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Résume

Les cours américaines ont contribuées au droit des entreprises en él.aborant des
principes pour rapprocher les actionnaires avec l'équIpe de gestion. Un principe
important est la Règle de JugementCommerciql (RJC). LaRJG occupe
présentement une position importante dans le droit corporatif américain. Par
cqntre, il n'occupe pas une position comparable dans les lois d'autres
juridictions.

Présentement, lorsque des économies qifférentess'intègrentdans un .marché
international,lescorporations sont en traindeJonner~esaUiancesglobales. Le
projet de· mémoire étudiera le rôle de la RJGqanslesé:lUiançes globales en
prenant le célsdelaStar Alliance comme. exemple eten l'analysant. JI étudiera
plus particuHèn3m~nt la position de la RJC dans le.contexte de l'interaction entre
des structures et cultures Gorporatives différentes. Le projet de mémoire
analysera les cultures corporatives de l'Allemagne et duJapon. Il arrivera à la
conclusion que rimportancedela RJC esten train d'augmenter et qu'eUe
s'installera dans des juridictions autres que celle des États-Unis.



Abstract

The Americancourts developed business law bydevising principles for resolving

the rift between shareholders and the management. An important principle in this

respect is the Business Judgment Rule (BJR). The BJRhas attained an important

position in the American corporate law. However, ithas failed to flnd suchposition

in the laws of other jurisdictions.

In the CUITent era,when different economies are integrating into a global market,

corporations are forming global alliances. This thesis will study the role of theBJR

in global alliances byexamining the case ofthe Star Alliance as an example. It will

focus in particular on the position of the BJR in the interplay of different corporate

structures and cultures. The thesis will review corporate cultures of Germany and

Japan. It will conclude that theBJR'simportance is growing and finding place in

jurisdictions other thah America.
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INTRODUCTION

The Business Judgment Rule (BJR) is critical to the American Corporate

law system. For years, theBJRhasbeen the primary meanS by which

courts have reviewed .detisions by corporgte directors. concerning

ordinary day-to-day busioessmatters. 1 It.Js gettingeven mOre

important in the present era and indeed is evolving and expanding. A

Delaware decision provides .. interesting figures in th.is regard. 2 The

Court observed:

[t]he place of this concept in. the·. analysis ofcorporate
lawis growingat an impre~~ive rate. ...for~he decade
starting with 1943 theresultsareas follows:16reported
opinions (1943-52); 25 reportE3d opinions (1953-62); 28
opiQiOns (1963-72); 156 opinions (1972-82); 620
opinions (1983-92). The growthcontinues.. ln the 18
months since the close ... of 1992 149 opinions .. were
published thatinvokedthis terrn}

This thesis willdiscuss the position of the BJRin aglobaliz~d corpqrate

w()rld. The term "globalized corporate world", for the purposes of this

thesis, refets not to multinational corporations, butrather·tointerplay

1D.J.Block, N.E. I3arton, S.A. Radin, The BusinëssJudgmentRt-ile: fiduciary Duties ofCorporate
Directors and OjJicers, (Clifton: Prentice~an, 1987) [hereinafterD.J. Block, Business !jldgment Rule].
2 Cinerama, Inc.v. Technicolor, Inc., (1994) 663 A.2d 1134 (Del. Ch.).
3 ibid.
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of differentcorporate governance systems and interplay of dlfferent

corporate structures.

This thesfs will study the position of the BJR in the American system of

corporate governance and in corporate governance sys~ems which are

significantly different from American model, notably the Japanese and

German models. The reasons to select thesejurisdictions are both

academic and practical. For academic purposes, these jurisdictions are

important. becauseAmerica, Japan and Germany cover three very

important and different approaches towards runninga corporation and

correspond to the three most powerful economies in the world. The

American economy 1s considered to be the strongest in the world.

Japan also has managed a very strong .economy with a quitedifferent

approach towards corporate governance.. Germany isconsidered to be

somewhere.between American and Japanese models. 50, for academic

purposes, these three jurisdictions command· most attention. There are

Of. course other jurisdictions Iike the UK, China and France etc. that can

be ofequal interest but dueto the Hmited scope of the thesis we

cannot do justice to ail the jurisdictions, and,we shaH confine our

study to those three jurisdictions only.
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There are three basic form structures in the law: (1) sole

proprietorshiPr (2) partnership and (3) incorporations. 4 Out of these

basic structures other structures have evolved. For purposesofstudy

of BIR, it will. b.einteresting to see how doesthis entanglement of

structures affect the.BJR. The entanglement of corporations and

partnerships is seen quite often in the form of alliances wheredifferent

corporations form a partnership.

In this thesis we intend to study the position of the BJR in a structure

that ir'lVolves not only different organizational Jorms but also different

systems of corporate governance as exemplified in cross-border

strategie alliances. From the galax:y of strategie alliances we have

chosen the Star Alliance as a model for study. star Alliance is a

partnership of different corporations from various jurisdictions

including Americar Japan and Germany, and it is consldered one of the

most sophisticated and successful strategie alliances. One of the Star

Alliance partners is AirCanadar which has provided the author with a

privHegedWlndow of thefunctiohing .of the Star Alliance and the role of

the BJR within it.

4 JA VanDuzer, The LawofPartnerships and Corporations, (Concord: Irwin, 1997) [hereinafter
VanDuzer];



4

The first part of the thesis provides an overview of the BJR in

America. Its history, definition, Ingredients, scope andcurrent

evolution in Arnerican corporate law will be explored.

The second part will discuss the approach Japanese and German

corporate law regimes take and their response to BJR.

Part three will explain alliances andinterplay of corporations and

partnerships and jurisprudential issues stemming from this interplay,

focusing on the Star Alliance as an example. The governance system

adoptedby the Star alliance and position of the BJR in itforms the

centerpiece of the analysis. The approach adopted by Star Alliance

regarding the BJR will be discussed and the reasons for adopting that

approach will be analyzed. The conclusion will contain some

preliminary analysis of the future of the BJR.
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PART 1

BJ<R AND lYS STATUS INAMERI

CORPORATES.YSTEM

1.. History,.Conce.pt And Evolution

The Business Judgl11ent Rule (BJR) is of significant importance in

the American Model of corporate governance that has been part of

the common law for at least 150 years. 5 The business judgment rule

has remained a juriSprudential tool and not a statutory one". 6

Although, BJR is now recognized indirectly in many legislative

enactments 7, if is not defined .. or recognized explicitly as BJR in

those enactments.

51. Hinsey, "Business Judgment and the American Law Institute's Corporate Govemance Project: The
Rule, the Doctrine and the Reality" (1984) 52 G.W.L. Rev. 609. [hereinafter J. Hinsey]
6 C. Jordan, Modern Company Law For A Competitive Economy, DT!, London, An International Survey Of
Companies Law In The Commonwealth, North America, Asia And Europe.
7 See e.g., Canadian Business Corporation Act s.182. and American Law Institute, Principles ofCorporate
Govemance: Analysis and Recommendations (1994) Section 4.01 (a).
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Its origin in Americanlegal decisions8 can be traced as far back as

1829 when in Percy v. Millaudon 9 the Louislana Supreme Court

observed that:

[T]he occurrence of difficulties... which offer only a
choree. of measures, the adoption of a course From
which loss ensues cannot make the [director]
responsible,if the error was one into whicha prudent
man might have fallen. The contrary doctrine seems
ta us to suppose the possession, and requirethe
exercise of perfect wisdom in fallible beings..No man
would undertake to render a serVice to another on
suchsevere conditions ... The test· of responsibility,
therefore should be, not the certalnty of wisdom .. in
other, but the possession of ordinary knowledge; and
by showing that the error of the· [dJrector]is of so
gross a kind that a man of commùn sense, and
ordinary attention, would not have faHen into it.

Since that Ume, the concept of BJR hasevolved, and now involves

sorne additiona.l factors rather than mere reasonable diligence.

Presently, the BJR, as stated by Delaware Courts, is "a

presumption that in making a business decision the directorsofa

corporation acted on an informeej basis in good Faith andin the

honest belief that the action taken was In the best interestof the

g Althoughthec()nceptofJ3uSiness Judgment role toanextentwas recognized by British courtseven
before .A.merican Courts butthat concept was not that develope.d as in American cases. See for example,
Chariiable. çQrp. v. Sutton (1742), 26 Eng. Rep.642 in which the Courtrecognized the reasonable
diligence aspect of BIR.
9 8 Mart. (n. s.) 68 (La. 1829).
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company". 10 This presumption protects decisions taken by the

directors. ll The plaintiff must allege facts sufficient to overcome

the in.itial presumption of the business judgment rule, in order to

save a suit From sUlTlmary dismi.ssal. 12 It must be noted that

unavaHability of the business judgment rule is. not tantamount to

liability of the director13 rather it only entailsexamination of the

directors' decision onmerits.

As stated above, the BJR establishes a presumption of

reasonableness and the plaintiff must allege facts sufficient to

overcome that initial presumption. 14 However there are some

situations. under which the burden of proof shifts to directors. This

shift ih burden of proof occursin cases of takeover attempts.

There is an apprehension that in such situations directbrs' self-

interest may overshadow the interest of the corporation 15 as the

potential for conflict ofinterest is at maximum· in these situations.

American Courts, especially Delaware Courts, have. expressed this

10 Arcmson v. Lewis (1984), 473 A. 2d805 (Del. Sup. Ct.) Ihereinafter Aronson v. Lewis]
Il Sinclair Dil Corp.v. L(;vien (l97I),280 A.2d 717 (DeI.Sup. Ct. 1971).
12 See Regetv. Paige, 2QOIWIApp 73 [hereinafterRegetv.. Paige]
13B..Manning,"CurrenHssues InCorporate Governance: The Business JudgmentRule in Overview".
(1984)45 Ohio St. LJ. (SI 5,[hereinafter B. Manning]
14 Regetv. Paige supra NoteU.
15 M. St.P. Baxter, "The,Fiduciary Obligations ofDirectors afa Target Company in Resisting an
Unsolicited TakeoverBid" (1988) 20 Ottawa L. Rev. 63.
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view in manycases. 16 The leading case in this regard is Unocal

Corp. v. Mesa Petroleum CO.,!7 which developed a test now known

asUnocal test. This test provides that the board can only be accorded

the protection of the .business judgment rule where the boardfirst

satisfies aprior two-part burden: (1) the board must show that it had

reasonqble grounds for beHeving that a danger to corporate POlicy and

effectiveness existed; and (2) that the board of director's defensive

response was reasonable in relation to the threat posed. Once the

directors have. proven that they .meet these requirements, the burden

shifts back to the plaintiff to rebut the presumptionsof the· business

judgment rule. While justifying the need for this shift of burden of

proof, the Court observed:

Whenaboard addresses a pending takeover bid it has
an. obligation todeterminewhether the offer is ln the
best interest of the corporation and .its shareholders. In
that respect,. a board's dutY is no different from any
other responsibiHty it shoulders and should be no le?s
entitled to the. respect it otherwise would be accorded in
th~ realm .of business judgment. There are, however,
certain caveats to a· properexerçiseof this function.
Because.of the omnipresent specter that a board mê3Y be
acting primarHy in itsown inter-ests, ri3ther than those of
the corporatIon .andits shareholder, thereis an
enhancedduty· wh.ichcaUs forjl.Jdici.alexamination at the
threshold before .the protections of the business
judgment rules may beconferred. 1.8

16 Seegenerally, Moran v. flousehold Int '1 Inc. (1985), 500 A.2d 1346 (Del. Sup, Ct.), Revlonlnc. v.
MacAndrews~ Forbes Holding Inc. (1986),506 A.2d 173 (DeI.Sup.Ct.) [beremafterRevlon Inc.],
Ivanhoe Partners v.NewmontAfining Corp (1997),535 A.2d 1334(De1. Sup. Ct.).
17 (1985) 493 A.2d946 (DeL Sup. Ct.).
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Showing goodfaith and reasonable investigation can discharge this

burden.19 The approach adopted in this case has been criticized on the

ground that on analyzing the reasonableness of a defensive tattic, the

courts are effectively making business judgments in the place of

directors.20

The author personally·. does not agree with the approach adopted

by U. S. Courts and prefers the approach generally adopted by

Canadian Courts in this regard. ln. Canada, we can see twa major

disagreements with the Atnerican approach. First instance, in the

leading Canadian case Teck Corporation Ltd. v. Milla?-l, the Court

dld deviate From. the BJR and suggest a two-part test on

reasonableness in atakeover settingbut the burden of proving

unreasonableness was still on the plaintiff. The second major

disagreement was expressed in CW Shareholding Inc. v. Wes.tern

International Communications Ltd.22 where the Court appHed the

regular BJR to assess the response of defendants .in a takeover

situatIon. The Courtobserved:

..... to impose an evidentiary burden on the directors
of a target company ta justify theiractionsand their

18 ibid.
19 ibid.
20 J.F. Bt<rnier, "shareholqers' RightsPlans - The Poîson Pin in the V.S. and Canada: Background and
Legal Considt<r~tions" (1990).2 l RD.U.S. 123.
21 (1972), 33j).L.R. (3d) 288 (RC.S.C).
22 [l998J 0.1. ~o. 18~6 (Ont. Ct. Just.).
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business decisionsr 1 thinkr respectfuUy, that it goes
too fat.... In my view itplacestheihitialburden .in the
wrong place; and it creates the potential for dHuting
to a very weak potion, the business judgment
approach toreview .of directors deClsio.ns.... Iam
satisfied . that. the proper way to addressthe
appropriatenessofdirector decisions in thecontext of
a heated takeover bid . situation is through <the
judicious . application of the "business. jud.gment
rule ff

•••. That isrwhere businessdecislons.have been
made honestlYr prudently, in good Faith and on
re.asonableand rational groundsrthe Court will be
reluctant to Interfere and. to usurp the •board of
director~sfunction in managing the corporation. 23

1 agree with the view expressed· in CW Shareholding Inc.. because in

my opinion the BJR~s good faith, due careand best interest of

company components successfully cover any decision taken by th.e

directors under any circumstances. Furthermorer in my opinionr to

place burden of proof on the defendant is against the basic tenets of

law.

II. WhyDo WeNeed. BJR:

The BJRis gro.unded at least in partr in the recognition that

"[d]frectors are inmostcasesr more quaHfied to makebusiness

decisipnsthan are judgesff
/

4 The Court~s admission that"qfter-the-

B ibid.. atpara 65-66.
24 Federal IJepositlns.Ç()rp. v. Stahl (1996),89 F.Jd1510 (1 Jlh Cir.).
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fact litigation is a most imperfect device to eval.uate corporate

business decisions.,,25, is also a factor.

Different rationales can be offered to justify BJR; the most notable

among them 26 are the following:

1. Human F.allibility

The BIR is recognition of the fact that evenintelligent, weil

intentioned and diligent persons can make mistaken judgments 27

that can lead to great losses to the corporation. The recent

downturn of Nortel Corporation Stock, falling hard on the.... of a

year in which Nortel's senior management was greeted with ..... , is

astriking illqstration of this point. The BJR acknowledges this

fallible aspect of human nature and encourages otherwise

competent and well-intentioned persons to come forward without

being afraid ofpersonal liabillty.28

2. Importance Of Taking Risks

25 Joy Y. North (1982) 692 F.2d 880 (2d CiL).
26As sUID11larizedin, DJ. Block, Business Ju~gmenfRule supra note 1.
27SeeWashington Bancorp. v. Said, 812F. Supp.1256(D.D.C. 1993).
28 Air Line Pilots Ass 'n v. VAL Corp. (1989), 717F. Supp. 575 (N.D. Ill.).
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Business decisions sometimes involve significant risks. Absent the

protection of the BJR no director and senior officermay be wiHing

toindulge in such decisions. In the long run, thiscan be

detrimental to the corporation because risky ventures also have

potential for great profits. Furthermore, absence of risk-taking is

dètrimental to the economy as a Whole inasmuch as dynamic

changes are the most powerful engines of efficiency anq growth.

Thus, the BJR encoura.ges competent directors ta take risks, which,

theyhone~tly believe, can be extremely beneficial for the

corporation .29

3.Court's Inability

Courts have repeatedly admitted that business decislons can be

takenbet~er bydirectors than the courtsbecause the directors are

more quaJified, trained and weil equipped to take such decisions

than are Judges. 30 Therefore, by testing a business decision with

the standards setby8JR courtscanavert entering intounfamiliar

areas of business world.

4. PrevenfionofAbûsive Shareholder litlgation

29 ibid.
30 F~der(ll Deposit Ins.Corp. v. Stahl, 89F.3d 1510 (1.1 th Ciro 1996).
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It is very rare that ail theshareholders approve a board decision

unanimously. Sorne shareholders can be found who may disagree

with the decIsion and are willing to challenge it in a court of law. If

every decisionis examined by a court of law on the merits, it will

affect the decision-making process significantly. Under these

circumstances directors would become an easy targetfor

exploitation by shareholder, ultimate corporate control would be in

the handsof shareholders who are always ready to challenge the

decision. 31 The· BJR ensures that directors representing the

majority rather than disgruntled shareholders manage

corporations. 32

5. AvailabiUty OfOther ReMedy

The BJR protects honest mistakesin judgment. If the shareholders

do not want a director who has made a mistake, they can, in most

cases, vote him or her out of office. 33 Directors who make business

decisions poorly soongive way to other executives. 34

III. BlR And Business JudgmentDoctrine (B.lDli

:H DQo1ey, "Not in the Corporation'sBest Interests" (1992) A.RA.J. al45;
32 D.J. Block, Business Judgment Rule supra Note 1.
33 lfilton liotels Corp. v.llTCorp., 978 F. Supp. 1342 (D.Nev. 1997).
34Kamen v. Kainper Fin. Servs;, [ne., (1990) 908F. 2d 1338 (7th Cif.).
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As regards businesS decisionsr not only the directors are to be

protected but the decisions themse.lvés are also to be protected. The

directors are protected by business judgment rule and the décision

itself is protected by business judgment doctrine. 35 The essential

elements of the rule and doctrine are the same. 36

The general practicer therefore, is to refer ohly to "BJR" even when

actual reference is tO the doctrine Le' r protection of the decision

itself.37

For the purposes of this thesiSr the term BJR will include BJD

unlessspecifically stated· otherwise. 38

IV. Scope Of TheBJR:

The BJR performs two types Of functions. It notonly works as a

shield fordlrectorsr but also works forthe benefitof shareholders.

35 J.Hinseysupra NoteS.
36 ibid.
37D.1. Block, Business JudgroeIlt Rule supra Note 1.
3SPor détaileddiscussions onthis point seegenerally, B.Manning supra note '13 and J. Hinsey supra note 5
andD.J. Block, Business Judgroent Rule supra note 1.
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In words of Manning, the business judgment rule is frequently

convertedfrom a "protective shield" into an "aggressive sword".39

It protects directors From unwanted litigation and personal liability

butat the same time it also sets a Iimit for director discretion

outside of which they cannot act. This limit is set by the

requirements or conditions necessary to attract the application of

BJR.

Precanditians Ta AppHcatianOf Rule:

As a general matter40 in order toattract BJR there must be: (a) A

business decision41
, (b) the absence of personelinteresf or self-dealing

at the time of decision 42, (c) an inforrned decision, reflecting a

reasonable effort to acquire ail relevant information43, (d) a reasonable

belief tl1at tl1e decision is in best interests of the corporation44 and (e)

absence of abuse of discretion4s.

1. A Business Decision

39B, M~nning supra Note 13.
40 See forexample Aronson v. Lewis. supra note 10.
41 RaIes v. Blasbandf634 A. 2d 927 (Del. 1993)1[hereinaftet RaIes V,. Blasband]
42 Lewis v. SI&E.lnc., 629F.2d 764 (2dÇir. 1980).
43 Casey v. Woodruff, 49N.Y.S.2d625 (SUl'. Ct. 1994).
44 Treadway Cos., Ine. v. Care Corp., 638 F.2d 357(2d Ciro 1980).
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A business decision can be a decision to actin a certain manner or

aconscious decision not to act 46
• Where there is no consdous

decision by directors toact or refrain From acting, the business

judgmeht rulecannot apply. 47

2. Disinterestedness

The presumption of the BJR does not apply to a director who has

sorne personal interest. in the decision separate From the interest

of corporation in general. A director cannot derive any personal

financial benefit From a business decision as opposed toa benefit

which devolves upon the corporation generaJly.48

3. Informed Decision lOue Care

To come under the protection of BJR,directors must show a

re.asonable degree of care.and caution. The degree of care is

generally measured by theendeavorof dir~ctors,whileJnprocess

4$ Cramerv. General Tel. & Elecs. Carp., 582F. 2d259, 275 (3d Cù, 1978) [hereina.fter Crame" v.
General]
46Aronson v. Lewis supra note 10.
47Rales v. Blasband supra note 4l.
48 Aronson v. Lewis supra note 10.
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of making a decision, to look for information that could enable

them to consider the alternatives to a particular decision.

4. No Abuse of Discretion

Where a decision otherwise qualifies to. the protection of BJR but .is

so unreasonable as to constitute arbitrariness and abuse of

discretion, such a decision will not be protected by BJR.49

5. Good Faith

A decision taken in bad Faith cannot be protected by BJR. Bad faith

does not mean bad judgment or negligence. "By bad faith is meant

a transaction that is authorizeô for some purpose other than a

genuine attempt to advance corporate welfare or is known to

consfitute a violation of applicable positive law".50

6. Best lnterests orThe Corporation

The. terrn, "best interestsof the corporation" is, probably that

whiCh has given rise tothe most judicial consideration. The Courts

49See, eramen.General Tel. & Elees. Cop., supra note 43.
50 Gagliardi v. TriFoods lnt 'l, lne., 1996 Del. Ch. LEXIS 87.
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are continuously expanding therneanings of the term. Acts that

are notdirectly related to the shareholders, .but are. beneficial for

them in long ru n arenow being accepted as acts. in theinterests of

the corporation.

By widening thescope of the term, the Courts have contributed to the

ongoingdebate regardlng responsibiHty of directors to the various

constituel'lciesand stakeholders. 51 The argument that corporate

management shouldconsider the interests ofmany constituenCies is

gaining recognition and acceptance in. the world of corporê~te ilaw. 52

SOrne courts have expanded the application of the business judgment

rule to cOver the actions taken for thebenefit of other corporate

stakeholder groups, especially employees and local cornmunities.53 For

example in the Revlon case 54 the Court noted, lia boardmay have

regard for variousconstituenCies in discharging its responslbHitiesll
• 55

Sirnilarly in the Unocalcase the Court recognized •• that the business

judgmentrule allows dIrectorsto consider, amongotherfactors, the

effectsofa takeover on IIcreditors, customers, èmployees, and

51See, E. M. Dodd, Jr., "For whom are Corporate Managers Trustees?" (1932) 45 Harv.L. Rev. 1145.
52 R. M. Green, "Shareholders asStakeholder: Changin~ Metaphors ofCorporate GoVemance"(l993) 50
Wash & Lee L. R. 1409 [hereinafter R. Green, Shareholders as Stakeholders]
53 ibid.
54 Revlon /nc. supra Note 16.
55 ibid at 182.
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perhaps even the community generally" when enacting defensive

measures. 56

These decisions, however, require that measures taken on behalfof

otherconstituencies produce "some rationaUy related benefit accruing

tothe shareholders".57

As Green observes58

[cJourt. c1ecisions have widened the latitudec)ffiduciary
d~cision-making, but they have notG)ltered its ultirnate
priorities. In every .case, the claimsandwelfare ofother
corporate stakeholders must al50 serve the long-term
interests of shareholders.

In sumrnary, whHe the focus of the Americancorporate rnodelis on

shareholders' benefits, and inorder to protect dire.ctors From the

overwhelminginfluence .()f disgruntledshareholders, the BJR is

inevitabl.e. Indeed, the protection of shareho.lders'· int~restsisalso

effected throüghthe BJR. However, not ail jurisdictionsshare. the

same cdntext and ëlpproach. Japan and Germany, for example,

have qqite different corporate law cultures. In .lhëse cultures,

shareholders are of somewhat secondary importance. This leads us

ta questions such as, if they give only secondary importance ta

shareholders, do they need the BJR or not? What is their approach

56 493 A.2d 946 Del., 1985.
57 Rev!vn /nc. supra Note 16.



20

in redressing cancerns related ta the BJR? It is ta these questions

that we now turn.

58R. Green, Shareholdets .as Stakeholders supra note 52.
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PART 2

IS THE BJR NEEDED ON N AMERICAN

CORPORATEMODEL? THE JAPANESE AND

GERMAN CASES

As stated in the introduction, the reason to compare Japan and

Germany is their abiHty to manage sound economies while

adoptlng different modelsof corporate governance.

In order to study the position of the BJR in these jurisdictions,

some level of familiarity with their corporate cultures is imperative.

We cannot trulyappreciate and understand their approach without

first understanding certain peculiarities of these systems and their

differences with theU.S. In what. follows, the Japanese and

German models of corporate governance are treated sqccessively.

1. JAPANESEMODEL OFCORPORATEGOVERNANc.E

The Japanese model of corporate governaoceis fundamentally

different from the American model. To>some, itis not only different
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but it is much more compHcated than American corporate

governance.59

The basic difference between two models lies in the approach

towards the relationship between the corporation and its

stakeh.olders. It is believed that the success of Japanese

corporations in domestic and international markets isdue, in part,

to the unique design of Japanese corporate governance system.50

Before discussing the method adopted by the Japanese

corporations regarding the BJ R, it will be helpful to discuss sorne

salient features of this model briefly. The following are some basic

characteristics of the Japanese model of corporate governance.

1. Long-term Vision

The Japanese approach towards corporation is fundamentally

different from the American approach and is often identified as a

long-term approach or long-term vision. The two factors, which

have earned this name for th.e Japanese approach, are the

following:

a- Long-term goals

59 Z. Shishido, "J<ipanesé; Corporate Govemance: The Hidden Problems. Of Corporate Law And Theil"
Solutions" (2000) 25 Del. 1. Corp. L. 189 [hereinafter Z. Shishido, Japanese Corporate Govemance]
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b- Long-term relationships

a. long-term Goals

UnlikeAmerican managers, Japanese managers are not 50

coneerned with the current movementin theirown stock priees. A

survey of 1,000 Japanese and American firms by Japan's Economie

Planning Agency61,finds that on .a scale of 0 ta 3-3 being most

important--Japanesefirms give "Higher Stock priee" a rating of

only 0.02. On the other hand "Increasing Market Share" gets a

reported rating of 1.43 in Japan, almost twice its rating in the

United States. 62

b. long-term relationships

The second factor, owing to whieh the Japanese managementis

credited with long-term vision, is that of enduring business

relationships. American managers beHeve in a short-term, arm's-

length contraeting setting, whereas in the Japanese model most

contractual .relationshlps are long lasting and durable. Whenever

two Japanese institutions enter into a relationship, they intend itto

60 see ibid.
61 Reported in ChicagoTribune, August 24,1992.
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last. This factor is often. understood to be thesoul of the Japanese

Keiretsu system. 63

Lifetime employment can be considered to be a part of this general

long-term vision. Not onlyworkers but also managerial staffs enjoy

lifetime job security in Japanese corporations. 64

2.Concentrated Shareholding

Shareholders of a Japanesecompany can be divided into two

categories:

a-

b-

Inside shareholders and

Outside shareholders 65

The inside shareholders arecross-shareholding partners and are

very unlikely to sell the shares given the nature of their express

and impHed agreements. Inside shareholders have a voice in

corporate governance. 66

6, ibid.
63 Discussed below in detail under the head of"Keiretsu" .
64. Fordetaileddiscussion see, R. J. Gilson & M. J..Roe, "Lifetime EmploymentLabor Peace And
The Evolution Of Japanese Corporate Governance"(1999} 99 Colum. L. Rev. 508.
65 Z. Shishido, Japanese Corporate Governance supra !lote 59.
66 ibid.
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Outside shareholders trade their shares freely. Outside

shareholders are not recognized in corporate governance, only in

the financial market. 67

In Japanesecorporations controlling shares are generally not

widely spread. Unlike American corporations, large Japanese

corporations believe in concentrated shareholdings, and the inside

shareholders are far moreactively involvedin the matters of

corporations than thoseof Americancorporations.

In American corporations ownership is so widely dispersed that

shareholders arepracticaUy unable to have a say in the decisions

of directors.

3. Keiretsu

The Keiretsu is a distinctive.· feature of Japanese system of

corporategovernance.. U··.isa ·comPlex group of companies built

around arnajor pank, trading company or industrial firm. 68

67 Z. Shishido, Japanese Corporate Governarice, supra Note 59.
68 W. C. Kester,"Governance,contractinfand Investment Horizons: A Look at Japan.andGermany",
Smdies in International Corporate Finance 'Incl Governance Systerns-A Comparison of the US., Japan, and
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Keiretsus generally include suppliers, dealers, insurers, service

companies, manufacturers and so Forth. One-third of Japanese

corporate cross-holdings are not held by financial institutions, but

by industrial companies, which are often suppliers or customers of

the portfolio company. 69

Keiretsu members have a strong affiliation and loyalty among each

other. Group members are usually given preferences over others.

!fa manufacturing company can get parts and equipment within its

own group, it is quite likely to do so.

But this does not mean that Keiretsu members will not deal with

any non-member corporation. It can be illustrated as follows:

Mitsubishi Motors will get sorne of its steel and equipment From

Mitsubishi Steel and Mitsubishi Heavy Industries. They, in turn, will

include Mitsubishi Motor's autos and trucks in their vehicle fleets. 7o

It is possible for companies to take these kind of stable and loyal

clients for granted and lose quality control or the need to improve

Europe, edited by Donald H. Crew, (1997) New York, Oxford University Press, 227. [hereinafter Kester,
Govemance, contracting and Investment Horizons]
69 R. J. Gilson & M. J. Roe, "Understanding The Japanese Keiretsu: Overlaps Between Corporate
Govemance And Industrial Organization" (1993) 102 Yale L.J. 871. [Hereinafter R. J. Gilson,
Understanding The Japanese Keiretsu]
70 Kester, Govemance, contracting and Investment Horizons, supra note 68.
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performance. There are severa1 different factors that help

Japanese companies 10 cope up with these issues.

a.There is competition even among keiretsu members.

b. The major. part ofsales is always outside the keiretsu;

c. Owing to reciprocal equity ownershlpand cross shareholding,

members Of keiretsu are not always free ta make their own

decisionsand are subJect tomonitoring by partners.

d. FinalIy, dependi.ngupon the quality and performance of the

companies lntragroup sales vary between 8% to 30% ,11

4. Reciprocal·· EguitYOwnership And Cross-shareholdings

On average, individual investorshold less than a quarter of a Japanese

corporation'soutstanding shares; more than two-thirds are held by

otherJapanese corporations. 72

Between 10% and· 25010 of ail theoutstanding shares of group

membersare generally held within the keiretsu itself. These

holdings are usually not sold as long as the keiretsu relationship

71 Kester, Govemance, contracting and Investrnent Horizons, supra note 68
72 P. Sheard, lnterlocking Shareholdings and Corporate Governance, in The Japanese Finn: The Sources
ofCompetitive Strength at 310.
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exists. Adecision to sel! equity held under these arrangements

would be viewed as a dear repudiation of the reJationship.73

One factor that encourages cross-shareholding, is the rigidity of

Japanese corporate law. In Shishido's opinion "If Jap.anese

corporate law were flexible enough to aHowshareholders to tai/or the

legal governance structure to better defend against hostile takeovers,

then cross-shareholding, which is costly, would not. be used in

practice. ,,74

These cross-shareholdings serve as more than just a tool to avoid

hostile takeover; they are very impOrtant for proper working of a

Keiretsu. Theycreatea blend of stakesheld by two .companies in

one another. Usually, the major lenders of a company are also its

m(;ljor shareholders.

Gilson and .Roe summarize the benefits of cross-ownership jnto

(1) lowering.the costs of information transfer by aHoWing other

parties to acquire inforrnationas suppliers as weil as

stockholders,

73 Kester, Governance, contracting and Investment Horizons, supra note 68.
74 z. Shishido, Japanese Corporate Governance supra Note 59.
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(2) increasing the incentives to intervene when a firm is in

trouble, and

(3) providing added means of intervention since stockt:lolders are

both buyers of a product and owners of stock. 75

In the American system of corporate governance, there i.5

frequently a concern that corporationsmay breach .contracts with

suppllers and customers in the interests of transferring value ta

shareholders, or· that they may borrow money and then take

extraordinary risks that might benefit shareholders at the expense

of lenders. These situations arise much more rarely in the

Japanese system of corporate governance because here the

stakeholders are the company's own principal shareholders.

Another important bënefItof this tendency to holda blend of

differentfinancial and othercontractual claims against a company

15 that it reduces any potential friction that might normallyarise

75 R. J. Gilson, Understanding The Japanese KeiJ;etsusupra note 69.
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among various stakeholder groups owning separate and distinct

daims.

5. Monitoring And Intervention

Theother salientfeature of. Japanese corporategovernance is

constant monitoring by group .members or stakeholders and the

ability to intervene in the business of corporations.

There are different clubs, counçils and associations among

Keiretsus, consisting of a large number of member corporations.

Among their s.everal purposes, these dubsand councils serve as

collectors and disseminators of information about members'

experiences •• with eaçh other or, in the case of the supplier

organizations, with a common purchaser. 76

Perhaps the most powerfuland distinctive feature of Japanese

system of corporategovernanceis theabHity of one or more

equity owning stakeholders to intervene ln the affairs of another

company whennecessary to correct a problem. Thlsinterven.flpnis

notcommon, and is only done w.hen considered necessaryto

76 Z, Shishido, Japanese Corporate Govemance supra note 59.
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improve the performance of a company, but when the situation

demands, it is generally expected. 77

TypicaHYI such interventions are undertaken by a company'smain

bank because it is usually the largestsingle supplier of capital and

has quicker access to more information than most other equity-

owning stakeholders. However, this intervention is not strictly

Iimited ta the banks. In fact any company that is cpnsidered

appropriate at that lime can be called for helping the effected

company.78

These interventions are alsonot limited to financial difficulties.

Whenever members ·of a Keiretsu face problems that they

themselvesareunable to resolve, other members come to their

rescue. For e)(ample, a Tokai Bank executive assumed the

presidency ofa client company, Okuma Machinery Works,inorder

to resolve a bitter dispute between labour and management over

who was to succeed the company's founder-president. 79

BlR In lapan

77 Kester, Govemance, contracting and Investment Horizons, supra note 68.
78 ibid.
79 M. Gerlach, "Business Alliances and the Strategy of the Japanese Firms" (1987) California Management
Review pp. 126-142.
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As discussed earlier80
, BJR works in two ways; it protects the

directors, and it protects the shareholders by checking the

authority of the directors. As is apparent from the above-

description of Japanese system of corporate governance, Japanese

stakeholders are notas vulnerable as Americanstakeholders.

Stakeholders are shareholders in Japan. Because of concentrated

cross-shareholding, these shareholders are effectivelyinvolved in

every major decision taken by the dlrectors.81 As they have better

controlover directors including the ability to intervene in the

functions of a corporation, Japanese stakeholders are very unlikely

to go to court or even to blamedirectors for any error in

judgment.

It must also be kept in mind that shareholders are uSually highly

skiJled business people themselves. Thus, the protection of

shareholders is achieved in. Japanese corporation through their

active participation in, which as business people they are able to

do.

80 See Part 1 above.
81 See Keiretsu above.
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As far as protection for directors is concerned, due to active

participation of. shareholders .and the relatively Iimited powers. of

directors, it isquite rare· to blame directors for any decision that

doesnot achieve the desired results. Indeed, the Japanese legal

community did not recognizeany ne.ed for deference to the director

decisions. The Japanese Commerci.alCode r~flects this, containing no

doctrine equivalent to the busrnessjudgment rule recognized in U.S.

corporaté.law. 82 However, recently the· trend has changed and

shareholders are. fiHngsultsagainst corporations more frequently

than ever. Commentators point to the 1993 Japanese Commercial

Code amendments,introdücing the. reforms in.the shareholder

derivative suitmechanism, asrespoHsible for thegrowingfrequency of

shareholders Iitigation. 83 Ihdeed, Japanese courts and commeotators

have recently begun to take note of the business)LJdgment rule as a

potential rneans for· dîsmIssingi abusive. suRs. 84 Some courts have

actuâlly adopted the· doctrine. In· a case known as Alrft5, forexample,

the Tokyo District Court relied on the kind of deference called for

under the business judgment rule to reject a daim that the directors

breached their dutY of loyalty by investing in an extremely risky

82 S. Kawashima & S. Sakurai, "Shareholder Derivative Litigation in Japan: Law, Practice, and Suggested
Reforms" (1997) 33 Stan. J Int'l L. 9. [hereinafter Shareholder Derivative Litigation in Japan}
83 Although abusive litigation was there even prior to changes and the Japanese courts applied the sunilar
anology to dismiss the suits. See AIC infra.
84 Shareholder Derivative Litigation in Japan supra note 82.
85 Sato v. Dkura (AIC), 654 HANREI TAIMUZU 231 (Tokyo Dist. Ct., Oct. 30,1986).
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venture. 86 5imïlarly,in another case S7 the Court used the business

judgment rule to reject the plaintiffs claim regarding. the breachof

dutY ofcare. In both Ale and f\Jomura Securities, the court

incorporated the business judgment ruleinto its interpretation of the

duties of care .and loyalty under the Japanese Civil and Commercial

Codes. 80th cases <concluded that the aneg~d misconduct .was within

the scope of managerigl discretion. 88 Thus, Japanese. Courts are

trying to apply the business judg.mentrule, it is Holan estabHshed

legal concept89 and the Commercial Code.does not explicitly authorize

it.

III. The GermanModeIOfCorporateGovernancé~}1

90

The German modelof Cdrporate governanceis sImHar to Japanese

corporategovernance in a number of ways, but itis relatively less

rigid and has sorne similarities with the American model as weil.

ThefoUowing are some basiccharacteristics of the German model

ofcorporate gov(ernancè.

86 Shareholder Derivative Litigation in Japan supra note 82.
87 Ikenaka v. Tabuchi (Nomura Securities), 1469 HANREt TIRO 25 (Tokyo Dist. Ct., Sept. 16, 1993).
88 ibid.
89 Z. Shishido, Japanese Corporate Govemance supra Note 59.
90 Shareho1der Derivative Litigation in Japan supra note 82.
91 Major changes were made in German corporate law in 1998. The changes were intended to make the
working ofthe board more efficient. These changes have tightened the previously existing system of
corporate govemance but have not introduced any radical change in corporate govemance structure as
snch. For details see, S. Butler, "Models ofModem Corporations infra note 96.
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1. Cross Sbareholding

Itis difficult to give an accurate account of the ownership structure

of German corporations as the shares of most Germ.an

corporations are held>in bearer Jorm. According to Kallfass:

[IJl is never dear whoowns affot the. outstanding
shares of a West German corporation, because
securities are issued .asbearershares. West German
corporations are .not required tQkeep records of their
shpreholders. The only information avallable on
shareholder identification must be obtained by
tracking the shares which are deposited with banks
for safekeeping and by attendingannual shareholder
meetings to observe the voting. 92

But the avaHable evidel1çe suggeststhat as a group, large German

companieS engage infairlyextensive cross,..Shareholdings. 93 "Large

publicfirms typically have big blockholders that make the large

firms rese.mble Isemi-private"cdmpaniesll.94 According to reports

of a study .by the German MonopoHes Commission, there were 88

cross-.shareholdings among Germany's largest 100. corporations in

92 H. H. Kallfass, "The American Corporation And The Institutional Investor: Are There Lessons From
Abroad? The German Experience" (1988) Colum. Bus. L. Rev. 775.
93 Kester, Governance, contracting and Investrnent Horizons supra note 68.
94 M. J. Roe, "Corporate Govemance: German Codetennination And German Securities Markets"
(1999) 5 Colum.l EuT. L. 199.
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1984.95 Financial institutions are ëspeciallyJarge holdersof equity

in German companies, second only to otherbusiness corporations.

2 •. Company-Bank Relationship

The company-bank relatlonship in German model of corporate

governance is somewhatsimilar tothat of Japanese. Unllke what

had untHrecently bee the case for American banks,Germanbanks

have long been permitted by law to operate as commerçial and

investment banks simultaneously.96

Companies have a long history of doing their banking business with

aparticular bank, called a Haüsbank, whichis simHar to the maio

bank in Japanese keiretsu .. Corporations geherally obtain most or

ail of their financial services from their. banks. However, large

companiessometimes· have multiple main bankrelationships and

their credit relationships are not alwaY$.exclüsive. 97 Hausbanks are

generallytheequity-OWning banks and the sale of th.eir holding is

most infrequent. The same is true for Japan.

95 D. Shïrreff, "Bankers as Moral Monopolists," Euromoney, March 1987, p 71.
96S. Butler, "Mode1s ofModem Corporations: A Comparative Analysis ofGennan and D.S. Corporate
Structures"(2000) 17 Ariz. J. Int'! & Comp. Law 555. [hereinafter S. Butler, "Models ofModem
Corporationsl
97 T. Baums, "Corporate Govemance in Gennany: The Role of the banks" (1992) 40 AM.J.COMP.L. 503,
508.
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3. Share Deposltory

Sharedepositingis a distinctive feature of the German system of

corporate governance. German banksnot only own shares directly,

but they also act as sharedepositories for shares owned byottler

classes of· shareholders. At the end of 1988, nearly So% of Usted

German corporate shares were directlyor indlrectlyunder. the

control of banks.

These share deposits add to the power of banks as the banks can

vote for the shares deposited with them. The. delegation ofvoting

rights to portfolio-managing banks isquite normal.among prlvate

ihvestors. At the general meetings of vvidelyheldcorporations,

these banks account for over 90%of the voting rights, because of

the rlghts trêlnsferred to them by their cUents. Q8

This abilit'y to vote the deposited shares is called

Vollmachtstlmmrecht. 99 Despite some regülatory measures,

practically aIl bankshave effective voting control.

98lbid.
99 Kester, Governance, contracting and Investment Horizons supra note 68.
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4. Supervisorv Board (Aufsichtsrat)100

At the heart of the German model is a· two-tier board of directors.

One board actively manages the business and affairs of the

company, while the other board, elected in part by shareholders

and in part by labour, is responsibleforthesupervision of the

management board. 101 Under the German model of corporate

governance the mode of control is different fromthe Japanese

modeL Unlike, Japq.nese direct management intervention, German

banks exerciSe their influence througha supervisol"Y board or

Aufsichtsrat.

According to German law102
, the publicly owned Iisted companies

must have a two-tiered board. The managiog board is called

Vorstand, whereas the supervisory board is known as

Aufsichtsrat. 103

100 PresentIy, supervisory boards are under tremendous criticism due to same recent scandaIs like KHD and
Balsam matters. Different commentators have different views regarding the changes in supervisory board
or the two-tiered system itself. For discussion see T.J. Andre, German Supervisory Boards, infra Note 101
101 T. J. Andre, Jr., "Sorne Reflections on German Corporate Govemance: A Glimpse at German
Supervisory Boards" (1996) 70 Tul. 1. Rev. 1819. [hereinafter T.J. Andre, German Supervisory
Boards]
102 Stock Company Act, Aktiengesetz [AktG], 1965 BGB1. 11089.
103 T. 1. Andre, German Supervisory Boards, supra note 101.
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The Vorstand has day-to-day executive authority oVér the

companyl04 and is the real decision-making body on most matters.

It generally consists of five to fifteen members who aréfull... time

salaried executives of the company, each of whom performs

certain administrative functions. The supervisory board appoints

themembers of Vorstand,lOS generally for three to five years.

Although the Vorstand is free to make its day-to-day decisions it

requires the consent of the Aufsichtsratfor major financial and

investment decisions.

The Aufsichtsrat, or the supervisory board, is usually composed of

9 to 22 members. 1PG As a consequence of the Codetermination Act

of 1976, half of thesemembers are required to be elected worker

representatives Cat least one of which, however, must be a

member of the company's managem.ent). The other half of the

boardis elected by shareholders and consists entirely of me.mbers

who are not full-time employees of the company.107

The shareholder-elected haif of the German Aufsichtsrat is drawn

from the executive ranks ofother major corporations orfinancial

104 Section 76 AktG.
105 AktG, section 84.
106 Kester, Govemance, contracting and Investment Horizons, supra note 68.
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institutions that have a major stake of some sort in the company in

question. That stake may be a substantial equity investment, a

long-standing lending relatlonship, a vertical purchase or supply

arrangement, or as in Japan, some combination of these various

types of stakes. 108

Although legally responsible for representing shareholder interests

at large, German Aufsichtsrat ·membersalso .rnonitor other

stakeholders' interests. Bank executiveson the boards<of industrial

corporations are especially wen"'positioned to act in this capacity.109

The supervisory· board has the right to receivecertain information

regarding the operation of the company.

The monitoring role played by the supervisory board isbelieved by

sorne •• to be sirnilar to that playedby the outside directors on a

unitary board in Arnerican corporations. lio But there is sorne

dissimUarity between the supervisory board and outside directors.

In the O.S., the outside directors have the same responsibilities as

theinsiders, but in Gerrnany the séparationbgtween the Vorstand

and the supervisoryboard isrnuch stricter. Except in rare

107 ibid.
108 ibid.
109 ibid.
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instances.. the statu te explicitly forbids anindividual from serving

simultaneously on both the Vorstand and the supervisoryboard. ll1

Moreover.. management or executivefunctions cannotlawfully be

deleg.ated to the supervisory .board or to any individual member of

the board.

IV. Positlon·.Of 8Jft ln Germany

So as far as checking the powers of managers is concerned.. the

German system provides a reasonable answer forit in the form of

supervisory board. Shareholders have representation in the

corporation in the form of AufsiChtsrat. Although they do not

physicaHy Jntervene in the affairs of the corporation, their consent

is. always necessary in important business decisions.

The protection of directors From Hability is very stronginGerman law.

The theoretical reason. might be. the limited powers Of the VOfstand,

but the practical reasons .are •• quite different. The protection comes

from themechanism providedQY Germanlawfor fil1ng .suitagainst the

directors. German law 112enumerates specifie Çlctions that are regarded

110c. J. Meier-Scnatz, "CorporateGovemance and Legal Rules: A Transnational Look at Concepts and
Problerns of Intemal Corporate Managemellt Control" (1988) 13 J. Corp. L431, 443 n.67.
IllAktG 105, PL
112 AklG section 93.
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as per se violations of. managers' obligations. Under German law,the

pursuitof ail legal.c1aims iS,in principle, left to the managers. The

individual sharehalders are not able. to sue. Under German law, the

corporation itself has ·the ultimate ·authority· to ·enforcemanagerial

duties. ll3

As a defensive measure, the. power to decide whether the company

should sue and the responsibiJityto file the suit, is not left t() Vorstand,

but .rather it has to be exercised by the supervisory board

(Aufsichtsrat).114 Itis quIte unlikely for the Aufsichtsrat ta sue the

aHegedly faulty managers because practically ail the major decisions

are made with its consent and byadmitting the fault of a director, it

may implicate itselfas well. n5

To redress this problem, AktG 116 provides that under such

circul11stances a shareholders' meeting may be .heldupon the request

of the shareholders. At this meeting, a majority of shareholders can

decide that the company should go ahead wlthanattion against the

supposedmanagerialwrongdoers. 117 This iS qoestionable solution

because the Al..Ifsichtsrat is mainly ëlectedby shareholders, and thusis

113 B. Singhof & O. Seiler, "Shareholder Pmticipation In Corporate Decisionrnaking Dnder German
Law: A Comparative Analysis"(1998) 24 Brooklyn 1. Int'} L. 493. [hereinafter Shareholder
Participation under German Law]
114 ibid.
115 A. Barak, "A Comparative Look at Protection of the Shareholder Interest: Variations on the Derivative
Suif' (1971) 20 Int'l & Comp. L.Q. 22, 39.
116 AktG section 147.
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supposed already ta represent the rnajority of shareholders.' It is

therefore quite unlikely that the majority of shareholders will

contradictthe Aufsichtsrats' decision not to sue and decide to vote in

favour of enforCement.

There 1s yet another option1l8 available for shareholders,butit is also

notfree from irnpediments. 119 Both the supervisory board's refusai,

and théconcurring vote of the majority, can be set aside bya group of

minority .shareholders. But to .beheard, such a group must represent

at least one tenth of the stated capital fora minimum of three months

prior to the date of the shareholders' meeting. 120 Generally itis quite

difficult to meet this high capital requirement. l2'. Thus, practically

speaking,it is extremely difficult to holq the directors Hable for any

error in judgment; the directors do not need the protection ofBJR as

such.

A. comparison .of U.S. and German decisions suggests that the business

judgmenfrule<gives the U.S.. board of directors broader discretion than

ta its German col.lnterparts, and given the stakeholder oversight the

discretionof mana.gement is narrower thanqnder the U.S. business

117 Shareholder Participation under German Law supra note 113.
118 See AktG § 147(1).
119 Shareholder Participation under German Law supra note 113.
120 See AktG § 147(1).
121 Shareholder Participation under German Law supra note
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judgment rule. 122 Since German shareholders are the main

stakeholders in the corporation and are knowledgeablein business,

they are able to protecttheir interests effectively. 50, From the

shareholders protection point of view, the supervisory board

serves as a substitute for BJR.

We have seen. above that different legal corporate cultures treat

shareholders and dir~ctors differently. The same can be said for

different firm structures especially when they intermingle. There

are no shareholders in a partnership, but a partnership can involve

shareholders, for example, in a partnership of corporations. This

phenomenon is quite frequent in strategie alliances. The next part

deals with these situations and highlights the complications for an

analysis of BJRarising out ofthese alliances.

l22S. Butler, "Models ofMpdem Corporations supra n(jte 96.
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PART 3

TE STRUCTURES .ANDINTERPLAY

BJR: UESAND SPONSE

I.BJR . And Business Organizatlons Otl1er Than

Corp.orations

There are three bas.ic kinds of business organizations. 123

1. Sole Proprietorship

2. Partnership$

3. Corporations

SIncecorporéltions have already beendiscussed, we shall only

discusssoie. proprietorshipsand partnerships belQW.

1.· SoleProptietorships

123 VanDuzer, supra note
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A sole owner of. an unlncorporated business faces personalexposure

for hls business lIabilitles and is subject to unllmlted lIability}24

Owner of a sole proprletorship is the only person who exercises

both the management and cohtrol Ina sole proprietorshlp.

TypicaHy,BJR has no application· where management and control

are not separated at least to a minimal Jevel. One can thlnk of

employees in a sole proprietorship as persons sharlng the

management process, but they are not free to make their own

decisions. Therefore, BJR has no application to sole

proprietorshlps. The law of agency, generally, serves as a

substitute forBJR.

2. Partnerships

In what follows, 1 treat the common law of partnerships rather

than the law of civillawof mandate. The civil law general and

Hmlted pi:lrtnershipsnevertheless take on legal ventures simllar to

thoseoftheir.comrnonlawcounterparts, .. with the exception that

distinct légal personaHty is bestowed to the clvilian forms. In

partnerships, twoissue$an;ofgreat significance; Le., who will do

what in managil1g the business of the partnershipand who will he

124 M. F. Crusto "Extending the Veil to Solo Entrepreneurs: A Limited Liability Sole Proprietorship Act
(LLSP)" (2001) 2001 COLUM. BUS. L. REV. 381.
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responsible if things go wrong. 126 Usually national governing laws

set out a framework treating these matters,. rules but for the most

part they are not mandatory. In practlce, these rules are tailored

by way of modifications and amendments ta fit the needs and

desires of partners.in partnership agreements. 127 In case of a

breach of obligation, a third party may proceed against any or ail

partners irrespective of any arrangement in the partnership

agreement. The affected partner or .partners mayseek to recover a

contribution from the others ullder the partnership .statute or their

agreement.

In principle every partner is an agent of the other partners and

may bind them while acting in the usual course of partnership

business128
• Thisprinciple of mutual· agency gives rise to the need

fof some. measures to check unauthorized behaviour by an

individual partner. As a step toward checking this unauthorized

behaviour, the Courts have held that each partner is •under a

fiduciary dutY to others that involves honestyand good faith.

Secondly, formai control and monitoring mechanisms can be

125 Bee, for example,Quehec Civil Code, Ch. 10 articles 2186-2249.
126VanDuzer.supra note 4.
127 Ibid.
128 ibid.
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establishedin the partnership agreement. 129 Again, this measure

cannot prevent partners frorndaims of thIrd parties,however it

providesinnocent partners with sorne sort of indernnifIcation.

These measureS ·effectively serve as a substitute· toBJR in a

general partnership.

Limited partnership is the only way thata partnercan limit his

liabHity.. In Umitedpartnerships, thereare twotyp~s of partners:

general partner and Iimitedpartner. TypicaHy, the genera1 partner

isthe one who runs the affairs of the firmand Is completely Hable

in case of any wrong. The limitedpartner on the other hand does

not play any active roleinthe day-to-day management of the

partnership. He has Hmited HabUity to an extent predeterminèd in

the partnership agreement and cannot be sued for any amount

beyond that lnvestment.

If thegeneral partner makes a decision which is harmful for the

firm, and in particular for the Hmlted partner, the limlted partner

çannot challenge that decision unless il ls in specifie violation of

the partnership agreement. The Hmlted partner wil/have to bear

the consequences ofthatdecision to the extentofhls1nvestment.

J29 ibid.
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But, if the gen.eral partner exceeds his mandate undet the

partnership agreement, the limited partner can sue for breach of

contract.

In short, it can be said that in partnerships, whether Ilmited or

general, as regard to liability among part.ners, the partners have to

draft some sort of substitute for BJR andthis substitute can vary

from agreement to agreement. The basic difference between the

BJR and these substitutès cannat be neglected; i.e., individual

partner's liabiHty ta third parties and indemnificationas between

parties. Under the BJR, a directormaking any wrong decision

cannat be held Hable in the exerdse of pocr judgment. But ifa

partner observes ail the conditions of the partnership agreement

and commits an honest .mistake in judgment,he will still.be liable

personally for any losssu.ffer~dif that decision gives rise ta a

defaultinpayment of debts etc. The same is true for. the general

partner in a limited partnership.

Strategie Alliances: lnterplay Of Corporat.e

Structures
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The generaldiscussion of the BJR in partnerships allows us to

pursue an analysis ofit Wlthin strategicalliances. However, before

weget into that anaIY$is, Will beuseful ta uhderstand the

general concept and structure of strategie alliances.

1. Definition:

There is no precise definition ··ofterrn strategie alliance. According to

Black's Law Dictionary, in a strategie· alliance "[a] coalition is formed

bytwoor more persons in the same or complementary businesses to

gain long-term.finaneial, operational and marketing advantages

without jéopardizing eompetitiveindependence,,130

Under.this definition the necessÇlty Ingredients of. a strategie alliance

are:

l.Two or more entities

2.same or complementary businesses

3,.long-term gains

4.competitive independence

130 B. A. Garner, ed., Black's Law Dictionary, seventh ed., (V.S.A.: West Group, 1999) [heremafter Black's
Law Dictionary].
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The ooly aspect of this definition that can be questionedis that of

"Iong-term" gains. Even if an allianceis created for a short term

specifie purpose, it will still remainan alliance. The only difference that

the length of term makes Islo the sophistication of an alliance, since a

long-term alliance is likely· to he rigorous in its governance structure

than is a short-term alliance.

l would summarizemajôr features of a strategicaHianceas follows:

1. In an alliance ail the parties contribute something to the venture.

It can be R&D, resources, production facHities or any other feature of

strategie value to others.

2. AH the members of an alliance, to obtain the goals of the

alliance, adopt a Common strategy.

3. Allîances are generally premised onequal benefits for ail the

parties involved. 131

4. Ali members bear the risks aUached tothe venture. l32

ICa) Alliances and Joint Ventures

Alliances are related to and can be confused with joint ventures. and

this terminology Is usedinconsistently. For the purposes of this thesis

131 SeeJ. R. Harbison &P.. Pekar, Jr., "APracticlll Guide to Alliances: Leapfrogging the learnîng Curve a
Perspective for D.S. Companies" (1998) 1063 PU/Corp 9.
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the joint venture will be treated as a subset of alliances. Black's Law

Dictionary defines a joint venture as "[a] business undertaking by two

or more personsenga'ged in a single defined project. ,,133 Black's Law

Dictionary states fourelements necessary to constitute a joint venture:

(a) An agreement,

(b) Common purpose

(c) Shared profits and lossesand

(d) Equal control134

This definition isvirtually indistinguishable trom that of the strategie

alliance except that it dearly involves profit and control discussion.

This means that the term joint venture always indicates presence of an

alliance but an alliance does notnecessarily indicate existence of a

joint venture. In other words, joint ventures are a subset of strategie

alliances and stratégie alliances are not a. form of joint venture. 135

However someauthors do notagree.with this point of View. 136

Generally, a jointventureis a venture where two or more parties form

a jointly owned .and çontrolled entity, whHe keeping their individual

132 ibid
133 Black's Law Dictionary supra note 130.
134 Ibid.
135 S. Khemani & L. Wavennan, eds., Global Competition Poliey: Modalities ofCooperation, (New York:
Routledge, 1996).
136 M. Yoshino & D.S. Rangan, Strategie Allîances infra note 142.
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identity and independence intact. This said, the entitycan be a

corporation, a general or ITmited partnership or a lirrHted liabllity

company. Unisource and Global One are examples of this joint

ventures in the telecommunication industry. 137 Joint ventures are

usuaJly fOrmed when companies want toengage in a specifie business

that is related ta but is not their primarybusiness. 138

2. KindsOf Alliances

There is no formai legal framework distinguishing among alliances, and

their classification is based on function and practice rather than any

te)(t for validity. Often, alliances are categorizedon the basisof their

territorial scope., form of equity participation and their duration. This

produces·the following Classification:

a. Domesticand Cross-border Alliances

b. Equity participating andnon-equity partidpating alliances

c. 5hort-term and long-terrn alliances

a. Domestic and Cross-border Alliances

137 See K. Zourray, "Global Markets, Limited Options" (1998) 32:7 Telecommunications 36.
1381. M. Geringer, "Selection ofPartners for International Joint Ventures" (1988) Bus. Q. 31.
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Domestic alliances are those in which ail the parties involved are from

a single country. Cross-border alliances are .those in which one or more

members are From another country or countries.

Domestic alliancesamong corporations present the problém of aligning

domes.tic partnership law with domestic corporate law as. concerns the

tre.atment of the BIR. Cross-border alliance presents the additional

potentialcomplexity ofallayinga variety of corporatelaw regimes with

a variety· of possible p;::lrtnership regimes. The cross-border alliance is

ofgreat intent in this thesis for this reason. The Star Alliance among

fifteen airlines from different countries will serve as our. example.139

b. Eguity Participating and Non-eg.uity Participating

Alliances

In somé.alliances, the members have cross equity ownership with each

other. 140 In smaller alliances, one member may hold equity ownership

in the otherillember's assets.

The non-eql,Jity participatihg alliancesarethose in which members do

not have cross-holdings and maintain tQtal independence.

139 Sec·discussion infra.
140 For example, Fuji-Xerox Alliance.
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c. Short-termand long-term Alliances

Short-term alliances· are generally contractual arrangements with

emphasis on a particular goal. 141 However, not everyalliance with a

particulargoal is short-term sinCe ever very specifie goal can ... long-

term involvement.

The long-terrn alliances are more sophisticatedandeomplex. They

generally focus on enduring benefits and long...terrn planning.

3. StructuralFormsOf Alliances

An alliancecan take many structural forms. The Iimit of its structural

forms depends. upon the· imagInation of its creators. An alliance form

can rangefrom anarm's-Iength eontract toia joint venture}42 The

most common forms,however, are the following:

a. Contractual Arrangements

141 For example, an agreement between Siemens and Philips to develop new semiconductors.
142 M. Yoshino & U.S. Rangan, Strategie Alliances: An Entrepreneurial Approach to Globalization,
(Boston: Harvard Business School Press, 1995) [hereinafter M. Yoshino & U.S. Rangan, Strategie
Alliances]
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In contractual alliances, members of an alliance share thelr· resources

to obtain a common goal and sh.are the profits and risksof that

cooperation, but do l'lot create a separateentity. These contractual

arrangements can be regarding anyone or more aspects of business.

Themost common contractual arrangements are:

(il prQduct. Development Arrangements

(ii) Distribution Arrangements

(iii)Licensing Arrangements143

b. Mlnority Eguity Participation

This type· of alliance can be seenfrequently between a smaller

cQrnpanywith good R&D, ideas or technology andabigger company

ready to lnvest in it. Thé smaller company gets access to resources of

the bigger. company and> in return offers certain pricing or other

preferences from thedeveloping company. As the equityparticipation

is non..controlling, the smallercompany can keep its ownidentity

protected.

The difference between obtainingalqan from sorne financialinstitution

and minority equity participation is that minority investment alliances

143 C. Wei, "Cross-Border Strategie Alliances in the Transition ofRegulated Teleconnnunications" (2000)
unpublishect, McGill University.
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give the returns on equity investment, secondary importance and

focus on strategie goals of the alliance.

c. Joint Ventures

Joint Ventures are the most common, popular andsophisticated form

ofan alliance. As stated above, a joint venture is a venture where two

or more parties form. a jointly owned and controUedentity while

keeping theirindividual identity and independence intact. International

joint ventures come in a multitude of sizesandshapes. In certain

cases, a joint venture is a partnership, in others it is a corporation.144

Typically, smaller or domestic alliances form a corporation whereas

bigger or international alliances prefer partnerships. The reasons· can

vary From taxconsiderations to differentcorporate structures and

corporate governance models in different jurisdictions. 145

4. Reasons For Emergence Of Alliances

144 M. E. Robton, "Structuring And Negotiating Intemationa1·Joint Ventures" (1994) 27 Creighton L. Rev.
1013.
145 See A. S. Guttennan, l'he law ofDomesticandlnternational Strategie Alliances: A Surveyfor
Corporate Management (Wesport: Quorum Books, 1995)at 285-318.
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a. Integrated Product Unes

In a highly competitive market consisting of specialized corporations, it

is difficult for any single corpgration·· tomaintain high standards of

excellence in each and every dimension of their products and services.

Therefore, ••• corporations will engage in strategie alliances with other

corporations that meet their standards are in complementary issues of

business. with a view to belng able to provide better end· products. 146

b. Competiti'VeAdvantage

By introducing a better end. product or process that results from

cooperation of partner corporations, ail the alliance members can gain

a competitive advantage147 fgr a reasonable span of time and· also gain

goodwill that will give th~m enduringbenefits. l48

c. Riskand Cost Sharinq

Byforming an allIance, corporations may share. profits with other

members of the alliance,l:lUt. at the same tlme the costs andrisk

146 See v. s. KiUingsworth, "Strategie Lieensing: Leveraging Technology Through AUianceJ( 1998
CyberspaceLaw 13.
147 See J. BIeeke&I). Ernst, ''TheWay to.Winin Cross Border Allianees"(1991)Harv. Bus.. Rev.,· 127.
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attached to a venture can also shared by ail the mernbers. A company

may not be able or willing to start a venture because of· the risk

factors, whereas a distribution of risk canencourage it to do SO.149

d. Entry into International M.arkets

Cross-border Strategie Alliancesmay be. the best way to enter into

international markets150 for the following reasons:

i.Expenses

To enterinto a Foreign market on its own may he more expensive for a

corporation than aUying with a company that is already doing business

in or situatedina Foreign country.151

ii. Marketing Advantages of Local involvement

InvolvE;!mentof a Jocal companyis not only useful for reducing

expenses, but it aIso offers certain marketing advantages as weil.

Consumers or c:ustomersare sometimes hostile to Foreign competition

148See Y. L. Doz, TheAllianceA4vantage: theArtojCreating Value through Partnering{Boston, Harvard
Business Schoolpress, 1998) [Hereinafter Doz]
149D. E. Brown,.'r., K. M.. Cole &, J. A. Smith, Jr., "StrategicAl1îances:Why, How, And What To Watch
For". (1999), 3 N.C. BankingJnst. 57.
150 ibiâ.
151 Doz supra note 148.
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and furthermore may have preferences that donot align perfectlywith

the marketing strategy of the foreign force. Local participation can help

to overcome these problems. 152

iii. Independent Identity

As opposed to mergers and acquisitions, in alliances, the identity ofthe

local corporation remains intact.. This fact can prove very favourable

for th~ foreign corporations as sometimes, for example in case of flag

carrying airlines, theinsistence onkeeping the identity of the local

corporation intact. Olay extend even to government fiat.

e.Less Hostile Legàl Regulations

Due to above-stated reasons, alliances will often face a less hostile

regulatory environment than wouldmerge,.-s or acquisitions. 153 In the

case of· an alliance, the independent identity of ail the members is

protectedand every member.canearn profits .resulting·in prosperity of

its country. It is especiallyimportant to note thataHlances can

()Vercome overt regulation of Foreign investment lïrnits, which remai.n

152See C. L Hill, lnternatiol1alBusiness: Competing in the Global Marketplace, 1d ed. (Chicago:
IrwinJMcGraw-Hill, 1997).
153 F. Matte,Q.C.,. "Intern!itional joint Ventures andStrategiç Allîances: The Canadian Antiturst
Experience" (2000) 18 Wisconsin International Law Journal 563.
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in place for many sectors in devéloped and developing countries

alike. 154

50 Dl5ADVANTAGESOf ALLIANCES

ao Lack of Total Control

The first drawback to strategie alliances is thelack of coordinating

central c0l1trol. 155 In any alliance, a. company must take someofits

resourcesand put them, at least to some degree, in thehandsof an

outsid~ party. The corporation is also not able to makequick decisions

alone and often has to share the profits, which, dependingon the

number of alliance members and thelr actual· contribution toalliance

value can significantly dilute earnings.

bo More Managerial Time and Resources

Strategie Alliances may also require prOportioJlately moremanagerial

time and resources a single corporation. They may be harder to

manage since they invofve dealing with outside parties and sharing

154 For exampIe, see the Canadian Transportation Act part on arrlines or the Teleconnnunication Act part on
foreign ownership.
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control, resources and decision-making. Due to absence of total

control, which is available in cases of mergersand acquisitions,

implementation ofpolicies can be difficult to coordinateand décision-

making can be more time-consuming. 156

c. Umited Scope and Flexibility

Once a corporation joins a .Strategie Alliance, its options to participate

and engage in other ventureseither in partnership or alone .become

considerably limited. Generally, an alliance member cannotengage in

other alliances. or transactions that are. directly related to an existing

alliance. These limitations can sometimes result in signifieantless

opportunity for an alliancemember. 157

It is evident from the above list of advantages and disadvantages that

the benefits ofan allianCe can often outweigh its disadvantages. That

is why allianCes are emerging with such a rapid pace. The main

concern informing an alliance is coordination among itsmembers. If

an alliance is ·well-coordinated and the members.are willing to

155 C. Wei, "Cross-Border Strategie Alliances in the Transition ofRegulated Teleeommllllieations" (2000)
unpublished, McGiU University.
156 See S. M. Besen, "An. Overview of Strategie Alliances" (1994) 8:7 Insights 22.
157 SeeRD. Harroeh, "Strategie Alliances" (1997) J002 PLI/Corp 121.
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cooperate with each other, the alliance can be extremely beneficial to

ail itsmembers.

II. Analysis Of Shareholder's Rights And Control Over

An AniancePartnershig

Today many cross"border and domestic alliances exist that work in the

form of a partnership. This specifie structural form cangive rise to

manylegal complications such as duties owed by each veqturer to the

other, liability to third parties etc. 158

We, however, intend here only to highlight sorne of those

complications which relate to the BJR. The relevant issues relate ta the

shareholder protection aspect of the rule and concern control,

decision-making and liability.

1. Shareholders' Rights In General

158 A. B. Weissburg, ".Reyiewing The LawOnJoint Ventures With An Eye Toward The Future" (1990)
63S. Cal. L. Rey. 487.
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Typically in a North American corporation, the shareholders have the

right to vote, the right to sell shares, the right to receive dividends,

the right to beinformed of major changes in the corporation.

Shareholders' approval or vote is requiredin cases of amalgamation159
,

amendment of articles of incorporation 160 or by-Iaws 161, sale of

property 162, disposai or creation of new shares 163 and el.ection of

directors. 164 Shareholdersexercise their control over the corporation

primarily through their votingrights. Changes to the board of directors

are the ultimate manifestation of control.

2. Forming An Alliance Partnership

The decision to form an alliance with other corporations typicaHy is

undertaken with shareholders' approval and support. Before joining an

alliance, the corporation needs support from shareholders. Once the

approval is obtained to enterinto an alliance and the corporation

entersinto a partnership agreement with other corporations, and itis

there thëlt complexities may arise. The most problematic case is when

the strateg.ic alliance enters into a partnership agreement. If an

159See forexample, CanadaBusinessCorporation AGt R.S.C. 1985, c. C-44, (CBCA) section 183.
160 CBCA sections173~176.

16\ CBCA section 103.
162 CBCA section 189.
163 CBCA section Wb.
164 CBCAsection 106.
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alliance joint venture gives rise to a new corporation through which the

entity is governed, ordinary principles of corporatelaw wouId apply to

that corporation with choice of law becoming the way of resolvingany

potential clashes regarding the 8J8..

3. Legal Issues

The foHowing legal issues may arise out of an alliance. partnership:

a.· Articles of Incorporation

A corporation is governed by itsartides of incorporation and is legally

obliged to follow them. On. the other hand, when a corporation enters

Into a partnership agreement, that<agreement is also legally binding

and the corporation is under obligation to foflow thatagreement. The

question here should be: cana corporation enter Into an agreement

that iscontrary to its .articles of incorporation? Or can a corporation

enter Into<an.agreement and surrenderits.articles of inc:orporation?For

example, if the partnership agreement states/if any clauSe .of this

partnership agreementis cdntrary te> a .claüse· of article bf

incorporation of any ifoldividuàl corporation, the çlause of thls
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partnership agreement will prevail", what will be the legal position of

that cla use?

b. Dedsion-making

In an alliance partnership the decision-making powers can be assigned

to a board or body that may or may not includeall the members of the

alliance. As a matter of principle, ail the major decisions made by a

corporation should be subject to approval of shareholders, whereas in

an alliance that involves a large number of corporations, getting

approval from each individual corporation's shareholders may be

overly cumbersome.

50, can the corporations take decisions for alliance purposes without

getting approval from their shareholders, or is the approval of the

shareholders necessary before each and every decision.

c. Delegation of Powers

In large alliances usually a board or body is formed for specifie

purposes although ail the members are not usually represented in eaeh

and every board. The question here can be whether a corporation can
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delegate its decision-making authorities by transferring power to

someone else.

d. LiabiUty

The next question concerns liability. The general rule ofpartnershlp

law is that partners are jointly and severallyl.iable in case of defaultor

other Iiabilities. The question here becomes, if a decision taken by a

representative body of the alliance gives rise to Iiability of the partner,

what will be the liability of the directors of the underlying corporations.

ObViously, these questions are not· easy to tackle, and a

comprehensiveanswer to them is beyond the scope of the thesis.

However, wecan study anexisting alliance and examineits response

to thesequestions. In this regard, asstated above, we.have chosen

the Star Alliance. Although Star AIHancecannot truly beconsideredas

a ···representative of allexistingalliances, yet, .it. is one of the·. most

sophIsticated alliance in the world and lnvolve airline companies whlch

are themselves governed by various approaches to the BJR.ItIs

thereforea good. test case for lhe.consideration of how differel'lt
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approach to the BJR can be reconciled within the net\iVork of global

business relations.
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III. Theoretical.·· Questions, Practicail. Answers: Stud~

Of Star AUiance165

The Star AIHancecarneinto existence in May 1997. InitiallYr it was a

partnership of limited scopeamong Lufthans8r United Airlinesr SASr Air

Canadar and Thai Airlines. In the subsequent yearsr this partnership

expanded net only.in scope butalso in membership.166 CurrentlYr Star

Alliance has fifteen members. 167 The Star AllIance is the .Iargestairline

network in· the world 168 and provides access to 894 airports in 129

countriesand to over 500 lounges.169

1. Nature of StarAHiance

The Star Alliance is a non-equity. participatingr cross-borderrlong-term

alliance. Itis believed to be an equityparticipating alliance by mostr

howevercross-shareholding· ançl equity ewnership .ls not a policy of

165 The information regarding the Star Alliance is confidential. We contacted Mr. Ross McConnack ofAir
Canada, who is chairman ofAlliance Management Board, for information. He was kind enough to assign
Ms. Roula Zaarour, Director for Alliance Development in Air Canada, to answer our queries. Most of the
infonnation given below has been obtained from personal interview with Ms. Zarrour. The author is
extremely thankful for this favour. [hereinafter The Interview]
166 See M. A. Tavema, "Star Alliance Approaches Next Phase of Collaboration" Aug. 23,1999 Aviation
Week & Space Technology at 58.
167 http://www.star-alliance.comlVisited November 2001. According to website, the information given in
facts and figures is pre-September Il, 2001 data. The member airlines are continuaHy adjusting to the
CUITent downtum in traffic, so at this point in time it is not possible to give exact figures.
168 Ibid.
169 ibid.
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star Alliance, and the existinginstances are the Independent decisions

of parties and are result of separate bilateral agreements. 170

2.Working of the Star Alliance

Whenever the Star Alliance wants toextehdits services to any region,

it .surveys the major player acting in that region. The keyplayers in

thatarea are testedon an elaborate Iist of criteria, the most important

Of them are: exlsting affiliations and inclinations. If the setected player

is amember of any competitive alliance or has an inclination to join a

competitor alliance, such ptayer is immediately excluded .from the list

of potential partners.

If theselected player clears first phase of inquiry then its safety

record, quality of product etc. are examined. If a player satisfies these

conditIons, theh negotiations take place.. After negotiations, a

mernorandumof intent is signed.and eventuallythe selected player is

àcceptedinto the Star Alliance.

Onc~a .playér . joins the Star Alliance, it .·is provided a list of

requirements thatinclude thesharing bf frequent flier programs,

170 The Interview supra note 165.
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codes, lounge aCcess, etc. The seleetedplayer has to paya certainfee

at the time of joining the alliance. After getting member status, the

airline gets the benefits of the marketing and information technology

sector of the Alliancel joint advertisin9, jOint saleêlnd purchi3se, joint

management training aodso on. Açcording tothe. alHaoce'sfounding

members, the forming of the alliance haslnçreased profits Hp to .10%

for aH of· the airlines concerned. 171 A new member can tap into a

combinedmarket share of 20.6% of world traffic enjoyed by the Star

Alliance. ln

3. Gbvernance of the Star Alliance

Star .Alliance is governed· by the "Alliance Governance Document"173,

which is a· sort of constitution of the Amance. Under that document,

there exists an "Alliance Management Board". This Alliance

Management Boarçjis the supreme body of the Alliance. Ali the

members have one representative. qn that board. Ail rnembers of the

Board have equal pOwers. The Chairman of the Board is.selectedon

yearly basis and the chairmanship rotates among the members. 174

171 G. Thomas, "Star alliance Founders Say Membership Means Profits" May 17, 1999, Aviation Week &
space Technology at 64.
172 See Alliance Survey, Airline Business, July 1999, at 37.
173 The Interview supra note 165.
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The process of decision-making in the Alliance Management Board

varies. Some decisions need simple majority; some two-third majority

and some major decisions need complete unanimity of ail the

members. The examples of major decisions are, admitting or expelling

a carrier, deciding the business plan budget and long-term planning

regarding image of the Star Alliance.

In most cases the dissenting members are not bound to participate or

foHow the decision taken by the majority. Individuality of the alliance

members is very much respected. Under the Alliance Management

Board, there are many specialized bodies for purchases, advertising,

studies and planning etc. These specialized bodies are further sub­

divided into special task forces.

4. Star's Answers to The Above Questions

iD. Articles of Incorporation

The first question regarding shareholder rights was: could a

corporation enter into an agreement that is contrary to its articles of

incorporation? Or can a corporation enter into an agreement and

174 Currently MI. MacConnack ofAir Canada is the Chainnan of the Board.
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surrender its articles of incorporation. For example if the partnership

agreement states," if any clause of this partnership agreement is

contrary to a clause of article of incorporation ofany individual

corporation, the clause of this partnership agreement will prevail" what

will be the legal position of that clause?

The Star Alliance agreement l'las been carefully drafted to avoid any

sort of clash with articles of incorporation of any partner or corporate

law of any country. According to Star Alliance's governance system,

the member airlines do not have to modify their articles of

incorporations. The only mandatory element of the alliance is the

fulfillment of certain basic conditions like participation in code sharing j

frequent flyer program, access tolounges and other alliance sources.

The rest of the requirements are optional and no company is forced to

accept anything whichit <does not want to do. This non-obligation

strategy averts any clash between the agreem'ent and the articles of

incorporation. Hence, this question may never arise for the alliance.

b. Decision-making
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The next question was can the mëmber corporations take decisions for

alliance purposes, without getting approval from theirshareholders, or

is approval of shareholders necessary before eachand ëvery decision?

Again, the Star Alliance gives complete liberty to its members in

decision-,making. As explained aboye/major alliance decisions which

aremandatory; require complete unanimityamong alliance members.

The less important decisions, whiChdo not require unanimity, arenot

binding on the. dissenting members. For examplë,ifa majority of the

members decide to upgrade their airplanesor to buy airplanes from a

certain vendor, the dissentingmember does not have to participate.

Sq,the individualidentity and will of· aU the.partners is protected.

UsuaHY, the representé3tives of the member airlines are the key

officiais of their respective cornpanies, which makes it easier for the

representatives t6 decide because they are alreadyaware ofthe policy

of their respectivecompanies.

c. Delegation of Powers

In large alliances usually a board or body is formed for specifie

purposes and usually ail the members are not represented in each and



75

every board. The question here can be whether a corporation can

delegate its decision making power to someone else?

The scenario suggested above applies to the Star Alliance,· however the

arrangement of the alliance deals withitquite adequately. As

explained· above, the supreme body of the alliance is the Alliance

Management Board, where ail the members have equal representatibn.

Smaller bodies for specificpurposes are. created but these bodies are

ultimately accountable to the management bO(:irdand the members of

the board· are accountable to their respective companies or in other

words, the shareholders. 50, the delegation of powers does exist in the

alliance but it is the same as .• itis within the corporations themselves.

Inindividual corporations, powers are also delegated to different

bodies but theultimate control lies with the board. Thisis also the case

in the Star Alliance.

d. UabiUtv

The next question is that of liability. The general rule of partnership

law is that partners are jointly and severally Hable in case of default or

other liabilities. The question is when a decision taken by a

representative body of the alliance gives rise to Iiability for the alliance,
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what will be the Iiability of members directly involved in decision­

making and the members not directly involved in it?

This further can be addressed in a series of three steps:

0) Liabifity to third parties;

CH) Liability among themembers; and

(iii) l.iabillty to individual member's shareholders.

i. l.iabHity ta Third Parties

The Star Alliance does not enter into any agreements with third parties

as Star Alliance. Even in cases of complete unanimity, this option is

avoided. Ali the members deal with third parties in their individual

capacity. Star Alliance may negotiate a deal as an alliance, but it will

not enter into a deal as an alliance. For example, Star Alliance may

negotiate lower rates with an airplane manufacturer on the basis of

joint purchasing power, but the deals ta buy from that manufacturer

will be entered into by ail the members separately. This strategy helps

the alliance members to avoid any liability arising on account of

membership ta the alliance and restricts their Iiability for the actions

taken by them only.

ii. l.iability Among the Members
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Sofar as liabiHty among the members is concerned, we shouldkeep in

mind the nature of the alliance and its fundamental deviation from

basic parbnership structure. In the Alliance, the important decision­

making isdone by the Alliance Management Board. The ·.Boardconsists

of one representative.fromeach mernber. Major decisions need

completeunanimitYi otherdecisions require consent of wUling or

affected members. This. means that, every member is involvedin a

deciSion which could affect its interest and no decision is taken on

behalf of othee members. This 1s different from routine partnerships in

which a partner, undercertain circumstances, can decide on beha.lf of

the firm. The involvement of ail the interested partners lnevery

deCision concerning them makes. the alliance different from· the

ordinary partnership and displacestheliability problem to each

decision-maker. Even.. whete partners are not in agreement with

decisions,they can choose individuallynotto implement them.

iii. Uability to Shareholders

Liability to shareholders can be a difficult question depending on

the circumstances. Liability to shareholders can be of the

member corporations or of the Star Alliance. It is difficult to hold
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the Alliance directly liable to shareholders of member

corporations, yet in some circumstances liability maybe extended

to the Star Alliance. For. example, if any actiontaken by the

alliance members ultimately causes depreciation in stock value of

shareholders of a member c;orporationor inany other way

reduced the earnings of the shareholders, the shareholders may

either sue the representative of their company in the alliance or
..

they maysue .both the representàtive and the alliance. But the

chances of success of that suit may not be that good. The. suit

against the representative directormay fail because the director

isprotected by the BJR.

According to case law, the shareholders .in aH likelihood cannot

successfuHy sue. the alliance as weiL In Faour v. Faour 75 it· was held

thata corporate shareholder has nOindividual cause of actiOn for

personal damqges caused solejy bya wrong done to the corporation.

The cause of action for injury to the property ofa .corporation<or for

irnpairment or destruction of its business isvested in the corporation,

as distinguished from .itsshareholders,even though theharmmay

result indirectly in the loss of earnings to the shareholders. The

indivldualshareholders have no separate andindependentfight of

175 Faourv. Faour, 199QTex. App, Lexis 385.
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action for wrongs tothe corporation which merely result in

depreciationin the value of their stock. To recaver for damages to the

corporation, the shareholder must bring. the suit derivatively in the

name of the corporation. 176

In another case the Court observed that aderivativeacti.an can be

brought only when a cQrporation has.· failed toenforce .•• cl right Whlch

may properlybe asserted byit. l77 In otherwords, if a corporatipn does

not· have proper reasons ta assert. a right, the derivative daim cannot

be filed. In the case of the Star Alliance, ail th~ alliancemembers l11ay

find themselves without any proper reasons to .file a suit againstthe

aHianceas every memberisinvolved in a declsion which could affect

itsinterest and no decisionis takeh on behalfof other mem6ers.t78

Although,.the SOllJtion here seems flawless for the alliance, no solution

can be perfect or ans\i\fer ail the> possible contingencies. ln the above

setting, .. wé areassumlng that everything is perfect andevery one is

working diligently, in good Faith and there is complete harmony in the

alliance. However, it is hard ta imagine any system working this way

for a long There can be numerous situations which can put the

strategy of the alliance to test. For example, what one or more

176 ibid.
177 Coles V. Taliaferro, 1990 Kan. App. Lexis 43.
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directors working in the Alliance ManagementBoard as representatives

of their respective companiesare Bot workingingood .faith. For

instance, ln HMGjCourtJancl Propetties,Inc. v. Gray179 a corporation

brought an action ag.ainst directors to recover forbreach offiduciary

dutY and fraud arising from the concealment of one director'sinterest

asbuyer of corporate property. .The corporation also sued the partner

of one cHrector whose partnershipWasan investor in the property. The

Court heldthat the directors failedto demonstrate the entire fairness

of the transactions and fraudulently concealed the direc:tor'g interest.

Though the partner did· not aid and abet.the director's breach of

fiduciary duty, the partner was nonethel.essliable topay restitution.

This is justonéexarnple; there can be nurnerouS parallelinstances.

Therefore, it is fair tosay that althoughthe alliance has tried to

minimize its Ilability to mernbers' shareholders, yet it is not possible to

eUminate the liabHity issue altogethet.

As stated above,· in the alliance, ultimate.businèSS decisions are to be

made by the rnember. corporations .and these deCisibns are made by

each member through mechanism used for internai decisions.

Similarly, member corporations have the same liability to shareholders

178 For details see part, liability among the members, supra.
179 HMG/Courtland Properties, Inc. v. Gray 749 A.2d 94, Del.Ch.,1999.
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as they have for their internai decisions. Thus, the alliance has

attempted to displace the business judgment issue back to the

individual partners. However, it is not possible to eliminate the liabHity

issue altogether and it may arise at any time depending on the facts

and circumstances. Ali possible eventualities cannot be covered in a

single document.

In the Iight of above analysis, it is clear that a proper structuring and

governance plan can be used to avoid most legal complexities and

technicalities. The governing structure of the alliance has contained the

liability issues to the members, and thus the issue of BJR in the

alliance, for the time being, remains the same as it is for each

member, the application of the BJR varies from member to member as

it varies from jurisdiction to jurisdiction. However, different alliances

have different governing structures. 50, the issues of the Iiability and

the BJR may also vary from alliance to alliance. In the Star Alliance

model, however, the interests of the members' shareholders are as

protected or vulnerable as in their respective corporations.
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PART IV

CONCLUSION: THE FUTURE OF THE BlR

In their how classic text, Serie· and Means 180 described the most

striking feature of.modern widely held corporations is the separation of

ownership and control. Shareholders collectively own the corporation

but do not, as a.·· general rule, control it. Despite sorqe remarkable

differences, especiaJly as to the degree of shareholder dispersion, this

is the case in most the jurisdictions today. The separation of ownership

from control creates a fundamental tension between sharehcJlders and

management. In order to overcome this tension, every system of

corporate governance demands mechanisms that ensure

accountability. Although managers hoId their power in trust for the

shareholders, there is always an apprehension that theymay not carry

out the business fully in accord with their fiduciary obligations owing tb

their ihherent self-interest. Corporate laws in different jurisdictions,

although they may significantly differ from each other, provideinter

alia .tWQ devices whlch enforce the fiduciary duties imposed upon the

managing group181: First, shareholders can protect their ihterestsby

participating in decision-maklng on fundamentalcorporate matters.

180 A. À. J3erle& G..C. Means, The Modern Corporation and Private Property, 1-4(1967) Harcourt, Brace
&World,Inc., New Y'ork, 293.
181 Shareholder Participation under German Law supra note 113.
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This idea suggests that monitoring shoUld be relegated to those who

provide eqüity capital to the corporation. However, since normally

there is just one· shareholder meeting per year,. shareholders .do not

have adequate opportunity to use the monitoring function

effectively.t82 Second, there is almost always some kind of legal device

by which shareholders or corporate organs representing shareholders

may cQmmencelegal proceedings tohold management liable ifit

breaches its fiduciary obligations or makes any diSastrous decisions on

behalf of the corporation. lB3

On the other hand, directors are not necessarily corrupt and can be

victims too. Excessive monitoring, and unnecessary intervention and

control can impede their functioning. The constant threatof Hability

can significantly affect thëir performance as weil. Therëfore, there is a

need for a mechanism which can ensure .propër safeguard for

shareholder interests and .provide a conducive environment to

management to effëctively manage the business of corporation. The

legal system responds to these needs in the· form of the business

judgment rule. The .BJR prOvides directors of a· corporationenough

breathing space toaUOw for proper functioning and protects themfrom

unwantedlitigation .and scrutiny. Althopgh at first glance, the BIR

182 ibid.
183 ibid.
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appears to be a rule favourable to the directors alone, yet, it protects

the rights of the shareholders by imposing certain conditions on the

directors' functioning. 184

As we have seen, although the fundamental structure of corporations

ail over the world is quite similar, it is not identical. There are different

variations to the degree of separation of ownership and control and

there are different prevailing ways to monitor and control the

functioning of the directors.185 In most of the corporations in America,

shareholders are widely dispersed. It is difficult for them to monitor

the working of the directors. Most shareholders probably cannot

identify the directors of their company by name. Therefore, under

these circumstances, shareholders of American corporations rely on

the court's intervention. This reliance was extended to a painful level,

and the directors rather than shareholders became victims, 50 the

courts invented the BJR. The BJR is now a balancing force and the

courts use it in favour of the director or the shareholder as the

circumstances may warrant.

In Japan the degree of monitoring by shareholders is very high and

there is also a high potential of actual intervention by the

184 See Part l above Scope ofBJR.
185 For example, monitoring through Keiretsu in Japanese firms and supervisory boards in Germany.
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shareholders. 186 Effective monitoring by shareholders in Japan is said to

have struck a balance in the Japanese corporate world. Historically,

there was a. nominal amount of litigation between the shareholdersand

the. directors. Therefore, Japan never felt.a néed to construct a rule

like the BJR, and indeed. there .1s no such rule in the Japanese

Commercial Code. However, the situation has considerably cnanged in

last twoor three decades and there is now a signlflcant rise in

shareholder Iitigation. 187The Japanesecourts are now looking for a

concept similar. to the BJR. However, since Japan Is a cîvil law

jurisdiction, the courts are reluctantto devetop any such rule on their

own. If the Iitigation trend continues· itis. quite Hkely that Japan may

embrace the concept of the BJR in the near future although, the

reasons for doing so may differ From those that prompted the

American courts to adopt It.

In Gerrnany, another civil law jurisdiction, thereis no provision

regardingthe BJR. Shqreholdersare protected by their abUity to

monitor the activities of the board of d1rectors. through the supervisory

board and the directors areprotected ftom Iitigation through the

dep10yment of an. imrnenselydifficult mechanism for fHing ·suit against

directors. The rnechanisrn is 50 difficult that a genuinelyaggrievëd

186 See Keiretsu above.
187 Shareholder Derivative Litigation in Japan supra note 82.
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shareholder may find himself helpless on certain occasions.

Shareholders' protection wouldappear to be lacking in the German

model of corporategovernance. Although the supervisory board is

supposed to adequately protect the interests of shareholders, the

effectiveness of the board is under considerable criticism. 188

Other than the. corporation, th.ereare two basic corporate structures

Le., sole proprietorship· and partnership.. Sole proprletorship in

prindple contains no separation of ownership and .control. The

partnership, on the other hand, could involve a relativelyhigher

degree of separationofownership and control. That separation in

ownership and control can he seen in the case of limited partner$hips.

The Hrnited partner, although she shares in ownership, cannot exercise

any. significant control. The BJR, however, does notapply to

partnershlps because ofadifferent jurisprudential approach regarding

personaJityand liability in partnerships. However, theinterplay of

partnerships and corporatIons, whlch is quitecommon in theform of

alliances, can give rise to various legalissues regarding Hability and

accountabiHty.

The interplay of the BJR in the corporate and partnership setting led us

188 See T.J. Andre, Gennan Supervisory Boards supra note 101.
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to the study of alliances ln particular, we studied the case of the Star

Alliance as it offereda situation in which there is an interplay of

different corporate structures and different models ofcorporate

governance, .in a highly prominent and successfulalliance. The study

revealed that the Star Alliance has adopted a non-obligation approach

and handles the issues Hidden in theinterplay of different business

structures very carefully.

As regards theinterplay of diffèrent business structures, the BJR issue

may arise when theéllliance asa whole takes an erroneous decision or

a member corporation takes an erroneous decision on behalf of. other

membercorporations. The Star Alliance has tried to make sure that

these situations could never arise inthe alliance. Every decision which

couldaffect any member needs the approval qf .• thatmember. By

giving approval, the affectedmember takes the responsibUlty for ail

the risks involved in that venture and cannot blame othersafterwards.

That member also becomes completely accountabJe to its

sharehoJders. In thls way, the shareholders' protection aspect of the

BJR cannot. beattracted beyond the individualcorporationsnor any

rn.ernber can hold other members Hable for any negligent decisions.

ThLls,the St9rAIliance has attempted to dispJace the BJRIsSqe backto

the individualmembercorporations.
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So far as the interplay of different corporate cultures is concerned,

policy of the alliance regarding the BJR remains the same Le.,

displacement of the BJR to individual members. The Star Alliance has

neither adopted the BJR as a standard mechanism of check and

balance, nor has it rejected it. The alliance has simply left the matter

up to the individual members. The corporations that make decisions

are accountable for those decisions in the same way as they are

accountable for their internai decisions. For example, the German

partner may have to obtain approval of the supervisory board or the

Japanese partner might worry about its Keiretsu members while the

American partner is dealing with shareholders meeting. The approach

of every jurisdiction is respected and stays intact in the alliance. In this

way, the alliance has averted an issue which had potential for great

complications and conflicts.

The study of the Star Alliance instructs us that the clash in corporate

cultures may be avoided by an appropriate governing mechanism. In

Iight of the inquiry undertaken by this thesis the future of the BJR may

evolve in two respects. First,it may evolve within the context of

corporate cultures. Would the BJR emerge as a universal rule for ail

corporate models? As we have seen, different corporate models, due

to their peculiar settings, adopt different ways to ensure a proper
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check and balance between the shareholders and the directors. In both

Japanese and German models, there are only two parties Le., directors

and· shareholders, who maintail1 the balance between themselves. On

application of the BJR, a thirdimpartial party i.e., the courtsgets

involved in the matter. The involvementbf a .court provldes a more

effective and specifie dispute resolution mechanism acceptable bbth to

the shareholdersand the directors. In Japan, as mentioned, the

carporatecarnmunity is now 100kil1g for a rulesimi.lar to the BJR. This

iodicales growing acceptance of the BJR. However, due ta a powerful

monitoring system, theBJRmay notbe invoked as often in Japan as in

America but it is obvious that there is a role for the BJR to play. In

Germany,directorsof a corporation séem to be in commando In

practicaT terms, they have rendered the monitoring by shareholders,

àlmost harmIess. In Germany, the second prong. of the BJR,· Which

checks the authority of directors,is .in lacking. 50, based on the study

ofthese two corporate models, we can conclude that sorne formofthe

BJR, thoughlt may not be as developed .as in Arnerica, is requiredin

every corporate culture.

The second discussion for the evolution of the BJR is in the context of

the interplay of different corporate structures in alliances. The study of

the Star Alliance shows that alliances are very careful about the
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intricacies of this interplay and areavoiding Iiability issues as much as

possible. These issues to an extent can be avoided with careful drafting

of agreements and structuring of alliances. However, it is not possible

to eliminatë these issues altogether and complex questions may arise

in the future. The alliance agreements provide practical solutions for

existing problems and try to foresee and avoid future problems. The

Star Alliance hasadopted a non-obligation policy. It does not want any

clash with other corporate cultures and it does not want to assume to

any liability to thirdparties or to shareholdE!rs. Respect for other

corporate cultures. is a good strategy but the policy regarding liability

ta shareholders can be troublesome. In my opinion/89 the Star Alliance

hasfocused 50 much on avoiding liabiHty that it has not addressedits

options when the liabHity cannot be. avoided. As stated above190there

can be situationsgiving rlse to alliance"'level Uabïlity without

necessarHy resulting from a failure on the part of thestrategy of the

alliance. Th.e policy of theaHiance is good when everything works as

anticipated or as planned,· but a directo!" acting in bad faith would not

only he personally liable, butmightimpUcate some alliance members,

if not the whole alliance, as weil.

We can. foreseeaiarge number of alliances foHowing the sameor

simllar strategies for thE! foreseeablefuture. Because, for the time

189 Based on the limited infonnation.
190 See liability ta shareholders part supra.
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being not muchwork hasbeen done in this regard by the courts or by

the scholars, eventually alliances will have to face the liability issues in

the courts. How these issues would be settled can only now be a

matter of speculation.

50, to conclude, it ishoped that that the BJR adapted to context, will

emergeasa uniVersal standard In the neaYfuture. By BJR, l mean the

principles and logics underlyingfhe BJR i.e. checks and balances, not

the BJR in precise. terms as it exists today. 5econdly, as the BJR

continues to evolve we may seegreat conceptual debates· regarding· its

application to the multi-corporatestrategic alliances context.

It may be, however, that the BJR willhaye to be modified to deal \!Vith

the alliance setting. Itls far from obvlousçhatalliance directors, who

do not tact direct monitoring by shareholder-s should benefit from the

full deference accorded by the BJR. Nor .isitobvious that when a

corporation reUes on allianCe policies as)abasis for its decisions that

shareholders should simply rely on· the business judgment of alliance

partners.
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