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price in a bull market, so good governance 
is not an exclusive catalyst for valuation. 
While the critics are correct to point 
out that research in the field of investor 
activism should withstand the highest 
order of scrutiny, the relevant studies  
have consistently shown that improvements 
in good governance are related to  
financial returns.

Conclusion

In a 2005 Harvard Law Review article, 
Professor Bebchuk noted that “[t]o 

students of corporate law, the proposition 
that corporate governance matters requires 
little explanation. As the evidence indicates 
that the quality of governance arrangements 
affects firm performance and shareholder 
value.”180 Similarly, Goldman Sachs 
analysts have concluded that “investments 
in companies with the highest quality of 
governance structures and behavior have 
significantly outperformed those with the 
weakest governances.”181 An April 2004 
study by Deutsche Bank further found 
that “companies that have taken action 
to improve their governance standards 
have outperformed those that have taken 
negative actions over the past two years.”182

The shift in recent years in shareholder 
activism lies in finding common ground 
with boards to increase corporate value. 
The view that boards and managers are best 
left alone to pursue profit opportunities 
held sway for a time. The lessons of 
options back-dating scandals, or simply 
fatigue at criminal prosecutions to halt bad 
management, mark a change in season from 
rhetoric to reason in corporate governance. 
Looking to the future, the pursuit of 
investment returns, more than pondering 
past problems, provide fresh impetus to 
commentators considering changes in 
corporate governance models. The growth 
in socially responsible investing, activism 
of hedge funds, and cross-border issues 
raised by globalization are new elements.

Previously, in studies from 1991 and 
2002, Judge Frank Easterbrook argued that 
capital markets impose sufficient discipline 
and make governance better.183 But the 
experience of the past year is a lesson that 

and Caylor “do not adjust performance 
by industry, as do [Gompers, Ishii and 
Metrick] and [Bebchuk, Cohen and Ferrell], 
nor do they examine stock returns.”176 

Thus, Brown and Caylor cannot be cited  
for improved financial performance from 
good governance.

In reply, critics such as Lipton do 
not sufficiently recognize the agency 
relationship between investors and a 
corporation. Today, the market power 
of institutional investors with their 
portfolio firms is the driving force behind 
activism. With responsibility for multi-
million dollar, international portfolios, 
institutional investors play a complex role 
as empowered shareholders and even 
moral fiduciaries. When critics reexamine 
the identities and goals of these modern 
investors, they will see that the purpose 
of most activism is to increase shareholder 
value. The sophisticated analytical tools of 
The Corporate Library, or the services of 
proxy advisory firms such as Glass, Lewis 
& Co., or Egan-Jones Proxy Advisors, 
are employed precisely because activist 
investors do not seek to distract management 
or waste the resources of the corporation 
which they own. Instead, activist investors  
are a check on entrenchment of poor or  
even illegal practices, and can offer 
management the most innovative business 
ideas of shareholders.

While the studies cited by Bhagat, 
et al. reflect a scholar’s caution in 
drawing causal connections between 
governance and performance, the studies 
support causation. Brown and Caylor 
found “powerful evidence that … two 
entrenchment measures [no poison pill 
and no staggered board] are linked to firm 
valuation,”177 validating the findings of 
Bebchuk, Cohen and Ferrell. Brown and 
Caylor further identified “five internal 
governance provisions that are linked to 
firm value.”178 Additionally, a 2006 study 
by two Georgetown University business 
professors, Reena Aggarwal and Rohan 
Williamson, reviewed 5,200 U.S. companies 
and concluded: “there is a very strong 
positive relationship between firm value 
and corporate governance.”179 A skeptic 
might point out that even a badly run 
company can achieve an improved stock 

corporations best create value when 
boards and managers are left alone, as 
shown by historical performance. Lipton 
writes that the “electoral system [Bebchuk] 
seeks to dismantle has enabled U.S. firms 
to consistently outperform their global 
peers.”171 Contested director elections 
will tend to drive out talented candidates, 
Lipton argues, and not motivate them to 
higher performance.172 Lipton’s view is that 
shareholder activism distracts companies 
from profit seeking, so it follows that it is 
bad for performance. Any study showing a 
correlation between better governance and 
improved shareholder value would be at 
odds with Lipton’s boardroom experience.

Another sort of critic presents an agnostic 
view that governance features may be good, 
bad or neutral for corporate performance, 
but studies have not yet measured the 
effect so we do not know. In an October 
2007 paper, Sanjai Bhagat, Brian Bolton and 
Roberta Romano argue that the business 
world is too complex to be summarized in 
a corporate governance index. The authors 
caution: “Our core conclusion is that there is 
no consistent relation between the academic 
and related commercial governance indices 
and measures of corporate performance.”173

Bhagat, et al. argue that a close 
examination of several corporate 
governance studies reveals there is not a 
finding of a causal relationship between 
governance and financial performance. 
They praise the 2001 study by Gompers, 
Ishii and Metrick, Corporate Governance 
and Equity Prices, for its careful handling 
of data, but note the paper, “did not draw 
causal conclusions about the relation 
between good governance and superior 
performance.”174 Likewise, in the 2005 
study by Lucian Bebchuk, Alma Cohen 
and Allen Ferrell, What Matters in Corporate 
Governance?, the authors do not claim the 
data “demonstrated causation; rather, 
they state that the evidence is ‘suggestive’ 
that the set of entrenching governance 
provisions that they have identified effect 
performance.”175 Finally, Bhajat, et al. 
analyze the 2004 study by Lawrence Brown 
and Marcus Caylor, Corporate Governance 
and Firm Performance, which created a 
“Gov-Score” measurement. The problem 
with the study, Bhajat, et al. argue, is Brown 
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transparency is needed for laissez faire 
lighthouses to warn of shoals ahead. The 
current financial crisis shows that corporate 
governance is a necessary precursor to 
enable markets to accurately evaluate 
risk. Further, as the billion dollar figures 
for bank bailouts rises each month, it has 
become clear that capital markets are not a 
replacement for good governance when the 
problems end up in the public’s lap.

As discussed throughout this article, a 
substantial number of studies support the 
notions that investing in companies with 
sound corporate governance programs and 
practices makes good economic sense and 
that good corporate governance fosters 
long-term profitability. Simply put, good 
corporate governance does, in fact, pay.
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