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The corporate governance literature increasingly recognizes that firms can benefit
from protecting and thereby inducing firm-specific investments of various stakehold-
ers. Such investments by shareholders, employees, suppliers, customers, and the local
community strengthen the sustainable competitive advantage of the firm. However, the
protection of multiple stakeholders’ interests poses substantial implementation prob-
lems. This paper explores a novel approach to such protection, based on the creative
use of random selection procedures in appointing stakeholder representatives to the
board. These procedures are the foundation of demarchy, a form of governance that
was successfully used in ancient Athenian democracy. The paper presents advantages
and disadvantages of demarchy, develops a corporate governance proposal that com-
bines demarchy with representative voting, and addresses key issues concerning its
implementation. It is suggested that the use of demarchy opens new avenues for
stakeholder involvement in corporate governance.

In recent decades, corporate governance theory
has been dominated by the view that the board of
directors needs to ensure that managers act exclu-
sively in the interests of the corporation’s share-
holders (Hansmann & Kraakman, 2001; Jensen &
Meckling, 1976). This view represents a specific
application of agency theory, which assumes that
the shareholders’ investments are particularly vul-
nerable to exploitation by the firm’s management,
whereas other stakeholders (such as employees,
suppliers, customers, and the local community) are
in a better position to protect their investments
through formal contracts with the firm.

This conventional agency view of corporate gov-
ernance has come under increased scrutiny. Re-
search in the management field has questioned the

claim of agency theory (e.g., Jensen, 2010) that only
the focus on a single, long-term organizational ob-
jective (i.e., shareholder value) can ensure manage-
rial accountability and strong firm performance
(Aguilera, Filatotchev, Gospel, & Jackson, 2008;
Dalton, Hitt, Certo, & Dalton, 2007). Following this
research, the effectiveness of corporate governance
depends not only on the protection of shareholders’
wealth, but also on the creation of new wealth and
its distribution among various stakeholders (Aguil-
era et al., 2008; Aguilera & Jackson, 2003).

Other theories have been used to support this
view. For example, based on modern property
rights theory and the resource-based theory of the
firm, Asher, Mahoney, and Mahoney (2005) sub-
mitted that various stakeholders other than share-
holders make firm-specific investments, which are
essential for the firm’s value creation. These stake-
holders are vulnerable to exploitation because for-
mal contracts often fail to protect firm-specific in-
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vestments (Klein, Crawford, & Alchian, 1978; Wang
& Barney, 2006; Wang, He & Mahoney, 2009). As a
consequence, Blair and Stout (1999) and Lan and
Heracleous (2010), inspired by legal agency theory,
suggested that the board of directors needs to act
not as the shareholders’ agent, but rather as an
autonomous fiduciary protecting the joint interests
of multiple stakeholders, such as employees, sup-
pliers, customers, and the local community, who
are not able to contract their claims fully. The
aim is to encourage firm-specific investments that
are not subject to contract but contribute to a sus-
tainable competitive advantage of the firm.

The suggestion that the board should act as an
autonomous fiduciary is very useful and elegant for
conceptual purposes. However, its implementation
poses substantial challenges as long as the funda-
mental structure of the board remains as it is today.
In particular it is questionable whether shareholder-
elected board members are motivated and able to
act as autonomous fiduciaries for all relevant stake-
holders (see Dalton et al., 2007, for an overview).
Yet regulatory interventions that seek to overcome
the agency problem by implementing a uniform
corporate governance structure may even exacer-
bate the problems they aim to solve (Dalton et al.,
2007, p. 39). This leads us to ask, What alternatives
exist for the protection of the stakeholders’ non-
contractible firm-specific investments?

Multiple stakeholders could be represented di-
rectly on the boards. Fiduciary decision making
would be replaced by shared decision making of
shareholders and other stakeholders. Shared deci-
sion making is implemented in some Northern Eu-
ropean countries among shareholders and employ-
ees (Adams, Licht, & Sagiv, 2011; Osterloh & Frey,
2006). However, Hansmann (1990) posited con-
vincingly that the involvement of many stakeholders
with heterogeneous interests is likely to result in high
costs of collective decision making. Indeed, empirical
examples of stakeholder representation on boards
rarely go beyond the involvement of shareholders
and employees (Kraakman et al., 2009).

As a consequence, the corporate governance lit-
erature does not tell us convincingly how to protect
the interests of all relevant stakeholders. It is un-
clear how to induce these stakeholders to make
firm-specific investments and thereby contribute to
organizational value creation and to a firm’s sus-
tainable competitive advantage. In particular, there
exists a gap in the literature concerning important
problems in the model of shared decision making.
How should the representatives of the various

stakeholder groups be appointed? How could the
costs of collective decision making be mitigated
when many different stakeholders are represented
on the board?

This paper explores a novel possibility for ad-
vancing corporate governance design by using ran-
dom selection procedures in the appointment of
stakeholder representatives on the board. This pro-
cedure is based on demarchy, a form of governance
that was successfully used for political governance
in ancient Athens, and later in the medieval repub-
lics of Upper Italy. In its extreme form, demarchy
implies that all board members are drawn ran-
domly from among stakeholders (Burnheim, 1985).
As random selection has advantages as well as dis-
advantages, a successful implementation needs to
combine it with other selection procedures, such as
representative voting and hierarchical selection.
Such combinations were applied whenever the
concept of demarchy was implemented.

In this paper, we suggest that corporate gover-
nance provides a fertile ground for the revival of
demarchy in today’s economies. We proceed as
follows. First, we briefly summarize how modern
property rights theory and the resource-based the-
ory of the firm lay the foundation for the involve-
ment of stakeholders in corporate governance.
Next, we assess the advantages and disadvantages
of demarchy with regard to solving the problem of
effective stakeholder involvement. Then we de-
velop a corporate governance proposal that com-
bines demarchy with representative voting. This
proposal incorporates a dual-chamber solution for
the board of directors, with one chamber elected by
the shareholders and the second chamber com-
posed of the other stakeholders drawn by lot. The
proposal leads to the discussion of key implemen-
tation issues, including the fair representation of
stakeholders according to their non-contractible
firm-specific investments, ensuring an adequate
level of expertise on the board of directors, and
the transition from current governance structures to
the proposed structures.

The paper makes three contributions to the cor-
porate governance literature. First, it offers a new
solution for protecting stakeholders’ interests to in-
duce them to make non-contractible firm-specific
investments. It proposes the use of random selec-
tion procedures in the appointment of stakeholder
representatives on the board. Second, based on a
discussion of the advantages and disadvantages of
demarchy, a specific corporate governance pro-
posal is developed, which aims to combine the
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advantages of demarchy and representative voting
while reducing their negative effects. Third, key
implementation issues of this proposal are dis-
cussed. In sum, this paper contributes to closing
the gap in the corporate governance literature by
offering a new idea on how the board can protect
the interests of multiple stakeholders to strengthen
wealth creation and the sustainable competitive
advantage of the firm.

WHY PROTECT STAKEHOLDERS’ INTERESTS?

The creation and distribution of wealth are at the
core of the theory of the firm (Asher et al., 2005)
and of corporate governance (Aguilera et al., 2008).
Organizations create wealth by governing the joint
production of multiple stakeholders in ways that
would not be possible in pure market relationships.
This created wealth arises from the firm-specific
investments undertaken by various stakeholders,
such as shareholders, employees, suppliers, cus-
tomers, and the local community (Williamson,
1985; Zingales, 1998). According to the resource-
based theory of the firm, such investments are es-
sential sources of an organization’s sustained com-
petitive advantage because they contribute to the
creation of valuable and hard-to-imitate assets
(Barney, 1991; Nickerson, Yen, & Mahoney, 2012).
However, it is often costly or impossible to specify
firm-specific investments in written contracts.
Therefore, stakeholders run the risk that the firm’s
management may exploit their investments (Klein
et al., 1978). As a consequence, the stakeholders
have diminished incentives to make such invest-
ments, implying that the wealth and the sustain-
able competitive advantage created by the firm are
below its potential.

HOW TO PROTECT STAKEHOLDERS’
INTERESTS?

How can corporate governance contribute to en-
suring that the firm’s management acts in the joint
interests of all stakeholders who make non-con-
tractible firm-specific investments? Though corpo-
rate governance practices vary greatly across coun-
tries as well as across organizations (Aguilera &
Jackson, 2010), two generic mechanisms can be
distinguished: fiduciary decision making and
shared decision making (Zeitoun & Osterloh, 2012).

Fiduciary decision making is the generic mecha-
nism proposed by legal agency theory. This theory
posits that all stakeholders should submit residual

control rights to the board of directors, which acts
as an autonomous fiduciary (Blair & Stout, 1999;
Lan & Heracleous, 2010). The idea is that the board
of directors has the fiduciary duty to balance the
competing claims of various stakeholders and to
prevent the investments of any single stakeholder
from being unduly exploited. However, imple-
menting this concept—the board as an autonomous
fiduciary—poses substantial challenges. First, it is
controversial among legal scholars whether the di-
rectors and managers owe their fiduciary duties
only to shareholders or to multiple stakeholders
(e.g., Blair & Stout, 1999; Dooley, 1995). Second,
fiduciary duties have limited consequences for the
directors and managers in terms of liability. The so-
called “business judgment rule” affords the corpora-
tion’s board members a high degree of latitude in
making strategic decisions. Therefore, judges who es-
tablish a breach of fiduciary duties typically con-
demn the fiduciaries “in terms that are didactic and
full of moral fervor” (Blair & Stout, 2001, p. 1783),
instead of threatening them with financial liability.
Third, even when the stakeholders accuse corporate
decision makers with breaches of (incomplete) con-
tracts, the protection of the stakeholders’ interests
remains highly uncertain. Posner (2000, p. 754) main-
tained that courts are “radically incompetent” in
dealing with incomplete contracts, and Stout (2011,
p. 182) posited that the courts’ decisions are so un-
predictable that they come close to flipping a coin.

Moreover, it is often questionable under today’s
board structures whether board members are will-
ing and able to act as autonomous fiduciaries and
serve the interests of shareholders and stakeholders
other than managers. On one hand, board members
often lack autonomy. In most countries they are
elected by shareholders only. In addition, they are
overly beholden to the firms’ executives due to (1)
the large influence of CEOs on the nomination of
new directors (Campbell, Campbell, Sirmon, Bier-
man, & Tuggle, 2012; Westphal & Zajac, 1995); (2)
interlocking directorates that weaken the indepen-
dence of board members (Johnson, Daily, & Ell-
strand, 1996; Zajac & Westphal, 1996), particularly
when they are reciprocal (Mizruchi, 1996, 2004);
and (3) the presence of inside or affiliated directors
who are reluctant to contradict the CEO (Westphal
& Zajac, 1995).

By contrast, a large share of non-executive or
outside directors increases the board’s autonomy
from management, but this leads to a different
problem. Because outside directors lack firm-spe-
cific knowledge, they often have to rely on the
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information provided by the CEO and therefore are
unable to monitor top management sufficiently
(Aguilera, 2005; Dalton, 2005). This trade-off is
consistent with the empirical literature, which
finds inconclusive relationships between board
composition and firm performance (Daily & Dalton,
1997; Daily, Dalton, & Cannella, 2003). As a conse-
quence, it is highly questionable that fiduciary de-
cision making really serves to protect multiple
stakeholders’ interests.

Shared decision making, in contrast, means
that firms grant their stakeholders direct control
rights—for example, by offering them seats on the
board of directors. In many Northern European
countries, the so-called codetermination laws man-
date that corporations offer employee representa-
tives between one-third and one-half of all board
seats (Hertig, 2006). Although codetermination
laws are sometimes perceived as having an anti-
capitalist flavor, the empirical evidence shows that
codetermination often has a neutral effect or may
even improve firm performance under certain con-
ditions (e.g., Aguilera & Jackson, 2010, p. 526; Fau-
ver & Fuerst, 2006). Interestingly, with its codeter-
mination of employees on the boards of big
companies Germany has managed to cope with
transition processes and the financial crisis remark-
ably well. However, codetermination typically in-
volves the joint decision making of only sharehold-
ers and employees, instead of all stakeholders that
make firm-specific investments. This limitation on
the number of involved stakeholders can be ex-
plained by the costs of collective decision making.
In other words, many stakeholders with heteroge-
neous interests can make the decision-making pro-
cess very—sometimes even prohibitively—costly
(Hansmann, 1990; see also Starbuck, 2014).

To meet this critique, this paper proposes a form of
shared decision making that includes elements of
demarchy. The proposal aims to provide protection
to all stakeholders making firm-specific investments
while reducing the costs of collective decision mak-
ing. In the next section, we present the origins of
demarchy and assess its main advantages and disad-
vantages. This discussion provides the basis for the
development of the proposed governance structures.

STAKEHOLDER PROTECTION THROUGH
DEMARCHY

Demarchy is a form of governance that systemat-
ically uses random mechanisms to appoint deci-
sion makers (Burnheim, 1985; Dowlen, 2008). The

use of randomness to reach desired social outcomes
has a long history (Buchstein, 2010; Buchstein &
Jörke, 2007). In ancient Athens and in the Venetian
Republic, many of the political positions were cho-
sen by lot among the citizens. Today, random se-
lection plays a role in the selection of juries in the
United States and several other countries. In poli-
tics, randomness is commonly used as a tiebreaker
to reach a decision when votes are evenly divided.
The movement for deliberative democracy (Dryzek,
2000; Fishkin, 1991; Habermas, 2006) has sug-
gested that the citizens participating in the consul-
tation or decision-making process be chosen by lot.
Similar suggestions have been made with regard to
national politics (Mansbridge, 2005), international
organizations (Frey & Stutzer, 2006), and decision
making at workplaces (Emery, 1989).

Like all selection procedures, random selection
has its advantages and disadvantages (e.g., Buch-
stein, 2010; Carson & Martin, 1999; Elster, 1989).
The main advantages are the following: First,
random selection shields against the undesired in-
fluences of entrenched interest groups on the selec-
tion of decision makers. In normal voting proce-
dures the politicians in power, as well as
influential lobbies, have ample opportunity to
shape the elections in their favor, as pointed out by
Hayek (1979) referring to Aristotle. Such influences
result in principal–agent conflicts because the
elected politicians are likely to take into account
the interests of their lobbies at the expense of their
constituencies. However, when decision makers
are selected randomly from a large pool of candi-
dates, the corrupting influences during the selec-
tion process disappear. Of course, there still need
to be additional measures against bribery once the
decision makers are selected. Provided such mea-
sures are in place, the experience in ancient Athens
shows that random selection is a very effective
deterrent against corruption (Hansen, 1999).

Second, random selection reduces the influence
costs of campaigning and self-promotion to achieve
political goals (Benz & Frey, 2007; Burnheim,
1985). Due to the high uncertainty and unpredict-
ability of the selection outcome, candidates have
no incentive to engage in costly campaigning activ-
ities. Thus, a larger pool of individuals can partic-
ipate in the selection process. Moreover, random
selection implies that the “losers” of the selection
process do not lose face, inducing more well-re-
puted individuals to stand for an office. This expe-
rience occurred in the 18th century at the Univer-
sity of Basel, which chose professors by lot from
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among the top three candidates (Stolz, 1986,
p. 670).

Third, random selection facilitates true represen-
tativeness. In normal voting procedures, the elected
candidates typically are more homogeneous than
the constituency they represent. As a result, certain
groups are over- or underrepresented (e.g., with
regard to gender, race, religion, age, or socioeco-
nomic status). A higher degree of representative-
ness through random selection can improve the
protection of otherwise neglected stakeholders’
interests.

Fourth, random selection encourages candidates
who bring in new views overlooked by the incum-
bents. It is a “search machine” for new perspectives
and talents (Buchstein, 2009, p, 391). In particular,
individuals who are deterred from running for an
elective post (e.g., due to aversion to risk or to
competition) represent a neglected talent pool. This
is of special importance for female candidates be-
cause women on average are more characterized by
these attributes than men (Beckmann & Menkhoff,
2008). Thus, random selection helps to bring new
voices into the boardroom that are otherwise un-
heard (Fishkin & Farrar, 2005) or marginalized. As
empirical evidence shows, marginal views can en-
hance creativity in decision processes significantly
(Jeppesen & Lakhani, 2010) due to a so-called “fo-
cused naïveté: a useful ignorance of prevailing
assumptions and theories” (Gieryn & Hirsh, 1984,
p. 91). As a consequence, the competitive advan-
tage of the firm may be furthered by new
perspectives.

Fifth, random selection facilitates stability and
continuity when stakeholders with diverging inter-
ests are involved. In both ancient Athens and the
medieval republics of Upper Italy, there was a high
potential for political disruptions and even civil
wars among the aristocratic families. In this con-
text, the random selection of decision makers had a
pacifying impact because it ensured that all the
different factions had a chance of being repre-
sented, if not this time then on a future occasion. It
was impossible to vote down a particular faction
every time. Furthermore, no one could be blamed
for the results of the selection process (Duxbury,
1999; Stone, 2009).

Of course, random selection procedures also
have their disadvantages, especially when imple-
mented in their pure form. The first and most com-
mon argument against random selection is that it
does not discriminate between experts and lay-
people. Randomly selected individuals may lack

the necessary skills to do their job. This would
indeed be a problem if random selection were the
only selection procedure for all posts. However, it
is possible to combine random selection with other
procedures. When a post requires specific skills
and expertise, organizations may resort to hierar-
chical selection (e.g., the board of directors selects
the top managers). In contrast, when a decision-
making body has the task of representing different
stakeholders’ interests or furthering new perspec-
tives, organizations may apply random selection to
appoint the members of this body. Random selec-
tion can be complemented by a screening process
to filter out candidates who do not conform to ex
ante defined criteria. The issue is discussed in fur-
ther detail below.

Second, randomly selected decision makers
might have a lower sense of accountability because
they need not fear not being reelected or reap-
pointed at the end of their term. To address this
problem, organizations need to consider accom-
panying procedures. In addition to screening the
selected candidates, constituencies could be pro-
vided with the right to receive detailed explana-
tions of the decisions made. Furthermore, the
threat of impeachment proceedings may help pre-
vent severe cases of willful neglect. Moreover, dem-
ocratically elected and hierarchically appointed
decision makers also sometimes exhibit a low sense
of accountability because their networks often al-
low them to reduce transparency.

Third, an obstacle to implementing demarchy is
today’s widespread belief that random decisions
may be “irrational” or “arbitrary.” This belief favors
selection procedures based on the expression of
one’s will (e.g., representative voting) because such
procedures appear to be more rational. However,
given that people are “intendedly rational, but only
limitedly so” (Simon, 1957, p. xxiv, emphasis in the
original), boundedness of rationality should be rec-
ognized, and experiments with new selection pro-
cedures should be welcome.1

1 New forms of governance often arise from consider-
ations other than efficiency. In ancient Athens, it appears
that religious beliefs contributed more to the emergence
of demarchy than the conscious effort to make political
governance more efficient. Random mechanisms were
accepted because people believed that such mechanisms
revealed the will of their gods. Also, the introduction of
codetermination laws in Northern Europe was mainly
motivated not by efficiency, but by the aspiration to
strengthen democracy beyond the political sphere and to
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Because of these potential disadvantages, it is
rarely feasible to implement demarchy in its pure
form. However, the experience of ancient Athens
shows that it is possible to combine random selec-
tion with other procedures to capitalize on the ad-
vantages of demarchy while mitigating its negative
effects. The next sections develop a proposal of
demarchy-based corporate governance and discuss
key implementation issues, including the fair rep-
resentation of stakeholders according to their non-
contractible firm-specific investments, ensuring an
adequate level of expertise on the board of direc-
tors, and the transition from current governance
structures to the proposed structures.

IMPLEMENTING DEMARCHY IN CORPORATE
GOVERNANCE

Following the modern property rights theory, the
protection of the stakeholders’ interests depends to
a large extent on the allocation of the rights to
decide how the firm’s strategic resources are to be
used. These decisions mainly are taken by the
firms’ directors and managers (Daily et al., 2003). In
today’s corporations, the law requires the board of
directors to select the top managers hierarchically.
This selection procedure is appropriate because the
top managers need a certain depth of knowledge
and expertise to perform their tasks (Castanias &
Helfat, 1991). Therefore, the proposal in this paper
does not change how the top managers are selected,
but rather how the directors are selected and how
demarchy can contribute to the representation of
stakeholders at the board level.

A Dual-Chamber Solution to the Board of
Directors

To enable the involvement of all stakeholders
making non-contractible firm-specific investments,
this paper proposes a board of directors that is
structured in two chambers. The first chamber is
composed of shareholders, and its members are
elected based on the number of voting shares, as is
the case today. In contrast, the second chamber is
composed of representatives of the other stakehold-
ers, drawn by lot. The analogy to democracy with

two chambers of parliament is obvious and con-
sciously sought. Although political systems typi-
cally adopt elections to determine who sits in the
second chamber,2 this proposal adopts random se-
lection to ensure that all stakeholders making non-
contractible firm-specific investments have a fair
chance of being represented.

With regard to the first chamber, there exist sev-
eral reasons why the shareholders should have the
privilege to elect their representatives. First, share-
holders are uniquely vulnerable concerning the po-
tential exploitation of their investments (Shleifer &
Vishny, 1997). Whereas other stakeholders usually
have at least some part of their investment pro-
tected contractually, shareholders rely solely on
the residual surplus and risk losing everything.
Second, as long as shareholders do not expropriate
other stakeholders, the shareholders’ efforts to in-
crease the firm’s stock price are likely to benefit
other stakeholders as well (Blair & Stout, 1999).
Third, shareholders have relatively homogeneous
interests in terms of enhancing the firm’s stock
price (Jensen, 2000). Therefore, they are likely to
agree more easily than other stakeholders on what
they expect from their representatives. Thus, voting
as a selection procedure is more feasible (and is
accepted as the status quo). Finally, the dual-cham-
ber structure has advantages in ensuring an ade-
quate level of expertise on the board, as dis-
cussed below.

The second chamber constitutes a countervailing
force, representing the interests of the other stake-
holders who make non-contractible firm-specific
investments. The advantages of demarchy are
particularly likely to carry weight in this chamber
due to the highly heterogeneous interests of many
stakeholder groups. Furthermore, demarchy is
likely to mitigate the major concern associated with
stakeholder representation on corporate boards: the
high costs of collective decision making (Hans-
mann, 1990). In contrast to traditional voting pro-
cedures, randomly selected stakeholder representa-
tives do not owe particular interest groups a special
favor in return for being elected. Thus, the repre-
sentatives come close to being “autonomous fidu-
ciaries” (Lan & Heracleous, 2010, p. 294) who have
some discretion to act in the interests of the corpo-
ration as a whole. This autonomy can help the

give workers a say in their corporations’ governance.
Only several years later, rigorous empirical evidence sug-
gests that codetermination enhances corporate efficiency
under certain conditions (e.g., Fauver & Fuerst, 2006).

2 An exception is the U.K. democracy, in which the
members of the House of Lords are not determined by
democratic voting.
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stakeholder representatives avoid stalemates and
find solutions that are in the interest of the corpo-
ration as a whole. Moreover, the dual-chamber de-
sign enables both chambers to reach consent within
their chamber before confronting each other. This
design is likely to reduce costs of collective deci-
sion making because the variance of preferences
tends to be smaller within than across the two
chambers. For example, Adams and colleagues
(2011) showed empirically in the Swedish context
that employee representative directors more often
side with non-shareholder constituencies than do
shareholder representative directors.

Relationship Between the Two Chambers

How should the two chambers work together? In
the political sphere, there are different ways two
chambers can reconcile their differences. The cho-
sen method depends on the relative importance of
the chambers. For example, in the United King-
dom, the House of Lords has the task of scrutinizing
and amending legislation but can be overruled by
the House of Commons. In the United States, the
Senate has special rights with respect to foreign
policy. In Switzerland the two chambers of Parlia-
ment have exactly the same weight and decide on
exactly the same issues.

In the field of corporate governance the relation-
ship between the two chambers can be similarly
varied. One model offers no real power to the sec-
ond chamber; it can undertake initiatives, but the
chamber of shareholders has the right to discuss
and decide on them. The chamber of stakeholders
can also be used purely as a deliberative body.
However, in these cases the stakeholder represen-
tatives have diminished incentives to be actively
engaged because they do not participate in the ac-
tual decisions.

Another model grants the chamber of stakehold-
ers veto power on particular issues, such as deci-
sions relating to industrial safety or the selection of
a new chief executive officer. There are two basic
ways to implement this veto model. One possibility
is absolute veto power; if the chamber of stakehold-
ers exercises its veto, a mediation committee com-
posed of the two chambers is held responsible for
developing alternative proposals. Another possibil-
ity is that the veto of the second chamber (stake-
holders) can be overruled by a qualified majority in
the first chamber (e.g., 75% of the votes). This
would strongly reduce the clout of the chamber of
stakeholders.

In a third model, both chambers have the same
weight. In this case the problem of stalemates
arises. As a solution, the example of the Swiss
Parliament might be helpful. If a proposed decision
goes back and forth three times without an agree-
ment, committees of both chambers meet and at-
tempt to find a compromise that is acceptable to
both chambers.

Organizations may find it best to experiment
with a mix of these different forms of shared deci-
sion making. Examples for a mixed implementation
of different forms of shared decision making can be
found in Northern European countries with code-
termination laws.

KEY IMPLEMENTATION PROBLEMS OF
DEMARCHY IN CORPORATE GOVERNANCE

The proposed governance structure leads to sev-
eral key implementation issues, including how to
ensure a fair representation of stakeholders, how to
ensure an adequate level of expertise on the board,
and how to manage the transition process.

Ensuring a Fair Representation of Stakeholders
on the Board

Among the stakeholders of the firm, not all have
the same relative involvement and take the same
firm-specific risks. Therefore, the representation of
different stakeholders needs to vary, depending on
their share of non-contractible firm-specific invest-
ments. It is important to consider not only the
firm-specific investments made in the past, but
those the firm’s leadership aims to induce in the
future as drivers of sustained competitive advan-
tage. For example, if the firm’s strategy is to operate
in a market where it can easily switch between
different suppliers with standardized products,
suppliers need no representation. In contrast, if the
strategy requires the local community to make high
firm-specific investments that are difficult to con-
tract, the local community needs to be represented
accordingly.

When implementing demarchy-based corporate
governance, a fair representation of the different
stakeholder groups is of paramount importance.
Moreover, measures need to be implemented to
avoid an extreme skewness in the distribution of
candidates, such as candidates whose convictions
are contrary to the firm’s interests. To overcome
these issues, the proposed governance structures
can benefit greatly from the experience regarding
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random selection of jury members, because juries
face several challenges that are similar to those of
the chamber of stakeholders. First, juries have a
similar purpose: to ensure a fair representation of
their communities and to facilitate deliberative
processes. Second, juries also need to limit their
size to a practically feasible number (typically 12 to
24 members).

Stratified sampling as the preferred approach
to random selection. To address the representation
issues, two basic approaches to the random selec-
tion procedure need to be distinguished. One
approach is to allocate different weights to the
stakeholder groups according to their share of non-
contractible firm-specific investments. For in-
stance, if employees have three times the weight of
suppliers, they are going to have on average three
times as many representatives in the chamber of
stakeholders.

The second approach is to conduct stratified
sampling (Mueller, Tollison, & Willett, 1972). In-
stead of allocating different weights, each stake-
holder group receives a predetermined number of
seats, and the random selection procedure is con-
ducted within each stakeholder group.

In jury selection, this approach is not applied
because there is no single dominant stratification cri-
terion (e.g., race, gender, age) (Coke, 1994; Kairys,
Kadane, & Lehoczky, 1977). However, in the pro-
posed governance structures, the dominant stratifi-
cation criterion is the stakeholders’ share of non-
contractible firm-specific investments. This is the
criterion where skewness in the distribution is least
tolerated.

Accepting a moderate degree of skewness.
How can the potential for skewness within each
stakeholder group along other criteria be dealt
with? There are several reasons why it may be
acceptable, and sometimes even desirable, to allow
for some amount of skewness. First, a moderate
degree of skewness can facilitate the early detection
of trends and warning signs. For instance, stake-
holders with a strong concern for the environment
were relatively marginalized in the 1980s, whereas
in today’s corporations such concerns are often
taken seriously. Other emerging concerns today
may become important in the future. For instance,
several multinational companies have recently
faced an unexpected reputational damage in the
United Kingdom, due to their legal practice of
avoiding taxes through the use of transfer pricing.
This damage could have been avoided if boards had
given voice to people who pointed to this reputa-

tion problem early.3 Second, random selection pro-
cedures tend to even out imbalances over time. The
overrepresentation of one group (say, young peo-
ple) in one board term is likely to be compensated
by their underrepresentation in another term.

Preventing and correcting extreme skewness.
Several measures can be implemented to prevent or
correct extreme cases of skewness. The least intru-
sive measure is to encourage stakeholders from all
classes (e.g., gender, age, education) to participate
in the random selection procedure. The evidence
from the legal system shows that most cases of
unrepresentative juries are due to unrepresentative
source lists (Kairys et al., 1977). The more widely
the company communicates and promotes the op-
portunity to participate in the chamber of stake-
holders, the more likely it is that this chamber will
end up being representative.

A more intrusive measure is the exclusion of
specific randomly selected stakeholder representa-
tives, as is applied in the jury system in the United
States. The shareholder-elected chamber may chal-
lenge stakeholder representatives for cause (i.e., for
a specific reason). During a questioning the se-
lected candidates’ backgrounds and potential bi-
ases are assessed (similar to the dokimasia in an-
cient Athens or the voir dire in jury selection).4 It is
important for the corporation to have a predefined
list of legitimate reasons to reject candidates with
extreme biases. The legitimacy of this procedure
can be enhanced by naming an independent person
(e.g., a mediator or judge) to verify and grant the
challenges. The stronger the clout of the chamber of
stakeholders, the more important it is to institute
the option of challenging the appointment of can-
didates with extreme biases.

Additional measures to facilitate deliberation.
For a fair representation of multiple stakeholders’
interests, additional measures to facilitate deliber-
ation are helpful. Such measures include the pro-

3 Following the uproar, Starbucks, a global coffee com-
pany, has committed to paying a significant amount of
taxes in the future.

4 In ancient Athens, randomly selected representatives
had to pass a screening test, the dokimasia, in which
other citizens could ask questions or make accusations
against them. A serious accusation, for example, was that
the candidate might have sympathy for oligarchy instead
of being loyal to the nascent democratic governance sys-
tem. In jury selection, there is a similar process, called
voir dire, in which prospective jurors are questioned
about their potential biases.
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vision of training to prospective board members in
board decision making; the arrangement of proce-
dural rules that offer all members the opportunity
to make their voices heard; and the availability of
neutral, trained mediators. To implement these
measures, one can draw on a rich empirical litera-
ture on deliberative democracy, where methods
that encourage deliberation have been tested in the
field (Steiner, 2012). Moreover, these measures pro-
vide a fruitful field for consultants to offer their
services.

Ensuring an Adequate Level of Expertise on the
Board

As mentioned earlier in the paper, one of the
potential disadvantages of demarchy is that it
does not discriminate between experts and lay-
people. However, the different knowledge of ex-
perts and laypeople may complement rather than
hinder one another.

First, the two chambers combine different types
of expertise. Whereas the shareholders’ representa-
tives bring in a high level of expertise in core man-
agement fields such as accounting, finance, and
competitive strategy, the stakeholders’ representa-
tives bring in dispersed common knowledge. There
is evidence that the combination of expert knowl-
edge and dispersed common knowledge is impor-
tant in decision making today, reinforced by the
impact of social media (Piller, Vossen, & Ihl, 2012).
For instance, some companies successfully inte-
grate their users’ and their designers’ knowledge
when developing their product portfolio (von Hip-
pel, 2005). Moreover, employees as an important
stakeholder group can contribute their expertise
about the internal functioning of the corporation.
Such first-hand expertise is valuable because mem-
bers of today’s boards sometimes rely too exten-
sively on the information they receive from CEOs
(Dalton, 2005; Starbuck, 2014).

Second, the potential variance in expertise be-
tween the two chambers can have additional ben-
eficial effects. Although the shareholders’ represen-
tatives are likely to be more experienced and
knowledgeable about the business world, experts
often fall victim to an oversight trap in situations of
great uncertainty due to familiarity bias and overcon-
fidence (Griffin & Tversky, 1992; Rost & Osterloh,
2010). The presence of laypeople may guard against
these biases by pushing experienced shareholder rep-
resentatives to make their reasoning explicit and
open to deliberation. Such safeguards against

biases—comparable to the already mentioned “fo-
cused naïveté” (Gieryn & Hirsh, 1984, p. 91)—are
particularly important when boards have become
complacent after having experienced a series of suc-
cesses (Kroll, Toombs, & Wright, 2000).

Third, there is empirical evidence that people
who see a chance of influencing decisions become
better informed and improve their decision-making
capabilities (Benz & Stutzer, 2004). Participation
rights provide individuals with incentives to in-
crease their expertise.

Fourth, the relationship between the different
types of expertise in the two chambers can be gov-
erned in the corporate charter. If it is important to
give greater weight to the shareholder chamber’s
expert knowledge, then one solution would be to
implement only the first two stages of the transition
process (see below).

Transition to the Proposed Governance
Structures

The proposed dual-chamber design changes the
conventional structure of the board of directors.
Therefore, a third key implementation issue is to
find a feasible path of transitioning from current
governance structures to the proposed structures
(Carson, Devinney, Dowling, & John, 1999). Which
individuals within the corporation are best posi-
tioned (and may have the motivation) to initiate the
structural changes? Which stages have to be con-
sidered in a gradual transition process? How can
corporate law facilitate a more rapid diffusion of
the proposed structures?

Which individuals within corporations are best
positioned to initiate the structural changes? In a
corporation, there exist different actors with differ-
ent interests. When it comes to designing the firm’s
governance structures (especially when changing
the corporate charter), shareholders, directors, and
senior managers are particularly important actors
(Hansmann, 2006). Shareholders can approve
structural changes at the annual general meeting,
but due to collective action problems they often
are not the actors who initiate the changes. In con-
trast, the firm’s senior managers and some directors
typically have a substantial degree of informal
power to draft and initiate structural changes,
which may then be approved by the board of direc-
tors and the general assembly. Moreover, assuming
a gradual transition, these managers have a high
initial degree of discretion in the implementation
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process because the first stage of transition does not
necessarily require changing the corporate charter.

The question then is whether senior managers
and directors are motivated to initiate such
changes. A simplistic view would suggest that self-
interested, myopic managers as well as investors in
the capital market (e.g., short-term–oriented hedge
funds) might not take on the burden of implement-
ing structural changes that pay off only in the long
term. However, the evidence suggests that manag-
ers as well as investors (e.g., family owners or pen-
sion funds) differ with regard to their time horizons
(Connelly, Hoskisson, Tihanyi, & Certo, 2010).
Those who identify with their companies and are
interested in long-run sustainable competitive ad-
vantages fortunately exist and support actions to-
ward this goal.

In sum, the recommendations of this paper are
directed toward senior managers and directors who
take a long-term view of their corporations. To
make structural changes come about, these actors
need to foster coalitions with long-term– oriented
shareholders (and potentially other stakeholders
who have the company’s long-term interests
at heart).

Gradual transition as a promising approach.
The implementation of the proposed structures
would be difficult to undertake in one leap; there
are several reasons to suggest that a gradual transi-
tion is the more promising approach. First, manag-
ers can build on existing activities and advance
them step by step. Some firms already have ad hoc
activities to involve stakeholders, for instance,
through sounding boards and new social media.
Such activities can serve as starting points toward
greater formalization of stakeholder involvement.
Second, managers can begin with forms of imple-
mentation that do not necessitate changing the cor-
porate charter. This enables them to design and
fine-tune the accompanying mechanisms (such as
the mechanisms to avoid skewness in the represen-
tation of stakeholders) before moving forward.
Third, there is evidence that stakeholder involve-
ment involves a learning process. Before the Ger-
man legislature introduced codetermination laws
in the 1970s, which mandated employee represen-
tation on boards, a majority of German managers
were opposed to it. However, two decades later
most managers had either a neutral or a positive
attitude toward codetermination (Glaum, 1998). As
this example suggests, experimentation is impor-
tant not least because the learning process can help
to diminish prejudices.

The stages of a gradual transition process could
follow the already mentioned different forms of
relationship between the two chambers. The first
stage could institute the chamber of stakeholders as
a purely advisory body with the right to take ini-
tiatives that have to be discussed in the chamber of
shareholders. In this stage, managers need to lever-
age communication channels, such as new social
media, to address stakeholders and explain the pur-
pose of involving them in corporate governance.
The first stage of transition provides a field for
experimentation in which mistakes are not costly.
Hence, managers can adjust inadequate structural
arrangements with relatively little friction. How-
ever, the diminished clout of the chamber of stake-
holders may demotivate its representatives over
time. Therefore, managers need to signal that they
intend to enhance the role of this chamber as the
governance structures develop and mature.

In the second stage, the chamber of stakeholders
can be provided with a veto right, which necessi-
tates changes in the corporate charter. Therefore,
managers need to seek approval of the current
board of directors and of the general assembly
to implement it. The chamber of stakeholders
need not have a veto right on every board decision
but only on particular issues, such as decisions
relating to industrial safety or the selection of a new
chief executive officer. Evidence from Northern Eu-
ropean companies shows that such selective stake-
holder involvement can work in practice (Kluge
& Stollt, 2006). Codetermined corporations often
have a catalog of decisions requiring consent based
on their corporate charter.

The third stage could provide both chambers
with equal rights. As for absolute veto power, equal
rights require some form of mediation between the
two chambers. Therefore, it is advisable to begin
with a limited catalog of decisions requiring con-
sent from both chambers before extending this cat-
alog judiciously.

Firm-level implementations as inspirations for
menu choices in corporate law. The discussion in
the previous sections relies on committed senior
managers and directors who are motivated to foster
coalitions with long-term–oriented shareholders
(and potentially other stakeholders). Such pio-
neering coalitions may lead to successful imple-
mentations of stakeholder involvement in corpo-
rate governance for the long-run benefit of these
corporations.

Although individual firms may successfully im-
plement the proposed structures, the diffusion of
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new governance structures is often slowed by the
sticky features of corporate law. Current U.S. cor-
porate law provides a firm’s owners with almost
complete freedom to approve idiosyncratic corpo-
rate charters, but many firms stick to the default
terms to avoid undesirable lock-in effects (Hans-
mann, 2006). Therefore, the question is how to
accelerate diffusion without making unrealistic as-
sumptions about legislators.

When nations and states compete for the favor of
corporations, a promising approach is to offer
menu choices in corporate law (Ayres, 2006). Menu
choices come at a low cost to legislators because
they add a new (optional) template in corporate law
while leaving existing rules untouched. Offering a
demarchy-based menu choice reduces the need to
design idiosyncratic corporate charters, and there-
fore may facilitate the diffusion of the proposed
structures.

CONCLUSIONS

In the early 1990s, Porter suggested that publicly
traded corporations should offer board seats to sig-
nificant owners, customers, suppliers, employees,
and community representatives because “[d]irec-
tors from these categories are likely to have the
company’s long-term interests at heart and to en-
courage management to make investments that will
improve long-term competitive position” (1992, p.
81). Modern property rights theory and the re-
source-based theory of the firm provide a strong
theoretical rationale for this view by suggesting that
the allocation of residual control rights induces
stakeholders to make non-contractible firm-specific
investments to ensure a sustainable, hard-to-imi-
tate competitive advantage.

However, previous suggestions regarding the al-
location of residual control rights had important
shortcomings. On one hand, legal agency theory
posits that these control rights should be in the
hands of the board of directors (Blair & Stout, 1999;
Lan & Heracleous, 2010), but reliance on the fidu-
ciary duties of directors and managers poses prob-
lems of enforceability and missing incentives. On
the other hand, organizations can provide their
stakeholders with direct control rights (Gerum &
Wagner, 1998; Osterloh & Frey, 2006), but this so-
lution usually involves only a small number of
different stakeholders due to the high costs of col-
lective decision making.

This paper addresses this gap in the corporate
governance literature by proposing a new solution

based on demarchy. The proposal is consistent with
modern property rights theory because it provides all
stakeholders with protection against exploitation ac-
cording to their share of non-contractible firm-spe-
cific investments. Specifically, we suggest that the
board of directors be composed of two chambers. The
first chamber is elected by the shareholders; members
of the second chamber are drawn by lot from among
the other stakeholders that make non-contractible
firm-specific investments. Key implementation is-
sues surrounding the proposed governance structures
include fair representation of stakeholders, adequate
levels of expertise on the board of directors, and tran-
sition from current governance structures to the pro-
posed structures.

This paper has limitations that offer opportunities
for future research. First, there is no empirical evi-
dence on the effects of demarchy in the field of cor-
porate governance. Such evidence is by necessity re-
stricted because the application of demarchy to
corporate governance is a novel idea. Future endeav-
ors may apply various methodologies to gather em-
pirical evidence, starting with laboratory experiments
and vignette studies and continuing to in-depth case
studies of real-world implementations.

Second, although demarchy-based corporate gov-
ernance represents a generic concept, its adoption
needs to take into account the cultural subtleties in
different countries. Cross-national research shows
that new corporate governance practices need to be
translated and recombined with local practices to
facilitate their adoption (Aguilera & Jackson, 2010;
Filatotchev & Allcock, 2010). For instance, random
selection procedures are likely to be accepted more
readily in cultures that emphasize equality of op-
portunities. Where cultural beliefs associate ran-
dom selection with irrationality, it may be helpful
to emphasize the instrumental benefits of random
selection procedures, especially when compared to
representative voting.

This paper implies that the use of demarchy opens
new avenues for practitioners and scholars to involve
stakeholders in corporate governance. We believe
that the time is ripe for endeavors to apply new forms
of stakeholder involvement in corporate governance
to foster long-term wealth creation. We hope that this
paper provides a step in this direction.
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