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Introduction

The topic of corporate governance — the system by which firms are
controlled and operated, the rules and practices that gcvern the rela-
tionship between managers and shareholders, and the ve:all process by
which investment capital is allocated — has become.ari important issue
for policymakers and scholars in recent years ir1 ti:e wake of financial
scandals both in Europe and in the United Siates (Coffee, 1999, 2002,
2005; Shinn and Gourevitch, 2002). The Z00$ financial crisis, and the
two preceding decades prior to its occurrence, has highlighted the short-
comings associated with unbridled pr:rsuit of shareholder value as the
guiding star for listed companies.in ilie United States. In the context of
the heightened influence of institutional investors, some of them
largely unregulated, such as I2dge funds, the strategy of corporations
has essentially been orier:ied toward financial objectives (market valua-
tion) with little consiGeration for the interests of stakeholders — most
notably employees. The creation of shareholder value in the form of
share price appr2ciation is seen as a reflection of the quality of corporate
executives, «tlic latter group being increasingly compensated through
variable pay such as stock options (Davis, 2009). In addition to the
neglect of the interests of employees, the focus on shareholder value
has incentivized corporate executives to develop a short-term focus that
has sometimes resulted in earnings manipulation designed to create an
earnings spike (Coffee, 2005: 202). What happens when these same
institutional investors diversify their financial assets in settings tradi-
tionally not open to the concept of shareholder value?

I investigate in this book the evolution of corporate governance in the
wake of increased capital mobility in the form of portfolio investment in
France and Germany - two settings previously insulated from strategic
investments by Anglo-American shareholder value-oriented institu-
tional investors (Achleitner et al., 2010; Dafsaliens, various years).
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I focus on the investment allocation of two categories of impatient
short-term oriented investors, namely hedge funds and actively mutual
funds from the United Kingdom and the United States. The empirical
evidence on the investment allocation of short-term, impatient inves-
tors highlights the greater attractiveness of French blue-chip companies
over their German counterparts in a ratio of 2 to 1. What are the causes
of this disparity in investment allocation of short-term-oriented inves-
tors and what are the consequences for the French and German model
of capitalist economies? These apparently narrow empirical questions
entail crucial political issues and also constitute important inquiries for
research methods. The argument presented in this book builds on an
impressive literature that emphasizes the importance of institutions in
defining the scope and nature of new problems (Locke .and Thelen,
1995), its impact on the process of preference formation: oi actors (Ber-
ger, 1981; Hall, 2010a), and its structuring influence-on the process of
interactions between actors (Hall, 1986: 19). More suecifically, I argue
that the firm-level institutional arrangements of wo:kplace organization
in France and Germany provides importart 1nsights to account for
the divergence in the investment allocation of short-term investors.
Hedge funds and actively managed mutual funds possess a short-term
horizon and high incentives to meximize the value of their portfolio.
The content and speed by whick puitfolio companies implement stra-
tegies of shareholder value miatter to them. The issue is not about
shareholder value per se, but rather concerns the presence of impatient
investors aiming at port‘ctio companies implementing short-term ori-
ented strategies desiginea to boost their market capitalization and/or
secure the release of dividend payments (Clark and Wojcik, 2007; Brav
et al., 2008; Klrir 2nd Zur, 2009; see also the discussion in Chapter 5).
The Varieties of Capitalism (VoC) perspective offers important insights
on this question. The institutional basis for the coordination of activ-
ities at the firm-level in the two countries differs substantially (Soskice,
1999; Hall and Soskice, 2001).! The attractiveness of French companies
lies in the concentration of power in the CEO that, in turn, allows for a
rapid reorganization of the workplace under the guidance of a small
number of corporate officials. The decision-making process of large
French firms is management-led with the exclusion of the workforce

1 See Culpepper (1999, 2003), Hancké (2002), Woywode (2002), Whitley (2003), Sorge
(2005), and Goyer (2006a) for an institutional perspective on the organization of work in
France and Germany and the impact of this on the process by which firms coordinate their
activities. To provide for a comparative-longitudinal perspective, see also Gallie (1983),
Maurice et al. (1986), Thelen (1991), Soskice (1994), and Boyer (1995).
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from important aspects of the decision-making process. The investment
strategies of hedge funds and actively managed mutual funds, in con-
trast, do not fit well with the firm-level institutions found in Germany.
Firm-level institutions impose several constraints on the ability of man-
agement to develop and implement strategies in a unilateral fashion.
The process of adjustment to external pressures in Germany is the result
of negotiation between management and employee representatives as
several legal obstacles stand in the way of a rapid and unilateral reorga-
nization of the shop floor.

Nonetheless, and despite the statement that institutions matter, the
role of institutional analyses remains in some ways undetermined in
social sciences for several factors. How do institutional arrangements
affect corporate governance outcomes? Institutional analvses of com-
parative corporate governance raise many issues also fcund in other
areas of the social sciences. The focus of many corpaiate governance
inquiries might be specific to particular subfields.— determinants of
ownership structures, legal protection of minority stareholders, impact
of the market for corporate control, and ma:y others — but questions
and insights about the role of institutions.a-e present across disciplinary
boundaries. Three key debates stand pron.inently in social science dis-
cussions with significant implicaticnz tor the argument presented in
this book. The first one concerns '.¢ extent to which scholars assign
analytical primacy to institutions. this debate often pits institutionally
based versus interest-oriented- theoretical perspectives. The first group
highlights the ways in<which differences in national institutional
arrangements result.in difterent trajectories regarding patterns of policy-
making, economic periormance, and clusters of innovative specializa-
tion (Soskice, 1299: Whitley, 1999; Hall and Soskice, 2001). Institutions
matter becaus? they independently shape the distribution of power
among social actors (Berger, 1981; Hall, 1986; see also Moe, 2005). The
second group, in contrast, emphasizes how institutions reflect some-
thing perceived to be deeper in society — the usual suspect being the
underlying distribution of power among groups (Pontusson, 1995;
Howell, 2003). These critiques of institutional perspectives point to
two alternative scenarios that lessen the importance of institutions:
coalitional and policy realignments can take place within stable institu-
tions, and institutions themselves become the objects of struggle if they
are so influential over outcomes (see e.g. Gourevitch, 1977, 1986, 1999).

A second debate concerns the nature of interaction of institutions with
other features. Scholars working from an institutional perspective rarely
advance the notion that only institutions matter for outcomes. For some,
institutions are mid-level variables (as distinct from macrostructures)
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that act as a midrange theory (Thelen and Steinmo, 1992; see also
Merton, 1968). For instance, Katzenstein (1977) analyzes how variations
in institutional frameworks provided for divergent political responses to
the changes in the world economy in the 1970s — but does not seek to
account for the origins of these important macro changes. Institutions
are highly important at a given analytical level and, moreover, refract the
impact that results from the occurrence of external developments. For
others, institutions are part of a phenomenon of complex causation
whereby an outcome results from potentially different combinations of
conditions (Ragin, 1987; Mahoney, 2004).

A third source of debate is methodological and takes two forms. First,
the dichotomy between institutional-based and interest-oriented theo-
retical perspectives often entails specific research design <hoices that
mirror the other perspective’s approach. Institutioiaily oriented
researchers hold preferences constant with the aim-cf showing how
changing institutions produce different outcomes. Interest-driven
scholars, on the other hand, hold institutions cosstant to show how
changing interests lead to different results. . problem with this often
necessary but incomplete ploy is that both/institutions and interests can
be changing - that is, nothing is con:itant (Gourevitch, 1999; see
also Frieden, 1999). Moreover, this-methodological ploy neglects the
importance of causal complexity vihereby outcomes result from the
intersection of variables. Second, the presence of change (or stability)
of institutional frameworks s riddled with problems of assessment. For
instance, the occurrence <t institutional change is not always inter-
preted as leading tc behavioral change. Comparative political economy
scholars increasingly distinguish between institutional change that does
not affect the mracess by which firms coordinate their activities versus
institutional transformation that implies a transformation of coordina-
tion (Culpepper, 200S5; Goyer, 20064; Hall, 2007; Hall and Thelen, 2009;
see also Sorge, 2005: 142-83). Distinguishing between radical and incre-
mental institutional change becomes crucial (Campbell, 2004; Hall,
2010q; see also Deeg, 2001, 2005b). On the other hand, the presence
of institutional stability can be associated with substantial modifications
in the behavior of actors. The occurrence of functional conversion —
whereby institutions are redirected to new purposes in the presence of
formal institutional stability — complicates analytical inquiries (Gilson,
2001; Thelen, 2003, 2004). The practice associated with an institution
can change without a corresponding transformation in its formal
structure.

The above overview of the debates surrounding institutional analyses
in contemporary capitalism points to the difficulties in assessing how
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institutions matter for corporate governance outcomes. Should one
attempt to account for institutional variation across national systems
of corporate governance? Or, in contrast, should the analytical focus
revolve around differences in corporate governance outcomes among
advanced capitalist economies? Important political questions lie be-
neath these methodological questions. For some authors, the process
of piecemeal-incremental institutional change reflects the strategic
behavior of actors seeking to erode the existing functions of institutions
rather than to abolish their formal existence (Hyman, 2001; Streeck,
2008; see also Crouch, 2004). Why, this behavior suggests, aim for a full
confrontation if the achievement of one’s goal could result from incre-
mental changes? However, institutional change is often full-scale as
illustrated by the removal of control on capital flows — an important
stimulus for the research question of this book (Abdelal. 2697; see also
Berger, 2003, 2010). The ability of actors to aim for-{uvll-scale institu-
tional change is often contingent upon the visibilitv and politicization
of issues (Culpepper, 2010). Actors are more likely o seek institutional
change if important issues are under the polivical and social radar.?
Thus, the nature and role of institutions do-zniot lend themselves to a
single viewpoint. Inquiries highlighting ti1.e importance of institutions
should also avoid inferring a mecheniczl relationship between institu-
tional stability/change and outcornes: These issues are important in the
assessment of the meaning and extent of convergence across national
VoC (Gourevitch, 2003b: _Z2¥). To overcome these conceptual and
methodological issues, tiiis introductory chapter is organized in the
following manner. Fiist, 1 present the theoretical foundations of politi-
cally inspired institutional analyses on comparative corporate gover-
nance. I proce2d. to review their contributions to the analysis of
diversity in ‘bcth institutional arrangements and outcomes across
national systems of corporate governance. These approaches are also
characterized by substantial internal diversity as regard the role of in-
stitutions — thereby increasing the analytical variety of inquiries.
Second, I present the main argument of the book which is organized in
three interrelated blocks: institutional diversity and the settlements of
conflict, hierarchical character of institutional variables that are part of a
process of complex causation, and the importance of context. The first
building block highlights the importance of historical developments
characterized by location-specific settlements of conflict negotiated

% Full-scale institutional change is also the result of the specifics of the settlements of
conflicts negotiated in different advanced capitalist economies and constitutes an important
theme for the study of comparative corporate governance (see Roe, 2000, 2003).
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across advanced capitalist economies (Hall, 1984, 1986; see also Berger,
1979; Gourevitch, 1986; Roe and Gilson, 1999). The process of incorpor-
ating socialist parties into the democratic liberal frame, the reconcilia-
tion of organized labor to the capitalist mode of accumulation, the entry
of women into the labor force, the higher sets of expectations of the
electorate, the transition to a service-based sector economy, and the
normalization of religion constitute the major challenges faced by
advanced capitalist economies (Berger, 1985; Hall, 1999; Iversen and
Wren, 1998; Kepel, 2004). Moreover, the content and the extent to
which these important sources of conflicts are settled exhibit significant
differences among advanced capitalist economies. As a result, interna-
tional and domestic developments do not translate into common pres-
sures for actors (countries, firms, policymakers, trade unions). Diversity
in pressure intensity reflects substantial differences in institutional start-
ing points as well as the fact that the practices and beiicvior that follow
from these institutional frameworks carry different meanings - two
features inherent in the settlements of politica’ ¢o:flict (Thelen, 1993;
Locke and Thelen, 1995; see also Kogut et ai., 2002). In particular,
I investigate the construction of the disiribution of authority inside
French and German companies that, it tuin, proved crucial in terms of
their attractiveness to short-term-crienced institutional investors. The
investigation focuses on the choice: ot French labor organizations to rely
on the state in order to achieve their objectives versus the commitment
of German trade unions to securing full participation in economic deci-
sion-making.

The second building biock of the argument presented in this book
highlights the hierarchiical character of institutional variables in mediat-
ing the impact 1 external (and internal) developments on the evolution
of advanced capitalist economies. Qualitative studies in social sciences
(small-N) are increasingly geared toward an understanding of causation
in terms of necessary, sufficient, and insufficient but necessary parts of
a condition which is itself unnecessary but sufficient for the result
(Mackie, 1965; Lieberson, 1985, 1991; Ragin, 1987; Mahoney, 2004,
2008). Important political, economic, and social outcomes are rarely
generated by the presence of one cause alone; they occur as the result
of specific intersections of conditions (Hall, 2010a).3 The study of social

3 The presence of complexity makes it no easy task to identify the decisive causal causa-
tion, thus the methodological importance of the increasing sophistication in the design of
techniques by which cases can be divided into sets according to their values on the studied
dependent variable. For instance, the use of Boolean algebra and the development of a
“fuzzy-set” approach have been crucial in the reduction of significant amounts of
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phenomena is almost invariably characterized by complexity and at-
tempts at presenting a single-variable explanation are bound to disap-
point. Nonetheless, the notion of causal complexity should not obscure
the fact that some (institutional) variables are more influential on out-
comes than others (Goldthorpe, 1997). The relative weight of different
institutional arrangements constitutes part of an intersection of condi-
tions that generate a specific outcome and this remains an important
issue that has not been tackled in qualitative research.* As a result, the
importance of different paths of conflict settlements across advanced
capitalist economies entails that what is necessary and/or sufficient in
one setting will not be a causal variable in another. The diversity of
institutional arrangements across advanced capitalist economies reflects
context-specific settlements of political and social conflicts, thereby
highlighting that radical change entails “capturing” diiferent sets of
institutions across time and space (Thelen, 1993; Gourevitch, 1999;
Amable, 2003; Hall, 2010a).”> The early work of-Kaizenstein (1977)
illustrates how new developments are mediatea vv domestic institu-
tional frameworks. The notion of hierarchy presented in this book high-
lights the fact that not every single insti-ution in the economy will
contribute equally to this process of re‘raciion. I investigate how and
why certain causal variables are more important than others even if the
logical inference of my argument :<lies on the notion of causal com-
plexity. In other words, phenon:ena of complex causation are character-
ized by hierarchy in the cautal effects of institutional variables.

Third, and following ¢ from the previous point, I argue that the
contribution of the Licrarchically superior causal variable in a process
of complex causatior: iies at two levels. The first one is that the hier-
archically supericr causal variable increases the likelihood of the out-
come. The prezence of the hierarchically superior causal variable directly
acts upon the dependent variable and thus should be referred to as a
cause. The second level at which the hierarchically superior causal
variable operates is through the provision of the context for assessing
the impact of other causal variables on the studied variable/research
question The context (C) influences the relationship between other
hypothesized independent variables (x1, X2, ..., XN) and the dependent
variable (Y) (Goertz, 1994). The hierarchically superior causal variable

information to manageable levels (Ragin, 1987, 2000). See also Kogut and Ragin (2006) for an
analysis of legal institutional arrangements of corporate governance with Boolean algebra.

4 For an exception, see Goertz (2006).
S See also Deeg (2001, 2005b) and Campbell (2004) for subtle analyses of the differences
between radical and incremental change.
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influences whether other hypothesized independent variables generate
the outcome of interest on the dependent variable. An important
implication of this is that the relationships between variables will differ
across settings/time — but not in a capricious manner. For instance, x1
appears to constitute a necessary and sufficient/sufficient/necessary
causal variable for the dependent variable in situation A/point T, but
not in situation B/point T+1. Should one conclude that it is pointless to
attempt at inferring a causal relationship between x1 and Y on the basis
that the hypothesized relationship between the two variables exhibits
variation across settings/time? The issue is that what is often an impor-
tant factor lies in the background in the form of context (Mackie, 1965;
Goertz, 1994). The context (C) does not contribute to the value taken by
other hypothesized independent variables (x1, x2,..., xN\). but rather
impact on the nature of the interaction between these cttier hypothe-
sized independent variables and the dependent variabic V). The context
embodies the notion of hierarchy and influerces the relationship
between other variables among themselves — fot ¢xample, positive rela-
tionship between x1 and Y in one setting v not in another. Thus,
the study of the interaction between a hyrothesized causal variable
(x1, x2,..., xN) and the dependent variavle do not necessarily result
in the occurrence of the outcome-<.f interest since it is contextually
bounded by the hierarchically sup«rior causal variable (see e.g. Falleti
and Lynch, 2009). Instead, thie ccusation resides in the influence of
the context on the interactior: between the hypothesized independent
variables and dependent variables. In turn, the presence of contexts —
which are the resuli af nistorically and location-specific settlements
of conflict — entails important methodological implications for
the analysis of <1:ange.

The institutienal hierarchy inherent in context makes some types of
changes morc feasible than others — thereby providing a healthy warn-
ing against the illusion of differences (see e.g. Ragin, 1987: 44-9). The
nature and degree of institutional change has been impressive across
advanced capitalist economies, but how do we distinguish between
radical versus incremental change? (Campbell, 2004; see also Deeg,
2001, 2005b). A key insight of this book is that one must distinguish
between the character of coordination and the institutional framework
that supports it (Hall, 2007; Hall and Thelen, 2009; see also Goyer,
2006a). Change in the latter does not entail a modification in
the former. The sustainability of national models of corporate gover-
nance and capitalism cannot rest on the total absence of institutional
change (Thelen, 2004). The hierarchically superior causal variable
matters in two ways: it directly impacts on the value taken by
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the dependent variable; and it shapes how other hypothesized indepen-
dent variables themselves impact on the dependent variable.

For the argument presented in this book, the hierarchically superior
causal variable is operationalized in the form of the institutional ar-
rangements of workplace organization identified by the VoC perspec-
tive. Differences in the distribution of power at the firm-level, as
embodied by the institutional arrangements of workplace organization,
impact on the investment allocation of institutional investors. Short-
term-oriented fund managers prefer firms governed by a small group of
top executives with significant concentration of power around them
since it is easier to implement strategies of shareholder value in a quick
fashion (Rebérioux, 2002; Goyer, 2006a). Portfolio firms with many
stakeholders are less attractive given the short-time horizon of this
category of institutional investors.

Moreover, the arrangements of workplace organizaticn identified by
the VoC perspective also serve as the institutioral context (C) that
impacts on the nature of the interaction betweer wther hypothesized
causal variables and the dependent variable. More specifically, I focus on
the extent to which legal-institutional arrangements result in greater
protection for minority shareholders. The sther hypothesized indepen-
dent variable in this study is the Jegal protection of minority share-
holders as emphasized in the law aiid economics literature, and the
dependent variable is whether or rrot French and German companies
are targeted by short-term iuvestors. The second contribution of the
hierarchically superior causal variable (the institutional arrangements
of workplace organization) lies in providing the context that shapes the
relationship between tlie legal protection for minority shareholders and
the investment ailocation of short-term investors. The presence of own-
ership diffusion constitutes the most important and determining factor
for the law and economics perspective in terms of being targeted by
short-term investors (see e.g. Shleifer and Vishny, 1997; LaPorta et al.,
2000; Coftee, 2005). However, the relationship between ownership dis-
persion and investment allocation of short-term investors differs across
the two cases: it is positive in France since the quasi-totality of compa-
nies with ownership diffusion has been targeted by short-term inves-
tors; it is weaker in Germany given that several corporations with
ownership diffusion have not been targeted by these same impatient
investors. The variation in the relationship across space highlights
the importance of domestic firm-level institutional contexts. The disap-
pearance of large shareholders in France constitutes the removal of the
last stumbling block for the implementation of short-term-oriented
strategies of shareholder value given the concentration of power in top
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management. By contrast, the strength of organized labor at the firm-
level in Germany explains why the removal of large blockholders inside
companies does not result in managerial autonomy to quickly imple-
ment strategies of shareholder value. This autonomy is blocked by the
strength of organized labor at the firm-level. The VoC institutional
context influences the nature of the relationship between variables.
The same variable — the emergence of ownership diffusion - has differ-
ent effects in two nonliberal market but institutionally distinctive
economies, namely France and Germany.

Thus, politics matters but in a very specific and asymmetric manner.
Politics is reflected in the settlements of conflict across advanced capi-
talist economies that are translated into specific institutional arrange-
ments. However, the importance of the contribution of politics to
institutional origins varies tremendously across issueaicas. Politics
might not be overbearing in the sense that the values taken by institu-
tions in one area do not impact on the value of institutional arrange-
ments in other spheres of the economy. Politicai-dynamics are often
different across issue areas and over time. Neietheless, the institutional
arrangements associated with the hierarchicaliy superior causal variable
(i.e., the context) mediate the relationship vetween institutions in other
spheres of the economy and or *h=_value taken by the dependent
variable. As a result, the influence-of politics over the institutional
content of the hierarchically stpeiior causal variable is more important
than the influence of politics-over the constitution of the institutional
configuration of other causal variables. The mobilization of groups over
political and social.questions results in different outcomes across issue
areas and over time.

1.1 Politics and Institutional Diversity
in Corporate Governance

How do institutional arrangements shape corporate governance out-
comes? What institutional factors account for the disparities in the
investment allocation of short-term-oriented institutional investors in
France and Germany? Early studies of corporate governance focused on
the divergence of interests between the principal and the agent (Berle and
Means, 1932; Jensen and Meckling, 1976; Fama and Jensen, 1983). The
key idea is that unmonitored managers will pursue goals that are not in
the interests of shareholders — ranging from actions that allow them to
profit personally (embezzlement, misappropriations) to empire building.
Compounding this problem of agency is the issue of free riding whereby a
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shareholder owning a small amount of stocks possesses no incentive to
monitor corporate executives, and the impossibility of predicting all
future contingencies that results in the inability of dispersed shareholders
to write complete contracts that would serve as a constraint on the
behavior of corporate executives (Grossman and Hart, 1981). Thus, the
focus of early law and economics studies was organized around a puzzle —
namely why would minority investors provide funding to companies run
by unaccountable, dominant managers. The answer provided was that
inefficient firms would be punished in financial and product markets if
they deviated for profit maximization and efficiency-based norms,
thereby providing corporate executives, shareholders, and other actors
with incentives to design institutions aimed at reducing agency costs (for
a critical analysis, see Davis, 2005).

Notwithstanding the functionalist bias of these early law and eco-
nomics analyses of corporate governance, a second pichlem proved to
be more important. Empirically, the separation of ewiiership and con-
trol does not constitute a universal propositicn. Ta many countries,
ownership is highly concentrated thereby exr osing the lack of compar-
ative focus of the early studies of corpoiate governance in law and
economics. In such settings, the contrclling shareholder has both the
incentive and the power to discipline management (Morck et al., 1988).
The main issue in ownership-conceritrated systems of corporate gover-
nance concerns the divergence oi interests between the controlling
shareholder and minority investors. The concentration of ownership,
with its associated contrci<wver corporate policies, is valuable since the
controlling sharehcldex is able to transfer value from the firm at the
expense of minority chareholders — that is, the private benefits of con-
trol (Zingales, 1998).

As a result, thi= field of law and economics underwent a major regen-
eration from the early 1990s onward with the aim of accounting for
diversity in ownership structures across national systems of corporate
governance. The core argument is that differences in ownership struc-
tures across national systems of corporate governance are accounted
for by the extent to which legal-institutional arrangements protect
minority investors from expropriation by managers or controlling
shareholders (LaPorta et al., 2000). There are two types of agency
costs: separation of ownership from control (ownership diffusion) and
divergence of interests between the large owner and noncontrolling
shareholders (ownership concentration) (see e.g. Coffee, 2005). The
investigative starting point is that minority shareholders need assurance
that they will get a return on their investment (Shleifer and Vishny,
1997). If legally unprotected, (potential) minority shareholders are
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significantly less likely to invest in equities with the result that corporate
ownership is dominated by large blockholders.

The law and economics perspective has generated impressive empirical
results whereby differences across national systems of corporate gover-
nance in regard to ownership structures, size and depth of securities
markets, number of listed firms, dividend payments, and rates of IPO
correlate with the extent to which legal-institutional arrangements pro-
tect minority shareholders (LaPorta et al., 1999, 2006). Nonetheless, the
focus of the law and economics perspective on the rights of minority
shareholders has been criticized on empirical and theoretical grounds.
Empirically, changes in ownership structure across national systems
of corporate governance have been more frequent over the course
of the twentieth century as compared to the overall stability of legal
systems especially viewed from the common law/civil law cngle — thereby
making it difficult to explain variation with a quasi-ceristunt (Rajan and
Zingales, 2003; Gourevitch and Shinn, 2005: 4-10; Morck, 2005; Herrigel,
2008a: 479-88; see also Aguilera and Williams, 20$%). Theoretically, the
importance of institutional arrangements in rrowecting the legal rights of
minority shareholders does not cover every-instance where corporate
executives can destroy firm value even unader the best-case scenario of
American and British corporate lavw. Tegal arrangements in these two
countries, which are comparativei-highly protective of the rights of
minority shareholders, are insafficient to account for the presence of
ownership dispersion. Corpos:te law is generally, although not always,
effective at dealing with “agency costs that take the form of diversion of
value by executives (stealing, embezzling, and shirking) — but is largely
unconnected to a secorid type of agency costs related to value destruction
in the form of menagerial mistakes (Roe, 2002). The issue is not one of a
misfit betwaci institutions and the type of agency costs faced by firms —
but rather of the limits on the extent to which legal arrangements can
cover every instance of shareholder value destruction in either concen-
trated or dispersed ownership settings.

These shortcomings associated with the law and economics perspec-
tive have been addressed by political perspectives on corporate gover-
nance (Roe, 1993, 2003; Gourevitch and Shinn, 2005). Two political
variants have been prominent. The first variant is associated with the
groundbreaking work of Mark Roe (1993, 1999, 2000, 2003; see also Roe
and Gilson, 1999). His core argument is that the introduction of legal-
institutional arrangements of corporate governance protective of the
rights of minority shareholders is not driven by concerns related to
agency costs and economic efficiency. Instead, a myriad political and
societal concerns stand out prominently in accounting for institutional
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diversity across national systems of corporate governance. The presence
of diversity of institutional arrangements represents the outcome of
political, social, and economic struggles specific to countries and cannot
be reduced to efficiency considerations. An underlying assumption
is that the law and economics perspective overlooks a key first-order
condition for financial markets to develop and ownership to become
dispersed — namely the political legitimacy of capitalist economic ar-
rangements (Roe, 1998). Therefore, differences in ownership structures
reflect the extent to which the political climate and orientation of a
polity is conducive to the pursuit of market-oriented policies. In systems
of corporate governance characterized by ownership concentration,
governments have traditionally emphasized distributional considera-
tions that privileged employees over shareholders - such as those occur-
ring in postwar European social democracies and in Japan:. 15re outcome
is one whereby employees benefit from a greater degive of protection
from the shareholder value-enhancing measures thai minority stock-
holders (and managers) would like to implement s h as proceeding to
significant layoffs. Social democracies make :: harder for corporate ex-
ecutives to pursue unbridled shareholder value strategies with the
upshot that minority shareholders shied a~vay.

The obvious implication of Roe’s-a:gument is that the main reason
accounting for the reluctance of iiinority shareholders to invest on
stock markets is not primarily ariven by issues of managerial opportun-
ism or self-dealing by the conizolling shareholder, but by an antecedent
factor. The political envitferment of social democracies constrains the
range of actions of coivarate executives and induces them to implement
alternative strategies to the maximization of shareholder value. The
institutional arrargements related to the protection of minority share-
holders are.wov sufficient to explain the diversity of corporate gover-
nance. The presence of legal arrangements protective of minority
shareholders sometimes result in ownership dispersion, but not in all
countries (Roe, 2002). In fact, Gourevitch and Shinn (2005) found a
closer correlation between ownership structures and the institutions of
VoC - of which legal arrangements to protect the rights of minority
shareholders only constitute one institutional subset — than between
ownership structures and legal protections for minority shareholders
(see also Culpepper, 2005).

The analysis of Mark Roe carries two important assumptions for the
role of institutions in corporate governance. The first one is that institu-
tions are secondary to politics. The absence of institutional arrange-
ments that would protect the rights and promote the interests of
minority shareholders in advanced capitalist economies cannot be
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attributed to technological shortcomings or financial issues (Roe, 2002).
The political climate in European social democracies and Japan militates
against the introduction of specific strategies of shareholder value
whose distributional consequences would negatively affect employees
and other stakeholders.® The second implication is that the presence of
institutional variation within families of corporate governance is not
central to the argument (Roe, 2003: 27-46). The presence of ownership
concentration, or ownership diffusion, can be achieved in a number of
ways. The politics of corporate governance in Germany resulted in
formal institutional arrangements, namely Codetermination. In France,
political settlements provided for a strong role for the state in the
regulation of economic outcomes. In Japan, informal arrangements
and social norms protect core employees of large firms against market
fluctuations. Nonetheless, the presence of varieties in institutional ar-
rangements in these three countries should not mask-tlie concentration
of corporate ownership that results from a politicel environment that
deters minority shareholders from investing on tire stock market.

The groundbreaking work of Mark Roe has substantially contributed
to our understanding of major issues ir. (ormparative corporate gover-
nance. The politically influenced institutional differences in the author-
ity structure of firms result in important consequences for the allocation
of resources in the economy. It is 1:0-wonder, then, that politics should
be intimately linked to the stuCy o: corporate governance. Nonetheless,
and despite its theoretical elegance, the conceptualization of politics in
Roe’s presentation has “een challenged on two grounds. Politics is
immensely importar:i,-but what form does politics take and what is
the resulting impact on corporate governance? The first issue regarding
Roe’s conceptualization of politics concerns the nature of the process of
coalition founation. The model is essentially one of class conflict,
namely workers against an alliance of managers and owners. The inter-
ests of employees prevail in the social democracies of mainland Europe,
the capitalist alliance of corporate executives, and shareholders’ tri-
umphs in liberal America and Britain. However, this coalition scenario
represents one potential outcome - the other two coalition lineups
being sectoral conflict (managers and workers vs. owners) and property
and voice conflict (owners and shareholders vs. managers) (Gourevitch,

¢ In developing economies, by contrast, financial and technical issues — as well as politics —
militate against such institutional innovations (Roe, 2002, 2003). Conversely, the presence
of shareholder value-enhancing institutions in dispersed ownership economies reflect the
prior acceptance of market principles that privileges, or does not discriminate against, the
preferences of minority shareholders.
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2003a; Gourevitch and Shinn, 2005).” In particular, the presence of
cross-class coalitions in continental Europe was often critical in the
development of welfare state policies and arrangements of labor market
rigidities that, in turn, made it attractive for firms to develop strategies
devoid of shareholder value orientation (Swenson, 2002; Mares, 2003 ).8
The second set of criticism of Roe’s social democratic thesis deals with
the specific content of conflict settlement and forms the core of the
argument of this book. The importance of political, social, and eco-
nomic struggles in the introduction of institutional arrangements of
corporate governance is paramount and cannot be denied — but none-
theless constitutes a too broad category to capture the evolution of
national systems of corporate governance. For Roe, the specific content
of how settlements of conflict are negotiated and become the basis for
the institutional diversity across national systems of coipcrate gover-
nance represents a second-order variable. The notici of functional
equivalence stands prominently in the social democratic thesis: the
importance of social democratic values in the [uist postwar decades
translated into codetermination in Germary and into state activism
(dirigisme) in France — with the ultimate ¢uiccmes being highly concen-
trated ownership and strategies of shareholder value shunned. None-
theless, the introduction of strategic: cf shareholder value has taken
place in the two countries in the lastnfteen years (Hoepner, 2001; Fiss
and Zajac, 2004; Djelic and Zarlow:ki, 2005; Fiss, 2006; Goyer, 2006b).
How, then, could we assess t*ic.consequences associated with the intro-
duction of strategies of sliar=nolder value in France and Germany?
These two economics have experienced significant liberalizing mea-
sures in the last twerty-five years (Djelic and Zarlowski, 2005; Streeck,
2008). Nonetheless, the impact of economic liberalization, trade inte-
gration, excharige rate stability, and capital mobility across borders on
France and Germany has been uneven. Specific patterns of conflict
settlement prior to the introduction of shareholder value are important
for understanding the evolution of corporate governance in the two
countries. In France, the advent of the above liberalizing measures
have been associated with a specific pattern by which shareholder
value was introduced — namely through the one-sided unilateral impo-
sition of managerial power over the implementation of flexibility and
other strategic measures in the workplace (Hancké, 2002; Goyer and

7 See also Aguilera and Jackson (2003) for an analysis of coalitions in corporate governance
from a sociological perspective.
8 . . . . .
Sectors — such as export vs. public sector employees — constitute an increasingly impor-
tant source of cleavages in continental Europe (see e.g. Pontusson and Swenson, 1996).
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Hancké, 2005; Goyer, 2006b). Strong and extensive legal rights of firm-
level works councils were not developed in France since the state exer-
cised a preponderant influence over securing outcomes (Hall, 1986: 131-
191; Sellier and Silvestre, 1986; see also Levy, 1999; Howell, 2006). At the
firm-level, the skills of the bulk of the blue-collar workforce were both
limited and narrow, thereby limiting managerial incentives to implement
strategies of adjustment through negotiations (Maurice et al., 1986; Sorge,
1991). In other words, the previous absence of shareholder value in
France highlighted the importance of politics mixed with the exclusion
of the workforce in the governance of corporations. An important unin-
tended outcome of the ability of French top executives to restructure the
firm in a quasi-unilateral fashion is explored in this book — namely the
relative importance of the arrival of short-term institutioral investors,
such as hedge funds and actively managed mutual funds ‘Goyer, 20064,
2007).° In Germany, in contrast, firm-level institutionsinwose numerous
constraints on the ability of management to develoy and implement
strategies in a unilateral fashion (Muller-Jentscr:, 2003). Several legal
obstacles stand in the way of a rapid and uni::teral reorganization of the
shop floor, so that the introduction of stratzgics of shareholder value has
been the result of negotiation between nmaragement and employee repre-
sentatives (Thelen, 1991; Hoepner, 2001, Vitols, 2004; Sorge, 2005).'°

These differences in the introcuciion of shareholder value strategies
reflect the specific content by which settlements of conflict were nego-
tiated in the two countries = and institutional arrangements of work
organization were set up'—n the high days of social democracy (see also
Crouch, 1993). The reliance on the state in France left firm-level unions
ill-prepared for the cavent of economic liberalization (Howell, 1992);
the strength of warks councils in Germany, in contrast, is contingent on
the combinaticn of legal rights and on their contribution by which
firms develop their innovative capabilities (Markovits and Allen, 1984;
Thelen, 1991; O’Sullivan, 2000; Whitley, 2002).

A second variant of the political perspective on corporate governance
focuses on the enlargement of the range of coalitional possibilities
(Gourevitch and Shinn, 2005). This political variant is built around
the interaction of economic preferences and political institutions. On
the side of preferences, actors could choose different types of coalitions —
class, sectoral, and property and voice coalitions — to pursue their

9 See also Morin (1998) and Clift (2004) for analyses of the role of foreign institutional
investors in French corporate governance.

10" See Borsch (2007) for an analysis of foreign institutional investors in German corporate
governance.
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objectives. Gourevitch and Shinn provide a three-actors coalitional
model. The preferences of actors are not monolithic - thereby enlarging
the coalitional possibilities. Each group of actors can stress different
objectives by making different coalitions with one of the other factions.
Shareholders have two coalition options: minimization of agency costs
arising from managerial shirking that affect the competitive position of
the firm - a shared preference with workers; and resentment over gov-
ernment legislation that would restrict the ability of corporate execu-
tives to pursue an extensive range of shareholder value strategies — a
shared preference with managers. Employees have also two coalition
options: job security that could be threatened by the implementation of
strategies of shareholder value thereby favoring an alliance with man-
agement; and suspicions of managerial entrenchment that-would lead
to affect the competitiveness of the firm and/or affect the value of their
pension fund via its effects on the stock market capitalizetion of the firm
in retirement systems based on capitalization, therchy inducing a coali-
tion with shareholders. Finally, managers are coricerned about two
scenarios that could threaten their autonec:ny. shareholder activism
regarding the processes by which they run ‘heiirm, and workers’ claims
over the control of the firms’ cash flow -ights.

The next step in the Gourevitck-"hinn model consists in linking
coalition formation with institutions: The process of preference forma-
tion is not contingent solely upon the dynamics of negotiation among
these three actors. The prefei<ixces of actors are insufficient to result into
coalition formation. Som&it:ing is missing from this conceptualization —
namely institutions. Th¢ translation of preferences into policy outputs
necessitates an analysis of prevailing institutional configurations
(Garrett and Lange, 1995). The process of coalition formation depends
on institutionaiframeworks since it is they which shape the range of
possible outcomes. On the side of political institutions, therefore, Gour-
evitch and Shinn distinguish between majoritarian/first-past-the-post
systems and consensus/proportional representation systems. In majori-
tarian systems, the occurrence of small shifts of votes can translate into a
substantial impact on public policy. A single party is more likely to be in
control of the executive and legislative branches since single-member
districts are won by a plurality of the votes. In consensus systems, small
shifts of vote have little impact on public policy. The electoral system
rewards political parties in proportion to the votes they received —
usually with a threshold of 5 percent. The importance of the different
institutions of political systems lies in their degree of impact on the
ability of actors to issue credible commitments. Consensus political
systems enable actors to make credible commitment to each other
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since they know that public policy outcomes are unlikely to change
dramatically. The ability to issue credible commitments is essential for
the sustainability of institutional arrangements in coordinated market
economies whereby the coordination of firm activities rests on a high
degree of interdependence among various actors (Hall and Soskice,
2001). Extensive spillovers in specific innovation niches require the
inclusion of stakeholders in the development of the innovative capabil-
ities of firms (Tylecote and Visintin, 2008; see also O’Sullivan, 2000).
The possibility of developing a long-term, interactive relationship with
other actors in the firm constitutes a crucial factor for employer and
employee investment in the development of firm/sector-specific skills
(Estevez-Abe et al., 2001; Culpepper, 2003). Majoritarian political sys-
tems, in contrast, encourage the formation of institutional frameworks
in liberal market economies that reward actors that can aciust quickly to
take advantage of market shifts (Soskice, 2007). The presence of a
majoritarian political system makes it risky for acters to invest in specific
skills and, therefore, contributes to the prominence of transferable skills
(Hall and Soskice, 2001; see also Deakin et at., 2002).

The outcome of the interaction betvieen-political institutions and
preference aggregation via coalition makit g is the formation of different
institutional VoCs in the areas of carporate governance, employment
relations, skill formation, and interazin relations. Firms coordinate their
activities in different ways (Soskice,.1999; Hall and Soskice, 2001; Berger,
2006). The nature of firm “eordination is shaped by the institutions
found in the four above-nentioned spheres — which are themselves the
product of politics.— that is, the interaction between political institu-
tions and preferenice aggregation via coalition making.'' The final ele-
ment in the Geurevitch-Shinn political variant is that the differences in
the VoC among advanced capitalist economies, in turn, translate into
different ownership structures. The major institutional features of lib-
eral market economies enable firms to take risks and to adjust quickly to
shifts in demand through market-based mechanisms of coordination
and, as a result, are also congruent with an exclusive focus on the
interests of minority shareholders. In coordinated market economies,
the institutional features of firm coordination build on the incorpora-
tion of the skills of the bulk of employees. The importance of issuing
credible commitments to stakeholders implies different types of adjust-
ment to shifts in market conditions compared to those in liberal market

! In other words, institutional arrangements of corporate governance are shaped by the
interaction between political institutions and preference formation via coalition formation
and constitute one set of institutional variables that affect firm coordination.
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economies. The interests of minority shareholders do not enjoy a
privileged status with the consequence that investments in equity mar-
kets do not constitute as attractive a proposition as in liberal market
economies.

The Gourevitch-Shinn political variant results into two models of
corporate governance based on three dimensions. The first model is
associated with coordinated market economies and is characterized by
a consensus political system, coordinated market institutions in
employment relations and innovation, and concentrated ownership.
The second model is associated with liberal market economies and is
characterized by a majoritarian political system, liberal market institu-
tions in employment relations and innovation, and dispersed owner-
ship. The Gourevitch-Shinn political variant is based. on three
methodological stages. The independent variable is tle interaction
between political institutions and the preferences of-actors embedded
in specific coalitions. The intervening variable is the types of institu-
tional varieties from which firms coordinate their aciivities. The depen-
dent variable is the structure of ownership ot listed companies.'?

This second variant of the political per{pective significantly contri-
butes to the study of institutional analyi1s in comparative corporate
governance. In addition to stressing-tne importance of power and con-
flict in politics, as in Roe’s socidl ¢emocratic thesis, the analysis of
Gourevitch-Shinn presents a‘scphisticated differentiation between
and within categories of actcts. The upshot of this finer-grained analysis
is the enlargement of coalitional possibilities and the undetermined

12 Gourevitch and Shian (2005: 23) also recognize the presence of potential feedback
loops in their mog-l. ™ particular, and building from the VoC perspective, they highlight
how the presenc: oi mstitutional complementarities can constitute an important — albeit not
the sole — determinant for processes of institutional creation and change (see Hall, 2005,
2007). An important insight of the VoC perspective lies in its specification of the importance
of interacting institutions between different institutional spheres. The impact of a single
institution should not be seen in isolation since its effects are contingent upon the specifics
of its interaction with other institutions. Its impact varies according to the national institu-
tional configuration in which it is embedded with important implications for the assessment
of endogenous/exogenous developments that resulted in piecemeal institutional change
(Hall, 1994; Hall and Franzese, 1998; see also Hall and Gingerich, 2009). Thus, the institu-
tional arrangements of the VoC-type matter — intervening variable in the original formula-
tion - in the process of adjustment as actors often seek institutional and functional
equivalents to preexisting forms of coordination with the implication that the direction of
causality is reversed (see Hall and Thelen, 2009). Institutional arrangements influence pre-
ferences in a self-reinforcing manner. Actors in coordinated market economies have devel-
oped an interest in preserving the nature of their firm-specific skills that, in turn, reinforce
commitments to training and in the stability of political institutions. A feedback loop can
operate between the intervening variable (VoC institutional types) and the independent
variable (interaction between preferences and institutional arrangements of political sys-
tems) (see e.g. Pierson, 1993).
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nature of preferences as actors can stress different objectives by making
bargains with different partners. Nonetheless, an issue remains poten-
tially unsolved regarding the explanatory power of the second political
variant. The direction of causality in Gourevitch-Shinn’s political vari-
ant could be expanded to incorporate notions of hierarchy and of
context. The direction of causality is relatively straightforward in this
political variant: the interaction between political institutions and the
preferences of actors leads to different institutional arrangements in the
spheres of corporate governance, industrial relations, and skill formation
that, in turn, impact on the ownership structure of companies; alterna-
tively, the institutional arrangements in the above-mentioned spheres
can shape the preferences of actors in a process of feedback loop.
However, the impact of one variable on others is not always as
straightforward as presented in the Gourevitch-Shini: variant. The
impact could vary according to the context — that is, it is not always
constant (see e.g. Goertz, 1994). The context can influence the relation-
ships between variables in a noncapricious ran:ier. To preview the
empirical evidence presented in Chapter >, the growing ownership
diffusion of companies translates into differerit consequences in France
and Germany. Privatization, liberaliza‘ion, the removal of barriers to
capital mobility, and the strategy.of nternational expansion of Anglo-
American institutional investors liav= all contributed to internationalize
the ownership structure of Freach and German companies and, more-
over, have led to increases i1 the free float of shares — albeit in an
unequal manner across fiims. But the impact of this development varies
between France and Ge<rinany. All but one French company with dis-
persed ownership and a free float over 95 percent have been targeted by
short-term-orienced institutional investors from the United Kingdom
and the United States. By contrast, several equivalent German firms
have not been targeted by short-term institutional investors. Why the
contrast? The argument presented in this book highlights the impor-
tance of context and the hierarchical relationship between variables. In
France, the decline of ownership concentration constitutes a major
positive development toward the implementation of strategies of share-
holder value that fit with the preferences of short-term-oriented inves-
tors. The concentration of power in the CEO and top management
makes it easier for French firms to implement in a unilateral fashion
strategies of shareholder value — a process facilitated by the relative
weakness of organized labor. In Germany, in contrast, the growing
diffusion of ownership is far from sufficient for the implementation of
strategies of shareholder value as compared to France. The stronger
position of organized labor entails a process of negotiation of the
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terms by which shareholder value is introduced (Hoepner, 2001; Deeg,
20054, 2010).

1.2 Contextualized Capitalisms, Contingent
Capital: The Argument

The institutional argument presented in this book highlights the impor-
tance of three interrelated factors for the study of change with a specific
focus on movements of concentrated short-term capital in French and
German equities. These three elements are: the importance of historical
developments that shape the settlements of conflict across advanced
capitalist economies; the hierarchical character of the relationship
among institutional variables in the process of causal complexity that
characterize the evolution of national systems of corposate governance
and that of political economies; and the importance ot the institutional
context through which change is mediated.

1.2.1 Historical Specificities of Conflict Set!“iiients

The first element emphasizes the cuecificity of important historical
developments through which advasiced capitalist economies settled
important conflicts — the role of the state in maximizing economic
growth while simultaneously distributing its benefits widely and mini-
mizing economic dislocaticas, the reconciliation of the working class to
private property and ihe capitalist mode of production, the manage-
ment of the transition irom a rural-based economy to one characterized
by the dominsnce of the tertiary sector, the higher expectations of
citizens with'inew sets of values, and the integration of religious forces
into a liberal democratic framework being the most important issues
confronted by policymakers (Berger and Piore, 1980; Berger, 1985;
Gourevitch, 1986; Iversen and Wren, 1998; Roe, 1998; Hall, 1999;
Kepel, 2004). The settlements of these conflicts, in turn, matters for
corporate governance since the achievement of social peace constit-
utes a prerequisite for nations to generate economic wealth (Roe,
2003: 1-10). However, the process of securing social peace diverges
across advanced capitalist economies given different historical develop-
ments around dissimilar struggles (Hall, 1984, 1986; see also Berger,
1979; Roe and Gilson, 1999). In regard to the topic of this book, I
argue that the most critical source of conflict is related to the choices
made by national labor organizations in France and Germany in regard
to the nature of their participation in the strategic direction of the firm.
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Institutional arrangements in the sphere of work organization, and
within the context of two EU advanced capitalist economies, matter
tremendously for the strategic direction of the firm in terms of corporate
governance. The greater attractiveness of French firms to short-term
investors relative to German corporations reflects the unequal distribu-
tion of authority between the two countries. French companies are
characterized by the relatively greater concentration of power at the
top of the managerial hierarchy that, in turn, makes it easier to imple-
ment strategies of shareholder value within a shorter time period and
thus provides an excellent fit with the preferences of short-term inves-
tors (Rebérioux, 2002; Goyer, 20064; see also Maurice et al., 1986; Sorge,
1991, 2005; Schmidt, 1996; Hancké, 2002). German firms, in contrast,
are characterized by the imposition of substantially greater institutional
constraints on managerial autonomy as well as by the rarticipation of
the workforce in important aspects of the decisicii-making process
(Maurice et al., 1986; Sorge, 1991, 2005; Thelen,-1951; Streeck, 1992;
Muller-Jentsch, 2003). The greater diffusion ol pawer inside German
corporations, in turn, stands in the way of a:apid and unilateral reorga-
nization of the firm and does not fit well with the preferences of short-
term investors (Rebérioux, 2002; Goyer, 2006a). The question then is
why are these two systems of corparaie governance characterized by
such significant institutional diffeiciices in regard to the distribution of
authority within companies.

The different responses of t:2de unions and labor organizations in the
first three postwar decade¢sn France and Germany have been influential
for the evolution of ihe distribution of authority in corporate gover-
nance. Differencesir; the strategic behavior of labor reflected the politi-
cal and econoruc contexts in which they were embedded, the specific
ideologies «of irade unions, and the character of policymaking as it
shaped the interaction between labor organizations and the state."® In

13 1 do not wish to argue that class conflict in France was driven exclusively by the political
choices of trade unions. Postwar settlements between capital and labor, although character-
ized by different terms, constituted important means of class reconciliation in Austria,
Britain, Germany, and Scandinavian countries. The French case, in contrast, is characterized
by the absence of historical compromises in the immediate postwar decades (Howell, 1992:
37-60). Collective bargaining was not institutionalized until the late 1960s, the position of
trade unions was legally weak at the firm-level, and leftish political parties were largely
excluded from power until the early 1980s. Moreover, employers have shown a constant
preference to maintain managerial authority inside the firm.

Nonetheless, the position of French trade unions is interesting in two regards. First, it
serves as an insightful point of comparison with Germany where trade unions encountered
managerial hostility in the first ten to fifteen postwar years. The development of the coordi-
nated character of the German economy did not emerge suddenly (Markovits and Allen,
1984; Thelen, 1991). Second, managerial hostility toward organized labor in France went
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France, trade unions have traditionally pursued, until the mid-late
1980s, a maximalist strategy characterized by the refusal to accept any
form of responsibility in the strategic direction of companies and in the
broader management of economic crises at the national level (Lange
and Ross, 1982; Ross, 1982; see also Howell, 1992). Issues associated
with the competitive strategy of companies, and the economic crisis at
the national level, were seen as being resolvable only in the form of
rupture with existing social and economic arrangements. Attempts to
play any form of role in the management of firms were seen as being
futile without broader socioeconomic changes. In the then French con-
text of the first four postwar decades, this choice made by labor organi-
zations translated into two strategies: promotion of the political
fortunes of left-wing political parties, and, more importantly, in terms
of lasting consequences, the reliance on the state for achieving specific
labor market outcomes. First, both of the two largest-T:ernich trade un-
ions, the Communist-oriented CGT and Socialist-1eatiing CFDT, have
devoted most of their efforts, at least until the imid-1980s, to promote
the political success of the Left either as sta::d-alone organizations or
as a joint force in the form of the Unien de‘la Gauche in the 1970s.
Their support for left-wing political part'es was not limited to the ballot
box, but was predominantly characterized by mass mobilization at
the national level in the form of ¢ series of periodic one-day strikes,
especially, but not exclusively, f:om the early 1970s onward (Ross, 1982:
51-5). These massive tactical ctrikes were designed to deepen working
class support for left-wing political parties and for specific measures —
but they also served as.a substitute for action at the firm level where
labor organizations were weak (see below). Nonetheless, the ultimate
aim of these mass public demonstrations went beyond the mobilization
of rank-and-iile.members; they were meant to highlight that labor
market actions constituted a temporary solution to the victory of the
Left at the ballot box. The politicization of French industrial relations
reflected the fact that the prime target of these rank-and-file movements
was the government itself — a situation that made it more desirable
as well as more difficult for French policymakers to scale back their
interventionist apparatus (Hall, 1984: 41-2; Hall, 1986: 185-91; see
also Levy, 1999).

through cycles. Most notably, the post-May 1968 context witnessed the emergence of a
reformist political class under Prime Minister Chalban-Delmas government which sought to
provide greater legal rights to organized labor at the firm level (Howell, 1992: 111-41). The
timing was poor as the two main trade unions — CFDT (Socialist-leaning) and the CGT
(Communist-affiliated) — joined forces in the wake of the electoral alliance between the
Socialists and Communists.
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Second, labor organizations in France pursued a state strategy solution
characterized by seeking intervention from policymakers to achieve
labor market outcomes they could not achieve on their own (Ross,
1982: 1-16; Sellier and Silvestre, 1986). The state was not only the
prime target of mass mobilization by trade unions, it was also the source
of relief from labor market outcomes that eluded them due to their
weakness at the shop floor level. The focus on capturing the state high-
lighted the specificity of the pattern of economic policies in France in
the first four postwar decades that translated into important incentives
for labor organizations to focus on the state. The distribution of power
among groups implicit in the organization of capital, labor, and the state
resulted in French policymakers having significant powers and inter-
ventionist tools — thereby highlighting the appeal of the state strategy
solution (Hall, 1984). Following the economic stagnaticn of the Third
Republic (1870-1940) characterized by a neutral but-wezk state which
could do little more than observe profound cleavages (1ioffmann, 1963),
the French economy embarked on a path of state-led growth (Hall,
1986: 139-91). Among the panoply of poli<;7 apparatus of the French
state was a meritocratic set of elites in the civil service formed at state
schools (ENA, Polytechnique) inculcated with a sense of strategic pur-
pose and responsibility for the perfeaimance of the French economy, a
Ministry of Finance (and Treasury,-in charge of fiscal and monetary
policy and with significant contiol over the actions of the central
bank, and a system of indicative planning whereby resources could be
allocated to sectors dee‘ned crucial for the growth of the economy.
Perhaps more importanit was the organization of the financial system
that enabled policyimakers to exercise significant influence over the
allocation of frads' (Zysman, 1983; see also Hall, 1984: 29-33). On the
one hand, the French financial system was characterized by the heavy
dependence ¢f firms on debt credit (i.e., bank loans). The ratio of exter-
nal sources of finance (debt/equity capital) was not only heavily tilted
toward bank loans; the internal sources of finance (retained earnings)
were limited, thereby distinguishing France from Germany - another
bank-based economy (Mayer, 1988; Loriaux, 1991; Bertero, 1994; Cor-
bett and Jenkinson, 1996). On the other hand, the state was able to gain
preponderant influence over the banking sector as a result of several
factors: the three largest banks had been nationalized after the war,
several quasi-public financial institutions had specific mandates that
fitted with the priorities of the state-led growth strategy, selective credit
ceiling policies were implemented as a tool to contain inflation, and the
central bank was extremely generous in its rediscounting policies in
order to enable financial institutions to provide long-term loans to the
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industrial sector (Morin, 1974; Bellon, 1980; Loriaux, 1991; Goodman,
1992).

The focus on the state could be interpreted as perfectly logical given
the importance of the actions of policymakers over important out-
comes. For instance, policymakers possessed significant leverage over
resources that had an indirect and direct bearing on firm profitability:
the workings of the financial system provided firms with external finan-
cial resources for investment projects; state policies in the areas of price
controls, procurement policies, and exchange rates impacted directly on
the balance sheet of companies (Levy, 1999: 234-92; see also Saint-
Etienne, 1996). The focus on capturing the state, even if trade unions
aimed at a profound transformation of the French economy, was further
incentivized with the consolidation of the political syster under the
Fifth Republic (Suleiman, 1978, 1994; see also Clift, 209s). The state
strategy focus also fitted well with the ideological intcipretation of the
role of the state in the then specific French variety or capitalism. The
political consolidation of the political system cornbizied with the ability
of policymakers to influence economic outccimes led trade unions, the
Communist-oriented CGT in particular, o develop an interpretation of
the French economy based on the Marxist ‘State Monopoly Capitalism”
theory (Lange and Ross, 1982: 247-5). The state apparatus was, then,
crucial to the mode of accumulatios.

Nonetheless, the state strategy.solution, while it did bring at times
some immediate benefits to'tzcde unions, ultimately further weakened
labor organizations at the izvm-level. The first issue is that the politiciza-
tion of French industiial telations took place at the expense of the labor
market activities ana firm-level capabilities of organized labor. French
trade unions dist no¢ seek to build, and possibly extend, their influence
over the shep ficor. They rather sought to promote the electoral victory
of left-wing-oriented political parties. The activities of labor organiza-
tions were geared toward the political arena for national symbolic and
electoral purposes since the French capitalist economy was seen as
impossible to reform in its current parameters with the consequence
that “this process diverted the attention of workers upwards, away from
the shop floor towards very general economic concerns, and outwards,
towards politics. In essence, such a strategic course had the effect of
undermining the capacities of rank-and-file workers at the point of
production” (Ross, 1982: 54). The activities of trade unions at the
level of the firm essentially focused on wage increases in order for
employees to maintain their purchasing power (Linhart, 1991). Labor
organizations were not interested in issues of training and skill of the
workforce until the mid-1980s (Sellier and Silvestre, 1986: 203-7). They
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rather relied on the rigid system of job classification as a source of
protection against managerial intrusion. This strategic orientation
took place in a context of weakness at the firm-level and was character-
ized by a rhetorical posture put in extremely general economic terms.'*
The Communist-oriented CGT developed a “State Monopoly Capital-
ism” theory of the French economy with an assessment of the economy
based on the French-specific state-centered mode of accumulation
embodying its basic internal contradictions (see above). The Socialist-
leaning CFDT also couched its assessment of the French economy in
Marxian vocabulary, but sought to promote workers’ control (autoges-
tion) as a solution to the contradictions inherent in capitalism (Ross,
1982: 29-34). Nonetheless, the respective visions of both trade unions
were highly abstract and removed from immediate issues related to the
operation of the shop floor. They further contributed tc tire view that
significant changes would come from outside the activities of the firm.

The second issue with the state strategy solution is ttiat the state is not
a neutral actor in French industrial relations. r'i= actions of policy-
makers contributed, although inadvertently at times, to the weakness
of trade unions.'® The undertaking of <ome policies was meant to
compensate for the relative weakness ¢f trade unions at the firm-level.
However, policymakers often preferzed to undertake such policies them-
selves rather than providing labar Organizations with the institutional/
legal/organizational capacities tc perform them. French policymakers
have been fearful of the conscquences of unfettered market forces, but
have also refrained from providing social partners, especially trade un-
ions, with significant powers (Sellier and Silvestre, 1986; see also Levy,
1999). For instance, policymakers have sought to increase predictability
at the workplace through the “most representative union” clause
whereby ceritracts signed by one such union could be made compulsory
for all employees within the firm or at the industrial level; and by giving
large unions a monopoly on proposing candidates in the first round of
elections for workers’ councils.'® The consequences of these policies
have been unanticipated. The largest two trade unions (CGT, CFDT)
have generally refrained from signing agreements partly out of ideologi-
cal opposition while smaller, but still representative unions, have been

4 Moreover, the absence of institutionally sanctioned dues check-off procedures meant
that the membership of trade unions fluctuated significantly and that members had to be
constantly re-recruited thereby further weakening unions (Ross, 1982: 20).

15 See Sellier and Silvestre (1986) for an overview of this thesis.

16 A second round of elections for works councils in French firms is required only in the
absence of a quorum - that is, where the total of votes cased in the first round is inferior to
half of the registered eligible employees.
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more proactive and more involved in wage bargaining with employers.
France’s largest two trade unions experienced a decline in legitimacy as
well as a hold on seats on works councils as workers increasingly consid-
ered the actions of smaller unions (and of nonunion bodies) to be more
realistic (Lange and Ross, 1982: 273-4; Sellier and Silvestre, 1986: 184-7;
Goetschy and Rozenblatt, 1992). The ideological posture of the largest
two trade unions has also been (inadvertently) encouraged by another
state policy, namely the practice of legal enactment. The latter refers to
the passage of legislation by the French parliament in the event of
nonagreement on important issues at the national level — such as the
level of unemployment compensation. The practice of legal enactment
has often served as a substitute for the collective bargaining process but
with the consequences of further driving away trade unions from
assuming responsibility in the management of economic affairs at the
firm level as well as sharpening the lack of incentives.for workers to
become union members (Sellier and Silvestre, 1926:174-8).!7 These
examples highlight the importance of state autcnasity in French indus-
trial relations (see also Howell, 2006).

I issue one final comment on the Fren:h-case. The political maxi-
malist strategy of trade unions has 1>ft profound imprints on the
French political economy despite 4tz _abandonment since the mid-
1980s. The disillusionments asscciated with the Socialist experiment
of the first Mitterrand governmenu have brought into sharp relief the
limitations associated with the state reliance strategy in terms of
achieving market goals. Labor organizations have broadened their
interests and have enbraced firm-level goals — such as training. None-
theless, the shift iz poiitical attitudes of labor organizations in France
toward the stats an< the market has not led to the introduction of the
nonmarket-fonrs of coordination that are prevalent in coordinated
market economies. The transformation of the French economy since
the mid-1980s has been characterized by the growing importance of
market mechanisms (Hall, 2006). This outcome is partly related to the
timing of the transition process. Faced with ballooning budget deficits
and the lack of competitiveness of domestic firms, policymakers chose
to provide firms with greater strategic autonomy and reaffirmed their
commitment to the European Monetary System rather than pursuing
reflationary policies behind protected borders (Hall, 1986: 192-226).

17 The structural features of the minimum wage in France have also served as a substitute
to the collective bargaining process in France. A significant proportion of wages in the French
economy is linked to the minimum wage with the consequences that increases in the latter
are also reflected in the remuneration of employees with higher salaries.
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Moreover, French policymakers pursued a specific monetary policy
based on the achievement of firm competiveness through disinflation
(Lordon, 1998). High real interest rates and the disindexation of wages
from prices were meant to enable French companies to underbid their
rivals.

The transformation of the French political economy is also deeply
structural and extends beyond the characteristics of the mid-1980s
context when policymakers had to orchestrate some form of strategy
away from dirigisme. The context of the transition seriously constrained
the ability of policymakers, but its importance has receded over time.'®
An important structural issue standing in the way of the introduction of
coordinated market mechanisms is the absence of institutional capaci-
ties by actors to engage in strategic relationships at various levels:
employer associations are not able to target wavering firms with the
provision of information that would convince them-tc iavest in voca-
tional training (Culpepper, 2003), regional governmetics do not possess
the institutional capacities to encourage local actors to collaborate
(Levy, 1999), business associations have pertdically experienced inter-
nal conflict between large and small companies (Woll, 2005), and the
ability of trade unions to serve as equa’ irerlocutors inside companies
had been inadvertently curtailed bystace policies precisely designed to
compensate for their weaknesses (3=liter and Silvestre, 1986). The devel-
opment of mechanisms of strategic coordination constitutes a far more
difficult task than the distontlement of existing policies (Soskice,
1999). Moreover, the inwnduction of institutional arrangements in
coordinated market =canomies has often been the result of fortunate
events or was undervaken for radically different reasons than their cur-
rent uses (see Thelen, 2003, 2004).

The German <ase, in contrast, is characterized by significant differ-
ences in the strategic behavior of labor organizations embedded in
historically specific political and economic contexts. The ideologies of
trade unions, and the character of policymaking that shaped the inter-
action between labor organizations and the state, resulted in significant
constraints on managerial autonomy regarding the distribution of
authority at the firm-level. In the negotiation of the postwar settlement,
German trade unions sought to extend control at the shop floor via the
Codetermination system (Markovits and Allen, 1984; Thelen, 1991,
2004; Kotthoff, 1998). Labor organizations aimed at full participation
in economic decision-making at the firm-level along nonpartisan and

18 For instance, French employers rediscovered in the mid-1990s the limits on their
autonomy from the state with the introduction of the 35-hour week (Trumbull, 2002).
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industrial lines. The Weimar experience has been influential in two
respects: the advent of formal political democracy and the focus on
securing victory at the ballot box have not been sufficient for the full
democratization of society; and divisions between competing, politi-
cally oriented union confederations weakened the labor movement as
well as constituted a source of division at the plant level between
employees with variations in skills. The post-1945 strategic choice of
aiming at taking responsibilities for the management of the firm con-
trasted sharply with the decisions of British trade unions who concep-
tualized union power in the form of autonomy in the collective
bargaining process (Bornstein and Gourevitch, 1984) as well as with
the state-centered strategy of trade unions in France (Lange and Ross,
1982; Ross, 1982).

However, the objective of seeking voice and influenc> at the shop
floor level was initially framed within a much broadez: set of demands
characterized by full participation in economic decisiun-making at all
levels of society — not simply at the firm-levei. Ttade union leaders
sought to transform relations between cauital and labor not only
through extensive legal rights at the firm-level but also via their involve-
ment in state-orchestrated economic planning, socialization of key in-
dustries, and participation in naticnal-pased economic councils that
would pursue employment friendiy monetary policies (Markovits and
Allen, 1984: 94-100). These objectives were not achieved. The postwar
position of Germany in th<-international system strongly militated
against the implementaticn: of the most radical demands of labor un-
ions. In countries wheue the electoral victory of the forces of the Left was
credible, France and ltaly, the policy of the United States in interna-
tional monetar;  offairs was guided by the political goal of containing
Soviet influeiice rather than imposing monetary discipline (Cohen,
1977; Loriaux, 1991). Germany was in no such position of autonomy:
the Communist (and National-Socialist) party was banned and the
Bundesbank was given significant independence. The point was not
simply to impose penalties on Germany for its behavior in the interna-
tional system but also to avoid a repeat experience of the inflationary
explosion of the early 1920s. Moreover, postwar Germany was located at
ground zero in the Cold War - thereby further highlighting its impor-
tance for the United States and the rest of Western Europe. The conse-
quence was that the demands of German labor organizations were
issued within a specific distribution of power among capital, labor, and
the state (Hall, 1984, 1994). Policymaking in the German postwar set-
tlement, and beyond on some issues, took place in a context character-
ized by the strict division over fiscal and monetary policy between the
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Ministry of Finance and the Bundesbank, thereby limiting the incen-
tives to “capture” the state.'® Labor organizations had to deal with the
prominence of a deflationary bias within the central banks that, in an
unintended manner, acted as a conducive factor for wage coordination
(see Hall and Franzese, 1998).

Nonetheless, German labor organizations were able to achieve success
in the introduction of Codetermination — the detailed legalistic and
overarching framework that has provided for the participation of em-
ployees in the strategy of the firm. The system of Codetermination
operates at two levels: the representation of employees on the board of
directors and the legal rights provided at the company level through the
works councils. The 1976 law on Codetermination extends to equal
representation for employees and shareholder-elected directors on the
supervisory board - the previous legislation (Works Conctivation Act of
1952) only assigning one-third of the seats to emplcy<es. The second
aspect of Codetermination rights refers to the firmz-level works councils
that possess extensive legal rights with variatior1 actoss issues: the legal
participation rights of works councils are stiong in social matters,
weaker over personal issues, and modesi 1" economic and financial
matters.?’ The introduction of firm-level works councils in 1952 initially
constituted an attempt by conservative Holicymakers to circumvent and
weaken trade unions since counciicis are legally required to represent
the interests of employees whiie simultaneously preserving cooperative
relations with management ~ ‘or instance, works councils cannot initi-
ate strikes and other simi'ar torms of industrial action. Nevertheless, and
quite soon after the pasiage of the 1952 legislation, trade unions “colo-
nized” the works couricils via an active and successful campaign to fill
seats with theiz (w1 members (Jacobi et al., 1992). Nonunion represen-
tatives have G cupied a minority of seats on works councils.?!

The institution of works councils has been crucial for the involvement
of labor organizations in the strategy of German companies. Firm-level
works councils have provided employees with significant influence
over many aspects of work reorganization — such as the introduction
of new technologies, investment decisions, and the design and imple-
mentation of firm-level internal flexibility (Markovits and Allen, 1984:
153-69; Thelen, 1991: 209-14; Fuchs and Schettkat, 2000). Moreover,

19 Moreover, the pivotal position of the FDP in the political system also dampened the
attractiveness of the state solution strategy.

20 prigge (1998: 1013).

21 Moreover, and in comparison to France, nonunion candidates can run on the first
round of elections for seats on works councils.
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the institution of works councils has been a stable source of influence in
the face of changing political and economic conditions. On the political
side, the participation of labor in the process of adjustment of firms has
been independent of the composition of governments — a situation that
contrasts sharply with the importance of the Social Democratic party
(SAP) in Sweden (Thelen, 1993).

On the economic side, the influence of labor has been maintained in
the context of a major shift in the relative power between national
unions and firm-level works councils. The increasing volatility of mar-
kets and the need to adjust quickly has increased the prominence of
firm-level works councils and reduced the importance of national
unions — under a stable institutional framework (Thelen, 1991: 16-21;
Muller-Jentsch, 1995, 2003). The newly acquired prominence of firm-
level works councils reflects the rise in the importance of {le:ibility. The
advent of flexibility is a response to the economic problems faced
by advanced capitalist economies since the mid-1970s.1ts introduction
is associated with the decline of fordism as a mcde «t production (Piore
and Sabel, 1984). The fordist model was bas<d on mass production of
standardized goods whose demand was sustained by expansionist
Keynesian policies and by the power Of labor to secure constant in-
creases in real wages (see Boyer, 1982: 3-25). Moreover, it was viable
since a virtuous circle existed betwszn increasing domestic consump-
tion and production. In other ‘weids, productivity levels kept up with
rising real wages. However, *1i® model ran its course with the growing
ineffectiveness of Keynesian policies in increasingly trade-dependent
and financially liberaiized Western economies that, in turn, forced gov-
ernments to turn to supply-side economic policies in order to stimulate
growth (Garrett-and Lange, 1991; Scharpf, 1991). The new (and current)
economic regime rorces firms to deal with the permanently higher levels
of uncertainty associated with rapidly shifting demand (Streeck, 1987).
In this context, managers have sought to redesign the production pro-
cess in order to improve their ability to adjust rapidly to numerous and
unexpected changes in a host of markets. The volatility of markets has
led to uncertainties of demand that, in turn, affect the demand for labor.
Management seeks to respond in a highly flexible manner since there is
a high premium placed on the ability of firms to adapt quickly to
constantly changing uncertain markets.>> The exhaustion of fordism
as a model of production provides both constraints and opportunities
for firms to implement flexibility. The legal anchoring of the system of

22 See Sorge (1985) for an early exposition of this argument.
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Codetermination has provided the basis for flexibility in the dual system
of industrial relations that, in, turn, has enabled employees to negotiate
the terms of adjustments at the plant level since the mid-1970s (Thelen,
1991, 2004).

The latest development in the story of Codetermination is related
to how it has mediated new developments in German corporate
governance - such as the decline in bank monitoring, the rise in the
importance of equity-based finance, and the opening of the market for
corporate control (see Jackson, 2005a: 246-9). Detailed case studies and
empirical studies have highlighted the negotiated, and politically con-
tested, processes by which practices of shareholder value have been
introduced (Hoepner, 2001; Fiss and Zajac, 2004). Their introduction
by German companies did not represent the unilateral -assertion of
managerial authority. The incorporation of employees i the decision-
making process in regard to decisions related to shareialder value prac-
tices has meant that they were able to significantly-intiuence the design
of their content and the terms of their implementation (Hoepner, 2001;
Jackson et al., 2005). For instance, several-German companies have
sought to focus on a more limited number-of activities and reshape
the relationship with their suppliers in oider to remain competitive in
world markets (Herrigel, 2008b, 2014 _owever, the new focus on core
activities significantly differed fcoriz the process by which American
firms broke up conglomerate: in. the 1980s especially in regard to
employment issues. A little Over half of the 100 largest German compa-
nies have negotiated in the second decade of the 1990s a “location
agreement” or “empicvment pact” with their works councils in the
last five years (Streeck, 2001: 204). These negotiated agreements entail
the trading of wages for job security for two to four years — even if units
of the firm @i~ cold off. A little fewer than twenty firms of the largest
100 have alsu included specific investment plans for the next two to
four years in exchange for more flexible work shifts and for a reduction
of company premiums and wages (Kotthoff, 1998; Streeck, 2001: 205).

1.2.2 Hierarchical Character of Institutional Variables
in Complex Causation

The second building block of the argument presented in this book
highlights the hierarchical character of institutional variables embedded
in a process of complex causation, that is, some causal variables matter
more than others at specific points in time within a given context.
Qualitative, case study-oriented research is particularly well suited to
the analysis of the phenomenon of complex causation inherent in
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processes of historical sequences — the settlements of political conflicts
in French and German corporate governance constituting two great
instances of complexity. The importance of causal complexity is increas-
ingly seen by social scientists as an essential feature of political
and social life since outcomes of interest have usually more than a
single cause, and are generated by the interacting and combined effects
of causal-institutional variables (Hall, 2010a). Qualitative-oriented
research is ideally placed for addressing issues where outcomes result
from the intersections of conditions, thereby highlighting the impor-
tance of multiple and conjunctural causes in phenomena of complex
causation (Ragin, 1987). Conversely, standard regression analysis
and statistical techniques are less suited to the analysis of phenomena
of complex causation despite the increased sophistication cf regression
analyses. Quantitative analyses can indeed cope with inteaction effects
between variables (see Braumoeller, 2003; Gordon ziid Smith, 2004;
Braumoeller and Kirpichevsky, 2005). This is not fthe i1ssue. Rather, the
shortcomings in the use of quantitative analyses ¢ the study of com-
plex causation are the following: first, an assumption of statistical ana-
lyses is that causes are additive thereby leacling to the assertion that the
effect of a cause is similar across all other contexts regardless of the
values of other causal variables (see Pasir, 1987: 32-3). Causal complex-
ity takes many forms: conjuncturai causation (Ragin, 1987), substitut-
ability (Braumoeller, 2003; Ragit;, 2006), necessary and sufficient
conditions (Braumoeller ar.G-Goertz, 2000), institutions as barriers
(Goertz, 1994), INUS cor:drtions (Mackie, 1965; Lieberson, 1991), and
SUIN conditions (Mationey et al., 2009). What all of these forms of
causal complexity have in common is that the impact of the indepen-
dent variables =1 tae dependent variable, though cumulative, is not
additive acros: cases and contexts (Braumoeller, 2003: 212). Second,
and building on the previous point, quantitative analyses assume unit
homogeneity in the sense that a change in the value of the independent
variable is assumed to result in a change in the value of a dependent
variable of the same magnitude across all other cases (see Hall, 2003: 381-
3; Hall, 2010a: 5-9). Third, the conceptualization of causation differs
sharply between qualitative and quantitative approaches with significant
consequences for the process by which causal inferences are asserted, that
is, the extent to which one (or several) variable (x) exerts a causal effect on
the dependent variable (y) (Mahoney and Villegas, 2007; Mahoney, 2008;
Mahoney and Terrie, 2008). Qualitative researchers seek to uncover
the specific values taken by the causal variables that generated the occur-
rence of an outcome of interest. The identification of the particular
causes in specific cases is crucial since complex causation entails the
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presence of multiple or conjunctural causal variables — that is, different
conditions combining in specific or different ways. Quantitative research-
ers, in contrast, seek to estimate the average effects of a hypothesized
independent variable across a large number of cases rather than specifying
its impact in a specific context/situation. The aim is to generalize from an
assessment of the average causal weight of independent variables within a
large-N sample.

The importance of causal complexity figures prominently in the anal-
ysis of the investment allocation of short-term investors in France and
Germany. Several factors shape the flows of short-term funds in the two
countries.?® The organization of this book is structured around the in-
sights of two institutionally based theoretical perspectives: law and
economics and VoC. The selection of these two perspectives is moti-
vated not only by their importance in studies of comparative corporate
governance (see Gourevitch and Shinn, 2005: 27-94j but also reflects
different critical evaluations of the investment process of institutional
investors. The law and economics perspective eitiphasizes the impor-
tance of corporate executives choosing to imyleiment strategies of share-
holder value over seeking to secure privete-benefits of control at the
expense of minority shareholders. Institutional arrangements that pro-
tect the rights of minority shareh<!ders are seen as crucial for the
provision of incentives toward siiayznolder value-enhancing strategies
(Shleifer and Vishny, 1997; Lapona et al., 2000). The VoC perspective,
by contrast, highlights the‘uz pact of institutional frameworks on the
process by which firms Ceordinate their activities. Advanced capitalist
economies are distinguisned by their specific configuration of institu-
tional arrangements that translate into divergent distributions of
authority at the fiim-level (Hall and Soskice, 2001; see also Maurice
et al.,, 1986; Culpepper, 1999; Soskice, 1999; Gourevitch and Shinn,
2005; Sorge, 2005). The focus of this perspective is on the ability of
corporate executives to implement specific types of strategies of share-
holder value — not merely whether corporate executives have interna-
lized the importance of financial market considerations and share price
appreciation (see Goyer, 2007).

3 Studies by financial economists have pointed out the range of possible actions of
institutional investors. For some, the strategy of activist short-term funds is geared toward
targeting more financially profitable and healthy firms with large cash flows and high
dividends (Klein and Zur 2009). The aim is to force portfolio companies to release dividends
and/or proceed to share buybacks. In contrast, others have emphasized how funds select
undervalued firms with potentially superior growth potential and push for the implementa-
tion of strategic and operational changes (Brav et al., 2008).
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The importance of institutions as a critical independent variable has
been prominent in the social sciences. From the early days of fixed cross-
national institutional differences impacting on outcomes, institutional
analyses have become more sophisticated and open to alternative perspec-
tives. Scholars working with an institutional perspective rarely advance the
notion that only institutions matter for outcomes. For some, institutions
are mid-level variables that act as a midrange theory between state-
centered and society-centered analyses (see Hall, 1984, 1986; Thelen,
2004). Institutions matter because they independently shape the distribu-
tion of power among actors (Berger, 1981). For others, institutions are part
of a phenomenon of complex causation whereby an outcome results from
potentially different combinations of conditions (see Lieberson, 1985;
Ragin, 1987; Mahoney, 2004). Institutions might be critical independent
variables but they are never the sole cause of outcomes sii'ce. they result
from the presence of combinations of conditions (Hall, 2019a).

The analysis of the disparities of asset allocation by short-term inves-
tors in France and Germany builds on these irisatitional analyses in
a specific way. The focus on institutions as pz:t ot a process of complex
causation is methodologically sound “but.--obscures an important
issue, namely the relative weight of ‘difterent causal factors. Insti-
tutions are shown to be causally irap.ortant but no assessment of the
relative strengths of different cowntinations of variables is attempted
(Goldthorpe, 1997: 7). This ‘issue is particularly important since
advanced capitalist economic:s have been responding in different ways
to exogenous and endogerious challenges (Hall, 1999, 2007; Borsch,
2007; Hall and Thelen,-2009). The protection of minority shareholders
(law and economics) and the ability of corporate executives to imple-
ment strategies 0f shareholder value (VoC) constitute important vari-
ables influenicing the investment allocation of short-term-oriented
institutional investors, but is one more important than the other?

I argue that the VoC perspective offers greater, but not exclusive,
insights into the complex causation process of the investment alloca-
tion of short-term investors in France and Germany than the institu-
tionally based law and economics perspective. First, the institutional
basis for the coordination of activities at the firm-level in the two
countries differs substantially (see Maurice et al., 1986; Sorge, 1991,
2005; Culpepper, 1999, 2003; Hancké, 2002; Whitley, 2003). The coor-
dination of activities is shaped by firm-level institutional arrangements
that result in different restructuring strategies. In particular, the
VoC perspective highlights how workplace organization in France is
characterized by the concentration of power in top executives that, in
turn, provides for a better fit with the preferences of short-term
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investors. The weakness of organized labor inside the firm facilitates the
implementation of short-term oriented restructuring schemes. In con-
trast, the institutional arrangements of large German companies pro-
vide employees with voice and quasi-veto power over important
corporate decisions. The coordination of activities in German firms is
characterized by the involvement of the bulk of employees, thereby
resulting in lengthier negotiations. The implementation of strategies
of shareholder value in Germany does not fit well with the short-term
horizon of impatient investors since they have to be negotiated with the
workforce. Thus, firm-level institutional arrangements identified by the
VoC perspective matter since they provide top management with
diverging capacities to implement shareholder value-oriented restruc-
turing schemes within a short-term horizon (Goyer, 200£4). In other
words, VoC-type institutional arrangements of workplac= crganization
directly impact on the value taken by the dependentvariable.

Second, the contribution of the VoC approach also shape the distri-
bution of necessary/sufficient conditions acros:-advanced capitalist
economies, thereby illustrating the impo:-aiice of the context in
which political and social life occur. The-investment allocation of
short-term investors is embedded in a ‘p1ocess of complex causation —
but what is necessary/sufficient to-;.roduce change is asymmetrically
distributed in a noncapricious mas:ier across economies.>* Outcomes

2% The use of the concept ¢t n~cessary/sufficient conditions and the nature of causal
inference presented in this.bac:: should be understood in heterodox-probabilistic terms,
not in a deterministic fasiicn (Mahoney, 2008: 415-20; see also Lieberson, 1985, 1991). The
latter refers to attempts to infer the existence of a causal relationship through the presence of
correlations between twi variables. Working through elimination, the researcher seeks to
uncover which irideper.dent variable covaries with the dependent variable across a small
number of cascs —.and which independent variables do not. The implication is that the
presence of a given factor that covaries with the dependent variable across all cases will
produce the specified outcome when present (see Mahoney, 1999, 20005, for a critical
review). A heterodox-probabilistic understanding of causation, by contrast, is more modest.
It stipulates that the impact of a given factor, when present, is greater for the occurrence of a
specified value on the dependent variable as compared to other factors. Moreover, the
hetereox-probabilisitc understanding of causation presented in this book is not based on
the notion of “probability raiser” whereby the presence of a specified value on a variable
increases the probability that an outcome will occur (see Gerring, 2005, for a presentation of
causation as probability-raiser). Causation can take place without probabilistic dependence —
X causes Y to happen, but it did not increase the probability of Y to happen (Menzies, 1996).
The impact of X (or non-X) on the dependent variable remains the same before the event
(potential) and after the event (actual). The impact of X on Y should be compared to the
impact of Z (not the counterfactual of non-X) on Y. For the argument presented in this book,
the concentration of power in top management (VoC-type institutional arrangements of
workplace organization) and the presence of ownership diffusion (law and economics focus’
on protection of minority shareholders) increase the likelihood of being targeted by short-
term institutional investors — but the former is substantially more influential than the latter
in this process.
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are the result of different combinations of conditions across advanced
capitalist economies. The firm-level institutional context of the French
and German economy provides for variation in the relationship
between the law and economics perspective and the investment alloca-
tion of short-term investors. From the law and economics perspective,
the investment allocation of short-term investors is primarily driven by
the quality of institutional arrangements that protect the rights of
minority shareholders (Laporta et al.,, 2000). The prediction of this
perspective is that the presence of ownership diffusion constitutes the
most important and determining factor for the introduction of strate-
gies of shareholder value in France and Germany - corporate law in the
two countries is better at lessening agency costs driven by managerial
opportunism than at curbing the value destroying actions.of the large
shareholder (Schmidt, 1999; Roe, 2002; Enriques and Voipin, 2007).
However, the relative weight of the law and econonzics perspective in
the overall complex causation through which shoii-term investors
acquire equity stakes in French and German «cCciporations is not as
important as that of the VoC perspective. The relationship between
the presence of ownership dispersion (the favorite scenario for the law
and economic perspective) and the investinent allocation of short-term
investors differs across the two casec: .it'is positive in France since the
quasi-totality of companies with cvrnership diffusion have been tar-
geted by short-term investors; it is weaker in Germany given that several
corporations with ownership @itfusion have not been targeted by these
same impatient investors. The presence of ownership diffusion consti-
tutes a quasi-sufficient-<ondition for being the recipient of a concen-
trated investment steke by impatient investors in France, but not in
Germany. The disarpearance of large shareholders in France constitutes
the removal oi a.major, and perhaps the remaining, stumbling block for
the implemeritation of short-term-oriented strategies of shareholder
value given the concentration of power in top management.?® By con-
trast, the strength of organized labor at the firm-level in Germany
explains why the removal of large blockholders in Germany does not
result in managerial autonomy to quickly implement strategies of share-
holder value. This autonomy is blocked by the strength of organized
labor at the firm-level. The VoC institutional context influences the

25 Moreover, the pluralities of French and German firms targeted by Anglo-Saxon institu-
tional investors are characterized by ownership concentration - the least likely scenario for the
law and economics perspective, given the legal arrangements of shareholder protection in the
two countries (see Chapter 3). In other words, legal arrangements of protection for minority
shareholders do not constitute a necessary condition understood in heterodox-probabilistic
terms as being the recipient of a targeted investment stake by short-term-oriented funds.
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nature of the relationship between variables. The presence of a similar
value on a specific variable — ownership diffusion - has different effects in
two institutionally distinctive economies, namely France and Germany.
In other words, the presence of ownership diffusion does not constitute a
sufficient condition understood in heterodox-probabilistic terms in
Germany reflecting a missing element, namely the concentration of
power in top management. The methodological implication is that the
relationship between variables in the process of causal complexity is
characterized by the hierarchization of institutions. The presence of a
specific value on the hierarchically superior causal variable (i.e., concen-
tration of power in top management) is paramount for the magnitude
effect of the other variable (ownership diffusion) to occur. The relation-
ship between these two causal variables is not symmetrical; it is one of
hierarchical interaction.

Moreover, the nature of the interaction between the tvvo causal vari-
ables in this study - institutional arrangements of woikplace organiza-
tion and of legal protection of minority sharehcidaess — should be seen as
specific to the comparison between France 2::d sermany regarding the
investment allocation of short-term investors: The institutions of work-
place organization constitute the moct ‘tnportant, but not the sole,
causal variable to account for the-murked preference of short-term
investors for French companies over their German counterparts by a
ratio of 2 to 1. The generalizaticr: of this argument to other contexts
should also incorporate the-full range of interacting variables. The
method of concomitant variation, seeking to infer causality between
values on ordinally 1aeasured causal and dependent variables based on
the degree to which a phenomenon is present, is useful in this regard
(see Mahoney, 2000b: 399-406). The value taken by the institutional
arrangement i legal protection of minority shareholders against occur-
rences of mariagerial opportunism (first causal variable) is high in France
and Germany - reflecting the importance of legal reforms in recent years
(Cioffi and Hoepner, 2006; Tiberghien, 2007). The value taken by the
degree of concentration in top management associated with the institu-
tional arrangements of workplace organization (second causal variable)
is high in France and low in Germany, thereby significantly contribut-
ing to the gap in the investment allocation of short-term investors in the
two countries.

The incorporation of the American case in the setting of the method
of concomitant variation strengthens this claim. The American system
of corporate governance is characterized by the presence of high values
on institutional arrangements of legal protection of minority share-
holders and on the concentration of power in top management — and
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Table 1.1. Concomitant Variation: Causal Variables and Investment Allocation
by Short-term Investors

Legal Concentration of Ability to

protection power dismiss Investment
Germany High Low Low Low
France High High Low >2 as Germany
United High High High At least >2 as
States France

also on some other important legal features that matter for the imple-
mentation of strategies of shareholder value, such as the ability of firms
to quickly dismiss employees (third causal variable) (OECD, 1999) (see
Table 1.1). The absence of significant legal constraints on thie numerical
shifts (external flexibility) to the composition of the wozrlioice fits with
the preferences of short-term investors (Capelli et al.[ 1997; Farber and
Hallock, 2009). In turn, the presence of different values on these three
causal variables for France, Germany, and the Uritcd States is associated
with different values on the dependent variab'e. Data on blockholding
acquisitions by hedge funds in American cemipanies from 1998 to 2005
is slightly inferior to an average of oneyper firm and, therefore, illustrate
that the presence of short-term imvostors in American companies is
significantly superior as compai>d vo their investment allocation in
the French market (Clifford, 2008: 326).2° The method of concomitant
variation highlights the draportance of institutional arrangements
of workplace organization for the comparative study of France and
Germany - but also'provide for the limits on the generalization of the
claim to other contexts.

Finally, the anraivsis of the relative weight of the insights associated
with the law/and economics approach versus those of the VoC perspec-
tive should not be interpreted as a paradigm war between two theories
made to be tested against each other. Rather, it has been designed to
capture the importance of causal complexity in social sciences (see e.g.
Braumoeller, 2009: 241). The simultaneous analysis of complexity and
hierarchy between causal variables is crucial to capture the respective
contributions of the law and economics and VoC perspective for the
value taken by the dependent variable, namely the marked preference
for French companies by short-term investors. The insights of the law

26 1t should also be noted that the data on American firms does not incorporate acquisi-
tions above the 5 percent threshold by actively managed mutual funds from 1998 to 2009
and by hedge funds from 2006 to 2009 - thereby highlighting the magnitude of the
investment allocation of short-term investors in the United States.
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and economics approach do matter even if their relative weight in
accounting for the disparities of investment allocation of short-term
investors is not as great as that of the VoC perspective. The hierarchi-
cally inferior position of the law and economics perspective implies that
the variable possesses less importance in terms of accounting for the
presence of the dependent variable in the current period. The hierarchy
between institutional variables presented in this book reflects the
uneven patterns of change across advanced capitalist economies,
namely that changes in corporate governance have been more promi-
nent than the evolution of institutional arrangements in employment
relations and skill formation. The long-standing institutional differ-
ences in the organization of work in France and Germany did not
prove significant to questions of corporate governance. before the
mid-1990s. France and Germany constituted two advenced political
economies where the importance of shareholder valuc.in the strategic
direction of companies was previously marginal. Developments in the
early to mid-1990s in the sphere of corporate goveinance transformed
the “dormant” character of institutions of wark organization. Legal re-
forms to protect minority shareholders.and- the spread of ownership
diffusion starting in the mid-1990s, previc usly preceded by the removal
of capital controls and the decisicr by Anglo-American institutional
investors to diversify their investini=iit allocation beyond their national
borders, have been more impressive as compared to the relative stability
by which companies build their innovative competencies.?” Policy-
makers have found it easicr, and even highly attractive in some cases,
to pass legislation designed to protect the legal rights of minority share-
holders than to coniront organized labor through market deregulation
(Beyer and Hoeprer, 2003; Cioffi and Hoepner, 2006; Tiberghien, 2007).
Policymakers fieve also found it more politically convenient to deregu-
late labor markets for potential “outsiders” via the liberalization of fixed-
term contracts rather than directly confronting “insiders” (Blanchard
and Landier, 2002; Smith, 2004; Rueda, 2007; Palier and Thelen, 2010).
The impact of these developments in the sphere of corporate gover-
nance, however, has been structured by institutional variations in
the character of labor relations and skill formation in each country
(Hoepner, 2001; Goyer, 2006b).

27 On changes in corporate governance, see Culpepper (2005), Cioffi and Hoepner (2006),
Enriques and Volpin (2007), and Deakin and Rebérioux (2009). On the relative stability by
which firms develop their innovative capabilities, see Borsch (2007), Culpepper (1999,
2003), Whitley (2003), Thelen (2004), Sorge (2005), Palpacuer et al. (2007), and Thelen
and Busemeyer (2008).
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The German case is particularly important in this regard. Changes in
German corporate governance have been important but have not been
matched by correspondingly significant transformations in employ-
ment relations and skill formation. An implication is that potential
changes in the regulation of labor markets, the decline of the promi-
nence of firm-specific skills, and the declining appeal of vocational
training would increase the attractiveness of German companies to
short-term investors by increasing the concentration of power in top
management. The gap between the occurrence of change in German
corporate governance and the overall stability of the process by which
domestic companies build their innovative capabilities is the outcome
of political circumstances and, moreover, illustrates the importance of
causal complexity and provides a healthy warning against piecemeal
analyses focusing on a single institutional variable. A se-oad implica-
tion is that impressive changes in French corporate-gavernance took
place in a setting whereby significant concentraticn ot power already
resided in top management. The move toward Ov/ership diffusion in
France was highly conducive to the arrival of chcrt-term investors since
the organization of work favors the relatively rapid implementation of
new strategies of adjustment. The remcva’, or significant reduction, in
the agency problem in the form of the'arge owner paved the way for the
rise of a short-term version of snaceholder value. Nevertheless, one
question remains unanswered: ' what is the relationship between legal
reforms of the rights of mirc:ity shareholders (law and economics in
this book) and institutiorial arrangements of employment relations/skill
formation (VoC in this-book)? Are these two spheres characterized by
institutional complernentarities displaying the interaction between dif-
ferent instituticnis .in separate spheres (Milgrom and Roberts, 1994,
1995)? Are thiese two spheres illustrating the presence of compatibility
given the lack of corresponding and coordinated evolution between
them (Hoepner, 2005; Deeg, 2007)? I now turn to this issue.

1.2.3 Hierarchy as Context

What form does institutional hierarchy take? I argue that the hierarchi-
cally superior causal variable serves as the context that mediates the
interaction between other causal variables and the dependent variable —
in addition to the hierarchically superior variable exerting an important
influence on the dependent variable. As constituting the context, the
hierarchically superior institution does not affect the value (s) taken by
the other hypothesized independent variables (x1,x2, ..., xN) in a process
of complex causality. The presence of institutional arrangements with
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specific values in different spheres does not impose insurmountable con-
straints on the design of a new institution. Rather, I stress that an impor-
tant, and often forgotten, form of institutional hierarchy lies in the impact
of the context on the relationship between variables (see Goertz, 1994).
The hierarchically superior institutional variable is operationalized as
the context that shapes the relationship between other causal variables
(x1,x2,...,xN) and the dependent variable (Y).?® The implication is that
hypothesized causal variables (x1, x2, ..., xN) do not cause outcomes by
themselves and must be seen within the context in which they are
embedded before marking causal inferences (Falleti and Lynch, 2009).
The context has often being relegated as a background factor in assessing
the relationship between variables. However, context changes over time/
across space — thereby constituting an essential part of the causal process
(Mackie, 1965; Hall, 2010a).

In this study of the investment allocation of UK;US based institu-
tional investors, the hierarchically superior causal-vaiiable is operatio-
nalized as the VoC-type institutional arratigements of work
organization and the associated distribution ©f power inside companies.
The institutional arrangements of worl'rlace organization shape the
process of adjustment and the terms by which strategies of shareholder
value are introduced and implemetted (O’Sullivan, 2000; Hoepner,
2001; Goyer, 2006b; Borsch, 2007 Short-term oriented institutional
investors prefer firms characterizea by the absence of many stakeholders
with a voice in the process vi-adjustment given the short-term horizon
of their trading strategy (Reberioux, 2002; Goyer, 2006a). Moreover, the
VoC-type institutiorial arrangements of workplace organization also
serve as the contex® that impacts on the nature of the interaction
between the lsgel protection of minority shareholders (other causal
variable) and heing targeted by Anglo-American institutional investors
(dependent variable). The presence of ownership diffusion, an essential
feature for the law and economics perspective given the configuration of
French and German corporate law — almost invariably results in French
firms being targeted by Anglo-American institutional investors while
this is not the case for their German counterparts. The reason is that

28 The argument presented in this book differs from that of Goertz (1994) in that the
institutional variable that serves as the context (C) not only shapes the outcome of the
interaction between other hypothesized causal variables and the dependent variable but also
directly acts upon the value taken by the dependent variable. In other words, the influence of
the hierarchically superior institutional-causal variable is dual. The hierarchically superior
institutional-causal variable impacts on the value of the dependent variable and it shapes
whether (and how) other hypothesized causal variables impact on the value taken by the
dependent variable. For Goertz, the context does not directly act upon the dependent
variable and, thus, does not constitute a causal variable.
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the presence of ownership diffusion is contextually bounded. French
firms with ownership diffusion are attractive to short-term investors not
only because of the absence of a large owner with incentives to secure
private benefits of control but also for the concentration of power at the
top of the managerial hierarchy that makes it easier to implement
strategies of shareholder value. German firms with a more egalitarian
distribution of power, in contrast, are not as attractive to short-term
investors despite the removal of the large owner whose interests are
likely to lie outside that of shareholder value. The distribution of
power inside German companies provides employees with significant
opportunities to delay the introduction of strategies of shareholder
value designed to generate short-term benefits.

The importance of context highlights the shortcomings assaciated with
an analysis of causal inference based on invariant patterns ¢f association —
that is, the presence of covariance between the values teiken oy a hypothe-
sized independent variable and the dependent variable. The introduction
of legal reforms in France and the growing ownersti! iz diffusion of French
companies have been associated in terms of tiinng with the rise of bloc-
kholding acquisitions by short-term foreign imvestors. Nonetheless, the
timing between the change in the valuestaiien by the law and economics
institutional variable (ownership con<encration — ownership diffusion)
and the dependent variable should et be interpreted as the proof of the
causal influence of the former. The giowing ownership diffusion of French
companies occurred in a seiting characterized by the concentration of
power in top manageme: it while the corresponding rise of ownership
diffusion in Germary Gid not result in similarly important rise of short-
term foreign ownershio since the coordination of activities inside German
companies is ctiaracterized by the involvement of many parties. The
presence of thic. concentration of power in top management is paramount
for the magnitade effect of ownership diffusion to take place.

The context as the hierarchically superior institution in a process of
causal complexity is highly insightful for the study of the investment
allocation by short-term-oriented institutional investors in France and
Germany. However, the importance of the concept of context extends
beyond this study. From a methodological perspective, the notion of
context significantly contributes to our understanding of complexity in
social sciences. Previous studies have highlighted that the absence of a
correlation between two variables across time and space should not be
interpreted as an indication that there is no relationship between them
(Ragin, 1987; Goertz, 1994). An important insight is that the presence of
different relationships between variables over time/across space is not
necessarily capricious. It can be quite systematic in reflecting the
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importance of variation in the context.?? Moreover, the notion of con-
text presents interesting methodological insights in its differentiation
from that concept of an intervening variable. The presentation of in-
stitutions as intervening variables (as distinct from macrostructures)
acting as a midrange theory has been important in social sciences
(Merton, 1968). It reveals an element of modesty as scholars working
from an institutional perspective rarely advance the notion that only
institutions matter for outcomes (Hall, 1984, 1986; Thelen and Steinmo,
1992; Hall and Taylor, 1996).3° Nonetheless, causal mechanisms as a
chain of intervening factors with an intervening variable should be
distinguished from complex causation as an intersection of variables
leading to an outcome. The context as an institutional variable does not
impact on the value(s) taken by other institutionalized variables (Falleti
and Lynch, 2009: 1146). Causal complexity does at tithe: require re-
searchers to distinguish between macrostructures ana the institutional
elements within such structures (Merton, 1968); causal complexity
could also involve the investigation of the difici=nt institutional ar-
rangements as part of an intersection of conditions that generate a
specific outcome (Ragin, 1987).

I also argue that the notion of context of the hierarchically superior
institutional variable in a process st ciusal complexity presents addi-
tional important methodologicai cdvantages. The concept of context
provides significant insights for tire analytical treatment of sufficient
conditions — an issue that Ias been relatively underdeveloped.?! Suffi-
cient conditions bring to the forefront the importance of institutional
hierarchy. The argurient runs as follow: a potential objection to the
argument presented in this book is that I confuse the notion of context
with that of ccnjyurictural causation. An alternative explanation is that
the institutiona! arrangements of workplace organization and the legal
protection ot minority investors should be seen as two necessary, but
not sufficient, conditions for being targeted by Anglo-American institu-
tional investors. French firms characterized by the concentration of
power in top management and with ownership diffusion have been
targeted by short-term foreign investors. The issue for the German case

29 The systematic character related to the absence of a relationship between two variables
would be difficult to integrate in quantitative-oriented analyses since the impact of X on Y as
measured by the B is not constant (Goertz, 1994: 15).

30 The notion of intervening variable has also been a useful tool for methodological
scholars seeking to present causal mechanisms as a chain of variables that connect the
original hypothesized cause with its effects on the dependent variable (see Rueschemeyer
et al., 1992; King et al., 1994: 85-7).

31 Analyses of necessary conditions, in contrast, have been characterized by extensive
theoretical sophistication (see Braumoeller and Goertz, 2000; Mahoney, 2004).
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is that there are too many firms characterized by a more even distribu-
tion of power that, in turn, deter short-term investors despite the grow-
ing ownership diffusion. The implication would be that the reduction in
the power of labor organizations in Germany would pave the way
for the massive arrival of short-term-oriented institutional investors
given the growing number of firms with ownership diffusion.

This interpretation, however, is incorrect on several grounds. The use of
context as a concept serves to illustrate the importance of sufficient con-
ditions understood in heterodox terms. The presence of ownership diffu-
sion — most favorite scenario for the law and economics perspective — does
not constitute a necessary condition for the occurrence of the dependent
variable. The pluralities of French and German firms targeted by short-
term-oriented institutional investors are characterized by the.oresence of
ownership concentration and, moreover, there are twice ac niany French
companies targeted in comparison to their German <couvaterparts (see
Chapter 2). The presence of ownership concentration iias not deterred
short-term institutional investors from investing 12 oth Germany and,
especially, in France. We cannot refer to two in<titutional variables that are
necessary, but not sufficient, and are part-o’ a-.phenomenon of conjunc-
tural causation. Instead, an important fotu: of this book deals with suffi-
cient conditions. What happens whexn French and German firms become
characterized by ownership diffusici: - the ideal scenario for the law
and economics perspective? What.ave the consequences associated with
market-enhancing developmeitts across advanced capitalist economies?
As previously mentioned, itie quasi-totality of French firms with owner-
ship diffusion has bea1: targeted by short-term institutional investors while
a significant number of German firms with a similar ownership structure
have not. The conitext, VoC-type institutional arrangements of workplace
organizatior.shapes the impact of the ownership structure on the depen-
dent variable. The use of the context as an institutional variable is impor-
tant for methodological considerations in four ways: assessment of the
importance of market-driven changes, the reembedding of the concept
of institutional complementarities, the assessment of the importance of
sufficiency, and the role of politics in complex causation.

First, developments in the world economy during the last thirty years
have witnessed the increased importance of market forces in economic
relationships (Frieden, 1991; Loriaux, 1991; Hall, 2006) but without a
corresponding convergence in the organization of firms and of capitalist
economies (Hall and Soskice, 2001; Sorge, 2005; Berger, 2006). Differ-
ences in institutional starting points (Thelen, 1993; Locke and Thelen,
1993; see also Locke and Thelen, 1995; Kogut et al., 2002), interactions
between stable institutions and newly introduced institutions (Hall,
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1994; Hall and Franzese, 1998), and actors seeking functionally equiva-
lent institutional reforms to existing modes of coordination (Hall, 2007;
Hall and Thelen, 2009) account for the gap between the market-driven
processes of change and the reproduction of diversity in its conse-
quences. From a methodological perspective, these factors highlight
the importance of context as specific institutional arrangements that
influence the process by which market-enhancing developments
impact on some pre-specified dependent variables. In particular, the
implications associated with reforms designed to protect the legal rights
of minority shareholders (Cioffi and Hoepner, 2006; Enriques and Vol-
pin, 2007; Tiberghien, 2007) require an investigation of the institutional
arrangements of workplace organization in which firms are embedded
(Maurice et al., 1986; Sorge, 1991, 2005; Soskice, 1999; Whitley, 2003;
Jacoby, 2005; Goyer, 2006a). This is why the study of sufficient condi-
tions understood in heterodox-probabilistic terms is important. It refers
to an investigation of the consequences associated with the introduc-
tion of market enhancing developments. The aavent of institutional
change in advanced capitalist economies is.ndeniable. The real issue,
however, is to distinguish between radicel, path-breaking change versus
coordination-reinforcing change. The &ssvssment of the impact of insti-
tutions (and institutional change).orn maujor issues requires the operatio-
nalization and specification of the nacure of illusory differences (see e.g.
Ragin, 1987: 44-9). The illusion. of change characterizes situations
whereby processes of institttional change do not entail a modification
in the behavior of actors (Cuilpepper, 2005; Goyer, 20064; Hall, 2007). The
concept of context in acvessing whether a variable constitutes a sufficient
condition provides significant insights into the importance of market-
enhancing developments for the evolution of advanced capitalist
economies:*?

32 The importance of the issue of whether market-enhancing developments are sufficient
to induce changes has been enhanced by a recent paper by Hall (2010a) where politics is
presented as an structured process across spaces and over time and characterized by the
interaction between variables in a given context. Hall points out that coalition formation is
not an automatic and easy process despite the occurrence of favorable external develop-
ments since actors need to reinterpret their interests and assemble the resources that are
essential for the process of coalition formation. These are not easy tasks even in some of
the most favorable circumstances. The successful process of coalition formation requires the
occurrence of several interacting factors. The connection between this insight into the
process of coalition formation and the argument presented in this book is that some changes
will be sufficient to generate the outcome of interest in one contextual setting, but not in
another. The nature of the interacting factors and the presence of a hierarchically institu-
tional variable will condition the process of adjustment of firms and countries. The notion of
sufficient conditions highlights how the presence of multiple causal variables can be over-
come, a rather rare historical occurrence, for the outcome of interest to occur.
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Second, the notion of context provides for a reembedding of the
concept of institutional complementarities. The most severe, and
insightful, critics of the VoC have focused of the perceived shortcomings
associated with the concept of institutional complementarities (Amable,
2003; Boyer, 2004; Crouch, 2005; Hoepner, 2005; Deeg, 2007). A com-
mon element associated with these works is the nature of change across
institutional spheres. What happens when one institution which is part
of a complementary framework undergoes a transformation? Would
other institutions also change in a symmetrical fashion? Does institu-
tional design in one sphere of the economy depend on the presence of
institutions located in other areas? These critics have targeted an aspect
of the VoC perspective, namely the influence associated with the pres-
ence of institutional complementarities on the strategic choice of actors.
The process of institutional change is shaped by the existennce of com-
plementarities with the implication that actors will eitiier resist change
or seek calibrated change: institutional change thatrevroduces comple-
mentarities whereby the coexistence of two or rnoi= newly introduced
institutions still enhances the functioning of each (Hall, 2005). These
critics have instead advocated the notion ot-a gap in the character of
institutional change across the different spheres of the economy. The
process of institutional change is. disiointed across spheres. For Deeg
(2007), the issue is that the distribution gains associated with the pres-
ence of complementary institttions are unequally distributed in the
economy. For Hoepner (200¢ ), institutions could be compatible without
being complementary - co, the presence of one institution could
enhance the functiorniing of others but its presence is not necessary for
the proper workingot others. For Amable (2003: 66-73) and Boyer (2004:
28-33), institutiona. design reflects the power of important social groups
with the impiicetion that institutional change will be more easily im-
plemented in areas where dominant groups have fewer vested interests.

The notion of context, in contrast, highlights the possibility of dis-
jointed institutional transformation (change in one sphere not commen-
surately matched in other spheres), while keeping the core notion of
institutional interaction that generates complementarities.>* The context
shapes the nature of the interaction between other hypothesized causal

33 Moreover, Hall and Soskice (2001: 57-8) indicated reservations over the notion of
commensurate institutional change, emphasizing how institutional stability does not derive
its political support for any alleged contributions to the national economic welfare. Instead,
self-interested actors seek institutional change, or to preserve institutional stability, for the
benefits the institutional arrangements generate for them. The implication is that apparent
incommensurate changes in patterns of institutional complementarities can occur without
affecting the insightfulness of the concept of institutional complementarities.
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variables and the dependent variable; the context does not influence
the value taken by other hypothesized causal variables. Disjointed change
between the values taken by the variable of the context and that of other
hypothesized variables can take place without affecting the relationship
between the context and the dependent variable. For the argument pre-
sented in this book, the evolution of the values taken by the context (VoC-
type institutional arrangements of workplace organization) and that of
the other hypothesized causal variable (the ownership structure of com-
panies) have displayed significant divergence. The (different) values taken
by the former in both France and Germany have exhibited substantially
greater stability as compared to the greater importance of ownership
diffusion for companies in the two countries. In other words, the institu-
tional arrangements of workplace organization do not impact on the
ownership structure of companies. However, the con:piementarities
between institutional arrangements of workplace organization and the
preferences/strategies of Anglo-American instituticnal investors remain
unchanged. The fit between the concentration or [yawer in top manage-
ment in France and the preferences/strategies of short-term investors still
remains strong — and vice versa for the Ger max case. In other words, the
presence of complementarities reflects d'ffcrent degrees of strength across
institutional spheres — an observaticz: nreviously illustrated by Hall and
Gingerich (2009: 464, figure 3).

Third, the notion of context serves to provide an assessment for the
importance of the concept o: st:fficient conditions. In everyday language,
one is almost invariably i*apressed by the notion of sufficiency. The mere
presence of a value taken by a variable is sufficient for the outcome to
occur! The intervention of one factor in itself causing the expected out-
come to occur 5 often seen as a sign of strength. However, the argument
presented in‘this chapter highlights potential problems of interpretation
associated with sufficient conditions. As previously mentioned, all (but a
few) French firms with ownership diffusion have been targeted by short-
term-oriented institutional investors. This empirical finding should not be
interpreted as a source of the supposed superior explanatory power of the
law and economics perspective. The occurrence of growing ownership
diffusion in France took place in a context characterized by the concentra-
tion of power in top management. The value of ownership diffusion led to
a specific result in France, but not in Germany, as a result of the value by
the hierarchically superior variable of the context.** Sufficient conditions

34 Moreover, Goertz (2006) illustrated that there are several potential sufficient conditions
in a given process of complex causation. The most important of these sufficient conditions is
the one that happens most frequently since it contributes more often to the occurrence of
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should not be seen in a piecemeal fashion but as part of the context in
which they are embedded.

Fourth, the notion of context captures the contribution and limits of
politics. The settlements of political conflicts across advanced capitalist
economies result in institutional diversity. What happens next? How
does politics matter? The answer to these questions depends on the issue
area. Politics impacts on the content of institutional formation across
different spheres of the economy but without uniformity. The values
taken by institutional arrangements in one area of the economy do not
impact on the content of institutions in other spheres. Disjointed insti-
tutional evolution can occur, namely the presence of change in one
sphere not being commensurately matched in other spheres. The more
important issue, however, is not the presence of disjointed institutional
evolution that has been interpreted as a shortcoming of the concept of
institutional complementarities. Instead, the importazice of politics lies
in its influence of the institutional arrangements that iater become the
context. The hierarchically superior causal variabic +nat constitutes the
context is important not only for its impact «n the dependent variable
but also because of its mediation of the relationship between other
causal variables and the dependent va‘iabie. The presence of institu-
tional change on the hierarchically superior causal variable is more
important than the evolution of instdtutional arrangements in other
areas. The advantage of this conceptualization of politics is that it allows
for the presence of the institutional hierarchy within complex causation
and in the presence of disjointed institutional evolution. One variable
can be more influential wnile outcomes are still being generated by an
intersection of condiiions. It also provides for the presence of different
degrees of politica! calience across issue areas (see Culpepper, 2010).

1.3 A Roadmap

The remainder of the book is presented in the following manner. Chap-
ter 2 presents the empirical data on the investment allocation of short-
term Anglo-American institutional investors in France and Germany.
Shareholder value-oriented funds possess many strategies and prefer-
ences, and a sophisticated differentiation between categories of inves-
tors and strategies is needed in order to avoid making faulty inferences.
Pension funds are not nearly as threatening for the process by which

the desired outcome. A sufficient condition that occurs infrequently is significantly less
important.
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companies coordinate their activities in coordinated market economies
as are hedge funds; short-selling strategies are not connected to the
implementation of strategies of shareholder value as are long-only
acquisition of a significant stake in a listed company. Chapter 3 provides
an analytical overview of the system of corporate law in France and
Germany and illustrates how both countries are fairly effective at deal-
ing with agency problems related to the actions of managers (ownership
diffusion) but often unable to restrain attempts by the large owner to
secure private benefits of control at the expense of minority share-
holders (ownership concentration). Chapter 4 presents the research
methodology of the book and illustrates how causal complexity could
be incorporated with institutional hierarchy - that is, one set of vari-
ables being more important than others. Chapter 5 provides an over-
view of the institutional arrangements of work organizaticn in France
and Germany and illustrates how previous choices made Dy actors have
shaped current differences in the degree of power-coricentration inside
companies. Chapter 6 concludes by summing wup e argument and by
briefly illustrating how the 2008 financial c:isic, an ongoing develop-
ment, and the response of governments to-its advent are unlikely to
change the institutional contours of the ¢conomy - thereby highlight-
ing that varieties of capitalism are 2li ze'and well and playing in Green-
wich (CT), Paris, and Wolfsburg.
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