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Abstract This article is part of a larger international investigation of
the effects of a country’s legal origins on the style of business regulation.
We employ an innovative ‘leximetric’ methodology to numerically code the
protective strength of Australian corporate law for both shareholder and
creditor protection for the period 1970 to 2010. This leximetric methodology
has been used in a prominent international debate concerning the development
of legal rules and the effects of different styles of regulation on a range of
economic outcomes—the legal origins debate. Drawing on similar data
compiled by Armour, Deakin, Lele and Siems in five other countries (France,
Germany, India, the UK and the US) for the period 1970 to 2005, we compare
changes in the level of protection afforded to Australian shareholders and
creditors with developments in other countries. Our analysis finds that in
Australia there was a sustained upward trend in shareholder protection, but not
in the case of creditor protection. Compared to the five other countries, the
level of protection afforded to shareholders under Australian law was
relatively high, and this was the case for the level of protection afforded to
creditors as well. We also examine the extent of convergence and divergence
in shareholder and creditor protection among the countries in the study. We
find persistent divergence in shareholder protection, with the extent of
divergence in 2005 similar to that in 1970. For creditor protection, we find
increasing divergence among the countries over the period of study. Our
findings are not supportive of legal origins theory.

I. INTRODUCTION

This article explores the evolution in shareholder and creditor protection that
has taken place in Australia over the 40 years from 1970 to 2010. The changes
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in the level of protection afforded to Australian shareholders and creditors are
compared and contrasted with the changes that have taken place over the period
1970 to 2005 in five other countries—the UK, US, France, Germany and India.
The data for these five countries is drawn from the research of Armour, Deakin,
Lele and Siems.!

The changes in the level of shareholder and creditor protection are measured
by the adoption of a ‘leximetric’ methodology, which has been adapted from
the pioneering work of La Porta, Lopez-de-Silanes, Shleifer and Vishny.? The
leximetric methodology is a quantitative approach to measuring law and legal
evolution.? It has been particularly influential in recent debates in the law and
economics literature, where it has been used to explore the development of
legal rules and the effects of different styles of regulation on a range of eco-
nomic outcomes—the legal origins debate.* To examine shareholder protec-
tion, the leximetric methodology adopted in this article draws from a 2007
study by Lele and Siems in which they developed an index measuring
shareholder protection and applied it longitudinally to five countries over the
period 1970 to 2005.> We use Lele and Siems’ shareholder protection index
and apply it in the Australian context for the period 1970 to 2010. To examine
creditor protection in Australia, we have adopted the creditor protection index
from the 2009 study by Armour et al into the evolution of legal rules for
shareholder, creditor and worker protection.®

We place our findings in an international context by comparing the
Australian case with the experience of the five countries included in the
original Lele and Siems study. Our data suggests there was a sustained upward
trend in the level of shareholder protection in Australia during the period 1970
to 2010, but not in the case of creditor protection. Compared to the five other
countries in the Armour et al study, the level of protection afforded to
shareholders under Australian law was relatively high.” We also found that the

' J Armour et al, ‘How Do Legal Rules Evolve? Evidence from a Cross-country Comparison
of Shareholder, Creditor, and Worker Protection’ (2009) 57 AmJCompL 579. See also M Siems,
‘Shareholder, Creditor and Worker Protection: Time Series Evidence About the Differences
Between French, German, Indian, UK and US Law’ (2009) University of Cambridge Working
Paper No 381 <http:/www.cbr.cam.ac.uk/pdf/WP381.pdf>.

2 R La Porta et al, ‘Law and Finance’ (1998) 106 Journal of Political Economy 1113. See also
R La Porta et al, ‘Legal Determinants of External Finance’ (1997) 52 JFin 1131; R La Porta, F
Lopez-de-Silanes and A Shleifer, ‘Corporate Ownership Around the World’ (1999) 54 JFin 471.

3 See eg P Lele and M Siems, ‘Shareholder Protection: A Leximetric Approach’ (2007) 7
Journal of Corporate Law Studies 17; M Siems ‘Shareholder Protection Around the World
(“Leximetric II”)’ (2008) 33 Delaware JCorpL 111.

4 The relevant literature is reviewed in R La Porta, F Lopez-de-Silanes and A Shleifer, ‘The
Economic Consequences of Legal Origins’ (2008) 46 JEconLit 285.

5 Lele and Siems (n 3).

¢ Armour et al, ‘How Do Legal Rules Evolve?” (n 1).

7 Armour et al also published a study involving 25 countries, including 7 whose legal origins
lay in English law: Canada, India, Malaysia, Pakistan, South Africa, the UK and the US. J Armour
et al, ‘Law and Financial Development: What We Are Learning From Time Series Evidence’
(2009) Brigham Young ULRev 1435.
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level of creditor protection in Australia is high when compared to other
countries.

Finally, we examined the extent of convergence and divergence in
shareholder and creditor protection among the six countries in the study. We
found persistent divergence in shareholder protection, with the extent of
divergence in 2005 similar to that in 1970. For creditor protection, we found
increasing divergence among the countries over the period of study. Our
findings also allow us to contribute to the legal origins debate.

This article is part of a larger international study examining the relationship
between a country’s legal origins and the extent and character of business
regulation, including labour law, and shareholder and creditor protection.
Other publications authored by a group of labour law scholars, and which are
part of the larger study, examine the evolution in labour law in Australia during
the period 1970 to 2010.8

The structure of the article is as follows. Section II briefly sketches the legal
origins debate which is the theoretical framework on which the larger project is
based and provides the background to the legal origins analysis of shareholder
and creditor protection. Section III outlines the methodology used and the
limitations of this methodology. Sections IV and V place the Australian
findings in an international context, and explain the similarities and differences.
Section VI concludes.

Il. THE LEGAL ORIGINS DEBATE AND SHAREHOLDER AND CREDITOR PROTECTION
A. Overview of the Legal Origins Debate

The legal origins debate emerged in the 1990s with the pioneering work of La
Porta et al.? These authors argue that the regulatory style of a particular country
is principally influenced by its legal origins. The legal origins debate identifies
at least four important legal families: common law systems originating in
England; civil law systems derived from France; civil law systems derived
from Germany; and socialist legal systems.!? Legal families are categorized

8 R Mitchell et al, ‘The Evolution of Labour Law in Australia: Measuring the Change’ (2010)
23 AustlJLabL 61. See also M Jones and R Mitchell, ‘Legal Origin, Legal Families and the
Regulation of Labour in Australia’ in S Marshall, R Mitchell and I Ramsay (eds), Varieties of
Capitalism, Corporate Governance and Employees (Melbourne University Publishing 2008); S
Cooney, P Gahan and R Mitchell, ‘Legal Origins, Labour Law and the Regulation of Employment
Relations” in M Barry and A Wilkinson (eds), Research Handbook of Comparative Employment
Relations (Edward Elgar 2011); S Cooney et al, ‘Legal Origins and the Evolution of Australian
Labour Law: 1970-2010" (2009) Research Report, Workplace and Corporate Law Research
Group, Monash University, 2009 <http:/www.buseco.monash.edu.au/blt/wclrg/legal-origins-
australia-labour-law.pdf>. The authors use the labour law index put forward in S Deakin, P Lele
and M Siems, ‘The Evolution of Labour Law: Calibrating and Comparing Regulatory Regimes’
(2007) 146 IntlLabRev 133.

° La Porta et al, ‘Law and Finance’ (n 2).

10 The last category is effectively omitted in the more recent work by La Porta and his
colleagues: see La Porta et al, “The Economic Consequences of Legal Origins’ (n 4) 288.
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into either common law or civil law legal origins in much of the empirical work
and secondary literature. Another categorization that is commonly used in the
legal origins literature is that of ‘transplant countries’, which are those
countries where a European model legal system was adopted, either voluntarily
or through conquest.!!

Countries that take on a legal tradition or have one imposed on them may
alter and adapt the legal tradition to suit the cultural values and other local
circumstances of the adoptive country. However, legal origins theory posits
that the underlying style of regulation that is associated with the originating
country will persist over time, despite any changes that may be made. A certain
‘path dependency’ occurs as a result of the complementarity that exists
between legal and economic institutions.!> This ensures that distinct
differences that are associated with the different types of legal system remain,
despite alterations made to take account of local conditions.!3

Two arguments have been advanced to explain the relationship between
a country’s legal origins and its regulatory style.!# The first is that the
common law is more able to adapt to changing economic circumstances
than civil law because it relies more on judicial decision-making than
on legislation. The second is that the concept of judicial independence that
underpins the common law means that the common law is less susceptible
to regulatory capture than the civil law, which relies more on legislative
change.

The legal origins debate is not purely a theoretical exercise. Scholars have
utilized the legal families categorization to explain key differences that arise
between countries in a broad range of legal and economic institutions.!> For
example, one of the findings of the legal origins literature is that countries with
a common law legal origin have a less interventionist form of regulation than
do civil law countries. Common law countries rely more on markets and
dealings at arm’s length than do civil law countries. Civil law countries, on the
other hand, are subject to more extensive and restrictive regulation than are
common law countries.!'® Legal origins theory suggests that the performance of

' See, for example, K Pistor et al, ‘The Evolution of Corporate Law: A Cross-country
Comparlson (2002) 23 University of Pennsylvania JIntIEconL 791, 794.

2 See generally H Hansmann and R Kraakman, ‘The End of History for Corporate Law’
(2000) 89 Georgetown LJ 439; L Bebchuk and M J Roe, ‘A Theory of Path Dependence in
Corporate Ownership and Governance’ (1999) 52 Stanford LRev 127; R H Schmidt and G
Spindler, ‘Path Dependence, Corporate Governance and Complementarity’ (2002) 5 IntlFin 311.

13" See La Porta et al, ‘The Economic Consequences of Legal Origins’ (n 4) 288; Deakin, Lele
and Siems (n 8) 134-35.

4 Armour et al, ‘Law and Financial Development’ (n 7), citing T Beck, A Demirguc-Kunt and
R Levine, ‘Law and Finance: Why Does Legal Origin Matter?” (2003) 31 JCompEcon 653. These
arguments are criticized by Armour et al.

!5 See E Glaeser and A Shleifer, ‘Legal Origins’ (2002) 117 QJEcon 1193; S Djankov et al,
‘The New Comparative Economics’ (2003) 31 JCompEcon 595; La Porta et al, ‘The Economic
Consequences of Legal Origins’ (n 4).

SYLa'Porta'et al; “Corporate Ownership Atound the World® (n 2).
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a national economy is influenced by the style of its legal system and, in
particular, by the way in which its legal system deals with market failures.

La Porta et al have drawn several conclusions about the relative merits of
common law and civil law systems. They have deduced that the interventionist
regulatory style found in civil law countries tends to have an adverse impact on
business enterprises and markets, leading to lower productivity and economic
growth and higher unemployment. Rules and regulations produced by
common law countries, on the other hand, are more responsive to market
conditions because they are better able to protect property rights and provide
for the enforcement of contracts. Across a range of factors, it is more likely that
common law countries will have efficient rules for establishing and regulating
markets than will countries of civil law origin.!” La Porta et al summarize the
implications of their findings in the following way:

Compared to French civil law, common law is associated with (a) better investor
protection, which in turn is associated with improved financial development,
better access to finance, and higher ownership dispersion, (b) lighter government
ownership and regulation, which are in turn associated with less corruption, better
functioning labor markets, and smaller unofficial economies, and (c) less
formalized and more independent judicial systems, which are in turn associated
with more secure property rights and better contract enforcement.!8

These findings have been highly influential and have been drawn upon in the
World Bank’s policy recommendations for economic reforms in developing
and transition countries.!® Legal origins theory has also proved controversial,
however. There has been an ongoing debate about its core propositions and the
arguments that have developed based on the theory. Furthermore, there have
been questions raised about the validity of its methodologies.?®

B. Shareholder and Creditor Protection and the Legal Origins Debate

One of the earliest attempts to quantify the law protecting shareholders was the
coding exercise undertaken by La Porta et al.?! Their measure of shareholder

"7 ibid.

18 La Porta et al, “The Economic Consequences of Legal Origins’ (n 4) 298.

!9 This has been the subject of debate in its own right: see J Berg and S Cazes, ‘Policymaking
Gone Awry: The Labour Market Regulations of the Doing Business Indicators’ (2008) 29
CompLabLPolJ 349; S Voigt, ‘Are International Merchants Stupid? Their Choice of Law Sheds
Doubt on the Legal Origins Theory’ (2008) 5 Journal of Empirical Legal Studies 1.

20 See particularly A Musacchio, ‘Do Legal Origins Have Persistent Effects Over Time? A
Look at Law and Finance Around the World” (2008) Working Paper No 08-030, Harvard Business
School, Harvard University; M Amin and P Ranjan, “When Does Legal Origin Matter?” (2008)
Working Paper No 080912, Department of Economics, University of California-Irvine; D Klerman
and P Mahoney, ‘Legal Origins?’ (2007) 35 Journal of Comparative Economics 278; Armour et al,
‘How Do Legal Rules Evolve?’ (n 1); M Roe, ‘Legal Origins, Politics, and Modern Stock Markets’
(2006) 120 Harvard LRev 462; D Acemoglu, S Johnson and J Robinson, ‘The Colonial Origins of
Comparative Development: An Empirical Investigation’ (2001) 91 AmEconRev 1369. See also the
criti(}ues in (2009) 57 AmJCompL 765-876.

2! La Porta et al, ‘Law and Finance’ (n 2).
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protection consisted of eight items, each capturing a legal attribute that they
believed indicative of shareholder protection. The authors examined 49
countries and coded the existence or otherwise of each of the eight items at a
given point in time. The results were compared across countries according to
the legal family in which the country fell.

La Porta et al found that the strongest protection for shareholders existed in
common law countries and that the weakest protection existed in French civil
law countries.?> Minority shareholders faced a greater threat of having their
shares expropriated by majority shareholders in civil law countries than they
did in common law countries. The authors also identified a negative
relationship between the level of shareholder protection provided by a given
legal system and the concentration of share ownership in large public
companies. In other words, countries with high share ownership concentration
tend to have lower levels of shareholder protection provided by the legal
system compared with countries where share ownership is less concentrated.
The authors also argued that the level of protection available to shareholders is
a strong predictor of financial development.?3

The coding techniques used by La Porta et al have been applied and adapted
by other researchers. Pistor, Raiser and Gelfer extended the scope of the
measure of shareholder protection for transition countries by increasing the
number of items used to measure the quality of the law.?* In a later study,
Berkowitz, Pistor and Richard expanded the earlier project to include 49
countries.?> They found that, in transition countries, the effectiveness of legal
institutions had a stronger impact than did the law on the books with respect to
improved shareholder rights. More recently, Lele and Siems have noted that
the index developed by La Porta et al has been subject to criticism for a variety
of reasons. The number of items used to measure the law was limited and the
study examined shareholder protection at a single point in time only.?® In
addition, Armour et al have noted that ‘the broad brush descriptions [that La
Porta et al] provide of common law and civilian regulatory “style” are over-
stylized to the point of being inaccurate’.?”

2 ibid 1132-33.

23 La Porta et al, ‘Law and Finance’ (n 2); La Porta et al, ‘The Economic Consequences of
Legal Origins’ (n 4) 286.

24 K Pistor, M Raiser and S Gelfer, ‘Law and Finance in Transition Economies’ (2000) 8
Economics of Transition 325, 327.

> D Berkowitz, K Pistor and JF Richard, ‘Economic Development, Legality, and the
Transplant Effect’ (2003) 47 EurEconRev 165; see also D Berkowitz, K Pistor and JF Richard,
‘The Transplant Effect’ (2003) 51 AmJCompL 163.

26 Lele and Siems, ‘Shareholder Protection’ (n 3) 19. Other criticisms include the difficulty of
ensuring that the coding is transparent, accurate and consistent; a danger of home country bias in
the selection of the items; and issues of weighting of items: see J Armour et al, ‘Shareholder
Protection and Stock Market Development: An Empirical Test of the Legal Origins Hypothesis’
(2009) 6 Journal of Empirical Legal Studies 343, 349-50.

7 Armour et al, ‘Law and Financial Development’ (n 7).
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In order to capture the significant aspects of the law protecting sharecholders
more fully, Lele and Siems developed a new shareholder protection index
containing 60 items, which they coded longitudinally for five countries
(Germany, France, the UK, the US and India) over a period of 35 years (1970
to 2005).28 They discovered that shareholder protection improved between
1970 and 2005 in the five countries studied, with the US providing the
weakest level of protection. The protection of minority shareholders against
the majority was stronger in France, Germany and India. They also found that
since 1993 there had been an increasing convergence in shareholder protection.
Unlike La Porta et al, Lele and Siems did not find strong support for the
hypothesis that the strength of shareholder protection was dependent on legal
origins.?®

In 2009, Armour et al published the results of a further study in which
shareholder protection consisted of 10 items. This enabled them to measure
shareholder protection for a sample of 20 countries over the ten-year period
1995 to 2005.39 The countries examined included developed, developing
and transition countries. The authors chose the period of the study because it
was a time during which many countries were undergoing a move to liberalize
their economies and when law reform for the purpose of strengthening
shareholder protection was on the agenda.’! While these authors found some
evidence to support the argument that the content of a country’s substantive
law is affected by its legal origins, with common law countries having stronger
shareholder protection, they discovered that the civil law countries examined
were catching up. They did not find evidence to support the claim by La Porta
et al that strong legal protection of shareholders is important for financial
development.32

28 Lele and Siems, ‘Shareholder Protection’ (n 3) 17. Belgium and Italy have also been coded
separately for the period 1995 to 2005 (using the 60 items developed by Lele and Siems to measure
shareholder protection) and the results compared to several other European countries: C Van der
Elst, ‘Law and Economics of Shareholder Rights and Ownership Structures: How Trivial are
Shareholder Rights for Shareholders?’, (2010) Tilburg Law and Economics Center Discussion
Paper No 2010-009 <http:/papers.ssrn.com/sol3/papers.cfm?abstract_id=1553094>.

2 Lele and Siems, ‘Shareholder Protection’ (n 3) 43-44. Further results of this study are
reported elsewhere. See Armour et al, ‘How Do Legal Rules Evolve?’ (n 1); P Lele and M Siems,
‘Diversity in Shareholder Protection in Common Law Countries’ (2007) 5 Journal for Institutional
Comparisons 3; M Siems, ‘Shareholder Protection Across Countries: Is the EU on the Right
Track?’ (2006) 4 Journal for Institutional Comparisons 39; Deakin, Lele and Siems, ‘The Evolution
of Labour Law’ (n 8); S Fagernis, P Sarkar and A Singh, ‘Legal Origin, Shareholder Protection and
the Stock Market: New Challenges from Time Series Analysis’ in B Yurtoglu and K Gugler (eds),
The Economics of Corporate Governance and Mergers (Edward Elgar 2008); P Sarkar, ‘Corporate
Governance, Stock Market Development and Private Capital Accumulation: A Case Study of
India’ (Corporate Accountability, Limited Liability and the Future of Globalisation conference,
London, 2007) <http:/www.cisd.soas.ac.uk/Editor/assets/prabirjitsarkar.pdf>; S Deakin and P
Sarkar, ‘Assessing the Long-run Economic Impact of Labour Law Systems: A Theoretical
Reappraisal and Analysis of New Time-series Data’ (2008) 39 Industrial Relations Journal 453.

30" Armour et al, ‘Shareholder Protection and Stock Market Development” (n 26).

*! ibid 353. *2 ibid 371.


http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1553094
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1553094
http://www.cisd.soas.ac.uk/Editor/assets/prabirjitsarkar.pdf
http://www.cisd.soas.ac.uk/Editor/assets/prabirjitsarkar.pdf
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Creditor protection has also been coded in a series of leximetric studies. The
1997 La Porta et al study employed a four-item index, aggregating the rights of
creditors in liquidation and reorganization.?3 In 2007, Djankov et al gathered
data on 133 countries.>* They followed the La Porta et al methodology, with
minor differences relating to the coding of insolvency procedures. The analysis
of creditor protection presents special difficulties. As La Porta et al pointed out,
secured and unsecured creditors have different interests, so protecting the rights
of one may diminish the rights of others.33 Creditor rights come to the fore at
times of liquidation and reorganization, which can see a shift between the
priorities accorded to secured and unsecured creditors, especially where
reorganization is predicated on a stay on the rights to repossess security. La
Porta et al found that both liquidation and reorganization are used to some
extent in almost all the countries they surveyed,3¢ so a creditor rights index
must accommodate a diversity of protections. A weakness in one form of
protection is often found to be compensated for by strength in another: for
example, La Porta et al observed that the legal reserve requirement, which
triggers an automatic liquidation for the benefit of unsecured creditors when
breached, is a substitute for other weaker unsecured creditor protections in civil
law countries.3” Similarly, a strong ex post insolvency system could act as a
substitute for ex ante weakness, for example, in terms of the ability to contract
with valuable information.3®

In a second article published in 2009, Armour et al consolidated earlier work
and reported on time-series evidence of trends in both shareholder protection
and creditor protection.3® The authors examined 10 items to measure the law
for the period 1995-2005 in 25 developed, developing and transitional
countries, and also examined 60 items for the period 1970-2005 for France,
Germany, India, the UK and the US. They discovered that the legal origins
theory provides little help in explaining trends in the law with respect to
shareholder protection. Time-series analysis does not support the argument of
La Porta et al that financial development is fostered by an increase in share-
holder rights. Nor does it support the suggestion that a country’s legal origins
operates as an external force that shapes the content of its laws and its
economic outcomes. Rather, in relation to shareholder protection, Armour et al
found that the legal system evolves in parallel with economic and structural
changes. However, in the context of developments in the law with respect to

3 La Porta et al, ‘Legal Determinants of External Finance’ (n 2) 1135. These items were
restrictions on going into reorganization, no automatic stay on secured assets, secured creditors
being ranked first in the distribution of assets, and management not remaining in office when the
comgany is being reorganized.

3* S Djankov et al, ‘Debt Enforcement Around the World’, (2007) ECGI Working Paper
No 147. 35 La Porta et al, ‘Law and Finance’ (n 2) 1134.

%% ibid 1135. 37 ibid 1139.

38 See S Djankov, C McLeish and A Shleifer, ‘Private Credit in 129 Countries’ (2007) 84
JFinEcon 299, 301. 399 Afmour et al, ‘Law and Financial Development’ (n 7).
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creditor protection, the classification of legal systems into origin-based families
had greater explanatory force.4°

1I. AIMS, METHODOLOGY AND LIMITATIONS OF THE STUDY

The research undertaken for this article involved coding Australian corporate
law for shareholder and creditor protection over a 40-year period, in accor-
dance with the leximetric methodology discussed above. We then compared
our results with the results for five other countries and we provide possible
explanations for similarities and differences. This section outlines the method-
ology, examines various problems associated with it and discusses how it has
therefore been approached in our study.*!

The indices of shareholder and creditor protection used in this study are
those of Lele and Siems in their 2007 publication and Armour et al in their
2009 publication, and the reasoning behind the development of the indices is
explained in the respective publications.*? It is important to note that they have
chosen a functional approach rather than focusing on strict legal rights. In other
words, the intention of the coding is to include as many of the rules as possible
that have the effect of protecting shareholders and creditors. The rules include
not only statutes but also judgments of courts and ‘self-regulatory’ rules such
as the Australian Securities Exchange Corporate Governance Council’s
Corporate Governance Principles and Recommendations. This means that
our focus is on companies whose securities are listed on the securities
exchange.

Each item is coded by its absence or presence, with a score between
0 and 1. The index of shareholder rights consists of 60 items in total. It is
divided into two discrete sub-indices based on two types of agency costs that
can harm shareholders—directors and management versus shareholders and
majority versus minority shareholders. Thus the first sub-index measures
shareholder protection against various forms of expropriation by boards
of directors and management and the second measures the protection that

40" ibid.

4! 1t is relevant to note what we do not do in this study. Many explanations have been put
forward for why a country’s laws are the way they are. This study does not seek to answer the
question, in the Australian context, of whether ‘law follows’ as a result of local forces, or whether
‘law matters’ and is itself, either functionally or formally, the cause of change within a country. Nor
does it seek to address the claim that the greater the protection afforded to shareholders and
creditors by a country’s legal system, the more external finance companies in that country will be
able to obtain. Most importantly, it does not seek to say whether the common law or civil law
systems are ‘better’ and, if so, how and why they are better. As we have already observed, there
have been attempts to answer these questions, and the research published thus far has been subject
to criticism regarding the methodology employed.

42 1 ele and Siems, ‘Shareholder Protection’ (n 3); Armour et al, ‘How do Legal Rules Evolve?’
(n 1). The approach of the authors to constructing the indices and the choice of data for shareholder
and creditor protection is explained in these publications.
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shareholders have against other shareholders. Creditor protection is addressed
by coding 44 items across three discrete sub-indices.*> The first sub-index
measures control of debtor behaviour that might harm the creditors while the
company is a going concern; the second measures credit contract rules that
allow self-protection; and the third measures rights during insolvency (or
external administration).

There are undoubtedly limitations to the leximetric methodology, despite the
significant growth in the sophistication of the approach since the first studies
were published more than ten years ago. Siems observes that quantitative legal
research can usefully reduce the complexity of legal systems and more readily
allows for comparison between countries and over time.** However, con-
densing complex laws to a number necessarily involves the exercise of
subjective judgment and may result in an arbitrary simplification that can
distort reality. Compounding the subjectivity problem is that coding is done by
different people in different countries. The original choice of the items to
measure the law is also a subjective matter, which may result in some aspects
of the system being overlooked or an incorrect judgment being made of an
item’s relative strength or weakness.*> Moreover, the items and coding process
may fail to capture ‘law in practice’ or that some other mechanism may
compensate for a missing piece of legal protection.*®

Despite these limitations, we maintain that using the leximetric methodology
allows us to make international comparisons in relation to how shareholders
and creditors are protected, to learn about the Australian shareholder and
creditor protection regulatory style, to detect trends over time in shareholder
and creditor protection, and to contribute to the legal origins debate that is, in
part, based on leximetric research methodology.

Our purpose in the next section of the article is to report on our findings
concerning the evolution of Australian shareholder and creditor protection over
the past four decades, using the indices described above, and to place our
findings in the context of the results recorded in the 2009 Armour et al study
for the UK, the US, India, Germany and France. Whereas the data from that
study spanned the period 1970-2005, we have chosen to extend our analysis of
Australian corporate law to 2010, so as to take full account of the changes
made by recent reforms and therefore to improve the relevance and timeliness
of our study.

43 Armour et al, ‘How do Legal Rules Evolve?’ (n 1).

4 M Siems, ‘Numerical Comparative Law: Do We Need Statistical Evidence in Order to
Reduce Complexity?’ (2006) 13 Cardozo JIntlICompL 521-40.

45 These limitations and others are acknowledged by Armour et al, ‘How Do Legal Rules
Evolve?’ (n 1).

46 M Siems, ‘The Web of Creditor and Shareholder Protection in 25 Countries: A Comparative
Legal Network Analysis® (2010) <http:/ssm.com/abstract=1537564>.
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IV. INTERNATIONAL COMPARISONS

In this section, we outline our Australian findings and compare them with the
findings for five other countries—the US, the UK, Germany, France and India.
The data for these five countries has been provided by the Cambridge
University research team who undertook the coding for these countries. We
have analysed this data and, for the purposes of our comparisons, present it
here in graphic form. Armour et al observe that the five countries are of
particular interest because they include:

e three common law and two civil law countries;

e three countries that were important in terms of having their laws adopted by
other countries (the UK, France and Germany);

e the country that is the world’s largest democracy and that is also an
important developing economy (India); and

e the country with the world’s largest economy (the USA).47

Two issues arise from a comparative assessment of Australian shareholder
and creditor protection with the data for the five other countries. The first is the
relative strength of Australian law. The second is what the data indicate about
legal origins theory. In this section we make a number of observations relating
to these two issues in the context of comparing our results with the five
countries studied by other scholars.

A. Shareholder Protection

As noted above, the shareholder protection index is divided into two sub-
indices—the first measures shareholder protection against various forms of
expropriation by boards of directors and management and the second measures
the protection that shareholders have against other shareholders. The first con-
sists of 42 items that measure the power of shareholders in the general meeting
to amend the articles of association/company constitution and to approve or
disapprove of mergers, divisions, increases or decreases in share capital, the
sale of substantial assets of the company and the payment of dividends. This
sub-index also measures whether shareholders have pre-emptive rights in
relation to new share issues, are required to approve directors’ remuneration,
and have the ability to appoint and remove directors, demand extraordinary
general meetings, put items on the agenda for meetings of shareholders,
appoint proxies, obtain information and communicate with other shareholders.
It moreover measures the division of power between the board and share-
holders, the duration of director’s appointments, the imposition of directors’
duties, the applicability of corporate governance codes and the level of public

47 Armour et al, ‘How do Legal Rules Evolve?’ (n 1) 599.
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Figure 1. Protection Against Boards (42 Items), Six-country Comparison, 1970-2005

enforcement of corporate law. Each item is given an equal weight in the
aggregate index measure.

Figure 1 represents the level of shareholder protection against boards in
Australia and the five other countries that were the subject of the 2007 study
by Lele and Siems.*® It indicates an upward trend in the level of shareholder
protection against boards in all six countries over the period of the study.
Australia had the highest level of protection in 1970, followed by India. From
the mid 1970s until the early 1980s the level of protection in India increased to
be equal to that of Australia. France, Germany, the UK and the US had similar
levels of shareholder protection against boards from 1970 until the early 1980s.
Apart from a period in the late 1970s and early 1980s when France had the
lowest level of protection, Germany and the US recorded the lowest levels of
protection of all of the six countries examined during the entire period of the
study. In the mid 1980s the level of protection in the UK and France rose
significantly and exceeded the level of protection in Australia until the early
2000s. By 2005 the UK and Australia had the highest level of protection,
followed closely by France. India had the next highest level of shareholder
protection, followed by Germany and the US.

The second sub-index in the longitudinal shareholder protection index
measures the protection that shareholders have against other shareholders. It
contains 18 items that measure a number of matters relating to meetings of
shareholders, including shareholder’s rights to vote, quorums, supermajority
requirements and cumulative voting rights. The items also measure whether

48 Lele and Siems, ‘Shareholder Protection’ (n 3).
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Figure 2. Protection Against Other Shareholders (18 Items), Six-country Comparison, 1970-2005

shareholders are required to disclose major share ownership, whether minority
shareholders are able to be squeezed out by majority shareholders, whether
appraisal rights exist following mergers or alterations of the articles of
association/company constitution, and if there is a remedy available for op-
pressed minority shareholders. The sub-index also measures whether share-
holder protection is mandatory (for example, whether it is possible to exclude
the duty of care owed by directors).

Figure 2 displays the level of shareholder protection against other share-
holders in Australia and the other five countries. Unlike Figure 1, it shows no
overall sustained upward trend. The level of shareholder protection against
other shareholders in Australia and the UK was stable during the period of the
study, with similar levels of protection being available in 1970 and 2005.
However, this is the only similarity between the two countries. The level of
protection in Australia was the highest of all six countries examined in 1970
and the UK was the lowest. In 2005 the level of protection in Australia was the
second highest, behind Germany, and the level of protection in the UK was the
second lowest, ahead of the US.

Compared with Australia and the UK, there was greater variation in the level
of protection over the period of the study in France, India and the US. In
Germany, the level of protection was stable until the late 1990s when it com-
menced an upward trend, culminating in 2005 in the highest level of protection
of all six countries. The level of protection afforded to shareholders in the US
was similar to that in France in 1970 and both countries were situated at the
mid level when compared to the four other comparator countries. The level of
protectionin' France remained atamoderate level, whereas in the US the level
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of protection dropped to the lowest level by 2005. The US is the only country
in which the level of protection afforded to shareholders against other share-
holders was lower in 2005 than it was in 1970.

In their 2007 article, Lele and Siems note that, while the level of protection
afforded to shareholders against boards had risen significantly in the five
countries that they examined, the level of protection against other shareholders
had not done so. They reason that this may have been caused by a growth in the
importance of capital markets during this period, which in turn led to increased
diversity of share ownership. They argue that diversity in share ownership
would have led to increased pressure for greater levels of shareholder
protection against boards.** Conversely, diversity in share ownership would
have decreased the need for protection against other shareholders.

Lele and Siems argue that the need for protection against other shareholders
is greatest in countries where public companies are dominated by holders of
large blocks of shares who may be inclined to exploit minority shareholders.>°
They argue that public companies in India, France and Germany are often
dominated in this way and it is therefore not surprising that those countries
performed better in relation to shareholder protection against other share-
holders than did the UK and the US, where dispersed shareholder ownership is
more common.>! However, in more recent published research on these same
five countries, Armour et al observe that, while India, France and Germany
(where blockholder ownership is prevalent) all exhibit higher levels of pro-
tection against other shareholders than is the case for the US and the UK, the
difference between these countries in terms of the level of protection is
modest.>?

Armour et al also refer to the argument that in countries where dispersed
share ownership is the norm it would be expected that the level of protection
against boards would receive greater attention than it would in countries where
dispersed share ownership is not the norm.33 They note, however, that the data
indicate that this expectation had not been realized. While the UK exhibited
high levels of protection against boards, the US was consistently near or at the
bottom of the five countries examined. Armour et al observe that ‘[t]his seems
to run contrary to the claim in the law and finance literature that strong pro-
tection against boards of directors is associated with dispersed stock owner-
ship’.>*

Figure 3 reports the aggregate index of shareholder protection against both
boards and other shareholders in the six countries examined. Apart from a short
period of time in the late 1980s and early 1990s when the level of protection in
France exceeded that in Australia, the highest level of protection was found in
Australia. The level of protection in the UK in 1970 was the lowest of all of the

4 ibid 35. 30 ibid. 51 ibid 36.
52 Armour et al, ‘How Do Legal Rules Evolve?’ (n 1) 612.
33 ibid. > ibid 612.
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Figure 3. Aggregate Shareholder Protection Index (60 Items), Six-country Comparison,
1970-2005

countries examined. However, by 2005 it had risen to be almost equal to that of
France and Germany, which were situated immediately below Australia. In
1970 the level of protection afforded to shareholders in the US exceeded that in
the UK and India, but by 2005 the figures for the US were the lowest of the six
countries examined.

In their 2007 study, Lele and Siems noted that the overall level of share-
holder protection had improved between 1970 and 2005 in all the countries that
they had considered.>> The same has occurred in Australia. Lele and Siems
noted that there had been particular improvement between 2000 and 2005,
which they reasoned was not suprising given the attention paid to good
corporate governance during this period. Australia, too, shows a sharp rise in
the level of protection of shareholders in this same period. Lele and Siems
noted that, although there was a general upward trend, for several of the
countries examined there were periods in which the aggregate level of
protection afforded to shareholders decreased, notably in the 1980s and 1990s.
This they attributed to ‘the desire to make law more flexible as it is believed to
be more business friendly’.>® A fall in the level of shareholder protection was
not evident in Australia in the 1980s and 1990s.

When compared to the other five countries for which we have comparable
data, it is notable that Australia generally provided the highest level of pro-
tection to shareholders over the entire period. Even more striking is the high
level of protection provided to shareholders in Australia against the actions of

55 Lele and Siems, ‘Shareholder Protection’ (n 3) 30.
% ibid 31.
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other shareholders when compared to other countries. The existing literature
has noted the influential argument that countries with high blockholder levels
of share ownership should have high levels of legal protection for minority
shareholders who would otherwise be subject to possible exploitation by the
blockholders.>” Australia therefore appears anomolous, given that it does not
have the levels of blockholder share ownership that exist in countries such as
Germany and France. There is research that indicates that Australia sits
somewhere between countries regarded as having dispersed share ownership
(the UK and the US) and those seen as having high levels of blockholder share
ownership (Germany and France).’® However, Australia does not sit between
these two country categories in terms of the level of protection provided to
shareholders against the actions of other shareholders. Rather, for almost all of
the period studied, it provides the highest level of such protection.

To illustrate the difference in shareholder protection in more detail, if
we compare Australia and the US, it is undoubedly the case that shareholder
protection is much stronger in Australia than in the US. When compared with
shareholders of corporations incorporated in the State of Delaware, share-
holders of Australian public companies have greater rights under the
Corporations Act to:

e call meetings of shareholders;

e remove directors;

e disapprove of transactions whereby directors receive financial benefits from
the company;

e disapprove of certain share capital transactions (such as reductions in share
capital); and

e participate in an advisory vote on the adoption of the remuneration report at
the annual general meeting of a listed company.>®

57 See n 50 and accompanying text.

8 See G Stapledon, ‘Share Ownership and Control in Listed Australian Companies® (1999)
Melbourne  Law  School  Research  Paper  <http:/papers.ssr.com/sol3/papers.cfm?
abstract_id=164129>; A Lamba and G Stapledon, ‘The Determinants of Corporate Ownership
Structure: Australian Evidence’, (2001) Melbourne Law School Public Law and Legal Theory
Working Paper 20 <http:/papers.ssrn.com/sol3/papers.cfm?abstract_id=279015>; La Porta et al,
‘Corporate Ownership Around the World’ (n 2). The work of La Porta et al in relation to share
ownership concentration in Australia has been drawn upon by MJ Roe, ‘Political Preconditions to
Separating Ownership from Corporate Control’ (2000) 53 Stanford LRev 539, 562; and both
Stapledon’s research and that of La Porta et al in relation to share ownership concentration in
Australia has been drawn upon by B Cheffins, ‘Comparative Corporate Governance and the
Australian Experience’ in I Ramsay (ed), Key Developments in Corporate Law and Trusts Law:
Essays in Honour of Professor Harold Ford (LexisNexis Butterworths 2002); and A Dignam and
M Galanis, ‘Australia Inside-out: The Corporate Governance System of the Australian Listed
Market’ (2004) 28 Melbourne ULRev 623.

59 This list is extracted from RP Austin, HAJ Ford and IM Ramsay, Company Directors:
Principles of Law and Corporate Governance (LexisNexis Butterworths, 2005), 54. As they
observe, it is relevant to refer to corporate law in Delaware given that approximately 50 per cent of
all listed companies in the US and more than 50 per cent of companies in the S&P 500 index
(which is the key benchmark index for the US equity markets) are incorporated in the State of
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What explanation can be provided for the finding that, of the countries studied,
Australia has the highest level of shareholder protection? Any possible
explanation would need to focus on statutory changes rather than court
judgments because, as we document below, the former, rather than the latter,
have been the source of most of the changes in that protection.

Court judgments are not irrelevant, however. The coding that we have
undertaken incorporates court judgments and we have observed differences
between countries in some aspects of shareholder protection derived from court
judgments. For example, when we compare shareholder protection in Australia
and the UK, there are instances where Australian courts have provided superior
protection to shareholders. Prior to the introduction of the shareholder’s
statutory derivative action in Australia,®® the circumstances when shareholders
could commence litigation for claims that properly belonged to the company,
such as a claim for breach of duty by a director, were governed by the English
case of Foss v Harbottle®' and the exceptions to the principle established in
that case—that the company, rather than a shareholder, is the proper plaintiff to
bring a legal action for a wrong done to it. A leading English company law
scholar compared the approaches of both UK and Australian judges and found
Australian judges to be more willing to allow shareholders to commence
litigation under one of the exceptions to Foss v Harbottle.®? This trend con-
tinued.®? However, despite some differences in shareholder protection based on
court judgments, this is not where most differences occur, so we therefore
return to considering statutory protection of shareholders.

This leads to a possible political explanation for the high shareholder pro-
tection in Australia when compared to the other countries included in our
analysis. The Australian Parliament has, over an extended period of time,

Delaware. Armour et al analyse the law of Delaware for the purpose of their leximetric coding of
the US: Armour et al, ‘How do Legal Rules Evolve?’ (n 1) 602. In relation to shareholder advisory
votes on the remuneration report, the difference between Australia and the US has narrowed since
Congress enacted the Dodd-Frank Wall Street Reform and Consumer Protection Act in 2010,
which added section 14A to the Securities and Exchange Act 1934. This section requires public
companies subject to the US federal proxy rules to provide their shareholders with an advisory vote
on executive remuneration, generally known in the US as ‘say-on-pay’ votes, and to provide a
further advisory vote on the desired frequency of say-on-pay votes. On 25 January 2011, the US
Securities and Exchange Commission (SEC) adopted a rule specifying that say-on-pay votes
required under the Dodd-Frank Act must occur at least once every three years, beginning with the
first annual shareholders’ meeting taking place on or after 21 January 2011. Under the rules,
companies are also required to hold a ‘frequency’ vote at least once every six years in order to allow
shareholders to decide how often they would like to be presented with the say-on-pay vote. The
SEC rule is titled Shareholder Approval of Executive Compensation and Golden Parachute
Compensation, Release Nos 33-9178; 34-63768; File No S7-31-10.

0 Part 2F.1A of the Corporations Act, introduced into the former Corporations Law by the
Corporate Law Economic Reform Program Act 1999.

1 (1843) 2 Hare 461; 67 ER 189.

2 LS Sealy, ‘The Rule in Foss v Harbottle: The Australian Experience’ (1989) 10 Co Law 52.

3 I Ramsay, ‘Corporate Governance, Shareholder Litigation and the Prospects for a Statutory
Derivative Action’ (1992) 15 University of New South Wales LJ 149.
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shown a strong inclination to protect the rights of shareholders, and this is
evident when we consider both protection of shareholders against the board
and protection of shareholders against the actions of other shareholders.
However, it is important to note that this would not seem to be the result of
influence by shareholders on the political process. Retail shareholders have not
exercised strong political influence and they suffer a collective action problem,
despite having a representative organization—the Australian Shareholders
Association—that has worked to promote the interests of retail shareholders
in recent years. In addition, the influence of insitutional shareholders has
not been as prominent in Australia as in some other countries, although this
is changing as representative organizations such as the Australian Council of
Superannuation Investors and the Financial Services Council (previously the
Investment and Financial Services Association) grow in influence.

So if the high level of shareholder protection in Australia is not the result of
the political influence of shareholders, it might instead be the result of a notion
underlying corporate law reform and adopted by Parliament that one way of
responding to corporate collapses and failures in corporate governance is to
empower sharcholders. In other words, increasing the powers available to
shareholders is seen as a means of constraining directors and majority share-
holders, and this might in some circumstances prevent future corporate
collapses and improve corporate governance. A trend of shareholder empower-
ment is seen in a number of countries,® and it has generated controversy.%
However, our data suggest that this trend is stronger in Australia than in the
other countries included in our study.

We see empowerment of sharcholders as a theme of much Australian
corporate law reform over the last two decades. These reforms include legis-
lative amendments that, in certain circumstances, require financial benefits
provided by public companies to their related parties—including directors and
their associates—to be approved by shareholders.®® We also find this theme in
the extensive legislative changes, extending over many years, that have

64 Qee, for example, S Bainbridge, ‘Shareholder Activism in the Obama Era’, (2009) UCLA
School of Law, Law-Econ Research Paper No 09-14 <http:/papers.ssrn.com/sol3/papers.cfm?
abstract_id=1437791>; J Hill, ‘The Rising Tension between Shareholder and Director Power in the
Common Law World’ (2010) 18 Corporate Governance: An International Review 344.

65 See, for example, WW Bratton and ML Wachter, ‘The Case Against Shareholder
Empowerment’ (2010) 158 University of Pennsylvania LRev 653.

S Corporations Act, Ch 2E. This Chapter of the Corporations Act was a response to some of
the corporate collapses of the 1980s that were caused by insiders of public companies transferring
corporate funds to themselves. It can be seen that Chapter 2E is an example of a regulatory
approach to governance problems that sees empowering shareholders as the solution. For a more
recent example, see the Explanatory Memorandum to the Corporate Law Economic Reform
Program (Audit Reform and Corporate Disclosure) Bill 2004 (Cth), which contains numerous
references to the desirability of improving shareholder participation, increasing shareholder
activism and enabling shareholders to ‘influence the direction of the companies in which they
invest’.
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increased the information required to be provided to shareholders.®” There are
features of the Australian legislative framework protecting shareholders that
are particularly distinctive. For example, 100 shareholders are entitled to have
the directors call a meeting of shareholders and this right extends to
shareholders in listed companies.®® A law reform body examined the right of
shareholders to call meetings in 18 countries and in none of these countries did
the law allow only 100 shareholders to call a meeting.%®

The theme of empowerment of shareholders is evident in a series of
influential law reform reports—some of them by Parliamentary Committees. In
1991, the House of Representatives Standing Committee on Legal and
Constitutional Affairs published a report titled Corporate Practices and the
Rights of Shareholders. In 2000, the Companies and Securities Advisory
Committee (the federal government’s independent corporate law reform
advisory body) issued Shareholder Participation in the Modern Listed
Company. In 2008, the Parliamentary Joint Committee on Corporations
and Financial Services published Better Shareholders—Better Company:
Shareholder Engagement and Participation in Australia. Each of these reports
contained recommendations to enhance shareholder protection.”°

There are several aspects to shareholder protection when examined as part of
leximetric research. One of these is shareholder empowerment: that is, granting
powers to shareholders, such as the power to approve or disapprove of certain
corporate transactions. However, shareholders can also be protected without
necessarily being granted specific powers. For example, corporate law might
enhance the protection of shareholders by reducing the powers of directors in
some way or by requiring directors to act in specific ways. In terms of corporate
law reform in Australia, we have seen both these aspects of sharcholder
protection. It has been observed that favoured corporate law reform and
corporate governance strategies in Australia in recent years have included
linking managerial pay to company performance; using boards of independent
directors to monitor managerial action; and facilitating an active market for

7 See, for example, Corporate Law Economic Reform Program (Audit Reform and Corporate
Disclosure) Act 2004. Other examples are referred to in notes 86 and 88.

8 Corporations Act, s 249D(1). The shareholders requisitioning the directors to call the
meeting must be entitled to vote.

% Companies and Securities Advisory Committee, Shareholder Participation in the Modern
Listed Company: Final Report (June 2000) 9-10.

7% The philosophy underpinning the Parliamentary Joint Committee report and its
recommendations is expressed in the following terms and draws an analogy between shareholder
engagement in the corporate sphere and political democracy: ‘Shareholders own their companies,
so engagement with company boards is their right, but there is benefit beyond the exercising of that
right. Shareholder engagement through dialogue, disclosure and voting ensures the accountability
of company boards and management, providing an important check on their power that serves to
improve corporate governance standards. This works in much the same way as the central tenets of
democracy improve the standards of political governance via the accountability of elected
representatives’ (Parliamentary Joint Committee on Corporations and Financial Services, Better
Shareholders—Better Company: Shareholder Engagement and Participation in Australia (June
2008) para 2.23).
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corporate control (that is, takeovers) to sanction managers who fail to promote
shareholder value.”! These strategies have a strong shareholder focus.

Takeovers are a particularly important corporate transaction because they
result in the change of control of the target company. The Australian
Corporations Act provides strong protections for shareholders in the context of
a takeover, for example by requiring a bid for outstanding shares when a
shareholder acquires more than 20 per cent of the existing shares unless there is
a statutory exemption, and by imposing disclosure requirements on both the
bidder and the target company. These requirements can operate as a significant
constraint on blockholder shareholders who are considering acquiring the
shares of others.

An important difference between Australia and the US in relation to the
balance of power between shareholders and directors, and to shareholder
protection, exists in the context of takeovers. In particular, directors of US
companies have much greater freedom than Australian directors to implement
defensive tactics against hostile takeovers. With regard to the US, Roe observes
that in the 1980s the hostile takeover became popular as a means of aligning
the interests of shareholders and directors/managers—a board that was not
performing could be dismissed by new owners following a hostile takeover.”?
However, US managers were able to thwart this development by lobbying to
have laws enacted to stop hostile takeovers and by implementing changes to
the corporate structure that raised the costs of hostile takeovers, such as poison
pills and staggered boards of directors.”? In Australia, by contrast, there are
strong limits on the defensive tactics that can be employed by directors who
have the intention of thwarting a hostile takeover. For example, Australian
Securities Exchange Listing Rule 7.9 deals with issues of shares during a
takeover. A defensive tactic when confronted with a hostile takeover is for the
board of the target company to issue shares to someone who is friendly to the
board—a so called ‘white knight’. However, Listing Rule 7.9 provides that a

"I R Mitchell, A O’Donnell and I Ramsay, ‘Sharcholder Value and Employee Interests:
Intersections Between Corporate Governance, Corporate Law and Employee Interests’ (2005) 23
Wisconsin IntlLJ 417.

72 MI Roe, ‘Capital Markets and Financial Politics: Preferences and Institutions’ in Oxford
Handbook on Capitalism (OUP forthcoming).

73 ibid. An example of a poison pill is a provision in a company’s constitution that allows the
board to issue new shares to existing shareholders at a substantial discount if a hostile takeover is
launched for the company. The effect is to make the takeover more expensive, as the bidder will
then need to acquire these new shares to acquire control of the target company. Another example is
a provision that allows the board to issue shares that have special voting rights or dividend rights if
a hostile takeover is launched. Again, the effect is to make the takeover more expensive for the
hostile bidder. A staggered board of directors, where a proportion of the directors is elected each
year, instead of all the directors being elected each year, can make a hostile takeover more difficult
as the new owner cannot immediately replace all of the directors. In Australia, by contrast, although
staggered boards of directors are common, s 203D of the Corporations Act provides that
shareholders of a public company can at any time vote to remove a director from office, so the effect
is that a new owner can use this provision to remove all the directors and replace them with
directors of his or her choosing.
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listed company must not issue or agree to issue shares without the approval of
existing shareholders in the company for three months after the company is
told in writing that a person is making, or proposes to make, a takeover.”* In
the US, directors of target companies have broad powers to commence
litigation to thwart a hostile takeover. In Australia, on the other hand, concerns
about litigation being used as a defensive tactic by target company directors led
to the establishment of the Takeovers Panel, which decides matters promptly—
generally in a matter of days—and access to the courts is usually not permitted
while a takeover is underway.”>

In summary, it might be the case that an explanation for the high level of
shareholder protection in Australia lies with the pull of shareholder
empowerment as an important theme of corporate law reform. However, to
say that shareholder empowerment is a theme of Australian corporate law
reform leaves unanswered the question of why this might be the case. Might it
have something to do with the type of democracy that exists in Australia?
Locating explanations for particular types of corporate governance laws or
systems in the sphere of politics and the types of democracy that exist around
the world has been explored by Roe.”® He has argued that ‘social democracies’
(which he defines as countries committed to private property but whose
governments (1) have a large role in the economy, (2) emphasize distributional
considerations, and (3) prioritize employees over investors of capital when the
two conflict) are typically countries in which the interests of shareholders are
downplayed.”” He writes that ‘[s]trong social democracies raise the pressure on
managers to abandon their shareholders and side with employees to do what
managers want to do all along: expand, avoid risk, and avoid rapid change’ and
‘the institutions that would help shareholders—securities laws, corporate laws,
and stock exchanges—have not commanded such governments’ attention as
important to strengthen’.”® In these countries, shareholders have sought to
control managers by block ownership of shares.”®

Roe tests his theory by examining data for the world’s 16 richest
democracies, including Australia, and finds a correlation between the political
placement of the countries (on what he terms a left to right scale) and share
ownership concentration for the largest 20 public companies in these countries.
In other words, left-leaning countries tend to have more concentrated share

7 See also Takeovers Panel, Frustrating Action, Guidance Note 12 (2010). This Guidance
Note outlines when the Panel may consider frustrating action (action by the target company that
results in a takeover not proceeding) to be unacceptable. Some examples of frustrating action
contained in the Guidance Note are: significant issuing or repurchasing of shares; acquiring or
disposing of a major asset; undertaking significant liabilities or changing the terms of the
company’s debt; declaring a special or abnormally large dividend; and a significant change to the
company’s share plans.

7> See I Ramsay (ed), The Takeovers Panel and Takeovers Regulation in Australia (Melbourne
University Publishing 2010), ch 1. 76 Roe (n 58).

7 ibid. 785ibidI553, 560. 7 ibid 560.
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ownership. However, the data for Australia raise questions. Roe classifies
Australia as the third most left-wing of the 16 countries. As Cheffins observes,
for anyone familiar with Australia’s political situation, this ‘looks odd’.8°
Cheffins also questions whether Roe underestimates the extent of share owner-
ship concentration in Australia.3! In addition, Roe’s theory has been ques-
tioned in terms of its application to the UK.82

An alternative theory has been advanced by Christopher Bruner to explain
why shareholders are more powerful (or, to use the phrase we have employed
for this article, have more protection) in the UK than in the US.83 He argues
that stronger social welfare policies in the UK that protected the interests of
employees and other stakeholders allowed the corporate governance system to
promote the interests of shareholders without giving rise to a political backlash.
By contrast, in the US, pressure was brought to bear on companies to provide
social welfare, and this restricted the promotion of the interest of shareholders.
He summarizes his argument as follows:

I argue that left-leaning politics and the construction of the post-war welfare state
in the United Kingdom actually facilitated the emergence of shareholder-oriented
structures within its corporate governance system by deflecting stakeholder-
oriented political pressures that might otherwise have been directed toward the
corporate structure itself. Conversely, I argue, the reliance on private employers in
the United States to provide the sorts of social welfare protections provided by
government in the United Kingdom resulted in stakeholder-oriented political
pressures being focused on the corporate structure itself, inhibiting the
development of a strongly shareholder-centric corporate governance system in
the United States.3

We can see how this contrast with Roe’s thesis. According to Roe, left-leaning
countries are associated with a corporate governance system that downplays
the interests of shareholders. In contrast, Bruner argues that the left-leaning
policies of the UK in the post-war period resulted in a shareholder-focused
corporate governance system.

As we conduct further research for this project and, in particular, combine
the results of our research with that of colleagues who have been conducting
leximetric research on Australian labour law,3° we expect to be able to evaluate
these competing theories in the context of Australia. However, some pre-
liminary observations can be made. Australia had a conservative federal govern-
ment from 1949 to 1972, from 1975 to 1983 and from 1996 to 2007. It had a
Labor government from 1972 to 1975, from 1983 to 1996 and from late 2007
to the time of writing. There were several important corporate law reforms
passed in the first half of the 1990s by the Labor government that strengthened

80" Cheffins (n 58), 23. 81 ibid. 82 ibid 22.
8 C Bruner, ‘Power and Purpose in the “Anglo-American” Corporation’ (2010) 50 Virginia
JIntlL 579. 8 ibid 612.

85 See the research of Mitchell et al (n 8).
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shareholder protection.®¢ In addition, the Takeovers Panel was established
under the Labor government.®” However, much corporate law reform
strengthening shareholder protection occurred under the conservative govern-
ment that was in power from 1996 to 2007.88 The conservative government
also amended the Corporations Act to protect the entitlements of a company’s
employees from agreements and transactions intended to defeat recovery of
those entitlements.8° There is therefore no obvious relationship between the
political party in power and corporate law reform that increases shareholder
protection. However, more detailed research that we are currently undertaking
on the history of shareholder protection in Australia may shed light on this
issue.

B. Creditor Protection

The creditor protection index is divided into three sub-indices: restrictions on
debtor activities, creditor contract rights and creditor rights in insolvency.

1. Restriction on debtor activities

The first sub-index relating to creditor protection measures the extent to which
rules restrict or deter debtor companies from entering into transactions that
might harm creditors’ interests while the company is a going concern. It has 15
items and these include minimum capital requirements, dividend restrictions,
equitable subordination, piercing the corporate veil, transaction avoidance,
directors’ liability and public enforcement.

Figure 4 reports the results of the six-country comparison for the restrictions
on debtor activities index. It shows that Australia is second only to Germany in
these restrictions, indicating its strength against other countries. It also shows
relative stability over the period. Australia’s comparative strength and stability
is in contrast to other common law countries. The UK has clearly improved
significantly, with both legislative changes and judicial decision-making
responsible. The US, which began more strongly than the UK, has also
improved significantly, but remained weaker than the UK at the end of the

8 For example, the Corporations Legislation Amendment Act 1991 strengthened the insider
trading laws; the Corporate Law Reform Act 1992, among other things, restricted financial benefits
to the related parties of public companies, including directors; and the Corporate Law Reform Act
1994 enhanced disclosure to shareholders.

87 The Takeovers Panel (called the Corporations and Securities Panel when it was first created)
was established pursuant to s 171 of the Australian Securities Commission Act 1989.

8 For example, the Company Law Review Act 1998 introduced, among other things, enhanced
accounting requirements and increased the rights of shareholders to inspect company books and
call meetings; the Financial Sector Reform (Amendments and Transitional Provisions) Act 1998
gave the Australian Securities Commission increased powers; and the Corporate Law Economic
Reform Program Act 1999, among other things, established the Financial Reporting Council,
introduced the shareholder’s statutory derivative action and increased the powers of the Takeovers
Panel. 89 Corporations Law Amendment (Employee Entitlements) Act 2000.
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Figure 4. Restrictions on Debtor Activities (15 Items), Six-country Comparison, 1970-2005

period for which we have comparative data. India, while quite stable over the
period, began weakest and remained so through to 2005. The civil law
countries—France and Germany—show much smaller changes than the US
and the UK, but the difference between these two countries in terms of our
measure of restrictions on debtor activity remained large for the entire period of
the study.?¢

Some examples illustrate the variations, both between and within families
of law and over time. A requirement that a company maintain a minimum
share capital has been used extensively in European civil law countries,®! but
Australia has no such requirement. However, this distinction is not clear-cut:
private and public companies generally have separate and dissimilar rules. For
example, in France the law changed in 2003, removing the requirement for a
private company to maintain a minimum capital,”> whereas other civil law
systems have retained or improved their capital maintenance requirements.

%0 For a detailed discussion on European insolvency law and the effect of the EU, see PJ Omar,
“The Emergence of a New European Legal Order in Insolvency’ (2004) International Company and
Commercial Law Review 262; PJ Omar, ‘Four Models for Rescue: Convergence or Divergence in
European Insolvency Laws? Part I’ (2007) International Company and Commercial Law Review
127; PJ Omar, ‘Four Models for Rescue: Convergence or Divergence in European Insolvency
Laws? Part 2’ (2007) International Company and Commercial Law Review 171; MC di Luigi, ‘An
Invasive Top-down Harmonisation or a Respectful Framework Model of National Laws? A
Critique of the Societas Europaca Model’ (2008) International Company and Commercial Law
Review 58.

1 See generally, M Lutter (ed), ‘Legal Capital in Europe’ in European Company and Financial
Law Review (special volume 1, De Gruyter Recht 2006); J Armour, ‘Legal Capital: An Outdated
Concept?’ (2006) 7 EBOR 5.

92 The French SARL (Société a responsibilité limitée) stipulated a minimum capital of 50,000
FF until the end of 2003. Thereafter, no minimum capital has been required. See Armour (n 91).
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The US has consistently had weak laws in relation to maintenance of
capital.”? In contrast, in the UK capital maintenance has been contentious over
the past decade. The Department of Trade and Industry White Paper entitled
Company Law Reform considered capital maintenance ‘largely irrelevant’ for
private companies and their creditors.®* The Companies Act 2006 (UK) saw a
significant relaxation of the requirements in relation to reductions of share
capital for private companies, although their obligations with respect to legal
capital under article 6 of the Second Company Law Directive restrain any
further changes for public companies.®>

Even within legal families, significant variation can occur. An example is
the insolvent trading liability of holding companies. In Australia, section 588V
of the Corporations Act renders a holding company liable for the subsidiary’s
debt when the subsidiary has traded while insolvent, where the holding com-
pany’s directors were aware or should have been aware of reasonable grounds
for suspecting insolvency. This change to the law in 1992 was not based on an
equivalent English provision, as the Cork Report in 1982 had refused to
recommend holding company liability in such circumstances. Cork’s reluc-
tance was due to fears about effects on entrepreneurship and apportionment of
liability. In addition, there were fears that such a duty might expose directors of
the holding company to a position of conflict between their duties to their own
company and their responsibilities to other companies in the group.

Australia’s new dividend definition also differs from the present English law.
The new section 254T of the Corporations Act prohibits a public or proprietary
company from paying a dividend unless its assets exceed its liabilities
immediately before the dividend is declared and the excess is sufficient for the
payment of the dividend. Further, the payment of the dividend must be fair and
reasonable to the company’s shareholders as a whole and not materially pre-
judice the company’s ability to pay its creditors. This wording is similar to the
creditor protection tests in other capital maintenance provisions in the
Corporations Act. Prior to this, Australian law had required only that the
dividend be paid from profit, leaving the definition of profit to a generous and
sometimes contradictory common law. In contrast, the Companies Act 2006
(UK) retains the general permission to pay dividends from profits but then
provides statutory guidelines for its definition that resemble some of the
Australian common law tests. However, in relation to public companies,
further restrictions apply. These are based on the company’s net assets, and a
variety of calculations are required, taking into account uncalled capital and

9 See for example, Delaware General Corporation Law, §170(a); §244(a). The Act was
amended in 2010 but did not make any relevant changes to the dividend and capital maintenance

provisions of stock corporations. %4 (Cm 6456 2005) 41.
9 These have been challenged by Armour and Ferran. See Armour (n 91) 27, who described
legal capital as ‘a form of primitive regulatory technology ... likely to create more costs than

benefits’; also Eilis Ferran, ‘The Place for Creditor Protection on the Agenda for Modernisation of
Company Law in the European Union’ (2006) European Company and Financial Law Review 178.
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undistributable reserves. These reserves include the share premium account, a
concept that was made redundant in Australia with the abolition of par value in
1995.96

The lack of influence of legal origin is apparent with regard to equitable
subordination of shareholder loans to the company. Equitable subordination
occurs where the payment of debts owed by a company to shareholders is
deferred behind the payment of outside creditors. Both the US and Germany
adhere to this doctrine. Its origins in the US lie in the leading 1939 cases of
Taylor v Standard Gas & Electric,’” known as the ‘Deep Rock’ case, and
Pepper v Litton.”® The doctrine was codified in 1978.%° German courts have
also permitted the subordination of shareholder debt!%° since the late 1950s,10!
and Germany’s rules on equitable subordination were then codified in 1980.102
However, despite the apparent similarities between these two jurisdictions, the
substance of their laws differs.!?3 The other jurisdictions under consideration
do not allow for the subordination of shareholder debt. The UK Cork Report!%+
advocated subordination in a limited form,'%5 but this proposal was not
implemented. 06

2. Creditor contract rights

The second index measures creditor contract rules. It has 10 items and these
include set-off, enforcement of contracts, the availability of security interests
and retention of title. Figure 5 represents changes in creditors’ mechanisms for
self-protection outside of insolvency proceedings, either under the law or
through their own contracts with the debtor. Generally creditors may self-
protect through a variety of non-possessory security interests and can appoint a

6 For the wider European perspective, see J Rickford, ‘Legal Approaches to Restricting
Distributions to Shareholders: Balance Sheet Tests and Solvency Tests” in H Eidenmiiller and W
Schén (eds), The Law and Economics of Creditor Protection: A Transatlantic Perspective (TMC
Asser Press 2008). °7 306 US 307 (1939).

%8 308 US 295 (1939). % 11 USC §510; Bankruptcy Act 1978.

190" Eigenkapitalersatzrecht.

101 Andreas Cahn, ‘Equitable Subordination of Shareholder Loans?’ (2006) 7 EBOR 287, 289.
See also David A Skeel, Jr and Georg Krause-Vilmar, ‘Recharacterization and the Nonhindrance of
Creditors’ (2006) 7 EBOR 259, 279.

192 The relevant provisions are §§32a and 32b GmbHG; §135 Insolvency Act
(Insolvenzordnung—InsO); and §6 of the Law Concerning the Contestability of Legal Acts of a
Debtor Outside of Insolvency Proceedings (Anfechtungsgesetz—AnfG).

103 Both the US and Germany also have substantive consolidation of group companies under
certain circumstances.

104 Report of the Review Committee on Insolvency Law and Practice (Cmnd 8558, 1982) (Cork
Report) was chaired by Kenneth Cork. The Cork Report was followed by a White Paper in 1984, 4
Revised Framework for Insolvency Law (Cmnd 9175, 1984), and these led to the Insolvency Act
1986 (UK). 195" Cork Report, ibid [1958-65].

196 Note however that there is a degree of subordination of parent company debt in the UK. See
ss 213-215 of the Insolvency Act 1986 (UK). See generally V Finch, Corporate Insolvency Law:
Principles and Perspectives (2nd edn, CUP 2009), 585-87.
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Figure 5. Creditor Contract Rights (10 Items), Six-country Comparison, 1970-2005

receiver to enforce their claims. This has been a relatively stable area of the law
over the survey period. The graph shows the results of the six-country
comparison for the creditor contract rights index. Australia is again seen to
perform strongly over time and in comparison to the other countries studied.
France begins and remains the weakest of all the jurisdictions. Armour et al
account for France’s result as an outlier rather than an indication of inherent
weakness in civil law countries, although they recognize that Germany, which
was very stable throughout the period, also ends weaker than the common law
countries.!%7 The comparative strength of the common law countries is not,
however, attributable to the legal origin effect. The reduction in the US score is
explained by the introduction of the US Bankruptcy Code in 1978,198 which
made a number of adverse changes, for example to set-off rights.!0® On the
other hand, the improvement in India’s score is attributable to two pieces of
legislation to improve recovery of debts.!10

The changeability of the UK position is explained by a number of court
judgments, principally in relation to retention of title (RoT) clauses. The 1976

197" Armour et al, ‘How Do Legal Rules Evolve?” (n 1).

198 Bankruptcy Reform Act of 1978 (US Code Title 11 Bankruptcy). For an explanation of the
rationale behind the enactment of this legislation, see EA Posner, ‘The Political Economy of the
Bankruptcy Reform Act of 1978” (1997) 96 Michigan LRev 47.

199 11 USC §§362(a)(7), 506, 542(b), 553(a).

"0 The Recovery of Debts Due to Banks and Financial Institutions Act 1993 and the
Securitisation and Reconstruction of Financial Assets and Enforcement of Security Interest Act
2002 (known as the SARFAESI Act).
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Figure 6. Creditor Rights in Insolvency Index (19 Items), Six-country Comparison, 1970-2005

Romalpa decision!!! was responsible for the upward movement in its index.
As in Australia, subsequent decisions moderated its application. However, in
Australia the question has now been settled with the passage of the Personal
Property Securities Act 2009, which introduced the registration of some RoT
clauses. The Act was based on legislation in New Zealand that was itself
copied, almost verbatim, from Canadian laws. In the UK, on the other hand,
RoT clauses do not have to be registered. A series of committees has con-
sidered the matter: in 1982, the Cork Report recommended a disclosure
requirement for some of the terms of an RoT clause; in 2001, the Company
Law Review Steering Group suggested that complex RoT clauses should be
registered in a proposed notice-filing system for registrable charges. However,
the 2005 Law Commission Report deferred consideration of registration of
RoT clauses.

3. Creditor rights in insolvency

This index consists of 19 items, including structure (does the law provide for
both liquidation and rehabilitation), trigger mechanisms, the parties in control,
voting on exit and the subordination of priorities.

Figure 6 shows the results of the six-country comparison for the creditor
rights in insolvency index. It is characterized by a series of downward turns,
with the exception of Australia and Germany, which both begin strongly and
end up more highly placed. The increase in the level of protection that occurred
in Australia in 1993 is explained by the introduction of voluntary ad-
ministration! 2 as an alternative to liquidation. The UK completes the trio at the

" Aluminium Industrie Vaassen BV v Romalpa Aluminium Ltd [1976] 2 All ER 552 (CA).
"2 The Corporate Law Reform Act 1992 introduced Part 5.3A (which deals with voluntary
administration) into the former Corporations Law, now the Corporations Act 2001.
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top of the index.!!3 Again, the influence of legal origin is not apparent. The
ranking of the US as weakest reflects its pro-debtor, anti-creditor stance in
times of insolvency as a result of the automatic stay on assets, preventing
secured creditors from taking possession of their security. However, this can
improve the chances of successful reorganization to the benefit of unsecured
creditors, and exemplifies the challenges of a leximetric analysis of creditor
protection. The right of management to seek Chapter 11 protection!!# without
the consent of creditors and to remain in charge of the company while
reorganization is attempted also thwarts the secured creditors. However, it may
ultimately advantage unsecured creditors if management’s familiarity with the
affairs of the company assists them in their attempts to rescue the business.!!3
In contrast, Australia’s rescue mechanisms displace management; while
there has been a statutory moratorium on enforcement of security without
administrator permission or leave of the court since 1993,!1 the administration
period is relatively short.

The significant decline in the French position is explained by the enactment
of its insolvency laws in 1985.117 These are now codified in the Commercial
Code and are expressly designed to save workers’ jobs using creditors’
money.!!8 Despite the different legal families, the French laws have a similar
underlying philosophy to India’s Sick Industrial Companies Act 1985 (SICA),
which aims to save the company by severely restricting the rights of creditors
to enforce their claims.'!® Thus the US finds itself closely positioned with
France and India on the index, despite the US laws being underpinned by a
different rationale.

C. Concluding Observations Regarding Shareholder and Creditor Protection

Our findings do not offer support for legal origins theory. In relation to the level
of shareholder protection against boards, despite Australia and the US being in
the same legal origin category, over the 35-year period of study Australia had
the highest protection for shareholders and the US had the lowest. Despite
being in different legal origin categories, Australia and France had the highest
protection for shareholders. When we examine the level of protection of

13 Changes to the UK index are attributable to the Insolvency Act 1986 and the Enterprise Act
2002. The former consolidated the insolvency provisions of the Insolvency Act 1985 and the
Companies Act 1985.

"4 Bankruptcy Reform Act of 1978 (11 USC Chapter 11). See further G McCormack,
Corporate Rescue Law: An Anglo-American Perspective (Edward Elgar 2008), ch 5.

"5 The political determinants of the US bankruptcy law’s amendment are examined by Posner
(n 108). 16 Corporations Act 2001, s 440B.

"7 Loi n® 85-98 du Janvier 1985 relative au redressement et & la liquidation judiciaires des
enterprises.

8 Article 1 of the law states that the aims of French bankruptcy are (1) saving the enterprise, (2)
the preservation of jobs and (3) the payment of creditors’ claims.

119 Reforms to SICA, though passed by the Indian Parliament, are still awaiting implementation:
SICA Reform Act 2003.
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shareholders against other shareholders, despite being in different legal origin
categories, Australia and Germany had the highest protection for shareholders.
Although Australia, the US and the UK are in the same legal origin category,
over the period of study Australia had the highest protection for shareholders
yet the US and the UK generally had the lowest level of protection. When all
60 shareholder protection items are combined, over the period of the study
Australia generally had the highest level of shareholder protection and the US
the lowest, despite both counties being in the same legal origin category.

In relation to creditor protection, Armour et al and Siems make a number of
observations about the creditor protection data of the five countries they
surveyed and these will only be summarized here briefly. Siems observes
‘unambiguous differences’ between the UK and the US despite their common
law legal category, which he explains by way of regulatory competition within
the US.120 He cautions against finding a legal origin effect between the UK and
India: while there are similarities between ‘law on the books’, these must be
understood in the context of serious delays in the enforcement of creditor rights
in India,'?! only partly remedied by the SARFAESI Act 2002. Siems notes the
lack of similarities between the US and India, which is accounted for by the
differing political and legal cultures of the two countries.!??

What is striking about the aggregate index is the way in which the three
groups of items ‘even out’ once combined. Armour et al observe ‘no clear
pattern of difference . .. between the overall scores of civil and common law
jurisdictions . . . [and] the nature of change over time again looks remarkably
similar across the common law/civil law divide’.!2> They further observe that
‘[o]nce the main indices are broken down into their component parts, we can
see that countries can arrive at similar levels of protection overall, through
different methods’.124

Figure 7, which is the aggregate creditor protection index for the six-country
comparison, shows Australia as a leader in creditor protection with a
persistently high ranking, but its score mirrors Germany more than it does
the UK. Thus its relative strength is confirmed on an agreggate level, but not its
adherence to, or convergence with, other countries in its legal origin category.

When we consider both shareholder and creditor protection over the period
of the study, there are increases in both shareholder protection and creditor
protection in Australia, the UK and Germany. However, when we consider the
other three countries—France, India and the US—although they each had

120 Siems (n 1) 18.

121 ibid 19, citing B Debroy, ‘Some Issues in Law Reform in India’ in Jean-Jacques Dethier
(ed), Governance, Decentralization and Reform in China, India and Russia (Kluwer 2000)
339-68. 122 Sjems (n 1) 19.

123 Armour et al, ‘How do Legal Rules Evolve?” (n 1) 613.

124 Armour et al, ‘Law and Financial Development’ (n 7) 1472. For example, in the US and the
UK creditors have a comparative advantage in mechanisms that facilitate contracting for greater
protection, whereas in Germany creditors are better protected than in other countries mainly
through controls over debtor activities.
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Figure 7. Aggregate Creditor Protection Index (44 Items), Six-country Comparison, 1970-2005

stronger shareholder protection over the period of the study, the level of
creditor protection declined. These findings do not support legal origins theory.

V. CONVERGENCE AND DIVERGENCE AMONG COUNTRIES

A major debate in comparative analysis of legal evolution has been the extent
to which legal rules across different countries have, over time, converged on a
similar model or level of protection for creditors and shareholders. The gen-
eration of indices such as those we use here provides a useful means by which
such an assessment can be made, although any comparison is not without
difficulties.

A key issue of concern has been the nature of the convergence observed.
Across different academic literatures and disciplines, the concept of con-
vergence has been defined somewhat ambiguously. As Drezner points out ‘the
scholarly work on this subject is spread across multiple disciplines, including
law, economics, political science and sociology. The problem leads to a certain
redundancy in theory building, as disciplinary boundaries prevent ideas from
spreading across fields.”!23 In general terms, as the concept is used in the social
sciences, ‘convergence’ has commonly been taken to mean ‘the tendency of
societies to grow more alike, to develop similarities in structures, processes and
performances’.!2¢ More specifically, regulatory convergence can be defined as

125 See D Drezner, ‘Globalization and Policy Convergence’ (2001) 3 International Studies
Review 53, 54.

126 C Kerr, The Future of Industrial Societies: Convergence or Continuing Diversity? (Harvard
University Press 1983) 3.
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the isomorphic tendency towards a concordance of rules and policy
mechanisms governing a given transaction, such as share ownership, across
national jurisdictions.!?’

Researchers examining patterns of convergence have typically distinguished
between both ‘strong’ and ‘weak’ forms of convergence, and ‘formal’ and
‘functional’ convergence. While strong convergence is taken to mean a
merging of some common attribute towards the same form or level, weak
convergence refers to a more general tendency towards becoming more similar
without any expectation that a complete convergence is likely to be observed.
In this sense, convergence is viewed as: ‘a process of “becoming” rather than a
condition of “being” more alike...In comparative research, therefore, the
essential theoretical dimension is temporal rather than spatial.’!?8 The distinc-
tion between formal and functional convergence recognizes that different types
of policy instrument are likely to be used in different jurisdictions, and also
recognizes the possibility of ‘functional equivalence’ in rules or institutions
across different countries.?°

While the quantitative coding of legal rules provides us with a powerful tool
to assess the relative strength of the convergence across countries, the lack
of data on actual practices does not allow us to assess functional equivalents
that may result in convergence at the functional level.'3° In this section we
report a common measure of convergence—the co-efficient of variation for the
aggregate measures of creditor and shareholder protection for the period 1970
to 2005.131

127 See F Dobbin, B Simmons and G Garrett, ‘The Global Diffusion of Public Policies:
Construction, Coercion, Competition or Learning?’ (2007) 33 Annual Review of Sociology 472,
458; and C Kanill, ‘Cross-national Policy Convergence: Concepts, Approaches and Explanatory
Factors’ (2005) 12 Journal of European Public Policy 764.

128 C Bennett, ‘Review Article: What is Policy Convergence and What Causes 1t?” (1991) 21
British Journal of Political Science 215, 219.

129 See K Zweigert and H Kotz, An Introduction to Comparative Law (3rd edn, OUP 1998),
39-40.

130" Armour et al, ‘How Do Legal Rules Evolve?’ (n 1), contend that an examination of the
indices reported in their article provides some basis on which to measure the extent of both formal
and functional convergence. In their view, examining differences at the aggregate index level can
be viewed as an indicator of functional equivalence because it recognizes that the same or similar
aggregate levels of protective strength can be achieved through the operation of different legal rules
and, in doing so, this measure provides some way of capturing substitutions between legal rules in
the overall measure of protective strength. The use of this approach to distinguish between formal
and functional convergence is somewhat limited because it does not capture the extent to which
different legal rules might lead to similar functional outcomes—for example, around the form of
corporate governance arrangements at the company level. This would require a measure that
captures actual practice at a company level, not just formal rules: see T Khanna, J Kogan and K
Palepu, ‘Globalization and Similarities in Corporate Governance: A Cross-country Analysis’
(2006) 88 Review of Economics and Statistics 69.

131 The co-efficient of variation is calculated as the square root of the squared sum of differences
in the value of each index number for all countries, divided by the mean value of the index for all

2
(2 (INDEX; - INDEX,"))
countries.  Formally, it is given as: , ,  Where
u
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Figure 8. Divergence in Shareholder Protection, Six Countries, 1970-2005

Figure 8 reports the co-efficient of variation for the aggregate sharecholder
protection index for the six countries. It indicates a marked degree of persistent
divergence among countries, with the exception of two distinctive periods
of sharp convergence (in the early 1980s and in the early 2000s). This
persistent divergence occurred despite the generally increasing level of
protection afforded to shareholders in all countries in this period (see
Figure 3). Indeed, between 1985 and 2000 the level of protection afforded
to shareholders diverged among the countries included in our sample, before
experiencing a sharp convergence in subsequent years, before again diverging
in the final years of the study period. By the end of the period for which
we have data, the difference between countries was roughly similar to that in
1970.

Figure 9 reports the co-efficient of variation for the aggregate creditor
protection index for the six countries. This graph reinforces the observations
made in relation to the evolution of creditor protection at the country level,
which suggested that there was no discernable pattern among countries. It
indicates that, over the period from 1970 until the early 1990s, laws governing
creditor protection were actually diverging rather than converging, at least for
the countries for which we have comparable data. From the early 1990s,
however, there is a weak trend towards convergence; and by the mid 1990s no
trend is evident. By the end of the period for which we have data, the extent of
divergence in the level of protection afforded to creditors was significantly

> ([NDEX} - ]NDEXj’) is the sum of the differences in aggregate value of our index measuring

creditor or shareholder protection between countries c; and c; at time ¢, and 4 is the mean value of
the index across all countries at time 7.
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Figure 9. Divergence in Creditor Protection, Six Countries, 1970-2005

higher than was the case in 1970. That is to say, while the average level of
protection had increased, there was a growing divergence among countries in
the strength of the law.

As we indicate above, this aggregate measure of convergence might in fact
render trends among countries of different legal origins difficult to detect.
Persistent differences between countries may in fact hide a trend of conver-
gence within legal origin type. To test for this possibility, Figures 10 and 11
report the co-efficient of variation for common law and civil countries
separately. We stress that some caution needs to be taken in interpreting this
data for the reason that our sample of countries is small—and it includes only
two civil law countries.

Figure 10 shows that the extent of divergence in the level of shareholder
protection was lower for both common law and civil law countries than for the
sample overall. However, the extent of divergence in the level of shareholder
protection for common law countries was significantly higher than for the two
civil law countries included in our study. Moreover, between the mid 1980s
and the late 1990s, the extent of divergence among common law countries in
the level of shareholder protection actually increased. This compares with a
high degree of convergence between the two civil law countries included in our
analysis, with little change over the entire period.

Figure 11 reports the same measures with respect to creditor protection.
Again, the extent of divergence in the level of protection is greater for the
whole sample than for common law and civil law countries separately. The
graphsalso shows that; from thermid 1970s through to the mid 1980s, there



An International Comparison 205

18

0 e e e B B e e B B S e S B e e S e Sl BB S ey

1970 1975 198 1985 1990 1995 2000 2005
= pllcountries ~——-Commonlaw ===== Civil Law

Figure 10. Divergence in Shareholder Protection, Common Law and Civil Law Countries
Compared, 1970-2005

50 ~

40 +
35 1
30 4
25
20 4
L ~5 T e N e e

10 r-—

5 4

0 T e T T T T T T T T T T T T T T T T T T T T e T T

1970 1975 1980 1985 1990 1995 2000 2005

Allcountries ~——-=Commonlaw  ====- Civil Law

Figure 11. Divergence in Creditor Protection, Common Law and Civil Law Countries Compared,
1970-2005

was a growing divergence among common law countries, and then little
change in the extent of divergence thereafter. In the case of the two civil law
countries, a higher degree of convergence is evident for the entire period for
which we have data.

What then can we conclude in respect of debates around convergence in
? ndful that we have data for a limited
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sample of countries. Moreover, our measure of the protective strength of
shareholder and creditor protection allows us to examine the degree of formal
convergence, not functional convergence. Overall, the data show no trend
towards formal convergence—indeed, the trend has been towards greater
divergence for much of the period. In the case of shareholder protection,
although the level of protection increased in all six countries over the period of
study (see Figure 3), there was a marked degree of persistent divergence among
the countries during this time. In the case of creditor protection, three countries
had increases in the level of protection and three had decreases over the period
of the study (see Figure 7), and there was increasing divergence among these
countries overall.

When we test for a legal origins effect, the data do indicate a bifurcation in
trends based on legal origin: the level of protection is markedly similar for civil
law countries than for common law countries, and for both groups compared
with the degree of divergence for the group as a whole.

VI. CONCLUSION

In this article we have presented the findings of the first longitudinal leximetric
study of shareholder and creditor protection in Australia. Our study has
covered an extensive period of time—1970 to 2010. The leximetric
methodology allows us to make international comparisons in relation to how
shareholders and creditors are protected, to learn about the Australian share-
holder and creditor protection regulatory style, to detect trends over time in
shareholder and creditor protection, and to contribute to the legal origins
debate that is, in part, based on leximetric research methodology.

Our research has identified a sustained upward trend in sharcholder
protection in Australia, but not in the case of creditor protection. We have
compared our findings with those for five other countries—France, Germany,
India, the UK and the US. Compared to those countries, the level of protection
afforded to shareholders under Australian law was relatively high and this was
also the case for the level of protection afforded to creditors.

In addition to examining how the level of shareholder and creditor protection
has changed over time in the six countries, we also examined the extent of
convergence and divergence in shareholder and creditor protection among the
countries in the study. We found persistent divergence in shareholder
protection, with the extent of divergence in 2005 similar to that in 1970. For
creditor protection, we found increasing divergence among the countries over
the period of study.

Our research findings add to those of other scholars who have located
leximetric research in the context of the legal origins debate. Armour et al
summarize some of their research by observing: ‘We do not find that
shareholders and creditors are better protected in common law countries than in
civil'law ones:» Nor does the pace’of change seem to differ with regard to these
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two broad categories of legal system.’!32 We have not sought to establish
whether levels of protection translate into certain outcomes for the particular
countries in terms of their financial development or other economic conse-
quences. That is a separate question and will be the subject of further research.
The development of quantitative measures of the strength of law provides a
new opportunity to assess these relationships empirically.

Our findings for Australia, a common law country, indicate that with only
small exceptions Australia has provided, over the period of time of the study,
the highest level of protection for shareholders. However, this is in the context
of all six countries increasing their protection for shareholders—no matter
whether the country is a common law or a civil law country. Australia (a com-
mon law country) and Germany (a civil law country) have the highest levels of
creditor protection over the period of the study, so it cannot be said that the
legal origin of the country appears to make a difference in terms of the extent of
creditor protection. Therefore, in addition to identifying trends in shareholder
and creditor protection in Australia and placing these trends in an international
context, an important conclusion of our research is that, apart from some small
evidence when we test for divergence in shareholder and creditor protection
among the six countries in the study, our findings do not provide support for
legal origins theory.

132" Armour et al, ‘Law and Financial Development’ (n 7).
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