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ABSTRACT. The World Bank's Doing Business Report (DBR) rarggery year numerous
jurisdictions across the globe according to thbititg to facilitate business activities. Among the
indexes contributing to the definition of the glbbmompetitiveness of the legislations, the
“Protecting investors index” (PIl) measures thet@ction of minority shareholders in listed
companies. In this paper, we analyse the DBR’ssassent of the Italian regulatory framework on
investor protection. We find that the PII falls ghof properly evaluating the applicable rules.
First, it underrates Italy because the DBR evatumafalls short of properly evaluating the role
performed by independent directors under Italidaswn related party transactions. In particular,
the DBR fails to properly account for independeinectors’ power to veto unfair transactions
before they are submitted to the board, a safegiiatdensures minority investors’ protection at
least as well as mandatory abstention by conflidiegctors. Second, past DBR overrated the PlII,
so that subsequent reforms that substantially irgatonvestor protection have not been grasped
by more recent assessments, giving the misleadimgeission that no relevant changes have
occurred. Far from representing one of the multqading errors reported in the literature, these
flaws aptly show that the DBR methodology, whilerectly attempting to preserve consistency in
the evaluation of different jurisdictions, adoptsexcessively formalistic approach and disregards
the function of the rules it scrutinizes. In lightt the influence that the DBR exerts on national
policymakers, this approach is detrimental becausaight induce window-dressing reforms.
Moreover, it may rule out experimentation, whictkéy to ensuring that the applicable rules keep
pace with the variety of techniques adopted to @xpate minority shareholders.

KEYWORDS Doing Business Report, World Bank, investor protest related party
transactions, independent directors, coding, lasvfarance, comparative corporate governance.

The authors were, respectively, a Consob Commigsiand his aide between 2007 and 2012.
They also took part to a Bank of Italy seminar ihieh the issues discussed in this paper were
discussed with the DBR team. Although the essalgagesult of a joint effort, parts 1, 2, 3, 5, 6,
and 7 are to be attributed to Matteo Gargantini.
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1. Introduction

The Doing Business Report (DBR) is an assessmantise prepared by
the World Bank with the aim of comparing the efficcy of nearly 200
jurisdictions. On a yearly basis, the DBR assesaésnal regulatory frameworks
against benchmarks covering various fields of bessnlaw; the results of the
evaluation are reported in a ranking of all conedrjurisdictions. The DBR
exerts significant influence on the assessed matidhthe rankings display
unsatisfying results, political pressure in the aaned countries often induces
governments and legislators to put the inefficieadnighlighted by the exercise
high on the reform agenda.

One of the areas the DBR covers is investor protecthe “Protecting
investors index” (PIlI) aggregates scores calculdteda number of variables,
which code the presence (or absence) of rulesasirg shareholder protection
according to the DBR methodology. More preciselye tPll measures how
jurisdictions protect minority shareholders in didtcompanies in respect of a
hypothetical transaction between a listed compawyits controlling shareholder.

The DBR methodology on investor protection hasgemgd a lively
academic debate on both theoretical and practgeéas. On the one hand, the
adequacy of criteria and even the possibility toasuee the efficiency of
legislations have been called into question. Ondtier, coding mistakes have
been reported for various jurisdictions. We doewter here the discussion on the
merits of benchmarking economic legislation acrpsgsdictions belonging to
different legal traditiond, nor do we scrutinize the appropriateness of the
variables the PII relies upon. Rather, our limifedpose is to criticize the DBR
assessment of investor protection in Italy as th#came of exceedingly
formalistic evaluations. We also show that previonsunderstandings of the
relevant laws led to underestimate more recent rps3gs of the Italian
legislation, so that that the historical performesceported in the DBR with a
view to showing the historical evolution of the &dramework give the false
impression that no advancement was made overshgdars.

Although we concentrate on coding mistakes, ourlyaigahas broader
implications. Our basic point is that in both thesidn and the measurement of the
variables composing the evaluation grid a functiorether than a formal

! Similar benchmarking exercises are performed Bk, especially in the field of labour and
social law, under the so-called “Open Method of @owtion”: see e.g. BGENT(2003).



approach should be adoptetivhen the relevant legal regime ensures the same
result the DBR envisages, although via a diffetegal device, then the assigned
score should reflect the equivalent level of ingegtrotection. This may require
greater flexibility already in the definition of nables. Further, we stress that,
when assessing the rules applicable to investotegtion in any given
jurisdiction, attention should be paid to the breradational legal framework. The
outcome of effective investor protection may inddedbetter ensured by rules
that, although not matching the relevant criterin first sight, bring about
different effects if considered as part of a broa@gal context rather than in
isolation®

After describing the DBR methodology (part 2), treer summarizes the
ongoing academic debate on the positive and negatspects of the DBR
assessments (part 3). The main provisions of thiéart framework on related
party transactions (RPTs) are then sketched outt (pp with a view to
demonstrating how the DBR evaluation fails to cdesithat results equivalent to
those provided for by the DBR criteria are ensuwriaddifferent regulatory tools
(part 5). We then analyse more in depth the metlogétal flaws underlying this
miscoding so as to demonstrate how a functionatcamh would help obtain a
more accurate assessment (part 6). The impact efniiscoding are then
guantified in order to show how the DBR’s inaccigacmay create perverse
incentives by reducing countries’ willingness taeineffective legislation and by
inducing window-dressing reforms (part 7). Parb8adudes.

2. The Doing Business Report and the measurement of viestor

protection

Since 2004, the International Finance Corporatioa ember of the
World Bank Group — has been assessing the qudlityconomic legislations

%2 See ARMOUR et al. (2009a), at 586 and 600 (claiming that variabhesuid be selected according
their functional impact on corporate practices gmdposing a set of criteria aimed to match
functional variables with formal rules). See alsev& & DEAKIN (2010), at 124 (comparative law
is functionalist, while comparative law and finartgpically just verifies if one specific legal rule
does or does not exist in different countriesgMS (2005), at 531 and 540 (while statistical
evaluations typically confine themselves to verifyiwhether a legal provision exists in a
jurisdiction, indices should include measures tattain functional equivalents in order to avoid
distorted outcomes).

% See more generallyRRURADA (2009), at 571 (noting that “measuring instituidn countries
with different legal traditions requires appreaigtithat different legal structures suit different
contexts”). See alsomMOUR et al. ( 2009a), at 596 (a particular institution, evesuboptimal in
isolation, should be retained when its removal dowdxert adverse effects on other
complementary institutions).



across the globe with a view to comparing the nedag¢ase of running a business
activity in each jurisdiction. Its results are psbed on a yearly basis in the
Doing Business Report (DBR), which shows how theeased countries are
performing under the common criteria and providdsrimation on their year-to-
year performance, so as to highlight improvememttheir respective regulatory
frameworks.

The DBR results are reported in a single globakin@‘Ease of doing
business”) and in sectorial rankings addressingciBpeaspects of business
activity. Among these partial rankings, the “Proiteg investors index” (PIl) was
first introduced in 2005 in order to assess howaively minority shareholders’
interests are protected against expropriation wiaflict-of-interest transactions.
The underlying rationale is that economic developimies favoured where
property rights (in this case, investors’ entitlenisy are clearly definedx ante
and effectively enforcecex posf The assumption is hardly questionable,
although causatién(and even correlatidp between the quality of legislation in
force and financial markets development is stilbaen issue.

In order to assess the protection against diréctorsuse of corporate
assets, the PIl aggregates data on the relevamdlaégn according to a
standardised set of criteflaRelevant provisions in every jurisdiction are
evaluated and scored under three sub-indexes,atesglg measuring disclosure
required for RPTs (“Extent of disclosure” index)redtors’ liability (“Extent of

* See MENARD & DU MARAIS (2008), at 61 (recalling Hernando de Soto’s themryreduction of
informality — and consequently of transaction cestdirough definition and implementation of
property rights). On the theoretical framework utyieg the DBR see ALERING & DEAKIN
(2007), at 869-72)u MARAIS (2006), at 21-3; Rcces(2011), at 299-300.

® See IEG (2008), at 3 (providing a literature rewien the connection between the quality of
business regulatory environment and economic dpustat).

® CorFEE(2001), at 59-66 (in many instances, stock madkeeloped before legislation aimed at
protecting minority shareholders was introducediEeG-INS (2010), at 35-40 (UK law
traditionally offered scant protection to investarsspite of financial market development).

" ARMOUR et al. (2009), at 364-8 (finding no positive correlatibetween financial market
development and shareholder protection, and supgpdsiat this might be due to incentives to
delist in case regulatory burdens become excessive)

8 Since its first publication in September 2003, B®R has rested upon methodologies inspired
by the well-known scientific studies by Andrei Sfée and his co-authors. See initially IFC
(2003), at vii. For PIl see IFC (2004), at 85 (rdfeg to LA PORTA et al. (1998), where a first set
of criteria — “anti-director rights index” — wasqposed with a view to testing possible correlations
between the quality of company and securities awthe one hand, and ownership concentration
in listed companies, on the other haid; at 1150)). See subsequently IFC (2009), at 4Zrevh
reference is made toJBNKOV et al. (2008) (defining a new and more detailed grid 4f“dealing
index”). For further details on similar studies enginning other indices within the DBR see
DAvis & KRUSE (2007), at 1101. Reliance on academics or outsearde the production of
indicators is no exception:AIs et al.(2012), at 13.



director liability” index), and shareholders’ stamgito sue (“Ease of shareholder
suit” index). The PIl is the average of the thrab-gdexes.

Variables register, inter alia, what corporate bdgntitled to approve the
transaction, how detailed and extensive is theimé&iion available to such a body
before it makes a decision and subsequently prdvidethe public at large.
Enforcement-related features are also taken intowat, such as the possibility
for shareholders representing less than 10% obtitstanding capital to directly
or derivatively suit as well as directors’ liabjlitor damages and the availability
of disgorgement of profits. Access to evidenceufgrodiscovery is part of the set
of criteria too.

The variables are measured against a hypothetazadction, identical for
all jurisdictions. The involved company — “Buyeg’manufacturing firm listed on
the most important stock exchange of the concecogtry — purchases a truck
fleet from another company (“Seller”). Mr James]ditg a 60% stake of the
outstanding capital, is Buyer’s controlling shareleo and a member of the board
of directors. He also owns 90% of Seller. In tlegaction, which falls within the
scope of Buyer's ordinary course of business, feetfvalue equals 10% of
Buyer’'s assets and its price is set above markaeevit is also assumed that all
the “required approvals” for the transaction aréaoied and that disclosure is
made, so that no fraud has occurred. In this segnBuyer incurs damages and
shareholders decide to sue Mr James and those wéoingolved in the
transaction.

The evaluation team first finds out which rules lgpm the various
jurisdictions to such a transaction. Depending lo& availability of the legal
devices, scores are assigned so as to reflectsgiamgtion that the higher the
number of regulatory tools for protection againshrieling, the stronger the
protection for investors.

3. The DBR: Impact on national reform agendas and cricisms

In line with the declared purpose of stimulatinfprens on the assumption
that an efficient regulatory environment is pivotalfostering economic growth,
the influence of the DBR on national policy debatesemarkabl€.On the one

° IEG (2008) at 44-6 (DBR fosters national debatelemislative reforms, although its role as a
guide for policy priority is weak because it ofttotuses only on specialized aspects of larger
problems and disregards national contexts). See I8ISEPENDENTPANEL (2013), at 19 (many
institutions refer to the DBR without considerirtg inherent limitations). See alsoldWAELS
(2009), at 772 (listing the factors making the D&ppealing and assessing DBR’s impact).



hand, some countries have passed legal reforms twihexplicit purpose of
matching the criteria set by the DBR'’s evaluatiaid.{’ On the other hand,
academics and politicians from other jurisdictidmsve harshly opposed the
assessment method and its results, the widespramism also testifying to the
significance of the DBR!

The reasons for such significance are manifold.deweloping countries,
lending programs managed by the World Bank may nigpa the results of the
DBR evaluation, which is regarded as a proxy ofalted country’s willingness
to improve its economic performance to the advantad citizens’ living
standards. For developed economies, unsatisfaatmmkings exert political
pressure on governments, given their “name and shaffiect, which is often
magnified by the extensive press coverage on th&.BBey in this respect is
that the DBR, as opposed to other evaluation studreeasuring national
performances in different sectdfsdisplays the results of benchmarking by
ordering all the jurisdictions in rankings, thuseating the perception of a
competition among thef. Such rankings satisfy the need for easy-to-use
informatior’®> because they exert great symbolic power and, ghistéing the
technicalities that characterise local legislatiang easy to understand for the
public at large'®

While DBR’s echo has been significant since itstfipublication’ a
number of legal academics have harshly questiotseshéthodology and results.
Criticisms have addressed both the selection oktaedards according to which
the ease of carrying out an economic activity stidnd assessed and the process

10 see e.g. MLIESH & ARIzTI (2006), at 110 (reporting how Jordan, Korea, Moz,
Nicaragua, Serbia and Montenegro have used the &BRreform driver).

™ For France seBU MARAIS (2006).

12 See IEG (2008), at 41 (communication strategynis af the determinants of DBR’s success but
may sometimes mislead users, for example with tegarassertions of causations when only
correlation is demonstrated).

13 See e.g. CEPEJ (2012) (on the evaluation of démjeslicial systems).

4 Rankings, as opposed to ratings, may give thedsgion that no reform is made to the extent
that numerous jurisdictions are improving at themedime, and may hide the degree of variation
between countries KvIN (2013), at 4-5). See also IEG (2008), at xvi (‘fodpas in a country’s
ranking depend importantly on where it sits on dietribution; small changes can produce large
ranking jumps, and vice versa. These factors duutito anomalies in rankings”NODEPENDENT
PANEL (2013), at 2 and 20-2 (which, while suggestingntaiance of country rankings, admits
that cardinal scores — already provided by the DBR the “Distance to Frontier” metrics — are
more informative; for subsequent developmentdrsiea, text accompanying fn. 18 and 29).

5 9EMs (2005), at 534 (numerical analysis satisfies thedn®® reduce complexity in order to
increase the practical role of comparative law).

% See McHAELS (2011), at 31 (reductionist quality of rankings ds advantage for their
marketability).

' The Doing Business indicators are frequently nuewatil among the most important indexing
exercises: see e.gARIS et al (2012), at 3.



for evaluating actual compliance with those stadsaRemarks concerning the
selection of standards often address the very Ipibssiof measuring the
legislation applicable in different jurisdictiongainst a single yardstick, thus
avowedly® following a “one-size-fits-all” approach. What is best — so the
criticism goes — may instead vary from country tumtry, depending on the
legal, political, and social conteXt.First, interaction with rules left outside the
scope of the assessment may limit, and perhapsrevert, the positive effects of
rules that the DBR methodology considers in isotatiSecond, good law on the
books does not mean good law in action, the lattgyending on formal and
informal enforcement devices. However, the DBR notesly disregards
enforcement practicés. Further, in as much as the set of variables may be
properly construed, some degree of subjectivityniavoidable when it comes to
weighing each of the criteria and, therefore, itedmining the final ranking&:

Doubts are also cast on the ability of one or mgpecific criteria to
properly measure the legal environment where erdreurs operate. The World
Bank itself has recognised that the policy implmatof its evaluation might have
been questionable, and has subsequently amendeetit®dology. This was the
case with the original labour law indicator. Thdem measuring the ease of hiring
and firing workers raised widespread concernsjnglgs it did on the assumption
that less regulation, and therefore fewer burdensmoployee dismissal, should be
regarded as a proxy for higher efficiency. Critsteessed that deregulation does
not necessarily mean better regulatfoand that there is no evidence that light-
touch labour law improves economic performance reates more job%. Such

18 |FC (2003), at xvi; NDEPENDENTPANEL (2013), at 23; but see also, as regards labouridayvat

3 and 28, highlighting a switch towards a more meanapproach on the “employing workers”
measurement, for which the DBR has recently pralidbsolute data instead of rankings. Some
amendments to the DBR methodology announced inlAffil4 will change the approach
currently followed for the remaining indexes as lwéh particular, the DBR will emphasize
variations in the distance between the resultseaeki by each country, on the one hand, and the
performance of the most efficient jurisdiction, thre other hand. This should help point out more
clearly improvements that, while changing the diseabetween competitors, are not sufficient to
ensure a better ranking (IFC (2014a), at 1).

9 For a review seeAeces(2011), at 303-7.

20 Davis & KRUSE(2007), at 1102-3. ARURADA (2007), at 734; MNARD & DU MARAIS (2008),

at 77 and 80;NDEPENDENTPANEL (2013), at 3.

21 See IEG (2008), at xv-xvi and xxiv (DB indicatqeemarily measure laws and regulations as
they are written, but the relevance of each indicdepends on actual implementation of the law,
which DB does not aim to measure).

2 For a similar consideration with reference to cogpe governance indices seBABAT et al.
(2008), at 1825 (market participants may have djieet preferences when weighting governance
features, and some variables may be substitutestifers).

3 Every selection of variables inevitably reflectslarlying ideological assumptions on the role of
regulation and its effects on societyals et al. (2012), at 9).

4 See e.g. BRG & CAZES(2008), at 350 and 355-60.
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remarks led to an amendment of the methodologjafwour law, now included in
the new “employing workers” indicator, and to itsckision from the indexes
composing the “Ease of doing busine$s”.

Other criticisms have addressed the “Ease of stpaibusines$® and the

Pll itself, and have consequently involved the glotEase of doing business”
indicator because this latter inevitably reflect®r—even magnifies — improper
definitions of sub-indexe¥. Some scholars have proposed assessment crieria f
shareholder protection alternative to the PIl i éiitempt to have a more accurate
grasp of the comparative advantages of differensdictions?® Further changes
in the DBR methodology, announced in April 2014|l wackle some of these
critiques with a view to improving the completenexfsthe exercise and to
allowing a more careful consideration of its resgitalthough the evaluation grid
will inevitably remain exposed to objections by alens having different opinions
on the relative importance attached of differegaleules.

Irrespective of the theoretical debate, the acqua{cDBR assessments
has also been challenged, howelerThe exercise relies on imaginary
transactions — such as the one involving Buyer @elter, sketched in Part 2 —
that are devised to test how the law would operatieir respect' Data on the

%5 See BKVIS (2009), at 434; IFC (2013a), at 2.

%% See ARRUNADA (2007) (DBR methodology, which assigns a betteres¢o jurisdictions where
procedural requirements such as preregistration ragistration are cheaper and less time-
consuming, underestimates the costs of reducedl degainty); for a reply, see JANKOV (2008).
See also ARUNADA (2009) for a counter-reply.

%" See NDEPENDENTPANEL (2013), at 4 (noting that there is no strong ficsttion for simple
averaging across indicators to produce the Easdoofg business index and suggesting its
removal).

28 An alternative shareholder protection index isposed by ELE & SIEMS (2007). On the same
index see alsol&vs & DEAKIN (2010), at 128-35; ENTRE FORBUSINESSRESEARCH(2009).

29 The PII will be renamed “protecting minority invess” index and will cover an extended set of
rules. For instance, attention will be paid to shatders rights, including pre-emption on newly-
issue shares and the presence of a mandatorylbjcaruwell as to rules concerning decisions that
have to be submitted to the general meeting, sscissmance of new shares. Furthermore, the
assessment will address the composition of thedbohdirectors as regards the presence of non-
executive or independent members and the separafighe chairperson and the CEO (IFC
(2014a), at 3; IFC (2014b).

%0 See e.g. BvIS & KRUSE(2007), at 1104-7, 1111, and 1115 (concluding #hartcomings in
the DBR assessments make the report too unsoubd tesed as the basis for across-the-board
legal reforms).

31 This approach has also been criticized by somelac) in whose opinion the selection of a
hypothetical scenario by economists from the USvéy likely to reflect the specific
characteristics of common law jurisdictions, thieskng the subsequent comparison with civil law
jurisdictions (MCHAELS (2009), at 786). See als&E8s & DEAKIN (2010), cit., at 125 (as the Law
and Finance stream of research is mainly based Srseé¢urities law, it can be regarded as a
“hidden benchmarking” which measures the vicinitythe US model); NDEPENDENT PANEL
(2013), 16 (the selection of the hypothetical sdesaused to test the variables may be prone to

11



rules applicable to such hypothetical scenarios aathered through
guestionnaires submitted to local experts and splesdly discussed with the
World Bank team in charge of the evaluatiérhat procedure has not always
proved reliablé® For instance, Italy’s Pl score was also affedigdnistakes that
the DBR itself has later recognized as stich.

4. The Italian Framework on related party transactions

The Regulation on Related Party Transactions (hafteir, “the RPT
Regulation” or “the Regulation”) sets out the rubasd principles Italian listed
companies have to comply with in order to ensueg transactions with related
parties are adequately disclosed to the marketfalfil minimum standards of
substantial and procedural fairnéshe Regulation, approved by Consob — the
Italian Securities and Exchange Commission — ir02&id fully enacted in 2011,
contains a set of detailed rules, but it leavesirdor some optional choicé.
Because the DBR only considers default provisiamsits exercise, with few

home biases). DBR criteria’s appropriateness wagekier questioned from a US perspective as
well (PAcces(2011), at 303).

%2 For a description see IEG (2008), at 13-8vB & KRUSE(2007), at 1099-100.

%3 Numerous mistakes afflicting the first DBR on Fzarwere pointed out in the fracas raised by
the French legal and political community (see fh;, dee alsmwu MARAIS (2006), at 45 (binary
codes do not fit with instances where more thandptions are available under national law)) and
were therefore fixed in the subsequent editiorsRHFUEL & FAUVARQUE-COSSON(2009), at 815-

6). Mistakes affecting other countries in the measient of the “Ease of starting a business”
index are reported by @RUNADA (2007), at 743-4, and RRUNADA (2009), at 559. See also
H@YLAND et al. (2012), at 8 (measuring the uncertainty affecidBR evaluations). Mistakes
have similarly been highlighted imlPORTA et al. (1998) (seeupra fn. 8): see BAMANN (2010)
(finding that data reported for 33 out of the 46veyed countries were affected by coding errors,
the correction of which falsifies the claim of theginal study that common law outperforms civil
law in terms of investor protection).

% The “Ease of shareholder suits” index includesasable that measures the level of proof
required for civil lawsuits. If this is lower thahe burden of proof applicable to criminal cases,
then the jurisdiction gets one point. Up to the 2&Eeport, the variable scored 0 (see the Country
Table for Italy as of 2012). However, the correndicator should have been 1 because under
Italy’s rules criminal liability requires proof ahtentionality while civil liability is based on
negligence, which is easier to prove. The mistake fixed as from the 2013 report. As that
variation did not reflect any law reform, the 2048d 2014 Reports properly report no change
over time in this respect (see IFC (2014c), at 80 same holds true for other rankings, which
were consequently amended in retrospédt, @t 57). Similar retroactive corrections are not
exceptional: see IEG (2008), at 17. See alsdMARAIS (2006), at 40 and 54 (questions on the
standard of evidence in the PIll are framed accgréincommon law legal tradition and might
make little sense for civil law countries, thusdegy to coding errors).

% See Art. 2 RPT Regulation (Consob Decision No.217af 12 March 2010, as amended; O.J.
No. 152 of 2 July 2010). We provide here an ovewief the rules applicable to Buyer's
transaction with Mr. James. For a more comprehend@scription of the Regulation seafBcHI

et al. (2010), at 10-13; OECD (2012), at 115-6.

% See BaNCHI et al. (2010), at 13 (identifying the most relevant optibprovisions).

12



exceptions we limit our description to rules appiyito the PIl hypothetical
transaction by default.

The Regulation prescribes that the board as a wdt@é# be in charge of
deciding whether the RPT is to be entered intdhabno delegation of powers to
the executives is allowed in this resp&cBefore such a decision is made,
however, a special committee — composed exclusivefy unrelatetf
independerit directors — shall evaluate the substantial fasnefsthe affair as
well as the company’s interest in entering into th@nsaction. The special
committee has to be involved in the negotiationd arternal decision-making
process leading to the RPT approval. Not only ierititled to receive timely
information on the ongoing negotiations, but it nedso request clarifications on
specific issues and provide comments to the exszsithroughout the proce$s.
The committee may also ask for the advice of inddpat experts of its own
choice, the company bearing the related cBsts.

The special committee has a veto power over thesation, in the form
of a binding advice thereon. Alternatively, an eg% charter provision may opt
out of the special committee voting requirementawmour of a double-majority
quorum for board approval, so that the transaatiay not be entered into unless
the majority of the independent board members hapgroved if? The
Regulation’® however, allows companies to overcome the indegendirectors’
binding negative advice — under the form of eithecommittee resolution or a
double-majority quorum — through an ad hoc autlaian by the shareholders’
general meeting® When the company opts for this opportunity, theliapble

*7 Art. 8(1)(a), RPT Regulation.

% For the purposes of the Regulation, directors‘aneelated” if they are neither the counterpart
of the relevant transaction nor a related partyettie

% Directors are deemed independent if they comply wie requirements set by the applicable
corporate governance code. If the company doesowfiorm to any code, then some default
requirements apply (Art. 3(1)(h), RPT Regulation).

0 Art. 8(1)(b), RPT Regulation. Early involvementinflependent directors enhances the quality
of their review and improves the general rule raggidisclosure of conflicts of interests to the
whole board when the final decision on the traneacts taken (art. 2391 Civil Code). The
procedure therefore goes beyond the DBR methodplbgre compliance with the general rule
suffices to receive the maximum score (2) for theable “whether disclosure of the conflict of
interest by Mr James to the board of directorseiguired” (one point is given if a general
disclosure that a conflict exists is mandated withany further specification, and no point
otherwise).

4l Companies may cap the total expenses for opinicmscerning transactions of lesser
importance.

“2 Art. 8(1)(c), RPT Regulation.

43 Art. 8(2), RPT Regulation.

“In April 2014, the EU Commission adopted a proposantroduce an EU-wide legislation on
related party transactions. According to the prahoshareholder approval shall be mandated
before any such transaction is entered into whicdeeds 5% of company’s assets or which can
have a significant impact on profits or turnovesg SUROPEANCOMMISSION (2014), at 9).
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procedures shall ensure that the proposed traneacdin only be entered into if,
besides reaching the ordinary quorum, it is appidwe a majority of unrelated

shareholders (so-called “whitewash” proceddfejp that the transaction cannot
be entered into if the majority of minority has edtagainst the transactith.

When it comes to disclosure, specific provisionshi@ Regulation add on
the general rules on ad hoc dissemination of inisittematiorf’ by requiring that
information be giveninter alia, on the qualification of the transaction as RPT, o
the nature of the relationship with the relatedtypdto be identified), on the
amount of the transaction, on the procedure foltbvier approval, and on
dissenting opinions — if any — within the boardhe special committé@

Irrespective of the qualification of the RPT asdesinformation, detailed
information must be published within seven daysapproval by the competent
body of the transaction or, as the case may btheofontractual propos&l.Such
information is provided in accordance with a staddd format set by the
Regulation that mandates disclosure of the termtheftransaction — including,
inter alia, specification of the company’s intergsthe operation and description
of the criteria adopted to define the considerapard — and of the conflicting
interests, including indirect interests, such asthe case where managers’
compensation is influenced by the performance @RRT°

Finally, annual and interim reports must provid®imation on individual
major RPTS!

4 Art. 11(3), RPT Regulation. Companies’ code andawg are allowed to establish that a
minimum threshold, not higher than 10%, must besgmé at the GM in order to make the
whitewash effective.

“® The majority of the minority approval mechanisnutnalizes the effects of the provision failing
to impose abstention from voting on conflicted seiders (Art. 2373 Civil Code).

47 According to Art. 114 and 181 of the Consolidatedv on Finance, enacting Art. 6 of directive
2003/6/EC, companies shall immediately disclos@@mmformation concerning transactions that,
if made public, would be likely to have a signifitaeffect on the price of their shares. In the
DBR’s methodology, no reference is made to how tthesaction relates to ad hoc disclosure
duties, possibly also because no such duties exggr US law. Any evaluation on whether such a
transaction involves price sensitive informatiol wé highly discretional, although the size of the
consideration paid for the truck fleet is very likéo make dissemination necessary. Because the
DBR treats Germany as a jurisdiction imposing imiae] detailed disclosure of Mr. James’s
transaction (see IFC (2014d), at 64, where a sgairl is assigned because the applicable rules
require disclosure of the transaction, but not of Bames’s interest), and such a conclusion can
only be based on the ad hoc disclosure dutiesidgrivom EU law (in the absence of specific
disclosure duties relating to RPTs under Germar), laxg will similarly assume in the following
that Mr. James’s transaction would trigger ad hiscldsure duties in Italy as well.

“8 Art. 6 RPT Regulation; see also Art. 6(7) direetR003/6/EC.

9 The questionnaire used to gather the relevantataterefers to information disseminated within
72 hours after the transaction is approved (IFCL8B), at 5).

0 See Art. 5 and Annex 4, RPT Regulation.

L Art. 5, RPT Regulation.
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5. Measuring investor protection in Italy after the Regulation

According to the 2014 DBR, Italy does not reach highest score in a
number of sub-indexes (10 out of 18) within the Flirthermore, the DBR does
not report, in its section displaying historicakfpemances, any variation in the
applicable rules during the last years. Neitheraygd of the RPT Regulation (in
2010) nor its entry into force (in 2011) are codedrelevant regulatory reforms
for investor protection. Most of the scorings aseid) adequately reflect Italy’s
current and previous legal and regulatory enviramimehile others do not.

Coding mistakes may affect the assessment of sdjation either because
they under- or overestimate the current level okgtor protection or because
they misrepresent the evolution of the applicables, as is the case, for instance,
when past overrated scorings hamper the registrated subsequent
improvements. The reasons why some of the scoségnasl to Italy inaccurately
reflect the national legal framework, either foethresent or for the past, are
manifold. In some cases, the scoring may simplythe result of a basic
misunderstanding of the Italian legislation; inet miscoding may stem from a
formalistic interpretation — rather than a funcibone — of either the applicable
rules or the DB methodology itself. As a resulcading to the DBRS, the Italian
legal system has made no progress in recent yaads, correspondingly, no
noteworthy reform is reported to have been pass&@D10 or enacted in 20%4.
As we show below, these results fail to accounttiy’s improved legal regime
following enactment of the RPT Regulatidhin spite of DBR team'’s statement
that “a rigorous reform effort will certainly befiected in the DB indicators}?
irrespective of whether it is intended to improvel@BR rankings.

We analyse mistakes that affected past assessntwarise providing
wrong information on the jurisdiction’s developmeimt part 7. In this part, we
highlight one inaccuracy that miscodes the ledgimtain force. In particular, the
DBR is flawed in that it fails to properly accouot the function performed by
the review of RPTs by independent directors andeth&uing veto power over
unfair deals. We believe that the enhanced rolendépendent board members
brought substantial change to Italian corporatectpres: there is evidence that
active shareholders can take advantage of the Réguko successfully challenge

°2|FC (2012a), at 61-3. See also Figure 1 below.

3 See OECD (2012), at 117 (“Italy has made conshlerarogress in recent years to promote and
defend shareholder rights and to improve transgpatgn

¥ |FC (2012b), at 3.
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RPTs>® showing that the new legal devices aimed to ptateioorities are not
just cosmetic.

While we acknowledge that one mistake is toleraipleassessing a
country’s legal protections for minority sharehaklewe focus on it for three
main reasons. First, its impact on Italy’s PII remgkis not negligible, as it
accounts for 18 positions in the last DERSecond, it affects one of the core
regulatory devices the RPT Regulation relies uporemsuring that conflicted
transactions are entered into at fair conditions;@BR’s misunderstanding of the
Italian jurisdiction is therefore much larger thsimowed by the skewed ranking.
Third, this coding mistake is revealing of the tdades the DBR exercise faces
in balancing objectivity, on the one hand, andked to meaningfully account
for peculiar solutions by individual jurisdictionsn the other hand.

Indeed, some of the procedural requirements inRR& Regulation are
admittedly rather unique, so that it may be difti¢a precisely fit them within the
strictures of the inevitably standardized modelalefyjamework that the DBR
exercise is implicitly based on.

That is the case with the special committee’s Inigdidvice on the RPT.
The PII variable at stake is the one relating te torporate body providing
legally sufficient approval for the transaction.eTévaluation grid assigns a score
of zero if the CEO alone can approve the RPT; ametps given if the board of
directors or shareholders must vote but Mr Jamegersnitted to vote in his
quality of board member or shareholder respectj\eelycore of two is assigned if
the board approval is needed and Mr James is natifped to vote; finally, a
maximum score of three is granted if shareholdenstmote on the transaction
and Mr James must abstain.

According to the DB team in charge of evaluatirgyit “[RPTs] are pre-
approved by the independent directors’ committes approved by the board of
directors. In addition, the new regulation allowe participation of the interested
party in the approval process (board of directdrs)addition, according to the
new regulations, regardless of the committee’siopinthe board of directors (in
which the interested party can vote) has the fs@l on the transaction. It is
important to note that according to the new regutest the committee of
independent directors does not have the power dokbbr veto related-party

% See BLCREDI & ENRIQUES (2014), at 27-8 (reporting successful initiatilBsAmber Capital
LP at companies such as Fondiaria SAl and Parmalat)
* See Table 6 below.
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transactions. Based on the methodology, Italy weseione point under this
questions.*” Hence, a score of 1 is assigned to Italy in thigrd.

The reported statement is inaccurate in descrithiadRPT Regulation and
shows some misunderstandings on the functioningsobrocedural safeguards.
As clarified in part 4, the new regulation religstbe review of RPTs by a special
committee of independent directors and their vetevgr thereon as the primary
tool for ensuring minority shareholder protection.

More precisely, independent directors are involirethe negotiation and
the board of directors approves the RPT subje@ binding favourable advice
from a committee of independent directors. In othwrds, the committee of
independent directors does have a veto power ors RRT Buyer's>®

The requirement for independent committee’s bindipgion neutralizes
the disgraceful choice by Italian lawmakers in 208 to disqualify interested
directors from voting? It does so, because interested directors cannpivbél,
as they cannot be members of the special comntitiklng the veto powet

To conclude, under the default regime, a negatideica from the
independent directors committee does block the Ri?Such a default situation,
therefore, the appropriate score should be 2,adsté 1 (the score assigned to
ltaly in this regard§! As the coding we would deem appropriate at figttsdoes
not correspond to that displayed by the DBR, inribet part we analyse more in
depth the reasoning underpinning the DBR judgenasrtt provide a critique
thereto.

" See DBR EAM (2011a), at 13.

*8 The committee’s binding advice is the default rbiet a double-majority quorum is required for
opting-out companies (see text accompanying fn. 42)

%9 Art. 2391, Civil Code (It.). To be sure, if the jodty is reached and the interested director’s
vote is pivotal, the board resolution (as well las RPT) is voidable in case it is harmful for the
company.

€0 Nor can they count for independent directors’ migjgurposes in case companies have opted
out of the default rule providing for the speciahunittee’s veto power. Seipranote 58.

®1 To be sure, companies may opt out of the saidmegiia a charter amendment (to be approved
by shareholders holding a two thirds majority af ttapital represented at the meeting, according
to the general rule: Articles 2368 and 2369 Civild€), so that the independent committee does
not have the final say on the RPT; but, whenevenpgamies opt out this way, the power to
approve the RPT is shifted to the general meetiponuthe favourable vote of non-interested
shareholders. If the optional regime is chosermefloee, 3 should be the correct score. We leave
this hypothesis out of the picture in the followjigcause the DBR focuses on default rules. If the
pending EU Commission’s proposal mandating shademapproval is eventually to become law
(seesuprg fn. 44), Italy — as any other EU jurisdiction #lwget 3 points for this variable.

17



6. The DBR evaluation. Methodological issues

The DB team’s explanatioffsshow that the reason why the DBR assigns
1 to Italy in spite of the independent directorstorpower is twofold:

1. The committee approval is regarded as an obtaineguired approval’
under the case study assumptions (see part 2).elHéne independent
committee does not have the final say on the RRRAU=®e, in case of a
positive opinion (which is assumed), the approsdkft to the board as a

whole.

2. Interested parties may vote when they are callguhttcipate in the final

board approval.

Both points are formally correct, but none of theeally grasps the
regulatory mechanism underlying the Italian rulasRPTs. Suffice it to say that,
according to the methodology as applied by the tesrdifference would exist
between the current Italian regime and one wheeeRRT is approved by the
board with an ordinary voting procedure giving peaal role to its independent
members. That is misleading because the two mesinani+ ordinary voting
procedure and independent committee’s veto — alikelynto lead to the same
outcome. Of course, clear-cut categorizations adwmear the risk that regulations
like the Italian one — which is admittedly pecukado not perfectly match with
any of the classifications provided by the methodgl However, approaching
law from a functional perspective would seem tarb®e sensible than engaging
in a box-ticking exercise.

As regards the first statement above (the indepgnoEmmittee does not
have the final say), what matters from a functige@iht of view is who bears the
final responsibility to screen the RPTSs, rathentidno has the final say on their
positive approval. The two functions are usuallynotingled because, by casting
a single vote, directors may either approve orctejee proposal, and DB’s
methodology is consequently based on such a comrating pattern. On the
contrary, the procedure set forth by the RPT Reaguiasomehow splits the two
phases so that once a negative vote is expressté lmpmmittee of independent
directors, voting by the board is ruled out. Inestivords, for investor protection
purposes, it is indeed relevant whether someomreteé Mr James and the board
as a whole can say “no” to the transaction. Thetfaat the whole board (together

%2 DBR TeaM (2011b), at 2.
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with Mr James) may still decide whether to apprdwe transaction and act as a
second, and yet, unlikely and ineffective, scresenirrelevant, because the
proposed transaction has already been deemed Hdiruseful by a subset of
independent and disinterested directors alone. ¢jete evaluation grid — or,

rather, its application — improperly assume thdy enandatory abstention may
avoid improper influence by interested partiest@decision to be taken. Hence,
the methodology regards any regulatory device diegarom this standard as
inadequate, even if it actually delivers results thre (at least) equally effectite.

In Italy, the whole board maintains the power ttevdown the RPT, but if
and only if the committee of independent directoas given its approval. Since
committee approval is a governance device thgpesifically intended to ensure
independent evaluation of the RPT’s fairness in light of the company’s
interest, regarding it as any other preliminary hautzation prevents the
assessment exercise from taking into account agylatory strategy other than
full board voting and therefore clearly runs coungethe principle, which is self-
evident in comparative law, that the same normagiffect can be achieved by
different mean$? To the extent that independent director approvakguired in
order for a resolution to pass, one wonders whyf#éiee that the vote is taken
before, and separately from, the final approvalréagarded by the DBR as
lessening investor protection compared to a regimehich the board approves
the RPT without the dominant shareholder’s votés ttue that any classification
of legal rules requires a minimum level of formalisas a purely functionalist
interpretation would pave the way to excessive exthjity in the coding
exercis€’ but taking positive approval by independent boamdmbers for
granted, i.e. regarding it as an irrelevant stegha voting process, is no less a

83 Cf. SEMS (2011), at 120-1 (Djankov et al. methodology assuthat the same type of problem
exists in all the jurisdictions considered, whhéstis far from obvious).

8 More broadly, the DBR team’s thinking (as we umstind it) is a distortion of the assumption
that all required approvals have been obtained gme assumption is made byaRkov et al
(2008), at 432). The assumption enables an unambggyassessment of criteria such as those
included in the director liability index (e.g., wther a shareholder plaintiff is able to hold Mr
James liable for the damage the Buyer-Seller tatimsacauses to the company). The coding of
these variables depends in fact on whether thedraion is carried out in breach of the applicable
corporate rules, a possibility that the methodologigs out by making the assumption explicit.
This being its function, the assumption includes fimal approval by the CEO, the board, or
shareholders, as the case may be (senkdV et al (2008), at 433: “Buyers enters into the
transaction. All required approvals are obtained alhthe required disclosures made”). The same
prerequisite does not make much sense if refelwedatiables dealing with the proceduie
approving the RPTas it includes the variable to be measured (thal fdecision-making
responsibility) in the assumptions.

%5 See Armour et al. (2009a), at 600-1 (suggestingntarge the set of relevant variables in order
to reduce the risk that formalism prevails overctionalism).
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subjective and questionable interpretation tharsicieming it the first step of a
multi-staged decision.

Moreover, although the special committee vote is thefault device
according to the RPT Regulation, it may be optedioufavour of a double-
majority quorum for board approval. This is tellimg two respects. First, no
functional difference exists between a system wileeetwo decisions — one by
the plenum and another by the majority of the imshelents — are merged into
one, as is the case in the optional rule, and nnghich they are taken in two
different moments, as is the case with the defagiime. Therefore, because no
one would ever regard the double majority requinemas a preliminary
authorization to be assumed away, the same shaolddttue for any functionally
equivalent regulatory device.

Second, the reason why requiring abstention by &mek makes the
regulatory environment more effective — and here awene to the fact that
interested parties are allowed to vote — is thet thay prevent the board from
approving the resolution despite the dissentingesvoby the majority of
disinterested directofS. Therefore, although interested directors may wmteer
the RPT Regulation, the preliminary independen¢aors’ binding advice (i.e.,
vote) reaches the same outcome and goes evenrfurideed, even where Mr
James is not allowed to vote — and the methodoleguires no more than that —
he may exert a significant influence over the neoh thanks to his mere
presence at the board meeting: the default dedoptad by the RPT Regulation
avoids this risk because conflicted directors carbe members of the special
committee’’ If compared with simple abstention by Mr Jamestber conflicted
board members, the Italian procedure for delibega®PTs ensures a higher level
of protection also because, at the special comengtage, it rules out voting by
directors that, while disinterested in the spedifansaction, are not independent
and are therefore less likely to disregard Mr Jasnpeeferences when casting
their vote.

From a methodological standpoint, it is worth ngtthat disregarding the
role of the special committee by assuming it awayaay other preliminary

®Note that the the Djankov et al. paper requireth véspect to the general meeting approval, that
“the transaction must be approved by disinterestedeholders” (InNKkoOV et al (2008), at 434),
not that interested shareholders are not allowezhsb their vote. This formulation of the variable
— albeit referred to general meetings — betteecésl the function of rules that prevent conflicting
interests from determining the outcome of decidigmacesses. Mandatory abstention is the most
straightforward, but not the only rule ensuringtsacesult.

®7 This being the reason why the double-majority vptis conceived of as a second best solution
which requires an explicit choice by the compangwthe internal procedures are drafted.
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authorization, as the evaluation team does, ispaabte only if one adopts an
extremely formalistic approach when interpreting #pplicable legislation. And
even in that perspective, qualifying the commiteepproval as a normal
authorization may be questionable. Apparently, fdiem is adopted with a view
to ensuring that the evaluation is consistent acrdgferent jurisdictions.

However, relying on formalism to ensure consisteaoy objectivity can lead to
mistaken conclusions. First, we have shown thah&rqualifications — such as
classifying independent directors’ vote as a priglary authorization rather than
as part of a multi-staged board decision — are sedras arbitrary: arbitrariness
and objectivity are hard to match. Second, by fermgson the qualification of
procedural steps rather than on the role they parfourrent coding practices risk
disregarding essential corporate governance featanel misjudging the rules’
effectiveness in terms of investor protectin.

On the contrary, our analysis confirms that a fiemetl approack would
make the DBR assessment more accufats the assumption — which is not
debated here — that the trust in benchmarking ee=cas an instrument for
fostering adequate legal reforms is well-plated comparative law study, if
properly conducted, would indeed refrain from gastiating that a jurisdiction
lacks a specific legal tool just because the forrab which is sought for cannot
be found. Rather, it would strive to look for aftative rules that, although
formally different from the yardstick adopted abasis for comparison, perform
the same rol& Other legal tools are at least as effective asda@my abstention

®8 The approach followed by the DBR team when evaigahe Italian jurisdiction is not isolated.
A similar (and symmetric) example is the maximurarec(3; seesupra fn. 61) granted to France
as a consequence of the provision (art. L225-40eCQtlcommerce) that enables shareholders to
vote on RPTs authorized by the board of directtiF€ ((2014e), at 65). First, the evaluation
apparently disregards the fact that shareholderoappis required after the contract is entered
into, and therefore does not represent a precomditr the transaction to be passed (segIAN

et al.(2012), at 352; see alsaiBIQUESet al. (2009), at 168). Second, the transaction is \alieh

in case shareholder approval is refused (OECD,t&Barty Transactions, cit., at 64), although
the directors who approved it may be liable for dges (Art. L225-41 and L225-42 code de
commerce; E CANNU & DONDERO(2013), at 500).

%9 See e.g. WEIGERT & KOTZ(1998), at 32-47.

70 See MCHAELS (2009); MCHAELS (2011) (suggesting stronger integration betweenpzoative
economics and comparative law)ERHUEL & FAUVARQUE-COSSON(2009), at 828 (same). See
also MENARD & DU MARAIS (2008), at 76-7 (DBR neglects basic rules for afective
comparative study).

" We do not therefore enter the discussion on th&r@and the merits of functionalism, a concept
whose implications for comparative law are stilgtly debated (for an overview INHAELS
(2008). Rather, it is the DBR’s approach itselftttampares different jurisdictions with the
purpose of evaluating their relative efficiencygsd., at 373-6); a proper application of the
functional method, as opposed to formalism, woukl #nore consistent with the DBR’s
assumptions.

"2 ReITz (1998), at 621 (on comparative law methodology).
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from voting in blocking a detrimental RPT because they operate before the
transaction is brought to the plenary session efoibard and, at the same time, do
not depend on (non-conflicted but) non-indepenaeembers’ vote. Since these
other tools may perform better than conflicted merab abstention with no
additional costs, the evaluation should reflecs thiate of facts. According to
Konrad Zweigert and Hein Kotz,

“[tlhe question to which any comparative study é&voted must be posed in

purely functional terms; the problem must be statétiout any reference to

the concepts of one’s own legal system. Thus idstéasking, ‘What formal

requirements are there for sales contracts indar&w?’ it is better to ask,

‘How does foreign law protect parties from surprigefrom being held to an
agreement not seriously intended?%™

Comparative legal studies therefore necessarilpilesbme degree of
generalisation, as the search for rules perforngiggivalent functions requires
that formal definitions are abandoned in favoubodader categories capable of
including different rules achieving the same noiweatesult’”> By inspecting
which formalities are required to approve the dotéd transaction, the DBR
methodology assumes that board approval withoug&mnes’s vote is the second
most effective governance device (after minorityareholder approval) in
ensuring fairness. However, it falls short of agkihe correct question: “does the
relevant jurisdiction protect external investors diyielding the approval of the
transaction from Mr James’s conflicted interesg. iby ensuring that the
transaction is not passed if disinterested boardhipees do not agree?” This
guestion emphasize the result of the legal toctrifsgation of Mr James’s
interests in board decision), rather than the forf@atures thereof (Mr James’s
abstention, double majority, preliminary vote bgidierested members, or other
devices).

7. The impact of miscoding

It is mainly in the dynamic evolution of applicaldégislation that one can
see how indicators deploy their influence on natiopolicies’® The DBR
provides a diachronic perspective on legal refobmsause year-on-year changes

3 ReITz (1998), at 623 (each jurisdiction may conform iffatient ways to the ideal legal tool
adopted as a term of comparison).

" ZWEIGERT & KTz (1998), at 34.

S ReITz (1998), at 625 (“comparative analysis [...] forces tomparatist to articulate broader
categories to accommodate terms that are [...] fanatiequivalents”).

®Davis et al (2012), at 11 (on indicators as “technologiestjofernance).
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highlight whether a country is committed to impratgeregulatory environmenf.
Flat performances or lost ground in the rankingy madicate that policymakers
are not paying attention to areas of law that aeg to boosting economic
growth® The DBR’s focus on trends in regulatory reformeréfore provides
interested stakeholders with valuable informatias,it allows comparisons (not
only among different countries, but also) amondgedént evolutionary stages
within the same jurisdiction.

In this respect, assigning an erroneously high esdora country in a
certain year may paradoxically entail an underesiion of subsequent reforms,
thus conveying the wrong idea that there has beeavolution in a jurisdiction
even in circumstances where substantial improvesriggne been achieved. Once
more, ltaly provides some good examples, becausevawiables within the PII
were wrongly coded prior to the RPT Regulation’a@ment.

The first miscoding was about whether self-dealirajsactions such as
the one hypothesized in the DBR had to be disclasé¢de annual accounts: the
DBRs preceding 2012 assigned a 2 score (that iscltsure on both the terms
and Mr James’s conflict of interest is requir)i” This means that respondents to
the questionnaire had stated that the transactimuld indeed have been
disclosed in detail in annual accoufftsHowever, while before the RPT
Regulation the law generically required companeprovide disclosure on the
relations with their controlled, affiliated and ¢wmiling entities as well as with
other entities under common control, the provisi@s predominantly held not to
require detailed disclosure of individual self-degltransaction&' and such has
been companies’ consistent accounting practice afear implementation of
IFRS®? It is only with the RPT regulation that a specifequirement has been
introduced that the annual (as well as the halfly&3 financial reports point out

"7 Historical data are also useful to test the redatittractiveness of a country over time, thus
removing the influence of transient conditions ankings (see AMOUR et al. (2009b), at 350-3).

8 Of course, this would just be a rebuttable pregiompso to speak, because a country may be
even more committed to reforms than others highd@BR rankings, and just choose to do it “its
own way.”

7 Within this variable, a score of 1 is assignediigclosure on the terms of the transaction is
mandated, but not on Mr James’s conflict of intexe8 is assigned otherwise.

80 A similar mistake affects the Djankov et al. papending: see ERIQUES (2009), at 503-4.

81 See ©LOMBO (1994), at 157.

82 See IAS 24, § 18 (allowing the aggregation of tedlaparty transactions provided that a
distinction among categories of transactions i)y See also OIC (2007), at 140. Companies
used to aggregate related party transactions iin #mnual reports before the RPT Regulation
entered into force (seec®@soB(2008), at 38).

8 For interim financial reports, Art. 4 directive @V14/EC, implementing Art. 5(4) directive
2004/109/EC (transparency directive), requiresrmgttion on individual transactions that have
taken place in the first six months of the finahgi@ar to the extent that they have materially
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and describe each individual related party tramsadalling above the materiality
threshold®* Before the regulation was enacted, 0 would haes la@propriate.

In the same vein, before 2012 DBRs assigned a stdtdor the variable
“Whether immediate disclosure of the transaction ttee public and/or
shareholders is required®”.Before the RPT Regulation entered into force, a
mandate for immediate disclosure of RPTs wouldegitferive from the general
rule requiring ongoing disclosure of price sensitinformatioi® or from a
Consob rule requiring ad hoc disclosure for certRRT (Art. 71-Il Issuer
Regulation, in place between 2001 and 2010). Astaation like Buyer's would
be very likely to fall within the scope of the orgg disclosure obligation¥, so
that the proper rating would have been 1 (as ndatie of Mr James’s conflict of
interest was explicitly mandated). As for Art. 11of Consob Issuer Regulation,
the conditions to be met for an obligation to disel to arise were so hazy that
very few transactions had been made public underrake. More specifically,
only transactions jeopardizing an issuer’s finansiability or financial account’s
reliability — according to issuers’ own judgmeniad to be disclosed. Because no
such assumption is made in the case study, oneotassume that Mr James’s
transaction had to be disclosed pursuant to AAI. 7By contrast, under the RPT
Regulation in force since 20f%,companies are required to specify, in the
releases they publish when disseminating price itbensinformation, that a
conflict of interests exists as a consequenceefdlationship with the other party
of the transactiofi?

Once the coding corrections suggested above aresideoad, the
misleading impression that nothing relevant hashbdmne in recent years fades

affected the financial position or the performanéehe enterprise during that period, as well as
major developments thereof.

8 See Art. 5(8) RPT Regulation (listed companied| gitavide information, in the interim and
annual reports, on each material transaction eshiate during the reporting period).

8 Within this variable, a score of 1 is assignediigclosure on the terms of the transaction is
mandated, but not on Mr James’s conflict of intexe® is assigned otherwise.

8 Seesuprafn. 47.

87 Seesuprafn. 47.

8 See Art. 6(1)(a).

8 Furthermore, listed companies shall issue, witgmen days of the approval, an information
document whose contents are set by the Regulaseif and encompass all the features of the
transaction as well as a detailed disclosure ofed&rinterests (text accompanying fn. 49; see Art.
5(1) and (3); see also Annex 4 to the Regulatidfihough such information is more detailed than
that provided for under Art. 6(1)(a) (see text anpanying fn. 88), it goes far beyond what is
necessary to reach a score of 2 for the variablaeétWer immediate disclosure of the transaction
to the public and/or shareholders is required?”. Werefore leave it aside because the
guestionnaire sent to local experts — althoughmbéehodology is silent on the point — focuses only
on disclosure to be performed within 72 hours dftertransaction is approved (segprafn. 49).
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away. Table 1 and Figure 1 below display the DBRimg with the adjustments
we deem appropriat8.

Table 1
Extent of Disclosure Index (Sub-Variables) 2011 Ad;. 2012 on
Ad.

1| What corporate body provides legally sufficient mqwal 1 2*
for the transaction?

2| Whether disclosure of the conflict of interest by Jmes 2 2
to the board of directors is required?

3| Whether immediate disclosure of the transactioté 1+ 2
public and/or shareholders is required?

4| Whether disclosure of the transaction in publispedodic 0** 2
filings (annual reports) is required?

5| Whether an external body must review the termé® 0 0
transaction before it takes place?
Extent of Disclosure Inde 4 8

“ The variable is adjusted to reflect the role o thinding opinion by the independent
directors’ committee (see parts 5 and 6).

' The variables are adjusted to reflect the sitmapidor to the full RPT Regulation’s entry into
force (January 2011), where no explicit duty to iediately disclose Mr James’s conflict of
interest was provided for and no ad hoc discloswre mandated in the annual accounts.

% In order to account for the overall impact of noiding by the DBR, Table 1 and Figure 1 report

all mistakes we identified, whether attributablebtssic misunderstandings of the applicable rules
(as explained in part 7) or to an unduly formatistiterpretation of the regulatory framework (as

explained in part 6).
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Figure 1
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By the same token, Tables 2 to 5 and Figure 2 ghawiltaly would have
ranked much worse in 2011 (&3nstead of 58), and would have held a much
better position in the first year in which the Rledgion was to be considered
(2012) (29 instead of 65), as well as in the last available survey at thee twe

are writing (2014: 3¥ instead of 49).

Graphic: adjusted rankings for Italy (Extent of @&sure Index)

Table 2
2011 Original 2011 DBR Corr. 2011 Adj.**

PrOteCtlng Sgh 44h ggd
Investors (rank)
E'xtent . of 7 7 4
disclosure index
Extent of director
liability index 4 4 4
Ea.se.of shareholder 6 7 ;
suits index
Strengt_h of investof 57 6 5
protection index
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Table 3

2012

2012 DBR Caorr.

2012 Adj.*

Protecting
Investors (rank)

65N

46"

2gh

Extent of disclosure
index

Extent of director
liability index

Ease of shareholde
suits index

=

7*

Strength of investof
protection index

5.7

6.3

Table 4

2013

2013 Adj.*

Protecting
Investors (rank)

49"

32

Extent of disclosure
index

Extent of director
liability index

Ease of shareholds
suits index

=

Strength of investof
protection index

6.3

Table 5

2014

2014 Adj.**

Protecting
Investors (rank)

5

34h

Extent of disclosure
index

Extent of director
liability index

Ease of shareholde
suits index

=

Strength of investor

protection index

6

6.3

* In Tables 2 and 3, in the “[year] Corr.” colunthe variable “Ease of shareholder suits
index” is 7 — instead of 6 — so as to reflect thpprapriate coding of the variable
“Whether the level of proof required for civil ssiits lower than that of criminal cases?”

as subsequently rectified by the DB team (seeaextvmpanying fn. 34).

** |n Tables 2-5, the “[year] Adj.” column displaybe appropriate coding in light of our

analysis.
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Graphic: adjusted rankings for Italy (Protectingdstors Index)

Therefore, while no improvement and a relative lmsgompetitiveness
emerge if one compares years up to 2011, on thénané, and years since 2012,
on the other, the adjusted variables highlight thaly has actually gained 59
positions as of 2014 in comparison with 2011. Inmacies of the DBR are
summarised in Table 6, which measures their impacthe ranking of Italy in
2011 and 2014.

Table 6
Investor protection Index Original DBR Corr. | Adj. Ranking A A
Ranking (1) | Ranking (2) 3) @-0) | 3-©
2011 59 (5.7) 44(6) 93(5) -34 -49
2014 n.a. 52 (6) 34 (6.3) n.a. +18
Variation (positions) n.a. -8 + 59 n.a. + 67
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8. Conclusions: Functional approach and transparent asessment

The DBR has provided developing and developed cmsntwith
incentives to adopt more effective economic regutatpersuading policymakers
that sound rules may enhance competitiveness atduiting back on regulatory
costs and redtape are ingredients for groWtAccuracy in the preparation of
rankings is however essential to avoid that inadeguassessments convey
distorted incentives to local reformers. Our analysports some coding errors
that affect or have affected DBR’s assessment alfy/’'# investor protection
regime. Some mistakes are simply the result of newas readings of the
applicable rules, as is the case for the scorinthermandatory individual RPTs
disclosure in the annual accounts (part 7). Otharsh as the one still affecting
the identification of the body providing legally fBaient approval for the
transaction, are instead methodological, as thelergstimate the fact that the
procedural guarantees set forth by Consob RPT Regulare, as a matter of fact,
more effective than it would be by simply stickitoythe relevant DBR variables
on board approval (part 6).

No ranking system can be perfect, as any measuteshéaw is prone to
simplifications that are needed to perform quatitiéaevaluations” However,
some strategies may be adopted with a view to anagiing the accuracy of the
DBR assessment, and the magnitude of the shortgsnaifiecting the evaluation
of the Italian legal framework for RPTs transacsi@onfirms that there is room
for improving the coding process leading to thenfolation of indicators.
Although the DBR assessment is already aligned witine best practices for
scoring exercises (e.g., publication is made ofdkatity of the experts providing
the first set of information concerning the relevarational provisiorﬁé’), its
transparency is still incomplete when it comesutgtifying coding decisions that
are not entirely straightforward.

Furthermore, an external review of the decisionsleniay the DBR team
might enhance the reliability of the rankings, s twould reduce the risk that
institutional inertia and confirmation biases affdbe accuracy of the final

%1 See e.g. MINARD & DU MARAIS (2008), at 67 (notwithstanding their imperfecti@BRs have
the merit of having put high on the agenda the yamlof institutions as a key factor for
understanding development and growth); IEG (208844 (same).

92 See &Ms (2005), at 529.

9 Other organizations providing indicators are nguadly transparent: for a sample review see
DUTTA (2012), at 449-50.

% See also Independent Panel Review, cit., at 5gésimg publication of contributors’
submissions so as to allow external users to gélogdevel of uncertainty associated to each
index).
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indicators even in cases where the outcome of theegs is prone to clerical,
rather than methodological, errdrs.

Besides making the coding process subject to revaem explaining
borderline cases in the national reports, the nuetlogy should always follow a
more functional approach. Focusing on the resutisght about by the rule under
scrutiny, rather than on its formal features, caunldact substantially reduce the
drawbacks we highlight. In particular, such an apph would bring at least two
improvements. First, it would ensure that a moreueste knowledge of the
societal context of different countries is obtaitedore rankings are attributéd.
The combination of the rules under scrutiny witthest legal and economic
features of the concerned jurisdictions may delivesults that the current
methodology does not catch, as it relies on thdysisaof a stylised set of rules
and is therefore prone to simplifications needepetdorm statistical analysfs.

Second, any set of regulatory standards will uhfikeclude all the rules a
jurisdiction can resort to with a view to protectimvestors, as a complete list of
such legal tools would be difficult to collect and,any case, to handle. In this
scenario, functionalism can improve the qualityhef assessment by avoiding the
risk of circularity to which formalism is prone, dhis latter relies on the
assumption that only a specific set of legal devican provide effective investor
protection, and therefore disregards possible redtares not included in the
grid.%®

As a consequence of the DBR methodology, countrieking to reform
their regulation on investor protection may be mtogsed to adopt a box-ticking
approach and hence to pass legislations which milhe® DBR evaluation grid
even when this brings no relevant benefit to inmesstFor instance, Italy would
gain a number of positions in the PIl ranking byeagling a small number of
legal provisions in ways that would not substahtialdd to the current level of
minority protection. First, Mr James’s abstentiogint be mandated, with very
little improvement, if any, from the point of vieaf his ability to influence the
company’s decision, as we have shown. Second,rgsde the DBR focuses on
default rules? Italy’s performance would further improve if thet provided for

% See ITTA (2012), at 440. According toubEPENDENTPANEL (2013), at 5 and 29-30, miscoding
might be more easily avoided if risk-mitigation dms, such as external reviews, were included in
the assessment process.

% On the epistemic role of a functional approachMemiAELS (2011), at 3-4.

7 On statistical reductionism sek, at 12.

% An underlying home bias may explain the selectiims, as a consequence of the natural
tendency for those involved in the preparationhef assessment grid to prioritise legal solutions in
place in the jurisdictions of origin (see referemaefn. 31).

%9 Seesupra fn. 61 and accompanying text.
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shareholder approval of the transaction, while mgncompanies the possibility
to opt-out and to grant independent directors a petver, as is the case toddy.
Once more, it is far from certain that this woulceegthen investor protection, as
controlling shareholders could easily pass the tehaamendments that may be
required to deviate from the default rule. Third,Gonsob RPT Regulation allows
independent directors to appoint an external adw$§eheir choice but does not
mandate it imposing fairness opinions would boost Italy’s fpenance:®?
However, the reliability of outside experts appedhtby the board is often
questioned by legal and economics literatdfewhich has therefore advised
against mandating their appointméft.

If the measures we hypothesize above were pastay’s | Extent of
Disclosure Index could reach 18.The PIl would subsequently jump td% and,
ceteris paribus Italy would rank 16 in the DBR for investor protection. As
shown, this may come with no corresponding subistiaimiprovement in terms of
investor protection.

The current methodology therefore incentivises eogence to a single set
of legal devices and inevitably rules out idiosysies or, at least, makes them
harder to evaluate, thus discouraging the queshdar legal devices capable of
ensuring the same level of investor protectionoater costs. In other words,

100 A similar solution would be ruled out, though,tifie EU Commission’s proposal on the
approval by general meeting of significant relapedty transactions were adopted (saprg fn.
44). In the proposal, shareholder vote is mandatddno possibility of opt-outing.

101'see text accompanying fn. 41.

192 gee Table 1, line 5.

103 See e.g. MICEY (2013), at 621 (fairness opinions are aimed at igiog protection against
litigation risk rather than conveying useful infation to directors and investors; external experts
have an incentive to deliver opinions aligned with results preferred by the company’s board);
KISGEN et al (2009) (fining evidence that fairness opinionsM&A transactions provide little
value to shareholders of target firms, while resalte mixed for acquiring firms’ shareholders);
CLEVELAND (2006) (reputational concerns provide weak constsadn investment bankers having
an incentive to align their opinion with their alis’ whishes).

104 MacEY (2013), at 622-3 (absent Delaware courts’ de fatandate for fairness opinions, these
would perform their function better); M/ToN (2012), at 276-7 and 295 (when second opinions
are deemed useful to convey relevant informationtite market, companies are likely to
spontaneously resort to them. When this is notcise because the external experts are prone to
conflicts of interests, mandating a fairness opinigill unduly certify the transaction to the
detriment of investors).

195 A mandatory fairness opinion would add one poimtiee score of 7 currently assigned for the
extent of disclosure index. Mandatory Mr James’'stettion would add another point, while
shareholder involvement — a measure alternatiidrtdames’s abstention — would add two points.
108 Pl js in fact the average of the Extent of Distiee Index (which would increase to 10), the
Extent of director liability index and the Easesbfareholder suit index (which would respectively
remain 4 and 7).
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homologation trumps experimentatiti. By contrast, a functional evaluation
would increase flexibility and allow for trial aretror®® which is pivotal in the
field of investor protection because tunneling rhaycarried out through different
techniques over time, also depending on the retdeaal framework® Just like
in a cops and robbers game, that requires a widg af new legal strategies to be

tested.

107 RIBSTEIN & KOBAYASHI (1996), at 140-1 (uniform laws determine a lowesgme of
experimentation).

1% 0On the role of functionalism in the production niles see MHAELS (2011), at 4.
INDEPENDENTPANEL (2013), at 23, suggests reviewing the Indexeodexlly in order to reduce
selection biases.

109 ATaNASOV et al. (2011) (analysing different tunneling techniqued anti-tunneling strategies,
and claiming that there is no broad consensus achwhles are better suited to protect investors).
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