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abstract

State ownership of publicly-traded corporations remains pervasive around the world, and has
been increasing in recent years. Existing literature focuses on the implications of govern-
ment ownership for corporate governance and performance at the firm level. This Article,
by contrast, explores the different but equally important question of whether the presence
of the state as a shareholder can impose negative externalities on the corporate law regime
available to the private sector. 
Drawing from historical experiments with government ownership in the United States,
Brazil, China, and Europe, this study shows that the conflict of interest stemming from the
state’s dual role as a shareholder and regulator can influence the content of corporate laws
to the detriment of outside investor protection and efficiency. It thus addresses a gap in the
literature on the political economy of corporate governance by incorporating the political
role of the state as shareholder as another mechanism to explain the relationship between
corporate ownership structures and legal investor protection. Finally, this Article explores
the promise of different institutional arrangements to constrain the impact of the state’s inter-
ests as a shareholder on the corporate governance environment, and concludes by offering
several policy recommendations.
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State oWnerShIp and corporate Governance

I. INTRODUCTION

After two decades of privatizations and the emergence of an increasing – though
not quite conclusive – consensus on the comparative efficiency of private ver-
sus state ownership of business enterprise, the pendulum has swung in the
opposite direction. Although atypical in the United States,1 state ownership of
listed companies is pervasive and growing elsewhere in the world. According to
a recent survey, state-owned enterprises are now responsible for approximately
one-fifth of global stock market value, which is more than two times the level
observed just one decade ago.2

There is a large literature exploring the potential inefficiencies of state con-
trol of enterprise, and a growing literature on the ways in which the law, and
in particular corporate law, might be structured to limit those inefficiencies. In
this Article, I look at the other side of the problem: what is the effect of state
ownership on the structure of corporation and capital markets law, not just as
it applies to state-controlled firms but as it applies in general to firms that are
entirely privately owned? The latter issue is arguably as important as, or even
more important than, the problem of controlling the inefficiencies of state own-
ership. Nonetheless, it has been almost entirely neglected.
Drawing from historical and comparative experiments with state ownership,

this Article shows that government control of business corporations can have
unintended consequences that go well beyond the potential firm mismanagement
if the state pursues political goals inconsistent with shareholder wealth maximiza-
tion – the concern that dominates the large literature on the relative merits of
public and private ownership.3 An important but so far overlooked byproduct of
government ownership stems from the conflict of interest inherent in the state’s
dual role as shareholder and corporate governance regulator.4That is, where the
state is a controlling shareholder of major business corporations, its interests as
controller may come to dictate the content of general corporate laws to the detri-
ment of both outside investor protection and efficiency. 
There is now a vast empirical literature underscoring the importance of legal

investor protection to the development of capital markets around the world.
In particular, these works show a strong correlation among low levels of pro-
tection for minority shareholders, highly concentrated corporate control in
the hands of the state and wealthy families, and underdeveloped capital mar-
kets.5 However, a series of studies on the political economy of corporate
governance has demonstrated that the causal link between legal institutions, on
the one hand, and corporate ownership structure and capital market develop-
ment, on the other hand, is unlikely to be unidirectional. While poor investor
protection can discourage ownership dispersion and capital market develop-
ment, concentrated shareholdings in the hands of powerful families may also
generate strong political opposition to legal reforms providing for stronger
minority shareholder rights.6

Yet the existing literature on the political economy of corporate governance
focuses exclusively on private owners, managers, and workers as the relevant
political constituents.7 Perhaps due to the relative scarcity of listed state-owned
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firms in the Anglo-American world (the source of a major part of these stud-
ies), the potential role of the state as a shareholder in corporate governance is
left entirely out of the equation. I argue that, by excluding this key political
actor, conventional models have failed to describe adequately the political econ-
omy of the large (and recently growing) number of jurisdictions that boast a
substantial number of mixed enterprises, here defined as corporations in which
the government shares ownership with private investors.
The recognition of the role of the government as shareholder in corporate

law reforms unveils another dimension of the well-known correlation between
family and state control of corporate enterprise.8 The conventional interpreta-
tion of why family and state control appear in tandem is that, in a system of
poor investor protection and high private benefits of control, controlling share-
holders do not give away control for fear of subsequent expropriation. Because
robust capital markets fail to emerge in this context, only the state and wealthy
families possess enough capital to invest in large-scale productive activity. In
fact, the very existence of state-owned enterprises (SOEs) is partially justified
by the failure of capital markets to provide financing for large firms to carry
out socially beneficial projects.9

Nevertheless, reverse causation remains equally plausible. For example, if
state ownership serves as a substitute for capital markets, high levels of gov-
ernment ownership of enterprise may effectively “crowd out” the private
sector.10 The goal of this Article is to underscore an important but so far over-
looked channel for reverse causation: the negative influence of the role of the
government as a controlling shareholder on the levels of a country’s legal
investor protection and, consequently, on its capital market development.
Although this study mostly refers to the interests of “the state” as a unitary

actor for the sake of simplicity, its argument does not depend on an entirely
monolithic, and hence unrealistic, view of the state. There are, to be sure, dif-
fering interests and powers within the state, often represented by competing
government agencies, which might de facto diminish the state’s capacity to pur-
sue its interests as a shareholder in a unitary manner and, in some cases,
attenuate or even override the state’s conflicts of interest as shareholder and
regulator.11 Nevertheless, a number of such actors and interests that influence
state action – such as popular pressure in democratic societies, or the self-inter-
est of government officials – tend to consistently favor the interests of the state
as shareholder over those of outside investors.
Various factors render the political economy of corporate law reforms par-

ticularly favorable to the interests of the government as controlling shareholder.
Not only does the state have a natural and unmatched proximity to the lawmak-
ing process – and is hence uniquely positioned to influence its outcomes – but
legal rules that favor the interests of the state as a shareholder over those of out-
side investors are often politically popular. For example, even the most financially
developed jurisdictions have far more taxpayers than shareholders in publicly-
traded firms.12 As a result, many citizens may come to favor legal rules that
privilege the interests of the state as a controlling shareholder over those of



minority (and often foreign) investors. This risk is particularly acute since the
same jurisdictions that exhibit higher levels of state-owned enterprise also
tend to have less developed capital markets and lower levels of stock owner-
ship by households.
If ordinary citizens are often sympathetic to the state’s interests as a share-

holder, controlling families are even more so. In a system of concentrated
corporate ownership, collective action problems allow controlling families to
exercise disproportionate influence on legislative outcomes, stifling the enact-
ment of investor protection laws.13 Moreover, the coexistence of state and
family control significantly reinforces this pattern, as it creates a natural align-
ment of interests between the government and controlling families against
minority shareholders. As a result, even if the political clout of such families is
discounted, the state, as the controlling shareholder of some of the largest pub-
licly-traded firms, may have independent reasons to oppose reforms that
redistribute wealth to minority shareholders and to sponsor legal changes that
facilitate minority expropriation. 
This symbiotic relationship between state and family control of business cor-

porations has been overlooked due to a persistent focus on the distinctiveness
of government control vis-à-vis private ownership of enterprise. In this sense,
at least two differences stand out. First, managers of SOEs typically face lower
performance incentives than private firms, since public enterprises are gener-
ally subject to a “soft” budget constraint, shielded from bankruptcy and hostile
takeovers, and limited in their ability to enhance managerial performance
through high-powered compensation contracts. Second, but more importantly,
state-controlled firms tend to pursue political or non-financial objectives other
than shareholder-wealth maximization.
While differences between public and private ownership certainly exist (and

are the subject of a large empirical literature),14 it is easy to overstate the extent
to which the interests of the government as a controlling shareholder differ
from those of private controlling shareholders. First, agency costs and the ensu-
ing distortions in managerial incentives are a time-honored problem in
widely-held corporations. Second, the pursuit of non-pecuniary objectives
beyond shareholder-wealth maximization – widely acknowledged as the quin-
tessential characteristic (or main evil) of government ownership – is hardly
unique to SOEs.15

Indeed, too much emphasis on the differences between private and public
control of enterprise has largely obscured their similarities. Conceding that the
model of the firm as a profit maximizer may be a worse fit to state-owned firms
does not entail that the government and managing bureaucrats are indifferent
to the company’s size, revenue, and profit distribution. A prominent strand of
the literature on public choice models state and bureaucratic behavior based
on the assumption that governments maximize fiscal revenues while bureau-
cracies maximize the size of their budgets.16 In disregarding the interests of the
state and managing bureaucrats in the distribution of SOE profits, the corpo-
rate governance literature has, ironically, embraced too benign a view of the
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state as shareholder. The same scholars who warn against the risk of political
management of state-owned firms tend to assume that the government is oth-
erwise unlikely to abuse minority investors.17The cases analyzed here challenge
these assumptions, as the actions of the state as a controlling shareholder have
too often mirrored the archetypal expropriation techniques employed by pri-
vate controlling shareholders.18

This study thus addresses a gap in the literature on the political economy
of corporate governance. Existing scholarship has failed to fully appreciate the
influence of the state as shareholder in the development of corporate legal
regimes, a force that has helped shape virtually every major corporate law issue
– as the degree of access to the corporate form, the legal regime of sale-of-
control transactions, and the structure of shareholder voting rights – across
different institutional settings. It also explores the extent to which the relative
retreat of state ownership during wave of privatizations of the 1980s and 1990s
may have contributed to the greater degree of convergence towards stronger
shareholder rights worldwide during the same period by transforming the polit-
ical economy of corporate law reforms. 
This Article proceeds as follows. Part II analyzes how the interests of the

government as shareholder have influenced corporate lawmaking in a variety
of settings. It begins by describing the U.S. experience in the nineteenth cen-
tury, and then turns to the cases of Brazil, China, and Continental Europe in
the twentieth century. Part III then speculates on the role that the wave of pri-
vatizations in the 1980s and 1990s, which reduced the importance of state
ownership and therefore the state’s stake in corporate laws, might have played
in transforming the political economy of corporate governance and in foster-
ing capital market development. Part IV attempts to translate historical lessons
into policy proposals by exploring the promise of different institutional arrange-
ments to constrain the impact of the state’s interests as a shareholder on the
corporate governance environment, and offering some recommendations that
are both counterintuitive and contrary to influential OECD guidelines on SOEs.
Part V concludes by reflecting on the continued significance of state owner-
ship and its implications for corporate governance. 

II. THE STATE AS SHAREHOLDER IN COMPARATIVE PERSPECTIVE 

A. UNITED STATES

Compared to most other jurisdictions throughout the world, traditional SOEs
were significantly less common in the United States throughout the twenti-
eth century. Except for temporary takeovers of enemy property during
wartime,19 the U.S. government largely refrained from nationalizing major
industries and embracing a model of state capitalism in the post-World War II
period. While mixed enterprises have dominated stock markets in many devel-
oped and developing countries, they were virtually non-existent in recent U.S.
experience until the 2008 financial crisis.20 In fact, the very idea of having the
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federal government acquire equity stakes in distressed financial institutions
reluctantly emerged as a policy transplant from England, a country with far
greater historical experience and familiarity with state-owned enterprise. The
partial nationalizations of distressed firms substituted the U.S. government’s
initial plan for its Troubled Assets Relief Program (TARP), which consisted of
less intrusive public purchases of troubled or “toxic” assets from the banks’
balance sheets.21

At least in the last century, the U.S. government has been largely immune
from conflicts of interest in corporate governance regulation stemming from
its interests as a corporate shareholder. While federal and state governments in
the United States have frequently (and increasingly) employed the corporate
form since the beginning of the twentieth century, they have traditionally done
so either as a sole proprietor or as a guarantor, not as co-shareholder or resid-
ual owner in partnership with private capital. 
As the Supreme Court remarked in Lebron v. National Railroad Passenger Corp.,

the passenger railroad company Amtrak, as a government-owned corporation,
“was not a unique, or indeed even a particularly unusual, phenomenon.”22

Indeed, U.S. federal and state governments have made lavish use of the corpo-
rate form to perform public functions. As of 1990, the official count included as
many as 6,937 government corporations in the United States, including 45 with
federal charters – a number that seems to have been growing in recent years.23

Still, the vast majority of these corporations have assumed one of two
forms: (i) corporatized public instrumentalities, in which the corporate struc-
ture serves as an alternative organizational form to more traditional modes of
public governance, or (ii) privately-owned but government-sponsored enter-
prise. As an example of the first type of organization, both state and federal
governments have created corporations liberally in order to obtain greater
operational flexibility over conventional public agencies or bureaucracies. Pres-
ident Franklin Delano Roosevelt pitched the creation of the Tennessee Valley
Authority in 1933, for example, as “a corporation clothed with the power of
government but possessed of the flexibility and initiative of a private enter-
prise.”24 The government is typically the sole owner of these corporations,
which are often no more than state agencies organized under a different, and
more flexible, legal structure.25

Additionally, the U.S. government has availed itself of a number of govern-
ment-sponsored enterprises (GSEs), of which Federal National Mortgage
Association (Fannie Mae) and Federal Home Loan Mortgage Corporation
(Freddie Mac) are the foremost examples.26 GSEs are chartered by the feder-
al government to pursue public objectives or cure perceived market failures,
but are organized in the form of profit-seeking corporations owned by pri-
vate shareholders and listed on major exchanges. The government backing to
GSEs does not come in the form of an equity stake but rather from its implic-
it guarantee to the corporation’s debt, which in turn helps advance the
company’s public objectives by lowering its cost of capital. This hybrid struc-
ture mitigates the intra-shareholder conflicts associated with state ownership,
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albeit at the cost of creating even greater misalignment of interests between
corporate shareholders and management, who benefit from the stock price
appreciation due to risk-taking activities, and taxpayers, who are left to pick
up the bill in case of failure.27

Neither wholly-owned government corporations nor GSEs pose the agency
problems that are typical of multi-owner firms, since in the former case the gov-
ernment is the sole owner and in the latter case it is not an owner at all.28 Until
recently, simultaneous private and public ownership of business corporations in
the United States was rare and of little practical significance.29Whereas a num-
ber of companies were formally chartered as “mixed enterprises,” most of them
have converged to either entirely public or private ownership.30

For instance, Amtrak was officially established as a mixed enterprise, but
soon came to be wholly owned by the federal government. Conversely, the
Communications Satellite Corporation (Comsat), which was the object of the
“most widely-publicized and hotly contested battle involving mixed enterprise
in the twentieth century,” turned out not to embrace a mixed ownership
model.31 Comsat’s 1962 federal charter allowed the U.S. President to appoint
three “public interest” directors out of its 15 board members, but the firm was
to be entirely owned by private sector shareholders.32 Comsat’s governance
structure ensured governmental influence and supervision without implicating
the state’s financial interest in the enterprise. 
Nevertheless, mixed-ownership corporations have a long historical pedigree

in the United States. The establishment of the Bank of North America of 1781
– a mixed ownership corporation and the country’s first bank – preceded the
adoption of the U.S. constitution and was instrumental to the country’s con-
tinued independence.33 Similarly, the First Bank of the United States of 1791
was also a mixed ownership company in which the U.S. government held up
to 20% of its stock.34

The tension between the state’s interests as a shareholder and its role as a
corporate regulator was clear from the outset. In the late eighteenth and early
nineteenth centuries, the most salient corporate issues were not managerial
agency costs and the resulting need for shareholder protection, as is the case
today, but rather access to corporate charters, which at the time still required
an individualized act of the legislature.35 And, as it turns out, the financial inter-
ests of states as shareholders of incumbent firms influenced their willingness
to charter potential competitors.
Take, for instance, the case of early banking in Philadelphia as described by

Anna Schwartz.36 Facing a budget surplus in 1792, the Commonwealth of Penn-
sylvania saw the highly lucrative Bank of North America, which was by then
wholly owned by private merchants, as a promising investment opportunity. The
state proposed to acquire a significant amount of the bank’s stock, but negoti-
ations with existing shareholders ultimately broke down. Local merchants who
were dissatisfied with their accommodation in the Bank of North America saw
this as an opportunity to obtain a corporate charter for a competing institution,
the Bank of Pennsylvania.37 In consideration for the grant of a charter to the
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Bank of Pennsylvania, the state was allowed to subscribe to one-third of the
bank’s capital stock, to be paid through a combination of specie, federal debt,
and proceeds of a loan from the bank.38

In 1803, still another group of credit-hungry merchants petitioned the leg-
islature to incorporate the Philadelphia Bank. The petition met with resistance
from the Bank of Pennsylvania, which – itself a direct product of the state’s
profit-making objectives – now appealed to the government’s interests as a
shareholder to oppose the incorporation of a new bank. It argued that the char-
tering of another banking institution would reduce the Bank of Pennsylvania’s
profits and therefore jeopardize the state’s investment.39 Citizens argued before
the legislature that, in light of “the extensive interest which the state holds in
the Bank of Pennsylvania, they cannot too seriously consider the probable bane-
ful effects of an additional chartered Bank at this period, on the fiscal concerns
of the state and on the banking system.”40

The Commonwealth of Pennsylvania thus faced a familiar dilemma. In the
words of Anna Schwartz, “as a stockholder in the Bank of Pennsylvania, its
interests presumably coincided with those of the private investors in the bank,
but as arbiter of the public welfare, it had to consider the views of the pro-
moters of the Philadelphia Bank. These conflicted with the ambitions of Bank
of Pennsylvania stockholders.”41 The legislative committee in charge of evalu-
ating the charter petition was initially determined to privilege the interests of
the state as a shareholder. It issued an unfavorable report on the charter appli-
cation, deeming it against the “public interest” as possibly damaging to the
state’s financial stake in the Bank of Pennsylvania.42

The state’s conflict of interest did not go unnoticed. One legislative propos-
al argued that elimination of the conflict required the state to divest its stock
holdings in banks. It contended that “[i]t being the duty of the government to
consult the general will and provide for the good of all, embarrassments must
frequently be thrown in the way of the performance of this duty, when the gov-
ernment is coupled in interest with institutions whose rights are founded in
monopoly, and whose prosperity depends on the exclusion and suppression of
similar institutions.”43

This proposal for divestiture was defeated, but the Philadelphia Bank was able
to engage successfully in Coasean bargaining and obtain a charter. In exchange
for incorporation, the Bank of Philadelphia offered the state a $135,000 cash
payment, permitted the state to make a significant stock subscription, and loaned
$100,000 to the commonwealth. After winning a bidding war with the Bank of
Pennsylvania – which offered the state significant boons for denying its competi-
tor’s application for a charter – the Bank of Philadelphia was finally incorporated
in 1804.44

The state’s new holdings in the Philadelphia Bank had the potential to cre-
ate the same conflicts of interest in future charter requests. And sure enough,
Pennsylvania’s interests as a shareholder led it once again to oppose an incor-
poration petition from the Farmers’ and Mechanics’ Bank in 1807.45 Side
payments to the state government were repeatedly employed to satisfy the

State oWnerShIp and corporate Governance

8



“public interest” until the liquidation of the state’s shareholdings in banks in
1837 created the preconditions for a truly liberal chartering policy.46

Pennsylvania was not unique in experiencing a tension between the state’s
dual role as a shareholder and regulator. Wallis, Sylla and Legler have provid-
ed systematic evidence that individual states’ financial interests had a substantial
impact on their policies towards bank chartering. States whose main source of
banking-related revenue came from taxes were significantly more likely to adopt
a liberal chartering process than those in which the state was invested as a major
bank shareholder.47

Nor was the shareholder-regulator conflict limited to the incorporation of
financial institutions. In the nineteenth century, U.S. state governments were
also heavily invested in transportation improvement companies (notably turn-
pikes, canals, and railroads) and kept these interests in mind when reviewing
charter applications from potential competitors. The State of New York’s inter-
est in the economic success of the Erie Canal – which, in a historic example
of public entrepreneurship, it built and financed on its own – illustrates the
problem. Despite its pioneering role in the enactment of general incorporation
statutes, New York refrained from passing a general incorporation law for canals
so as to prevent competition from impairing the ratings of the Erie Canal’s state
bonds.48 Citizens were sympathetic to the state’s fiscal interests, leading to a
“loud popular cry”49 against potential competition from railroads. As a result,
the New York legislature passed laws preventing railroads from carrying freight,
hence guaranteeing the Erie Canal’s monopoly.50

In New Jersey, this pattern was even more prevalent. The state’s infamous
“monopoly bill” of 1832, which granted exclusive privileges to the Camden and
Amboy railroad, was a bargained-for statute passed in exchange for a signifi-
cant gift to the state of company stock.51The state’s equity stake in the railroad
turned out to be so profitable that it significantly reduced the taxes levied on
its citizenry,52 thus making the monopoly politically popular. When a turnpike
company applied for a competing charter a few years later, the committee in
charge of the matter opined negatively on the petition so as to “preserve invi-
olate, sacred and unimpaired, the faith, the integrity, and the revenues of the state,
by a strict adherence to the system of policy which has laid the foundation of
our Internal Improvements, the principles of protection as a means of revenue.”53

Lawmakers also took into account the state’s interests as a shareholder in
defining appropriate rules for corporate governance. In 1846, the Revisors of
the Civil Code of Virginia focused on the implications for “the finances of the
state” to justify a proposed revision to relax the strict regressive voting scale
prevalent at the time, which severely limited the voting rights of large share-
holders.54 They noted that “[t]he state has subscribed largely to works of
internal improvement, and to her it is desirable that each work to which she
subscribes should be so managed as not to sink capital, but make it a source of
some income.”55The Revisors deemed that the state’s financial interests would
be best served by affording greater voting rights to large shareholders, who had
an incentive to make decisions so as to maximize the values of their investment,
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rather than by giving comparatively greater voice to small holders, who could
exercise their voting rights so as to privilege their interests as users by favor-
ing low tolls to the detriment of profitability.56

As capital and product markets developed throughout the nineteenth centu-
ry, mixed enterprises became increasingly rare and remained so well into the
twentieth century.57Yet, throughout the twentieth century, and especially in the
post-war period, the state continued to share in the profits of business corpora-
tions. It did so no longer through equity ownership, but rather via taxation. In
the years after World War II, while non-U.S. governments were rapidly increas-
ing their equity holdings in important segments of the economy, the income tax
rate applicable to business corporations was such as to, in the words of Adolph
Berle, “virtually make the state an equal partner [in the corporate enterprise] as
far as profits are concerned.”58 Meanwhile, the provisions of U.S. corporate law
continued to be influenced by the states’ financial interests – no longer as cor-
porate shareholders but rather as collectors of corporate franchise taxes.59

Nevertheless, the government’s financial interest in tax revenues creates dif-
ferent – and arguably more benign – regulatory incentives compared to outright
ownership. The federal government’s financial interest in income taxes favors
the enactment of efficient corporate and securities regulations that maximize
firm revenue. Although the states’ interests in franchise taxes may lead them to
enact corporate laws that are more managerialist than is socially desirable, their
incentives to favor controlling over minority shareholders are still much weak-
er than when the state itself is the controlling shareholder. 

B. BRAZIL

In contrast to the United States but as in most other jurisdictions around the
world, mixed corporations in Brazil became more, not less, common in the twen-
tieth century, especially in the second half. While most nineteenth-century
railroad corporations enjoyed publicly-guaranteed dividends but were owned by
private shareholders, by 1929 the government had taken over two-thirds of the
country’s railways, a percentage that would increase even further in the follow-
ing years.60 However, it was not until the early 1940s, with the incorporation of
the Companhia Siderúrgica Nacional (CSN) in 1941 (steel) and the Companhia
Vale do Rio Doce in 1942 (mining), that Brazil witnessed the emergence of the
first large-scale mixed enterprises having the government as a controlling share-
holder from the outset. 
The impetus for the creation of these national giants came from a combi-

nation of national security considerations in view of the ongoing world war and
a Gerschenkronian lack of private capital for financing industrialization.61

Brazil’s National Development Bank (Banco Nacional de Desenvolvimento Econômi-
co – BNDE, later Banco Nacional de Desenvolvimento Econômico e Social – BNDES),
established in 1952, became an important financing source of government cor-
porations before switching roles to operate as a main financier of the private
sector in subsequent decades.62 In 1953, the federal government incorporated
oil company Petrobras as a mixed enterprise following a strong nationalistic
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campaign based on the slogan “the oil is ours.” While the CSN and the BNDE
initially benefited from U.S. government loans in connection with war coop-
eration efforts, most state-owned firms were primarily financed via forced
savings through taxation.63 Initially by practice, and later by law,64 mixed enter-
prises in Brazil (sociedades de economia mista) had necessarily to be organized as
a business corporation (sociedade anônima). 
Starting in 1964, the ruling military government inaugurated an ambitious

program to develop Brazil’s capital markets, relied heavily on fiscal incentives in
the form of favorable tax treatment for both investors and publicly-traded com-
panies.65The program was part of a series of then recent anti-inflationary policies
which, by restricting governmental loans to the private sector, triggered a severe
working capital shortage in many firms.66This policy was strengthened with the
enactment of Decree-Law 157 in 1967, which allowed taxpayers to allocate up
to 10% of their federal income tax dues to make personal investments in pub-
licly-traded firms through certain mutual funds (the “157 funds”) – thus making
the purchase of shares in listed companies essentially free from a shareholder’s
perspective, since the price was paid by the government. Moreover, the govern-
ment further reinforced the creation of compulsory demand for domestic equities
by imposing a legal requirement that pension funds and insurance companies
invest a minimum percentage of their portfolio in local stock markets.67

The upshot of these measures was a massive flow of funds into public com-
panies and a capital market boom.68 The governmental policies induced a
number of family-owned firms to undertake their first public issue of stock.
And, perhaps more importantly, these policies led to a great expansion of state-
owned firms with publicly traded shares, both because a large number of
existing or newly created SOEs sold shares to the public for the first time, and
because SOEs that were already listed sold additional shares. Indeed, state-con-
trolled corporations turned out to be the foremost beneficiaries of the captive
demand created by the government’s program to foster capital market devel-
opment through forced savings.69

As contemporary economists put it, “what began as an institutional reform to
promote the low cost capitalization of private sector growth has in effect become
a vehicle for public enterprise capital expansion.”70 Government-controlled firms
figured among the “blue chips” traded on Brazil’s stock exchanges and were
responsible for 75% of the market’s trading volume.71 The magnitude of the
expansion of state-owned enterprise is striking, with 231 public firms created
between 1966 and 1976 alone.72 By 1974, 22 out of the top 25 companies in the
Brazilian economy were controlled by the government, with SOEs accounting
for 49.7% of the total net book value of the top 1,000 Brazilian firms.73

In the 1970s, academics and policymakers came to recognize the insufficien-
cy of tax incentives and the importance of stronger legal protections for
minority shareholders for increasing investor confidence and interest in corpo-
rate securities. Brazilian economist Mário Henrique Simonsen, then Treasury
Secretary, resented Brazil’s dearth of large private enterprise, which he attrib-
uted to the absence of legal mechanisms to protect minority shareholders from
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expropriation and thus encourage capital aggregation.74 Nevertheless, having
just used generous tax incentives to induce a large number of companies to go
public – all of which had either wealthy families or the state itself as control-
ling shareholder – Brazil’s legal reform process faced an uphill political battle.75

Not only controlling families but also the state had a vested interest in pre-
venting the adoption of sweeping legal reforms that could redistribute
corporate wealth and power away toward minority shareholders. 
Given the prominence of SOEs in Brazil’s corporate landscape, some schol-

ars advocated the adoption of a separate statute to suit the peculiar needs and
characteristics of government-controlled firms, a proposal that was neverthe-
less defeated.76 In the absence of special legislation, the prevailing approach was
to enact a single new Corporations Law in 1976, but to insert a new (and
remarkably lean) chapter devoted to sociedades de economia mista.77 The chapter
made clear that, except as otherwise specified therein or in federal law, pub-
licly-traded mixed enterprises were subject to the same corporate law rules and
regulations of the newly created Securities and Exchange Commission (Comis-
são de Valores Mobiliários – CVM) as private issuers.78

Interestingly, this chapter expressly imposed on directors and controlling
shareholders of mixed enterprises the same fiduciary duties applicable to pri-
vately-owned corporations (thus incorporating the relevant provisions by
reference), even though it specifically permitted the government to “steer the
company’s activity toward the public interest that justified its creation.”79

However, what could look like an intractable tension between standard fidu-
ciary duties and government control was more apparent than real. The general
fiduciary duties created by the 1976 Corporations Law were exceedingly broad
– indeed, probably too broad to effectively constrain abusive behavior. The per-
tinent provisions of the statute provide that controlling shareholders shall
attend to the interests not only of shareholders, but also of employees, the
community, and even the national economy.80 All in all, Brazil’s Corporations
Law proved to be quite accommodating to the needs of the government as a
controlling shareholder.
In the years following the 1976 statute, state-owned enterprises, which were

until then perceived as highly successful and beneficial to the economy, entered
a period of crisis.81 In the general environment of international debt crisis and
mounting inflationary pressures of the late 1970s and early 1980s, the Brazilian
government came to increasingly employ state-owned firms as an instrument of
macroeconomic policy. SOEs were ultimately forced to underprice their output
in order to control rising inflation as well as to curb their investments and
financing in foreign currency.82 These policies resulted in a deterioration of the
financial condition of state-owned firms which, combined with an internation-
al context favoring a smaller government, gave rise to pressures for the
privatization of Brazilian companies. It was not until the 1990s, however, that a
large-scale privatization movement finally took off. 
While the influence of state interests in the development of the 1976 Cor-

porations Law was subtle, subsequent legal reforms that were implemented in
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connection with Brazil’s privatization process would provide a textbook exam-
ple of the influence of the state as shareholder in corporate lawmaking.
Although many features of the privatization process are unique to the state as
a selling shareholder, the device used by the government to extract private ben-
efits of control – insiders’ appropriation of a large control premium not available
to minority investors – is familiar in private sector transactions.83

Brazil’s National Denationalization Program (Programa Nacional de Desestati-
zação – PND), enacted into law in 1990, specified the procedures to be followed
in privatization.84 The objectives of the PND were numerous – and conflicting.
The program’s stated goals simultaneously included “reduction of public debt and
the balancing of public finances” and “the strengthening of capital markets,
through an increase in public offerings and the democratization of the capital of
the companies taking part in the Program.”85 However, in the Brazilian context
of low investor protection and, consequently, low stock valuations, public offer-
ings were unlikely to lead to revenue maximization absent major legal reforms. 
Due to a combination of unfavorable macroeconomic conditions and very

low levels of investor protection, Brazilian stocks had the lowest price-to-book
ratio and the second lowest price-earnings ratio of 25 developed and develop-
ing countries worldwide during the 1980s.86 In the 1990s, price-equity ratios
remained extremely low, with three-fourths of companies having a PE ratio
below 9 (against an average of 21 for the S&P 500 during the same period),
and with more than half of these firms displaying share prices of less than 50%
of book value.87 Brazilian policymakers at the time reasoned that public share
offerings would not only fail to maximize government revenue, but were also
unlikely to generate sufficient levels of ownership dispersion and capital mar-
ket development to justify the effort.88

Empirical studies would later find that jurisdictions displaying low levels of
legal protection of investors and high levels of private benefits of control were
more likely to sell SOEs through private block sales rather than through share
issuance privatizations (SIPs), thus signaling privatizing governments’ revenue-
maximizing behavior.89 As a country that had, at an estimated 65% of firm value,
the highest private benefits of control among 39 sampled countries between 1990
and 2000 according to a study by Dyck and Zingales, this is precisely what Brazil
did.90 According to Megginson et al.’s study on methods states have chosen to
divest government equity stakes, Brazil was one of the countries with the low-
est ratio of SIPs to privatizations worldwide.91

Nevertheless, while existing studies on the choice of sales method in priva-
tizations take the level of investor protection as given, the evidence from Brazil
shows otherwise. Taking full advantage of its unique ability to reshape corpo-
rate law rules to further increase the already ample opportunities for extraction
of private benefits of control, the Brazilian government went on in 1997 to pro-
mote a so-called “mini-reform” of the Corporations Law of 1976 with the
acquiescence of controlling families. Although criticized by legal scholars and
corporate governance experts, the reform was seen as “technocratic” and turned
out not to be politically controversial.92.The subject matter of the new law was
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not salient enough to attract the attention of broad segments of the Brazilian
population, which, in any case, would likely be sympathetic to the government’s
attempt to maximize its privatization proceeds to cover the country’s sizable
external deficit.
Prior to the reform, Brazil’s Corporations Law granted statutory appraisal

rights (direito de retirada) to dissenting minority shareholders from spin-off trans-
actions. It also imposed a mandatory bid requirement (dubbed “tag-along”
rights in Brazil) for common shares held by minority shareholders at the same
share price paid to the controlling block upon a sale of control. The new Law
9,457 of 1997 did away with both of these protections. The removal of apprais-
al rights allowed the government to carry out cheaply its planned strategy of
spinning off portfolio companies prior to their sale, thus avoiding out-of-pock-
et payments to dissenting shareholders and judicial disputes over the amounts
due. The elimination of the mandatory bid requirement, in turn, permitted the
state to appropriate the totality of the control premium to itself.93

To be sure, the efficiency of premium-sharing, or “equal opportunity,” rules
(of which the mandatory bid rule is but one example) is the object of consid-
erable controversy. There is a large body of literature suggesting that mechanisms
that force controlling shareholders to share a control premium with minority
investors are inefficient, as they do not differentiate between value-adding and
value-decreasing acquisitions, and thus equally discourage both types of trans-
action.94 However, in the Brazilian context of weak investor protection in
going-private transactions, the elimination of the mandatory bid rule deprived
minority shareholders of the opportunity to exit at a fair price upon a sale of
control, and therefore exposed them to subsequent expropriation in abusive
delisting transactions and freeze-out mergers.95

Following the enactment of the statute, the Brazilian state went on to sell
the cream of its holdings, in return for a significant premium. Figure 1 below
shows the significant jump in privatization proceeds following the enactment
of the amendments to the Corporations Law in May 1997. 

FIGURE 1: PROCEEDS FROM PRIVATIZATIONS BY YEAR (IN US$ BILLION)

Source: BNDES (2002)
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The crown jewel of the privatization process was Telebras, a telecom com-
pany whose divestiture in one of the largest privatization transactions in history
was a major driver behind the 1997 legal reform. Prior to its privatization in
1998, Telebras alone accounted for approximately 60% of all trades in the São
Paulo Stock Exchange. The expected government gains from the legal reform
abolishing premium-sharing requirements were substantial. 
Through the ample use of preferred non-voting shares and, to a lesser extent,

a pyramidal structure, the government was in a position to transfer uncontest-
ed control of Telebras by selling less than one-fifth of their total equity capital.96

When the company was privatized, the federal government held 51.79% of Tel-
ebras common shares, amounting to 19.26% of the company’s total capital, while
foreign shareholders held roughly 40% of the company’s total equity.97Telebras’s
ownership structure, which allowed the state to exercise uncontested control
while holding only a minority of the company’s cash-flow rights, distorted the
government’s incentives as the controlling shareholder by encouraging it to
appropriate a disproportionate amount of the firm’s value.98 As planned, the
Brazilian government succeeded in obtaining a substantial control premium from
the sale of Telebras. Economists estimate that the price of US$19 billion received
by the government represented a premium of roughly 160% over the price of
Telebras non-voting preferred stock.99

The 1997 revisions to Brazil’s Corporations Law provides a paradigmatic
example of the risks that state ownership under a unitary corporate law regime
poses to the overall corporate governance environment. Since the new statu-
tory amendments were general in nature and by no means restricted to SOEs,
they also benefited private firms’ controlling shareholders to the detriment of
outside investors. Consequently, control sales of government and privately-
owned firms alike were made at substantial premiums to majority shareholders
and at the expense of the minority. Examples of abusive sale-of-control trans-
actions in the electric-power industry alone include Coelba (purchased for
R$165 per controlling share against R$62 offered to the minority), CPFL (in
which controlling shareholders received R$432 per share compared to R$126
offered for the public float) and Cesp Paranapanema (acquired for R$34 per
controlling share against R$9 paid to the minority).100

Tatiana Nenova’s empirical study on the impact of Law 9,457 on the level of
private benefits finds that control value more than doubled following the enact-
ment of the statute, reflecting greater opportunities for minority expropriation
under the new regime.101 By encouraging abusive going-private transactions, the
statute led to a sharp reduction in the number of listed firms in Brazilian capi-
tal markets and eroded investor confidence in new issues. The trading volume on
the São Paulo Stock Exchange fell from more than $191 billion in 1997 to $65
billion in 2001.102 Between 1995 and 2000, only eight companies went public
on the São Paulo Stock Exchange.103

In December 2000 the São Paulo Stock Exchange launched the Novo Merca-
do (New Market), a voluntary premium exchange segment whose listing standards
imposed much stricter corporate governance rules than those provided under
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Brazilian law, including the extension of tag-along rights to minority investors
at the same price paid to controlling shareholders in the event of a sale of con-
trol.104 Understanding the political clout of controlling shareholders in blocking
legal reforms, Brazil’s approach to capital market development this time fol-
lowed what Gilson, Hansmann, and Pargendler term “regulatory dualism”: it
permitted established firms to continue to be governed by the existing legal
regime, while creating a parallel system of stricter shareholder protection that
is open to firms that voluntarily choose to adopt it.105 By preserving the inter-
ests of established firms – which, despite the wave of privatizations, continued
to include a number of giant SOEs, such as Banco do Brasil and Petrobras –
regulatory dualism helped overcome the political economy constraints to
investor protection reform and, ultimately, capital market development.106 Inter-
estingly, SOEs were among the first to go public on the Novo Mercado, arguably
as part of a strategy pursued by incumbent politicians to insulate such firms
from future political interference by their successors by binding them to a
stronger investor protection regime.107

The dramatic expansion of Brazil’s capital market – which is now among
the most active equity markets worldwide – has not entailed a decline in the
SOE sector.108 On the contrary, the recent discovery of new oilfields off the
Brazilian coast is illustrative both of the continued vitality of mixed enterpris-
es in emerging economies and of the distinctive behavior of the state as
controlling shareholder of Petrobras, Brazil’s giant oil corporation. While the
federal government owned the oilfields in their entirety, Brazil’s oil company
Petrobras was state-controlled but 60% owned by private (including foreign)
investors, which meant that the profits resulting from Petrobras’s exploration
of the new fields would need to be shared with outside stockholders. 
The approach taken was for the government to assign to Petrobras its rights

in the oil reserves in exchange for additional company shares. This stock issue,
in turn, took place in connection with a public equity offering designed to raise
additional outside capital to fund the necessary investments in drilling and
exploration. In order to circumvent the provisions of the Corporations Law
requiring minority shareholder approval of stock subscriptions that are payable
in kind, Petrobras’s lawyers structured both operations as separate transactions
– even though they were described in the same legal document and openly
referred to as a single transaction for the “recapitalization” of Petrobras.109

The result was a high-profile self-dealing transaction in which the interests
of the Brazilian public as indirect beneficiaries of the government’s oil and
equity holdings were pitched against the economic interests of Petrobras’s
minority (and mostly foreign) investors. Commentators were concerned that the
government would sell the oil, of which it was a 100% owner, at an inflated
price to the company, of which the government owned only about 40% of the
equity – hence transferring wealth from the company’s noncontrolling public
shareholders to the government. In September 2010, the government finally set
the price per barrel to be used in the purchase of oil rights with the compa-
ny’s shares at $8.51 – a median figure between the price of $5 or $6 per barrel
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defended by minority investors and the price of $10 or $12 initially hinted at
by the government.110The set price likely reflected a delicate balance between
political and economic considerations. On the one hand, self-dealing by the
government is politically popular, which in itself constitutes a strong reason for
expropriating minority shareholders in a presidential election year.111 On the
other hand, Petrobras’s need for capital to finance the exploration of the new
reserves likely deterred the government from setting an overly inflated price,
since the company’s simultaneous stock offering could be jeopardized by such
a serious abuse of minority investors. What is perhaps most worrisome is that
a transaction structure designed to address national interests in a high-profile
SOE transaction may well set a precedent for what constitutes permissible relat-
ed-party transactions under Brazil’s Corporations Law. 
Petrobras’s record share offering was completed in September 2010. By rais-

ing approximately $67 billion, it became the largest share offering in history.
Following the offering, BM&F Bovespa became the world’s second-largest stock
exchange by market capitalization.112 Buyers of Petrobras’s stock included
Brazilian and foreign investors, who considered that the risks of government
abuse of outside shareholders were outweighed and mitigated by the sheer size
of the company’s oil reserves and its likely need to access capital markets again
in the near future,113 although other investors deemed the offering overvalued
and warned against a bubble.114 Interestingly, the government’s ownership stake
in Petrobras actually increased as a consequence of this offering (from about 40%
to 48% of the company’s total equity), showing that the state’s role as a share-
holder, and its interest in an inefficiently weak corporate governance regime,
are not going away in the near future.115

C. CHINA

China is home to the most recent large-scale experiment with listed SOEs. In
the 1990s, a large number of Chinese state-owned firms, which until then were
operated by government agencies, were transformed into business corporations.
At the same time that most of the Western world was undertaking standard pri-
vatization programs, the Chinese government embraced “corporatization” as an
integral part of its economic modernization strategy.116 China remained strong-
ly committed to government ownership and control of enterprise, but saw the
corporate form as a powerful instrument to improve corporate efficiency and
financing. While some observers saw in the corporatization strategy a first step
in the transition towards private control of enterprise, the goal of the Commu-
nist Party was arguably the reverse, that is, to increase state control of economic
activity through leverage.117

The Shanghai Stock Exchange opened in 1990 with IPOs of a number of
SOEs.118 Between 1991 and 1998 alone, more than 600 firms that were previ-
ously wholly owned by the government went public in China.119 As was the case
in a number of capitalist economies in previous decades, minority interests in
many of the newly corporatized SOEs were publicly traded and listed on nation-
al (and, increasingly, international) stock exchanges. By 1999 a typical listed SOE
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in China had just over 60% of its equity held by the government in the form of
non-tradable shares, with the remainder of the firm’s stock being listed on the
exchange and held by domestic or private investors.120 A 2005 legal reform
allowed for the conversion of non-tradable into tradable shares, a change that
is expected to gradually eliminate China’s two-tier share structure.121

While state-owned firms still dominate Chinese capital markets, the rela-
tive participation of entirely private issuers has been growing in recent years.
The proportion of companies traded in Chinese exchanges having the state as
a major or controlling shareholder has declined, from about 97% in 1997 to
roughly 75% in 2003 and 60% in 2007, but remains significant.122 As of mid
2010, the top ten state-owned firms made up almost 40% of the Shanghai Stock
Exchange market capitalization.123

As in other jurisdictions, the presence of the state as the dominant share-
holder in the economy has had a profound impact on the nature and structure
of China’s corporate and securities laws. China’s Company Law of 1994, enact-
ed in response to the ongoing corporatization process, was designed with the
needs and objectives of SOEs in mind. As in other jurisdictions, however,
China’s Company Law applied to government and privately controlled firms
alike, with the result that the interests of the state as a shareholder imposed
negative externalities on the legal regime available to private firms. In his
overview of corporate governance practices in China, Donald Clarke encapsu-
lates the problem by noting that “the need to provide for the special
circumstances of state sector enterprise ends up hijacking the entire Company
Law so that instead of state sector enterprises being made more efficient by
being forced to follow the rules for private sector enterprise (the original ambi-
tion), potential private sector corporations are hamstrung by having to follow
rules that make sense only in a heavily state-invested economy.”124

State interests have molded China’s original corporate laws – hence mak-
ing them ill adapted to private sector corporations – through numerous
different channels. First, China’s 1994 Company Law was largely mandatory,
rather than enabling, in nature. Tailored to the needs of recently corporatized
state firms, China’s corporate laws – which included specific legal mandates
about the reinvestment of profits and the minimum and maximum number of
board members – offered a regime that was overly rigid and therefore dysfunc-
tional when applied to privately owned companies.125

The shortcomings of China’s corporate laws were even more serious when it
came to shareholder protection, a failure which earned Chinese capital markets
the reputation for being “worse than a casino.”126 According to an OECD report
on corporate governance practices in China, Chinese stock markets were rife with
cases of “tunneling” by the state, as controlling shareholder, by means of relat-
ed party transactions.127 Although on paper Chinese law allocated significant
power to shareholders – such as the right to monitor firm management and to
make decisions about dividend distributions – in practice these provisions served
to protect the government as a controlling shareholder while denying meaning-
ful legal rights to minority investors.128 Prominent scholars argued that, despite
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the lack of legal protection for minority investors, extralegal substitutes existed
in China to encourage the adoption of reasonable corporate governance prac-
tices.129 Still, extralegal substitutes, while helpful, are often imperfect – and, given
the prominence of the state’s interests as a controlling shareholder in a large num-
ber of listed firms, significant legal improvements are unlikely to be forthcoming. 
Subsequent developments concerning the admissibility and requirements of

securities actions in China provide a paradigmatic example of how the inter-
ests of the state as a shareholder can hinder the enforcement of investor rights.
Confronting a then-recent rise in the number of private securities actions filed
in Chinese courts, the Supreme People’s Court of China issued a notice in 2001
directing lower courts to temporarily suspend the filing of securities lawsuits.130

A series of interviews conducted by Zhiwu Chen revealed that one of the main
reasons behind the suspension of securities litigation in China was the Court’s
concern that these lawsuits, if successful, could bring about major financial loss-
es to the state as the controlling shareholder of most corporate defendants.131

In 2002 the Supreme People’s Court lifted the general suspension and issued
a new set of rules to govern private securities litigation in China. Although
praised by the domestic media, foreign commentators viewed the new regulations
as posing “several daunting obstacles” to plaintiffs in securities lawsuits against
both state and private corporations.132 In addition to other procedural and sub-
stantive requirements, the regulations made the filing of securities lawsuits
conditional on the prior imposition of administrative or criminal penalties by the
government, hence significantly weakening the prospects of successful initiation
of securities fraud claims expressly contemplated by Chinese securities laws. The
result is that conflicts of interest stemming from the state’s stockholdings – which
were probably a key driving force behind the new rules – are likely to frustrate
private enforcement efforts, since “the Chinese state will most likely not author-
ize massive litigation against itself or its assets on a routine basis.”133

In 2005, China’s corporations and securities statutes underwent a major
overhaul, which, according to some commentators, changed the existing statute
“almost beyond recognition.”134 In a few respects, the revisions eliminated pre-
viously existing shareholder protections, such as a mandatory bid rule at a “fair
price” upon the acquisition of a 30% stake in a firm.135 But in more funda-
mental respects, the revisions promised greatly improved protection for the
rights of public shareholders. The new rules imposed fiduciary duties on man-
agers and controlling shareholders, required listed firms to have independent
directors, permitted derivative suits, and recommended (but did not mandate)
cumulative voting.136

Different factors help explain the recent improvements in minority sharehold-
er rights in China in the face of massive government ownership and the ensuing
conflicts of interest. First, Chinese authorities, and the branches of government,
that control business corporations are to a degree separated – either fortuitous-
ly or by design – from the authorities that make and enforce corporate and capital
markets law. While local authorities have an interest in exploiting the minority
shareholders of the firms they control, the central government and its agencies
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– including the increasingly active Chinese Securities Regulatory Commission
(CSRC) – is often keen to rein abusive behavior by powerful local actors and
foster capital market development.137

Second, even though private- and government-controlled corporations in
China are subject to the same unitary legal regime, there is growing evidence
of a differentiated approach in enforcement. China’s emerging takeover regu-
lation permits the CSRC to exempt certain transactions from existing rules,
hence selectively favoring the state’s interests in merging state-owned firms to
create national champions.138 Additionally, even though SOEs dominate China’s
capital markets, they receive sanctions from the Chinese Securities Regulato-
ry Commission (CSRC) less frequently than do private firms.139 A recent event
study provides evidence of China’s dual approach to enforcement. It found that
only private firms, but not state-owned firms, experienced large abnormal
returns around the announcement of regulatory changes designed to improve
minority investor protection in China, thus suggesting that investors do not
expect regulators to enforce these more stringent standards against SOEs.140

Finally, despite these formal improvements to the “law on the books,” the
extent to which the new regime will effectively protect minority investors
remains to be seen. Shortcomings in enforcement – which are certainly com-
pounded when the state is the controlling shareholder – may undermine most
protections formally conferred by the statute.141 For instance, Donald Clarke and
Nicholas Howson have noted that, despite the new provisions in China’s 2006
Company Law expressly permitting derivative action, derivative suits involving
publicly-traded corporations remain virtually non-existent, a phenomenon that
they attribute to the courts’ reluctance to accept politically-charged cases.142

While the overt influence of the interests of the state as a controlling share-
holder on China’s corporate governance environment have been sufficiently
conspicuous to attract the attention of legal and economic scholars of Chinese
capital markets,143 this phenomenon is hardly unique to China; rather, it is
widespread among jurisdictions where the state serves simultaneously as share-
holder and corporate governance regulator. The state’s pervasive presence in
the Chinese economy has only made more severe a problem that is equally com-
mon, if more subtle, in Western economies where mixed enterprise plays a
significant role.

D. CONTINENTAL EUROPE

State-owned enterprises, including mixed enterprises, figured prominently in
twentieth-century Europe. By 1977, 19 (38%) of the top 50 largest industrial
companies in Europe were state-owned, and nine (18%) of them were mixed
enterprises.144 While the top 50 included a number of British companies
(including wholly-owned state corporations), eight out of the nine largest
mixed enterprises were Italian, German or French.145 The following vignettes
of historical developments in Italy, Germany, and France illustrate the extent
to which the interests of the state as a shareholder may have influenced the con-
tent of corporate laws in these jurisdictions.
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1. ITALY

Historically, controlling families and the state have dominated the corporate
landscape in Italy. As capital markets declined after a 1907 liquidity crisis, the
state gradually took over industries that had previously been run by private
companies, such as railroads, banks, and insurance. In the 1930s, adverse eco-
nomic conditions prompted an even greater incursion of the state into business
activity. Established in 1933, the Istituto per la Ricostruzione Industriale (IRI)
became the government-owned holding company of the state’s equity interests
in various banks and industrial corporations, including listed firms.146 Although
initially envisioned as a temporary response to economic emergency, both state
and family control of corporations thereafter reached a stable equilibrium for
most of the twentieth century. Mixed enterprise was quite significant in twen-
tieth-century Italy, accounting for 18% of the number of listed firms and over
25% of total market capitalization by 1992.147

As the Italian system of corporate governance consolidated into a model of
state and family capitalism, attempts to increase investor protection and devel-
op capital markets stalled. In their empirical study of the evolution of corporate
ownership in Italy, Alexander Aganin and Paolo Volpin find that, after control-
ling for other relevant channels, the development of the Italian stock market
over time has been positively correlated with investor protection and openness
and negatively correlated with government intervention.148They also note that
the greatest improvements in investor protection in Italy occurred at precisely
the same time as the state was retreating from corporate ownership during the
privatization process, since “the government coupled the sale of assets with sub-
stantial improvement of the legal protection for minority shareholders.”149The
authors interpret this finding as evidence that state ownership operates as a sub-
stitute for capital markets, arguing that “direct intervention by the state as an
entrepreneur partially replaced and crowded out the role of the private sector
in the accumulation of capital.”150

The potential of the state as controlling shareholder to influence corporate
lawmaking provides another possible causal link between state presence and legal
protection of investors, which, in turn, facilitates capital market development. The
Italian case however raises the question of why the interests of the government
as a selling shareholder in the privatization process contributed to greater investor
protection and capital market development in Italy when it had precisely the
opposite effect in Brazil. One possible explanation – namely, that the Italian gov-
ernment was more inclined to respect minority shareholder rights to begin with
– does not find support in the evidence. In the late 1980s and the 1990s, Italian
law permitted controlling shareholders, including the state, to extract extraordi-
nary levels of private benefits to the detriment of minority investors.151

For example, Luigi Zingales provides strong anecdotal evidence suggesting
that, like private controlling shareholders, the Italian government profited hand-
somely by engaging in abusive related party transactions to the detriment of
minority investors. In 1992, the IRI, which is 100% owned by the Italian gov-
ernment, transferred its 83.3% equity stake in software company Finsiel to the
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telecommunications group STET, a mixed enterprise that is 47% owned by small
investors but also controlled by the IRI. Despite the fact that, due to then new
EEC regulations, Finsiel was soon to lose its monopoly position and face increased
competition, the company was priced at 50 times its earnings – a generous val-
uation compared to a standard multiple of 20 or 30 in similar international
transactions. STET’s stock price fell by 20% upon the announcement of the trans-
action. Zingales estimates that this single transaction resulted in a wealth transfer
from minority shareholders to the government in the amount of at least $110
million, or 7% of the equity value held by outside investors.152

Another possible explanation for the divergent outcomes in Brazil and Italy
is the difference in the number and scale of enterprise under whole versus par-
tial state ownership in the two countries – the theory being that greater private
capital participation in SOEs increases incentives for minority expropriation,
while a sale of wholly-owned subsidiaries makes it impossible for the state to
maximize revenue by tinkering with the intra-shareholder distribution of sales
proceeds and therefore encourages the adoption of measures that maximize
firm value. Since Brazil’s largest and most profitable state-owned firms were
publicly traded (such as telecom Telebras and mining firm Vale do Rio Doce,
among others), the government stood to profit by abusing minority investors
when selling control of the firm. By contrast, a number of important SOEs to
be privatized in Italy were still wholly-owned subsidiaries of the state and
organized under public law, thus allowing the government to internalize the
benefits of an improved corporate governance environment in the form of
higher sales proceeds.153

The stated goals of the privatization process in Brazil and Italy are still
another factor that may account for the different outcomes in the two juris-
dictions. Brazil’s privatization statute listed a number of competing objectives
– such as the reduction of public debt through privatization proceeds and the
development of capital markets, among others – without establishing any order
of priority.154 Conversely, Italy’s privatization program listed greater corporate
efficiency, increases in market competition, and the development of financial
markets as the three main goals of Italy’s privatization program. Increased fis-
cal revenues and reduction of public debt were specifically ranked as “residual”
or secondary objectives.155 This suggests that, given the opportunity of expro-
priating minority shareholders, privatizations of mixed enterprises may be more
conducive to the enactment of laws that improve investor protection and cor-
porate governance standards precisely when revenue maximization is not the
foremost objective. 
Finally, there were more public share-issue privatizations — as opposed to

a private sale by the government of a controlling block of shares — in Italy
than in Brazil, perhaps because Italy’s policymakers placed a higher priority on
capital market development as one of the goals of the privatization process.
Although there were a number of block sales to strategic investors in the early
1990s, public share offerings became the dominant sales method in Italy after
1994.156 And maximizing sales proceeds through public offerings requires
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increased investor confidence, which in turn encouraged the government to
promote legal reforms that improved protections for minority investors. 
However, despite recent corporate governance improvements157 and the

implementation of a large-scale and generally successful privatization program,
the continued presence of the government as a shareholder in Italy provides rea-
son for concern.158 If, at €121.3 billion, the aggregate revenues of Italy’s
privatizations are significant by international standards, the share of proceeds
resulting from control transfers (€50.4 billion) presents a different picture.159

Although the state’s overall equity interest in publicly-traded companies has
nearly halved since the 1990s (from 18% of market cap in 1990 to 9.5% in 2001),
the Italian government’s control of listed firms remains significant despite the
wave of privatizations.160 By 2001, listed firms controlled by the Italian govern-
ment still accounted for 22.4% of total market capitalization (down from 45%
in 1996),161 which suggests that the conflict of interest stemming from the state’s
dual role as shareholder and regulator is likely to persist. 

2. GERMANY

In the twentieth century, mixed enterprises (gemischtwirtschaftliche Unternehmen)
were first popularized in Germany but later spread rapidly across Europe and
beyond. Interestingly, Germany is widely recognized as the birthplace of mod-
ern institutional theories of the business corporation, according to which the
purpose of the firm is not merely to maximize shareholder value, but rather to
satisfy the public interest. While the relationship between theories of corpo-
rate purpose and ownership structure is certainly complex, it is at least
suggestive that conceptions of the corporation as a state-like entity in charge
of promoting the public good first gained ascendancy precisely in the jurisdic-
tion that led the way in the use of mixed enterprises.
The interests of the government as a shareholder have played a visible role

in Germany’s corporate lawmaking process. A 1965 corporate law reform failed
to outlaw the issuance of multi-voting stock due to strong opposition from local
governmental authorities, who used special shares to exert a degree of control
disproportionate to their capital contributions.162The self-interests of local gov-
ernments prevented reform in the direction of one-share, one-vote until as late
as 1998, and even then was overcome only by creating a special set of excep-
tions for governmental enterprise. The reform as enacted was the result of a
political compromise.163 While the Law on Transparency and Control in Cor-
porations (Gesetz zur Kontrolle und Transparenz im Unternehmensbereich –
KonTraG) of 1998 prohibited voting caps and multi-voting rights, contrary pro-
visions contained in special statutes on mixed enterprises – notably the
Volkswagen law, which imposed voting caps and granted veto rights to the state
of Lower Saxony – remained unaffected by the new legislation.164

The interests of the German government as a shareholder also played an
important part in the promotion of a “shareholder culture” in connection with
its privatization process in the 1990s, of which the record-breaking IPO of
Deutsche Telekom, in what was the largest public offering in European history,
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is a prominent example. A key government objective behind the sale of its stake
in Deutsche Telekom was to maximize revenue so as to help Germany meet the
budget requirements for the Economic and Monetary Union. Nevertheless, as in
Italy but in sharp contrast to Brazil, the profit-maximizing ambitions of the Ger-
man government led it to support, rather than suppress, outside investor rights.165

The more benign role of the German government in the corporate governance
reform process was not the product of good intentions alone, but was rather facil-
itated by the ownership structure of the firms to be privatized. In Brazil, the
crown jewels among the SOEs were already listed on the exchange and had a
substantial number (often a majority) of public shareholders – which permitted
the government to profit financially by exploiting the minority and appropriat-
ing the control premium to itself. By contrast, Deutsche Telekom was previously
a wholly-owned subsidiary of Germany’s national government, and it soon
became clear that a flotation of the company in a good corporate governance
environment would maximize the government’s revenue from privatization. As
explained by Jeffrey Gordon, “public shareholder protection thus became polit-
ically popular and fiscally prudent.”166 This suggests that privatization can lead
the way to corporate law reform in general, above and beyond any improvements
in the management of companies that are privatized.

3. FRANCE

Famous for its dirigiste approach to economic policy, France boasted a large
number of mixed enterprises (sociétés d’économie mixte) throughout the twenti-
eth century. Mixed enterprises first appeared in France in the interwar period
in imitation of foreign (notably German) experience.167 Some mixed enterpris-
es date back to the 1920s, while others, such as Renault and Francolor, were
taken over as enemy property following World War II.168 The French govern-
ment initially participated as a minority investor in the first mixed enterprises
of the 1920s, although majority state control gradually became the norm in
most sociétés d’économie mixte in the following years.169

The interests of the French state as a shareholder have apparently impinged
on the legal regime applicable to business corporations (sociétés anonymes).170The
institutional orientation of France’s corporate law toward the “interests of the cor-
poration” (intérêt social) – as opposed to the interests of shareholders that arguably
dominate U.S. law – is well suited to SOEs.171 Furthermore, France’s peculiar
regime of “tenured” double voting rights – according to which corporate char-
ters may confer double voting rights to registered shareholders who have held
their shares for a minimum period of two to four years – is particularly respon-
sive to the state’s interests as a shareholder. Although the provision’s purpose is
to give a loyalty premium to long-term shareholders, whose interests are suppos-
edly better aligned with those of the company, a practical effect of this rule is to
magnify the voting power of the state, which is invariably a long-term holder.172

As elsewhere, the wave of privatizations starting in the 1980s significant-
ly reduced, but did not by any means eliminate, the state’s equity holdings.173

Charter provisions conferring double voting rights remain standard practice
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among French corporations, despite evidence that they facilitate expropriation
of minority shareholders.174 This rule also benefits controlling shareholders of
private firms, who have fiercely resisted proposals to adopt an unqualified
regime of one-share, one-vote. The French government is said to have force-
fully and successfully defended the exemption of double voting rights from the
E.U. takeover directive, which otherwise prevents the use of multi-voting stock
or capped voting as takeover defenses.175

III. CORPORATE GOVERNANCE AFTER THE WAVE 

OF PRIVATIZATIONS

The foregoing case studies have illustrated how the interests of the state as a
shareholder in different historical and legal contexts have played a key role in
shaping the corporate law regimes applicable to both public and private firms.
This section speculates on whether and to what extent the (relative) retreat of
state ownership worldwide following the wave of privatizations in the 1980s
and 1990s has impacted the political economy of corporate governance and,
consequently, the observed levels of capital market development. 
It is now well established that the implementation of privatization strate-

gies and rising levels of capital market activity worldwide in the late 1980s and
1990s were roughly contemporaneous.176 Just as the international wave of pri-
vatizations reached its apex, equity markets around the globe experienced
unprecedented growth. A study by Maria Boutchkova and William Megginson
shows that the increase in market capitalization and liquidity levels in non-U.S.
markets, where privatizations were most common, far exceeded the contem-
poraneous financial boom experienced in the United States. Non-U.S. markets
saw a 12-fold increase in market capitalization and a 20-fold increase in trad-
ing volumes between 1983 and 1999. Increases in market capitalization and
trading volumes in developing countries were even greater, at 26 times and 92
times, respectively, during the same period.177

While the privatization literature initially focused on the effects of owner-
ship changes on firm-level performance, the temporal coincidence between the
implementation of privatization strategies and the expansion of global equity
markets has recently begun to attract scholarly attention. To be sure, the associ-
ation between privatization and capital market growth is hardly surprising. The
very withdrawal of the state as a source of equity and debt financing (through
the privatization of government-owned banks) was reasonably expected to
increase demand for private financing sources. Moreover, many, if not most, pri-
vatization programs worldwide were specifically devised to promote the
development of local capital markets.178 A number of jurisdictions opted to pri-
vatize state-owned firms through public share offerings or share issue
privatizations (SIPs), in which the very divestiture of government shareholdings
directly contributed to increase liquidity and market capitalization of local
exchanges. By mid-2000, all of the ten largest (and 30 out of the top 34) stock
offerings in history were the result of share-issue privatizations.179
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Nevertheless, the floating of SOEs on stock markets – which represents a
direct contribution of privatizations to capital market development – accounts
for only a minor fraction of the growth in capital markets worldwide during
the period.180 A plausible but overlooked mechanism through which privati-
zations might have indirectly contributed to capital market development is by
facilitating the adoption of stronger investor protection laws. The 1990s were
not only the golden age of privatizations, but also a period of significant glob-
al convergence in corporate governance practices and corresponding
improvements in the observed level of shareholder rights. In a study of five large
economies, John Armour et al. find that, while the level of legal protection of
minority shareholders was diverging until the late 1980s, there has been sig-
nificant convergence towards greater investor protection since the mid-1990s
– a trend that was not matched by similar levels of convergence in creditor
rights and labor regulations.181

I want to raise the possibility that the privatization movement might have
had the unintended consequence of improving the political economy of corpo-
rate law reforms in at least two ways. First, as was the case in Italy and, to a
lesser extent, Germany, the interests of the state as a selling shareholder in share-
issue privatizations induced the government to improve investor protections so
as to maximize its sales proceeds. Second, even in cases like that of Brazil, where
the state helped decrease investor protection to increase the control premium it
was able to obtain in private sales of corporate control, privatizations might have
had a lagged effect on the improvement of investor protection and the devel-
opment of capital markets by reducing the magnitude of the state’s financial
interests as a controlling shareholder and, consequently, of its vested interest in
opposing minority shareholder rights. Thus far, even the economists’ laundry
lists of the multiple benefits of privatization have overlooked the possible impact
of the removal of the state as a major player in the political economy of cor-
porate law reforms. 
Nonetheless, the long-term effects of the privatization sales of the 1990s on

the political economy of corporate law reforms are likely to be ambiguous at
best. Many countries not only failed to eradicate state ownership in its entire-
ty but even maintained or increased the existing number of publicly-traded
mixed enterprises by engaging in partial privatizations that floated minority
equity interests in SOEs. A recent study by Bernardo Bortolotti and Maria Fac-
cio shows that governments remain the largest ultimate shareholder of one-third
of “privatized” firms.182While the state’s interest in maximizing revenue from
partial privatizations may have supported the adoption of minority investor pro-
tections in the 1990s, the government’s continued financial stake in listed firms
may lead it to disfavor further improvements in shareholder rights if no addi-
tional equity sales or issues are in sight. This is so especially because, in a number
of cases, the government remains the controlling shareholder by resorting to
leveraging devices such as dual-class stock, pyramids, and the like, without hold-
ing a proportionate equity interest in the company – hence further increasing
the incentives and opportunities for minority expropriation.183
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IV. ADDRESSING CONFLICTS OF INTEREST

The previous sections showed how pervasive the conflicts of interest inherent
in the government’s dual role as shareholder and regulator can be in a variety
of historical and legal contexts. This section will explore the potential of dif-
ferent institutional arrangements to mitigate the influence of the government
as shareholder in corporate governance institutions. Unlike more convention-
al instances of conflicts of interest, disclosure in this case is unlikely to provide
an adequate remedy. Changes to general corporate laws do not require a vote
of the shareholders of the companies affected, while the citizenry is often sym-
pathetic to laws that boost the state’s financial interests as a shareholder, be it
by maintaining monopolies as in the nineteenth-century U.S or by favoring
minority expropriation upon control sales as in twentieth-century Brazil. 
If disclosure is insufficient to eliminate the state’s conflicts of interest, a struc-

tural approach becomes necessary to prevent the special interests of the
government as a shareholder from frustrating the enactment of an efficient legal
regime. Solutions to this problem invariably involve a tradeoff between the
strength of the proposed remedy in eliminating the conflict and its political
acceptability. I will examine the promise and challenges of two main categories
of institutional arrangements to address the conflicts of interest arising out of the
state’s dual role as corporate governance player and referee: ownership strategies
and legal strategies. Ownership strategies eliminate or mitigate the impact of the
first role by improving the state’s incentives as a shareholder through a conscious
choice among different corporate ownership structures. Legal strategies take the
existing ownership structure of state-owned enterprise as given, and instead seek
to address the state’s second role as a general corporate governance regulator
either by differentiating the corporate legal regime applicable to private firms
and SOEs or by assigning regulatory authority to a private organization or for-
eign jurisdiction. 

A. OWNERSHIP STRATEGIES

At least three ownership arrangements exist to mitigate the state’s conflicts of
interest as shareholder and corporate governance regulator. Listed in order of
decreasing effectiveness and increasing political acceptability, these approaches
are (i) wholesale privatization, which eradicates the conflict by eliminating in
its entirety the state’s role as a shareholder; (ii) whole (as opposed to mixed)
ownership of SOEs, which eliminates the state’s interest in most governance rules
typical of multi-owner firms; and (iii) minority (as opposed to controlling) share-
holdings by the state, which may serve to align the government’s interests with
those of outside investors in promoting corporate governance reforms. 

1. PRIVATIZATION

A simple – indeed simplistic – solution is to describe the shareholder-regu-
lator conflict as yet another evil of state ownership of enterprise and join the
numerous advocates in favor of privatization. Although complete privatiza-
tion of government stock holdings would certainly eliminate the state’s extra
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shareholder role, such a proposal is unlikely to be effective. While individual pri-
vatizations can have an almost immediate impact on firm level performance, a
transformation in the political economy of corporate lawmaking requires the state
to relinquish ownership of a critical number of firms. Yet recent experience
demonstrates that this is more easily said than done, since even governments that
undertook large-scale privatization programs often retain significant sharehold-
ings in major listed corporations.
State ownership has proven to be incredibly resilient in spite of the volumi-

nous, if contentious, literature pointing to the comparative efficiency of private
ownership.184 And, as the 2008 financial crisis made clear, pragmatic considera-
tions in times of economic turmoil may lead to the emergence of state-owned
enterprise even in inhospitable environments such as the United States. It is there-
fore unlikely that recognizing state ownership’s indirect effects on the political
economy of corporate lawmaking will tip the balance in favor of divestiture.

2. WHOLE OWNERSHIP OF SOES

Falling short of privatization, a more politically acceptable alternative to isolate
the effects of state equity holdings on the corporate governance environment is
through the choice of ownership structure. In order to mitigate the state’s con-
flicts of interest in corporate lawmaking, whole government ownership may in
fact be preferable to partial ownership. From the perspective of the political econ-
omy of corporate governance, the benefits of state ownership of 100% of a firm’s
equity holdings, as opposed to a lower threshold, are two-fold. First, in eliminat-
ing the typical agency problems associated with multi-owner firms, whole
ownership neutralizes the government’s interest (and influence) in most legal pro-
visions that govern the internal affairs rules of corporations. Second, as described
in the analysis of the Italian and German cases, whole ownership creates supe-
rior incentives for the implementation of efficient corporate governance rules
upon control sales. In the absence of expropriation opportunities against a non-
existent minority, the government has an incentive to implement a legal regime
that increases firm value in order to maximize its sales proceeds.
Even if unconsciously, the United States adopted precisely this approach

when it created numerous government-owned corporations in the twentieth
century while eschewing mixed enterprises.185 Mixed enterprises were also less
common in the U.K. compared to Germany, Italy, and France.186 Indeed, in the
twentieth century mixed enterprises – as opposed to wholly-owned state enter-
prise – came to be more prevalent in countries traditionally labeled as
belonging to the civil-law tradition compared to common-law countries. 
In his 1937 study on government ownership, John Thurston noted that “the

practice of governmental participation with private investors has not proved
popular in the English-speaking countries.” He observed that, “[c]ontrary to the
Continental practice, the English countries appear to favor entire rather than
partial government control.”187 Although an analysis of the relationship
between the ownership structure of SOEs and a country’s legal tradition is out-
side the scope of this piece, the greater incidence of mixed enterprises in “civil
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law” jurisdictions seems to support the notion that the state’s interests as a
shareholder have been an important but so far neglected variable that can affect
the level of a country’s investor protection. 
While the law-and-finance literature has argued that common-law countries

tend to boast greater capital market development and legal investor protection,
Raghuram Rajan and Luigi Zingales’s work on the “Great Reversals” suggest-
ed that civil-law jurisdictions were actually no less financially developed than
common-law countries in the early twentieth century.188 Subsequent work by
economic historian Aldo Musacchio verified and corrected Rajan and Zingales’s
figures, finding a significant degree of legal convergence worldwide around
1913, but no significant correlation between the level of financial development
and a country’s legal tradition.189 Interestingly, the incidence of mixed enter-
prises in civil-law countries for the most part postdates World War I.190

However, even if the greater incidence of mixed enterprises in civil-law
jurisdictions is relatively recent, it has since then proved to be enduring. Bor-
tolotti and Faccio’s survey of control structures prevailing after privatizations
reveals that governments in civil-law jurisdictions were far more likely to
remain a controlling shareholder of “privatized” companies. Strikingly, govern-
ments remained the largest blockholder in 48.5% of privatized companies in
civil-law jurisdictions, compared to only 4.5% in common-law countries. The
governments of common-law countries were more likely to divest most of their
equity holdings, even as they retained control over corporate affairs through a
greater utilization of golden shares.191

In any event, a main lesson of this Article is that, from the perspective of
the overall environment of corporate governance, it may be better if govern-
ments invest in industry as 100% owners rather than as partial owners together
with private investors. This lesson runs contrary to conventional wisdom in gen-
eral and to OECD recommendations in particular. As put by a recent OECD
report, “the listing of a minority stake in SOEs is considered a good practice
both in establishing credibility and in dealing with a host of other corporate
challenges.”192 The OECD’s perspective however pays insufficient attention to
the political role of the state as a controlling shareholder and, therefore, its
potential to undermine much-needed investor protection reforms. 
Nonetheless, the benefits that whole over partial state ownership may bring

to the political economy of corporate governance by eliminating the govern-
ment’s conflict of interest will have to be balanced against the implications of
different ownership structures for corporate performance. Intuitively, one may
expect mixed enterprises to perform better than wholly-owned government
firms, as the former are subject to monitoring and pressures from private mar-
ket participants from which the latter are immune. The available empirical
evidence on the relative efficiency of mixed enterprises versus wholly-owned
SOEs is mixed, but overall seems to provide mild support for the performance
advantages of mixed enterprises.193 Another advantage of mixed over whole
ownership of SOEs is that the former permits the government to obtain infor-
mation about enterprise value from the market price of the firm’s shares. These
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efficiency advantages may in part explain why, despite obvious conflicts from
a corporate governance standpoint, and despite numerous predictions of their
imminent demise throughout the twentieth century,194 mixed enterprises have
proved to be remarkably durable. 

3. THE STATE AS MINORITY SHAREHOLDER

Most cases described above illustrate how the presence of the state as control-
ling shareholder can distort the political economy of corporate lawmaking to
prevent the enactment of legal rights for minority investors. This raises a ques-
tion as to what role the government may play in corporate governance reforms
when it is not the controlling shareholder, but rather a minority shareholder that
does not enjoy special prerogatives. For the government to qualify as a minor-
ity shareholder it must hold less (in fact, far less) than a majority of the firm’s
shares, and not have special legal rights (such as golden shares) or otherwise
exercise de facto influence over the firm. 
Provided that the government is indeed a minority shareholder and is other-

wise unable to exercise informal control over management and obtain private
benefits of control – and this is big “if ” – the cases analyzed throughout this Arti-
cle suggest that minority state ownership could be more conducive to the
adoption of legal investor protections than a system in which the government is
the controlling shareholder. In nineteenth-century Virginia, the financial inter-
ests of the state government as a minority shareholder were an important factor
in the transition from highly regressive voting schemes to voting rules that bear
greater proportion to equity ownership.195 State-owned pension funds – perhaps
most notably the California Public Employees’ Retirement System (CalPERS) –
have played an influential role in promoting higher corporate governance stan-
dards. Future research is needed to elucidate the precise dynamics and political
implications of state minority holdings, a subject that will be particularly useful
for guiding public policy on domestic and international sovereign-wealth funds.

B. LEGAL STRATEGIES

Even if it is impossible or undesirable to alter existing ownership structures of
state-owned firms, other legal and institutional arrangements exist to mitigate
the shareholder-regulator conflict. One approach is to adopt separate corpo-
rate laws applicable only to the state as shareholder; another is to give foreign
or non-state regulatory authorities the power to design and enforce corporate
and securities regulations.

1. DUAL REGULATORY REGIMES

Compared to privatization, a less intrusive and politically more promising alter-
native is to address directly the negative externalities generated by state
ownership on general corporate laws by creating a dual regulatory regime that
supplies different rules for state and mixed corporations versus private enterprise.
The suggestion that government-owned corporations should be governed by a
different set of rules than those applicable to private sector companies is by no
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means novel.196 The traditional rationale behind this proposal is that private
firms and SOEs have different functional characteristics and objectives and
would therefore be best served by different legal regimes.197

A traditional economic rationale for state ownership is to exploit natural
monopolies in a non-profit-maximizing fashion – so as to avoid the deadweight
loss that would ensue if the monopoly were operated by a profit-maximizing
private firm, which would presumably restrict output to allow for price and rev-
enue increases. Additional justifications for state ownership of enterprise include
the pursuit of distributive, developmental, or other public policy goals. It is
therefore not difficult to see why a legal regime tailored to profit-maximizing
firms may be inadequate to non-profit-maximizing firms, and vice-versa. How-
ever, despite numerous recommendations to the contrary, separate corporate law
statutes for state-owned firms remain the exception, not the rule.198

But there is another overlooked justification for establishing a distinct corpo-
rate regime for SOEs, which is to relieve state interests in corporate lawmaking.
As argued elsewhere, the creation of a dual regime can be a second-best solu-
tion when powerful political actors effectively block the enactment of a single
efficient legal regime.199 As a variation on regulatory dualism, the regime appli-
cable to state-owned and private firms would be separate and different from the
legal regime governing private sector corporations precisely to permit the pri-
vate regime to develop along more efficient lines by exempting it from the
interests and pressure of the government as shareholder.
This proposal for a strict differentiation between the legal regime applica-

ble to public and private firms is a variation on, rather than an instance of,
regulatory dualism. Under regulatory dualism, both old and new firms can
freely choose between the old regime of low investor protection and the new
regime of high investor protection.200 The benefits of this feature in lessening
incumbents’ opposition to the new regime are at least twofold: old firms can
either continue to be governed by the old regime without the stigmatization
associated with grandfathering or opt for the more stringent new regime (and
therefore obtain a lower cost of capital) if they are so willing.201 By contrast,
the proposal for a dual and different regime for private and public firms in prin-
ciple does not permit the government to opt into the private regime or allow
controlling families to opt into the government regime. As such, this proposal
is less accommodating to the interests of the state and controlling families than
a standard form of regulatory dualism and may therefore be less politically fea-
sible. To be sure, regulatory dualism and regulatory differentiation of public and
private regimes are not mutually exclusive. Jurisdictions facing severe political
hurdles to corporate reforms can – and in many cases should – adopt a sepa-
rate legal regime for state-owned firms, along with regulatory dualism for
private companies. 
This proposal for strict regulatory differentiation, although relatively mod-

est in scope and practically attainable, stands in sharp contradiction with
existing best practices recommendations for SOEs. Conventional wisdom sug-
gests that the same set of laws and regulations should, to the greatest degree
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possible, govern private sector entities and government-owned firms alike. For
example, the Guidelines on Corporate Governance of State-owned Enterprises
of the Organisation for Economic Cooperation and Development (OECD) pre-
scribe that “[w]hen streamlining the legal form of SOEs, governments should base
themselves as much as possible on corporate law and avoid creating a specific
legal form when this is not absolutely necessary for the objectives of the enter-
prise.”202 Additionally, the Guidelines suggest that “SOEs should be subject to
the same high quality accounting and auditing standards as listed companies” and
“[l]arge or listed SOEs should disclose financial and non-financial information
according to high quality internationally recognised standards.”203

Interestingly, the main rationale behind this traditional prescription for a uni-
tary legal regime to govern public and private firms also lies in the state’s conflict
of interest as a shareholder and market (rather than corporate governance) reg-
ulator. The concern – which is not merely conceptually possible, but also
corroborated by experience – is that the government will try to impose more
favorable regulatory standards (e.g., in pricing, quality, environmental or compe-
tition rules) on the firms it owns versus those controlled by the private sector.204

The imposition of a single regime on public and private companies alike would
prevent the government from disadvantaging private firms through special reg-
ulatory hurdles that do not apply to SOEs, thus assuring the creation of a “level
playing field” when both types of companies compete in the marketplace. 
With respect to corporate law rules, in particular, another justification for

a unitary legal regime is that the imposition of a private legal regime helps
enhance efficiency of SOEs by constraining their bureaucrat-managers’ econom-
ic waste and overly politicized decision making. This line of reasoning was made
explicit in Brazil in the 1960s, as well as in China in connection with its large-
scale process of “corporatization” of SOEs in the 1990s. As described in greater
detail below, the adoption of the same corporate laws applicable to private firms
is but one technique adopted by state-owned enterprises in an attempt to cred-
ibly commit to higher corporate governance standards.205

But while a unitary corporate law regime may be in the interests of state-
owned enterprises, it may in fact be detrimental to private firms. Despite the
looming risk of state abuse, SOEs have a number of advantages over private firms
in attracting investors. Mixed enterprises typically enjoy an implicit or explicit
government guarantee, rendering them effectively bankruptcy proof. Govern-
ment-controlled firms are far more common in monopolistic industries, whereas
private firms often face significant competition. And because they do not enjoy
the same degree of government support and have fewer rents to distribute, pri-
vate firms arguably have greater need than SOE’s of an effective investor
protection regime in order to attract investors. A unitary regime, however, is less
likely to provide an efficient level of investor protection to private firms.206

As this Article illustrates, the government’s dual role as shareholder and reg-
ulator prevents it from credibly committing not to change its corporate law rules
in an opportunistic manner in the future if opportunities for profit making
through expropriation are sufficiently attractive. Indeed, this risk of exploitative
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policy reversal is precisely the reason why most countries do not promulgate the
most important limitations to state action via private laws, but rather inscribe
them in public constitutions that are particularly difficult to amend. Moreover,
the net effects of a unitary legal regime may be positively detrimental to private
companies and their shareholders, since the unsuccessful attempts of the state to
commit to a private law regime in fact undermines the ability of private firms
to make a credible commitment to investor protection. As suggested throughout
this piece, the state is not necessarily constrained by, but rather shapes and con-
strains, the development of corporate laws – with possible negative consequences
for the corporate governance environment of private firms.
J.P. Morgan’s acquisition of Bear Stearns in 2008 is illustrative of how little

deference even a democratic and limited government such as that of the Unit-
ed States is willing to pay to corporate law rules in carrying out its objectives.
In an attempt to ensure completion of the transaction, the merger agreement
contemplated a number of deal protection devices – including a share exchange
agreement for 39.5% of Bear Stearns’s stock – that effectively disenfranchised
the target’s shareholders, and, for this reason, were unlikely to pass muster under
Delaware takeover law.207 To be sure, in that case the U.S. government was not
interested in the transaction as a shareholder, but rather as the architect and
financier – or “investment banker”208 – of a deal designed to avoid the macro-
economic crisis that was expected to result from the collapse of Bear Stearns.
Moreover, the fact that the acquisition took place in the midst of a severe finan-
cial crisis, whose deleterious economic consequences the deal sought to
attenuate, makes it difficult to draw reliable generalizations from the develop-
ments surrounding this specific transaction. 
These caveats aside, Marcel Kahan and Edward Rock described the position

of Delaware courts as “between a rock and a hard place” in facing the dilem-
ma between maintaining the integrity of its case law and upsetting the interests
of the federal government (on whose goodwill the very existence of Delaware’s
corporate law depends).209 Delaware’s ingenious solution was to avoid making
a decision altogether by taking advantage of a pending lawsuit in New York and
deferring the case to its sister court.210 This alternative, while available in the
U.S. federalist system, is lacking in most other countries. Hence, the possibility
remains that the courts’ sympathy to the interests of the government could jeop-
ardize the integrity of corporate laws, as ad hoc (and public-interest-inspired)
decisions favoring the interests of the government as controlling shareholder may
set the tone for what type of behavior is permissible for controlling sharehold-
ers generally (both public and private) within a given jurisdiction. 
A dual regime for state-owned and private enterprise is not without prece-

dent. State-owned firms around the world are, to varying degrees, subject to
distinctive rules set forth in special statutes or corporate charters, even if reg-
ular corporate laws still maintain residual application. The multiplicity of
regulatory regimes stemming from different statutory charters that derogate
general corporate laws has led French jurist George Ripert to disparage the
existing system of “une loi par société!”211
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Germany employed a dual approach served to appease resistance to investor
protection improvements. Local authorities ceased to oppose the enactment of
a corporate governance law in 1998 when it became clear that their rights
under a special statute would not be affected by the reform.212 Although for-
mally China has adopted a unitary corporate law regime, there is growing
evidence that it may have embraced a dual approach in enforcement, with gov-
ernment-owned firms being de facto subject to laxer regulatory standards than
their private counterparts.213 Even if these regulatory distinctions have earned
a bad reputation, additional differentiation in the legal regimes applicable to
private and government corporations may in fact facilitate legal reforms that
strengthen the protection of minority investors in private sector corporations. 
Adopted by most countries that have recently undertaken large-scale priva-

tizations, golden shares provide a more prominent example of a special regime
applicable only to privatized firms. Golden shares are essentially a special class
of stock issued to the privatizing government that grants special voting and veto
rights that are disproportionate to, or even independent of, its cash-flow rights
in the company. In most countries the issuance of golden shares requires the
enactment of a special enabling statute (often in the form of a separate section
of the privatization law), which typically specifies that only the state can be a
holder of, and exercise the rights granted by, these securities.214 Despite gold-
en shares’ drawbacks for corporate decision making and the operation of the
market for corporate control, a marked advantage of this mechanism is that it
addresses the government’s interests while keeping the legal regime applicable
to private firms intact – and is therefore a more attractive alternative to a sin-
gle regime molded by the state’s interests.215

Moreover, the current legal system in the United States to some extent
already provides such a dual regime – and has come under sharp criticism for
precisely that reason. Legal scholars have recently condemned the failure of U.S.
law to afford the same minority protections to shareholders of private and gov-
ernment-controlled companies, with the latter being comparatively
disadvantaged.216 In testimony before Congress, J.W. Verret remarked that
“[g]overnment shareholders don’t have to play by the same rules as the rest of
us, a fact which will strain the governance mechanisms of the capital markets
at a time when they are already in crisis.”217 For instance, existing doctrines
of sovereign immunity severely restrict suits against the government for breach-
es of fiduciary duties of controlling shareholders, and the U.S. government is
expressly exempted from insider trading laws.218 Moreover, the securities of
government-sponsored enterprises are generally exempt from federal securities
laws and the jurisdiction of the U.S. Securities and Exchange Commission
(SEC) more generally, despite official calls for a unitary regime.219

This Article suggests that such criticism of the existing duality of legal
regimes is unwarranted once the political economy component of corporate
lawmaking is taken into account. Perhaps counterintuitively, the award of a dif-
ferent treatment to outside shareholders of state-controlled corporations can
in fact permit the provision of greater protection of minority investors in pri-
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vate firms. This line of reasoning strongly favors the adoption of a separate reg-
ulatory regime applicable only to state-owned firms. 

2. DUAL REGULATORY AUTHORITIES

When the creation of a dual regime is driven by political considerations, the
adoption of a dualist regulatory structure by a single regulatory authority faces
practical hurdles.220 Apart from possible difficulties associated with the imple-
mentation and administration of different standards within a single jurisdiction,
the risk exists that the same political constituency that blocks the establish-
ment of a single efficient legal regime will stymie the creation of a dual
regime.221 This section explores the potential of a split in regulatory author-
ities to address the conflicts of interest inherent in the state’s dual role as
shareholder and regulator. 

(A) DUAL REGULATORY AUTHORITIES WITHIN THE SAME STATE

Unlike the proposal for a different legal regime for state-owned and private
firms discussed above, which conflicts with conventional best practices recom-
mendations, the proposal for a separation of regulatory authorities within a
given jurisdiction is standard in the literature. The OECD Guidelines on Cor-
porate Governance on State-owned Enterprises defend a “strict separation of
the state’s ownership and regulatory functions” as a “fundamental prerequisite
for creating a level playing field for SOEs and private companies and for avoid-
ing distortion of competition.”222 Consistent with these recommendations,
France established in 2004 a Government Shareholding Agency to represent the
interests of the state as a corporate shareholder (l’État actionnaire) while leav-
ing independent the government’s regulatory function.223 Similarly, the U.S.
Treasury’s controlling stake in AIG is held by a trust (of which the Treasury is
the sole beneficiary) in an attempt to avoid political interference in the trust
(and, therefore, the company’s) management.224

The effectiveness of the separation of the public agencies responsible for
managing the government’s equity holdings and agencies responsible for regu-
lating the industry remains an open question. This Article suggests that
recommendations for institutional separation within the same jurisdiction as a
solution to conflicts in corporate governance regulation should be taken with
a grain of salt. In virtually all cases of conflicts of interest in corporate law
reforms analyzed throughout this piece, an institutional separation between the
public body in charge of elaborating corporate laws (usually Congress or courts)
and those responsible for managing the enterprise (the executive branch) was
already in place, but this institutional separation was insufficient to eliminate the
state’s conflicts of interest and influence over the legal regime. 

(B) FEDERALISM

In addition to separate public agencies, federalism provides another way to
quarantine a government’s lawmaking from its ownership function. In Germany
and Brazil, corporate law is generally federal (national) law even though at least
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some state enterprises belong to state (sub-national) governments. By contrast,
in the early twentieth-century United States, federally-owned corporations were
habitually chartered under state laws.225

The federal solution may therefore be helpful in reducing conflicts of inter-
est in corporate lawmaking. In addition to splitting the state’s ownership and
regulatory functions, decentralized power necessarily limits what politicians can
sell in a corrupt or corruptible system.226 Nevertheless, this approach is not free
from difficulties. State interests often play a prominent role in federal lawmak-
ing. A case in point is the significant (and successful) opposition of German state
governments to a 1998 federal corporate law reform mandating a one-share-
one-vote rule, which would impair the states’ prior influence in portfolio firms
through veto rights and voting caps.227 Moreover, this type of duality has been
partially outlawed in the United States, as the Government Corporation Con-
trol Act of 1945 restricted what it saw as the “anomaly” of using state charters
for the creation of federal corporations, requiring a specific act of Congress for
their establishment.228

(C) PRIVATE AND PUBLIC REGULATORY AUTHORITIES WITHIN THE SAME STATE

Another possibility is to have a dual regulatory regime imposed by a private reg-
ulatory authority. As described in greater detail elsewhere, Brazil’s Novo
Mercado, a voluntary listing standard of the São Paulo Stock Exchange provid-
ing for more stringent corporate governance standards than those required under
Brazilian law, provides precisely such an example.229 However, as a paradigmat-
ic example of regulatory dualism, the Novo Mercado does not differentiate
between the regime applicable to private firms, on the one hand, and state-
owned enterprises, on the other. On the contrary, the Novo Mercado explicitly
welcomed listings of state-owned and recently privatized firms. 
Brazilian SOEs began to take advantage of domestic bonding opportunities

through the Novo Mercado soon after they became available. Sabesp, a sewage
company that was until then wholly owned by the São Paulo state government,
was the second firm to pursue a listing on the Novo Mercado. Sabesp’s IPO was
coupled with the issuance of ADRs in the United States, where most of the com-
pany’s public float is now traded. It is telling that the offerings were not driven
by capital raising considerations, since all of its traded stock was the product of
secondary offerings. Instead, the incumbent government’s motivation behind the
listing was to achieve greater efficiency in the company’s management and to ren-
der it immune from future political interference.230 Since Sabesp’s offering in
2002, other SOEs and recently privatized firms have embraced a Novo Merca-
do listing. In 2006 government-controlled banking giant Banco do Brasil
restructured its capital structure to convert its preferred non-voting stock into
voting common stock in order to become eligible for a Novo Mercado listing.
Nevertheless, the state’s attempts to make a credible commitment to high-

er corporate governance standards by subjecting its controlled firms to a private
law regime are not bulletproof. The danger remains that the presence of the
government as a shareholder may eventually undermine the Novo Mercado’s
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stricter investor protection standards. The recent attempt by the São Paulo Stock
and Futures Exchange (BM&F Bovespa) to revise the Novo Mercado listing rules
in order to provide for even stricter corporate governance standards met with
resistance by existing firms listed on the segment, which vetoed some of the
most ambitious proposals.231 Banco do Brasil, a state-owned bank listed on the
Novo Mercado, was among the firms that voted against the proposed rules
requiring the creation of a mandatory audit committee, a mandatory bid rule
upon control sales at a 30% threshold, and an increase in the minimum propor-
tion of independent directors from 20 to 30% of the company’s board.232

Moreover, the Exchange’s private regulations do not eliminate the state’s
extra role as a regulator. Any private regulatory regime depends on the state’s
regulatory acquiescence and contractual enforcement. In Brazil, as in the Unit-
ed States, stock exchange regulations are not immune from legal and political
interference. The issuance of Novo Mercado regulations requires the approval
of Brazil’s Securities and Exchange Commission, just as changes to the New
York Stock Exchange rules require prior U.S. SEC approval. Consequently, the
risk persists that the interests of the government as a shareholder may come to
hamper the revision of Novo Mercado’s listing standards over time. 

(D) DUALISM ACROSS DIFFERENT JURISDICTIONS

More promising than the split of regulatory authorities within a single juris-
diction is the attempt of listed SOEs to subject themselves to regulatory and
enforcement action by a different state or an international institution. Outsourc-
ing of enforcement of state legal obligations is now a conventional mechanism
by which national governments can tie their hands and therefore credibly com-
mit not to expropriate foreign investors through abusive policy reversals. To
encourage foreign direct investment, governments typically enter into such
commitments by signing bilateral investments treaties providing for internation-
al arbitration to resolve disputes.233

State-owned enterprises, in turn, have resorted to a dual regulatory approach
across different jurisdictions by cross-listing and issuing ADRs in foreign juris-
dictions. Perhaps surprisingly, state-owned corporations are more likely than
family-controlled firms to cross-list or issue ADRs abroad234 – a decision that
a significant strand of the literature attributes to the desire to lower their cost
of capital by “bonding” to higher corporate governance standards than those
available in their home countries.235 According to the “bonding hypothesis,” a
cross-listing helps firms from countries offering low investor protections to
credibly commit to protecting investors by piggybacking on more protective
NYSE corporate governance standards. This Article suggests that the particu-
lar susceptibility of state-owned firms to governmental conflicts of interest in
the enforcement of investor protections may help explain why SOEs are more
likely than private firms to cross-list their shares in foreign markets, particu-
larly in the United States. 
Nonetheless, while cross-listing may be a promising approach to deal with

states’ conflicts of interest in SOEs, it is not without challenges.236 First,
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securities regulations applicable to foreign issuers are significantly more
lenient than those applicable to domestic firms.237 Second, there is evidence
that the SEC tends to be more forgiving of, and therefore brings fewer claims
against, foreign issuers, thus further undermining the effectiveness of a bond-
ing strategy.238 It is also reasonable to suppose that, all things being equal,
the SEC may be more willing to file enforcement actions against private firms
than government-controlled firms so as to avoid diplomatic tensions. Conse-
quently, the risk of a reverse bonding strategy persists, in which “weak
corporate governance practices of the home country are exported to the for-
eign listing environment.”239

V. CONCLUSION

To the extent that the world’s largest firms have controlling shareholders, they
are all too often states rather than individuals, families, or financial institutions.
Despite several waves of privatization, state ownership remains pervasive around
the globe. Corporations that are government controlled and publicly traded
account for a sizable (and growing) fraction of the market capitalization in
numerous jurisdictions, particularly in emerging markets. 
But despite their economic significance and legal complexity, SOEs remain

surprisingly understudied. The existing literature has all but neglected the polit-
ical economy implications of state ownership for the content of a country’s
corporate laws in general and for its level of investor protection in particular.
Yet, as this Article insistently shows, the conflicts of interest inherent in the
state’s dual role as a player and referee are both evident and enduring – and man-
ifest themselves in a variety of historical and institutional contexts. I suggest that
this mechanism may account for an overlooked channel for reverse causation in
the relationship between legal investor protection and ownership structure: while
a deficient legal regime and underdeveloped capital markets may prompt the
state to assume an entrepreneurial function, the political role of the state as con-
trolling shareholder may, in turn, hinder the development of an effective investor
protection regime as a precondition for further financial development. 
This Article represents an initial attempt to illustrate and address this prob-

lem. The conflicts of interest stemming from the state’s two roles, although
serious, are hardly sufficient to condemn government ownership of enterprise.
Alternative institutional arrangements, ranging from different ownership struc-
tures to dual regulatory systems, can be used to mitigate the state’s interest in
the design and enforcement of corporate law rules applicable to private firms.
State ownership is not going away and, absent institutional innovations, nor are
the government’s conflicts of interest as a corporate governance regulator.
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