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Every crisis offers opportunities to rethink, reform and renew struc-
tures and institutions, as well as rules and standards. The market
economy will certainly survive the global financial crisis and may
even emerge in better shape, but it must be open to scrutinizing or
even reinventing itself.' This process of regulatory reform started
1m'mediately in the midst of the crisis: advisory boards such as the
Issing, the Turner and the Larosiére Committees soon developed
reform proposals at the national and European level (Issing Commit-
tee, 2009; Turner Review, 2009; Larosiére Group, 2009). Some of
them have already been adopted by law-makers or are about to be
drafted as legislative proposals (European Commission, 2009a and
2009'13)- At the international level, a first outline of a global financial
architecture came to be identifiable in the aftermath of the London
G20 summit (G-20-Summit, 2009a and 2009b). Further actions to
assure a sound and sustainable recovery from the global financial

and economic crisis were discussed at the summit in Pittsburgh in
September 2009.2

Reforms in

o3 periods of crisis, however, tend to embody overreac-
ions.

Hence the financial crisis is a real challenge for governance
reSt?arch as well: scholars have to face difficult questions of legal
pohcy,. namely to identify dangers of over-regulation, advise against
t%xem in a timely fashion, and develop principles of smart regula-
tion (Kirchner, 2009, P- 14).* In order to meet this challenge
governance research might well be forced to rethink its own
Klfethocis and ?Pprqaches, specifically to widen its research fc.>cu5-

ter all, the financial crunch was not only a crisis of corporations:
Contracts and markets played an important role too.
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Causes of the global financial crisis

The global financial crisis had many different causes. In any event, it
did not only emerge due to specific corporate structures, but was also
and perhaps mainly) rooted in the instability of markets. As is well
known, subprime loans in the United States were often approved
regardless of financial standing and equity contribution (Grundmann
etal., 2009, pp. 3 et seq., with further references). Corresponding risks
were collateralized with insufficient security because mortgages were
not transparent; or they were transferred by virtue of loan insurances
(Richardson, 2009; Taylor, 2009, pp. 61-3). Personal claims against
real estate credit users were for legal or practical reasons almost
impossible. Low and partly variable mortgage rates and the expect-
ation of rising house prices created further incentives to borrow
more money than appropriate with respect to personal solvency
(Grundmann et al., 2009, pp. 7 et seq.; Zandi, 2009, pp. 45-77;
comprehensively, Barth, 2009). On the opposite side of the market,
there was no incentive for responsible lending either, because through
securitization, transfer and bundling credit risks could be transferred
almost at will, and without any real chance for the purchasers to
?Valuate these risks themselves.’ Instead, they had to count on the
information of rating agencies, who themselves had little incentive to
reduce the profitable source of income of the securitization business
by poor ratings (Schwintowski, 2009, pp. 45 et seq.; Hosp, 2010; see
also Levich et al., 2002). More generally, remuneration incentives
fostered the dynamics that led to this crisis. These incentives did not
only result in remuneration packages of company directors, but also
Mainly in bonuses of investment bankers and even in commissions of
loan and invesement advisors: in other words, in compensations that
Were paid in the operational business.®

This short outline demonstrates that the financia
100t in the allocation of risks and the lack of transparency. However,
3 opposed to the Asian crisis between 1997 and 1999 or the bank-
"Upteies of Enron and Worldcom, systematic failures of corporate
goYernance were not of key importance (Wymeersch, 2008, p. 1';
iﬁu!bert_’ 2009a and 2009b; see also van den Berghe, 2009). T:;i
LIS fmght have been related to incentives for corporate a‘ctors, ]
filocrel:}:lives for market participants were equall}.l imP?fta“tL_Ehe ;::I;

P between corporate governance and financial stabtlity

| crisis had its
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indirect one, as the stability of firms and markets are essential elem-
ents for maintaining financial stability. Corporate governance tools
do contribute to the intermediate objectives at the firm level, but not
directly to financial stability’ (Wymeersch, 2008, p. 13). Loans were
granted, securitized and rated in a legal and social framework that
allocated risks and chances in a manner creating incentives for trans-
actions that destabilized the whole system in the long run. Most of
the contracts in question were long-term relationships — loan con-
tracts, bond contracts and loan insurance contracts. Such relation-
ships are, by nature, more likely to provide strong and steady
incentives than simple spot contracts.” For a thorough understanding
of the market instability that was at the heart of the current crisis, it is
crucial to analyse the steering effects of all different public, but also
social, mechanisms that impacted the autonomous interaction of the
various players — central banks, borrowers and private banks, insur-
ance companies and credit rating agencies. It is necessary to under-
stand the entirety of collective, not only hierarchical, influences on a
specific social system. This is precisely the task that governance
research is all about (Hill and Hupe, 2002, pp. 13 et seq.; Kondgen,
2006, p. 514). Yet the social system that was concerned is not
only the internal organization of corporations, but also the market.?
What governance research has to explore and improve in future is
the institutional framework of contractual (in addition to intra-
organizational) relations.’

Therefore, the financial crisis had much to do with governance, but
not only with corporate governance.!® Most of the early reports,
documents and declarations barely mentioned corporate governance.
It was addressed neither in the recommendations of the US President’s
Working Group on Financial Markets, nor in the reports of the
Financial Stability Forum and the International Monetary Fund (Presi-
dent’s Working Group on Financial Markets, 2008; Financial Stability
Forur.n, 2009; International Monetary Fund, 2008). There was no
mention of corporate governance in the Washington or London Dec-
laratl.ons of the G20 (G-20-summit, 2008). In the UK, the above-
mentioned Turner Review was a bit more fruitful'® and was later
Cgmplemented by the so-called Walker Review, dealing specifically
with bank governance arrangements (Walker Review, 2009). Yet the
Eurogean Larosiére Report called corporate governance ‘one of the
most important failures of the present crisis’ (Larosiére Group, 2009
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p. 29). Under this heading, however, the report mainly criticized
general incentive mechanisms on markets that promote short-term
profit orientation. Only the reform proposals on remuneration and
risk management are more specifically related to corporate govern-
ance as such. The OECD, the world’s leading rule-setter in corporate
governance issues (OECD, 2004), called for corresponding reforms as
a matter of course and launched an ambitious action plan, but its
analysis mainly concentrated on the same two aspects (OECD,
2009a)."* Moreover, the OECD recommended better implementation
and enforcement mechanisms, but did not propose any substantive

revision of the current corporate governance principles (OECD,
2009b).

Regulatory reforms in response to the financial crisis

Subsequent to these early reactions, a multitude of regulatory reforms
and reform proposals have been tackled in order to respond to the
causes of the financial crisis. A short survey of the most imertant
developments at the European and national level, particularly in the
UK and Germany, will show that some of these reforms relate very
well to the corporate governance framework, mainly with' r'eSPeCt to
financial institutions. However, the main focus of these crisis-related
egulatory reforms centres on the architecture of financial markets
rather than on the governance of companies.

General framework of corporate governance
only

Vith respect to the general corporate governance framework, and

Minor modifications have taken place since the financial crisis, "
M0st of the respective developments are not directly related to the
Msis and its cauges.

At the European level, for example, the effectivenes . o
afld enforcement systems that Member States have putin place Wltd a
Vle‘.v to the national corporate governance codes is currentl}f Endef
"eView. In November 2009, the European Commission p1'1b115 e ha
wesponding external study in order to provide a ba5}s for 'tk?
N‘IJ ‘°ean Corporate Governance Forum’s work Oﬂhthiz.wb]s:;g;;

€trics Groy etal, . ile this group’s further disct )
A certajp em;)hasiasl ,oflotoh9e) CX};LI: of t}gxe figancial crisis, most of ifs

s of monitoring
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statements were related to more general issues such as the transpar-
ency of derivative positions and empty voting, the protection of
minority shareholder rights and the application of corporate govern-
ance codes in cross-border situations (European Corporate Govern-
ance Forum, 2010). Similarly, most of the amendments that have
recently been proposed by the Commission on the German Corporate

Governance Code are not directly linked to the financial crisis, but

concerned, inter alia, incentives for sustainable corporate governance,

improvements in the professionalism of supervisory boards by con-
tinuing education requirements, and sustainable measures for increas-
ing the proportion of women and international representatives on

German supervisory boards (German Corporate Governance Com-

mission, 2010). In the UK, the Financial Reporting Council (FRC)
published an updated version of the Corporate Governance Code in

May 2010, together with a report summarizing the outcome of its
fecent consultation process (Financial Reporting Council, 2010).
Again, the few significant changes in substance do not respond dir-
ectly to the financial crisis: directors of FTSE 350 companies are
expected to put themselves up for re-election annually, the chairman
should hold regular development reviews with each director, and there
are new provisions relating to boardroom diversity. Further modifica-
tions relate to the disclosure of the business model, the leadership
responsibility of the chairman, the time commitments of directors
and the role of non-executive directors.

. One single topic on the reform agenda is more closely related to the
financial crisis; remuneration policies. As this issue attracted much
public interest in the aftermath of the crisis, many rule-makers felt the
need to take a firm stand in thig respect. On the European level, the
Comr'mssion adopted a recommendation on the regime for the remu-
neration of directors of listed companies in April 2009 (European
ComITns_sion, 2009c¢). The recommendation invites Member States t0
Seta lm.ut Oft severance pay and to ban severance pay in case of failure;
to require a balance between fixed and variable pay and link variable
pay to Rredetermined, measurable performance criteria; and to allow
compan1e§ to reclaim variable Pay paid on the basis of data that proved
e P e VL e
. ) n, the said recommendation asks Member States,
Inter a‘ha, to strengthen the role and operation of the remuneration
committee through new principles on the composition of such
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committees, to oblige committee members to be present at the shaFe—
holder meeting where the remuneration policy is discussed to provhlde
explanations to shareholders and to avoid conflicts of remuneraFlon
consultants. In a communication accompanying this recommendation,
the Commission claims that there was ‘broad consensus that compen-
sation schemes based on short-term returns, without adequatff consid-
eration for the corresponding risks, contributed to the incentives that
led to financial institutions’ engagement in overly risky bu-siness prac-
tices’ (European Commission, 2009d, p. 2). Even though this argument
seems questionable with respect to compensation schemes outside the
financial sector, the Commission observes very accurately whether
Member States have acted in order to give effect to these recommenda-
tions. A recent report states that most recommendations haye 1) 'far
only been implemented by a minority of the Member States, including
Germany and the UK (European Commission, 2010a). II'l the UK,
respective principles are now included in the updated version of tbe
Corporate Governance Code, whereas Germany introduced new le'ng-
lation on the appropriateness of management board compensation,
which came into force in August 2009 (VorstAG, 2009).

Corporate governance in financial institutions

When regulatory reforms are specifically targeted to t'h.e financial
Services sector, their link to the financial crisis seems intuitively plaus-
ible. Indeed, the elaboration of such sector-specific rules can probably
be identified as the single most important trend in European.corporate
Bovernance since the crisis. This trend recently culminated in 2 Green
Paper o corporate governance in financial inStitut.ions and remlzlgiz
ation policies, published by the European Commissm.n o1 2June sals
and announcing a plethora of legislative and non-leglslzjltlYe propfob)
©be implemented in the near future (European Commission, z?level.

is approach goes far beyond the developments at the naFlonaf Cori
particularly in the UK: whereas the extensive Walker l.{ev1.ev:ri ot )
Porate Governance had a specific focus on the bz'u?kmg lnd us srt):;ad
Ugely refrained from proposing additional provisions an lin o
dvocateq amplification and better observance (Walker devclloe;
2009), Accordingly the revised UK Corporate Governance <« erting
not inclyde any sector-specific provisions (see Financial Repo
Council, 2009 anq 2010).
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By contrast, the first European step towards sector-specific govern-
ance rules had already been taken in April 2009, with respect
to remuneration policies. Along with the general remuneration
rules mentioned above, the Commission published a more specific
recommendation for the financial services sector (European Commis-
sion, 2009f). As opposed to the general scope of application of cor-
porate governance rules, these recommendations apply to all
undertakings operating in the financial services industry, regardless
of their legal status, and regardless of whether their securities are
admitted to trading on a regulated market. Compared to the general
recommendation on executive remuneration, the Commission pro-
poses more specific mechanisms of internal transparency, control
and review as well as allocation of the responsibility for remuneration
policies to the board instead of a remuneration committee (European
Commission, 2009f, para. 6 and Section III). Above all, the respective
rules are not only recommended for company directors, but for ‘those
categories of staff whose professional activities have a material impact
on the risk profile of the financial undertaking’ (European Commis-
sion, 2009f, para. 1.2 and Recital 13). A recent report of the Commis-
sion states, however, that Member States have responded only very
cautiously to this sector-specific recommendation. A relatively high
number did not initiate any measures or took unsatisfactory ones; and
only seven Member States apply relevant measures across the financial
services sector. The Commission concludes disappointedly that ‘these
substantial differences of national implementation on an element as
fundamental as the structure of the remuneration policy are worrying’
(European Commission, 2010c, p. 11).

However, this experience did not prevent the Commission from
proposing additional corporate governance rules specifically for the
financial sector. In its recent Green Paper, the Commission justifies this
sector-specific approach by the particularities of financial institutions.
9n tl}e one hand, their potential systemic risks imply that taxpayers are
inevitably stakeholders in the running of [such] institutions, with the
goal of financial stability and long-term economic growth’ (European
Commission, 2010b, P-5). On the other hand, depositors and creditors
favour a very low level of risk, so that their expectations are potentially
at odds with those of financial institutions’ shareholders. While none of
these arguments is implausible,' the differences to other sectors are
arguably in degree rather than in kind. In any event, the question arises
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whether they justify the wide range of proposals that the Commission
set forth. They are aimed not only at changing remuneration policies in
companies in order to discourage excessive risk-taking, but also at
improving the functioning and the composition of boards of financial
institutions in order to enhance their supervision of senior manage-
ment, at establishing a risk culture at all levels of financial institutions
inorder to ensure that long-term interests of the business are taken into
account, and finally at enhancing the involvement of shareholders,
financial supervisors and external auditors in corporate governance
matters. Some specific proposals even touch the very concept of private
business organizations by considering, for example, giving supervisory
authorities ‘the power and duty to check the correct functioning of the
board of directors and the risk management function’ (European Com-
mission, 2010b, p. 15, para. 4.2). Of course, these proposals constitute
only the first step of the legislative process; they will be reconsidered in
accordance with the input that the Commission receives during the
ongoing consultation process. Nonetheless, the radical nature of some
Green Paper proposals is quite astonishing, in particular because the
European Commission itself acknowledges that ‘corporate governance
didnot directly cause the crisis’ (European Commission, 2010b, p. 2).

Governance of financial markets

The Commission’s acknowledgement is in accordance with the
uthor’s observation that the financial crisis did not primari‘ly emerge
due to specific corporate structures, but had its roots in the 1nstab11}ty
of financial markets. As a consequence, taking stock of respective
"gulatory reforms must not be confined to corporate governance
Such selective perception would effectively fade out the act}xal
¢mphasis of European and national rule-makers alike, clearly focusglg
Of ensuring the stability of financial markets. The European Corr.lmls-
"on explicitly centred its initiatives on the ‘governance of inter-
Mational and European financial markets’ in order to create
“sponsible and reliable financial markets for the future (European

Ommission, 2009h, p. 4). The respective legislative and regulatorys'
Teasures and pending propositions have indeed become sO numerou
nd manifolq by now that it is impossible to quote more t.han somﬁ
"MPortan examples at the national and European level, which are a
Closely telated to the aforementioned causes of the crisis.
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With respect to consumer loans, for instance, the European Commis-
sion undertook to propose further measures at the EU level regarding
responsible lending and borrowing, including a reliable framework on
credit intermediation (European Commission, 2009h, p. 7; for the results
of the relevant public consultation, see European Commission, 2009j).In
order to restore market confidence and provide for sound information
about the creditworthiness of companies, governments and sophisticated
financial products, the European Parliament and the Council adopted a
directly applicable regulation that puts in place a common regulatory
regime for the issuance of credit ratings."* With respect to banking,
insurance and securities markets, various initiatives aim at enhancing
competition in order to respond to systemic risks and in particular to the
phenomenon that banks become ‘too big to fail’. Current proposals
include a specific merger control or even a decartelization of banks
(Zimmer and Rengier, 2010). Further noteworthy initiatives aimed at
reducing this systemic risk effectively propose levies, taxes or capital
i‘equirements, the level of which rises with the systemic relevance of an
institution (Doluca et al., 2010; Weber, 2010). In a similar vein, the
Commission launched an intensive discussion on further possible
ciianges to the Capital Requirements Directive, aimed at strengthening
risk coverage, mitigating pro-cyclicality and discouraging leverage, as
well as strengthening liquidity risk requirements and forward-looking
prc_msioning for credit losses (European Commission, 2010e). The
ultimate goal of the proposal is to prevent market transactions with a
p(.)tent.ial tojeopardize market stability. The same is true for the proposed
DireFtlve on Alternative Investment Fund Managers, considered to be a
Cr}l‘flal part of the European Commission’s response to the financial
crsis. Again, the purpose is to extend regulation and oversight to all
actors and activities that embed significant risks for financial market
barticipants and for the stability of the underlying markets (European
;:irl:il-ss:er;tilofiii; ip. 2 (Explanat(?ry M'emorandum)). The sarilf
Jaret-orier $ even more obvious with respect to the Commis
S1on's imitiatives on derivatives, Having adopted two different communi-
cations on ‘Ensuring efficient, safe and sound derivatives markets’ in July
s st s mon e apblc onsuaion o
finalizing its draft legislative ppose s, 5 0" 7 (he Process &

s gisiative proposals, again with a clear focus on ris
mitigation .(European Commission, 2009g and 2009i).1¢ Various initia-
tives at national leve| pointin a very similar direction.!”

The focus of regulatory reforms in Europe 293

Implications for future governance research

‘This time is different’,'® at least in one respect: whereas previous
crises originated in non-transparent corporate structures, the recent
turmoil had its roots also in the instability of markets. Accordingly,
most regulatory reforms in response to the financial crisis focused‘on
improving the stability and transparency of markets, not companies.
Al this should be reflected in future governance research. Oliver
Williamson once defined governance as ‘an effort to implement the
“study of good order and workable arrangements”, where good (?rder
includes both spontaneous order in the market . . . and intentional
order’ (Williamson, 2005, p. 1). Henceforward the study of good
order and workable arrangements should take markets and contract-
ual relationships into greater consideration, and develop a research

area of contract governance.

The nature of contract governance

The notion of contract governance has thus far only bf:en used rather
Sporadically, usually with a view to worker participation agreements
in corporations, that is, in terms of corporate governance on a con-
tractual basis (Windbichler, 2004, pp. 195 et seq.; Windbichler, 2005,
PP- 529 and 533 et seq.; similarly Eidenmiiller, 2007', p- 423)- Y}ft
fontract governance has a wider scope. It aims at improving the
Proper functioning of markets by providing a research approaich that
deals with the institutional framework of contractual relations 0;1
matkets. Contract governance research examines whether thelir lega >
Social, cultural or otherwise agreed conditions generate co.c.)rdinatmivi
O steering effects for market participants (in detail, Moslein ar(li
Riesenhuber, 2009). For instance, default rules of contract law prol\lfl e
M auxiliary infrastructure with a potential impact on market be av—.
our (Windbichler, 1998, p. 271; Bachmann, 2003, pp- 20 le; st
Grundmann, 2007b, p. 143; with respect to company law, Fleisch ;
04, p. 707, similarly from the perspective of institutional econ_o;rlucr
(‘facilitative law’) Clark, 1985, pp. 60-72; Furubotn and Ric lt)fl:j
003, pp. 12 ¢t seq.). Moreover, information and trailspafeniy 'On;
Bations can serve similar goals as mandatory substantive regti at‘lonai
Slmilarly as with respect to corporate structures, the institutioted
“aMework of market transactions is therefore by no means restric
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to supervisory regulation, but can also be composed of default rules,
§oft law mechansims or codes of conduct. Such alternative mechan-
isms might even turn out to function more effectively, for they give
guldel.ines on good conduct, while not prohibiting certain market
behaviour. Contract governance research takes these alternative
mechanisms into account as well. Such an approach can help to
avoid, for instance, counter-reactions and circumventions. As com-
pared with the actual regulatory reforms, contract governance might
therefore offer alternative ways to foster long-term market stability,
while allowing market players as much contractual freedom as
possible (in a similar direction, already prior to the present crisis:
Alexander et al., 2006).
' 'As a research perspective, contract governance changes the trad-
mona}I legal approach in a threefold sense. In the first place, the per-
Spective on contractual and legal rules changes from the usual ex postto
an ex ante perspective: contract governance understands rules not
Pflmarlly as an instrument of dispute resolution, but as a mechanism
for steering and coordinating human behaviour (Mslein and Riesen-
hUber‘, 2009, p. 257). Legal scholars have examined the steering effects
of private law rules before, but not systematically (in detail, on the
legitimacy of preventive and regulatory functions of private law,
Wagner, 2006, criticizing, for instance, Honsell, 2008, pp. 626 ¢t
seq.). Contract governance can help to analyse incentive effects, for
example, to better understand the impact of contractual bonus or malus
arr'Emz‘%'el'nents on individual behaviour. As legal scholarship itself lacks
?msf;scil‘ic ;ila(;del of h.uman beha'vi(?ur, such analysis requires .a more
social scienes ogue with other .dxsmplines — not just economics, but
iour, includins more g?nerallzfé in particular sciences of human behav-
Vide’s - mgoneilroblology. .Experience shows that govgrnaﬂce Pro&
may henceforthn lang:ilage which greatly facilitates this dialogue, arflf.
mann-Rioes 2002 80 do so for contract law (Schuppert, 19?9; Hoh
perspectine ,The » p. 11). SecondI.Y, contract governance widens the
bilateral ‘pr.ivity ocfontm(:tua,ll relationship between two Personsy tcft:
law scholarship (Tr(e::(t))r'lltracli + represents the focus of classical cOrm:ce
has a wider scope, a o Ofc » 1993, pp. 38-77). Contract g(-)ve'rn‘iiual
contracts,2? Indivi,d Sllt s on mark'ets, mot only op indi¥ less
relevant once pot ual e (-)f protection may often‘appe'af but
also alrerpo only the bilateral contractual relatxonshlp’
atives on markets, are taken into account (Méslein and
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Riesenhuber, 2009, p. 259). Like corporate governance, contract gov-
ernance therefore includes an internal and an external dimension,
thereby linking contract and competition law considerations more
closely together (Moslein and Riesenhuber, 2009, pp. 270 and 288).
Thirdly, the broader, results-oriented perspective of contract govern-
ance can contribute to a contract law theory of rule-making, thus going
beyond the mere application of rules (Eidenmiiller, 2007, pp. 490 et
seq.). Strategic advice for legislators, especially with respect to tech-
niques and intensity of regulation, becomes particularly important in
times in which uniform statute books are increasingly supplemented
and substituted by various regulatory instruments at different regula-
tory levels (Calliess, 2006; Michaels and Jansen, 2006, pp. 868 ef seq.;
Calliess et al., 2008).

Similarities and differences between contract governance
and corporate governance

Contract governance and corporate governance follow very similar
patterns. They both help to provide a wider variety of regulatory tools
0 rule-makers. Moreover, both mechanisms supplement each other.
They are indeed closely linked together and interact in a varicty of
Ways. Exchange and cooperation are of course fundamentally different
mechanisms, byt they are nonetheless often equally suitable to reach
pecific goals. This idea is the actual starting point of governance
esearch in Williamson’s seminal article; it also defines a key decision
problem in economic theory (path-breaking, Coase, 1937; cf., further-
more, Williamson, 1985, pp. 32-4, 60-2 and passim; for a recent
Jurvey, Eidenmiiller, 2001, p. 1042). The most important difference
“Ween contract and organization is that contracts are typically con-
chuded Pari passu on markets, whereas business organizations are
CharaCterized by a hierarchical order (Moslein and Riesen}.xuber,
.20_0 % p. 258). Decision-making power and risk-bearing can diverge
instances of majority and management decisions (Behrens, 1986, pp-
10-277) 1 is mainly because of this divergence that a corporateé
S%ernance framework is required that makes decision-making proced-
o transparent and provides incentives for decision-makers to act 10
e best interest of the cor ization.”!
_ porate organ
e ;en'ln contractual relationships, however, not2
eCided by mutual consent. Particularly in long-term c0

I relevant questions
ntracts an
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contractual networks we can also track ‘hierarchical’ decision-making
mechanisms (in detail Behrens, 1986, pp. 493 et seq.). Moreover, the
market mechanism does not always provide for equitable solutions
(Richtigkeitsgewdibr).?* In such cases, alternative governance struc-
tures may be required, which are contractual in nature, but feature,
depending on their specific design, more or less similarity to corporate
governance.*® This smooth transition between contract and corporate
governance corresponds with the insight of business administrations
that corporate boundaries are not in every respect fixed. The choice
between corporate and contractual structures is rather one of the
cenFral challenges for management that has to optimally allocate the
various areas of entrepreneurial activity. Due to the advancements of
information technologies, outsourcing has gained much importance in
recent years so that management experts aptly speak of an ‘expansion
of corporate' boundaries’ (Wigand et al., 1997). Corporate boundaries
are l?lurred In many directions, also with respect to financing, where
creditors are often granted a similar degree of influence as shareholders
by means of contractual covenants (Servatius, 2008; also McCahery
and .Vermeulen, 2008, pp. 189 et seq.). The outsourcing of risks on
S‘peslal-purpose entities or by securitization can be conceptualized asa
Z‘m‘lar d.evelo;;mem in the banking business (as a step to banks without
. :))rurif;ftleesg SO dto ‘speak; cf. Ol?ay, 2000). Due to this' blurring of
| p oundaries the often-cited ‘nexus of contracts’ is not only 2
baxj;,i_r?:sc:iggﬁf;lilgsam‘ftap};-or for the corporate entities,>* but becomles
wants to take g Jook Cl;y ltt?rsill sense. If governance.research really
exclusively on the si 1a e systems as a whole, it cannot focus
contractu;’l i, w:;;ll:gl ; z;)}rlp(;fate entity .but needs to analyse tl‘le V‘\]Ihcile
Deffains and Demougin 201(C)6 rpbraions are embe£dded (Sm'u arf y’
control’ needs to be take’ni P 7). In other words: COHt.faCtn:lg_lor
vein Hart and Moore 200;-? account (Baker ez al., 2006; in a simtiaf
s ; Fehret al., 2009).

Link
ages between contract and corporate governance

:;Z:tmzfzze: :it;ozgirgte gof’efflfilnce and contract governance two
isms are closely inte o Slmllarmes,- however, but these two mechaﬂ(i
corporate governanzwoven. Two major linkages between contract an
and the acti ¢ were already indicated in the Larosiére Report

1on plan of the OECD, and have subsequently induced

e e e ———————rer—
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intense regulatory activity. The first linkage concerns employment
contracts that bind decision-makers to the company. Their incentive
structures, especially their remuneration schemes, are of a contractual
nature, but they also have an impact on corporate strategy and success
(comprehensively, Bebchuk and Fried, 2004). Indeed, there is a general
consensus that the design of remuneration schemes had a crucial
impact on the financial crisis.>> Remuneration schemes at the execu-
tive level and below are rooted in contractual arrangements between
companies and their employees; they often comprise not only a fixed
salary, but also variable elements such as annual bonuses, long-term
cash incentives or stock options, and possibly even severance pay-
ments. Contractual structures therefore create incentives that have
an impact on management actions and can, as the Commission states,
‘affect the long-term performance and sustainability of the companies
and therefore also affect investor confidence, employment, competi-
tiveness and long-term economic growth’ (European Commission,
200%, p. 7). On the other hand, the design of these contractual
Structures depends on the procedural setting within the corporation,
more specifically on the question of which corporate body is compe-
tent and accountable to decide on such arrangements (for a compara-
five survey, see Moslein, 2007, pp. 101 et seq.). The importance of
Appropriate corporate governance structures and adequate disclosure
l'u'les for the contract governance of remuneration agreements has
tiggered corresponding legislative reforms.”® Given that remuner-
3tion incentives in the operational business of investment banks were
televant for the current crisis,2” remuneration policy is not only a
Question of corporate governance, but also, and maybe primarily, of
Contract governance.?8
A second linkage between contract governance and corporate
8overnance concerns corporate risk management, in other quds
the Systematic identification, assessment and prioritization of risks
(Hubbard, 2009, p. 46; comprehensively, Chew, 2008; Merna :and
on-f(l:ani’ 2008). Since the financial crisis., the focus h'as: been'maml}j
-called external risks, on market risks that originate In con
tzraCtual arrangements (see, for instance, Senior Supervisors Group ’
iso:f;fli;il‘z et seq.; OECD, 2009a, pp. 8 et seq.)- Iixgé_lilrz, jf;;tiie
five stri In nature. On the one band, contractual r1s :tmtegy o
cor Ctures can have a crucial 1mga.ct on corpora'te -
Porate success, as the financial crisis has dramatically shown.
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On the other hand, the ranking of risk management in the internal
corporate governance structure may well have an impact on the
structure and design of these contractual relationships, thereby
affecting contract governance. Accordingly, the Larosiére Report
and the Basel Committee on Banking Supervision propose independ-
ent risk management at senior management level with direct
access to the board (Basel Committee on Banking Supervision
2009; Larosiére Group, 2009, pp. 32 et seq.). The above-mentioned
OECD Paper goes even further and emphasizes the importance of
future-oriented stress tests in a very general manner, not only with
respect to the financial sector: ‘Stress testing must form an integral
part of the management culture so that results have a meaningful
impact on business decisions’ (OECD, 2009b, p. 10; with potential
impact on future corporate governance standards: OECD 2009,
Pp. '33—40). In other words, contract governance, the forward-
looking assessment of long-term contractual relationships, is meant

to beC(l)me a key management responsibility for corporate boards in
general,

Future research

Contrac't governance will only be able to provide new solutions for
preventing future systemic crises if such a research approach can
indeed offer a useful tool for present challenges. Most governance
structures in which we find the causes of the financial crisis were
contractual relationships (subprime loans, securitization; the assign-
ment 9f rating firms and so forth). Problems of credit rating, systemic
financial risks, the moral hazard of risk transfer and interlocking
contracts therefore need to be tackled from the perspective of contract
governance. This observation, however, only adds impetus t0 2
research app'rf)ach that would be interesting in its own right; research
;)rr;nt;he _stablllty and constiFution of contractually organized mass
N actions and on transactions that typically are of a long duratior*

governance perspective on these phenomena is important becatse
gﬁir;:r;ztnlla:; gezearc}.x, speciﬁcal‘ly in Europe, has not yet fouo.wed'[t:Z
s com2n n us}tlr.xal.to a setvice- and knowledge-based society- s
the sole starti’nlgn ;olilrlxlt(mi i, ?Odiﬁcaﬁon howeren S:ilgfgzr:t'
long-term rt;alationship’st :olrjletlradlgm. Real.lty, h‘owever’ oop o

) ractual relationships of coopera
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relationships of trust with an ongoing and intensive exchange of infor-
mation and of inputs and with a high amount of cross-decision powers
between the parties and mutual positions of influence form largely
undiscovered territory, but at the same time one large part of the
challenge for today’s contract law. Moreover, the multiplicity of con-
tract partners, especially in networks of contracts, but also in the case
of parallel behaviour, is a phenomenon which is paramount in real life
but still rarely discussed in contract law (see, however, Teubner, 2002;
Grundmann, 2007a; Grundmann, 2008; also Cafaggi, 2008). The
phenomenon of herd behaviour, in turn, was of utmost importance
inthe financial crisis. Networks of contracts are dominating all supply
telationships, all distribution relationships, thus virtually the whole
Production chain, but also payment systems as well as many forms of
financing. Even less developed — and indeed virtually unexplored — is
the theory of herd behaviour in contractual situations. All this points
towards a much wider issue: the relationship between contract gov-
tmance and free market mechanisms.

The concept of ‘contract governance’ would seem to describe well
tl.1e Panorama of these topics. This term points to other governance
dlscusSiOns, among them most prominently the corporate govern-
nce discussion and its breathtaking development. It is of course true
that when discussing governance one has to distinguish the original
d rather narrow meaning, that is governance of the process .Of
fo"_nf‘tiOn of contract and of the phase of performance by the partics
g’llhamson, 1979), from a governance regime coming from outsxdej
€ governance devices in the market order set for mass transac
tons. However, both the arrangements adopted by the par'ties and
;tihg‘;‘;ernance regime set by market organization are interhr;ke('i ;0

extent that they should not be discussed separately, 1.
Bvemance of a contractual relationship should not be discussed
Wl.t hout taking into account market organization. This is particularly
::;i;’li lrfé Situations where parties t'hemselves c:}ndcgifftgiui}e‘: froc‘;
comply orgl;ne set ,by states, nar‘r'lely. in the case 0 1 - uations, the

xplain’ regimes (Moslein, 2010). In such sitd
g?ver.nance regime which is finally in place is the result of a com-
a:itli(:lnc()f both private parties’ action a}nd state reglrf:;'d(()};s‘l’]ei;:’
n netwo(;Etracltu?l rel:.atlonshxps, mainly 1n lOng'-otflzmthat occur in
bialle] re atlc.)nshlps or in mass transactl £ contract
» 15 the main (although not the exclusive) focus 0
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governance research: primarily governance via private arrangement,
but also market organization, especially in national or supranational
laws, considering as well that the most important players are
corporations.

If the research area is called ‘contract governance’, this obviously
implies that research can learn from how the discussion in ‘corporate
governance’ has developed. Corporate governance discussion was
also prompted by important crises, and yet it was much more than
a mere answer to a crisis. It encompassed the problems raised by
these crises but also reached much further. It was all about funda-
mental research, the need for which had become even more evident
against the background of the crises. Moreover, not all problems and
concepts that were discussed in a corporate governance perspective
concerned fundamentally new questions. Yet that discussion con-
tained a good deal of novelty, at least in style and approach to
research, and to a certain extent really new substantive questions
were brought up too. The same would seem to be possible for

contract governance where similar developments, to a large extent,
are yet to happen.

Notes

1 For an extensive account of examples illustrating that good design of 2
market is crucial to its success, that a market develops over time by trial
and error, and that government plays an indispensable role in providing
public goods and acting as rule-setter and referee, see MacMillan, 2002-

2 Further information available at www.pittsburghsummit.gov/, last accessed
16 August 2010,

3 For instance,
regulation, a
Hopt, 2009,

4 The term and concept have been developed in a different area: Gunning-
ham and Grabosky, 1998.

5 Despite early warnin
2006. At a glance o

Klaus Hopt warned strongly against ‘the danger of over-
plethora of standards and a new protectionist wave’, €€

gs: see, for instance, Center for Responsible Lending,

n the merits: Grundmann ez al., 2009, pp. 8-12.

6 F<?r an extensive account of (non-executive) remuneration practices in the
City of London before the crisis, see House of Commons — Treasufy
Committee, 2009, pp. 10-17.

7 Thisis one of the central arguments of Williamson, 1979, pp. 247-54; s¢¢
also Williamson, 1996, pp. 145-70.
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8 This fits with the concept of governance as defined, for instance, by
Williamson, 2005, pp. 1 et seq. .

9 For a very similar approach, yet from a purely economic perspective, see
the research programme of the Collaborative Research Centre (Sonder-
forschungsbereich) Transregio 15, Governance and the Efficiency of
Economic Systems (coordinated by Urs Schweizer), available at www.
sfbtr15.de, last accessed 16 August 2010. _ .

10 Similarly, Miilbert, 2009a, p. 411: ‘After the beginning of the financial
turbulences in summer 2007, the issue of banks’ corporate governance,
with the notable exception of remuneration, went out of focus for som'e
time.” See, however, Isaksson and Kirkpatrick, 2009, p. 11: ‘If there is
one major lesson to draw from the financial crisis, it is that corporate
governance matters.’ .

11 Turner Review, 2009, p. 78 (‘Regulation can and should add.ress issues
relating to the proper governance and conduct of rating agencies and the
management of conflict of interest’), and p. 93 (‘Achieving high stand-
ards of risk management and governance in all banks is therefore
essential’),

12 Two additional, but closely related, aspects are the performance of
boards and the exercise of shareholder rights.

13 More extensively, the Walker Review, 2009, pp. 24 et seq.

14 In a similar vein, European Commission, 2010f, p. 3: ‘Corporate gov-
emance weaknesses in financial institutions were not per se the main
causes of the financial crisis.’ o d

13 European Commission, 20091. In June 2010, the Commission propose
S0me amendments in order to improve supervision: European Comimis-
sion, 2010d,

16 Anupdate on the consultation process is available at http://ec.europa.eu/
internal_market/financial-markets/derivatives/index_en.htm, last accessed
16 August 2010, '

See, for instance, the German proposal for banning certain s¢
ansactions: Deutscher Bundestag, 2010.

R.ei“hal’t and Rogoff, 2009, drawing sweeping parallels betwee
cial crises, acrogs times and continents.

As contract governance concerns the behaviour of market actolrs, e
‘oural law and economics appears as an indispensable comp eg‘e;erz
discipline, Seminally: Kahneman and Tversky, 1979 further, Ca

etal. 2004,

Sm.lﬂar to the traditional approach of economic
Pomnt Hop, 1972, p. 1019 (‘Nicht das einzelne Ra .
St gemeint), Similarly, for instance, Schwark, 19 79, pp-
rlier Bhm, 1933, p. 189 (economic law as an aggregate O

curities
n finan-

behav-

law; very much to the
dchen, das Riderwerk
4-6; and
f rules
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‘serving social order and the steering of the collective economic process’,
author’s translation).

On this divergence cf. again Williamson, 1979; on other mechanisms of
coordination (such as clans, federations, networks), see the survey of
Mayntz, 2006, p. 14 with further references.

German legal scholars tend to speak, more cautiously, of Richtigkeits-
chance instead of Richtigkeitsgewiibr: a chance rather than a guarantee
of just solutions inherent in the contract mechanism; cf. Schmidt-
Rimpler, 1941; Schmidt-Rimpler, 1974; recently, Canaris, 1993, p. 883;
Singer, 1995, pp. 9-12; Canaris, 1997, pp. 48-51.

One example is so-called ‘cooperative governance’, increasingly studied
by economists. See various contributions in Theurl, 2005; Theurl and
Schweinsberg, 2004; in a broader framework subject of a recent con-
gress of the prestigious “Verein fiir Socialpolitik’ (under the heading
‘Governance in economic policy’).

Seminally, Jensen and Meckling, 1976, p. 311 (‘The private firm is
simply a form of legal fiction which serves as a nexus for contracting
relationships’); see also Easterbrook and Fischel, 1989; Eisenberg, 1989.
See, for instance, European Commission, 2009¢, p. 3: ‘badly designed
[remuneration] policy and schemes at all levels in the financial services
industry contributed to “short-termism” and excessive risk-taking with-
out adequate regard to long-term global performance . . . The problem
addressed is not how much directors are paid, but the mismatch between
pay and performance.’

In Germany, for instance: VorstAG, 2009. For a recent analysis of the
regulatory framework and remuneration practices in Europe, see Ferrar-
ini et al., 2009,

Larosiére Group, 2009, p- 31 (Recommendation 11: ‘[. . .] the same
principles should apply to proprietary traders and asset managers’);
OECD, 20094, p. 14 (‘Remuneration problems also exist at the sales
and trading function level’). This concern was also shared by the Finan-
cial Stability Forum, 2009, p. 20.

Quite explicitly OECD, 2009a, p. 17: incentives at lower levels beyond
‘the. usual focus of corporate governance debates’.

While most major banks failed to anticipate the development of the
housing market, there was g marked difference in how intensin:‘IY
Fhey were affected, depending on their exposure to certain financial
instruments:  Senior Supervisors Group, 2008, pp. 3 et seq. and
passim; cf. also OECD, 2009b, p. 7 et seq. For an empirical study

gg Ot;e twenty-five largest European banks, see Ladipo and Nestor,
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