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THE ELUSIVE QUEST FOR GLOBAL GOVERNANCE STANDARDS ~ University of Pennsylvania

Law Review
FOUNDED 1852

LUCIAN A. BEBCHUK' & ASSAF HAMDANI'

VOL. 157 MAY 2009 NO. 5

Controllers are often individuals or firms that have businesses
other than the public firm in question and considerable outside
wealth. This is especially true in the many countries in which a rela-
tively small number of dominant families controls many public com-
=)
contrast, professional managers at NCS companies are less likely to
own—ifully or partly—significant businesses outside the public com-

pany that thev manage. The ownership of significant outside busi-

panies through pyramids and other forms of business groups.

nesses provides controllers with additional ways to divert value.” For
controlling shareholders, large self-dealing transactions with other en-
tities affiliated with them and freezeout transactions often provide an
important channel for extracting private benefits.”
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Fimure 1. A Styltzed Control Pyramid
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k(W — B) 4+ nB Bebchuck (94, QJE)
[a(1l — &f) + di(df )]y

o(1-k)V+ kV = security benefit + private benefit

V: Undiverted Firm Value ~ Burkart et al. (00, JF)
k: Diversion proportion € [0, k]
a: Block size € [a, 1] a(1 — s)RI + sRI — c(k,s)RI

La Porta et al. (02, JF)
Sometimes modeled as

VNS — 5(1 — @d)vg + dug

a( V-d)+d Burkart et al. (03, JF)
d: Diversion amount € [0, d] EWU) =a(V, — B;) + B;
Byun, Kim, Lee, Park (19, FM)

( by B)<xa+ B
MZEES X 7 HE (19, SHHAT)
Total market cap = (1-k)V = (V-d) \

p (market price)= security benefit (per share) = l%] V = IVT_d ., N T4+
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G20/OECD Principles of
Corporate Governance

F. Related-party transactions should be approved and conducted in a
manner that ensures proper management of conflict of interest and
protects the interest of the company and its shareholders.

1. Conflicts of interest imherent in related-party transactions
should be addressed.

The potential abuse of related party transactions 1s an important policy issue
in all markets. but particularly in those where corporate ownership 1s
concentrated and corporate groups prevail. Banning these transactions 1s
normally not a solution as there 1s nothing wrong per se with entering into
transactions with related parties. provided that the conflicts of mterest inherent
in those transactions are adequately addressed. including through proper
monitoring and disclosure. This 1s all the more important where significant
portions of income and/or costs arise from transactions with related parties.

10
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I The law and economics of self-dealing

Simeon Djankov?, Rafael La Porta®. Florencio Lopez-de-Silanes®, Andrei Shleifer®-*

S. Djankov et al. | Journal of Financial Economics 88 (2008) 430465 433

J - - ] i)
Mr. James owns 60% of Mr. James owns 90%

Biiver Co. sliaris of Seller Co. shares

*----l--l----lnu--.------------II---------ll-|--:---l-ll-ll---'- SE"E"I’ [’_‘_U'

Buyer Co.

Buyer Co. buys equipment from Seller Co.

Fig. 1. Case facts. Buyer Co. (“Buyer™) is a food manufacturer. It is a publicly traded firm listed on the country’s largest stock exchange.
Buyer manufactures and distributes all of its products itself.

Mr, James is Buyer’s controlling shareholder and a member of Buyer's board of directors. He owns 60% of Buyer, and elected two
directors to Buyer’'s five-member board of directors (in addition to himself). Buyer's CEO is the son of Mr. James.

Mr. James also owns 90% of Seller Co., which operates a chain of retail hardware stores. Seller recently shut down a large number of its
stores. As a result, its fleet of trucks i1s not being utlized.

Mr. James proposes that Buyer purchase Seller’s unused fleet of trucks to expand Buyer’s distribution of its food products. The final terms
of the transaction require Buyer to pay to Seller in cash an amount equal to 10% of Buyer’s assets in exchange for the trucks. The
transaction is part of Buyer’s ordinary course of business and is not wltra vires.

Buyer enters into the transaction. All required approvals are obtained and all the required disclosures made. The transaction might be
unfair to Buyer. Shareholders sue the interested parties and the approving body. 20



Diclosure Ease in proving wrongdoing Ex-Post Pv Anti-Self

in Periodic Standing Resc- Mr.Jame approving Access to control of = Dealing
Filings to Sue ission s Liable body liable Evidence avg self- Index

Singapore 1.00 1 1.0 1.0 1.0 1.00 1.00 1.00 1.00
HK 1.00 1 0.5 1.0 1.0 0.75 0.85 0.93 0.96
Malaysia 1.00 1 0.5 1.0 1.0 0.50 0.80 0.90 0.95
New Z 0.80 1 1.0 1.0 1.0 1.00 1.00 0.90 0.95
UK 1.00 1 0.5 1.0 0.5 1.00 0.80 0.90 0.95
South A. 0.40 1 0.5 1.0 1.0 0.75 0.85 0.63 0.81
Thailand 1.00 1 0.0 0.0 0.0 0.25 0.25 0.63 0.81
Ireland 0.80 1 0.5 1.0 0.5 1.00 0.80 0.80 0.79
Australia 0.80 1 0.0 0.0 0.5 0.75 0.45 0.63 0.76
China 0.80 1 0.0 0.0 0.0 0.25 0.25 0.53 0.76
Israel 1.00 1 1.0 1.0 0.5 1.00 0.90 0.95 0.73
usS 1.00 1 1.0 1.0 1.0 0.75 0.95 0.98 0.65
Indonesia 0.60 1 0.0 0.9 0.0 0.50 0.40 0.50 0.65
Canada 1.00 1 1.0 0.5 1.0 1.00 0.90 0.95 0.64
Chile 1.00 1 0.0 0.5 0.5 0.50 0.50 0.75 0.63
India 0.80 1 0.5 1.0 1.0 0.75 0.85 0.83 0.58
Colombia 0.20 1 0.0 0.0 0.5 0.63 0.43 0.31 0.57
Taiwan 1.00 1 0.0 0.5 0.5 0.13 0.43 0.71 0.56
Belgium 0.80 1 0.5 0.5 0.5 0.50 0.60 0.70 0.54
Japan 0.80 1 0.0 1.0 1.0 0.75 0.75 0.78 0.50
Korea 1.00 1 0.0 0.0 0.5 0.38 0.38 0.69 0.47
Denmark 0.80 1 0.0 0.5 0.5 0.75 0.55 0.68 0.46
Finland 1.00 1 0.0 0.5 0.5 0.75 0.55 0.78 0.46
Peru 0.80 0 1.0 1.0 0.0 0.50 0.50 0.65 0.45
Portugal 1.00 1 0.0 0.5 0.5 0.50 0.50 0.75 0.44

Source: Djankov, La Porta, Lopez-de-Silanes, Shleifer, 2006, The Law and Economics of Self-Dealing 21



S. Djankov et al. | Journal of Financial Economics 88 (2008 ) 430-465

Rescission Index of the ease in rescinding the transaction. Ranges from 0 to 1. Equals 0 when rescission is
unavailable or only available when there is bad faith or when the transaction is unreasonable or
causes disproportionate damage. Equals 1/2 when rescission is available when the transaction is
oppressive or prejudicial. Equals 1 when rescission 1s available when the transaction i1s unfair or
entails a conflict of interest.

Ease of holding Mr. James civilly  Ranges from 0 to 1. Equals 0 when the interested director is either not liable or liable only in cases of

liable bad faith, intent, or gross negligence. Equals 1/2 when the interested director is liable if he either
influenced the approval or was negligent. Equals 1 if the interested director is liable if the transaction
is unfair, oppressive, or prejudicial.

Ease of holding the approving body Ranges from 0 to 1. Equals 0 when members of the approving body are either not liable or liable in

civilly hable only cases of intent, bad faith, or gross negligence, Equals 1/2 when members of the approving body
are liable if they act negligently. Equals 1 if members of the approving body are liable if the
transaction 1s unfair. oppressive, or prejudical.

To be more specific, under Delaware law, our stylized transaction can be approved by the board of
directors. In fact, James can even participate in the decision. However, challenging the transaction in court is
very easy 1f., as we assume. interested directors participate in the decision. In view of the fact that James
controls both sides of the transaction, a shareholder would start oft with a case in which Buver’s board would
have the difficult task of proving fair dealing and fair price (1.e.. the “entire fairness’™ of the transaction ).” Fair
dealing covers such questions as the timing of the transaction, how it was initiated. structured, negotiated, and
disclosed to the directors, and how the approval of the directors was obtained. Fair price relates to the
economic and financial considerations of the proposed transaction, including all relevant factors. Directors
must then show ““entire fairness.” where all aspects of the issue are examined. Here, unlike in the U.K., the
image of a ““smell test” is a fitting metaphor for describing the work done by the judge in examining whether
the transaction is entirely fair.

22
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selFA  FUFA  sHeME  BUMAE  AXR  REsM olme) wi w2 w3 wa w5
mean 9.80% 7.20% 4.20% 3.50% 6.60% 7.60% 6.00%
s.d 15.60%  17.90% 5.20% 2.40%  19.10%  16.00%  20.50% 1.000.00 0.00 0.00 0.00
0.95 0.00 0.00 0.05 0.00
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