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CHARTER 1 What is Corporate Governance?

1.1 Introduction

We define corporate governance as the control and direction of companies by ownersiip, boards,
incentives, company law, and sther mechanisms. This follows the widely-used definition by Cadbury
(1992) as ‘the system by which companies are directed and controlled’. Tt means setting the direction in
which the company is going, its goals and objectives, a5 well as controlling the implementation of

these goals.
There are many o
literature corporate governance isa

ther definitions in the literature. To business people and in the managemernt
11 about boards: what boards do, how they are composed, and so
on. This is reflected in best practice corporate governance codes such as the UK corporate governance
code or the NYSE code. Among investors and in the finance literature there is a tendency to focus
on the relations between the company and its shareholders. This includes specifying what rights
shareholders have, whether the firm is protected against takeover by various defences, etc. Legal
scholars and professionals focus on cormpany and securities law as the psimary corporate governance
issue. Accounting scholars and professionals focus on how companies are held accountable to
outside stakeholders through annual reports. Politicians and the media tend to focus on business
ethics and corporate social responsibility, including financial scandals, fraud, and the possibility
of corrupt practices. Sociologists focus on networks, socialization, and values. Psychologists focus

on motivation, for example the intrinsic utility of ‘good stewardship’. As is evident, different

communities view corporate governance in different ways.

1t is natural that there should be different perspectives on this important subject. The views of
various stakehoiders may be expected to reflect their fields of experience and, to some extent, their
vested interests. It is not swprising, for example, that financial investots try to make shareholder
value the central objective in corperate governance.

In the Journal of Finarnce, Snleifer and Vishny (1997) defined corporate governance as ‘the ways in
which suppliers of finance assure themselves of getting a refurn on their investment’. This definition
is focused on the fimanclal aspects of governance and may be useful for many purposes, but it
can be too narrow in otier cases. For example, business efficiency might be more important than
investor relations. Note, however, that suppliers of finance include both shareholders and creditors
such as banks, These suppliers provide the firm with funding and are, of course, concerned with the

payback. Cadbury’s (1992) definition (above) s somewhat broader. For example, it does not exclude

stakeholder concerns or corporate governance issues in privately held companies that do not attract

outside funding. ,
An even broader definition was given by Charkham (1994): ‘The way comparnies are run’. This

is perhaps too broad because it includes everything that companies do. And a definition that
includes everything is meaningless. But one thing is clear: corporate governance is influenced
by national history, culture and jnstitutions. German or Japanese corporate governance is very
different from what is found in the USA or the UK. Charkham's {1994} book had the title Keepitg
Good Company’ to underline the social aspects. Monks and Minow (2001) also adopt a broader
view of governance as ‘the relationship between various participants in determining the direction
and performance of corporations’ with shareholders, mapagement and poards as the primary
participants. )

A key distinction in governance definitions is to what extent the company is seen as accountable
to shareholders or to a broader set of stakeholders. There is lictle doubt thas Non-Government
Agencies (NGO3), ethical investors, and managers themselves have broadened the corporate
governance agenda in recent years, Mamny now see comparies as responsible for issues such as child
tabour or climate change, which were previously not debated in boardrooms. Corporate social
responsibility issues are now addressed in British company law. Since these trends do influence the
direction and control of companies they are effectively patt of corporate governance whether ot 5ot
they ought to be.

Much of this book will be concerned with publicly traded companies, but corporate governantt
is very relevant for other organizational forms such as state-owned enterprises, family businesseh

o of Nations knew all too well the

1.3 The basic governance problem

cooperati for- )

on:wm.nw%mmwmwwﬁz h.ﬁ_mmuwm waomﬁmmz.nm. Management needs to be held accountable to somebody or

o be addressed. How Eaﬁmw oa organizational m.n.:.S.m have special governance challenges that need

owned mbﬁmnnam.m% moémn and how should politicians be involved in the actual running of state-

meeting? How mz.w o o not-for-profit firms elect new board members if there is no annual general

Peating with e mm.m_dm:ﬁ and @oma succession problems in family firms best managed?
g such issues in non-publicly traded firms is as important as corporate mo<m5mnn_.w

mﬂhm—nﬁmmwﬁmﬂ:ﬁ in _mHNm ﬁﬁcfﬁﬂw @ﬂOﬁmn_. companies. Often, though, it
ies. iti i
. - . ) gh, 5 the ~m~.mm UEGH—O noaﬁmbmmm

1.2 What corporate governance is not
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The basic governance problem
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CHARTER 1 What is Corporate Governance?

give themselves a dispensation from having it. Negligence and profusion, therefore, must always
prevail, more or less, in the management of the affairs of such a company’.*

The basic problem of corporate governance, from a theoretical perspective, then, is the so-called
"agency problem’ which occurs because of the separation between ownership and management. This
is termed ‘the separation of ownership and control’ by Berle and Means (1932).

The idea is that owners (sharehiolders) hire executives to manage companies on their behalf, In
agency theory, we say that the agent (i.e. managers) acfs on behalf of the principal (i.e. shareholders).
The shareholders leave their money and other assets in the custody of the managers. The basic
question to address is how to ensure that managers will manage the assets well. Por example, what
keeps them from taking the mon<y and running away with it? Clearly, the law has some bearing
on this and is, therefore, perhaps the most fundamental governance mechanism. It is worth noting
however that stock markets have historically been able to flourish with little legal support. Thus
informal mechanisms like reputation and trust may be even more basic control factors. Vigilant
owners, for example owner-manageis Or large shareholders, represent another powerful control
mechanism; self-interested owners will monitor what goes on in the firm and replace bad or
opportunistic managers. Managers may be motivated to create more value for the shareholders
through incentive systems {i.e. bonuses or stock options). The threat of being fired by an alert beard
could also be enough to make them work hard. Agency theory, by far the most important approach
to corperate governance, i5 specifically concerned with devising efficient solutions to the agency
problem when both owners and maragers are rational and self-interested.

There are more theories about corporate governance than agency theorty, of course. As previously
mentioned, corporate governance is a multidisciplinary subject which draws on economics, law,
sociology, psychology and political science. Within husiness studies it draws on management and
organizational pehaviour, finance, accounting, international business, and other topics. Economic
theories of corporate governance include agency, transaction cost and incomplete contract theory.
The focus within these economic theories is, likewise, on relatively rational, selfish and sometimes
opportunistic decision makers who interact with and create organizational mechanisms to further
their own interests. This ‘model of man’ has been challenged by sociologists and psychologists who
emphasize that human beings aze not always rational and may not be motivated by self-interest.

Ins this book we subscribe to what we call ‘enlightened agency theory’, which takes agency theory
as a starting point, but borrows from psychology, sociology, political science, law and other fields
where appropriate. This creates a more complicated but richer understanding of governance issues
without losing track of the central governance issues. For example, not all managers or shareholders
are selfishly rational, but this does not mean that we can forget incentive problems. Agency problems
are shaped by regulation and social context, but they do not become ireelevant.

1.4 The extended agency problem

In the real world, of course, there are more than two actors (principal and agent), so the pictue
pecomes much more complicated (Figure 1.1).

Beiween owners and managers there is a board elected by the owners. Not all types of firms
are required to have a hoard, but for most large frms this is a legal requirement. Boards are the
straightforward solution to the corporate governarce problem. A group of people are elected to the
board to sanction major decisions and to monitor that managers ate doing their jobs well, Boards
usually meet regularly (e.g. five times a year, sometimes as often as 10 times a year).

The owners of a firm do not necessarily comprise a homogeneous group, There may be muany o
few owners. Some owners may be private individuals (i-e. ‘mom and pop’ Investors), Some may be
founders or members of the founding family, Owners may be institutional investors, mutual funds
or hedge funds. There might be some owners who are actively concerned with corporate mcqmnnmanm.

1 Adam Smith, 1776, Bock V, Part 1Ll article 10 Eﬂw..__.qiii.nno::w.Em___EEg_mEﬁEmBEZNo.?EEmnnsoimm
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Figure 1.1 The extended agency problem
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a role in corporate governance as owners of firms: for example in cooperatives,
where farmers jointly own the slaughterhouses or dairies to which they sell their product. A subsidiary
relationship is another structure: for example, as when IBM USA owns a sales subsidiary in France.
In joint ventures, the participating companies will often share ownership and will appoint their own

representatives to the board.
Customers can also own the companies from which they buy {e.g. retail cooperatives, investment

funds) or they can influence them
companies should appoint advisory boards composed partly of customers and through which the
customers could get a formal channel of communication to the company. Many companies work
hard to build customer relationships and to endorse the marketing concept according to which the
customers should have priority over other stakeholder groups.

The most direct way in which customers exercise their influence, however, is through competition.
In very competitive markets the job of controlling managers is effectively ‘taken over’ by the
competition since the managers must continuously work hard to stay ahead of their competition. If
there are many competitors in a market, shareholders can more easily evaluate the performance of
their managers. They can compare their performance with other firms and owners can more easily
replace their managers with those from competing firms.

Governments influence corporate governance by making the rules (ie laws and regulation).
For exampte, should banks be allowed to own firms? How much should family ownership be taxed
by inheritance and wealth taxes? Should pension fund ownership be subsidized by tax benefits?
Governments in different parts of the world address these questions in different ways. '

Governments can also play a direct role as owners of business enterprises. This used to be quite
common, particularly in the former socialist countries, but untit recently the frend was to privatize.
However, with the financial crisis the pendulum swung back. Banks, insurance companies and even
automakers were nationalized.

In addition to the direct stakeholders, the media and various kinds of special interest organizations
(NGOs, etc.) can influence corporate govesnance. Managers and shareholders fear public exposure and
act to avoid scandal, sometimes by changing their policies to accommodate grasstoots organizations
like Greenpeace.

There are several other actors. Auditors, analysts and stock exchanges play a special role by
providing information to shareholders and to other stakeholders. Lawyers, stockbrokers, consultants,
insurance companies and others also have their role to play.

In all this complexity, the primary focal point in corporate governance is the relationship between
owners and companies, with particular focus on the board.

Suppliers can play

1.5 Why governance?

A third approach to the definition of the subject is to examine why people are Interested in it.

At the most general level, good management is obviously crucial to economic efficiency,
productivity, firm performance and social welfare. According to Bengt Holmstrm, ‘corporate
governance is about mechanisms by which scarce decision making resources are allocated in society"
Corparate governance aims to ensure good decision making — meaning hiring the right managers
motivating them well through reward systems, giving them sufficient freedom to act and combining
this freedom with a system of checks and balances to prevent the abuse of power. In this sense, goed
corporate governance has always been essential for good economic performance.

It is not difficult to find examples of good and bad corporate governance at many levels. Many
boards are known to rubber stamp proposals put forward by the executives and so fail to take thef
control role sericusly. Others act in time and replace the CEQ or veto dubious acquisitions. Many
owners do not take their ownership seriously and do not even bother to show up at share
meetings. Others actively seek to influence the direction of companies through dialogue or
representation. The executives of some banks now in government custody live well because theY

in other ways. The futurist Alvin Toffler once suggested that -

. Thus, it co
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crisis since the great depression be

The financial crisis; A wake-up call for corporate governance

The financial crisis of 2007-2009 was an economic disaster. It was the world’s longest economic
gan in 1929, Warren Buffet called itan ‘economic Pearl Harbor’.

Even today few peaple realize how close the world was to economic meltdown - to a situation

when ATMs would stop working,
financial system was saved by quick, strong and untraditional countermeasures by central bankers

and governments. Nevertheless, the crisis has left lasting scars in the form of an overwhelming
debt burden, mass unemployment and a heavy burden of regulation.

How could this happen? While monetary and financial regulations were obviously part of
the picture, the current consensus view is that the crisis was at least partly attributable to bad
corporate governance. For example, the OECD Steering Committee on Corporate Governance
argued that ‘the financial crisis can to an important extent be attributed to failures and weaknesses
in corporate governance’ (Kirkpatrick, 2009). If you consider that the global stock MSCI index
fell by more than 50% during the crisis and conservatively estimate that perhaps 1% of this was
attributable to bad corporate governance, bad corporate governance cost the world $200-300
billion!

Most commentators focus on failing incentive systems. For example Barack Obama (2009)
announced: ‘We're going to examine the ways in which the means and manmner of executive
compensation have contributed to a reckless culture and quarter-by-quarter mentality that in turn
have wrought havoc in our financial systemn.” A commen theme is that short-term incentives like
bonuses induced rmanagers to take more and more risks. Given the familiar trade-off between risk
and returns, managers can increase Ietums by taking on more 1isks, and this is what the bankers

shops would close and economic activity would cease. The

did. So it is suggested that bonuses should be stretched over longer periods of timeé, e.g. 3-5 years,

so that they capture potential negative effects of risk taking. Instead of a ‘bonus’ (good) there may

in some years be a ‘malus’ (bad), which is deducted from your bonus account. Another idea s to

risk-adjust management compensation,

for example by letting it depend on spreads which reveal ’

the market's risk assessment. A third suggested solution is to rely more on share ownership and

less on stock options, because shares are more sensitive to downside risk.

Some also direct attention to the role of boards, for example board competencies. After all, ,

boards were responsible for hiring bank managers and negotiating their pay. So boards must
take responsibility for incentive failures.
competent in modern finance, and the recommended cure is then to upgrade competencies. For
example the economist Willem Buiter (2009) suggested that ‘All new board members should take

One idea is that bank boards were not sufficiently .

a written test, set by the regulator and marked by independent experts, on the products, services :

" and instruments traded and managed by their financial institutions. Existing board members
should be tested every other year. Uniess a passing grade s achieved, the would-be board member
cannot serve. The graded test will be in the public domain.” With the recommendations of the
UK Walker review, pracsice has actually moved in that direction. Another idea is that boards were
insufficlently informed, and this has led to rules demanding that a much wider set of issues in risk
management and management pay are put to bank boards.

It is possible to probe even deeper. Boards are elected by the shareholders, so where were the
shareholders? If risk taking was excessive, management pay was over-incentivized and boards
wetre too incompetent to do anything about it, why didn’t the shareholders revolt? After all, it was
their money which was first to go during the crisis. One answer is that many banks had highly
diversified ownership without majority owners. This gives rise to free-rider problems and passivity
among the shareholders wha do little to conirol the agency problems between shareholders and
managers. Many banks reinforced their managerial hegemony by voting caps and other takeover
defences. It is interesting that the most leveraged financial institutions — the US investment banks

1
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