Legal Irritants: Good Faith in British Law or How Unifying Law Ends Up in

New Differences > 61 Modern Law Review 11 11

*2\Watson, Legal Transplants: An Approach to Comparative Law 27

>3 Salim 6

264 Katharina Pistor, ‘Evolution of Corporate Law and the Transplant Effect: Lessons from Six
Countries’ Katharina Pistor, ‘Innovation in Corporate Law * 7

293 K atharina Pistor, ‘The Evolution of Corporate Law: A Cross-Country Comparison * 791

2% Katharina Pistor, ‘Evolution of Corporate Law and the Transplant Effect: Lessons from Six
Countries’ 90 & 93
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and needs of a particular society and evolve; therefore, they cannot function the same

way and produce the same results.

There are other criteria which affect the efficiency of corporate governance regulation
in developing countries including culture and value systems, the quality of legal
institutions, access to courts, and the amount of the State intervention in businesses.
These issues cannot be resolved merely by reforming the law-in-the-books or by
importing laws from other legal systems. Reforms should pay attention to elements of

uniqueness in the local setting. **’

Another problem with most transplanted laws is that they are usually to serve the
business interests of big corporations, despite being unsuitable for local conditions.
For example, in many developing countries the law which focuses on the agency
problem of director-shareholder conflict was not designed for the concentrated nature
of the companies in these countries; therefore, the focus on the regulation of directors
is unnecessary and only secondary to the controlling shareholder-minority shareholder
conflict. The State also plays a significantly different role in developing countries.
Not only is the State the majority or controlling shareholder of many of the largest
listed companies, it also has direct influence on the management of many companies.
To the extent that the State benefits as direct and indirect beneficiary of businesses, it
cannot be considered as merely an impartial intermediary seeking to benefit the whole
populace by implementing appropriate development strategies and ensuring free

competition and fair-play to all.*®®

267 galim 1
268 Ibid 11-12
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In this section attempts will be made to present the definition of legal transplants, its
development and its influence in the study of legal culture and legal systems, taking
into account the variation of transplantation process based on social, legal economic,
fiscal, financial and technical circumstances prevailing in each country’s “legal

culture” and legal system.”®

In order to do this, first the definition of legal transplants will be presented. Second,
attempts will be made to show how legal transplants are developed. Third, different
series of arguments will be presented to demonstrate the role of legal transplants.
Fourth, the costs of legal change and their effect on legal transplantation will be
discussed. Fifth, the influence of culture on legal transplants will be presented and

finally the development of legal transplants in developing countries will be discussed.

3.2 What Does ‘Legal Transplants’ Mean?

In Watson’s words, legal transplants mean “the moving of a rule or a system of law
from one country to another, of from one people to another.””’® He argues that it is

now the most fertile source of legal development since “most changes in most

systems are the result of borrowing”.””' He maintains that the object of legal

transplants is the “rules not just statutory rules; [but also], legal concepts and

structures that are borrowed, not the spirit of the legal system”.>’>

2%V alderrama 274

27 Watson, Legal Transplants: An Approach to Comparative Law 94

'Ibid 21

72 Alan Watson, ‘Legal Transplants and European Private Law’ 4.4 Electronic Journal of Comparative
Law <http://wwwejclorg/ejcl/44/44-2htm]>
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Pistor et al. defined a transplant country as “a country that imported its corporate law
— typically wholesale with a set of other formal laws — from another country or other

countries rather than developing it domestically.”*”?

3.3 How Are Legal Transplants Developed?

Perhaps Valderrama has put forward the best classification of ways through which

legal transplants take place.”’* He enumerated five drivers for legal transplantation:

Authority; a concept which he took from Alan Watson. Alan Watson stated:

“In the absence of legislation, which typically has been scarce for private law,
law making is left to subordinates — judges and jurists — who, however, are not
given power to make law. They must justify their opinion. It will not do to

say, “This is my decision because I like the result”. They must seek

authority”.”

Prestige and imposition; it has been argued that every legal culture has faith in itself
and tries to impose its legal culture on other countries if it has the power to do so. For
example, many civil developing countries have the desire to import the French system

because it is considered a good-quality work and prestigious.*’®

Chance and necessity

K atharina Pistor, ‘Evolution of Corporate Law and the Transplant Effect: Lessons from Six
Countries’ 90

7 yalderrama

275 Alan Watson, ‘Legal Culture v. Legal Tradition’ paper presented at the conference of Epistemology
and Methodology of Comparative Law in the Light of European Integration, Brussels 2

*"*Rodolfo Sacco, ‘Legal Formants: A Dynamic Approach to Comparative Law (Installment II of II)’
39 The American Journal of Comparative Law 343 398
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4. Expected efficacy of the law; this theory follows the research conducted by Daniel
Berkowitz, Katharina Pistor and Jean Francois Richard on cross-national legal

transplants.””” They concluded that:

“The way in which a formal legal order incubated in Europe was transplanted
into other countries was a far more important predictor of the effectiveness of
legal institutions than the association of that transplant with any particular

legal family ... . The quality of transplantation process counted far more than

the content of the transplant effect”.*”®

5. Political, economic and reputational incentives; it has been argued that in developing
countries the law cannot be considered the result of social rule-making. The mere fact
that these imported laws actually do not work in the system shows that another
interest other than that society’s specific interest has been followed. In these
countries, legal process is often determined by political relationships. Mattei argues
“the very notion of limiting powers by formal law is completely inconsistent with the

philosophy of rule-making in those countries”.>”

3.4 Why Do Legal Transplants Take Place? (The Role of

Legal Transplantation)

In recent years legal transplantations have become more frequent, possibly due to
greater domestic demand for regulating the market in another way as a result of
economic change and development. This process has been referred to as globalization

and has been usually considered the main reason for legal transplants. It increases

277 Katharina Pistor, ‘Evolution of Corporate Law and the Transplant Effect: Lessons from Six
Countries’

278K atharina Pistor Daniel Berkowitz, Jean-Francois Richard, ‘Economic Development, Legality, and
the Transplant Effect” 308 William Davidson Institute at the University of Michigan in its series
William Davidson Institute Working Papers Series 2 quoted in Valderrama 267

7 Ugo Mattei, ‘Three Patterns of Law: Taxonomy and Change in the World's Legal System’ 45 The
American Journal of Comparative Law 528
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competitive pressures due to the integration of financial markets and “(...) brings laws
and legal cultures into more direct, frequent, intimate, and often complicated and

2
stressed contact”.?%°

The role of legal transplantation was furthermore explained by Watson. He stated

that:

“As a practical subject Comparative law is a study of the legal borrowings or
transplants that can and should be made; ...an investigation into the legal
transplants that have occurred: how, when, why and from which systems have

they been made, the new circumstances in which they have succeeded and

failed and the impact on them of their new environment”.*®’

The main question here is: “Why do legal transplants seem to exist everywhere?”
First is the “practical utility motivation”, which means legal transplants are a cheap,
quick and potentially fruitful source of new law and may be the only feasible means
of law reform in some instances. Second is the “political motivation”, which often
follows colonization or military occupation. The idea is that the transnational and
cross-border spread of law and legal ideas is not, as it might appear, just for scientific,
technical and economic ideas that have value by themselves but may instead be
substantially dependent on the political factors that may have more power in
determining how law migrates than do factors that relate to the intrinsic or
instrumental value of the migrating law itself.”® Third is “symbolic motivation”,

meaning that “all law-making, apart from legislating, desperately needs authority” ***

*David J. Gerber, ‘Globalization and Legal Knowledge: Implications for Comparative Law’ 75
Tulane Law Review 949 950

281 William Ewald, ‘Comparative Jurisprudence (II): The Logic of Legal Transplants’ 43 The American
Journal of Comparative Law 489 309

*Frederick Schauer, ‘The Politics and Incentives of Legal Transplantation’ 44 Center for International
Development at Harvard University in its series CID Working Papers 2

8 Watson, ‘Aspects of Reception of Law’ 335 & 346
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and law borrowed from a prestigious foreign source often fills that gap of authority

284

among the legal profession.”" Fourth is “blind copying”, meaning some rules are

transplanted quickly and without adequate preparation in the home country.”*

Commentators are split between those who argue that legal transplants, as a
mechanism for legal change, are possible, and those who claim that legal transplants
are impossible. In fact, the whole debate is about the relationship between law and the
society in which it operates. At one extreme is the optimism of Alan Watson, who
views law as separated from political and social institutions. For Watson, “the
transplanting of legal rules [by which he means both individual rules and large parts
of a legal system] is socially easy.””*® At the other extreme are those who argue that
“rules cannot travel [because their meaning is culture-specific]. Accordingly, “legal

. . 2
transplants” are impossible.”*’

However, each of these extreme theories put forward several questionable
assumptions. Watson’s optimism fails to take into account that “what matters most is
the idea behind the law being transplanted, rather than the law itself”.*®® Another
questionable assumption by Watson is that he assumes “many legal rules make little
impact on individuals”.*®** At the same time, the view that legal transplants are
impossible is contradicted by a variety of empirical evidence. However, the argument

that the probability of survival of efficient transplanted legal rules in competition is

% Broadly defined to include lawyers, judges, and ministry of justice officials.

285 Milhaupt 889

8 Watson, Legal Transplants: An Approach to Comparative Law 95
27 Milhaupt 890

28Watson, ‘Comparative Law and Legal Change’ 890

*% Ibid 96
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higher might be partially true, but it fails to address the conditions under which in a

given country inefficient rules might continue their existence.

Between these two extremes, several more moderate positions are also present in the
literature. Otto Kahn-Freund argues that distinctive “environmental” conditions in
each country, particularly the political environment in the form of constitutional
structure and interest group coalitions, make successful transplants rare.””° “Anyone
contemplating the use of foreign legislation for law-making in his country must ask
himself: How far does this rule or institution owe its existence or its continued
existence to a distribution of power in the foreign country which we do not share?
How far would it be accepted and how far rejected by the organized groups®’' which,
in the political sense, are part of our constitution?**> And consequently the strongest
“organic” element in the law today is “its close link with the infinite variations of the

organisation of power in culturally, socially, economically very similar countries”.*”*

Ugo Mattei has taken an economic oriented analysis and suggested that legal
borrowing can best be explained as a movement towards efficient rules. That is,
competition in a “market for legal culture” determines which laws are transplanted
from foreign legal systems, arguing that the most efficient legal rules survive around

the world.***

20 Kahn-Freund 7: By politics, Kahn-Freund means constitutional structure of government as well as
interest group pressures.

1 By ‘organized groups’, he means not only groups representing economic interests: big business,
agriculture, trade unions, consumer organisations, but equally of organized cultural interests, religious,
charitable, etc. All these share in the political power, and the extent of their influence and the way it is
exercised varies from country to country.

2 Kahn-Freund 12

% 1bid 12

#%Ugo Mattei, ‘Efficiency and Equal Protection in The New European Contract Law: Mandatory,
Default and Enforcement Rules’ 14 International Review of Law and Economics 3 3
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Some have considered “fitness” between the transplant law and the host environment

crucial to the success of a transplant:

“’Fit’ might be thought of as having two components — micro and macro.
Micro-fit is how well the imported rule complements the pre-existing legal
infrastructure in the host country. Macro-fit is how well the imported rule
complements the pre-existing institutions of the political economy in the host
country. Central to analysis of both micro-fit and macro-fit is the availability
of substitutes. The fewer the available substitutes for the transplanted rule,
either within the legal system (in the form of other laws and legal procedures)
or outside the legal system (in the form of norms, informal State interventions,
or market constraints), the more likely it is that the transplanted legal rule or

institution will be adapted to local conditions and thus used by relevant actors

in the host country”. *°

Another important question in the discussion of the role of legal transplantation is:
“What are the conditions of successful legal transplants?” In order to answer this
question, one first needs to find out what baseline is being used to measure the
“success”, and this too is controversial.”>® It has been argued that “success” simply
means “use of the imported legal rule in the same way that it is used in the home
country, subject to adaptations to local conditions”.*®” Therefore, failure is the case
where the transplanted law is rejected, ignored by relevant actors or leads to

unintended consequences.

Motivation is also highly relevant to this analysis. Motivation must be considered
both from the law reformers initially responsible for the transplant, and the legal

actors”® with the potential to use and to implement it.

%% Milhaupt 891

% David Neklen, ‘Towards a Sociology of Legal Adaptation’ in David Neklen and Johannes Feest
(ed), Adapting Legal Cultures (Hart Publishing 2001) 37-39

27 Milhaupt 890

28 Courts, attorneys, government officials.
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3.4.1 Watson'’s Series of Studies

The legal historian Alan Watson provides rich historical evidence showing that legal
transplantation has been happening frequently throughout history. He maintains that
legal transplantation has been a huge success despite the socio-economic diversity in
societies. He further argues that convergence of socio-economic structures, functional
equivalence of legal institutions and the totality of society’s culture does not matter
for developing legal transplants. >*° In this way, he confronts functional comparative

analysts and the culturalists.

This argument is based on three assumptions. In the first assumption, Watson
emphasizes that comparative law should study the interrelation between different
legal systems instead of studying the foreign law.’” In line with Watson’s argument
and in order to explain it, Teubner’’' uses Montesquieu’s “esprit des lois”, stating that
in Montesquieu’s words laws are the expression of the spirit of nations, that they are
deeply embedded in and inseparable from their geographical peculiarities, their
customs and politics. Therefore, the transfer of culturally deeply embedded laws from
one nation to another was a “grand hazard’. But today, due to the process of
globalization the situation is different. The primary unit is no longer the nation and
national laws (following their economies) have been separated from their unique
regional comprehensive spirit. The growing globalization process has created one
worldwide network of economic culture and legal communication which places

national legal orders in second place as merely regional parts of this network.’**?

29 Watson, Legal Transplants: An Approach to Comparative Law 3
300 11,

Ibid1 21
3" Teubner, ‘Legal Irritants: Good Faith in British Law or How Unifying Law Ends Up in New
Differences * 15
392 Montesquieu's environmental criteria which determine ‘I'esprit des lois’ and permeate the whole
work are to some extent geographical, such as above all the climate, but also the fertility of the soil, the
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Teubner asserted that:

“... the transfer of legal institutions is no longer the matter of interrelation of
national societies where the transferred institution carries the whole burden of
the original national culture. Rather it is a direct contact between legal orders

within one global legal discourse. This explains the frequent and relatively

easy transfer of legal institutions from one legal order to the other”.***

In the second assumption, Watson identified legal transplants as the main source of

legal change, tracing it back to the need of authority for the new imitated law.***

In the third assumption, from all the above-mentioned and his rich historical research,
Watson concludes that legal change can be explained without reference to social
change, and in this way he confronts contextualists and culturalists who see law as
mirroring culture and society. “His findings resonate with sociological theories about

cultural evolution, which rejects a historical trajectory for the whole of society and

size and the geographical position of a country. Other factors are sociological and economic, such as
‘le genre de vie des peuple, laboureurs, chasseurs ou pasteurs,’ the wealth of the people, their ‘number’
(which must refer to the density of population), their trade. Still others are cultural: the religion of the
people and what he calls ‘leurs inclinations . . . leur moeurs ... leurs manieres.” But in this celebrated
catalogue of national characteristics we also find purely political elements: ‘la nature et . . . (le)
principe du gouvernement qui est e'tabli, ou qu'on veut etablir,” - as an example he mentions ‘le degre
de liberte que la constitution peut souffrir,” clearly an anticipated reference to the political
characteristics of the English constitution. And he concludes by emphasising the influence which the
various laws of a country have on each other, and the extent to which all laws are influenced by their
origin, the purpose of the law maker, ‘I'ordre des choses sur lesquelles elles sont etablies.” In a later,
programmatic and decisive passage of the work the catalogue appears in an abbreviated form, which
again shows ’l'esprit des lois‘ as a compound of physical, cultural and political ingredients: ‘le climat,
la religion, les lois, les maximes du gouvernement, les exemples des choses passees, les moeurs, les
manieres.” One sees that the political factor is here formulated in terms of principles rather than of
institutions. Kahn-Freund 7

33 Teubner, ‘Legal Irritants: Good Faith in British Law or How Unifying Law Ends Up in New
Differences ’ 16

***Ibid 16

395 Watson, Legal Transplants: An Approach to Comparative Law 95
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identifies instead separate evolutionary paths for different sectors of society, among

them law”.2%

Watson has a point here but he has failed to explain the counter-examples of

politically induced change of the law.>"’

Otto Kahn-Freund®®® suggested that we should differentiate between legal institutions
that are deeply integrated in culture and ones that are separated from culture and
society. Legal institutions can be separated into two categories: the organic ones

where transfers are very difficult and mechanistic ones where the transfer is easier.

Teubner contended that the term “legal transplant” is misleading and suggested the
term “legal irritants” would be a better fit. He argues: “legal transplant makes sense
insofar as it describes legal import/export in organismic, not in mechanistic, terms”.**
The problem with the term “transplant” is that it gives the wrong impression — that,
like a difficult surgical transplant, the transplanted organ will operate in the new body
in the same way as it was operating in the previous body. However, this is not the

case in transplanting the legal institutions. They cannot easily move and need careful

implantation and cultivation in the new environment.

3% Teubner, ‘Legal Irritants: Good Faith in British Law or How Unifying Law Ends Up in New
Differences ’ 16

397 For example, the political transformation of American public law in the Revolution analysed by
Ewald: William Ewald, ‘The American Revolution and the Evolution of Law’ 42 American Journal of
Comparative Law 1701 Ewald uses historical studies of legal changes in the American Revolution
which corroborate roughly Alan Watson’s findings in the field of private law but contradict them
directly in the field of public law. See also J.W.F. Allison, A Continental Distinction in the Common
Law: A Historical and Comparative Perspective on English Public Law (OUP Oxford; New Ed edition
2000), questioning Watson’s empirical evidence. Teubner, ‘Legal Irritants: Good Faith in British Law
or How Unifying Law Ends Up in New Differences * 17

398K ahn-Freund 12

399 Teubner, ‘Legal Irritants: Good Faith in British Law or How Unifying Law Ends Up in New
Differences * 12
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Some have argued that when the foreign law is transplanted it will either lead to
integration or repulsion. While Teubner argued that the transplanted institutions
“work as a fundamental irritation, which triggers a whole series of new and
unexpected events™'” he further stated that “legal irritants” cannot be domesticated,
they are not transformed from something alien into something familiar, not adapted to
a new cultural context; rather, they will unleash an evolutionary dynamic in which the
external rule’s meaning will be reconstructed and the internal context will undergo

fundamental change.”"!

3.4.2 LLSYV Series of Studies: (Legal Origins)

Countries that are less prone to be influenced by other countries’ legal systems are
called origins, whereas the remaining countries are called transplants,*'* but which

. .. . o e 1
countries are origins is a matter of empirical controversy.’'?

Although there is no unanimity among legal scholars on how to define legal families,

among the criteria often used for this purpose are the following:

(1) “Historical background and development of the legal system,
(2) Theories and hierarchies of sources of law,
(3) The working methodology of jurists within the legal systems,

(4) The characteristics of legal concepts employed by the system,

*bid 12

*bid 12

312 Daniel Berkowitz, and the references therein.

313 England, France and Germany are uncontroversial origins. There is some controversy concerning
Austria, Denmark, Finland, Norway, Sweden, Switzerland and the United States, and a very serious
dispute with respect to Portugal and Spain.
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(5) The legal institutions of the system, and

(6) The divisions of law employed within a system”.*'*

The debate about legal origins has been heated up by the article of La Porta, Lopez-
de-Silanes, Shleifer and Vishny (Henceforth LLSV.) in which they argued that the
differences in the nature and effectiveness of financial systems around the world can
be traced in part to the differences in investor protection against expropriation by
insiders, as reflected by legal rules and the quality of their enforcement.’’> They
showed that countries with poor investor protection’'® have more concentrated
ownership. They later tried to investigate if this unfriendliness towards investor
protection (particularly in the French civil law sub-family) leads to less external

finance and thus smaller capital markets.*"’

318 tried to establish a link between the

In order to answer this question, LLSV (1997)
legal environment and financial markets. Using a sample of 49 countries with the
focus on determinants of financial development, they showed that “countries with
poorer investor protection, measured by both the character of legal rules and the

quality of law enforcement, have smaller and narrower capital markets”.’"” These

results suggest that common law and French civil law operate in very different legal

34 Glendon, M. A. Gordon, M and Osakwe, C. 1992. ‘Comparative Legal Traditions in a Nutshell’, St.
Paul: West Publishing Company.

315 Rafael La Porta 7

318 For shareholders, some of the rules they examine cover: voting powers, ease of participation in
corporate voting, and legal protections against expropriation by management. For creditors, some of
these rules cover the respect for security of the loan, the ability to grab assets in case of a loan default,
and the inability of management to seek protection from creditors unilaterally. In effect, these rules
measure the ease with which investors can exercise their powers against management. They also
consider measures of the quality of enforcement of legal rules in different countries and of the quality
of their accounting systems. Florencio Lopez-de-Silane Rafael La Porta, Andrei Shleifer and Robert W.
Vishny, ‘Legal Determinants of External Finance’ 52 Journal of Finance 1131 6

3"Ibid and Rafael La Porta, ‘Law and Finance’ 7

318 Rafael La Porta, ‘Legal Determinants of External Finance’

¥ Ibid 11 31
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environments. They have argued that a highly protective legal environment that
secures the investors from expropriation by entrepreneurs raises their willingness to

invest and thus expand the scope of capital markets.**’

Theoretical accounts of why this might be true have been focused on two principal
mechanisms. Mahoney®*' and Glaeser & Shleifer’”* emphasize judicial independence
from the State and hence the capacity for courts to protect property and contract rights
from incursion by the State; these authors claim that a common law regime generates
greater judicial independence than does a civil code regime. Beck et al.>*® emphasize
the “adaptability” factor and assert that common law regimes especially those in
which judicial opinions are a source of law and judges can justify their results on
equity and not merely statutory grounds are better able to respond to changing

circumstances than are civil code regimes in which law is only found in statutes.

29 Their studies show two major findings: First, common law countries afford the best legal
protections to shareholders. They frequently (39%) allow shareholders to vote by mail, they never
block shares for shareholder meetings, they have the highest (94%) incidence of laws protecting
oppressed minorities, and they generally require relatively little share capital (9%) to call an
extraordinary shareholder meeting. The only dimension on which common law countries are not
especially protective is the preemptive right to new share issues (44%). Still, the common law countries
have the highest average anti-director rights score (4.00) of all legal families. Many of the differences
between common law and civil law countries are statistically significant.

Second, French civil law countries afford the worst legal protections to shareholders. Although they
look average on one-share-one-vote (29%) and cumulative voting (19%), and better than average on
preemptive rights (62%), they have the lowest (5%) incidence of allowing voting by mail, a low (57%,
though not as low as German civil law countries) incidence of not blocking shares for shareholder
meetings, a low (29%, though not as low as Nordic countries) incidence of laws protecting oppressed
minorities, and the highest (15%) percentage of share capital needed to call an extraordinary
shareholders’ meeting. The aggregate anti-director rights score is the lowest (2.33) for the French civil
law countries. The difference in this score between French civil law and common law is large and
statistically significant. Interestingly, France itself, except for allowing proxy voting by mail and
having a preemptive right to new share issues, does not have strong legal protections of shareholders.
In Rafael La Porta, ‘Law and Finance’ Table 2. 18

321 Mahoney 6

322 Edward L. Glaeser and Andrei Shleifer, ‘Legal Origins’ 117 The Quarterly Journal of Economics
11939

323 Thorsten Beck, Demirguc-Kunt, Asli and Levine, Ross, ‘Law and Finance: Why does Legal Origin
Matter’ 31 Journal of Comparative Economics 653 3 &28.
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Anderlini, Felli & Riboni*** make a similar claim for case-law-based systems, arguing
that ex post judging is better able to respond to local information than ex ante
legislating, although judicial responsiveness to ex post evidence may generate a time-
inconsistency problem that reduces the value of case law relative to statutory law.
Djankov et al.>*> also understood that stronger economic performance can be
attributed to the capacity of judges to exercise discretion; their measures of formalism
in the procedures for deciding simple disputes attempt to capture the extent to which
judges are required to look to established legal rules, whether in statute or case law,

and to follow externally imposed procedures to decide or justify decisions.**®

In order to further prove their argument, after having shown that law and its
enforcement varies across countries and legal families, La Porta and others
investigated how the countries with poor laws or their enforcement cope with the
problem of poor investor protection. They argue that these countries adopt substitute
mechanisms of corporate governance, which they call “bright line” rules. “Bright
line” rules are to legally introduce mandatory standards of retention and distribution
of capital. Out of all legal families, French civil law countries have mandatory
dividends and German civil law countries are the most likely to have legal reserve
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Levine traced the effect of legal origin on financial development through long-run
economic growth. He suggested that legal origin influences economic growth by

shaping national financial systems. ***

In a research conducted by Beck and others, they focused on the channels through
which legal origin influences finance. They used “broad cross-country regressions to
assess whether legal tradition shapes finance primarily by affecting the power of the
State relative to the judiciary or primarily by influencing the adaptability of the law to
evolving conditions”.’”” They have assessed two theories of why legal origins

influence financial development.

First, the “Political Channel” which stresses that (I) legal traditions differ in terms of
the priority they attach to the rights of private property owners vis-a-vis the rights of
the State and (II) this has consequences on protection of private contracting rights as
the basis of financial market development.*®® In other words, the political channel
argues that the civil law tradition tends to emphasize the development of institutions
that advance the State’s power rather than private property rights, which adversely
affected financial development.™' Similarly, LLSV state that: “(A) civil legal
tradition, then, can be taken as a proxy for an intent to build institutions to further the

95332

power of the State... A powerful State will tend to create policies and institutions

that divert the flow of society’s resources towards favoured ends and, even with a
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responsive civil regulation, it will have difficulty not interfering with the market.
Thus, according to the political channel, the common law’s emphasis on private
property rights and limiting the State’s power tends to support financial development
to a greater degree than the civil law.>*® In civil law nations and socialist nations, the
principal mechanism of resource allocation is central planning. In common law

nations and capitalist nations, this mechanism is the market.***

Securing private property rights by the State has two opposing effects. On the one
hand is controlling disorder, which means that investment must be secured, typically
by the government, from expropriation. On the other hand is controlling the abuses of
State intervention, implying that a government capable of protecting property against
private infringement can itself become the violator. As both the Marxist and the
public choice literature have identified long ago, politicians choose policies and

institutions to stay in power and to get rich.**’

The second theory about the effect of legal origin on financial development, is the
“Adaptability Channel”, which holds that (I) legal systems that adapt quickly to
minimize the gap between the financial needs of the economy and the legal system’s
ability to support those needs, will foster financial development more effectively than
would more rigid legal traditions, and (II) the major legal traditions differ in terms of
their ability to evolve in changing commercial conditions. Several scholars argue that
common law systems embrace case law and grant substantial discretion to judges,

inefficient laws are challenged in the courts and “... through the process of litigation
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and re-litigation inefficient rules will be replaced by efficient rules™>%; therefore, it

tends to be more responsive to changing economic conditions. These authors suggest
that “legal systems that (I) reject jurisprudence — the law created by judges in the
process of solving disputes — and (II) rely instead on changes in statutory law will

tend to evolve more inefficiently with negative implications for finance”.”*’

In sum, the political and adaptability channels are inter-related. They are both part of
law and finance theory and both predict that legal origin strongly influences financial
development; however, they focus on different mechanisms. “The political channel
focuses on the power of the State. In contrast, the adaptability channel focuses on the
process of law-making. Of course, legal origin may operate through both channels;

the political and adaptability channels are not mutually exclusive”.>*®

At the same time, there are differences between the political and the adaptability
channels. First, they provide conflicting predictions regarding French versus German
civil law countries. The political channel holds that French and German civil law
countries stand for more power for the State as opposed to private property rights,
leading to too much State intervention in the market and consequently less
development in their financial markets. In contrast, the adaptability channel states that
common law and German civil law based countries are more adaptable to changing
commercial conditions than the French civil law-based countries. Second, the political

channel stresses that the differences in countries’ financial development lie in the
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independence of the judiciary’s power. In contrast, the adaptability channel stresses

that these differences arise from the flexibility of the law.**’

According to Cheffins La Porta’s Law Matters thesis suffers from a major historical
oversight. He uses the example of the UK as the most similar system of corporate
governance to the US and argues that there is no need of a particular set of laws in
order to ensure the separation of ownership from control. Instead, alternative

. . . . . 4
institutional structures can induce the same conclusion.>*°

Cheffins argued that a fair and reliable judicial system would ensure that the minority
shareholders feel comfortable enough to invest. As it was the case in the UK, law did
not do a great deal to help the investors to feel more comfortable, it was the wholesale
regulatory reform resulting from activities of financial professionals and London

Stock Exchange.*"!

Additionally in order to ensure the directors observe the duty of
loyalty legal restrictions on managerial self-dealings would be required. Another

additional means to enhance the confidence of outside investors would be attributing

legal mechanisms to minority shareholders to protest against perceived oppression.>*

Cheffins further argues that strong corporate law might not be a necessary condition
for a corporate system dominated by widely held companies since investors draw

confidence from substitutes, such as stock market listing rules and quality control

** Ibid 15

3% Brian R. Cheffins, ‘Does Law Matter?: The Separation of Ownership and Control in the United
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carried out by financial intermediaries. Historical developments in the UK illustrate

the point.**

Another major weakness of LLSV studies is the fact that it is based on cross-sectional
data since there were not many comparative studies available at that time. A study by
Armour and Deakins criticizes the methodology used by LLSV. This study suggests
that many civil law countries showed a greater increase in shareholder protection
proving that the legal origin effect is declining over the time. This study also finds no

link between legal origin and stock market development.***

They further found that the vast majority of rules in the areas of company law are
statutory both in the common law systems and civil law systems. In a sample of 20
countries they did not find any link between shareholder protection and stock market
development. They also proved that civil law countries are quickly catching up with
common law countries in the issue of shareholder protection and the gap is becoming

smaller.*®

In the same fashion, Siems criticizes the research techniques used by LLSV. He argues

that LLSV failed to take into account two factors:

1. Particular rules are not identical in different countries and in a comparative study

one should not impose one’s conception on a foreign system. “Legal rules must

3%3 Cheffins, ‘Corporate Law and Ownership Structure: A Darwinian Link?” 15

3% John Armour, Deakin, Simon F., Sarkar, Prabirjit, Siems, Mathias M. and Singh, Ajit, ‘Shareholder
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University of Cambridge, CBR Working Paper; ECGI 11
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not be regarded in an isolated way, because the functioning of legal systems can
only be under- stood as a whole.”**
2. To identify functional substitutes; in other words identifying legal rules that has

similar effect.¥’

3.4.3 Pistor et al. Series of Studies

Another approach to assessing the quality of corporate laws is classifying them from
mandatory to enabling corporate law.**® Mandatory law means that private actors may
not be able to choose whether or not to work within the allocation of control rights
prescribed in statutory law. By contrast, an enabling law allows private actors to opt

out the statutory provisions and enables parties to reallocate control rights.

A mandatory legal system means that legislatures function as lawmakers while its
judges’ responsibility is just to implement these pre-made rules and have little law-
making function. By limiting the ability of private agents to experiment with new
legal forms and restricting a court’s ability to review them, a legal system adversely
affects statutory legal change, which serves to implement abrupt radical legal change
and consequently it limits the source of legal innovation. In contrast, a highly
enabling legal system gives private actors significant discretion regarding the control
rights and increases the amount of innovation on the side of private actors. Courts
need to keep up with this fast pace accordingly and failing to do so may result in
market failure since it fails to resolve the disputes among competing claims. Put

differently, “a highly enabling law provides a fertile ground for legal innovation.
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Unless a legal system proves capable of responding to the new challenges arising

from legal innovation, this strategy may be self-defeating”.**

Pistor and others propose that “the capacity of legal systems to innovate is more
important than the level of protection a legal system may afford to particular
stakeholders at any point in time”.>® The more innovative and adaptable a legal

system is, the more likely it is able to respond to a changing environment.

This innovative character of a legal system gives firms the possibility to explore new
opportunities while ensuring a minimum level of investor protection. However, this
minimum protection may be taken as a first indicator to assess the quality of legal
systems since such protections have proven to be soon outdated, especially in areas
such as corporate law and financial market regulation because socio-economic and

technological change is rapid and challenges the legal system continuously.””!

Pistor and others found that there are substantial differences in three aspects in the

capacity of legal systems to innovate:

The rate of statutory legal change, which is significantly higher in the origin countries
than the transplant countries, with the common law countries having the highest level
of statutory change compared with civil law countries. They also found that the
differences in legal change is actually greater with two countries with one system
(which would mean origin country and transplant country) than between the legal

families;

3 Ibid 11
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The flexibility of corporate law/enabling laws vs. mandatory laws; that is, the more
mandatory a legal system, the less legal innovation will take place and vice versa,

and;

The development of new enforcement mechanisms via developing new legal
institutions. This would mean that the more enabling is a corporate law, the greater is

the need for the institutional innovation. >>*

The question that comes to the surface here is why the transplantation of law has not
solved the problem of legal backwardness. The point that should be taken into
consideration is that “the strength of a legal system is not encapsulated in particular
legal provisions found in statutory law but in the extent to which it promotes
innovation and change without creating a control vacuum™.**®> The findings of Pistor
et al. suggest that legal transplants cannot function in the transplant countries in the
same way as they do in the origin countries. They argue that “Socio-economic
conditions, including overall economic development, the size of the corporate sector,
the ownership structure of firms, and the patterns of firm finance, differ from country
to country. Institutions that make the law work smoothly in one country, such as
courts and regulators, may be absent, weak, or corrupt in another”.>>* Socio-economic

change takes place within the constraints of existing formal and informal institutions

and thus is highly path-dependent.’> Therefore, even radical sudden legal change will
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not change pre-existing legal institutions overnight. This will take time and may not
even succeed fully since rent-seeking may get in the way. Those who enjoy rents in
the pre-existing legal system and not in the new one will use all their lobbying power
to either block the new rule-making or make it practically ineffective and ignored.
Typically, this type of change occurs in response to a crisis. Although crises are
important motors for legal reform, crisis-driven legal reforms can mean that

lawmakers overreact in a backlash fashion.>>®

Pistor el al. asserted that in the process of transplantation, the main difficulty would
be whether transplant countries reveal different patterns of legal evolution than origin
countries.”®’ It has been shown that legal families have only limited predictive power
with regard to the effectiveness of legal systems.*® Pistor et al. further suggest that
“the answer might lie in the propensity of different legal systems to innovate by
allowing sufficient room for experimentation, and responding to the need to close
loopholes that may open up in this process”.>>” Moreover, transplant countries need to
develop appropriate complementary institutions. Some transplant countries have
sought to make up for the gap of legal institutions by strengthening formal laws or by
allowing very little flexibility in their laws which will adversely affect the capacity for
innovation and retards the development of other complementary institutions, which

are necessary when a country moves from a rigid to a more flexible regime.”®

3¢ Mark J. Roe, ‘Backlash > 98 Columbia Law Review 217041
337 K atharina Pistor, ‘The Evolution of Corporate Law: A Cross-Country Comparison * 37
3% Katharina Pistor, ‘Evolution of Corporate Law and the Transplant Effect: Lessons from Six
Countries’ 97
zzz Katharina Pistor, ‘The Evolution of Corporate Law: A Cross-Country Comparison * 4
Ibid 7

117



However, different studies®®' have suggested that getting the “right” laws on the
books will boost financial market development. However, there are reasons to caution
against such simplistic conclusions. The results of these studies could not be
replicated in transition economies since massive legal change, especially in corporate
law, has had remarkably little impact on the development of financial markets.’*
Moreover, the law-on-the-books has not always been the cause for economic growth.
It has been argued that countries with strong shareholder protection (mainly common
law countries) have had better economic growth but there is no straightforward
evidence showing that these countries necessarily had better laws on the books when
they developed their corporate law. Indeed, they improved the law in response to
challenges posed by the growth of the corporate and financial sectors. In this
situation, key questions arise as to “why do some countries develop better laws over
time than do others? More generally, how does law evolve? Can we observe
systematic differences in the evolution of law between different legal families
(common law and civil law) on one hand and between countries that have their legal
systems transplanted from other countries and countries that develop their own

systems on the other?®

Pistor and others argue that:
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“The fact that the transplantation of similar if not identical laws within
decades after their enactment in the Western origin countries did not produce
similar results questions the importance of formal law on the books for
economic development. However, there may be more to effective law-making
than getting the rules on the books right. Without a demand for law, which

could be spurred by socio-economic development, the law will live a book-

life, but will be ignored in practice”.’**

Pistor et al.’®®

answered these questions by proposing that “the process of legal
change is crucial for the development of effective law”. By this proposition they
imply that the mere changing of the law on the books is not enough. “For law to be
effective, it must become part of the institutional fabric of a society, contributing to
the process of institutional innovation and change”. Law will be effective when it
changes as a response to “changing demands or socio-economic conditions, such as
changes in the size or ownership structure of firms or in the patterns of finance”. They
continue by arguing that “the success of a legal system is not determined by having

miraculously enacted good law at the outset but by developing the capacity to

continuously find solutions to new problems”.

It has been difficult to prove empirically that law and legal institutions have

366 Case studies on individual

contributed to economic growth and legal development.
countries or regions are numerous but, due to lack of reliable data, a broader empirical
research on the development of law and legal institutions is rare. In recent years, some
studies have been conducted showing that “perception data that measure effectiveness

of legal institutions — the absence of corruption, the rule-based exercise and transfer

of State power, the absence of expropriation and contract repudiation by the State, and
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the effectiveness of the judiciary — are positively correlated with the level of per

capita GDP.”*%

Berkowitz et al.**®® have argued that the successful adaption of transplanted law to
local conditions has a major impact on economic development. In origin countries the
process of change tends to happen continuously and gradually but this process in
transplant countries tends to stick for a long period of time and when it happens, it is
usually extreme, unstable and inconsistent. This pattern of legal change has been
referred to as the “transplant effect”, which implies that the imported rules have been
rejected in the host country®® and failed to become an integral part of the transplant
country’s socio-economic infrastructure; that is, effectiveness is not merely a function
of the characteristics of formal law, but is also a function of various potential
inefficiencies of implementation of the transplanted law which makes it “alien” in the

environment.’”’

Stagnation may actually show the irrelevance of the formal legal system, which might
be an indication of the effectiveness and efficiency of informal governance
mechanisms which render the formal law irrelevant, or there is little or no demand for
that particular set of rules therefore their governments might decide not to invest in
institutions necessary to implement the new legal change, or the economic conditions
of the transplant country are sufficiently different from the origin country, or the State
may direct economic activities through administrative rules and regulations, leaving

too little room for private actors to make differences in the market. Whatever the
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reasons, legal stagnation signals rejection or only partial reception of legal

transplants.®”’

At the same time, some countries for several reasons may be
“transplant resistant”, meaning that the legal culture is strong in a particular area of

law and it is parochial, leading to a monopoly-like situation in which legal

. . 2
alternatives are ignored.”’

Transplant countries try to solve the problems that occur due to sequences of abrupt
legal change by following other countries’ legal development and importing foreign
law, which has proven to be a repeated failure. Differences in legal systems produce
different legal institutions over time. Substantial sudden legal change by importing
new laws impairs the effectiveness of these legal institutions leading to rejection of
the imported rules.’” In other words, countries that adopt foreign law are frequently

unprepared for it or for the changes it brings.

Implicit in this argument is that “the causality runs from the legal family to good law

: 4
to good economic outcomes”.”’

If this proposition were true, policy advice would be straightforward. But
unfortunately this proposition has proven to be wrong in different development
projects. “In transition economies the level of shareholder or creditor rights protection

on the books does not have a statistically significant impact on the development of
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stock or credit markets”.>”> On the contrary, the effectiveness of legal institutions and
the process of law-making have been empirically proven much better predictors of
financial market development than the content of legal rules. Even in transitional
economies the effectiveness of legal institutions has proven to be a strong predictor of

financial market development.

Berkowitz and others’’® show that legal families have little impact on the
effectiveness of legal institutions. In contrast, there are significant differences
between origin and transplant countries. Today origin countries have more effective
legal institutions than do transplant countries that imported their laws. “Among legal
transplant countries, the countries that adapted law in the process of importing it, as
well as countries that had a population in place that was already familiar with the
basic principles of the law being imported, have more effective legal institutions
today than do countries that did not, even after controlling for GDP”.>”” They suggest
that legal families have only limited predictive power with regard to the effectiveness
of legal institutions and those differences between origin countries and transplant

countries account for differences in legal effectiveness.

As the size of transactions, and consequently markets, grow the informal governance
mechanisms become less effective.’’® That is, if formal rules are not in place to
govern the market, informal mechanisms surface, which in order to be effective

reduce the size of the transactions and consequently of markets. Applying this
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proposition to corporations would mean that the more formal the law in place to
increase shareholder and stakeholder protection, the more prosperous the economy

will become.

3.5 Costs of Legal Change

Each legal change requires an adjustment in corporate statutes or business strategies

therefore it imposes a cost.

The costs of adjusting to new laws include:

“(I) Direct cost from acquiring information, importing (e.g., drafting a new
law) and learning foreign legal rules and practices; (1) rent-seeking costs from
those who plausibly lose from changing legal rules and are willing to waste
resources to avoid those changes; (III) indirect costs due to the potential loss

of legal coherence and potential contradictions within the emergent law given

that some areas of the law will be more changed than others™.>”

Recently, Garoupa and Ogus* pointed out that free-riding might be the cause of the
lack of full adjustment by legal systems. If one country transplants, it alone bears all
the costs whereas other countries gain from reduced legal deformity. Thus, each
country prefers to harmonize by exporting their own legal rules, rather than the

importing of others’ legal rules.*®’

These costs are one of the reasons that countries delay or avoid a process of legal

harmonization that could reduce barriers to international trade. In the present
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globalized market, countries face conflicting incentives. Although it is widely
recognized that there is an increasing need to homogenise commercial laws for a
uniform regulation of transnational trading flows, there are also substantial switching

and adaptation costs that may induce countries to preserve their local laws.***

According to Legrand, social and political adaptation costs may be so high to make
harmonization and unification impossible: legal traditions may be so distant from

each other that society would simply resist the proposed legal change.*™

The impact of transition costs on the process of legal change has been the subject of a
lengthy literature. These costs should be taken into account in any rational decision-
making on the form and structure of proposed changes in law because of their
potentially significant impact. The costs might be so high that it brings into question
the adoption of otherwise superior alternatives and the entire reform project. At the
same time, proper analysis of transition costs make lawmakers aware of the effects of
undisciplined changes and help them with the drafting and implementation techniques

that can mitigate these costs to bring about stability for the market.***

However, some degree of legal certainty is argued to be essential for a capitalist
system to function properly. Clear and stable legal norms bring benefits to legal actors
in a variety of ways: First, they promote efficient decision-making by affecting firms
and individuals in the arrangement of their affairs. Second, they also can lead to a

decrease in the costs associated with obtaining professional advice for transactions.

3%2 Michael P. Van Alstine, ‘The Costs of Legal Change’ 49 UCLA law review 789 795
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Third, familiarity with an established body of law among legal actors themselves may

lead to a reduction of transaction costs through strengthened bonds of interim trust.*®

3.6 The Effects of Legal Tradition and Legal Culture

Lawmakers, especially in small jurisdictions, are aware of a country’s need of
investment by multinational corporations and domestic industries, which usually
threaten to migrate and operate under another jurisdiction (assuming that there are no
barriers to the freedom of establishment and movement of capital) if the national legal
system imposes higher costs on them than those incurred by their competitors
operating in different jurisdictions. This pressure, which is the consequence of
competition between different legal suppliers (and it is argued that the chief engine

for change is competition between national legal orders®*®

), can heavily influence
politicians and subsequently motivate lawmakers; however, competition might not
always prevail if having more competitive laws endanger key players’ potential
benefits. One of the most common ways of opposing a legal change process is to

argue that they are against the domestic “legal culture”.*®’

Comparative lawyers have become increasingly obsessed with notions of “legal
culture”. By this, they mean “those historically conditioned, deeply rooted attitudes
about the nature of law and about the proper structure and operation of a legal system

that are at large in the society”.’®® Consequently, it has been argued that
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harmonization between fundamentally different legal cultures is inherently

impossible; therefore, “transplants” will be rejected.’®”

Undeniably, mutual adaption between different cultures will not be easy but, in Ogus’
words, the “culturalists” exaggerate the problem and fail to take into account the
economic forces behind the phenomenon they are describing. He argues: “the
acknowledged characteristics of “legal culture”, a combination of language,
conceptual structure and procedures, constitute a network which, because of the
commonality of usage, reduces the costs of interactive behaviour. Further, if exploited
by a dominant group with monopoly power, these phenomena can give rise to rents

for the suppliers and inefficient outcomes”.**’

But one might rightly question: what is “legal culture”?

“Legal culture refers to those elements in law that go beyond the mere content of
statutory or case law. It includes the historical background of a legal system, the
emergence of sources of law, the systematization of the law, the style of argument and
codification, legal education, and the ranking of law in a country’s social order.”
Siems emphasizes that one should not underestimate the importance of these factors
since it is because of them that legal transplants are claimed not to be feasible “in the

sense that even formally identical rules, being interpreted and applied differently in
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different legal systems, do not survive the journey from one legal system to another
unchanged”.*”!

Post-modernists adopt a definition derived from systems theory, stating: “the
framework of intangibles within which an interpretative community operates, which
has normative force for this community... and which, over the longue duree,
determines the identity of a community as community”.*°* In practical terms, this is a
set of linguistic, conceptual and procedural phenomena which serves to distinguish

the legal community from other “communities”; which becomes the principal means

of communication of legal principles and decisions in a particular jurisdiction.

An economic interpretation of “legal culture” leads us to the notion of “network”.**?
Networks reduce transaction costs between market actors. The more actors accept
them, the more valuable they become, which might cause monopolization by the
actors within that network and lead to rent-seeking. A driving force behind the
network characteristic of legal culture is that there are significant scales of economic
benefits for those using a specific network. The added value that the network actors

draw is from the fact that large numbers of other agents also use that network.

“Nevertheless, in general, economists are not convinced that the existence of
networks will restrict or retard innovation, at least where there are competing

suppliers to the network, or others ready to create alternative networks. Those

391 Mathias M. Siems, ‘Legal Origins: Reconciling Law & Finance and Comparative Law’ 52 McGill
Law Journal 55

392 Legrand, Fragments on Law-as-Culture 27

393 Ogus, ‘The Economic Basis of Legal Culture: Networks and Monopolization® 423
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developing new technologies will know that buyers will be ready to abandon one

system, if they will benefit substantially from a new system”.***

Blankenburg argues that “legal culture” can be explained in the following terms:

“A complex interrelationship on four levels:

The level of values, beliefs and attitudes towards law
Patterns of behaviour

Institutional features

The body of substantive as well as procedural law”.**®

3.7 Legal Transplants in Developing Countries

Designing the right legal system is a fundamental challenge when attempting to
promote economic growth in a developing country. “Law will not solve all the ills of
the developing world — it will not provide food for the hungry or electricity for those
without power — it will, however, allow developing countries to have a legal
infrastructure to assist their development in order to attain these very important social

rights”.*°

Law-making is thought of as one of the main features of national sovereignty. If this
belief prevails, nations, especially transforming transitional economy nations, may

believe that indigenous law-making is an important feature of a successful

** Ibid 424

3% Valderrama 274

3% Jeremy J. Kingsley, ‘Legal Transplantation: is this What the Doctor Ordered and are the Blood
Types Compatible? The Application of Interdisciplinary Research to Law Reform in the Developing
World- A Case Study of Corporate Governance in Indonesia’ 21 Arizona Journal of International &
Comparative Law 493 498
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transformation, and consequently may choose to reject other nations’ influence, even
under circumstances in which this influence is perceived to be valuable to the
economic development, in favour of “doing it themselves”, even if that means doing it
less well.*” “The image of law as specially related to sovereignty, to national self-
expression and self-determination, to national reputation, and to national self-esteem
will produce pressures towards indigenous law-making that are greater than the
pressures towards indigenous institution-creation in non-law domains”.**® Law
reforms imposed upon developing nations have traditionally failed to meet the
indigenous commercial and social needs because the reforms have focused on the
needs of the colonizer or international community, rather than on facilitating the
development of domestic communities, commerce and markets.””” Legal borrowing is
easier in the case of commercial and economic development than in the case of

constitutional law that has a lot to do with the core values of that nation.

A very preliminary issue with moving towards a unified legal system for international
business has always been with the definition of corporate governance: What is
corporate governance? There is no consensus on the definition of corporate
governance. This means that it is complicated to implement reforms in this area
because there is no consensus as to what has to be done. Unfortunately, it is usually
the case that the reform requests in relation to corporate governance are ambiguous
due to the lack of clear legal structure and clear definition. There is a fundamental

problem without any real solution being offered.*"

37Schauer 3

3% Ibid 6
Kingsley 498
490 1bid 502-503
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Another important question here is whether there is going to be a “global convergence
that eliminates systemic difference” or “the emergence of a hybrid best practice
system” or whether both of these alternatives are inappropriate. William Bratton and
Joseph McCahery in their influential work on comparative corporate governance
assert that each national corporate governance system is a significant system in

itself. !

Each legal system is not a “loose collection of separable components™ but
rather all the components are related and complete one another.*”” No empirical
research demonstrates a clear necessity or requirement for convergence of corporate
governance laws.*”® Therefore, there is a place for developing individual national
models of corporate governance and no need for developing nations to simply cut and

paste Western laws into their law books.*"*

On the contrary, some have argued that legal harmonization and transplantation can

help increase trade flows. They argue that:

“A unified legal system avoids the conflict of laws problems and the often
difficult application of private international law and foreign substantive law.

This reduces the legal uncertainty associated with international business,

generating greater legal predictability and security”.*>

However, the assumption that legal harmonization will lead to legal institution
improvement has been questioned by several authors. It has been argued that these

attempts tend to ignore the main elements of successful economic development,

1 William W. Bratton and Joseph A. McCahery, ‘Comparative Corporate Governance and the Theory
of the Firm: The Case Against Global Cross Reference > 38 Columbia Journal of Transnational Law
213,219

2 1bid 219

% Ibid 222

%% Kingsley 499

493 parisi 3, Ribstein and Kobayashi list the benefits due to harmonization and transplantation. In Larry
E. Ribstein and Bruce H. Kobayashi, ‘An Economic Analysis of Uniform State Laws’ 25 The Journal
of Legal Studies 131
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which are the constant change, innovation and adaptation of institutions and
organizations in a competitive environment. Instead of improving domestic legal
systems, standardization or harmonization may actually undermine the development
of effective legal systems. Pistor has argued that “for developing effective legal
systems, the contents of the supplied laws is of only secondary importance to the
process of law development and the compatibility of the new laws with pre-existing

conditions, including existing legislation and legal institutions™.**®

There are two reasons that account for the importance of compatibility. These two
reasons are embedded in features of legal systems: (I) the interdependence of legal
rules and concepts that comprise a legal system, meaning that legal rules cannot be
fully understood and enforced without reference to other legal terms and concepts.
This means that without developing necessary complementarities for implementing
the new rules, they might actually distort the domestic legal system. (II) Law is a
cognitive institution meaning that for it to be effective and actually change behaviour,
the application and enforcement of rules must be fully understood and embraced not
only by law enforcers, but also is determined by the perception of those using the

407
law.

As it has been suggested by Pistor and other authors, since the financial law standards

tend to be general in nature, rather than harmonizing highly specified rules, the

*%katharina Pistor, ‘The Standardization Of Law And Its Effect On Developing Economies’ number 4
Paper provided by United Nations Conference on Trade and Development in its series G-24 Discussion
Papers Abstract

“71bid
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standards should aim only at establishing the principles for such rules and leave

lawmakers free to modify them where appropriate.**®

As for the design of reform packages, two camps have emerged in the debate: on the
one hand, there are proponents of the “big bang” approach, who argue for a quick and
all-at-once introduction of all reforms. On the other hand, there are those who stand
for a “gradualist” approach and emphasize step-by-step sequencing of reforms. The
advocates of the big-bang approach and political arguments often base their case on
the assumption that reform packages complete one another and should be introduced
simultaneously and comprehensively; thus, introducing partial reforms would

eliminate their positive effects and disorganize the economy.*”’

On the other hand, the proponents of gradualist reform have argued that (I) gradualist
reform packages have generally higher ex ante feasibility and may be easier to get
started, and (II) sequencing of reforms may create constituencies for further reforms

. . 1 eqe 41
and increase ex post irreversibility of enacted reforms.*'

The constant concern of gradualist reformers is the cost of reversal in case of
rejection. From an ex post point of view, since a big-bang strategy involves high
reversal costs, it reduces the reversibility of enacted reforms. From the ex ante point
of view, however, high reversal costs in the case of aggregate rejection may make a

big-bang approach politically unfeasible. Gradualism gives an additional option of

%% Ibid 3

49 Kevin M Murphy, Shleifer, Andrei and Vishny, Robert W, ‘The Transition to a Market Economy:
Pitfalls of Partial Reform’ 107 Quarterly Journal of Economics 889 905

19 Mathias and Roland Dewatripont, Gerard, ‘The Design of Reform Packages under Uncertainty’ 85
American Economic Review 1207 1208
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early reversal at a lower cost. This quite general advantage of gradualism may explain

why politicians so often take a gradual approach to large-scale reforms.*"

Developed and developing countries, presuming lawmakers’ key responsibility is to
control the activities of members of the society, vary in the amount of activities that
will be regulated by the law. As Glaeser and Shleifer put it: “a key goal in the design
of a legal system is to control law enforcers”.*'? Starting from this premise, it is
arguably reasonable to conclude that simple, bright-line rules are optimal for
developing countries*" since these kinds of laws facilitate the monitoring and control
of incompetent and corruptible judges and politicians, who are more likely to be

found in developing countries than in developed countries.*'*

But, as it has also been argued before, developing countries should be wary of
adopting legal transplants. Scholars who have written about the economic
implications of legal transplants have demonstrated varying degrees of enthusiasm for
the practice. For example, Berkowitz, Pistor and Richard claim to show that countries
that have transplanted laws without adaptation and applied them to a population that
was not already familiar with the laws tend to have relatively ineffective legal
institutions.”’> Closer to the other end of the intellectual spectrum on this issue is
Richard Posner, who “while emphasizing the importance of adopting transplanted

laws to local culture, endorses transplantation as a means of creating a legal code in

“'Ibid 1209

“’Shleifer25

13 Richard A Posner, ‘Creating a Legal Framework for Economic Development’ 13 World Bank
Research Observer 1

1 The claim that bright-line rules facilitate monitoring is widely accepted. See, for example, Mele267;
Wo0d559 and Shleifer in Friedman 1-2

15 Daniel Berkowitz 4
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circumstances where merely local laws and customs are unsuitable or where

legislative drafting skills are scarce”.*'®

A pluralistic and localized approach to law reform is something that the international
community needs to consider for developing countries. The problem has always been
how to translate the “living law” to an intellectual and practical framework. In order
to achieve this, Kingsley has proposed three steps: the first step is the acceptance of a
conceptual framework: legal culture. The second step is the establishment of core
parameters, in which the current laws and possible deficiencies arising out of these

laws are reviewed. The third step is the application of interdisciplinary research. *'”

It has been argued that legal harmonization programmes will lead to economic
development. Development programmes are supposed to incorporate proposed legal
reforms into domestic legal systems in order to improve the existing legal framework
and to accelerate the process of legal convergence. They are supposed to result in
economic development with the double benefit of reducing transaction costs for
transnational investors and increasing the quality of legal institutions in countries

. . . 41
whose institutions are less developed. *'®

While there are also some empirical evidences showing that securities markets are
important determinants of economic growth,*"” comparative data also suggest that
countries need to reach a certain threshold in their income levels to develop securities

markets. “Securities regulations have also remained underdeveloped. While some

“®posner: In Friedman 27

“"Kingsley 496

1% pistor1

% Siegel and Levine, ‘The Legal Environment, Banks, and Long-Run Economic Growth’
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countries experimented with establishing a legal regime prior to the advent of market
development, others have lagged behind even as markets developed more rapidly.
Several countries ensured direct State control over the markets by vesting a ministry
or other executive agency with the right to regulate markets rather than establishing
an independent regulator”.*** Moreover, these countries do not tend to liberalize their
laws. Indeed, in many countries the body in charge of securities market regulation is
not an independent agency, but rather under the direct control of the Ministry of
Finance, or an equivalent governmental organization. That is, “rather than using
securities regulation as a complementary control device for shareholders and

investors, it was frequently used as an instrument of direct State control”.**!

“The development of effective domestic institutions is crucial for the governance of
global markets, because without a supranational enforcement system, law
enforcement is dependent on local institutions”.*** Most of the proposed reforms
depend on the existence of a developed and well-functioning legal infrastructure. That
1s, nations need to have a well-functioning legal foundation in order for the reforms to

operate properly within the legal system, which will increase income level and

development of the securities market and lead to economic growth.***

In recent years a prominent strategy for economic development has been
strengthening the rights of shareholders. Two arguments account for this. First, as

studies have confirmed, a relationship exists between a developed securities market

#20K atharina Pistor, ‘The Evolution of Corporate Law: A Cross-Country Comparison * 53
! Ibid 53

22 pistor 2

2 Ibid 2
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and economic growth.*** Put in a nutshell, corporations grow and prosper if financial
capital is available. The second link in the analysis is that investors will be more
willing to invest if they are adequately protected from expropriation. Accordingly, for
developing countries, the basic policy argument has been to adopt reforms that protect

shareholders.*?

But the important question here is what particular reforms and what type of corporate
governance system is required in a developing country and is more likely to foster

securities markets?

To start, one can usefully ask whether a market-oriented approach to corporate
governance is feasible for developing countries looking to develop equity markets.
For many authors, the answer to this question has been negative since the market-
oriented approach assumes the existence of markets with non-legal market institutions
infrastructure to protect shareholders instead of formal laws. The existence of non-
legal complementarities represents little need for strong laws. However, developing
countries do not yet have the mature market institutions that make a market-based
model of governance with weak legal safeguards for protecting shareholders possible.

Indeed, the whole endeavour is to create markets.**

In order to answer this question, Paredes has suggested “instead of an enabling

corporate law, a much more mandatory corporate law regime for developing countries

that basically fills the void left by the lack of market institutions in these countries”.**’

424 See generally: Levitt Salazar and Ann K. Buchholtz

425 Deakin40 1
426 Kiarie 1911-1913
427 Deakin 407
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3.8 Conclusion

Differences in different legal systems do not imply inefficiencies.*® Different legal
systems may develop different solutions to the same problem that is consistent with
their legal tradition, which may be as efficient as the agreed legal theory by the

competitive market. It is not a rule of “one size fits all”.

In this paper, the definition of legal transplants was presented and attempts were made
to show its development and its influence in the study of legal culture and legal
systems, taking into account the variations of a transplantation process based on
social, legal, economic, fiscal, financial and technical circumstances prevailing in
each country’s “legal culture” and legal system. Different series of arguments
including Watson’s argument, LLSV’s argument and Pistor et al.’s arguments and the
arguments for and against their points of view were presented to demonstrate the role
of legal transplants. Additionally, the effect of costs that a legal system incurs through
the legal transplantation process was discussed. Furthermore, the development of
legal transplants in developing countries was discussed. It was suggested that legal
transplantation is not an easy and short-term solution for developing countries in
order to fill in the gap of less developed legal systems. “For law to play a role in
economic activities and long-term economic development, it must be incorporated,
meaning that it must develop solutions to problems that exist in the home

T 42
jurisdiction”.*”’

28 Mattei, “Efficiency and Equal Protection in The New European Contract Law: Mandatory, Default
and Enforcement Rules’ 6

429 Katharina Pistor, ‘Evolution of Corporate Law and the Transplant Effect: Lessons from Six
Countries’ 109
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As noted by Levine, financial systems exist to mitigate information and transaction
costs in order to improve the allocation of capital within the market. Different types
and combinations of information, enforcement and transaction costs in conjunction
with different legal, regulatory and tax systems have motivated different financial

. . . . 4
contracts, markets and intermediaries across countries and throughout history.*°

The suggestion was made that in order to conduct a more comprehensive research

project on legal transplants, three factors should be taken into consideration:

The effect of “legal culture”

The fact that some countries mix legal origins and import law from different countries
e.g. Japan’s legal system is transplanted from France but the new Corporate Law is
taken from the US model.

The process of transplantation plays a more important role in its success than the rules

that are being transplanted.*

0 Deetz 178.
1 yalderrama 263
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Chapter 4: Corporate Social Responsibility in Developing

Countries

4.1 Introduction

In this chapter Key proposition 3.3 will be further discussed. Attempts will be made
to see whether transitional economies, such as Iran, present a major obstacle to the
adoption of a dispersed ownership model of the corporation. Additionally, Key
proposition 1.2 will be further examined. This holds that the so-called “law-matters”
thesis needs to be assessed by reference to what has been called “functional

equivalents” to law in transitional economies such as Iran.

In order to do this, first, globalization and its effect on the developing country will be
discussed. In the first section, the different nature of CSR policies in developing
countries will be demonstrated and an attempt will be made to define a conceptual
framework for studying comparative CSR. Second, the Anglo-American nature of
reforms and the two contributing factors to development of this model of corporate
governance including the failure of Import Substitution Industrialization (ISI) and the
influence of international financial bodies will be discussed. Third, three main social
reporting theories:** — legitimacy theory, stakeholder theory and institutional theory —
will be presented. In stakeholder theory, team-production theory as a credible
challenge to the principle-agent model of corporate law and the arguments for and
against it will be discussed. Fourth, social development as a result of economic
development or vice versa will be discussed while drawing attention to cultural

dimensions influencing the society’s CSR agenda. Fifth, attempts will be made to see

432
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if corporations have the responsibility to promote development. In this section the

“private government” assumption of corporations will be discussed.

The normative analysis of corporate governance®™ falls into two categories: first, the
analysis of corporate governance responsibilities within the context of a given system
or model of corporate governance; and second, the comparative evaluation of
different models of corporate governance. Analysing CSR (Corporate Social
Responsibility)*** policies in developing countries perhaps covers a little bit of both
categories. While one needs to analyse the contingencies of corporate governance in a
given country, comparisons should be made with more successful implementation in

other countries.

. . . . 4
The corporate governance reforms in emerging markets/developing countries*” are

said to be important for several reasons: first, reforms legitimize the liberalization

33 Corporate governance is the set of processes, customs, policies, laws and institutions affecting the
way a corporation (or company) is directed, administered or controlled. Corporate governance also
includes the relationships among the many stakeholders involved and the goals for which the
corporation is governed. The principal stakeholders are the shareholders, the board of directors,
employees, customers, creditors, suppliers, and the community at large.

#4 «CSR” is a term that defies precise definition. But nearly everyone can agree that it is about the
business contribution to sustainable development — how business can take into account the economic,
social and environmental impact that their operations will have on society.

It is a form of corporate self-regulation integrated into a business model. Ideally, CSR policy would
function as a built-in, self-regulating mechanism whereby business would monitor and ensure its
support to law, ethical standards and international norms. Consequently, business would embrace
responsibility for the impact of its activities on the environment, consumers, employees, communities,
stakeholders and all other members of the public sphere. Furthermore, CSR-focused businesses would
proactively promote the public interest by encouraging community growth and development, and
voluntarily eliminating practices that harm the public sphere, regardless of legality. Essentially, CSR is
the deliberate inclusion of public interest into corporate decision-making, and the honouring of a triple
bottom line: people, planet, profit.

5 The term “emerging market/economies” was originally coined by IFC (International Finance
Corporation) to describe a fairly narrow list of middle-to-higher income economies among the
developing countries, with stock markets in which foreigners could buy securities. The term’s meaning
has since been expanded to include more or less all developing countries. The World Bank (2002) says
that developing countries are those with a Gross National Income (GNI) per capita of $9,265 or less.
The World Bank also classifies economies as low-income (GNI $755 or less), middle-income (GNI
$756-9,265) and high-income (GNI $9,266 or more). Low-income and middle-income economies are
sometimes referred to as developing countries. Sandeep K. Krishnan and Rakesh Balachandran,
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movements and the governments’ cuts. Second, they decrease inefficiencies and
promote competitiveness by allowing domestic firms to enter the global market.
Third, they result in gaining investors’ confidence to gradually eliminate the debts by

development banks.***

The point that should be taken into consideration is that the emerging markets present
both opportunities and risks for MNCs (Multinational Corporations).*” On the one
hand, almost two billion consumers in emerging markets put forward a huge market
opportunity for MNCs. Indeed, the best way now to generate both profits and create
societal value by promoting development is to focus on emerging markets.** On the
other hand, MNCs operating in these countries face some challenges and difficulties.
Doing business in emerging markets will be difficult because many of them are
characterized by either bad or weak public governance and administration, lack of
public transparency, high levels of bribery and corruption, poor records on human
rights, inadequate environmental, safety and labour standards and high levels of

poverty and inequality.

Three factors should be taken into account when studying CSR in developing
countries: first, the multinational corporations are increasingly competing to gain first
mover advantage in developing countries; second, in most developing countries, “the
State still holds the key to business success because of the existence of trade and

business regulations restricting the freedom of multinational corporations to

‘Corporate Social Responsibility as a determinant of market success: An exploratory analysis with
special reference to MNCs in emerging markets’ Indian Institute for Management5

¢ Darryl Reed, ‘Corporate Governance Reforms in Developing Countries’ 37 Journal of Business
Ethics 223 229-230

7 «MNC” (Multinational Corporation) has been broadly defined as any corporation with operations in
more than one country.

% Balachandran13
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incorporate their previously successful business doctrines which have been tried and
tested in the developed nations”*’; third; emerging markets have been identified as a

source of enormous talent with the increased level of education.

4.2 Globalization

Globalization has been defined as the process of intensification of cross-border social
relations between actors from very distant locations, and the process of growing
transnational interdependence of economic activities with the State losing most of its

political and monetary power, leading to economic integration and convergence.**’

The advocates of globalism are convinced that an unlimited and borderless global
economy will lead to better common good. They argue that the primacy of market
imperatives over political regulation will leave everybody better off.**' The economist
Adam Smith in “The Theory of Moral Sentiments”*** believed that the “invisible
hand™** of the market will direct private corporations to do less harm and move
towards the common good; therefore, one might assume they can be considered as the

solution to the global regulation gap and public well-being.

It is generally presumed that the State in a capitalist society is in charge of setting out
the rules and preconditions for proper working behaviour. This presumption is

undermined by different factors. Governments informally use corporations’ help in

9 Ibid2

*%palazzo, ‘Globalization and Corporate Social Responsibility”” 415

441 e.g. Irwin, 2002; Krauss, 1997; Norberg, 2003. Citing ibid

42 Adam Smith, The Theory of Moral Sentiments (Prometheu Books 2000)

3 For Smith, the invisible hand was created by the conjunction of the forces of self-interest,
competition, and supply and demand, which he noted as being capable of allocating resources in
society. This is the founding justification for the laissez-faire economic philosophy. James Stewart
Olsen, Encyclopedia of the Industrial Revolution (Greenwood Publishing Group 2002) 153-154
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implementing public policies, which will likely cause excessive dependence of the
State on big corporations. Additionally, the World Trade Organization (WTO) has
prevented governments from restricting imports on the basis of the environmental or
labour standards which are practised in the exporting country even if they were
willing to do so. Moreover, Moon and Vogel have also argued that corporations tend
to prefer to be one step ahead of the State and develop their own policies in response
to community problems since they know if they do not do so, the State will, and this

. . . . 444
would mean new regulations and more intervention in the market.

In the modern era, there is a new movement described as “the new regulatory

99 445
state”,

which is a combination of different kinds of decentralizing regulation
(including self-regulation) and the State “command and control” regulation. There is
no single system that can be considered as the only solution to societal issues;
therefore, there is “the rise of multiple sources of power and a world in which
institutions with regulatory authority must compete”.**® Due to this multi-nationality
of corporations and emergence of NGOs with political power, one State or one set of

regulations cannot cover the newly emerging issues. It needs multilateral and beyond-

national-borders regulation and governance.

Some have argued that CSR is “mutually exclusive” with the role of the State as
regulator since CSR is going beyond regulation, and in contrast some insist that CSR
is the relationship between the State and market actors.*’ In contrast, Black argues

that different national and international regulation is what CSR is dealing with and it

44 Vogel 308

*5 Horrigan, Corporate Social Responsibility in the 21st Century: Debates, Models and Practices
Across Government, Law and Business 59

46 K raakman 34

7 Vogel 304
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does not necessarily come from the State since it is a broader social phenomenon.***
In other words, regulation includes law but not limited to it. In this way she holds that

the role of the State in CSR regulation is limited by nature.

Most of the current literature and discussions on CSR are based on the assumption
that socially responsible corporations operate in a more or less properly working
political context with proper regulations. But, as it has been argued, most of the time
this is not the case in the developing countries due to globalization, the difference in
global regulations and framework, reduction in State enforcement power, and massive
activities beyond national borders, business corporations have an additional political
responsibility to contribute to the development and proper working of global
governance.*” As Stiglitz puts it: “politics and economics are intricately interwoven:
corporations have used their financial muscle to protect themselves from bearing the
full social consequences of their actions”.*” The critics of “corporatism” emphasize
that corporations pose a threat as rivals to governments, resulting in a condition in
which “individual citizens become secondary rather than primary democratic
participants”.*! In other words, the power of politics that should be directed towards

common good by the government, is directed towards gaining private interests by the

corporations.

Some critics have attempted to connect a corporation’s legitimacy to wider societal

regulations. Dahl maintains “every large corporation should be thought of as a social

8 Kraakman 18

9 palazzo, ‘Globalization and Corporate Social Responsibility’> 414

0 joseph Stiglitz, Making Globalization Work: The Next Step to Global Justice (Allen Lane (Penguin
Group) 2006) 209

1 Horrigan, Corporate Social Responsibility in the 21st Century: Debates, Models and Practices
Across Government, Law and Business78
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enterprise; that is, as an entity whose existence and decisions can be justified only
insofar as they serve public or social purposes”.*> According to Parkinson, “to
describe companies as social enterprises is thus to make a claim about the grounds of

99453

their legitimacy... — that is, if corporations get their legitimacy from society, they

should make sure that their activity is aligned with that society’s interests.

On the contrary some have argued that assuming a political responsibility for
corporations in a liberal market will cause problems since they are not considered
democratic but rather private non-political actors, and if they enter politics it is due to
strategic decisions to maximize profits; therefore, they are not accountable before the

public.***

According to Palazzo, the power of multinational corporations is not just based on
their enormous expansion and the amount of resources they control. Their power is
further enhanced by their mobility and their capacity to shift resources to locations
and legal systems where they can generate more profits.*> He further argues that
multinational corporations, in their role as investors, innovators, experts,
manufacturers, lobbyists and employers, play a key role in shaping every aspect of
society, from media and entertainment to the environment and employment
conditions.**® However this profit-making goal is also the constraint on their power as

well; that 1s, the traditional view of corporations which holds that corporations are for

2 Robert Dahl, ‘A Prelude to Corporate Reform’ 17 Business and Society Reviewquoted in Horrigan,
Corporate Social Responsibility in the 2lst Century: Debates, Models and Practices Across
Government, Law and Business

43 John Parkinson, Corporate Power and Responsibility: Issues in the Theory of Company Law
(Clarendon Press 1993) 23

4 palazzo, ‘Globalization and Corporate Social Responsibility’’

3 palazzo, ‘Toward a Political Conception of Corporate Responsibility - Business and Society Seen
from a Habermasian Perspective > 22

#®K aplan 434

145



the sole purpose of profit maximization also insists less profit will lead to
disinvestment and might put the corporation at the risk of takeovers. This kind of
market pressure puts socially responsible managers under pressure to press for more
profitable activities instead of socially responsible behaviour in order to satisfy the
investors. Another issue is that when corporations go global, they do not face
homogenous social values but rather different sets of social (sometimes contradictory)

expectations.

Business engagement in social responsibility is either for financial reasons or political
ones. As for the economic reasons, the discussion is about the relationship between
CSR and Corporate Financial Performance (CFP) but empirical studies®’ have
proven that there is a weak relationship between the two. This weakness in economic
argument draws attention to the political reasons. It has been argued that CSR is a
response to political pressure. Engaging in political process “allow business to not
only deflect or dilute certain pressures but also be in the driving seat to ensure that

change took place on terms favourable to business”.**®

4.2.1 The Effect of Globalization on CSR Policies in Developing

Countries

Arguably, the process of globalization by which regional economies, societies and
cultures have become integrated through a global network of political ideas through
communication, transportation and trade has made it impossible for developing
countries to continue with their previous development programmes due to the

interconnectedness of these markets.

47 Griffen and Mahon, 1997; Guerard, 1997; Waddock and Graves, 2000 quoted in ibid
458 11
Ibid 436
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Reed®” has categorized the process of globalization into three interrelated structural
processes involving methods of production and forms of State and international

economy.

The first process of change, “methods of production”, can be explained through the
“outsourcing” concept, giving more flexibility to corporations through cutting costs of
production and accessing other markets while increasing capital mobility. More
specifically, firms retained the central aspects of production processes such as
research, development and financial issues while contracting out the marginal aspects,

such as production of component parts and maintenance.

Second, the process of change, “forms of state” involves change from social
reproduction policies to economic and business policies. That is, the priority is given
to innovation and competitiveness rather than welfare rights and social expenditures,

leading to a shift towards market-oriented industrial policies.

The third process, “international economy”, arose when many countries liberalized
their economies through international multilateral and bilateral (the most prevalent)
economic agreements.*® The main characteristic of these agreements is strictly
limiting government interventions imposing restrictions. These agreements were also

. 461
necessary for the “outsourcing” process.*°

% Reed6

40 ¢ . NAFTA, the Uruguay round of GATT, the WTO, etc.

! Thomas J. Biersteker, ‘The ‘Triumph’ of Liberal Economies in the Developing World® in Barbara
Stallings (ed), Global Change, Regional Response: The New International Context of Development
(Cambridge University Press 1995) quoted in Reed 7

147



The key argument here is that these processes lead to increasingly standardized and
rationalized practices beyond the borders of a nation because they are considered
legitimate. This legitimacy happens through three processes: first, the external
regulations especially issued by bodies such as the UN, the OECD, the ILO or
compliance with certain environmental standards like ISO 14000, give legitimacy to
new management to involve them in their decision-making; second, copying the
process that is considered “best practice” in their organizational field; and third,
academic and professional authorities directly or indirectly set standards for

.. . . . 462
“legitimate” organizational behaviour.*®

4.2.2 The Different Nature of CSR Initiatives in Developing Countries

The definition of CSR has been discussed in previous chapters and earlier in this

chapter, but CSR in developing countries represents a different set of challenges:

“The formal and informal ways in which business makes a contribution to
improving the governance, social, ethical, labour and environmental
conditions of the developing countries in which they operate, while remaining

sensitive to prevailing religious, historical and cultural contexts”.*®>

Various reasons have been enumerated for the importance of CSR initiatives in

: . 464
developing countries:*®

*2Dirk Matten and Jeremy Moon, ‘"Implicit" and "Explicit" CSR: A Conceptual Framework for a

Comparative Understanding of Corporate Social Responsibility’ 33 Academy of Management Review
10-17

3 Dirk Matten Wayne Visser, Manfred Pohl and Nick Tolhurst The A to Z of Corporate Social
Responsibility: The Complete Reference of Concepts, Codes and Organisations (John Wiley & Sons
2007) Wayne Visser, ‘Corporate Social Responsibility in Developing Countries’ in Abagail
McWilliams Andrew Crane, Dirk Matten, Jeremy Moon and Donald S. Siegel (eds) (ed), The Oxford
Handbook of Corporate Social Responsibility (OUP Oxford 2008) 474

4% Visser 474
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Developing countries are rapidly growing and therefore can be considered as one of

the best playing fields for multinational corporations.

Most of the dramatic social crises happen in developing countries; hence, these are

where multinational corporations are likely to have the most impact.

The challenges that these corporations face while trying to implement CSR policies in

developing countries usually differ from the ones they face in developed countries.*®®

These challenges together demonstrate a picture of how different CSR 1is in

. . 4
developing countries:*®°

The first difference of CSR in developing countries is that in developed countries the
focus of CSR is on ethical and environmental themes such as consumer protection,
fair trade, green marketing, climate change concerns or socially responsible
investments, while in developing countries, due to serious socio-economic issues, the
focus is on social-economic themes including poverty alleviation, health-care

provision, infrastructure development and education.

The second difference of CSR in developing countries is in the empirical research. In
developed countries the CSR literature is dominated by quantitative methods (80%)

whereas in developing countries it is more likely to be qualitative.

465 Ibid 474
466 Ibid 480-488
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3. The third difference of CSR in developing countries is in what Visser’® has

categorized into two groups as ten major drivers of CSR in developing countries:

1. The first group are “internal drivers,” which show themselves in six different

ways:

c.

Cultural tradition: despite the common belief that CSR is a new
concept, it has been argued that business ethics have a deep root in
developing countries’ ancient cultures.

Political reform: as mentioned before, any kind of reform in
developing countries cannot take place without taking into account the
socio-political reform process.

Socio-economic priorities: it has been argued that most of the imported
CSR approaches are inappropriate since they fail to take into account
social and environmental problem in the region.

Governance gap: some have argued for the CSR policies’ capacity to
work as better national regulation in developing countries. While some
have argued much reliance on their social services is wrong since, first,
a corporation’s priority is towards their shareholders and they might
change the country they are operating in because of issues of
profitability. Second, since corporations are profit-oriented, they might
support either directly or indirectly the State’s corrupt activities. Third,
CSR is a concept beyond territorial mechanisms which addresses the
limitations of the nation state in regulating the global economy.

Crisis response: these crises are considered as catalysts of CSR.

47 Ibid 480-488
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f. Market access: with the rapid growth of globalization, companies in
developing countries should comply with the global requirement of

good business.

2. The second group of major drivers of CSR in developing countries are
“external drivers,” which show themselves in four different ways:

a. International standardization

b. Investment incentives: it goes without saying that the more is the social
welfare in a country, the more multinational investments they attract.

c. Stakeholder activism: these stakeholders are ‘development agencies,
trade unions, international NGOs and business associations. These four
groups provide a platform of support for local NGOs, which are not
always well developed or adequately resourced to provide strong
advocacy for CSR*®®. Civil regulation is perhaps the most effective
role of these stakeholders.

d. Supply chain.

4. The fourth difference of CSR in developing countries is in Carroll’s CSR pyramid*®’.
It has been argued that compared to the developed countries this pyramid’s levels

have different significance and order in developing countries. These differences are:

a. Economic responsibilities remain the most important level, which involves

providing investments, creating jobs and paying taxes. The danger is still the fact

468 1. -
Ibid 487

49 Archie B. Carroll, ‘A three dimensional model of corporate social performance’ 4 Academy of

Management Review 497
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that states might economically depend on the multinational corporations, leading

to less attention to social issues.

b. Philanthropic responsibilities, the last level of Carroll’s CSR pyramid, here takes
the second importance. These responsibilities would involve providing funds for

social projects to improve the quality of life.

c. Legal responsibilities, the second level of Carroll’s CSR pyramid, here takes the
third place. These responsibilities would involve ensuring good relationships with
government officials. “In developing countries, legal responsibilities generally
have a lower priority than in developed countries. This does not necessarily mean
that companies flaunt the law, but there is far less pressure for good conduct. This
is because, in many developing countries, the legal infrastructure is poorly
developed, and often lacks independence, resources and administrative

efficiency”.*’

d. Ethical responsibilities, the third level of Carroll’s CSR pyramid, here takes the
last place. These responsibilities include the adoption of voluntary codes of

. 471
governance and ethics. ¥’

4.2.3 Conceptual Framework for Comparative CSR

There are two different corporate responsibility policies: explicit and implicit. Firstly,
explicit CSR refers to the corporate policies which reflect the company’s own

discretion and initiative for certain societal interests. These policies normally consist

470 visser 497
"1 Wayne Visserquoted in Visser 489
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of voluntary programmes and strategies articulated by corporations in attempts to
combine business goals and social values. In contrast, implicit CSR has been referred
to as the corporations’ policies as a reflection of wider policy arrangements embedded
in formal and informal institutional environments. Implicit CSR normally occurs in
the form of values, codified norms and rules which result in mandatory and customary

requirements defining proper obligations of corporate actors.*’*

The elements of CSR in implicit frameworks have been recognized in workers’ rights,
the role of trade unions, corporate taxation and environmental legislation; the
corporations operating in this system are, however, acting responsibly, as noted by

Carroll.*”

Corporations in the US generally have explicit CSR frameworks, while European
ones have rather implicit CSR frameworks, with a recent shift to more explicit CSR.
It has been argued this adoption of explicit CSR has to do with “the wider national
(and supranational) European institutional re-ordering which provides incentives to

adopt corporate-level managerial solutions”.*’*

As for the developing countries, if the above-mentioned argument was correct, with
the increasing market liberalization and entering into the international business
environment, they should have also moved towards a more explicit CSR. But
evidence from these countries shows that with “weak civil society and market

institutions and sometimes over-arching governments there has only been a slow and

* Moon 2-10
473 Carroll, ‘A three dimensional model of corporate social performance’ 458
474 Moon 17
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tentative development of explicit CSR™*"® For example, in Russia the absence of long-
term social capital and of habits of business responsibility are the main reasons for
slow CSR development. “But where markets, civil society and the government are
relatively autonomous, mutually reinforcing and non-parasitic, explicit CSR may
emerge within the range of governance solutions as evidenced in the Czech Republic
and Hungary (coincidentally countries which retained some vestiges of civil society

through communism).”*"®

Power and participation are two key issues that require further exploration in the CSR
and development debate. CSR is an arena of political contestation “both in the
‘macro’ sense of defining relations between the market and the State, and [in “micro”
sense] between different actors and social groups, and in relation to participation in
decision-making”.*’” Who has the power to make decisions, what power structures are
implicit in CSR, and who has a voice in the debate are all questions that we need to

. 4
consider.*’®

The developing countries are often characterized by weak institutions and poor
governance whose national business systems often delegate responsibility to private
actors because they are the dominant families or the religious groups. In general
terms, it has been suggested that the rise of explicit CSR in many developing

countries has been due to the increasing pressure that many MNCs face in their home

7 Ibid 18

4% Jan Jonker André Habisch, Martina Wegner, René Schmidpeter (eds), Corporate Social
Responsibility Across Europe (Springer Berlin 2004) quoted in Moon 18

4T UNRISD, 2003, ‘Conference news: corporate social responsibility and development: towards a new
agenda’, Geneva: UNRISD, P, 21.

478 peter Lund-Thomsen Marina Prieto-Carron, Anita Chan, Ana Muro and Chandra Bhushan, ‘Critical
perspectives on CSR and development: what we know, what we don’t know, and what we need to
know’ 82 International Affairs 977 984
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countries to operate under the standards of European and North American
environmental, health and safety and human rights. The extent to which explicit CSR
will be adopted by corporations in these countries “may depend on the strengths of

traditional institutions (e.g. family, religious, tribal institutions) and the

99479 480

governments” "~ that have shaped implicit CSR.

4.4 The Anglo-American Nature of Corporate Governance

Reforms

The corporate governance reforms in developing countries are largely in line with the

Anglo-American model of corporate governance.

Historically, Anglo-American models have been characterized by: 1) a single-tiered
board structure resulting in shareholder primacy; 2) a dominant role for financial
markets as the main investor; 3) a weak role for banks; and 4) little or no industrial

policy involving firms co-operating with government agencies or labour unions.

In the Anglo-American system of corporate governance the market is said to act as
the ultimate “disciplinarian” of wrong behaviours, such as the short-termism and
opportunism of managers. Underlying this claim is the neoclassical preference for
market forces over State intervention, under the belief that “the market provides the
most flexible and least disastrous co-ordinating and adaptive mechanism in the face of

complex interdependence and turbulent environments”.**' In other words, the more

7 Moon 19

0 1bid19

1 Bob Jessop, ‘The Dynamics of Partnership and Governance Failure’ in Gerry Stoker (ed), The New
Politics of Local Governance in Britain , pp (Macmillan, Basingstoke 2000) 13
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exposure corporations and banks have to market forces, the more pressure is placed
on family-run firms in developing countries to act responsibly. It is argued that this is
an inevitable squeeze on profits brought about by increased competition, which acts
inventively for the benefit of consumers, through making the best use of scarce

482
resources. 8

The main source of development in an Anglo-American model is expected to be
private corporations, which have been arguably seen as the “primary agents of

development” and a key element in unleashing the “development potentials”.**’

In this literature, development is understood to be the result of economic growth,
which in developing countries’ case happens through the process of economic
liberalization. Reed argues that reform policies in developing countries have three
intentions: first, to increase capital flow by attracting investment; second, to increase
competitiveness through market pressure on domestic firms; third, to decrease “rent-
seeking” behaviour of politicians by decreasing the number of transactions between

. 484
business and the government.**

The main question here is why are some developing countries moving towards an
Anglo-American model? Read accounted for several inter-relating reasons that might
have contributed to the development of this model. First, there may be strong

historical ties between an Anglo-American model and many countries. Second, the

*2Alexandre Lamfalussy, An Essay on Financial Globalisation and Fragility: Financial Crises in

Emerging Markets ( Yale University Press 2000) citing Susan Soederberg, ‘The promotion of 'Anglo-
American' corporate governance in the South: who benefits from the new international standard?’ 24
Third World Quarterly 7 19

3 Reed 231

4 1bid232
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failure of alternative systems that they experienced in the past,*®> **® and third, the
debt crisis caused by poor economic performance which put them under the direct
influence of international financial institutions such as the IMF and the World

Bank.*?’

4.4.1 The Failure of Import Substitution Industrialization (IS1)

The ISI approach was preferred by many developing countries after the Second World
War. The underlying policy of ISI was to “develop industrial base” to foster emerging
domestic productions by strongly intervening with the industrial policies to flow
capital in key sectors to protect them from foreign competition. In order to achieve
this goal, they made imports more costly and domestic products cheaper through
introducing high tariffs and overvalued exchange rates while subsidizing the industry

. 4
infrastructures.**®

The ISI strategy proved to be unsuccessful for several reasons. First, lack of
competition led to poor quality and expensive products. Second, the government
subsidizations led to an increase in debts. Third, inefficiency further increased due to
ineffective allocation of resources, corruption, political interventions leading to rent-
seeking behaviour, the ability of firms to influence governments to act in their interest

instead of the interests of the society and the lack of an effective legal system.**’

* Lance Taylor, ‘Economic Openness: Problems to the Century’s End’ World Institute for
Development Economics Research 57

0 Reed 228

7 Thomas J. Biersteker, ‘Reducing the Role of the State in the Economy: A Conceptual Exploration of
IMF and World Bank Prescriptions’ 34 International Studies Quarterly 477 489

¥ Reed 225

% ames H. Davis in Reed 225-226
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On the contrary, Soederberg explains that: “as in the case of East Asia, the State
intervention in the economy is not viewed by market participants as detrimental to the
efficient allocation of scarce resources, especially in terms of reducing competition
(‘crowding out’); instead it is seen as a necessary force to limit unavoidable obstacles

in the principle of short-termism and greed-driven herd behaviour”.*”°

4.4.2 The Influence of International Financial Bodies

Where the activities of international financial bodies are concerned, the first question
that comes to the surface is “Whose interests are served?” It has been claimed that the
international standard of corporate governance which tries to introduce ‘universal

principles’ draws on the Anglo-American variant.

Soederberg argues that this imposed standardization of corporate governance serves
two overlapping goals: “first, it seeks to stabilize the international financial system by
ensuring that emerging markets adhere to the principles of a neoliberal open market
economy. Second, by placing a greater emphasis on “shareholder value” than other
types of corporate governance, it protects the interests of institutional investors based

in market-centric systems such as that of the USA”.*"

Financial liberalisation is posited as a desirable policy since, it has been argued, it
leads to economic growth. It has also been argued that debtor countries should be
exposed more directly to transnational finance, so that the former may be forced to

undertake market-based solutions to their current economic and political problems.***

0 Soederberg 20
“!'bid 7
2 1bid 8
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As a recent World Bank publication puts it, policy modifications are necessary so that
the governments, financial sectors and market participants in the global South “adapt

.. 4
themselves to the new, competitive open market economy”.*”?

In the words of the former Chief Economist of the World Bank, Joseph Stiglitz:

“The US Treasury had during the early 1990s heralded the global triumph of
capitalism. Together with the IMF, it had told countries that followed the
‘right policies‘ — the Washington Consensus policies — they would be assured
of growth. The East Asia crisis cast doubt on this new world-view unless it
could be shown that the problem was not with capitalism, but with the Asian
countries and their bad policies. The IMF and the US Treasury had to argue
that the problem was not with the reforms-implementing liberalization of
capital markets ... but with the fact that the reforms had not been carried out
far enough”.**

The multilateral institutions responsible for the development of the prevailing
corporate governance model have surveillance and disciplinary characteristics which
are intended to push developing countries to an Anglo-American model of corporate
governance. The World Bank is able to police the implementation of what is
considered “good” corporate governance practices in debtor countries on a regular

basis by essentially making them an integral part of its anti-poverty and growth

strategies, and withholding funds as the ultimate act of punishment.

4 Ha-sung Jang, ‘Corporate governance and economic development: the Korean experience’,” in
Farrukh Igbal and Jong-Il You (ed), Democracy, Market Economics & Development: An Asian
Perspective (World Bank Group 2001) 73

4 Joseph Stiglitz, Globalization and its Discontents’ (Penguin; New Ed edition 2002) 213
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4.4.3 Problems of Implementing the Anglo-American Corporate

Governance Model

There are number of problems associated with implementing the Anglo-American

model of corporate governance in developing countries:

First, the agency theory shapes the baseline of the Anglo-American corporate
governance system. The nature of the agency problem in this system means aligning
directors’ interests with shareholders’ interests, while this problem in developing
countries has been historically between majority and minority shareholders where one
of the families is the controlling shareholder, ignoring the interests of the small

shareholders.*”

Second, one of the major concerns here is maintaining competition; that is, when
MNCs enter developing countries’ markets, because of their advantages, e.g. size,
access to other markets, more experience, etc., they will take over a business sector

and push the domestic firms out of the market.**®

Third, some global corporations are becoming bigger than some national
governments. The fear here is that with the undermined public policy autonomy of the
State, corporations will be able to influence these governments as equal negotiators.*’’
At the same time, “the emphasis on corporate governance is being used as a

justification on the part of governments (in both developed and developing countries)

43 Rafael La Porta, ‘Corporate Ownership Around the World® 27

4% Reed 234

7 Susan Strange, ‘Rethinking Structural Change in the International Political Economy: States, Firms
and Diplomacy’ in Richard Stubbs and Geoffrey R. D. Underhill (eds) (ed), Political Economy and the
Changing Global Order (McClelland & Steward 1994) 103-115 citing Reed 235
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to avoid discussion about the possible need for more effective (binding) international
regulation (e.g., in such areas as climate control, biodiversity, international labour

standards, antitrust law, etc.)”498

Fourth, is the phenomenon that Blair®”’

characterizes as “market myopia“. The basic
problem is that managers are under strong pressure to profit shareholders and this

prevents long-term planning and induces short-sightedness.

More importantly, there has been no conclusive evidence in the literature which
suggests that the Anglo-American model leads to more stability in financial markets
or greater competition than the bank-orientated model found in Germany and Japan.
“In a Brookings Institution study, Mitsuhiro Fukao demonstrates that the underlying
structure of Japanese and German companies is more conducive to stronger
shareholder participation, and more stable management and corporate relations with

creditors, suppliers and employees than are common in the USA and the UK”.>"

At the same time, even expecting most corporations to live up to the stronger
understandings of a responsibility in developing countries is rather naive. Developing
countries struggle with major challenges in their efforts to implement mechanisms to
enforce Anglo-American corporate governance reforms and promote development:
first, this model has developed some conditions, such as monitoring systems, to
function effectively. How can developing countries introduce the same conditions?

Second, even if they introduce these basic conditions, do they need to introduce other

498
Reed 235
4% Margaret M. Blair, Ownership and Control: Rethinking Corporate Governance for the Twenty-First
Century (Brookings Institution Press 1995)quoted in Reed 241
390 goederberg 20
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features to supplement the Anglo-American model in order to match with their special
needs and effectively contribute to development? Third, whether the Anglo-American
model is the best choice for promoting development in developing countries or
whether, in the longer term, they need to consider alternatives.”' It is currently being
argued that the key to effectiveness does not depend on whether a country adopts one
or the other model, but more on whether it has a well-functioning legal system which
supports the appropriate and timely enforcement of contracts®® to tie the reforms to
the larger question of democratic political reforms which are being undermined by the
notion of globalization. Developing countries in most cases suffer from the absence of
explicit regulations, a loose and corrupt enforcement system, ineffectual monitoring at
different levels, bribery and corruption, and weak education in legal knowledge.
These problems impair transitional legal systems, leaving loopholes or “grey zones”

which are exploited by MNCs.””

4.5 Social Reporting Theories

Social reporting sits within wider attempts to align business strategies and CSR and
“disclosure and reporting of business-related elements that interact with social,
s 504

environmental and other concerns”.”” In recent years the number of leading

companies worldwide who report on CSR-related issues has increased irreversibly.

' Reed 240

%92 Freeman 4

*% Dunfee and Warren, 2001; Harvey, 1999: in Meckling 5

% Horrigan, Corporate Social Responsibility in the 21st Century: Debates, Models and Practices
Across Government, Law and Business185
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There are three mainstream theories on social reporting: legitimacy theory,
stakeholder theory and institutional theory. Islam and Deegan’® have argued that
these three theories should not be considered as very different from one another;
rather, they are overlapping and have been developed from a similar philosophical
background. All three theories see the organisation as part of a broader social system
which they are impacted by. Considering all these three interrelated theories together
provides deeper insights into the factors that drive social and environmental reporting

practices.

4.5.1 Legitimacy Theory

The most widely used theory to explain social reporting is legitimacy theory.
Legitimacy theory holds that corporations make sure constantly that they are
perceived as acting within the boundaries and norms of the societies they are
operating in; that is, they seek to ensure that their activities are perceived as being

“legitimate”.”"°

“Threats” to a corporation’s perceived legitimacy are predicted to be of utmost
importance for the management, leading to responsive actions to minimise the
impacts of such legitimacy threats. Within legitimacy theory, “legitimacy” is
considered to be a resource on which an organisation is dependent for survival.’"’
Legitimacy is something that has been imposed on the corporation by a society;

however, corporations are able to influence or manipulate disclosure through various

strategies. Legitimisation strategies and how managers might react to particular events

303 Deegan 850

% Ibid 853

7 Gary O’Donovan, ‘Environmental disclosures in the annual report: extending the applicability and
predictive power of legitimacy theory’ 15 Accounting, Auditing & Accountability Journal 344
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may vary between countries considering the specific national, historical and cultural

context.’®®

4.5.2 Stakeholder Theory

The second theory often utilized by researchers to explain what motivates
organisations to disclose social and environmental information is stakeholder theory.
Deegan®® holds that stakeholder theory has two major branches: the ethical and
managerial branches. There is a great deal of overlap between the managerial branch
of stakeholder theory and legitimacy theory. These two theories can be distinguished
by their scope of focus; that is, while legitimacy theory has a general focus upon the
expectations of “society”, stakeholder theory focuses on issues of stakeholder power

which is narrower than the society.

Stakeholders’ influence on corporations is determined by the stakeholders’ degree of

control over resources required by the organisation.

In describing stakeholder theory, and the role of information in controlling (and
potentially manipulating) the actions of powerful stakeholders, Gray et al.’' state:
“Here (under this perspective), the stakeholders are identified by the organisation of
concern, by reference to the extent to which the organisation believes the interplay
with each group needs to be managed in order to further the interests of the

organisation. (The interests of the organisation need not be restricted to conventional

% Craig Deegan, ‘The legitimizing effect of social and environmental disclosures — a theoretical
foundation’ 15 Accounting, Auditing & Accountability Journal 282 291. In Ibid.

> Deegan, ‘Motivations for an organisation within a developing country to report social responsibility
information: Evidence from Bangladesh’ 855-856.

1% Owen Gray R.H., D.L and Adams, Accounting and accountability: Social and environmental
accounting in a changing world (Hemel Hempstead: Prentice Hall 1996) 45
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profit-seeking assumptions). The more important the stakeholder to the organisation,
the more effort will be exerted in managing the relationship. Information is a major
element that can be employed by the organisation to manage (or manipulate) the
stakeholder in order to gain their support and approval, or to distract their opposition

and disapproval”.

Some scholars accept the legitimacy of stakeholders but argue that stakeholder
theory’s point of view that the objective of the company should be maximizing
stakeholder benefit rather than shareholder benefits lacks scientific basis.’"
Henderson’'?, while generally accepting CSR initiatives, argued that the pursuit of
objectives other than shareholder profit maximization may reduce the society’s
general welfare due to multiple objectives. Jensen®'” suggests that long-term value
maximisation is the solution for this, multiple objectives providing a trade-off

between shareholder profit maximization and stakeholder needs.

This issue of shareholder’s profit maximization is particularly related to the question
of why public corporations took form and what their functionality is. The dominant
theory holds that corporations have been chosen over other forms of business
organization because of the benefit drawn from the separation of ownership from
control, which results in “specialization of function”. According to this account,

corporate law and market mechanisms have been evolved to facilitate and support the

! Melsa Ararat, ‘A development perspective for “corporate social responsibility”: case of Turkey’ 8

Emerald Corporate Governance 271 271

12 David Henderson, The Role of Business in the Modern World: Progress, Pressures and Prospects
for the Market Economy ( Institute of Economic Affairs 2004) quoted in Ararat 2

°3 Jensen 9
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“specialization” and reduce the agency costs. Additionally, shareholders are not just

the suppliers of the capital; they also bear the risks that come with it.”"*

4.5.2.1 Team-Production Theory

Most of the conventional shareholder models of corporations are based on the idea
that those “who invest in a company are its true ‘owners’, on whose behalf and whose
interests alone corporations are managed”.”'> The meaning of ownership is important
in this context. Horrigan questions this conventional belief first by pointing out that
choosing one set of contributors to a corporation’s success (shareholders) is justified
while investing something of value in the company cannot be limited just to
shareholders; and second, why ‘“ownership” is the correct way of describing
shareholders’ stake in a corporation. Shareholders do not “own” the company in legal
terms. They own shares on contract-base terms.’'® Lord Macnaghten summarised the
basic Anglo-American legal position in the famous UK Salomon case more than a
century ago, stating that “the company is at law a different person altogether from the
subscribers [and] though it may be that after incorporation the business is precisely
the same as it was before, and the same persons are managers, and the same hands
receive profits, the company is not in law the agent of subscribers or trustee for

them” 517

1% Alan J. Meese, ‘The Team Production Theory of Corporate Law: A Critical Assessment * 43
William and Mary Law Review 1629 3

15 Horrigan, Corporate Social Responsibility in the 21st Century: Debates, Models and Practices
Across Government, Law and Business 104

31 Margaret M. Blair, ‘Ownership and Control: Rethinking Corporate Governance for 21st Century’ in
Thomas Clarke (ed), Theories of Corporate Governance: The Philosophical Foundation of Corporate
Governance (Routledge [1995]2004) 181

17 Salomon v Salomon & Co AC quoted in Horrigan, Corporate Social Responsibility in the 21st
Century: Debates, Models and Practices Across Government, Law and Business 105
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Furthermore, the opponents”'® of the principle-agent model of corporations observed
that for the directors to be the agents, they should owe the shareholders (principal-
agent) a “duty of obedience”. However, directors are not required to follow
shareholders’ orders in any way. The only two ways that shareholders can exercise
weak and indirect influence are: first, limited voting rights to choose the directors that
are chosen by previous directors; and second, power to sell their shares. But if the
company is run badly, this power does not offer much protection either.’'® Therefore,
it has been argued that “directors’ legal powers and responsibilities do not resemble

those of agents, but rather those of trustees”.”*’

One of the most major attacks on shareholder wealth maximization theory is the

“team production” theory.”!

This theory has been defined as “production in which 1)
several types of resources are used... 2) the product is not a sum of separable outputs
of each co-operating resource... [and] 3) not all resources used in team production

22
belong to one person”.’

The underlying concept of this theory is a move from the mere focus on agency costs
to “protecting specific investments,” meaning that public corporations today need
more than one individual or group to invest.’>> “The appropriate normative goal for a
board of directors is to build and protect the wealth-creating potential of the entire

corporate team — “wealth” that is reflected not only in dividends and share

>!® Robert C. Clark, Corporate Law (Little, Brown and Company 1986) and Dunfee

>!% Margaret M. Blair and Lynn A. Stout, ‘Specific Investment: Explaining Anomalies in Corporate
Law ’ No. 05-27 UCLA School of Law, Law-Econ Research Paper 11-12

2 Ibid 13

2! Horrigan, Corporate Social Responsibility in the 21st Century: Debates, Models and Practices
Across Government, Law and Business 101

°2 Dunfee 779

323 Stout, ‘Specific Investment: Explaining Anomalies in Corporate Law
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appreciations for shareholders, but also in reduced risk for creditors, better health
benefit for employees, promotional opportunities and perks for executives, better
product support for customers and good “corporate citizenship” in the community”.”**
The team production scholars Blair and Stout suggest: “the essence is that the whole

can be made bigger than the sum of its parts”.”*

This theory questions a 1976 classic article by Jensen and Meckling.’*® According to
these two finance theorists, a corporation is not an entity of its own but instead a
“nexus of contracts”. This view of the firm can be confronted by what Kuhn called
“paradigms”.”®’ According to Kuhn, one of the ways we interact with our
surroundings is to develop theories about the way it works and that certain causes lead
to certain effects. Once these paradigms are accepted in a society, most of the
individuals in that society will stick to it. He argues that the “nexus of contracts” and

principal-agent model of corporations is one of these paradigms.®

At the same time, the team-production theory embraces and develops the argument by

Kuhn asserting 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 investments made by
many and varied individuals who give up control over those resources to a
decision-making process in hopes of sharing in the benefits that can flow from

. 2
team production”.’*’

> Ibid 35
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The team production theory has been strongly criticized by the advocates of
shareholder wealth maximization theory. One criticism of the team production theory
argues that this theory has the same problem as other stakeholder theories, under
which it is impossible to mediate between different claims on the corporation.
Bebchuk treats the team production model of the board as a vehicle for protecting
stakeholders’ interests, then criticizes the model on the ground that it leaves
stakeholders with too little power and directors “accountable to no one.”> Other
critics have doubted the applicability of this theory and argue that given the pressures
of stock markets and the power of shareholders, it is not clear how one can shift from
shareholder wealth maximization to team wealth maximization without changing the
ownership structures.”' Stout has replied to this criticism by stating that the team
production theory is not about giving undue control to either shareholders or
stakeholders but rather on benefiting both groups by voluntarily submitting to
“mediating hierarchy” with the board sitting on the top of it; therefore, directors must
enjoy a wide range of discretion “to balance the competing interest in a way that
keeps the team together and keeps it productive”.”®> She further explains that
“because if either shareholders or stakeholders were given greater leverage over
boards, they might use that leverage to pressure boards to opportunistically threaten

the interests of other members of the corporate ‘team’*.>>

4.5.3 Institutional Theory

The other theory of Social Reporting overlaps with stakeholder theory and legitimacy

theory a great deal and used by social and environmental accounting researchers is

3% Lucian A. Bebchuk, ‘The Myth of the Shareholder Franchise’ 93 Virginia Law Review 675 57

3! Horrigan, Corporate Social Responsibility in the 21st Century: Debates, Models and Practices
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institutional theory. Institutional theory is usually used to explain existing
organisational structures regarding their operation or reporting policies. These
policies are followed by influential stakeholder groups as a means to exert pressures
on corporations to have particular practices in place. This might be the reason for

similarities in organizational structures between different corporations.

One key aspect of institutional theory is the concept of isomorphism, which refers to
“the apparent adoption of [these] practices is deemed to provide an organisation with
a level of legitimacy that would not otherwise be available if it was to deviate from
‘accepted’