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I. FINANCIAL MARKETS IN THE WORLD

Berle and Means' book, published in the 1930's, depicted the
modern corporation as one run by professional managers, potentially
unaccountable to widely dispersed shareholders.' This structure was a
product of the generation of big industries that dominated different
economies by virtue of their economies of scale.2 These big corporate
monsters, managed by a handful of directors, generate large amounts
of capital by carving out small units of equity claims.3 The image of
the modern corporation delineated by Berle and Means creates a
widely dispersed ownership structure-an appearance seemingly in-
herent to the corporate system.4

Berle and Means' idea of the "modern corporation" has seen a
lot of criticism.5 In fact, studies show that widely dispersed share own-
ership is exceptional: Many countries presented an environment
where firms typically had a dominant owner, whether it be a family
group or the state.6 Research by Rafael La Porta, Florencio Lopez de
Silanes, and Andrei Shleifer has documented large differences among
rich countries regarding the state of development of their financial
markets, and has verified that many companies are controlled by small
groups.7 In effect, three distinct groups have been identified: (i) the
common law countries (represented best by the U.S. and the UK)
which equi75O2o837: 
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EMPLOYEE STOCK OWNERSHIP PLANS

(iii) the Nordic countries, usually viewed as part of the "civil law"
family, even though they have their own unique characteristics.8

Each of these groups presents corporate markets with different
characteristics: Common law countries show dispersed ownership sys-
tems, characterized by strong financial markets, rigorous disclosure
standards, and high market transparency.9 French civil law countries
usually have a strongly concentrated ownership system with control-
ling blockholders and weaker securities markets."0 These countries
witness high private benefits of control and low disclosure and market
transparency standards. The German and Scandinavian countries are
usually considered somewhere in the middle of the two paradigms.''
Latin American countries are at the end of the line, presenting the
most concentrated markets and allowing majority shareholders to
grossly reap private benefits of control.

II. DIFFERENCES AMONG COUNTRIES IN DEVELOPING FINANCIAL

MARKETS

Due to the success of the economy in the United States, there
appears to be a transition of some civil law countries towards the U.S.
shareholder-orientated model.12 But a worldwide discussion is taking
place to explain the conditions necessary for a country to develop
strong capital markets. The reasons for this dichotomy are not found
in any singular answer. Empirical evidence appears to support the
idea that a country's governing law matters in developing liquid capi-
tal markets.3 More specifically, the evidence shows that financial
market depth and liquidity is closely correlated with the characteris-
tics typical to each of the particular families of legal systems identi-
fied. 4 Among these systems, common law consistently outperforms
civil law, as civil law usually provides inadequate protection to minor-
ity shareholders.5

The essential insight 
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ment."35 Managerial agency costs are of two different classes: those
arising from thievery or misappropriating corporate resources, and
those related to other mismanagement.36 Good law can clearly reduce
the former but does very little to minimize the latter, as is the case of
the U.S. corporate system. Indeed, Roe argues the business judgment
rule has courts refusing to intervene when shareholders attack mana-
gerial mistakes.37

Roe further develops this argument by empirically testing his the-
ory in several developed countries.38 His results are consistent with
his thesis. Particularly relevant for his argument is the case of Swe-
den, a country with well-developed stock markets on which many pub-
lic firms trade, but also a country with strong legal protection for
minority stockholders.39 However, Sweden has also been a histori-
cally strong social democracy.4" Thus, the 
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porate law impossible.43 By using Brazil as an example, Gorga ex-
plains that culture and ideology contribute to the failure in creating an
efficient corporate law system by playing a major role in shaping pat-
terns of firm governance rather than just a residual influence.44

As Table 1 illustrates, empirical data clearly shows that financial
markets in Latin America are very weak.45

Table I
Market Indicators

Country GDP per GDP per Mar-ket Total Claims of Claims of # of # of ADR
cap.(US$) cap.(US$) Cap./GDP Value Deposit money other listed (4)

(1) PPP adjusted (2) Traded/GD 
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Table 2
Ownership Concentration

Country Sample % of largest % of 3 largest % of 5 largest
shareholder shareholders shareholders

(2002) (2002) (2002) (2002)
Argentina** 15 61% 82% 90%
Brasil* 459 51% 65% 67%
Chile* 260 55% 74% 80%
Colombia* 74 44% 65% 73%
Mexico** 27 52% 73% 81%
Peru* 175 57% 78% 82%
Average 168.3 53% 73% 79%

* Data from ECONOMATICA.

** Data from 20-F ADR filings.

The data shows that building a strong securities market in this
region is impossible to do quickly and is hard to do at all.4 8

If we assume Gorga's argument to be true, and if cultural ele-
ments are key factors in explaining the failure to create an efficient
corporate law system,49 the question that must be answered is how to
provoke the necessary cultural and ideological 
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B. Cultural Elements

The political history shows the elements that will be described in
many Latin American countries that reflect culture. In my opinion,
the following elements are more or less present in each of these devel-
oping countries, and each impacts the "concentration" of ownership,
as well as the "weakness" of the securities markets:

State Paternalism: The civil law tradition-specifically from
France and Spain-incorporates the idea of a very strong state that
provides the needs to its citizenry.67 Where an individual from a com-
mon law country "claims" in favor of his "natural" freedom to pursue
personal success by using qualifications and effort as a tool to that
end; an individual from a civil law country "claims" that the state owes
him the right to earn enough to support himself, and a basic right to
work (sometimes closely identified with his right to "a job"). The
common law state will provide a rigid frame for individuals to develop
their businesses while the civil law state will bend the rules to "cor-
rect" any inequality it perceives. This paternalistic civil law state acts
through state-directed "redistribution."6 The existence of this phe-
nomenon is supported when "recent research supports the proposition
that civil law is associated with greater government intervention in
economic activity and 
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American countries. This is due to the fragmentation of the securities
markets and the relevance of small investor participation. Political
discourse is often directed against the rich. This is true even when the
disparity in the concentration of wealth tends to be much broader in
developed countries.
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ante sharing rule, in any team production situation, each team mem-
ber will have an incentive to shirk, as they would receive the benefits
of shirking but would bear only a pro rata share of the cost.77 Other
authors argued that if employee ownership is viable at all, it is likely
to be in low capital-intensity industries since employees as a class are
generally not wealthy and are likely to be risk averse and liquidity
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Social democratic governments wedged open the gap between
shareholders and employees by creating laws and a social climate that
made it harder for managers to downsize when technology demanded
it, or harder for managers to take risks with the enterprise when mar-
kets warranted it from the shareholders' perspective.
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share in the residual profits, or have the power to vest ownership in
specific individuals or a group of employees.90

Employee ownership varies considerably across institutional en-
vironments. Bagchi compares the different developments in the
United States, Germany, and Sweden, and discusses how legislation
impacts the type of employee ownership structure that develops as a
result of the changing law.91 Nevertheless, by taking advantage of the
freedom behind theoretical analysis, and by recognizing the problems
surrounding the German model, it appears the United States' model
would be the best system to implement in Latin America. More spe-
cifically, concentration should focus on the advantages in the Em-
ployee Stock Ownership Plans (ESOPs) governed by the United
States' Employee Retirement Income Security Act (ERISA).92

V. EMPLOYEE STOCK OWNERSHIP PLANS (ESOPs)

An ESOP is a tax-qualified employee benefit plan that invests
primarily in company stock on behalf of its employees.93 Generally
considered, there are various types of ESOPs. Nonleveraged ESOPs,
like stock bonus plans, are used when the corporation pays for securi-
ties or stock rather than use commercial credit. One advantage to
non-leveraged ESOPs is that the corporation can take an immediate
tax deduction. When the corporation invests money into the corpora-
tion's trust, it essentially retains all the capital gained by the
corporation.

There are also Leveraged ESOPs. Essentially, these ESOPs act
as intermediaries in loan transactions. Rather than borrowing money
directly, a company borrows it through a Leveraged ESOP. This oc-
curs in the following manner: (1) a company first sets up a trust; (2)
the trust then borrows money from a lender with the corporation
guaranteeing to repay the loan; and (3) to repay the loan, the com-
pany makes tax-deductible contributions to the trust that the trust
then gives to the lender. Alth1 261 2860 0 1 90 195.18 Tm
(gives )Tj 1 378 221.68 Tm
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(A
1.00909 0 5.18 n67 0.1 Td
(than )Tj
151.00909 0 5.125 1 90 1o.03636 0 0 1 170 241.0 0 ese )Tj
1.07273 0 m
(A
1.0090k7-33i08 0 0 1 3(cona68 2964 096oibutions )T1 Tm
(A
1.00909 0 .48 Tm
(the )Tj
1.07273 0 Rl 0 1 30.9 0 0 1 232 247.68 t TmTj
1.05455)Tj
0.981818 Tm
(pays )Tj
1.06364 E92l242nt 0 0 1 232 247.68545 0 0 1 114 498.7Tj
1.05455 0r 1 232 248.08 Tm
 0 1than )Tj
15 247.78 Tm
((2))Tj
[ Tm
3 or timat
(the )Tj
1.02727 0 0 1 1.0 392.08 Tusi-(or )Tj
1.01818 0 0 1 69 247.78 nesion's cse. 0 0 1 232 247.685453 1 69 247.78 A
15 247.78 Tm
((2))51m
69 247.78 Tm
(the )Tj
1.08182 0 
69m
69 247.78 debement 

idally, the Redpany the com-the 



EMPLOYEE STOCK OWNERSHIP PLANS

Important to this article is the fact that the stock may be paid to the
corporation's the employees upon retirement.

A similar version to a Leveraged ESOP is a Company-Financed
ESOP. Here, the company borrows funds from the commercial
lender, contributes amounts of stocks to the ESOP, and when the trust
acquires the stock as it pays for the loan, it can change the amounts or
frequency of its contribution.94

ESOPs have been the main engine driving the growth of em-
ployee ownership in the United States. In 1975, according to the Na-
tional Center for Employee Ownership, 1,600 companies employing a
total of 250,000 workers-0.25% of the labor force-had ESOP
plans.15 By 1995, more than 14,000 companies had broad-based em-
ployee ownership plans that covered roughly 14 million employees.96

Although ESOPs have been around since 1970, the term did not
become common until after tax changes were implemented in 1985.97

The most important incentives were incorporated in the Tax Reform
Act of 1984,98 which contained four important provisions that en-
hanced the attractiveness of ESOPs:

(1) Shareholders of closely held corporations may sell some or all
of their shares to an ESOP; if the ESOP owns more than 30 percent
of the corporation, the shareholders may elect not to recognize any
capital gain, providing that, among other conditions, the proceeds
from the sale are invested in the stock, rights, and/or debt of an-
other US corporation;
(2) Banks making a loan to an ESOP for the purpose of acquiring
employer securities can exclude 50 percent of the interest received
on the loan from their gross taxable income, thereby making it
cheaper for ESOPs to borrow money;
(3) Corporations can deduct from their taxable income the cash
dividends paid on stock held by an ESOP, provided that the divi-
dends are paid out to plan participants within 90 days of the ESOP's
year-end;

94. Id. at 7.
95. SPECIAL PROJECc-r"S UNIT, Ti. BUREAU OF NAT'i AFFAIRS, INC., EMPLOYEE OWNER-

SHIP PLANS: How 8,000 AND 8,000,000 EMILOYEIS INVEST IN TmI-IN FuruRIES 1 (1987).

96. See id.
97. Neil A. Wassner, The ESOP Concept, in ESOPs IN TilE 1980s, at 7, 7 (M. Mark Lee &

Robert M. Siper eds., 1985).
98. Tax Reform Act of 1984, Pub. L. No. 98-369, Div. A, 54 496. 1 1e61# 1NS: 
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(4) Under certain circumstances, an ESOP can assume all of part of
a liability for estate taxes in exchange for employer securities ob-
tained from the decedent or the executor.99

Having influenced the increase of ESOPs by encouraging the use
of tax incentives, U.S. Economist Louis Kelso and U.S. Senator Rus-
sell Long are two of the most important men in ESOP history.1"'
While Kelso believed strongly in capitalism, he knew that 
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A. ESOPs Recognized Effects

In the opening statement of Chairman Humphrey at a hearing of
the Joint Economic Committee in 1975, he stated that ESOPs will in-
crease economic growth for decades and prevent inflation.10 8

1. Efficient Mechanism for Profit Participation

Employees are economically better off when they share in the
company's profits rather than just receive wage increases.10 9 As the
company becomes more profitable, employees receive dividends and/
or an increase in the value of company stock.110 In effect, if employee
stock ownership acts as a way of sharing the gains of competitive suc-
cess independent of subsequent wage renegotiation, employees are
then incentivized to remain with the company."'

In fact, according to a 1990 study performed by the National
Center for Employee Ownership, "a typical employee in an ESOP can
expect to receive a benefit equal to 1.5 times annual pay over ten
years in the plan and four times annual pay after 20 years."' 12

2. Powerful Incentives for Enhanced Productivity

Profit sharing also increases productivity by inducing changes in
workers' attitudes toward the company.'13 Employees have a greater
sense of responsibility to improve their work product and to ensure
that co-workers also improve their productivity.1 4 Employees'
changes in productivity reflect the strengths and weaknesses of the
company."5 The following example is helpful:

Assume a $1 per share increase in profits for a firm trading at price-
earnings multiple of 10. All else equal, this will lead to a $10 per
share stock price increase, a much more vivid addition to employee
wealth than corresponding distribution of cash. Stock ownership

108. Economic Stock Ownership Plans (ESOP's): Hearing on H.R. 69-174Before the Joint
Econ. Comm., 94th Cong. 2 (1975) (statement of Hon. Hubert H. Humphreys, Chairman, H.R.
Joint Econ. Comm.).

109. Jeffrey N. Gordon, Employee Stock Ownership in Economic Transitions: The Case of
United Airlines, in COMPARATIVE CORPORATE GOVERNANCiE 387, 388 (K. J. Hopt et al. eds.,
1998).

110. Id. at 414.
111. Derek C. Jones & Jeffrey Pliskin, The Effects of Worker Participation, Employee Own-

ership and Profit Sharing on Economic Performance: A Partial Review 4 (The Levy Econ. R
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plans which hold 10 percent or more in company stock. About 50 to
70 percent of large manufacturing and nonmanufacturing firms have
savings or thrift plans and 41 percent in one sample required invest-
ment in company stock. One in four publicly owned companies has
a direct employee stock purchase plan, which includes most of their
employees and involves no tax qualification. This figure is almost 35
percent for the Fortune 1000. But, over 90 percent of these plans
hold less than 5 percent of the total corporate equity .... About 13
percent of the Fortune 1000 firms have no stock ownership plan of
any kind.12 0

Participatory forms of organizing production bring equity, partici-
pation, and decentralization, and such reforms are not ruled out by
the context of resource scarcity. This makes them ideologically
friendly for social democracy environments like the ones reigning in
Latin America. The ESOP policy, as it aligns closely to social demo-
cratic regimes, is also compatible with the "anticapitalist" position
common in Latin American countries.

4. Financial Tools for Raising Capital

As described, ESOPs permit sponsoring employers to borrow
money through a trust and to obtain the ESOP's loan proceeds, repay-
ing the ESOP loan at below-market rates. The proceeds can then be
used to acquire new capital, repurchase shares, refinance debt, buy
new operations, or be used in any other business purpose. With the
proper tax incentives, this could provide a much needed pool of capi-
tal for the dead-thirsty Latin American markets.

5. Solution to the Automatization of the Economy

It has been said that ESOPs will also provide a certain solution to
the problem between increases in production technology and human
labor.21 This problem, of course, arises as technology permits pro-
duction by mechanical means that require less participation of human
labor.'2 2 Such technology would not be a threat to employee produc-
tivity if the employees are able to gain ownership in the company to
make up for the decrease in productivity.123

120. Id. (using data obtained by the author in conjunction with Hewitt Associates).
121. See Jones & Pliskin, supra note 111, at 22.
122. Employee Stock Ownership Plans (ESOP's): Hearing Before the Joint Econ. Comm.,

94th Cong. 145-146 (1975) (statement of Louis 0. Kelso, Managing Dir., Kelso Bangert & Co.).
123. Id. at 149.

2015]



426 SOUTHWESTERN JOURNAL OF INTERNATIONAL LAW

B. ESOPs Potential Cultural-Changing Effects

1. Defeating "Capital-Human" Cultural Enmity

By aligning the "capital and human" factors, ESOPs can become
a vehicle of creating a culture of corporate investment. Indeed, if the
goal is cultural change, employee stock ownership may offer advan-
tages over other vehicles for economic participation like profit-sharing
schemes. Stock ownership more credibly commits the firm to sharing
in gains with employees than other forms of profit-sharing.124

Empirical studies have shown that employees react positively to
being owners.1 25 They clearly demonstrate that the more shares an
employee owns, the more committed and satisfied they are to their
company.

Labor participation would also open employees to the basic real-
ity of business. Receiving input on commercial and financial problems
that arise in managing a corporation will commit them to the general
objective of achieving profits. With time, this can grow into a feeling
of being part of a larger mechanism where owning a small share can
make a significant difference.

In effect, financial sharing and worker participation in decision-
making might have integral reinforcing effects on productivity.126 In 0 1 346 470 Tm
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"adversarial unionism" '128 that we find in Latin American cultures. In
essence, the more costly labor collective bargaining in a determinate
environment, the greater would be the incentive of employers to give
ownership rights.129 Unions, on the other hand, have historically been
opposed to the introduction of ESOP policy. 3 ' In the midst of discus-
sions about the ESOP legislation in 1975, railroad labor unions
adopted adopted6 0 70 1 1161vi1
(coluntroduction )Tj
1.05455j
0. 1 61vi1 fm
(greater )Tj
1.04545 11. 1 61vi1he"adargaining opposed c174antroduction 

of Inin the Tj
0.963636 0 0 26179 619p
ovi.1 Td
(sions )Tj
1.072733060 26179 619.6 Tm
(of )Tj
1.04545 000 26194 592.1 Tm
(the ]TJ
1.05455 0 0 26194 592R1 Tonversari1 2569 )Tj
12 -0R3 Trminate



428 SOUTHWESTERN JOURNAL OF INTERNATIONAL LAW

when their employees are compensated with company equity rather
than a fixed wage.'37

3. Creating a Culture of Saving

The issuing of stock to employees is intended to create a strong
commitment by way of a long-term investment in their benefit.138 In
effect, most plans lock the possibility of disposition of the stock by the
employees, creating a monetary benefit deferred in time.139 This
mandatory saving will help create a culture of long-term thinking,
which today is nonexistent in Latin American countries.

4. Incentive for Better Managerial Performance

Contrary to what happens in the German codetermination model
where the labor participation is direct in managerial decisions'40 ES-
OPs insulate management from labor force pressures to pursue short-
term profits or to fatten current employee payouts at the expense of
long-term value.

VI. CONCLUSIONS

I fervently believe that the main reason why the legislative intent
of boosting Latin American securities markets has failed is because of
cultural and ideological problems. If this is true, results would be
achieved only if we generate a deep and real change in the cultural
paradigm. To that end, labor participation can be a magnificent tool.
In due time, it has the ability to generate actual changes in the way of
Latin American thinking.

Among the many forms of labor participation, the U.S. ESOP
system presents very important advantages over others. ESOPs entail
capturing residual earnings all the while avoiding labor tampering and
distorting firm incentives.

ESOPs have demonstrated great value as an incentive for broad-
ening ownership participation. They are also a powerful tool for rais-
ing capital that can be used for any legitimate business purpose.
Empirical studies further prove that ESOPs act as a factor for increas-
ing worker productivity.' 4'

137. Id.
138. See id. at 412.
139. See id. at 415.
140. See Hansmann & Kraakman, supra note 3, at 445.
141. See Jones & Pliskin, supra note 111, at 3-4.
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But ESOPs can also have an impact on the negative cultural envi-
ronment reigning in Latin American countries by helping to improve
corporate market performance. Among these effects, aligning the
"capital and human" factors can serve as a vehicle for both creating a
culture of corporate investment and defeating a long-existent culture
of "capital-labor" enmity. It can also help diminish the gigantic adver-
sarial unionism that we find in Latin American culture. The collective
bargaining conflict generates an enormous burden on local businesses
that negatively impacts regional competition. ESOPs can also help to
create a culture of saving, absent in the area due to the chronic politi-
cal and economical instability, as well as the pervasive inflation that
has reigned in Latin America during the twentieth century. Finally,
ESOPs insulate management from labor force pressure to pursue
short-term profits and to fatten current employee payouts at the ex-
pense of long-term value, thus improving internal corporate
governance.

Empirical studies demonstrate that ESOPs have been a major
success in the American environment for creating ownership disper-
sion and improving productivity.142 And ESOPs-as mechanisms
conceived for wealth distribution-can be easily digested by the ideo-
logical foundation of the legislatures and citizenry of the Latin Ameri-
can region. Its correct implementation, boosted by proper tax
incentives, can start a change for better financial markets.143

142. See Hansmann & Kraakman, supra note 3, at 452; ESOP Statistics, ESOP Ass'N, http://
www.esopassociation.org/explore/employee-ownership-news/resources-for-reporters#statistics
(last visited Mar. 11, 2015).

143. BERLE & MEANS, supra note 1.
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